
  

 

 

Tilburg University

Individualizing the income tax and unemployment assistance system

Gelauff, G.M.M.; Graafland, J.J.

Published in:
Journal of Policy Modeling

Publication date:
1994

Link to publication in Tilburg University Research Portal

Citation for published version (APA):
Gelauff, G. M. M., & Graafland, J. J. (1994). Individualizing the income tax and unemployment assistance
system. Journal of Policy Modeling, 16(4), 417-425.

General rights
Copyright and moral rights for the publications made accessible in the public portal are retained by the authors and/or other copyright owners
and it is a condition of accessing publications that users recognise and abide by the legal requirements associated with these rights.

            • Users may download and print one copy of any publication from the public portal for the purpose of private study or research.
            • You may not further distribute the material or use it for any profit-making activity or commercial gain
            • You may freely distribute the URL identifying the publication in the public portal
Take down policy
If you believe that this document breaches copyright please contact us providing details, and we will remove access to the work immediately
and investigate your claim.

Download date: 24. May. 2023

https://research.tilburguniversity.edu/en/publications/73f750fc-b7ec-4b78-bf7b-994face0a403


Individualizing the Income Tax and Unemployment 

Assistance System 

G.M.M. Gelauff, Central Planning Bureau, The Netherlands 

J.J. Graaffand, Central Planning Bureau, The Netherlands 

This article analyzes the economic effects of individualization of the tax and 
unemployment assistance system by means of an applied general equilibrium model 
for The Netherlands. The simulation results show that individualizing the income tax 
system by cancellin g the transferability of the basic allowance between spouses 
stimulates labor supply and raises employment. lndrvidualization of the social assis- 
tance system is more risky. The number of benefit recipients might increase if 
improper use of benefits cannot be effectively controlled for. By consequence. labor 
supply will be reduced and employment will fa!!. Only if improper use of the 
individualized unemployment assistance can be prohibited. will individualization 
have positive effects on labor supply. 

1. INTh WWXJCTION 

A recurring element in discussions about the social security and tax 
system is how it fits with the process of creating equal rights, 
opportunities, and responsibilities for men and women, which is a 
main target of government emancipation policy. A central concept in 
these discussions is “individualizing.” Individualizing means assign- 
ing idtdividuals rights and duties that are irrespective of their living 
situation. In this article the economic consequences of individualiza- 
tion of the tax and social security premium system and the unemploy- 
ment assistance benefit in The Netherlands are analyzed by means of 
an applied general equilibrium model, which is designed to describe 
the interaction between taxation, social security, and the economy, 
especially concerning the consequences for the labor market.’ 

‘For a detailed presentation of this so-called MIMIC (Micro Macro model to analyze the 

Institutional Context) model. see Gelauff (1992). A small version of the applied general 

equilibrium model has been published in Gelauff and Graafkmd ( 1991). 
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Section 2 presents an analysis of the consequences of cancelling the 
marriage relief in the tax system on labor supply of partners2 in 
households and its macroeconomic implications. Section 3 analyzes 
the consequences of individualization of the unemployment assistance 
system, and section 4 summarizes the main conclusions. 

2. INDIVIDUALIZING THE TAX SYSTEM BY CANCELLING 
THE MARRIAGE RELIEF 

Although the individual is the unit of taxation in the Dutch income 
tax system, the complete basic allowance of the partner is transferred 
to the breadwinner if the partner earns less than the basic allowance. 
Hence, the income of the partner is subject to the tax and national 
social insurance premium rate from the first guilder earned onwards. 
The consequences of cancelling the transferability of allowances 
between spouses are presented by Figure 1, which presents the func- 
tioning of the model. The horizontal axis depicts the number of hours 
of leisure of a household; the vertical axis depicts net income. The 
line segment BE is the budget constraint of the household in the 
current tax system with marriage relief. Point B reflects net income 
received by a household with a non-participating partner because of 
the marriage relief and point E is the point on the budget curve at 
which taxable income of the partner equals the basic allowance. 

The curved line crossing point B is the indifference curve asso- 
ciated with the utility function of the household, representing the 
relative preference for leisure and consumption. Maximum utility is 
reached at the point of tangency of the indifference curve and the 
budget constraint. In the example of Figure 1, utility is maximized if 
the partner does not participate (point B) under the current tax system. 
Cancelling the transfer of the basic allowance shifts the budget 
constraint from the solid line segment BE to the dashed line segment 
AE with two consequences. Firstly, because partners now have their 
own zero tax bracket amount, incomes below the basic allowance are 
no longer subject to the tax and premium rate of the first tax bracket. 
Hence, for these incomes the marginal tax rate falls considerably, 
implying a higher marginal wage rate. This generates a positive 
substitution effect on labor supply of partners. Secondly, the rise in 
labor supply is strengthened by the loss of net income as a result of 

ZWc USC the words hr-wd~c~irlrwr and ptrrmc~r to distinguish the primary and secondary income 

earner in it household. 
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Figure 1. Labor Supply Effects of Cancelling the Transferability of the Basic 

Allowance Between spouses. 

the cancelling of the transfer. For households with nonparticipating 
partners this is represented by the shift from point B to point A. 
Compensation for the loss of net income is a second incentive for 
partners to participate. As a result of these two effects, the point of 
maximum utility shifts from a situation of non-participation in point B 
to participation in point C in Figure 1. However, the number of hours 
supplied by these partners is relatively small. Cancelling the transfer 
of the basic allowance only encourages labor supply for jobs with 
incomes below the income level associated with the basic allowance, 
which relates to jobs of maximum one day per week.3 For partners 
who work a higher number of hours, cancelling of the marriage relief 
does not change their options, since already in the present situation 
they are not entitled to transfer the basic allowance due to their high 
income. 

The first column of Table 1 contains the simulation results of 
abolishing the transferability of the basic allowance. Labor supply of 
partners measured in persons rises significantly by 22 percent. which 
implies an increase of total labor supply measured in persons of 5.6 
percent. Because of their preference for small jobs, the rise in total 
labor supply measured in hours by 1.1 percent is much smaller. 
Higher labor supply generates a fall in wages. By consequence, prices 

‘In the simulation it has been assumed that a sufticicnt number ol‘ jobs with u :;mall number 
of labor hours will bc crcalcd without addition;ll CM%, Ohvioudy. the reulr> will bc different if 

cmploycrs flsc high costs ot’ creating thtx jobs. 
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fall, which strengthens the competitiveness of the enterprises sector 
and raises exports. The fall in real wages combined with the loss of 
net income of households with a non-participating partner generates a 
fall in private consumption. On balance, production rises by 0.9 
percent. Employment rises even more, because lower wage costs 
induce substitution of capital by labor. Thus the rise in labor supply 
generates a very small increase in unemployment, the major part of it 
is absorbed by higher employment. Both because of the positive 
macroeconomic consequences and because of the direct rise in income 
tax receipts due to the cancelling of the transfer of the basic allow- 
ance, the government budget deficit falls by 0.6 percent of net 
national income.4 

3. INDIVIDUALIZING UNEMPLOYMENT ASSISTANCE 

In The Netherlands the unemployment benefit system has a dual 
character. During the first phase of unemployment, unemployed peo- 
ple receive an individual unemployment benefit from the social funds, 
which is independent of the income of other household members. The 
duration of this type of benefit depends on the number of years 
previously worked by the unemployed person. After this period, the 
unemployed person receives unemployment assistance from the gov- 
ernment. The unemployment assistance is means-tested and is reduced 
proportionally if other persons in the household earn income. For 
households consisting of two adults without any other sources of 
income, the current unemployment assistance amounts to 100 percent 
of the minimum wage rate, for single parents with children 90 percent 
of the minimum wage, and 70 percent for single persons. 

Individualization of the present unemployment assistance system is 
obtained by abolishing the means-test, so that unemployment assis- 
tance becomes independent of the income of other participants in the 
household and both breadwinner and partner have a right to govem- 
ment assistance in case of unemployment. The direct consequence is 
that the potential number of assistance recipients rises strongly, since, 
in contrast to the current system, all non-participating partners can 

jThe fall of the budget deficit means that there is room for tax reduction which couid further 

stimulate labor supply. Also the government might opt for a rise of children’s allowances to 

financially compensate households with children for the loss of net income due to the cancelling 

of the basic allowance. The latter compensation would discourage labor supply because of the 

income effect. Not to complicate matters too much, this issue is not elaborated here. See Gelauff 

t loo?) for further details. 
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Table 1: Simulation Results on Individualizing Income Taxes and 
Unemployment Insurance” 

Individualizing 

Prices 

Wage rate 

Price consumption 

Volumes 

Private consumption 

Exports 

Production 

Employment 

Labour supply persons 

Labour supply hours 

Ratios 

Unemployment rate 

Net replacement ratio 

Public deficit 

(% net national product) 

No Transfer 
of Basic 

Allowance 

-1.2 
-0.3 

-0.4 

0.9 

0.9 

I .o 
5.6 

I.1 

0.3 

-0.4 

-0.6 

Unemployment Assistancti 

No Improper Maximum 
Use Improper Use 

-2.7 8.7 

-0.6 1.6 

-1.3 4.9 

2.1 -6.0 

2.1 -5.9 

7.0 -5.6 

0.9 -17.4 

0.9 -7.6 

-0.7 -2.9 

-6.3 -6.4 

-1.7 5.6 

acumulated effects as differences between simulation and base projection after 25 periods. 

bunemployment assistance benefit 50% of net minimum wage rate. 

potentially apply for a benefit if they can convincingly declare them- 
selves as searching for a job. The economic effects of such change are 
uncertain and depend crucially on the number of partners who will be 
able to collect a benefit without effectively participating in the labor 
market. In order to highlight the risks involved by individualizing the 
unemployment assistance system in this way, we simulate two ex- 
treme cases: one in which improper use of government assistance can 
effectively be prohibited, and one in which improper use cannot be 
prevented and maximum improper use occurs. 

3A. Individualizing Unemployment Assistance without 
Improper Use 

Column two of Table 1 presents the simulation results of an 
individualization of unemployment assistance if improper use can 
fully be prohibited, A uniform individualized unemployment assis- 
tance right is created, which is set at 50 percent of the minimum 
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wage. In this case households with two unemployed persons are in the 
same situation as under the current system since together they receive 
100 percent of the minimum wage rate, but single persons are worse 
off because they also are entitled to a 50 percent benefit against 70 
percent in the current system. 

According to the simulation results in Table 1, establishing an 
independent unemployment assistance system under the assumption 
of no improper use at all increases labor supply. The rise in labor 
supply is completely due to the participation rate of partners of 
unemployed breadwinners with an unemployment assistance benefit, 
which increases from 0 percent to about 80 percent. Because the 
unemployment assistance benefit of the breadwinner is no longer 
means-tested, the effective marginal tax rate of 100 percent on earn- 
ings of partners disappears, which stimulates labor supply of partners. 
This effect is strengthened by the large fall in the benefit of breadwin- 
ners. The increase in labor supply and the fall in the replacement ratio 
induce wage moderation. Lower wages improve competitiveness lead- 
ing to higher production and employment and lower equilibrium 
unemployment. The government budget deficit falls as well. 

3B. Individualizing Unemployment Assistance with Maximum 
Improper Use 

In column three of Table 1 the consequences of individualizing the 
unemployment assistance benefit are computed again, but now under 
the assumption of maximum improper use of the benefit, so that 
everybody who does not work applies for the benefit. Although this is 
a rather extreme situation, it is not entirely unrealistic since in the 
current situation of high unemployment in The Netherlands it is 
already difficult to control for effective search behavior of the present 
assistance recipients. If all partners also become entitled to an unem- 
ployment assistance benefit during unemployment, this problem in- 
creases largely. This could lead to a situation in which it would be 
relatively simple to obtain an unemployment assistance benefit with- 
out effectively searching for a job. If such a situation lasts for scme 
time it may also affect the morale of partners working a limited 
number of hours, because their income is not much higher or even less 
than that of unemployed persons. This will induce withdrawal of 
partners from the labor market, who will all apply for the unemploy- 
ment assistance benefit. This is illustrated in Figure 2. Starting-point 
is the case of the previous section, viz. without transfer of the basic 
allowance, represented by the kinked budget constraint running 
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Figure 2. Labor Supply Effects of Individualizing Unemployment Insurance with 
Maximum Imporper Use. 

through points A, C, E, and F. Establishing a benefit shifts the part of 
the budget constraint running through points A, C, and E to the 
dashed line segment DE. Point D represents the case of a household 
with a non-participating partner receiving the benefit. A partner who 
selects point C previous to the individualization of the unemployment 
assistance system, will now earn an income below the net benefit and 
therefore chooses not to participate effectively any longer. Moreover, 
also those partners who earned a net income just exceeding the 
benefit, will stop working, because the difference between net income 
and net benefit does not offset the loss of leisure. Thus all partners 
with indifference curves tangent to the budget constraint to the right 
of point F will withdraw from the labor market. The household with 
indifference curve crossing point D and tangent in point F will be 
indifferent between participation and applying for the benefit. Partners 
with points of tangency to the left of point F will not withdraw, since 
these households have such a high relative preference for consumption 
that they prefer a relatively high income above the combination of the 
benefit and more leisure. 

Column three of Table 1 indicates that with maximum improper use 
the picture changes dramatically compared to column two. Nearly 
three out of every five partners withdraw from the labor market. 
because the utility of extra income from working falls short of the 
utility of leisure combined with the benefit received in case they do 
not work. Because only partners supplying a relatively high number of 
hours still decide to participate, the effect on labor supply measured in 
hours is less than the participation effect. Nevertheless, total Onacro) 
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labor supply measured in hours falls by almost 8 percent, which 
generates a large increase in wages with negative consequences for 
the competitive position of the Dutch economy. Because the unem- 
ployment assistance benefit is assumed to be indexed by the wage 
rate, the benefit level rises with the wage increase, which enforces the 
negative effects on labor supply. The benefit for partners is not 
financed by higher taxes in this simulation, hence it manifests itself in 
a strong increase of the government budget deficit. 

4. CONCLUSION 

Individualizing the tax system by cancelling the transferability of 
the basic allowance will stimulate labor supply of partners for two 
reasons. First, it causes a reduction in the tax rate on partner income, 
because their zero tax bracket amount is not transferred to the bread- 
winners tax base any more. This induces a rise in the net wage of 
partners who earn less than the basic allowance and generates a 
positive substitution effect. In addition, labor supply increases in order 
to compensate for the fall in income for households with a non-parti- 
cipating partner because of the abolishment of the marriage relief. The 
rise in labor supply concerns mostly small jobs of about one day per 
week, because the options for households with partners working more 
hours do not change. The rise in labor supply induces wage modera- 
tion and raises production and employment. 

The risks of individualizing unemployment insurance are large, 
because the large increase in the potential number of benefit recipients 
will make it a very difficult task to design an effective sanction 
policy. This could lead to a large increase in the actual number of 
unemployment assistance recipients. By consequence, production and 
employment would fall considerably and the government budget 
deficit would rise. If improper use can be completely ruled out, the 
influences of an individualized unemployment assistance system on 
economic performance are positive. Labor supply rises; wages fall; 
production and employment rise; and the government budget deficit 
decreases. Moreover, due to the fall in the replacement ratio equilib- 
rium unemployment decreases as well. 
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