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Foreword

Giving people better opportunities to participate actively in the labour market
improves well-being. It also helps countries to cope with rapid population ageing by
mobilising more fully each country’s potential labour resources. However, weak labour
market attachment of some groups in society reflects a range of barriers to working or
moving up the jobs ladder. Therefore, the OECD is carrying out a new review of
activation policies to encourage greater labour market participation of all groups in
society with a special focus on the most disadvantaged groups who face the greatest
barriers and disincentives to finding work. This will include a series of country studies,
Connecting People with Jobs, which will provide an analysis and assessment of how well
activation policies in selected OECD countries are performing in fostering more inclusive
labour markets that help all groups in society to move into productive and rewarding jobs.
This report for the United Kingdom is the first country study to be published in this series.

It has been prepared by David Grubb and Kristine Langenbucher, economists in the
Employment Analysis and Policy Division of the OECD Directorate for Employment,
Labour and Social Affairs, under the supervision of Mark Keese, Head of Division, and
with statistical assistance from Sylvie Cimper. The authors would like to thank the
officials at the Department for Work and Pensions and Her Majesty’s Revenue and
Customs, as well as the staff of two employment service providers for advice and
discussion. The review has benefited greatly from extensive comments on a preliminary
draft by the UK authorities, and was discussed in the OECD Employment, Labour and
Social Affairs Committee in April 2014.
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Executive summary

The United Kingdom has a long tradition of activation policies to promote the
effective reintegration into employment of working-age benefit recipients which helped
limit the rise in unemployment even during the global financial and economic crisis. It
has also been at the forefront of efforts by OECD countries to transform and modernise
their activation policies. This continues with two major recent initiatives, the Universal
Credit (UC) and the Work Programme.

In the United Kingdom, activation strategies for the unemployed can be traced back
to the 1980s, with activation strategies for recipients of other benefits (who were not
formerly required to actively search for work) following from the mid-1990s. Personal
tax credits, paid to in-work households with relatively low incomes, were greatly
expanded from 2003 to improve the incentives to work. But the tax credits have proved to
be difficult to administer satisfactorily and recipients often face a complex web of benefit
withdrawal rates — i.e. marginal effective tax rates — as they earn more and additional
earnings may result in the withdrawal of two or more benefits. In some cases, the increase
in net income after taxes and benefits from earning more was low.

Against this background, plans for UC were announced in 2010. Removing the
previous system’s complexity, UC will replace most out-of-work benefits and personal tax
credits with a single monthly payment. Claimants will not have to reclaim different benefits
as they move in and out of work. Hence, UC will enable smooth transitions between
unemployment and work, and ensure that work always pays. UC will be withdrawn at a
constant rate of 65% applying to earnings above a certain disregard level. Payments to
in-work claimants will vary as a function of real-time information about their earnings. As
UC facilitates the combination of part-time work with benefits still being paid, UC
introduces the principle that job-search and related requirements apply when earnings are
below an expected minimum (“in-work conditionality”’), but plans for large-scale or
intensive implementation of in-work conditionality are still at a fairly early stage.

In comparison with the current benefit system, UC increases the hours of work that some
claimants are expected to work, and it brings partners in a couple with children into scope for
out-of-work conditionality, which until now has been a significant omission in UK activation
policy. The Department for Work and Pensions (DWP) expects that overall, more people
will work because of the changes, and for longer — increasing total labour supply — because
the new system ensures that work always pays relative to not working, and benefit
withdrawal rates are being reduced for the individuals who face the highest rates today.

At the same time UC introduces new challenges. A high proportion of people
receiving UC will be working — about 1 in 6 employed people in the United Kingdom
will be claiming UC. In most cases a reduction in their earnings will increase their UC
payment, which may act as in incentive to work less. Relatively few other OECD
countries that pay moderate or high out-of-work means-tested benefits allow them to be
retained in combination with earnings from part-time work to the extent that the
United Kingdom will do with UC. In some OECD countries this possibility exists for
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workers on full unemployment insurance benefits, but it is subject to restrictions and
time-limits. This suggests that the United Kingdom might also need to restrict this
possibility for groups that are expected to be available for full-time work.

The public employment service in Britain, Jobcentre Plus (JCP), contributes to the
efficient matching of jobseekers with available vacancies and improves the employability of
the unemployed through guidance, counselling and referrals to active labour market
programmes. In 2011, the UK Government introduced a new contracted-out “back to work”
scheme — the Work Programme — for the long-term unemployed and the most
disadvantaged jobseekers. Replacing over 20 previous welfare-to-work programmes, the
Work Programme follows a black box approach, meaning that providers are free to choose
which sort of services or interventions to provide. The payment model places strong
emphasis on sustained employment outcomes, and expectations of high performance were
placed on providers. There is much to be said for this approach, but there is a need for
active governance by DWP to improve provider incentives, performance measurement and
the market structure.

Key recommendations

Evaluate and address the behavioural responses created by Universal Credit

e Evaluate behavioural responses to the 65% benefit withdrawal rate, which may
act as in incentive to reduce earnings, and the impact of in-work benefit
conditionality measures which aim to address this.

e Consider time-limits on the possibility of combining part-time work with benefits
for groups that are able to work full-time.

e Expect employees who earn more than the minimum hourly wage, but who still
qualify for a benefit payment, to use their working capacity up to full-time.

Make improvements to the Work Programme

e Increase Work Programme funding levels to ensure that more claimants who are
less-well connected with the labour market are helped into employment.

e Reconsider the market structure for contracted providers to foster greater
competition.

e Improve provider incentives through better profiling of customers.

e Develop a meaningful performance measurement system.

Place higher emphasis on the quality of job matches

e Assess whether new requirements placed on claimants of unemployment benefits
genuinely increase the volume and the quality of job search, so that job-search
monitoring generates better job matches and employment assistance enhances
potential earnings.

e Give JCP an additional remit to assist parents in the search for childcare to enable
parents to move into better quality jobs.

e Increase expenditure for labour market training programmes for the unemployed
to address skills deficiencies and help more people enter employment.

e Introduce a performance management system for JCP that gives importance to
generating better job matches.
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Assessment and recommendations

The background to active labour market policies in the United Kingdom (Chapter 1)

The United Kingdom labour market weathered the recent recession moderately well:
total unemployment increased from trough to peak by about 50% and the working-age
labour force participation rate reached 77%, a 20-year high, in 2012. After a fairly limited
fall, total employment recovered and it recently reached 30 million for the first time.
However, the fall in productivity growth in the United Kingdom has been particularly
sharp, with GDP expected to surpass its 2008 level only in 2014. The UK employment
rate is above the international average but still some way below the highest rates in
the OECD. As in many other countries, during the recession the youth employment rate
fell but the older worker rate did not.

The other salient features of the UK labour market include a fairly high level of
female employment, albeit somewhat below the European Union (EU) average for
mothers with younger children, and comparatively low for single parents. From the PISA
and especially the recent Adult Skills Survey, it also emerges that the skills level in the
United Kingdom is below the average of the OECD; it is particularly low on average
among young adults, while above average for older workers. Moreover, despite
considerable in-migration from the EU and other countries, the United Kingdom will
experience significant population ageing in the next few decades. The female and male
state pension ages are currently converging, and will reach 66 for both sexes by 2020.

The United Kingdom is characterised by flexible labour market regulation for both
permanent and temporary contracts; the incidence of temporary work is relatively low,
but average job tenure is also relatively low. The share of part-time employment in total
employment is relatively high. A minimum wage was introduced in 1998; its level
relative to the median wage is towards the middle of the range among OECD countries.

The main government department with responsibility for labour market policy is the
Department for Work and Pensions (DWP). The public employment service, Jobcentre
Plus (JCP), is part of DWP and combines the functions of job broking, referrals to active
measures and the administration of income-replacement benefits paid to claimants out of
work. Child and Working Tax Credits are currently administered by Her Majesty’s
Revenue and Customs (HMRC), but they will be absorbed into the new out-of-work and
in-work benefit Universal Credit (UC), administered by JCP.

Unemployment and related benefits (Chapter 2)

The structure of working-age benefit expenditure

Total expenditure on non-pensioner benefits, including Personal Tax Credits, has
reached all-time highs in recent years, falling only slightly below 5% of GDP in 2007/08
and rising to 6.2% in 2009/10, which are both new records for cyclical troughs and peaks
in the data series.
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The share of means-tested benefits in total spending on non-pensioner benefits
increased from 27% in 1978/79 to 67% in 2011/12. Since also total benefit expenditure
increased, marginal effective tax rates (METRSs) generated by benefit withdrawal must be
higher and/or extend over a wider range of earnings, applying to a larger proportion of the
population, than ever before. Breaking working-age benefit expenditure down by category
of social risk — such as unemployment, caring responsibilities, and incapacity — from
1997/98 to 2011/12, expenditure on unemployment benefits fell from 8% of the total to 5%
and expenditure on all income-replacement (also called “out of work™) benefits fell
from 53% to 26%, while expenditure on Personal Tax Credits increased from 5% to 30%.

Shifts in the structure of expenditure towards means-tested and “secondary” benefits,
which continued, although at a slower pace even during the recent recession, represent
new challenges for activation policies. The impact of traditional activation measures
targeted on the recipients of income-replacement benefits must be limited when these
benefits represent only a fraction of benefit income, and some people not in work but who
could work may be largely relying on the benefits that are in principle secondary and not
subject to labour market conditionality, such as Housing Benefits (HB), Disability Living
Allowance/Personal Independence Payment (DLA/PIP), Child Tax Credit (CTC), and
even in some cases Working Tax Credit (WTC, see below). Perhaps particularly for these
benefits, additional research documenting the processes and problems of benefit
administration, and the incentive effects of the way benefits are administered as well as
the entitlements, would be helpful. Against this background, in 2010 a new benefit,
Universal Credit (UC) was announced, which replaces most existing means-tested
benefits, although it incorporates many of their key features.

Jobseekers’ Allowance (JSA)

The ratio of claims for the unemployment benefit, JSA, to total unemployment as
reported in the labour force survey (LFS) declined progressively from about 1 in the
mid-1990s to about 0.6 recently. Little is known about the situation of people who are
unemployed according to the LFS criteria but not claiming JSA, and vice versa. They
may be disqualified from JSA as full-time students, secondary earners in a couple, or due
to unearned income or assets, or they could be entitled to claim JSA but not actually
claiming it so as to avoid the job-search requirements, but still claiming secondary
benefits, or claiming other income-replacement benefits. The benefit status of people
according to their labour force status, and vice versa, should be researched and
documented, in order to clarify the impact of the policies.

Personal Independence Payment/Disability Living Allowance (PIP/DLA)

In the 2000s, Disability Living Allowance (DLA) payments to non-pensioners cost
nearly twice as much as JSA, with a somewhat larger working-age caseload (about
1.8 million by 2010). Some reduction in expenditure and caseload is expected from
April 2013 as it is replaced by the Personal Independence Payment (PIP). The benefit
entitlement is non-contributory and non-means-tested, and some OECD countries do not
have this type of benefit. Although DLA/PIP is in principle unrelated to employment status,
out-of-work DLA recipients perceive that if they take up work their entitlement is likely to
be reassessed. PIP awards will be for a fixed term, which will partly alleviate fears that a
stable return to productive work will trigger a reassessment. It is emphasised that the PIP
entitlement is available for both those in and out of work, and only changes when needs
have changed. However, this principle should not imply that the benefit is unrelated to
employment services. Partly because the United Kingdom pays DLA as well as
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income-replacement incapacity benefits, expenditure on specialist disability employment
services is a low proportion, about 1.5%, of spending on disability and incapacity benefits.
People assessed for DLA/PIP should in relevant cases be referred to specialist disability
employment services, helping to keep them in work or assist the return to work.

Housing Benefit (HB)

HB makes up a large share of a typical out-of-work benefit income. Several recent
changes have reduced entitlements: the Benefit Cap, which limits total benefits received by a
household to GBP 500 per week; the under-occupation charge in the social housing sector,
which reduces the benefit amount when the claimant no longer needs one or more spare
bedrooms; and the capping of HB payments for private-sector accommodation at
the 30" (rather than the 50™) percentile of the wide-area distribution of market rents. Local
government services aim to identify solutions, including employment in some cases, for
households targeted by the Benefit Cap. The lowered HB ceiling for private-sector rented
accommodation may enhance work incentives, given that replacement rates for long-term
unemployment in the United Kingdom are fairly high due largely to the high proportion of
housing costs that is covered by benefit. However, it risks displacing more jobseekers towards
areas with an already-weak labour market and poor transport connections, or to live with their
parents in the case of young adults. The impact of location and other housing parameters on
employment outcomes should be evaluated, and benefit policy should take this into account,
perhaps by raising the HB ceiling for localities with good access to jobs for active jobseekers.

Working Tax Credit (WTC)

For parents, WTC may be paid as an addition to the means-tested Child Tax
Credit (CTC). For lone parents, entitlement is conditional on work of 16 hours per week
and for couples it is 24 hours per week (which may be shared between partners, but one
must work at least 16 hours per week), with a bonus applying at 30 hours. Low-earning
households without children may qualify for WTC if they work 30 hours per week.

The benefit withdrawal rate applied to WTC was 37% from 2003/04 to 2007/08 and
is currently 41%; but recipients commonly face combined marginal effective tax
rates (METRs) of 70% (after income tax and National Insurance contributions), or 90% if
HB is claimed. WTC is paid for a year based on income during the previous year and
claimant declarations of their circumstances, including their working hours, during the
current year. At year-end, the tax authority (HMRC) in principle recalculates the
entitlement based on its record of the claimant’s actual income over the year, but
since 2006/07 a large “income increase disregard” has been applied, with the result that
the final award is still often based on the previous year’s income. The majority of WTC
payments to singles and couples without children appear to be based on annual incomes
actually below the earnings that would arise from working 30 hours per week at the
national minimum wage. It seems likely that some WTC payments are made to people
working less than 30 hours per week, or not at all, at the time of the payment. Such
payments are permitted to some extent — during time off work due to sickness, for staff
who work only in school term-time, or during a “four-week run-on” after job loss.
However, HMRC until recently received incomplete information from employers on the
timing of employment within the year, and it is unclear how HRMC has verified WTC
claims in this regard. Research should identify the likely incidence of WTC claims paid
when the hours worked and employment conditions are not met, and the implications in
terms of employment being overstated, and WTC being paid as an out-of-work benefit
without benefit conditionality.
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Universal Credit (UC)

Universal Credit replaces means-tested Jobseekers” Allowance (JSA) and
Employment and Support Allowance (ESA), Income Support (which is paid largely to
lone parents with younger children), HB and the personal tax credits (CTC/WTC); but not
Council Tax Benefit (which has been replaced by means-tested tax rebates decided by
local councils), or the non-means-tested benefits, notably DLA/PIP and contributory JSA
and ESA. The UC benefit entitlement is calculated as the sum of personal, child, housing,
disability, and other elements, reduced by 65% of the benefit unit’s income above a
certain disregard level. This structure simplifies the complex marginal effective tax
rate (METR) schedules that currently apply when several benefits are claimed, and it
aims to remove barriers and risks to taking up work and create stronger financial
incentives to move into work and work more hours. Individuals within a benefit unit will
be placed in one of six “work-related conditionality” groups: no requirements; attend
work-focused interviews only; work preparation (may be required to attend training
courses, etc.); and full work-related requirements, with mandatory job search if earnings
are low, or in-work conditionality if earnings are below the expected minimum, or
otherwise a “meeting requirements” status.

Many features of the existing benefit system will continue within UC. The Claimant
Commitment which is billed as part of UC is already implemented for JSA claims. The
housing element in the calculation of a UC entitlement mirrors existing HB entitlements.
The Work Capacity Assessment criteria, according to which some claimants are currently
allocated to the ESA Work-Related Activity Group (WRAG) while others are found fit
for work, will similarly allocate some claimants to the UC work preparation group and
others to the UC full work-related requirement group.

UC also replaces the fortnightly frequency of assessment for DWP benefits, and the
principle of means-testing on annual earnings for tax credits, with monthly assessment. The
monthly payments to in-work claimants vary as a function of Real Time Information (RTI)
about their earnings. Some of the greatest changes are in the area of benefit conditionality,
as UC requires the development of new procedures to apply out-of-work conditionality in
situations of intermittent work and periods out of the labour force, and to apply in-work
conditionality in situations where earnings are below the expected minimum.

“Pathfinder” implementation of UC for single, short-term unemployed claimants
began in one JCP local office in April 2013, increasing to 10 by spring 2014, and is
expected to be extended to couples and families by autumn 2014. The government
emphasises that it is committed to progressive implementation, to deliver the changes
safely and securely. External commentary often describes the implementation of UC as an
IT issue, but the development of the detailed operational guidelines and administrative
processes — some of which may later be computerised — is a more fundamental challenge.
The pilot implementation approach is welcome since it will help to identify and anticipate
challenges in advance. This period should also be used to monitor emerging evidence
about issues such as claim patterns and their cost; short- and longer-term impact on rates
of return to work; reporting of job loss by claimants and the implementation of out-of-
work conditionality; and administrative complexity and staff costs, and their potential IT
solutions. Some areas where restrictive measures are needed may be easy to identify: it
will be more difficult to assess the long-term impact of UC on the labour market in terms
of employment contracting and payment practices, part-time or intermittent work and
overall employment, but this is also important.
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Out-of-work benefit conditionality

UC incorporates much of the current expenditure on secondary benefits, thus making
them in principle subject to conditionality. This helps to fix the problem that the income-
replacement benefits, which are targeted when relevant by activation measures, had
become only a fraction of a typical benefit package.

UC also addresses a longstanding gap in UK benefit conditionality requirements by
introducing the principle that both members of a couple with children are expected to be
available for work. Related to this, until recently a couple with one child of any age was
able to claim both CTC and the lower rate of WTC by working just 16 hours per week;
under UC, both members of a couple with teenage children will be expected to accept
work while joint earnings per week are below 70 times the hourly minimum wage. This
change will in some cases increase required hours, but it will also apply out-of-work
conditionality to many individuals who were previously exempt.

Changes in preparation for UC have included strengthened requirements on jobseekers, with
more responsibility from the start of the claim (greater expectations) and greater assistance;
and reforms giving the employment service greater freedom and flexibility to innovate.
However, the UC design alters the implementation of out-of-work labour market
conditionality. In a traditional unemployment benefit system, benefit entitlement starts when
the worker registers for placement, declaring his/her availability for full-time work. The
worker may then immediately be referred to job vacancies. This creates an incentive for the
employer and employee to discuss and agree in advance whether the employer will offer
adequate work in the following week, for example. The calculation of UC payments only as
a function of monthly earnings could make a critical difference for people who work
intermittently. UC removes the risk of disruption to an out-of-work claimant’s income that
could be caused by taking up short periods of work or flexible employment. But it implies
there is no clear starting point for the application of out-of-work conditionality. For example,
in the current benefit system an employee who spends every other month off work, not
available for or searching for any other work, does not qualify for JSA during the months not
worked. Depending on the timing of the months off, earnings payment at the end of the
month might not fluctuate. However, UC (for workers with earnings below the UC cut-out
point) will compensate 65% of the loss of earnings from the months not worked.

UC claimants are required to self-report loss of a job within five days, and when this
is not done a sanction will be imposed. In addition, earnings fluctuations will be
identified and followed up at the earliest opportunity. DWP is also intending to take a
longer-term view of claimant earnings patterns, so that a claimant will not be moved out
of an active engagement regime after just one week’s work and requirements will
continue to apply (under the current system, during even short periods in work,
requirements do not apply). However, there remains a risk that when hours of work fall to
a low level without a formal separation from the job, out-of-work benefit conditionality is
not applied promptly. The relevant DWP procedures should be tested and the extent to
which this risk materialises should be assessed.

In-work benefit conditionality and the expected earnings threshold

Although employer and employee reporting of usual hours worked is inexact, in most
countries benefit administration and employment services make some use of hours
information, for example identifying some jobs as part-time and potentially compatible with
the payment of a partial unemployment benefit. For workers in dependent employment,
in-work conditionality for UC will apply when earnings are below the expected minimum
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hours (up to 35 hours a week, depending on individual circumstances, capability and caring
responsibilities) times the minimum wage. If some UC is still payable when earnings reach
this expected level, a worker on twice the hourly national minimum wage will only need to
work half the hours of a worker on the minimum wage to qualify for the ongoing UC
payment without conditionality. In addition to the earnings-based rules for in-work
conditionality, there could be a general requirement for the full use of working capacity up
to expected hours. Some administration costs and cross-checking with employers would be
involved: possible assessment methods range from regular claimant reporting of hours
worked (many countries require some form of hours reporting for unemployment benefits)
to occasional jobseeker declarations that usual weekly hours are above a threshold (the
method currently used for WTC), required only in targeted cases. Survey information could
be used to estimate the potential impact on earnings and benefit expenditure of applying a
minimum-hours threshold, rather than a minimum earnings threshold.

In-work benefit conditionality and the benefit withdrawal rate

DWP expects that about one in six individuals in employment, about 5 million in total,
will claim UC and in most cases be subject to a METR of 65%, or around 76% for basic-rate
taxpayers, and in principle a million or more will be subject to in-work conditionality. It is
not clear that any other country has such a large proportion of its low-paid employment
subject to such a high METR: other countries often apply 100% or near-100% METRs if
benefit recipients take a part-time job, but — because the 100% rate is dissuasive — not so
many people work under these conditions. This implies that in-work benefit conditionality
will be an important influence on how UC affects labour market outcomes.

Tax models, using reasonable assumptions about labour supply elasticities, suggest
that the optimal tax schedule involves a relatively low out-of-work replacement rate and a
relatively constant benefit reduction rate (near-linear tax rate). However, in practice
benefit systems incorporate benefit conditionality, which allows optimal out-of-work
replacement rates to be higher.

If only “out-of-work” benefit conditionality is an effective policy instrument — for
example, if the public employment service is able to require recipients working
zero hours, but not those working part-time, to participate in active labour market
programmes (ALMPs) — the optimal tax schedule is likely to involve a METR of close
to 100% up to the point where entitlement to benefit is exhausted, and a lower METR
above this point. The 100% rate dissuades people from taking up part-time work, and
out-of-work benefit conditionality ensures that they choose full-time work rather than
zero work. The 100% METR also ensures that full-time workers have no entitlement to
benefit, so their incentives when in work are not distorted. A number of European
countries that follow these principles, combining fairly high out-of-work benefit
replacement rates with the requirement to be available for full-time work, have been able
to keep unemployment rates low and employment rates and productivity high.

If “in-work™ benefit conditionality were roughly equally effective — in the sense of being able
to move workers from a part-time job (supplemented by partial unemployment benefit) into a
full-time job as rapidly as they can be moved from unemployment into a full-time job — then a
METR well below 100% could be equally viable. But it is not yet clear that “in-work”
conditionality can be equally effective. One problem is that the total number of people with
conditionality requirements of some kind is increased, while employment service resources are
limited. Another is that sanctions on part-time workers for failure to search for or take up full-time
jobs may seem impractical or lack public support, so that in-work conditionality lacks teeth.
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METRs and availability-for-work requirements can be varied across target groups.
A simple model for the incentive impact of reducing METRs below 100% is that this
increases net incomes from part-time work (and from full-time work on the minimum
wage in some cases, and from part-year work if means-testing is based on annual
income), while having no impact on net income for people who are out of work, nor for
those who work full-time at above the minimum wage. For people with caring
responsibilities who usually work only part-time, a METR below 100% promotes
transitions from unemployment into part-time work and has a relatively small negative
impact on transitions from part-time to full-time (or positive impact on transitions from
full-time to part-time) work. Moreover, if this group is only required to be available for
part-time work, the problem of enforcing in-work benefit conditionality does not arise.

Policy measures to counteract the incentives for low-paid full-time workers to move
into part-time or intermittent work could include a return, for defined target groups, to the
more-traditional 100% benefit withdrawal rate, perhaps as a tough measure implementing
in-work conditionality when options for training or other advancement measures have not
been taken up after a while.

Other countries’ experiences with partial unemployment benefits

Personal Tax Credits in the United Kingdom involve higher maximum payments and
cost 