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ABSTRACT

Korea's public assistance system, represented by NBLS(National Basic livelihood
Security), has disclosed critical problems despite the rapid increase in its budget, such as
decreasing work incentive and deepening welfare trap. These typical problems of classical
welfare system have been commonly witnessed in many other advanced countries. Therefore
a number of efforts have been exerted to correct these problems by transferring the existing
welfare system into a welfare-to-work(or workfare) system, and the most common one of
such efforts is introducing the EITC(Earned Income Tax Credit)-type programs. They have
already been implemented in many countries such as the USA, the UK and France, also
Korean government decided to launch EITC program in 2009.

This paper aims to propose some measures to improve Korean EITC program. For this,
an optimization problem is constructed from the government's viewpoint. Optimal EITC
program is defined to be a solution to the problem - a combination of phase-in rate,
phase-out rate, and maximum credit that maximizes labor supply increase under a
exogenously given budget constraint. Using a mechanism design analysis, we derive and
characterize the optimal EITC program. Analysis results implies that Korean EITC structure
needs to be modified so that phase-in rate is larger than phase-out rate and the upper limit
of phase-out range becomes larger. Comparative static analysis results show that the feature
of the optimal EITC program is sensitive to the change of income distribution, suggesting
that if beneficiaries are categorized into different income groups, then it is desirable to apply
distinctive EITC programs to each group.
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<Table 1> EITC's Structure(2008, single earner)

Number of Children 0 1 2~
phase-in rate(%) 7.65 34.00 40.00
phase-out rate(%) 7.65 15.98 21.06
maximum credit($) 438 2,917 4,824
income limit($) 12,880 33,995 38,646

Source: Tax Policy Center, “Historical EITC parameters”.
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{Table 2> WTC's Structure(2007)
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Factor Credit( £ /yr)
basic 1,665
single parent 1,640
working 30+ hrs/week 680
disability 2,225

Source: HM Revenue & Customs, “Child and Working Tax Credits Statistics,” April 2007.
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<Table 3> An Overview of EITC—type Programs(2004, 2+ children/single earner)

USA England France

(EITC) (WTC) (PPE)
starting from 1975 1988 2002

(FCHWFTC—WTC)

income limit $34,458 £13,910 €16,364

(% as of GNI per capita) (89.0) (69.9) (61.3)
maximum credit $4,300 £3,875 €537

(% as of GNI per capita) (10.8) (19.5) (2.0
phase-in rate(%) 40 4.6
phase-out rate(%) 21 37 115

requirement

earned income > 0

working hrs/week > 16

labor income >
30% of min wage

# of beneficiaries 21,000,000 1,350,000 9,000,000
(% as of total households) (18.6) (5.0 (26.5)
annual budget $38 billion £4.7 billion €2.2 billion

(% as of total budget) (0.89) (1.72) (0.25)
Source: modification of W& - ©]/4-2(2006).
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{Table 4> Korean EITC's Structure

Region Labor Income(10,000 won) Total Credit

phase-in 0~ 800 labor income x phase-in rate(0.1)
plateau 800~1,200 maximum credit(80)

phase-out 1,200~1,700 (1,700 - labor income) x phase-out rate(0.16)

Source: Korean Ministry of Finance and Economy.

{Table 5> Extension Plan of Korean EITC

Employee Self-employed Universal
phase | phase II phase TII phase 1V
(2008 ~10) (2011 ~13) (2014 ~)
renter . . .
employee . 1+ children 1+ children no child
2+ children
self-employed 1+ children no child
# of beneficiaries 310,000 900,000 1,500,000 3,600,000
annual budget
. 150 400 1,000 2,500
(billion won)
Source: EITC T/F.
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<Table 6> Korean NBLS(National Basic Livelihood Security) vs. EITC

NBLS EITC
income poor low income
Target
working unemployed employee
base needs needs + labor supply
Subsidy structure phase-out phase-in/plateau/phase-out
payment cycle monthly annual
authority ministry of health and welfare |ministry of finance and economy
Delivery operation local governments national tax service
related law NBLS law tax laws
Source: modification of ©]2-2(2007).
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[Figure 1] EITC and Income—Leisure Choice Change
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[Figure 2] EITC's Structure
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[Figure 3] EITC and Budget Constraint Change
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[Figure 4] EITC and Labor Supply Change
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20.90

21.76

22.63
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<Table 8> Budget Constraint Parameter( k)
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{Table 9> Optimal EITC Program

I il m I\

2, . 1 23 1 7 3 5
f(w) g(unﬁorm) Zw+4—8 Ew+ﬁ Zw+4_8

K 23.49 22.63 21.76 20.90

c* 2400 2600 2900 3400

d* 68.67 63.45 55.81 4475
phase-in rate 8.58% 7.93% 6.98% 5.59%
phase-out rate 5.72% 4.53% 3.28% 2.03%

E[Al] 1453 9.55 4.91 2.48
E[°] 1330.62 1466.8 1602.98 1739.16

A labor participation 1.76%p 1.37%p 0.98%p 0.61%p
% of labor participation 77.78% 82.64% 87.5% 92.36%
% of beneficiaries 55.75% 60.12% 69.18% 89.33%
U 0.307 0.309 0.312 0.316

1+R

w’ 0.574 0.576 0.578 0.582

w, 0.600 0.600 0.600 0.600

wy, 0.733 0.733 0.733 0.733

w” 0.754 0.749 0.745 0.740

w, 1.133 1.200 1.300 1.467

w”’ 1.143 1.208 1.306 1.470

)
(O

cEAHAA Y dEls e deT distribution) & W2+ A-5-ol% A7t

(w,,/(1+ R)w"") FI= Wz o) 253 HA FE2 240090 =,
He o zRE 44 752 & Uk AlgIbde] 1,7009H S A - A3
gtk o] Alsigte] A< el A B

2t FAE AAE o} o FEH ATE 58 =5

opel A AdEFH ARV AX F FuiTke AHH manE AL
g ZRAAA Al tig FrE oA B dviske ARE, FAT
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{Table 10> Budget Increase and Change in Optimal EITC

a m
1 23 1 7
K 22.63 33.94 (50.0%) 21.76 32.64 (50%)
c* 2600 2900 3300
d* 63.45 55.81 72.26
R* 7.9% 10.6% 7.0% 9.0%
r* 4.5% 3.3% 3.4%
E[Al] 9.55 12.71 (35.9%) 491 6.32 (28.7%)
E[lo} 1466.8 1602.98
Note: the figures in () indicate % change.
AUTME 28l fasks e & RS 49 ol 2R7bTl vl
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{Table 11> EITC Program Maximizing Labor Participation

I o m v
2, . 1 23 1 7 3 5
f(w) E(Un”orm) Z +E Ew-ﬁ-ﬂ ZU%"FE
K 23.49 22.63 21.76 20.90
c* 1600 1600 1600 1600
d* 80.14 80.18 80.22 80.27
phase-in rate 10.02% 10.02% 10.03% 10.03%
phase-out rate 20.04% 20.05% 20.06% 20.07%
A labor participation 2.02%p 1.70%p 1.37%p 1.04%p
% of labor participation 77.78% 82.64% 87.50% 92.36%
<E 1> FHEA (17)9 AH <E 11>0l] Yepd 2= Al
o 2 P MBS S s B Askdel ZRAUAAG e wsd
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