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Abstract

The principal of horizontal equity can be interpreted as requiring that households
with the same pre-transfer incomes and the same consumption needs should receive
the same post-transfer incomes. We argue the generosity of government financial
support to families with children should be analysed with respect to such a baseline.
Although not without problems, equivalence scales form an important part of such a
procedure. The comparison of financial support to families with children with a
corresponding equivalence scale, both over time and between countries, should give a
more accurate picture of generosity than comparisons of cash values alone. We
discuss potential advantages and drawbacks of such comparisons, illustrating with
comparisons of the US and UK systems. The main drawback is that we can only
evaluate the generosity of support for children relative to that for adults. With this
restriction, horizontal equity is more likely to be achieved for couples with 1 child
than for those with 2 children. For some groups, the US is more generous to children
(relative to adults) than the UK, but this difference is partly generated by the US
system being less generous to childless households than the UK.

I. INTRODUCTION

The provision of financial support to families with children has become an
important area of applied welfare policy analysis as a result of increasing
interest in a number of areas. These include concerns about child poverty, the
effects on expenditures of differences in the allocation of household resources
across household members, and an increasing understanding of potential labour
market incentive effects for those with childcare responsibilities. As a result
there has been an increasing focus of the comparison of various systems for
provision of financial support for children, either across countries, across time,
or across proposals for reform. This paper discusses methodological factors that
arise when thinking about comparing the nature and generosity of government
support for families with children.

The first step is to define what me mean by “government financial support
for children”. We are thinking of government financial support for children as
the amount of financial support (we discuss later the difference between
support delivered through tax cuts, cash payments or benefits-in-kind) that a
family with children would not receive if it did not have any children. We
abstract from the question of who in the family would actually receive the
payments, and we accept that there may be no link between this support and the
well-being of children. This concept might be explained more accurately as
“government financial support to parents in respect of their children” but we
choose to shorten this to “support for children” in what follows.
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So, with these definitions, an initial comparison might compare social
assistance or tax rules in different countries or in the same country over time.
As these undoubtedly would vary by income, it would be natural to plot the
value of child-related paymenﬁ made to families with children as they vary
with gross household income. ~Such a comparison, for the US and UK (with
monetary values adjusted using 2000 PPP rates) is presented in Figures 2 & 3,
which show both the nature and amounts of support at different points in the
income distribution (simplified, as these have necessarily been drawn for
particular family types, but bringing out the main features). A different, but
related comparison, is to look at budget constraints — the relationship between
gross and net income — for families with children as gross income varies. This
is presented in Figure 1. A number of recent studies have used such methods of
comparison for the value of financial support for children (Battle and
Mendelson, 2001, Brewer, 2001, and Brewer and Gregg, 2001). Such methods
typically underlie claims that policy reforms are either more or less ‘generous’
to families with children.

Whilst interesting in their own right (and we present a short summary
along these lines in what follows) such comparisons leave out three potentially
important differences between systems, each of which might affect the
conclusions of the comparison, depending on the particular aims of the
comparative exercise itself. First, the costs of children may be different in the
two regimes being compared, such that an equal financial transfer in each
regime would lead to a differential change in welfare. Second, the distribution
of income (and the joint distribution of income and children) may be different
across the two regimes, such that unweighted comparisons across all income
points would not necessarily reflect average outcomes. Finally, there may be
other factors differentially associated with the presence of children in the two
regimes (or differentially compensated-for in the two regimes) such that
differences in payments earmarked as child-related may not fully reflect
differences in total payments to families with children (although the way one
should treat such co-varying payments is a non-negligible issue in itself for the
comparative exercise). An example might be housing tenure. Of course, not all
of these issues are always relevant, depending on the nature of the investigation

* We say this is a natural comparison, but it is only natural under the maintained
assumption that the presence of children is an exogenous factor, which we discuss
further later.
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in question. International comparisons, or comparisons of the same country in
two time periods that are separated by a number of years, would clearly be
affected by all three. On the other hand, when discussing potential effects of
alternative reforms in a particular country at a particular time, it is less clear
that such issues matter, although an understanding of the joint distribution of
income and children is certainly useful in focussing debate.

In this paper, we discuss ways of controlling for each of the above factors
when comparing the generosity of financial support for households with
children. Throughout, we take the comparison of the US and the UK tax and
transfer systems in 2000-01 as an illustrative model through which to discuss
the issues that arise. We key point is that the generosity of support for children
should be understood with respect to a non-zero baseline transfer, thus
allowing the researcher to control for payments to children made solely as part
of the redistribution taking place within the system as a whole. That is, we aim
to separate the components of transfers to children that arise because children
are often in households that are poor from those transfers that arise simply
because the household has children. By estimating the part of the transfer
system that is designed to achieve horizontal equity and subtracting this from
child-related payments one is left with a measure of how much support to
children within any particular system goes further than — or falls short of — this
horizontal equity benchmark.

Section II outlines the methodology for comparison in more detail. Put
simply, our methodology is first to calculate, for all possible values of pre-
transfer income, the difference in state support for households that are identical
in all dimensions other than the number of children. We then compare these
differences to equivalence scales which estimate the relative costs of children at
similar levels of income. The particular choice of equivalence scale capturing
the costs of children is clearly an important part of our analysis, and we discuss
estimates of equivalence scales in the UK and the US, including a simple scale
estimated on a comparable basis from comparable micro-data in each country.
Since this is inevitably a problematic area (as we show), we also use the scales
implicit in construction of government statistics on the income distribution or
poverty line as a measure of official or semi-official stance on the relative
needs of households with and without children.

It is important to stress that we are not directly comparing the generosity

of the total level of support for a family with children in each country. Our
hypothesis is that it is not always possible to directly compare absolute costs of
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children, and how, if at all, it varied by family income, so we compare the
additional support for children relative to the support given to adults to the
costs of children relative to adults. Our results can be reversed throughout, of
course, and presented as how support for adults relative to children compares to
estimates of the costs of adults relative to children.

In Section III we provide background to our applied analysis by first
outlining the transfer programmes for families with children in the US and UK,
and then using the Institute for Fiscal Studies’ micro-simulation model to
calculate the extra financial support received by families in the UK across the
income distribution. We do the same for a (simplified) version of the US tax
and welfare system in 2000. We go on to discuss this financial support within
the framework outlined in Section II. In Section IV we compare the various
profiles of financial support for children with the appropriate equivalence
scales for each country and deal with the issue of differences in the distribution
of income (and covariates) across the two countries. We argue that these
comparisons demonstrate the degree to which governments are moving away
from, or towards, a pure horizontal equity principle when they are designing
financial support for children. They can tell us whether particular groups of
families with children are being relatively over- or under-compensated for the
children. Because there are many equivalence scales that we could have chosen
for this analysis, we explore the corollary by estimating what equivalence
scales are implied by the different regimes of financial support for children.
Finally, Section V concludes.

II. THE RELATIVE GENEROSITY OF FINANCIAL SUPPORT FOR
CHILDREN

An important guiding principle in social security design issues is the pursuit of
horizontal equity: households that are the same in a particular set of dimensions
of interest should be treated similarly (see Musgrave, 1959, or Atkinson, 1980,
for more detailed discussion). For the purposes of this paper, our interpretation
of this principle is that households with the same pre-transfer incomes and the
same consumption needs should receive the same post-transfer incomes.
Importantly, this is not a principle concerned with children in particular — it is
about raising the incomes of all poor households having controlled for their
consumption needs. Of course, households with children tend to do quite well
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out of this guiding principle, as they often have lower incomes, other things
being equal, than those without, presumably because of the limitations children
place on labour supply (Brewer et al, 2001 and DWP, 2001 show the position
of households with children in the UK’s income distribution). That this
principle is accepted by governments across the world is seen in the number of
social security and tax systems that depend upon family and household
characteristics as well the income of individual: we do not think of
redistribution in terms of simply taking money from individuals with high
incomes and giving it to those with low incomes — it involves a sense of “need”
as well. The next section therefore discusses ways of understanding differences
in consumption needs across households, and presents some important scales
summarising relative needs in the US and UK, which will turn out to be
important for the analysis of later sections.

II.1 Equivalence scales and household needs

To the extent that governments choose to redistribute towards households with
children, then at least part of this redistribution will be on horizontal equity
grounds — households with children have lower incomes and, more importantly,
higher needs. There has been a formal recognition amongst economists of the
differing needs of households with children for many years, dating back to the
beginning of the century (Engel, 1895, and Rowntree, 1901). As a result, a
number of techniques have been developed to facilitate the measurement of the
economic costs of children. Such costs are traditionally summarised as an
equivalence scale, defined as the cost to a household of achieving some
particular standard of living, given its demographic composition, with this cost
being expressed in comparison to the costs that a “reference household” would
incur in achieving that same standard of living. The reference household is
usually taken to be a married couple without children or a single childless
adult. Such a scale could then be used to convert a household comprising a
certain number of adults and children into a household of “equivalent adults”,
and the number of equivalent adults can then be used to deflate household
incomes or expenditures for comparison with the rest of the population on a
per-capita basis. More formally, an equivalence scale seeks to compare the
difference between c(h’, U’) and c(h’, U’), where U’ is some reference utility
level, 4" is a reference household and 4’ is a different household type, and ¢(.)
is the household cost function.

One issue becomes immediately clear, and this concerns whether such
extra costs should be expressed as a constant ratio of, or a constant difference
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between, the two cost functions. Comparing ratios of costs implies that one is
using some constant proportion of household expenditure as a measure of the
cost of a child, so that a child will cost a rich family more than it will cost a
poor family. A specification that compared differences of costs would,
however, imply that the cost of a child was fixed (in money terms), no matter
what the income of the household. The most common approach is the ratio
approach, and when considering the degree of horizontal inequity in pre-
transfer incomes in a population it seems preferable. In this approach, the
equivalence scale, e(h), for the reference household is normalised to 1, and, for
other households, e(h’) = c(h', U) / ¢(i’, U’). If one simply intends to
compensate households in poverty for the presence of children then the
‘minimum cost' of a child can be constructed by making a judgment regarding
the minimum level of adult expenditure and then calculating the implied
compensation from equivalence scale ratios estimated at this level of
expenditure. Alternative measures of the minimum cost of children, such as
Parker (1999), can be made by adding up the cost of the minimum
requirements that are deemed necessary for supporting a child, but we do not
deal with such estimates of the cost of children in the application here ,
although our methodology could be easily applied using such scales.

Of course, this analysis is traditionally concerned only with the direct
(financial) costs of children — those that arise through the necessity of spending
more in order to reach the same standard of living. The true costs of children
may be higher or lower. Further costs arise from loss of earnings whilst adult
household members are out of the labour market, but rather than consider this,
the focus of what follows will be on relative living standards given a certain
level of household primary income. In addition, there is little doubt that the
majority of adults who have children will have made a conscious decision to
have them and no doubt derive utility from their presence. The economist
cannot measure this latter welfare gain and hence it is traditionally ignored in
the computation of scales, although such omissions are important when
focusing on the identification of equivalence scales, as pointed out by Pollak
and Wales (1979). Ignoring the parents’ welfare gain from having children is
somewhat unsatisfactory, but we would argue that there is a sense in which this
potential welfare gain is not the most important issue when thinking of
financial support at the bottom of the income distribution which is where, in
practical policy terms, equivalence scales are most relevant. We have also only
considered household utility, and paternalistic governments may care about the
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utility of a child independent from its parents; this provides a further
justification for not focusing on the welfare gains accruing to the parents.

There are a number of equivalence scales traditionally used to adjust
household incomes in applied social security policy or policy analysis. The
most simple adjustment perhaps, proposed and used by the OECD, is simply to
adjust the number of household members according to the raw number of
adults and children, regardless of age. Thus one scale would count the first
adult as 1, subsequent adults as 0.7 and children as 0.5, meaning that a
household with two adults and two children would be deemed to need 2.7
times as much disposable income as a household with one adult only. Such
scales typically pick up the majority of variation in needs and yet are not be
sufficiently detailed for our purposes, which relate to the finer details of social
security systems. More relevant to us are the scales which are most commonly
used to analyse poverty and income inequality in the UK and US — referred to
as the McClements and Orshanﬁky scales respectively — which we present in
Table 1 and Table 2 below. = As is clear, such scales allow the relative
consumption ‘needs’ of children to depend on their age, and represent more
detailed adjustments to household needs to those cited above. Indeed, both
scales have been used as an explicit part of the transfer systems in each country
at some stage. Several US programmes use the official poverty thresholds — and
therefore the equivalence scale implicit in the Orshansky scale — to determine
eligibility (see, for example, Tables 7.1 and 7.2 in Citro and Michael, 1995). In
the UK, the McClements scale was originally used (in the late 1970s) to help
structure safety-net benefits, but the UK has gradually moved away from this
scale since then (see Figure 3 in Banks and Johnson, 1992 and Table 3.2 in
Brewer et al, 2001) although the scales are still used for official inequality
measures (such as DWP, 2001).

One further piece of analysis is worth documenting at this stage. To
control for the fact that relative consumption needs may have changed over
time, or may be picked up in differential ways by these two policy scales
(which are, after all, estimated by different methodologies) one can estimate a
simple set of equivalence scales from directly-comparable data using a directly-
comparable methodology in both the US and the UK. Using survey data on

? The US poverty thresholds are based on work by Millie Orshansky in the 1960s,
and the poverty thresholds vary by household composition. Although a formal
equivalence scale does not underlie the variations in the thresholds, one is implied,
and it is this that we refer to as the Orshansky scale (Citro and Michael, 1995,
discuss this in more detail).
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household budgets and household demographic variables, taken from the 1998
UK Family Expenditure Survey and the 1998 US Consumer Expenditure
Survey, we estimate a simple set of Engel equivalence scales for each country
allowing different relativities according to marital status and the numbgy of
children, but without allowing for differences across the ages of children.*This
is in accordance with the social security systems we analyse in later sections,
where age-related components are not typically an important feature. These
scales are presented in Table 3. The main difference between the scales is that
our Engel scales give a higher weight to children, particularly compared to the
McClements scale in the UK. Our Engel scales also show evidence of
economies of scale in household expenditure (the second child adds less to the
estimated equivalence scale than the first), a feature which is not found in the
McClements scale, and not found consistently in the Orshansky scale.
Interestingly, on average the scales suggest higher costs of children in the US,
particularly for couples with three or more children, and single adults with two
or more children.

The discussion at the start of this section makes clear that an equivalence
scale is designed to capture precisely the variation in household needs that is
required in order to adjust post-transfer incomes of the population to ensure
horizontal equity as we have defined it. Another way of thinking about this
issue in an internationally-comparative context is as a way of adjusting for the
fact that families with children do not consume the average bundle of goods,
and hence do not consume the bundle of goods implicit in PPP comparisons.
Furthermore, the effects possibly differ across countries depending on the
structure of spending patterns and relative prices.The summary scales presented

* An Engel scale is predicated on the assumption that the proportion of a
households expenditure allocated to food is a good proxy for their welfare. By
estimating the statistical relationship between spending on food, total spending or
income, and household demographic variables, one can evaluate the amount of
income one would need to give to a household of a particular type in order to bring
its food spending into line with the reference household. It is well known that an
Engel scale overestimates the costs of children, due to within household budgeting
reasons (see Deaton (1997), p. 254, for example). However, we choose to use it
since this will mean that, if anything, our estimates of the relative generosity will be
underestimates. Results from the estimation process in each country are available
from the authors on request.
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also show (small) differences between our two countries in the way in which
such adjustments need to be made.

I1.2 Efficiency gains

In addition to redistribution there are other principles that might lead
governments to direct money explicitly at families with children, as opposed to
households that have low incomes relative to their needs. In recent years, the
UK government has given more increasing attention to an efficiency argument
— that society has an interest in the outcomes for (poor) children over and
above the parents’ own interest. This has come about in the light of strong
evidence that children who grow up in low-income families are more likely
than better-off children to be unemployed, to be low skilled, to be unhealthy, to
commit crime and to be a teenage parent in adulthood (see Hobcraft, 1999,
Gregg and Machin, 2000a&b, or Bradshaw, 2001, for the evidence, and HM
Treasury, 1999 or 2001, for the UK'’s policy towards this). Most of these
outcomes will impose costs for society in future years both in terms of tax
revenue (through foregone growth) and in terms of extra spending on health,
law and order, and social security. Similarly, governments may also wish to
favour explicitly certain types of families with children over those without
children (for example, the US supports married couples over cohabiting
couples), or they may want to adopt explicit pro-natalist policies (see Milligan,
2000, for example). Finally, policy-makers may also care about possible work
incentives when structuring financial support for families with children,
particularly with regard to child-care related payments (see Blundell and
Hoynes, 2001, and Brewer, 2001, who both compare financial work incentives
for low-income families with children in the US and UK).
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I1.3 Other issues

One problem that confronts all governments that want to help children is that
governments cannot directly affect children’s own incomes, nor can they even
be sure that increasing incomes in families with children will help children’s
well-being. In fact, although there is a great deal of evidence that links
deprivation as an adult to growing up in a low-income family (references cited
above), there is little UK evidence yet on what impact increasing incomes
through extra government transfers has upon children’s well-being. Even if low
incomes are linked with adverse outcomes, it need not be the case that
increasing family income will improve these outcomes — there may be some
hidden factor that is producing the apparent causation (for example, parental
characteristics may lead both to higher parental incomes and better child
outcomes). Or, if parents are altruistic and already spending the optimum
amounts on their children, then extra resources will not benefit the children at
all.

Two recent UK studies also show how the link between family incomes
and child poverty, even just at the budgeting level, may be more complex than
first thought. Middleton et al (1997) look at patterns of spending on over 1,000
children and show that children in low-income households have broadly similar
amounts of money spent on them as children in (slightly) higher-income
households, but parents in low-income families are much more likely to go
without essentials — even regularly skipping meals in some cases — than parents
in higher-income families. Gordon et al (2000) examine poverty defined in
terms of a lack of necessities, and show that children in low-income households
were less likely to go without essentials than adults in low-income households.
Both of these results suggest that parents tend to protect their children from the
effects of low incomes by making sacrifices themselves. If this is happening,
then increasing the amount of money going to low-income families with
children may help the parents more than the children. This discussion helps
explain why governments provide a great deal of support and assistance for
children through public services as well as through income transfers. It is
beyond the scope of this paper, though, to attempt to identify the total value of
government help for children. Hence, in subsequent sections, we will focus on
the appropriate level of financial transfers through the tax and benefit system,
taking the current provision of public services to families with children as
given. But it is important to bear in mind that governments seek to achieve
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horizontal equity goals through provision of benefits in kind or services, which
might be skewed towards children or the poor.

III. FINANCIAL SUPPORT FOR CHILDREN IN THE UK AND US

Both the UK and the US governments support families with children in a
variety of ways. The financial costs of children are recognized in both
countries: in the benefit system, though in-work refundable tax credits, and by
non-refundable tax credits or extra tax deductions or allowances. However, the
vagaries of perception and political economy mean that these support systems
are often presented from very different perspectives, and in consequence can be
difficult to compare.

Figure 1 compares the full budget constraint—the relationship between
pre-transfer income and income after taxes and benefits and welfare
payments—for families with children in the UK and US in 2000. The US
system has been necessarily simplified: these figures do not include state taxes,
state earned income tax credits (EITCs) or Medicaid; we include Food Stamps
and we have aﬁsumed the TANF system operating in Florida, a relatively low-
benefit state. “Housing support and help with childcare costs are ignored in
both countries. The UK’s system looks more generous than the US at lower
incomes in that, for a given PPP-adjusted pre-transfer income level and fﬁnily
composition, PPP-adjusted incomes after transfers are higher in the UK.*The
transfer system as a whole is also more redistributive among families with
children in the UK, with higher net tax rates at higher PPP-adjusted incomes
than the US. A striking feature of both countries’ structures of support for
children is their complexity, as different programmes with different rules apply
to families at different incomes.

[Figure 1 about here]

> TANF benefits vary by family type and by state — see Committee on Ways and
Means, 2000, p. 384.

® The PPP rate used for conversion was the 2000 OECD rate of 0.665.

7 This complexity is one of the reasons behind the UK Government’s proposed
move to an integrated child credit, discussed more in Appendix A.
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Identifying financial support for children

Figure 1 showed the full budget constraint for families with children in the US
and the UK, and Figures 2 & 3 show the financial support provided for
children by plotting the cash difference in the budget constraints of a couple
with no children and a couple with a child. This way of identifying support for
children is used by Ellwood and Liebman (2000), who look at the tax treatment
of US families with children, by Battle and Mendelson (2001), who compare
systems of support in the UK, US, Australia and Canada, and by Brewer and
Gregg (2001) who compare the UK with the US. The calculation assumes full
take-up of all transfer programs (which requires the assumption that families
comply with maximum resource limits or work requirements), and we further
assume continual employment year-round to enable us to convert weekly
systems (means-tested benefits and national insurance contributions in the UK)
and monthly systems (Food Stamps and TANF in the US) into annual amounts.
There is a implicit assumption, too, that that the distribution of gross income,
the presence of children, and the structure of the transfer system are all
exogenous to each other. For a summary description of the relevant
programmes in each country see Appendix A; more detailed descriptions can
be found in Battle and Mendelson (2001) and Brewer (2001), which survey
both countries; or Ellwood and Liebman (2000), which looks at the US tax
system; or Brewer, Myck and Reed (2001), and Brewer and Gregg (2001),
which look at the UK.

[Figures 2 & 3 about here]

One might expect support for children to decline monotonically with pre-
transfer family income: it does not. In the UK, there is a substantial increase in
financial support for children at pre-transfer incomes of around £3,100, beyond
which it falls as income rises,ﬁl‘he spike is due to the Working Families” Tax
Credit: although it contains a basic credit and per child credits, only those with
children (or a disability) can apply, so the basic credit is really just an extra
payment for the first child for non-disabled adults. Support for the first child
ranges from £40.85 a week for the poorest to £15 for the richest, but the WFTC

¥ Entitlement to the WFTC depends upon weekly hours worked, so we have had to
assume a wage rate, and have chosen the minimum wage (£3.70 from October
2001), so that entitlement to the WFTC occurs as the lowest possible income level.
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provides £89.40 a week at the maximum point. The US system does not
continuously decrease with income either. First, complex interactions between
TANF and Food Stamps, the different eligibility rules for people with and
without children , and the phase-in of the EITC, give a range where support is
broadly flat for those on the lowest incomes. Second, after the EITC has been
phased out, the value of the child exemptions and the head of household filing
status increase with income. A particularly striking feature of the US system is
the trough after the EITC has been withdrawn and before the tax allowances
and deductions increase in value (from around $50,000), discussed more in
Ellwood and Liebman (2000).

The figures have been drawn with PPP-comparable income levels, and an
eyeball comparison shows that both countries are about equally-generous to
children at low-incomes. At higher incomes than shown on the Figures, or for
lone parents or families with more than 1 child, the US is more generous to
children in higher-income families. We argue, however, that this provides a
limited comparison of the generosity of financial support for children, as we
have not controlled in any way for the costs of children, nor have we
considered the distribution of income for families with children in each country
(to evaluate our conclusions above more precisely, one would need to compare
both absolute PPP-adjusted income levels and percentiles of the income
distribution across countries, to match points in the income distributions).

To begin to address the issue of benchmarking the generosity of each
system to the redistribution going on in the system more generally, Figure 4
shows the series graphed in Figures 1 & 2 expressed as a fraction of the post-
transfer income received by an otherwise-identical family without children (we
have shown a few cases: many other permutations could have been considered,
particularly the UK in 1997 when the amount of means-tested support for
children varied considerably with the age of the child). Figures 5 and 6 shows
the extra payments for each child as a fraction of the payments for a family
without that child. The interpretation is, for example, that at a pre-transfer
income of zero, a couple with 1 child receives 55% more post-transfer income
than a couple with no children, and we refer to this as the “implicit equivalence
scale” in the transfer system. There are two striking features. The first is that
the US appears to be more generous to children than the UK at very low
incomes, providing over 2.5 times as much disposable income to families with
children than to those without. We are, however, measuring support for
children relative to the support provided to adults alone: as Figures 1-3 together
show, at low incomes, the US provides about as much in cash terms for
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children as the UK, but it provides far less to adults without children than the
UK, so the correct conclusion is that the generosity of the US’ support for
children relative to adults is greater than the UK’s (although, at this point, we
have still not controlled for variation in the costs of children between the US
and the UK). The second point is the dramatic spike in support for children in
the UK at low incomes: a single person with a pre-transfer income between
£3,000 and £5,000 would see their disposable income rise by over 150% if they
had a child. This result looks extremely surprising, and is due to the fact that
people without children cannot claim an in-work tax credit. Of course, very few
families without children have such low pre-transfer incomes compared to
families with children.

[Figures 4-6 about here]

Figures 1-6 have all been drawn for specific family-types, and are good
representations of the structure of the transfer system. Using the Institute for
Fiscal Studies’ model of the tax and benefit system in the UK, we can calculate
the increase in net income that each family received for its children compared
to the net income that the family would have received without the children
(excluding behavioural responses of course). These calculations are made for
each household in the Family Resources Survey — a representative sample of
UK households — and are then grossed up to the UK population. For this
exercise we continue to assume full take-up of all programmes to calculate
these ratios, and that pre-transfer incomes and housing costs are exogenous,
but we are able to take into account covariates other than pre-transfer income
and the number of children. In practice, net transfers to families with or without
children may depend upon characteristics such as the ages of children and
adults, the distribution of earnings within a family, childcare costs, tenure and
housing costs, and disability, and accpunting for all of these gives a more
accurate picture than Figure 2 & 3. = Figures 7 & 8 show the empirical
counterparts to Figures 2 and 4 in the UK. As we would ﬁpect, there is a
strong — but not perfect — correspondence between the two.

? Housing subsidies and support for childcare could both be very significant ways
of directing support to children if, for example, having a child makes it more likely
that one receives subsidised public housing or housing support, or if childcare
support is particularly generous and at least some aspects of childcare are a
consumption good rather than an unavoidable cost of working.

' The main reason for the differences is that the position of the spike in the implicit

-page 15



[Figures 7 & 8 about here]

IV. COMPARING THE GENEROSITY OF THE US AND UK
SYSTEMS

The analysis in the previous section has set out how the US and UK systems
differ in payments to children, expressed both in absolute terms and in respect
to the payments given to an equivalent household without children. As
discussed above, two remaining possibilities need to be controlled for: the
costs of children may differ, or the distribution of incomes may differ such that
the figures above are misleading. In this section we control for both factors. We
consider three possible ways of incorporating the costs of children into our
calculations — firstly by using the official scales in each country, second by
using scales calculated using comparable (Engel) methodology in each country,
and finally, to assess robustness to the first two, we also use exactly the same
scale in both countries.

To begin with, we graphically compare the generosity of the transfer systems
with our estimated Engel equivalence scale (since this does not have an age-
related component and is thus directly comparable to our figures). Figure 9
superimposes our estimated equivalence scales onto the series shown in Figure
4. Atlower incomes, implicit support exceeds the estimated Engel equivalence
scales, and at higher incomes, implicit support is lower than the estimated
equivalence scales (we call this “under-compensation” and discuss the
interpretation in Section V): the lines cross at around £10,600 and £9,000 in

equivalence scale line depends on the hourly wage of workers in the household, and
hence the line itself is not in the same place for all households. Other differences
are that our full tax and benefit model also takes into account the following:
Housing Benefit, which reduces the absolute and relative support for children;
support for childcare and free school meals, which increases the absolute and
relative support for children; the age of adults and children, which can sometimes
affect the absolute and relative support, and the hours rule in WFTC, which means
that some families are not entitled to the WFTC at the incomes that we assumed
because they do not meet the 16 hours rule, reducing the relative support for
children. But the absolute level of child support in Figure 8 is £2.89/week less
(average) than that implied by Figures 1 & 2, so the differences in Figure 7 are
more likely to come from differences in the post-transfer income that does not vary
with the presence of children.
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the UK for couples with 1 or 2 children respectively ($13,000 or $9,500 in the
US): in other words, the transfer system is achieving horizontal equity only for
families with 2 children and pre-transfer incomes of less than £9,000.

[Figure 9 about here]

This comparison shows us the income levels at which the transfer systems
either over- or under-compensate families for their children, but it does not
show us how many families are receiving too much or too little for their
children , or the average amount of under- or over-compensation. To do this,
we need to integrate the series in Figure 9 across the pre-transfer income
distribution for families with children. One attractive method would be to
estimate the income distribution non-parametrically and then construct the
weighted sum of implicit equivalence scales using the income densities as
weights. In what follows here, however, we simply use the (weighted)
empirical distribution from our survey and calculate summary statistics over
that sample. Specifically, for each family in our dataset (families with 1 or 2
adults and 3 or fewer children), we assign them a calculated implicit
equivaleﬁe scale, based on their pre-transfer income and the number of
children."-These results are presented in Tables 4 and 5 for the UK, and 6 and
7 for the US. Tables 4 and 6 break the analysis down by the number of adults
and children, and Tables 5 and 7 use income quartile and the number of adults.
As we would prefer our computations to be unaffected by the relative weight of
single adults and couple families, we have conditioned all of our equivalence
scales on the number of adults (i.e. families with no children have a weight of
1). This means that the numbers for lone parents are not directly comparable to
couples: we do this to avoid having to come to a view on the relative weight of
single adults and two-adult families.

" We use the Family Resources Survey in the UK and the Consumer Expenditure
Survey in the US to estimate the pre-transfer income distribution. Ideally, we need
a definition of income that corresponds as closely as possible to that used by the
transfer systems, but these income definitions vary between transfer programmes
even within countries. For simplicity, we choose a definition in the US that includes
earnings, investment income and pension income. In the UK, our definition
includes all private income. In the UK, we assume all dependent children are under
16.
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The results are in line with Figure 9: in both countries, and for both lone
parents and couples, the implicit equivalence scales increase with the number
of children and decrease markedly with income. One interesting point is the
relative heterogeneity in the implicit equivalence scales amongst lone parents
and couples with more than 2 children in the US, as shown by the difference
between the mean and median implicit equivalence scale (for example, lone
parents with 1 child have a mean implicit equivalence scale of 1.781 but the
median is 1.243). This heterogeneity is due to the relatively high payments for
children at low pre-transfer incomes. The distribution of implicit equivalence
scales in the UK, though, shows more homogeneity.

The first 2 rows in Tables 4-7 (labelled “Implicit equivalences scales” )
use only information on pre-transfer income and family composition to
calculate the implicit equivalence scale, but, as Figure 7 showed, support for
children depends on other characteristics. A full tax and benefit model
operating on a representative sample of families with children allows us to go
further, and so, for the UK, we show a measure of the implicit equivalence
scale that has been defined for each household in our sample using a tax and
benefit model (as shown in Figure 7). The implicit equivalence scales are
slightly lower, for reasons discussed in endnote

We now compare these implicit equivalence scales to three equivalence
scales: the official scales in each country, scales calculated using a comparable
(Engel) methodology in each country, and the same scale in both countries as a
baseline across the two countries, thus controlling for the possibility that it is
observed differences in equivalence scales (about which we know there are
measurement problems) that is generating these differences. For simplicity we
take the scale recommended in Citro and Michael (1995), given by E = (A +
0.7K)"7 where A is the number of adults and K is the number of children,
which allows a degree of economies of scale and a broad difference in the
relative costs of children versus adults, but no age adjustment (referred to as
the CM scale hereafter). The tables show the mean value of these three
equivalence scales by the number of adults and the number of children, and the
number of adults and income quartile (as none of these scales depend upon
income, the slight variation by income quartile reflects the correlation between
family size and pre-transfer income). For reasons discussed in endnote EI our
estimated Engel scale puts a higher weight on children relative to adults than
both the official scales in each country and the CM scale.
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In the UK, the mean implicit equivalence scale exceeds the McClements
scale and CM scale for lone parents, but is less than all three comparison scales
for couples. By income quartile, only the mean implicit equivalence scale for
families in the bottom income quartile exceeds the three comparison
equivalence scales. In the US, the mean implicit equivalence scale by number
of children exceeds the Orshansky scale and CM scale for lone parents, but is
either lower or marginally higher than all three scales for couple families. By
income quartile, the result is the same as the UK: over-compensation only
occurs in the bottom income quartile.

Comparing these results across countries a couple of patterns emerge. For
couples, the US system appears more generous than the UK in the sense in
which we are interested. This is true when considering either mean implicit
equivalence scales, mean differences between implicit scales and equivalence
scales (of whatever form) or the proportion of households who are being over-
compensated. For lone parents, however, the picture is more complicated. It is
certainly true that mean implicit equivalence scales are higher in the US than in
the UK. But this reflects the fact, discussed in more detail below, that a number
of US households have extremely high implicit scales, presumably as a result
of having a low counterfactual income in the case where they did not have
children. At the median, however, the UK appears more generous to single
parents with children and this is reflected in the fact that the proportion of
single parents who are overcompensated is higher in the UK for two of our
three equivalence scale measures.

The percentage of families of each type who are over-compensated (i.e.
who have an implicit equivalence scale in excess of the other scales) also helps
to illustrate the heterogeneity of implicit equivalence scales within the two
benefit systems. For example, in the UK and the US, the Engel scale is the
highest of the three comparison scales, and so fewer families have an implicit
scale higher than the Engel scale than the other two scales.

But the difference between the scales is much more dramatic in the UK
than the US. For example, 73% of lone parents with 1 child in the UK have an
implicit equivalence scale that exceeds the McClements scale, but only 8%
exceed our Engel equivalence scale. Amongst all lone parents in the bottom
quartile, the corresponding percentages are 99% and 9%. In the US, the
percentage of families whose implicit equivalence scale exceeds a comparison
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scale varies much less by the choice of comparison scale, even though our
Engel scales in the US are just as high (relative to the other two scales) as they
are in the UK (for example, 46% of lone parents with 1 child in the US have an
implicit equivalence scale that exceeds the Orshansky scale, and 30% exceed
our Engel equivalence scale). The interpretation here is that the distribution of
implicit equivalence scales is more compressed in the UK than it is in the US
(at least around the values corresponding to our equivalence scales), and
particularly so for lone parents.

The other striking feature of the bottom three rows in Tables 4 and 6 is the
similarity between the results for the official equivalence scales and our
benchmark scale. Despite differences in the mean values by family type, the
percentage of families whose implicit equivalence scale exceeds these 2
comparison scales is remarkably similar. (For couples, there is little difference
in the proportion of families who are over-compensated between all three
scales, even though the Engel scale is substantially higher than the official and
the CM scale).

What is clear is that, in both the US and the UK, single adults with
children are more likely to be treated more generously than simple
redistribution would imply, than are couple families. On the other hand, in the
UK, couples with children receive slightly less than the official scales would
imply, whereas in the US, payments are roughly in keeping with the relativities
underlying the Orshansky scale. In both countries, families in the bottom
quartile tend to be over-compensated, and better-off families are likely to be
under-compensated, in line with what one would expect if for efficiency
reasons we want to raise child-related payments to a minimum level but not
necessarily beyond. On some comparisons, the US looks more generous than
the UK, particularly for low-income lone parents, but this is in part because of
the greater heterogeneity in implicit equivalence scales in the US compared to
the UK.

IV.1 An alternative comparison

Another way of approaching the problem is to see what sort of equivalence
scale is suggested by the structure of support for children (this approach has
been used by Banks and Johnson, 1994 and Coulter et al, 1992, as well as
Betson and Michael, 1993, cited in Citro and Michael, 1995). Rather than
apply the method to the parameters of the benefit system, we can apply the
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method directly to the data generated from our tax-benefit modelling exercise.
In particular, we specify a general equivalence scale as:

E=(A+nK)®

where A is the number of adults and K is the number of children in the
households as above. The two parameters 8 and n determine the economies of
scale in the household and the weight given to children compared to adults
respectively. Given data on A and K, as well as the implicit equivalence scale
for each household, calculated as described above, we can find the values of n
and O that most closely correspond to the implicit equivalence scale (based on
sum of squared deviations). Table 8 contains the results of this procedure in the
US and UK. Our results show that the two official equivalence scales
correspond closely to the square root equivalence scale (where household
income is divided by the square root of households size, children counting as
adults). Neither our estimated Engel equivalence scales nor the implicit
equivalence scales show any economies of scale, but they do give children a
lower weight than adults. As would be expected given the earlier results, the
implicit equivalence scales give children a lower weight than the estimated
Engel equivalence scales, and the US appears more generous than the UK, at
least at the means, although we do not pursue these further here.

V. CONCLUSIONS

In this paper we have discussed ways of evaluating the generosity of financial
support for families with children. Our starting point has been that there are
two reasons to give support to such families, and that a separation of these two
dimensions can enhance a comparative exercise, whether one is comparing
two countries or the same country in two different periods. On the one hand,
families with children are often poor, particularly relative to their needs, and
hence will benefit from support purely on redistributive grounds. On the other
hand, governments may want to give financial support to children purely
because of the idea that the issue of children living in poor families is somehow
more important to address than the issue of poor families alone. The separation
of these two dimensions requires one to take a stance on how much of transfers
capture pure redistribution (regardless of whether to a child or to an adult) and
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we argue that this concept, although not without its problems, is best captured
with an equivalence scale.

Throughout our analysis, we have demonstrated the issues by using a
detailed comparison of the US and UK systems. Both have similar structures,
using a combination of means-tested benefits and tax credits to give financial
support to households with children. On the surface the two systems look
similar in their generosity — in dollar terms, the benefits received by a family
with children at a similar (PPP adjusted) income are comparable. When one
compares the ratios of payments received by families with and without
children, holding other factors constant, differences emerge. This is a result of
the fact that, since the US gives less support to childless households than does
the UK, the implied generosity of the US system for children relative to adults
for some household types is greater. Broadly speaking, this result holds for
households of different compositions and incomes, although the effects are
strongest at the bottom of the income distribution and also for couples.
Intuitively speaking, the US system redistributes less, and hence equal-sized
dollar transfers to households with children are more “generous” when assessed
against the stance of the system as a whole.

Although we feel that our analysis adds an important dimension to
comparative exercise, it is not without its problems. For a start, the analysis
relies on the policy analyst’s knowledge of the equivalence scales that capture
households’ variation in needs. We have shown, however, that the broad
conclusions of our comparison are unaffected by this issue, at least over the
range of scales that we have employed here. When comparison regimes differ
by less, however, this is less likely to be the case, and choice of equivalence
scale will become an important issue.

More importantly perhaps, there are three ways in which our analysis is
not the end of the story. Firstly, even conditional on the equivalence scale, our
comparisons assume that the redistributive stance of the transfer system can be
accurately picked up from payments to childless households, in the sense that
such payments form the denominator of our implicit equivalence scale; we
could equally well have presented an analysis of how support adults relative
to children compares to the cost of adults relative to children. - Secondly, our

121t could be argued, since both the US and the UK have stressed the need to
reduce child poverty, and since both have reformed the structures and level of
support for children in recent years, that payments to families with children would
be an equally intuitive baseline.
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methodology (or at least that part that considers summary statistics instead of
graphical analysis) considers information from all households, whereas one
may think it more reasonable to limit the analysis to those households some
bottom fraction of the income distribution. Finally, as we pointed out earlier,
there are ways of supporting children other than financial transfers in the form
of benefit payments, and these are not accounted for in our comparisons. It is
clear that whilst the above concerns are important to bear in mind, we argue
that they do not invalidate the comparisons. Note also that their importance will
depend on the nature of the comparison itself. If, for example, one was
comparing two potential policy proposals for reform in the same country, these
issues would be considerably less relevant.

On balance, we argue that there is more to generosity than mere dollar
payments. While the magnitude of payments to families with children is surely
an important issue (and particularly so at the bottom end of the income
distribution) it seems that at least one dimension of generosity should be the
payments to children that one would make over and above what one would
make to an equally-poor adult. We have pointed out that there are a number of
reasons why governments might wa