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Answers 

Universal basic income 
Jon Guest 

This resource provides answers to the questions posed in the article on universal basic 
income, featured in the April 2019 issue of ECONOMIC REVIEW. 

Question 1 
Illustrate the impact of a UBI on a competitive labour market. 

The introduction of UBI means that employees’ income is greater at any given wage rate. They can 
work fewer hours and still have the same income they had before the introduction of UBI. This causes 
the labour supply curve to shift to the left, i.e. people will choose to work fewer hours at any given 
wage rate — illustrated in Figure 1 as a shift from Ls1 to Ls2. The higher income may also cause an 
increase in demand for goods, which then causes the labour demand curve to shift to the right, i.e. 
from Ld1 to Ld2 in Figure 1. Equilibrium in the competitive labour market moves from point A to point B, 
assuming the shift in labour supply is greater than the shift in demand. The wage rate increase from 
W1 to W2 and the number of hours worked falls from H1 to H2. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 1 
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The introduction of a UBI could have a positive impact on the supply of labour hours. If benefits are 
means tested, the payments are reduced as people start earning more (see answer to Question 2 
below). This can reduce the incentives to work. With UBI, workers receive the same welfare payments 
no matter how many hours they work. This reduces effective marginal rates of tax and so increases 
the incentive to work. However, to finance the programme the government may have to increase taxes 
on higher earners. This could have a negative effect on their labour supply.   

 

Question 2 
Explain the difference between the ‘effective tax rate’ referred to in the article and the rates of 
tax set by the government. Is it possible for someone in the UK to face an effective marginal 
rate of tax of 80%? 

The difference between the rate of tax set by the government and the effective tax rate is that the 
effective tax rate takes into account the reduction in benefit payments as people earn more. For 
example, in 2017/18 anyone earning below £157 per week did not pay any tax on their income. For 
every extra pound earned below £157 the rate of tax set by the government is zero. However, if the 
person is receiving universal credit, their entitlement to welfare payments falls by 63p for every extra 
pound they earn. In other words, although the tax rate set by the government is zero, the effective 
marginal rate of tax is 63%. 

In 2017/18, the threshold for national insurance contributions was £157 per week while for income tax 
it was £221 per week. Therefore, for every pound a person earns above £221 they have to pay 20p of 
income tax and 12p of national insurance leaving them with 68p. Universal credit is withdrawn at a 
rate of 63% of this figure, i.e. 63% of 68p = 43p. This leaves the employee just 25p better off from the 
extra pound earned (£1 – 43p – 20p – 12p = 25p). Once the loss of council tax benefit is taken into 
account the figure falls to 20p. Therefore, some people are facing an effective marginal rate of tax of 
80%. For every extra pound they earn they are only 20p better off. 
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Question 3 
Should there be an earning threshold above which an individual would not receive a UBI? What 
impact would this have? 

One potential drawback of UBI is the cost to the taxpayer. It is a very expensive policy. Introducing an 
earnings threshold would reduce the expense. However, it would also cause some of the same 
problems as the existing means-tested benefit systems, i.e. very high effective marginal rates of tax at 
the earnings threshold as workers are no longer eligible for UBI. 
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