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the low earners audit March 2009

This report presents data on the make-up and condition of members of low earner households: that is, those with below-
median income who remain independent of state support. It considers the pressures faced by the group in the mixed
economy: in some respects the same as those faced by benefit-dependent households, in some respects the same as
those experienced by high earner households and in some respects unique. It looks in particular detail at the challenges
the current economic climate presents to low earners.

There are 13.4 million adults living in low earner households in the UK. They face three distinct challenges:

1. Low earners are squeezed by the mixed economy

They are often too poor to benefit from the full range of opportunities provided by private markets but too rich

to qualify for substantial state support. For example:

e Long-term care: low earners are often ineligible for free or subsidised care, yet their low incomes make
purchasing care privately a significant financial burden.

* Financial advice: low earners find themselves stuck in an advice gap — unattractive to commercial providers
of financial advice but not targeted by services provided by the voluntary sector.

* Housing: despite recent falls in house prices, low earners struggle to get on the housing ladder and are not
eligible for social housing.

2. Low earners are particularly exposed in the current economic context
* Poor financial health: low earners have more financial exposure than benefit-dependent households and
are less likely than high earners to have a safety net of savings or insurance.
* Uncertain employment prospects: low earners work in sectors likely to be hit hard in the recession (such
as retail and services) and have lower skills than high earners, making it more difficult for them to return
quickly to work.

3. Low earners risk being overlooked
* Invisible: low earners are not a well-defined group and the pressures they face are not well understood.
* Policy focus: there is a tendency for policy makers to focus on the most excluded members of society.
The Foundation does not argue than low earners are more deserving, simply that they face particular
challenges that are often overlooked.

Because they are the group most at risk of losing out in the recession, low earners are likely to be key
beneficiaries of the various initiatives announced by the Government in response to the downturn. However,

low earners will face fresh problems as public spending is cut during the recovery period. In addition to regular
updates of this Audit, the Foundation is embarking on a new programme of work Through the Adjustment which
will focus on how low earners fare as the economy adjusts.

The Resolution Foundation is an independent research and policy organisation. Our goal is to improve the well-being
of low earners in today’s mixed economy. We aim to deliver change in areas where this income group is currently
disadvantaged by producing new research and engaging actively in the policy-making process.




Introduction

The UK operates as a mixed economy, characterised by a
number of features:

* Markets for some goods are purely private, often attracting
regulation and consumer protection mechanisms but
nevertheless largely free to develop according to market
forces with prices set at levels that match supply with
demand.

» Direct redistribution takes place via the tax-benefits
system, which helps to reduce the gap between the
poorest and richest members of society.

* |n addition, the state is involved in the provision and
funding of social goods: those goods and services
that have benefits for society as a whole and form part
of a citizen’s basic requirements but which may be
unaffordable for some if left to private enterprises.

* In some instances, for example healthcare and education,
the state provides universal access. In other instances, for
example housing and social care, the state only provides
support for those it assesses to be most in need.

* In all cases, private markets exist alongside public
provision to allow those with sufficient resources to
choose to substitute or top-up their baseline entitlement.

The mixed economy approach combines the benefits
associated with well-functioning private markets with
targeted state intervention. However, it inevitably results in a
group which operates at the margin: too poor to benefit from
the full range of opportunities provided by private markets
but too rich to qualify for substantial state support.

This group of low earners is not the most vulnerable in
society, nor does the Foundation argue that it is the most
deserving; simply that it is squeezed by the workings of the
mixed economy, exposed to unique pressures and frequently
overlooked by public policy.

In truth, low earners do not form an obvious single
constituency, but rather a series of sub-groups whose
numbers and composition differ across policy areas,
depending on the nature of the good or service, the cost and
accessibility of private solutions and the volume and value

of available state support. For example, the affordability of
homeownership is likely to be most relevant to younger low
earners, while long-term care is likely to be most relevant to
older low earners.

However, there is much common ground. Analysis of the
2005 British General Election Survey found that around
two-thirds of those we consider to be low earners agreed or
strongly agreed with the proposition that “there is often a big
gap between what people like me expect out of life and what
we actually get”.

By looking at the wider low earner group as a whole, this
note attempts to present a broad description of some of the
pressures faced by those who are squeezed by the mixed
economy. By contrast, the Foundation’s major projects? look
in more detail at the particular members of the low earner
group who are affected by each policy circumstance.

At its broadest, we define the low earner group as including
all those with below-median income (from all sources) who
are not dependent on state support. For the purposes of
analysis there are a number of different ways of capturing
this group and this note uses a variety of methods,
depending on the data available in the underlying sources.

e Atits simplest, we consider the group to be made up
of households in income deciles 3, 4 and 5: that is, with
gross annual income between £11,650 and £27,150.3

e Around 7.6 million households fall into this category in
the UK, equivalent to around 13.4 million adults. Box 1
provides further details of the group’s composition.

* We define two other income groups in relation to low
earners: households with above-median incomes (income
deciles 6-10) are considered high earners, while those with
below £11,650 income (deciles 1 and 2) are considered
benefit-dependent.

* This definition inevitably excludes some low earners (those
in income deciles 1 & 2 who are not benefit-dependent
and those living in high earner households who are
individual low earners) and includes some benefit-
dependent individuals. However, it provides a reasonable
picture of the position faced by the majority of low earners.

Low earners in the UK*

¢ 7.6 million low earner households
e 4.6 million non-retired households; 2.9 million retired
households

* 18.4 million adults in low earner households
* 9.1 million working age; 4.4 million retired
e 54 per cent female; 46 per cent male
e 29 per cent of total adult population

e 4.3 million children
* 33 per cent of total child population

* Low earner households over-represented in North
West, Scotland and Eastern regions; under-
represented in North East, Wales and London

* Heads of low earner households less likely to be white
than heads of other income group households

* Heads of low earner households over-represented in
older (>55) and younger (<34) adult age groups

' Analysis of 2005 British General Election Survey — low earners defined on basis of income and benefit receipt. Includes low earner households and
low earner individuals.

2 Projects to date include financial advice and long-term care.

3 ONS, Family Spending: A report on the 2007 Expenditure and Food Survey, November 2008, p27.

4 Analysis of ONS, Effects of taxes and benefits on household incomes: 2006/07 — low earners defined on basis of deciles ranked by equivalised

disposable household income; and analysis of NMG Research, 2008 survey for Bank of England — low earmners defined on basis of deciles ranked by

gross household income.




Economic background

The UK entered technical recession in Q4 2008, following
successive quarter-on-quarter GDP reductions of 0.6 per
cent and 1.5 per cent.® While cycles of economic growth and
contraction are regular features of open market economies,
the current downturn is distinctive because the global
financial meltdown which pushed the world into recession

is affecting the real economy’s recovery prospects by
continuing to undermine the ability of the banking system to
lend to firms and individuals.

Forecasts of the path the economy will follow over the next
24 months are highly uncertain. There is however, broad
consensus that the UK will experience a painful adjustment,
with the IMF forecasting that the UK will suffer a deeper and
longer recession than most other advanced economies.®

Financial health

Low earners live at the edge of their means, spending nearly all
of their available income each week. In recent years they have
reported increasing difficulties with debt and household bills.

Low earners who are reliant on income from savings, primarily
pensioners, are facing lower than expected returns because of
low interest rates and stock market losses.

The poor financial health of many low earners prior to the start
of the economic downturn, characterised by a lack of savings
and insurance products and exacerbated by a lack of access
to financial advice, leaves them highly exposed to potential
drops in income associated with recession.

Income and expenditure
Among low earner households in 2006/07:

* Average original income (e.g. earnings and investment
returns) was £14,600.

e Average gross income (original income plus cash benefits)
was £21,000.

* Average disposable income (gross income minus direct
taxes) was £17,800.

* Average post-tax income (disposable income minus
indirect taxes) was £13,900.

* Average final income (post-tax income plus benefits in
kind”) was £20,100.

5 ONS Time Series IHYQ
IMF, World Economic Outlook Update, 28 January 2009, Table 1.1; and Financial Times, “IMF says Britain faces longest recession”, 18 March 2009.

7 Services such as education and health provided by the state either free or subsidised at the point of use - households are assigned nominal income
to reflect their use of these services, based on the estimated cost of provision.

8 Analysis of ONS, Family Spending: A report on the 2007 Expenditure and Food Survey; and ONS, The effects of taxes and benefits on household
income 2006/07 — low earners defined on basis of deciles ranked by equivalised disposable income.

9 See Resolution Foundation, Closing the advice gap: Providing financial advice to people on low incomes, May 2006, p11.

Low earner households live at the edge of their means, on
average spending nearly all of their disposable income each
week.

» Total expenditure among all members of the low earner
group accounted for 97.5 per cent of their total disposable
income in 2007; a similar proportion to that experienced
by benefit-dependent households (96.5 per cent) and
significantly higher than among high earners (86.1 per
cent).

* Low earners spent around 27 per cent of their disposable
income on essentials such as housing, fuel and food;
expenditure on these items accounted for just 16 per cent
of high earners’ disposable income.®

Access to financial advice

Low earners are largely unable to access financial advice.
Their advice needs are typically not met by the financial
services industry, which packages up advice with product
sales or offers it at commercial rates via independent
financial advisers. As they are not reliant on benefits,

low earners are also unlikely to be given advice through
government or third sector schemes aimed at socially
excluded and the most vulnerable groups in society.® The
Treasury and FSA’s proposed Money Guidance service
seeks to redress this.

Financial exposure

This combination of living at the edge of their means and
absence of advice has left a high proportion of low earners

in some difficulty. Chart 1 shows that 78 per cent of low
earners were already in bad financial health prior to the start
of the economic downturn, with 12 per cent being in an acute
position.

Low earners have a higher level of financial exposure than
benefit-dependent households: that is, they are more likely
to hold financial products and have credit commitments but
are less certain of their future income because it is primarily
earnings-related. At the same time, low earners are less likely
than high earners to have a safety net in place:

* Nearly one-third of low earners reported having no savings
in 2006-07, while a further one-quarter had savings of less
than £1,500.%°

* They are also less likely than high earners to own life
assurance (39 per cent compared with 58 per cent),
critical illness (12 per cent compared with 25 per cent) and
income protection (7 per cent compared with 17 per cent)
products.™

© Analysis of DWP, Family Resources Survey, Table 5.12 — low earners defined on basis of deciles ranked by gross household income.
" Alliance for Health & the Future, Living in the Advice Gap: An Investigation into the Resolution Foundation’s Target Group — low earners defined on
basis of income and benefit receipt. Includes both low earner households and low earner individuals.




Chart 1: Financial health of low earners: GB 2004

Mild difficulties, 39%

Has one or more of the following
symptoms:

Potentially inefficient combinations
of products;

No pension;

Minimal savings for age

Healthy, 22%

Has pension and selection of
other major financial products;

Has sensible combination of
products;

Has more than minimal savings

for age

Note:
Source:  Analysis of the BHPS and FSA baseline survey
Credit and debt

At the beginning of October 2008, 63 per cent of low earner
households owed money on secured or unsecured loans,
with the average debt held by these households being
£31,544. Low earners have reported increasing difficulties
with debt during recent years:

* Increasing financial burden: the proportion saying that
unsecured loans represent a “heavy” financial burden
increased from 13 per cent in September 2005 to 20 per
cent in October 2008.

* Higher debt repayments: 24 per cent of low earner
households reported that their last debt payment was
equivalent to more than 25 per cent of their monthly
income in October 2008, up from 12 per cent in
September 2005.%

Low earners recorded higher levels of repayment difficulty

than high eamers at the start of the current recession:

» Struggling with payments: 48 per cent of low earners
said they struggled with household bill payments and
credit commitments in October 2008, compared with 37
per cent of high earners.

* Behind with payments: a further 4 per cent of low earners
said they were behind with these payments, compared
with 2 per cent of high earners.™

Chronic difficulties, 26%
As acute, but with £70k equity

No acute conditions, but one or
more of the following symptoms:

High debt gearing (debt excluding
mortgage of 70-100% income);
High mortgage gearing (payment
of 50-70% income);

Usually runs out of money before
month end;

Acute difficulties, 12%

One or more of: Highly stressed
on debt (debt excluding mortgage
>100% income); Highly stressed
on mortgage payments (>70%
income); Drop in income (job loss,
death or divorce); Always runs out
of money before end of month

Virtually no savings for age

Low earners defined on basis of income and benefit receipt. Includes both low earner households and low earner individuals.

Low earners’ increasing problems with personal debt leaves
them highly vulnerable to the possibility of default during
the recession. Faced with the threat of unemployment and
reduced incomes, low earners with limited savings have few
options for meeting their credit commitments:

* Little scope for refinancing: credit constraint and
reduced levels of housing equity mean that low earners
are largely unable to refinance their debts and are
therefore primarily reliant on cutting back spending.

* Little room for manoeuvre: however, because essential
items such as housing, fuel and food account for a
sizeable proportion of weekly expenditure among low
earner households, the group is restricted in its ability to
reduce its outgoings.

* Long-term damage: low earners could choose instead
to postpone some of their difficulties by reducing their
spending on savings and insurance or by accessing
non-mainstream credit. Alternatively, they could opt for
bankruptcy, IVA or Debt Relief Order. Such courses of
action could put low earners’ future financial health at risk.



Savings and pensions

Low interest rates and stock market losses mean that those
with savings, including pensioners, are facing lower than
expected returns and therefore reduced incomes. Such
issues will again have the greatest impact on low earners:
benefit-dependent households will retain some certainty over
retirement income because they will primarily be reliant on
the state pension, while high earners will have larger pots
and a more diverse selection of products to draw on.

* Lack of access: low earners are less likely to have access
to occupational pension schemes than high earners:
around 60 per cent of working low earners were in jobs
with superannuation schemes in 2004, compared with 83
per cent of high earners.

* Lack of take-up: even where occupational schemes are
available, low earners are less likely to join them: just 53
per cent of those low earners whose employers offered
a scheme in 2004 were members, compared with 81
per cent of high earners. Low earners are also less likely
to have personal pensions: just 17 per cent reported
having a private plan, compared with 27 per cent of high
earners.™

The Pensions Act 2008 seeks to improve pension provision
by introducing auto-enrolment.’ Given the difficulties low
earners currently experience in saving for retirement, the
policy is set to be of particular relevance to the group.

However, there is concern that auto-enrolment will result in
some individuals retiring with an income that is smaller than
the means-tested benefit that would have been available to
them in the absence of a pension. Similarly, others might
receive returns smaller than, or only slightly greater than, the
value of their contributions adjusted for inflation.'® Variations
in individual circumstances mean that no single group can
be identified as being most “at risk”, however those with
employment gaps and those on the cusp of means-tested
benefits — low earners — are among those most likely to lose
out.

Employment, skills and earnings

Low earners’ poor financial health and reliance on earned
income means they are more vulnerable to the income effects
of increased unemployment, reductions in hours, temporary
lay-offs, short-term contract working and downward pressure
on earnings than either high earner or benefit-dependent
households.

Within each industry, low earners are likely to be at greater risk
of job loss than high earners due to their lower skill levels and
concentration in smaller firms. Where low earners become
unemployed, they are less likely than high earners to receive
sizeable redundancy payments and less likely to make a swift
return to work, with many of their jobs going to more highly
Skilled applicants. Low earners who remain out of work for
some time could potentially lose touch with the labour market
altogether.

Economic activity

Table 1 compares the economic activity of low earners in
Great Britain with all adults in the UK. It shows that, prior to
the start of the recession:

* 55 per cent of low earners were economically active,'”
compared with 64 per cent among the population as a
whole.

e |ow earners were more likely to be classified as
economically inactive,' primarily because the group
includes relatively large numbers of students and retired
individuals.

* 36 per cent of low earners were in paid employment,
compared with 60 per cent among the population as a
whole.

* 16 per cent of low earners were self-employed, compared
with 8 per cent among the population as a whole.

Table 1: Economic activity among adult 16+: 2006

All Low earners?
Economically active 64% 55%
- Employed 60% 36%
- Self-employed 8% 16%
- Unemployed 4% 3%
Economically inactive 36% 45%
- Full-time education 4% 10%
- Family care 5% 5%
- Long-term sick/disabled 4% 1%
- Other 2% 0%
- Retired 21% 29%
Note: T UK, Oct-Dec 2006. Individuals can be both employed and self

employed.

2 GB, 2006. Low earners defined on basis of income and benefit
receipt. Includes both low earmner households and low earner
households.

Alliance for Health & the Future, Living in the Advice Gap:
An Investigation, ONS, Labour market statistics: first release,
February 2009

Sources:

™ Alliance for Health & the Future, Living in the Advice Gap: An Investigation into the Resolution Foundation’s Target Group — income groups defined on
basis of income and benefit receipt. Includes both low earner households and low earner individuals.

> Alliance for Health & the Future, Living in the Advice Gap: An Investigation into the Resolution Foundation's Target Group — income groups defined
on basis of income and benefit receipt. Includes both low earner households and low earner individuals.

6 See for example, PPI, Are Personal Accounts suitable for all? November 2006.

7 Employed or available for employment.

8 Not available for employment.

% Individuals can be counted as both employed and self-employed in the population-as-a-whole figures, but are recorded as either/or in the low earner

figures.




