Discussion Paper

Rebuilding the Safety Net

Foreword

This decade Australia has enjoyed stronger growth than most other developed countries.  Yet unemployment has been hovering around 8 per cent for a good part of the decade.  A record so full of success on the economic front – never more clear than in the current international climate – coupled with such a poor record on jobs is a sure sign that we need to do some things differently. 

It was for that reason that the Council set up the New Directions program.  

For the Business Council the most simple statement of the principles which drive us in public policy are set out in our vision for Australia. 

We want to grasp the opportunity for Australians to enjoy the world’s best quality of life and standards of living which are amongst the highest in the world.

We want jobs for all who can work, support for the disadvantaged and a fair go for everyone.

We want to be a community of Australians, united in our diversity, proud of our achievements, creating wealth and work for all.

For us the principles which follow from this vision are quite simple.  We need policies which promote economic growth and efficiency.  But those policies must also be fair and be seen to be fair by the Australian community.  In the current context fairness calls for more jobs and it calls for continuing support for those who might otherwise be left behind by reform.

We also need to build on our strengths.  Australians often think that the answers lie somewhere else.  Certainly the successes and failures of other countries can help guide our thinking and inspire new approaches.  But we should not lose sight of our own achievements.  For they provide a unique foundation on which to move forward.

It is against that background and with the above principles in mind that the Business Council wants to contribute to developing public policy initiatives designed to tackle our number one national problem – unemployment.

We don’t claim to have all the answers, but we believe we can help Australians to start thinking about the right questions.

Over the coming months, the Council will publish several “New Directions” discussion papers exploring a range of issues.  This is the first such paper.  It focuses on two objectives: increasing the demand for low skill labour and ensuring that we retain strong incentives to earn income within the context of protecting the incomes of those in greatest need. 

The discussion papers do not represent a finished package of reform.  They put some important new ideas on the public policy agenda.   After each paper is published we will hold conferences on the themes it explores.  You will find details of the conference on this discussion paper on the website www.bca.com.au/new.directions. 

Our whole objective in this exercise is to encourage a constructive dialogue.  If people have other views we would encourage them to come forward and put them.  As a country this greatest of all social problems requires of all of us innovative and fresh ideas.  If you want to contact us, you can write or e-mail us at new.directions@bca.com.au.

One thing is clear about the situation in which we find ourselves.  More of the same will not fix unemployment.

We have to look for New Directions.

This discussion paper is written with a profound conviction that we must renew our commitment to growth, optimism and dynamism and that we can do that best by together committing ourselves to tackling the nation’s most pressing economic and social problem – unemployment.

Tony Berg
Chairman
New Directions Task Force 
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Rebuilding the safety net

Executive summary

Unemployment is Australia's pre-eminent economic and social problem. About 800,000 people are unemployed and the same number are underemployed.  Quite apart from the economic wastage this represents, unemployment profoundly harms the lives of its victims and their communities.  It is associated with higher crime rates, depressed life satisfaction and poor health. 

Unemployment is also a psychological problem for Australia.  Fear of unemployment underlies much community anxiety about economic change.  It undermines our self-confidence and our national capacity to respond to challenges and opportunities. 

Despite nearly a decade of strong and steady economic growth, unemployment remains stubbornly high  a sure sign that New Directions are needed.

Australia's problems are by no means unique but are shared widely among the developed countries.  Indeed, in the developed countries unemployment is often more than twice as high as it was in the 1960s.  The one major exception to this trend is the United States, where unemployment is lower today than it was a generation ago.  America is at full – and in many of its regions over-full – employment. 

A major reason for this is the flexibility of the American labour market, in which employees and employers are much freer than they are in the Australian market  to bargain about wages and conditions of employment.  And despite the very high productivity and wages of the American workforce in general, mandated minimum wages are lower in the United States than in Australia. 

However, such flexibility has also been associated with higher levels of inequality than Australians are likely to be prepared to accept.  For that reason, and consistent with the Business Council’s vision for a fair and fully employed Australia, we have asked ourselves the following question. 

How far can we go in reproducing the best aspects of the American labour market – in particular its low unemployment rate – whilst protecting those on low incomes?

We need to explore all possible ways of increasing the demand for labour – particularly low-skilled labour, where unemployment is worst.  We need to look for win-win solutions. There are several ways of reducing the cost of employing low-skilled labour, including:


increasing productivity through training and retraining

If workers have access to education and training, they can increase their skill levels and so their employability.  By improving workers’ skills, and therefore their productivity, desired cost reductions can be achieved without lowering people’s incomes, either relatively or absolutely.


increasing functional flexibility

Another way of lowering costs through improved productivity is to increase functional flexibility – that is, allowing working arrangements to change.  Often where restrictions on existing practices are removed, productivity can be increased substantially.  This reduces the cost of employment and so makes business more able to retain existing workers and recruit new ones. 


reducing labour on-costs

The cost of employing low-skilled and low-paid workers can also be reduced by minimising labour ‘on-costs’:  employee-related costs that employers must pay in addition to wages and salaries.  Both Federal and State laws require Australian employers to pay a wide variety of ‘on-costs’, such as workers’ compensation, payroll tax and fringe benefits tax. Many of these on costs underwrite legitimate social goals, such as enhancing job safety and minimising the call on taxpayer-financed pensions in funding retirement. Nevertheless, some of these areas, particularly workers’ compensation and payroll tax, offer means for lowering costs to business and/or achieving social objectives more effectively. 


increasing wage flexibility:  sustaining incomes

Where ‘win-win’ solutions seem unavailable we may find them if we look hard enough.  We should be mindful of the way in which we support those in need of assistance. We should protect those on low incomes, particularly those with families to support.  But this can be done not only by increases in minimum wages but also, or instead, by other means such as the tax and social security systems.  We need to explore ways of combining these measures from which everyone gains.  

We need to pursue all these avenues to succeed in getting on top of unemployment. 

An additional complication is the targeting of our social security system. As World Bank studies have suggested, Australia has one of the most cost-effective welfare systems in the world. This is because it is tightly targeted on those in need. But targeting means that as people earn more income, welfare support is withdrawn from them and they incur tax liabilities. This is creating severe disincentives to work.  For example, a worker on minimum wages with a dependent spouse and children receives substantial assistance from government benefits.  However, as that worker’s earned income rises, he or she sees only about 20 cents in every extra dollar they earn as tax is paid and government assistance is withdrawn.  

We need to restore the incentive of those on welfare to find work – and we need to do it without undermining support for those in need.

This discussion paper presents a worked example in which ‘safety-net’ minimum wage rises are forgone for a period of years and paid instead through tax credits for low-income families.  The tax credits would be worth approximately two per cent of minimum weekly wages or ten dollars per week in the first year of the programme, rising by the same amount for each year the policy remained in place. 

Because they attract additional tax and trigger the withdrawal of family payments, wage rises are of very limited benefit to low-income families.  A worker on minimum wages with a dependant spouse and two dependant children would need a wage rise of approximately $70 per week or more to receive the additional $10 in weekly income which the tax credit would provide!  In addition to improving equity, tax credits would create jobs by lowering the cost of labour.  They would also effectively reduce taxes on low-income earners, thus increasing the rewards to those moving from welfare to work and those contemplating earning more through either working longer hours or improving their skills. 

The worked example has been costed in two different ways.  The first costing simply calculates the cost to Commonwealth revenue of providing the tax credit.  It indicates a cost of $765 million in the first year.  For as long as the strategy is followed, it requires the tax credit to rise by an appropriate amount each year.  This means that the cost would approximately double in the second year and treble in the third year, by which time the tax credit would be worth about $30 per week. 

The Business Council has also had more comprehensive modelling done of the way the whole economy would respond to the policy.  This modelling captures the many positive impacts which lower wage costs would have on the economy.  This indicates that after the policy is given time to take effect, lower costs lead to higher investment and higher demand for labour.  This lowers unemployment and increases tax receipts to government.  As a consequence the policy is modelled to increase economic output by half a per cent or over 2 billion dollars per annum.  Unemployment is lowered by nearly one percentage point with approximately 170,000 more people working.  Of those, 70,000 are new workers who join the labour force in response to the greater ease with which they can get a job; and there are 100,000 fewer unemployed.  As a result of these positive effects, the budgetary cost of the policy gradually declines over time, becoming a positive contribution to government revenues over the long term. 

If we are to achieve our vision of a fair, prosperous and fully employed Australia, we need to look at innovative ways in which to ensure that change is facilitated and that both the benefits and the burdens of change are shared fairly in our community.

Rebuilding the safety net

Why is a solution to unemployment so important to achieve?  Because its rise has been the chief economic policy failing in Australia and much of the OECD in the last twenty five years.  There appear to be links between unemployment, poor health, criminal activity, and low ‘life satisfaction’.  Add to that the wastage of resources implicit in having 800,000 people unemployed (and an almost equivalent number underemployed), and it is hard to challenge unemployment for a position at the head of the priority list for Australian policymakers.  That is all the more true now that Australia is cementing its newly-won reputation as a paid-up member of the low inflation league.  

Chris Richardson, Access Economics (1998)

1
Introduction

During the third quarter of the twentieth century, Australia and the developed world enjoyed high and steady rates of economic growth, full employment and low inflation.
 Since the early 1970s this combination of full employment and low inflation has eluded us.

Today, inflation in Australia has returned to the levels experienced in the 1960s and early 1970s, and there is a publicly announced policy target of 2 to 3 per cent per annum over the medium term.  Inflation may move outside this range – in 1997 it was below it - but policy seeks to return it to this target over time. 

Unemployment, however, has not returned to anything like the level enjoyed in the 1960s.  Australia is not alone in this respect.  Almost all major OECD countries have much higher unemployment now than they had in the decades immediately following World War II.

This discussion paper examines the scope for addressing Australia’s unacceptably high levels of unemployment by improving the demand for, and the supply and quality, of labour.

The importance of this challenge can be illustrated by briefly detailing the heavy costs borne by individuals and the community as a result of unemployment – in terms of lost economic prosperity, lower social well-being and growing insecurity.

The discussion paper examines:


the relationship between labour market regulation and unemployment; and 

how Australia has used welfare policies to ameliorate the inequalities in wages brought about by changes in labour market conditions.
Reflecting Australia’s tradition of maintaining a broad-based and supportive ‘safety-net’, the paper then outlines a range of alternative approaches by which effective, integrated and targeted labour, tax and welfare policies can be implemented to help promote full employment.

2
The costs of unemployment

In a purely economic sense, unemployment is extremely costly.  Put simply, it is an unacceptable waste of our most precious natural resource.  If we could reduce unemployment to United States levels, the economic gain would be about as much as, and possibly more than, that from all the micro-economic reform undertaken in Australia over the past two decades.

While the economic costs are enormous, the social costs of unemployment are even greater.

Study after study has shown that they are pervasive and overwhelming.  The impact of unemployment includes financial hardship and poverty (King, 1998),
 debt, homelessness, family breakdown, social isolation, crime, erosion of experience of well-being, the atrophying of work skills and ill-health (National Health Strategy, 1992; Smith, 1987).  Most of these effects increase with the duration of unemployment (Dixon, 1992; EPAC, 1992; Cass, 1988; White, 1991; Victorian Social Justice Consultative Council (VSJCC), 1992). 

It comes as no surprise that the unemployed have themselves indicated that being unemployed is one of the worst things that have happened to them (White 1991).

The impact of unemployment is felt strongly by all sections of the community, but in particular by the most vulnerable – such as families and children.

Compared with families who had an employed parent, more mothers in families in which no parent was employed reported:


serious health problems for young children;

serious problems for themselves;

serious disagreements with the partner; and

serious financial problems and serious problems with housing (Gilley, 1993).
Over 700,000 children under 15 years of age live in families with no parent in paid employment (ABS, 1997).  This is nearly the same as the number of unemployed. 

Such a high level of unemployment amongst families causes immediate distress.  It also harms children’s educational, employment and social futures.

Already social division arising from unemployment has manifested itself in the Australian community.  Unemployment is increasingly concentrated both demographically and geographically.  Joblessness is much higher amongst the wives of unemployed men than amongst the wives of working men (Miller, 1997, ABS, 1992)  As Gregory & Hunter (1995) found, there had been little or no employment growth among people living in low socio-economic areas between 1976 and 1991.  This is in contrast with the more positive experience of people living in higher socioeconomic areas.

Unemployment also affects the nation’s confidence in managing the future and embracing the opportunities that lie before it.  

Once a nation moves away from full employment for a substantial period of time, insecurities grow.  In this sense, unemployment not only has a profound effect on those who lose their jobs and find it difficult to find another one, but also undermines the sense of security of the employed.

3
Labour market regulation and unemployment

A nation’s level of unemployment depends, at least in part, on the shape and nature of its labour market.

The United States enjoys one of the most deregulated labour markets in the developed world.  And, alone amongst the large developed countries, the United States’ labour market institutions have been dramatically successful in promoting employment.  

The comparison with Australia is stark.

Although the recession of the early 1990s in the United States was nearly as severe as that in Australia, during that period unemployment in the United States grew by a little over 2 per cent, compared with 5 per cent in Australia.  Australia's employment performance in the 1990s has been substantially worse than the United States’, even though our economy has grown faster – both in absolute and in per capita terms (see Graph 1).

Graph 1: Unemployment & GDP growth Australia and United States, 1990 to 1997
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This outcome is in large part due to the fact that the United States’ labour market is much more flexible than Australia's, both functionally and in terms of employee remuneration.

The United States’ labour market does not suffer from the functional rigidities that the award system imposes on the Australian labour market.  That is, employers and employees have greater scope to make mutually beneficial agreements about the terms and conditions of work than is possible in Australia.  Despite much higher labour productivity, United States’ minimum wages are substantially lower than Australian minimum wages.  At the same time, the United States’ relatively parsimonious welfare system also ensures that, even at low minimum wages, there are strong incentives to work. 

Australia's unemployment performance is unacceptable.  However, in most European countries the situation is worse (see Graph 2).  To a large degree, this is because most European countries have very inflexible labour markets with even stronger restrictions on employers’ and employees’ freedom of contract than in either the United States or Australia (see Box 1).

Graph 2: Unemployment in United States, 
Australia and Europe %, 1970 to 1997
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Box 1: Dynamic versus static job security – United States vs. Europe

Labour laws provide many European workers with strong protections.  In the United States, regulation of minimum wages and the right to hire and fire is much lighter. This goes some way towards explaining why the United States’ labour market has performed so much better than Europe’s.  

Strong restrictions on firing mean that firms do less hiring.  The protection of the jobs of some workers comes at the expense of unemployment for other workers.  Once a worker loses his job in Europe, they are likely to remain unemployed for a long time.

Since the early 1990s, unemployment in the United States has been consistently lower than in Europe, and long-term unemployment dramatically lower.  The United States is now effectively at full employment.  It is the only large OECD country where unemployment is lower than in the 1960s.  In Europe, unemployment has been stuck at around 10 per cent for a decade or more.  Some countries have done much worse than this.  Spain’s unemployment has been approximately 20 per cent for over two decades.
Do we in Australia want United States - or European-style job security? The United States enjoys the dynamic job security of full employment.  This security does not arise from minimum wage guarantees provided by government or from regulation to protect job security.  In the United States today, such security exists because the demand for labour is as great as (perhaps more than) the supply.  This has its own effect on the likelihood of workers being dismissed.  More important, it offers them the best possible ‘safety-net’ against retrenchment – the ability to find another job.

Box 2: Unemployment and social indicators in the United States
As the United States has moved towards full employment – and over-full employment in many regions – there have been major improvements in a range of social indicators. 

Data from the Bureau of Justice and Federal Bureau of Investigation show that crime rates dropped through 1997 for the sixth year in a row, and that violent crimes have dropped more than 15% and murder rates more than 25% since 1993.
 It is highly likely that falling unemployment has made a contribution here, but so also has very tough criminal law enforcement.  Arrests for drug offences have increased,
 and the number of Americans in the correctional system increased by 4.5 to 5.4 million in 1995.
 

Poverty and elderly poverty indicators have also improved.  However, the picture is not entirely positive.  One downside of higher employment has been an increased school drop-out rate.  As employment has grown, entering the workforce has become more alluring to United States’ school students than it had been when unemployment was higher.

As a result of achieving full employment, the United States has enjoyed social as well as economic gains.  Measures of social well-being such as crime rates and household poverty have improved as the United States has moved to full employment (see Box 2).

However, there has been a downside to American success:  earnings inequality.

Individual earnings inequality does not necessarily result in family income inequality.  For instance, many low-paid workers live in multiple-income families where income is shared.  Where a low-wage earner shares income with a high-wage earner, the inequality between them is reduced.  Indeed, multiple-income families do better than single-income families even where each of the multiple incomes is low.  There are economies involved in several people living under the one roof.  Also, a low-paid job may enable a person to move into higher-paid work in the future.

That said, there is a very high and apparently growing dispersion of wages in the United States.  This can generate invidious social outcomes.  Although the real income of the poorest fifth of households has risen steadily and quite strongly since 1993, it is still only 40 per cent of the income of the next poorest fifth and less than 5 per cent of the top twentieth of households.  Perhaps more serious is the fact that the real income of the poorest fifth of households is still at or below levels achieved in the late 1970s.
 One of the results of this situation is that the United States has a substantially higher level of child poverty and inequality in the material circumstances of children than most developed countries, including Australia (Unicef, 1998).

3.1
Addressing wage inequality

The impact of deregulated labour markets on wage dispersion poses a dilemma for Australia.  Deregulated labour markets appear to generate more jobs and lower levels of unemployment and long-term unemployment, but they also tend to produce more earnings inequality. 

Graph 3: Employment, earnings dispersion and labour market de-regulation
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The challenge for Australian policy-makers is to emulate as much as possible of the good performance of deregulated labour markets whilst avoiding the downside of social inequity. 

For the last decade Australia has had a little of the best of both worlds.  Our welfare system is more secure and comprehensive than America's, while our unemployment record is better than most European countries’.  The globalisation of our economy – which was partly promoted by economic reform but which for the most part occurred spontaneously – has increased earnings inequality.  Nevertheless, Australia’s progressive income tax system and its transfer payments targeted towards the poor have substantially moderated this trend (see Box 3).

Over the last fifteen years the real level of assistance to families on welfare, especially in respect of children, has substantially improved. The basic pension increased by 14 per cent in real terms between December 1982 and December 1997, while over the same period the real increase in assistance for a child was 141 per cent and the real increase in rent assistance was 120 per cent. 

In order to maintain both fairness and incentives to work, this assistance has had to be extended to non-pensioner working families.  As a result, in January 1997 a single-income family of two adults and two children on two-thirds of average weekly earnings received 33.3 per cent of its income from government cash transfers if it was renting privately, compared with only 4.4 per cent in January 1982.  Indeed the real market earnings of such a family have hardly changed over the fifteen years.  However, due to the substantial increase in cash transfers, their disposable income has increased by 24 per cent, and, after allowing for housing costs, by as much as 75 per cent (Keating, 1998).

The extension and rationalisation of Australia's social safety net since the early 1980s has played an important role in securing the wage restraint and other reforms achieved in the 1980s.  It is in fact one of the great success stories of economic reform of the period.  While there is still room for improvement, it gives us an excellent base on which to build.

Box 3: Inequality and Australian social policy: A success story

No-one would argue that the Australian social security system is perfect.  A social security system embodies a complex set of tradeoffs between politics and economics.  Nevertheless, amongst the world’s imperfect social security systems, Australia's is one of the best.  As a senior World Bank official put it recently: 

The World Bank’s interest in the Australian social security system comes from a couple of elements: . . . it is one of the most cost effective in the OECD in terms of net expenditures as part of GDP; it has also . . . one of the most comprehensive coverages.  Cost effective comprehensive coverage is a magic element in what we’re looking for.  And the other thing is that it also probably benefits the poorer parts of the population more than most other systems.

In the last decade, Australia's social security system has been used to cushion the effect of increasing inequality of earnings. Table 1 traces the movements in the most commonly accepted measures of income inequality, the so-called Gini index.  This ranges from 0 to 1; the closer to zero the greater the degree of equality.  The table gives alternative measures of household income, starting with private income and then adding in increasing components of public intervention through transfers, taxes and social expenditures.  The outcome observed is that income equality is moderated after providing for taxation, transfer payments and social services.  Note that as ‘gross’ inequality increased in the early 1990s, ‘final’ inequality actually fell - albeit marginally.



Table 1  Inequality:  Market incomes and disposable incomes

Year
Private
Gross
Disposable
Social Wage
Final

1981-2
0.490
0.367
0.309
0.255
0.264

1982-3
0.504
0.367
0.309
0.255
0.264

1983-4
0.502
0.359
0.298
0.241
0.249

1984-5
0.499
0.356
0.297
0.235
0.242

1985-6
0.497
0.354
0.294
0.231
0.239

1986-7
0.495
0.351
0.301
0.236
0.246

1987-8
0.495
0.348
0.292
0.229
0.237

1988-9
0.484
0.346
0.290
0.225
0.234

1989-90
0.498
0.353
0.297
0.231
0.241

1990-1
0.502
0.350
0.305
0.240
0.250

1991-2
0.509
0.349
0.293
0.227
0.237

1992-3
0.514
0.351
0.293
0.225
0.235

Source:   Johnson, Manning & Hellwig (1995)

By contrast with the success of our social security system, our wage-fixing system does not appear to either be directed toward or to deliver clear objectives. It has often been defended on the grounds that, although it may not be the best possible system from an efficiency point of view, it does make an important and positive contribution to equity.  It is not clear that this is the case.  As one commentator has observed:

[T]here is no compelling evidence to show that arbitration has resulted in greater equality of wages in Australia. Furthermore, this is consistent with a number of empirical studies comparing the experience of different countries, which have found little support that the distribution of wages is related to the system of wage determination. A recent study concluded that international comparisons failed to show ‘a strong systematic relationship between our measures of wage determination and the degree of centralisation  of wage setting institutions. . . . [W]age dispersion has been widening in many countries with different systems of wage determination, and in Australia’s case it well and truly predates the shift to enterprise bargaining. (Keating, 1997)

3.1.1.
The problem of high effective marginal tax rates

To minimise the costs of the Australian welfare system, policy-makers have imposed tight means-testing on benefits.  As a person moves from welfare to work, welfare payments are ‘tapered off’ relatively sharply as their earned income rises.  They must also pay tax on their earnings. 

Although it has minimised government outlays, welfare targeting has given rise to a continuing problem – very high effective marginal tax rates (EMTRs).  EMTRs are determined by adding the tax rate applying to earned income to the rate at which welfare is ‘tapered off’ as income is earned.

As a result, EMTRs of about 90 per cent now extend over the range of private incomes from around $250 to $600 per week (Graphs 4 and 5, Table 2).  This means that there is very little increase in income over quite a long range of private income, which potentially affects the work incentives of a substantial number of people.

Harding and Pollette (1995) have estimated that about 20 per cent of the population in the lower half of the income distribution, and as much as 35 per cent of the third decile, face EMTRs in excess of 50 per cent.
 By contrast, almost no one in the upper half of the income distribution faces an EMTR of as much as 50 per cent.

Graph 4: EMTR of a couple at January 1997 
1 child under 5 years and 1 child 5-12 years
paying no rent, 100% of private income to head [image: image4.wmf]$800
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Graph 5: EMTR of a couple at January 1997 
1 child under 5 years and 1 child 5-12 years
paying private rent of $120 pw, 100% of private income to head 
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Keating (1998).

Table 2: Effective average tax rates over family 
payment taper ranges, different income splits

Number and Age of children, 
Receipt of rent allowance (RA)
Taper Range
ETR 100/0 Income Split
ETR 75/25 Income Split
ETR 50/50 Income Split

1 child under 13, no RA
$417-$485 pw
97.0
129.4
120.7

1 child under 13, RA
$417-$562 pw
91.3
101.6
99.5

2 children under 13, no RA
$429-$564 pw
91.5
98.3
96.0

2 children under 13 RA
$429-$641 pw
89.3
93.1
87.1

1 child under 13, 1 child 13-15, no RA
$429-$591 pw
90.5
96.1
91.9

1 child under 13, 1 child 13-15, RA
$429-$668 pw
88.9
91.8
85.3

2 children under 13, 1 child 13-15, no RA
$441-$670 pw
88.9
89.5
82.7

2 children under 13, 1 child 13-15, RA
$441-$758 pw
88.7
87.3
79.6

ETR: Effective average tax rate over the taper range

Income split:  The split of income between principal earner and partner.

Source:
Keating, 1998

In effect, tight means testing has kept the cost of the welfare system down, but it has created important incentive problems (see Boxes 4 and 5). 

Weak incentives to find employment, along with the associated costs, can impair interview preparation, performance and presentation.  It was said to be common for interviewees not to show up for interviews arranged by the Commonwealth Employment Service.

As well, a severe but often overlooked problem is that the small differential in disposable income between the unemployed and the low-skilled employed results in a weak incentive to perform well at work.

Box 4: Welfare and work for a single and independent 18 year old

An 18-year-old who is unemployed and renting accommodation receives unemployment benefits of $133.70 per week and rental assistance of $37.60, giving a total benefit of $171.30 per week.

Compare this with a young person who obtains employment as a shop assistant or waiter/waitress. The typical minimum wage rate for a full-time 18-year-old is $299 per week, or around $260 per week after tax.

The difference between the disposable incomes of the employed and the unemployed 18-year-old is relatively small.  It is even smaller given the sacrifice in leisure time required as a result of employment and the likely transport costs of $15–$30 per week getting to and from work. 

It is also possible for the unemployed person to earn an additional $30 per week without affecting entitlements (although this income will be subject to income tax).  By picking up casual work like baby sitting, letterbox drops, lawn mowing, etc, unemployed 18-year-olds can raise their disposable income to around $200 per week.  A person working 38 hours per week is little better off than one who works 3–4 hours a week and does whatever necessary to satisfy the ‘work test’ for welfare benefits.  The marginal return for the next 34 hours is of the order of $1 per hour.

If the social security benefits were substantially lower than wage incomes, workers would appreciate the high rewards obtainable from improved performance in the job.  They would be motivated to gain skills and to be seen to contribute to the enterprise.  Under the current system, the incentives for good and improving performance are low.  As a result, the costs for employers by way of increased job turnover and reduced productivity are potentially large.

It is true that economists have found that labour supply is relatively unresponsive to changes in wages and taxation.  For instance, Heckman (1993) found that at ‘…higher wages and for greater hours worked, male labour supply shows little wage and income responsiveness’. 

However, this is probably because highly paid males who already work a considerable number of hours have very little discretion over their work effort.  By contrast, relatively low-paid workers, who face much higher effective marginal tax rates, may have much more discretion to work additional hours either as overtime or as additional part-time work.

Moreover, while the amount a person works may be reasonably unresponsive to incentives, the literature suggests that the decision as to whether or not to work at all is substantially more responsive to changes in wages and taxation.  This is particularly relevant to women’s decisions whether or not to work.  Moreover, tax rates are having a more significant impact on the supply of male labour, especially unskilled and semi-skilled labour, as increasing numbers of men consider taking early retirement

Box 5: Welfare and work for a single-income family with two children 12 and 14

If the principal income earner is unemployed, a family is entitled to social security benefits of around $413 per week. Included in this rate are supplements to the basic unemployment benefit allowance through the ‘family payment’ and ‘parenting allowance’. 

Assume that one parent finds full-time work, earning a typical low-skill wage of around $400 per week.  Together with welfare payments, the family’s disposable income will be around $503 per week after tax.  In other words, for each dollar earned, 75 cents is taken from the employee as tax and lower benefits. 

Is there any incentive to put effort into gaining experience and on-the-job skills to achieve promotion?  Only a modest one.  For example, a semi-skilled person receiving $600 per week will see the family’s disposable income increase to just $559 per week. An additional $200 per week in gross income provides an increment of just $56 per week to family disposable income—an effective average tax rate of 74 per cent. 

The emphasis of the Australian taxation and welfare systems on social equity risks creating social dysfunction.  High EMTRs at lower incomes inhibit productivity growth, are a major deterrent to labour-force participation and block the labour-market deregulation that is necessary for full employment.  The interaction between the tax and social security systems generates severe ‘poverty traps’. 

Attention has already been paid to improving incentives to undertake work, and on removing the ‘poverty traps’ that exist in the current system.  Recent efforts have been made to restrict eligibility for unemployment benefits.  Notably, underemployed persons have to provide more evidence that they are actively seeking work.  The Federal Government’s tax package has been designed to reduce EMTRs (see Box 6).

However, for many, the incentives to earn income are small.  It is a tribute to the foresight and work ethic of Australians that low-paid people participate in the workforce as much as they do despite the disincentives.  Yet, however well the Australian work ethic has stood up so far, EMTRs around 80 per cent can only undermine that work ethic and generate resentment against those who are seen to prosper under the current system without apparent effort.

Box 6: The Federal Government’s tax reform package 

Under the Federal Government’s tax package, work and savings disincentives for those individuals and families on low incomes (including pensioners) are addressed by:


a new tax scale (particularly the reduction in the 20 per cent and 34 per cent tax rates to 17 per cent and 30 per cent respectively – the latter applying over a much longer income range than under the current 34 per cent rate.


the relaxation of the pension income test withdrawal rate from 50 per cent to 40 per cent and the 2.5 per cent increase in the pension income and assets tests free areas; and 


the work incentive elements of the families package (the increase in the income-test threshold for the new Family Tax Benefit Part A), from $24,350 to $28,200 (July 2000 values) and the relaxation of the withdrawal rate from 50 per cent to 30 per cent.

These changes will enable low-income individuals and families to keep more of their current income and increases in that income, so improving the incentive to work and save.  They also ensure that unemployed families have greatly increased incentives to take‑up full‑time work.
4
Options for increasing the demand for, supply and quality of labour

A low income family with three children is financially worse off if the mother works between 10 and 24 hours per week than if she works just 9 hours per week.  And in moving from 5 to 35 hours per week the family benefits by just $12 per week. 

Gillian Beer (1998)

Low-skilled and unskilled workers have borne the brunt of economic change over the last decade and a half.  Although economic growth has been stable and relatively strong since the recovery of the early 1990s, the greatest imbalance in the labour market – where unemployment is highest – continues to be in the area of low-paid and low-skilled labour.

Finding jobs for these people is not simply a matter of increasing economic growth.  It also means ensuring that there is increased relative demand for unskilled and low-paid labour.

In a market system such as Australia’s, where firms will not hire workers at wages that exceed their productivity, getting the low-skilled and unskilled back to work requires a reduction in the total cost of employing them.  This is unavoidable if we are serious about giving the unemployed low-skilled and unskilled the chance to break into the workforce and then move into better jobs.

However, this does not have to mean that low-skilled and unskilled workers must face permanently lower wages.  There are a variety of means by which the total cost of employment can be reduced.  Moreover, as our past experience has shown, it is possible to design tax and welfare policies that will ameliorate the effects of growing wage dispersion, so that the burden of reform is shared throughout the community.  Finally, these tax and welfare systems can be designed in ways which do not themselves create undesirably high disincentives to work.

4.1
Options to increase demand for labour

There are a variety of ways in which we can increase the demand for labour by reducing the cost of employment.

4.1.1
Increasing productivity through training and retraining

Perhaps the most attractive option for reducing the cost of employment is to increase job seekers’ skills, thereby raising their productivity.

Unemployment in Australia is found predominantly amongst low-skilled workers.  By ensuring that such workers have access to education and training, it is possible to increase their levels of skill and so make them more employable.  By improving workers’ skills, and therefore their productivity, desired cost reductions can be achieved without lowering their incomes, whether relatively or absolutely.

New skills enhance a person’s prospect of employment.  They also help workers move from declining to growing industries.  This not only raises workers’ productivity but moves them from less secure jobs to more secure ones.

To improve productivity effectively through training and retraining requires, among other things, at least some on-the-job training.  However, it is often difficult to create the necessary number of training places.  Employers will offer training places only if the cost is commensurate with the value of the trainee’s productive contribution. This typically means that either the trainee must accept a lower trainee wage and experience a period of reduced income while training, or the cost of the training and the trainee’s wage must be subsidised, presumably by the government. 

Box 7: Functional flexibility – a firm in the service industry

For many years, the employers and employees of a business operating in a service industry worked under an award which prescribed a working week of 40 hours to be worked in a traditional span of core hours (8.30am – 5.00pm, Monday-Friday).

However, the pattern of customer demand had been changing over the years.  There was often a demand for goods to be picked up and delivered on weekends.  

Though the demand had shifted, the company’s organisational structure was too rigid to respond.  It was too costly for the employer to pay the extra overtime, and the company was too small to bring in new employees and meet the overheads. Before long, there was a noticeable decline in demand as clients found alternative service solutions. 

With redundancies looming, employer and employees tried to figure out a way of overcoming the problem.  The employees agreed to assign all the tasks that needed to be done over a seven week period and to make sure they were completed regardless of core hours and penalty rates.  The employees designed their own roster and took responsibility for ‘swaps’ where these might arise.  In return, their salary was annualised and increased by 20% and they were allowed to cash out 60% of their unused sick leave at the end of each year (which previously could not be accrued).  Allowances, which had taken up a lot of administration time and cost more to deliver across such a small company than they were worth, were also cashed out and integrated into the annual salary.  Productivity improved dramatically.

The company was saved from offering redundancies.  After an advertising campaign based on its new flexible hours and customer service commitments, it started to recoup its business.

4.1.2
Increasing functional flexibility

Another way of lowering costs through improved productivity is to increase functional flexibility – that is, change working arrangements so that workers are less restricted in the range of work they undertake and manner in which it is to be carried out.

Functional flexibility can be enhanced, for example, by changes that permit greater use of part-time and casual employees.  Changes in shift provisions make it possible to adjust labour more flexibly to demand.  In manufacturing and mining industries, this can reduce the costs of idle time and stockholding.  It is especially important for the service industries, where demand can fluctuate substantially not only during the year, but throughout the week and even during the course of the day.

In Australia, very big savings in labour costs – of the order of 20 per cent or more – have been reported by enhancing functional flexibility.  In particular, there has been a shift away from the prescriptive nature of awards to allow such changes as multi-skilling and varying the hours of work so that labour can be used much more flexibly (see Boxes 7 and 8).

Box 8: Functional flexibility – a manufacturer

A company’s line of products had been losing market share.  The product line was often delayed because of confusion in orders from stocks, and product finishes were inferior.  Packaging and distribution also complained of uneven workflows and there was idle time.   Employees in each area worked under different awards and were represented by different shop stewards.  Employer, employee and union anxiety led to argument and this resulted in very minor but protracted disputes being notified to the AIRC.  Total closure was predicted within six months.

To redress the systemic problems, the plant underwent a wholesale reorganisation. A new company statement on workplace values designed to build a common commitment to the company’s future was drawn up after incorporating employee suggestions.  The document also established a local grievance and complaints handling procedure (with no role for the AIRC) and a single consultative committee was formed.

Under a new agreement, the company established a multi-skilled, broad-band for the stores, production and distribution workers which allowed employees, once having been trained, to work across all the company functions on a rotating basis.  This provided both a more variable job and a better understanding of the company’s activities.  Employees were organised into teams that were rewarded on a quarterly basis for their competitive performance against other teams. 

The consultative committee was drawn from across the business and was given paid leave for training in workplace communications and mediation.  It evaluated the operation of the new agreement and built up the framework for the next agreement round.  Union officials met with the consultative committee from time to time.  The consultative committee also made recommendations on small-scale capital investments and improvements in access and mobility around the plant.  This cut time delays and removed some potential safety hazards.

Trade union training and study-leave allowances were rolled into an across-company paid ‘development leave’, which could be taken with the employer’s agreement.  Transaction costs were also cut dramatically. The old multiple-award provisions relating to various allowances, types of leave and termination requirements were all replaced with a single company human-resource protocol.  Penalty rates for overtime and public holidays were also cashed out and integrated into a single, annualised rate of pay.  A new special personal-leave package was created to allow for family emergencies and the like.  This was administered and monitored by the team leaders as part of their overall performance assessment. 

4.1.3
Minimising labour ‘on-costs’

The cost of employing low skilled and low paid workers can also be reduced by minimising labour ‘on-costs’ – the costs that employers must pay for their employees in addition to their wages and salaries.  Federal and State laws mandate a wide variety of ‘on-costs’ which Australian employers must pay.  The most substantial are workers’ compensation, superannuation, payroll tax and fringe benefits tax.

These costs not only make up a significant proportion of total labour costs (see Table 3) but impose considerable compliance burdens on employers.  Numerous efforts have been made to estimate the compliance costs associated with taxation (Pope, 1994; Wallschutzky & Gibson, 1993), although questions remain about their methodology and accuracy (ORR, 1996).

More recently, research undertaken by the Australian Taxation Studies Program on behalf of the Australian Tax Office estimated the total compliance cost for all personal and business taxpayers in Australia in 1994/95 at just over $6 billion.

Compliance costs for business taxpayers varied considerably, with small business paying on average $1,200 per annum, and medium-sized businesses around $5,000.  The study also claimed that large businesses actually benefited by around $30,000 in 1994/95 since the value of tax deductibility of costs and cash-flow benefits more than offset costs (Evans et al. (1997).

Table 3: On-costs as a proportion of total labour costs


Private Sector
Public Sector
Private & Public


1993/94
(%)
1996/97
(%)
1993/94
(%)
1996/97
(%)
1993/94
(%)
1996/97
(%)

Earnings
88.8
87.4
87.6
86.3
88.4
87.1

Other labour costs:
11.2
12.6
12.4
13.7
11.6
12.9

Superannuation
4.9
5.9
6.9
8.1
5.6
6.5

Payroll Tax
3.5
3.3
3.3
3.2
3.4
3.3

Workers’ Compensation
1.9
2.1
1.7
1.9
1.8
2.0

Fringe Benefits Tax
0.9
1.3
0.4
0.5
0.7
1.1

Total Labour Cost
100.0
100.0
100.0
100.0
100.0
100.0

Source:
ABS Cat. No. 6348.0

Some labour ‘on-costs’ are designed to meet specific and desired social and economic purposes; this is true of, for example, superannuation and workers’ compensation.  In such cases, the scope for removing ‘on-costs’ is limited.  However, it remains essential to ensure that the schemes implemented for these specific purposes achieve their desired outcomes, and that they do so in a way that minimises cost.  There is a constant need to ensure that we are getting good value from ‘on-costs’, and we should tackle any schemes that do not meet this criterion (see Box 9).

Box 9: A process of vigilance – workers’ compensation
An example of the vigilance required in relation to on-costs can be seen in The Report of the Small Business Deregulation Taskforce (1996), which highlighted a range of difficulties associated with current workers’ compensation arrangements.  These included:


cross-jurisdictional differences;

lack of experience-based premiums;

large swings in premium levels;

the different definitions of an employee across jurisdictions; and

inconsistent claims processes and premiums, even within jurisdictions.
In addition to arguing the need for national consistency, the Report also argued that workers’ compensation regulations be amended to:


include a common definition of employee, injury or illness and have common benefits and premium arrangements;

provide in all jurisdictions for the mutual recognition of workers’ compensation insurance cover obtained in other jurisdictions; and 

include premium-setting guidelines: for example, where experience is an indicator of risk, premiums may be experience based. 
Greater opportunity to reduce on-costs, and thus the cost of employing low-skilled and low-paid workers, exists where the revenue is paid into consolidated revenue.  This is the case in Australia with fringe benefits and payroll tax.  Of these two taxes, the latter offers the greater scope for reducing on-costs and so the cost of labour to employers. 

Fringe benefits tax is imposed on employers at the Federal level.  In 1996/97, it raised $3,062 million – approximately 2.5 per cent of Commonwealth revenue.  As the Small Business Deregulation Task Force (1996) noted, in addition to the tax burden it imposes, Australia’s fringe benefits tax system imposes significant compliance costs.  This is because of:

attempts to capture all benefits in the net, the number and variety of FBT exemptions, the complexity of the rules for valuing benefits and the number of options for making these calculations.  There is also a requirement to keep detailed substantiation records, such as employee declarations, which is seen as onerous.

According to the Small Business Deregulation Task Force (1996), these costs were seen as being a particular burden for small business (see also Warren, 1998).

In its response to the Small Business Deregulation Task Force, the Federal Government sought to reduce compliance costs by removing record-keeping requirements for employers with small fringe-benefits tax liabilities and by providing a number of exemptions.  In its tax package the Federal Government has moved further, coordinating the requirement to pay fringe benefits tax with other tax payments.  

Despite this, the Fringe Benefits Tax system operates essentially to protect the integrity of the income taxation system, and so, aside from levying employees directly for the tax, there are strict limits to the extent to which it can be used to reduce on-costs.

Payroll tax is imposed on employers by State and Territory governments.  In 1996/97, it yielded $7,632 million, nearly a quarter of State and Territory revenue.

Rates and thresholds at which payroll tax applies vary across jurisdictions (see Table 4).  As Warren (1998) notes, these variations create significant economic distortions, which significantly reduce the extent to which the effect of payroll tax in Australia is equivalent to that of a GST (see Freebairn, 1993).  The OECD (1997), argues that reduction or modification of payroll taxes may provide some employment benefit, particularly for low-paid workers.

Table 4: Payroll tax rates and scales


Exemption threshold ($)
Maximum 
rate (%)
Tax 
scale

Victoria
515,000
6.25
Marginal rate of 6.25% of payroll in excess of $515,000

New South Wales
600,000
6.85
Marginal rate of 6.85% in excess of $600,000.

Queensland
850,000
5.00
Average rate of 0% at $850,000 to 5.00% at $3.4 m.

Western Australia
675,000
5.56
Average rate slides from 0% at $675,000 to 5.56% at $5.625 m.

South Australia
456,000
6.00
Marginal rate of 6.00% in excess of $456,000

Tasmania
600,000
6.60
Marginal rate of 6.60% in excess of $600,000

Northern Territory
520,000
7.00
Average rate from 0% at $520,000 to 5.00% at $1.25 m, > $1.25 m: 6%, > $10 m: 7%

Australian Capital Territory
800,000
6.85
Marginal rate of 6.85% of payroll in excess of $800,000

Source:
VECCI (1997) (see also Warren, 1998: Table A.19.)

4.1.4
Increasing wage flexibility

A final way of lowering employment costs is to increase wage flexibility, thereby enabling relative, if not absolute, reductions in wages.

The acceptability and feasibility of reducing wages, particularly for low-skilled and unskilled workers who are already at the lower end of the pay scale, depends on a range of factors.  These include the extent to which nominal and/or real wages would be reduced, the speed and the manner in which such changes would occur and the extent to which the community – including the low-paid – could see that the exercise was generating beneficial outcomes.

For example, it may be acceptable to the community to introduce lower trainee wages.  Lowering trainee wages is, at least in principle, not that far removed from reducing wage rates for the low-paid.  An important distinction, of course, is that in the trainee’s case the lower wage would not be permanent, but apply only for the duration of the training period.

By contrast, it would be far more difficult to achieve community agreement for a reduction in nominal wages.  Indeed, due to their experience of how the labour market actually works, even employers have historically been reluctant to pursue nominal wage reductions for their employees.  In recent times, employers have generally sought to reduce the cost of employment by focusing on how work is organised so that labour is used more productively.

However, one option that may be attract more community support would be to maintain nominal wages, but to reduce real wages by restricting the extent to which ‘safety-net’ rises in minimum wages compensate for inflation over a period of some years.

Box 10:
Work sharing and related schemes

As for work sharing schemes, they are trying to address a real problem: the fact that the distribution of available work has become more unequal over the last decade.  The percentage of employed persons who work 48 hours or more a week was 16 per cent in 1985 and ten years later it was 21.2 per cent.

Unfortunately most of the work-sharing proposals either add to business costs, or (in the European experience) seem unlikely to prove very effective, or interfere excessively with freedom of choice.  In a small, voluntary way work-sharing schemes such as variable annualised leave schemes and arrangements providing less pay for less hours of work can be helpful and can be negotiated at the workplace level as part of the process of enterprise bargaining.  It is important also to remove any official barriers (e.g. in the award system or the tax system) to such arrangements.  That said, one should not expect work-sharing arrangements to make much inroads into our unemployment problem.

Fred Argy (1998), p.153
4.2
The need for income support

Ultimately, any plan to achieve full employment in Australia is likely to require that all of the options to reduce the cost of employment come into play.  As a nation, we will need to pay greater attention to building employee skills and also to ensuring greater functional and wage flexibility in our labour market.

However, in doing so, we also need to continue to recognise and address the impact that such changes would have on the standards of living of certain sections of the community.  

It is important that we share not only the benefits of change but also the burdens.  And it is essential that we do so in a manner that does not adversely affect the operation of the labour market by creating unacceptably high disincentives to work and ‘poverty traps’, as is the case under the current system.

Governments can use three mechanisms, singly or in combination, to make the distribution of income more equitable.

4.2.1
Wage subsidies

The first is wage subsidies.  Wage subsidies are usually only available for a limited period, after which it is intended that the beneficiaries should be fully competitive in the labour market without further assistance. The size of the subsidies can be adjusted to reflect the degree of labour-market disadvantage experienced by the recipients, allowing them to compete on more or less equal terms for jobs.  

When wage subsidies are combined with training, this type of active labour market assistance can lead to positive long-run outcomes for both the individuals concerned and for society at large.  

However, wage subsidies effectively amount to an attempt to underwrite a particular wage distribution. This usually amounts to the existing distribution of wages, which is probably chosen because of its acceptability.

This type of assistance, which is tied to the wage structure, also suffers from the disadvantage that the distribution of wages does not reflect the relative needs of different groups of employees.  

A recent study (Richardson, 1997) found that only 6 per cent of all people who have a low income also have a low wage, and only 14 per cent of the people who earn a low wage also live in a low-income household.  For some of those with no dependants, their subsidised wage might be considered to be excessive compared with their relative needs (even the minimum wage represents more than twice the amount of assistance to single social security beneficiaries).  Especially if they are receiving worthwhile training that will improve their longer-run prospects, it is arguable that they should receive a lower training wage commensurate with their relative productivity and the benefits they receive from that training.  On the other hand, for those families with dependants who have only a single wage, even a subsidised wage may be seriously inadequate in meeting their basic needs.

The difficulty is that it is not really possible to adjust wages to reflect family needs and then expect those with the largest families and consequently higher wages to be competitive in the job market.  Indeed, the advantage of using taxes and/or welfare payments to achieve the desired distribution of income is that, unlike the wages system, the amount of household disposable income can be readily adjusted according to the beneficiary’s particular needs.

Wage subsidies are of some use in helping to support a sufficient gap between the minimum wage and a guaranteed minimum income without thereby adding to unemployment.  

More generally, however, it is preferable to use the tax and/or welfare systems to achieve social welfare goals, rather than attempting to prop up a more egalitarian wage structure which may not reflect market realities.

4.2.2
Earned income tax credits

Potentially the simplest and least intrusive way of providing income support through the tax and/or welfare systems is an earned income tax credit.  

An earned income tax credit is, as its name suggests, a credit for tax payable on earned income.  By offering a tax credit to those in low-paid jobs it is possible to increase the gap between the incomes from employment and from the social security system.  Most important, an earned income tax credit system can itself be relatively flexible.  This may encour​age greater labour market deregulation because increases in the credit can be tied to progress towards greater labour market flexibility and any negative impact this may have on earnings. 

If the earned income tax credit is not targeted, however, and is paid at the same rate to everyone in employment then it is not really different from raising the lowest tax threshold.  Indeed, the tax system could be simplified by gradually raising the present tax threshold for everybody from $5,400 to $11,700 to bring it in to line with the effective tax threshold which currently applies for pensioners.  This would, however, be expensive, costing some $8.5–9 billion per annum; and even this amount, when spread over all employees, would probably not translate into a sufficient net overall reduction in costs to employers of low-paid workers.  Nor would it efficiently redistribute income to those low-income families who most need assistance.

Any scheme for an earned income tax credit designed to provide income support should therefore be targeted.  The tax credit should increase with income up to a certain point in order to maintain the incentive to take full-time employment rather than part-time employment.  It should also be differentiated to reflect relative needs.  Generally this would involve withdrawal of the credit as income increased above a threshold. 

These features increase the complexity and reduce the transparency of any tax credit scheme.  Most important, the tapered withdrawal of the tax credit will normally increase the effective marginal tax rate over a range of income, thus introducing its own disincentives.  

It is also arguable that an effective means test would be more efficient and equitable if it were based on family income rather than on individual income.  In that case, however, the assistance would be better provided through the welfare system than the tax system.

4.2.3
Welfare

The advantage of using the welfare system to support improvements in labour market flexibility is that any assistance can be tightly targeted so as to achieve the greatest reduction in inequality at the least cost. 

As is widely understood, targeting in Australia takes account of income.  However, there has also been a consensus in favour of recognising how a family’s needs vary according to the number of dependants and expenditure on such necessities as rental housing, education, health and child care.  For each of these needs the demands on different families with similar incomes can vary greatly.  The proliferation of government programmes in the past two decades largely reflects the attempt to target tightly each of these specific needs.

The major difficulties with a welfare system that is as tightly targeted as Australia’s are:


a concern that because most of the assistance is not widely available this leads to less support for the system among the community at large, which manifests itself in a lack of generosity;

a degree of complexity as a result of the means testing and the number of programmes of assistance; and

the high effective marginal tax rates (EMTRs) which reduce the incentive to work and save, and in some cases create poverty traps.
Obviously, any assessment of the generosity of the system involves a value judgment. Comparisons are frequently made with the generosity shown in other countries, but this is not very relevant, not least because assistance from the government or from insurance funds will affect other sources of income such as wages.
 Instead, it is necessary to consider the distribution of total disposable income irrespective of the variety of sources which interact.

In addition, any assessment of the adequacy of government assistance depends partly upon its purpose, and this varies among developed industrialised countries in accordance with their cultural and historical traditions.  In Australia the principal role of income support has been poverty alleviation (hence its highly means tested nature) whereas many countries place more emphasis on income maintenance. Poverty is, however, a relative concept in Australia, as virtually everyone has access to more than sufficient income to sustain life. Instead, the aim is to ensure that all people are able to live decently in the sense that they have sufficient means to participate in ordinary life. This in turn means that what counts as an adequate income is defined relative to community norms. 

In Australia, the interpretation of community norms has led the government to set the level of the base pension for a single person at 25 per cent of male average weekly earnings. While this inevitably involves an arbitrary value judgment, it does allow pensioners to maintain a living standard not greatly different from many in low-paid employment, and therefore not greatly different from what they could or used to enjoy when many of them were working.  For example, the basic pension for a married couple is equivalent to about 80 per cent of the minimum wage.  Perhaps even more pertinently, for a family comprising two adults and two dependant children and having no private income, total social security entitlements amount to 77 per cent of the after-tax income of the same family where one of the adults was employed full time and earning two-thirds of average weekly earnings.

4.3
Options for income support

These income support mechanisms – wage subsidies, earned income tax credits and welfare – give rise to a range of options for reforming Australia’s existing system of income support.  In developing such options, it is essential to recognise that high EMTRs for low-income workers are already generating significant disincentives to work.  Assistance to the low-paid to offset any impact on their incomes from labour market reforms must not exacerbate this problem, and ideally should seek to alleviate it.

The high EMTRs we have observed are the result of the proliferation of different social security payments with their separate and overlapping means tests, and the overlapping of those means tests and the separate income tax rate scale.  Reduction in the number of separate social security payments would reduce the potential for overlapping and stacking of means tests on top of each other, but it would also mean that assistance would be less tightly targeted according to need.

The main reform concept has therefore been the integration of all the different social security payments and the taxation system so that there is one single withdrawal rate applied to total income. 

4.3.1
Negative income taxes

The most radical but conceptually simplest approach to reform along these lines is a negative income tax, of which the latest and best-developed proposal has been set out by Dawkins et al. (1997).

The Dawkins et al. proposal involves a set of universal credits which could be varied — as now — according to the number of the recipient’s children and any other identified needs, along with a flat rate of tax levied as a percentage of all taxable income. 

The difficulty with this pure model of a basic income/flat tax system is that it tends to be prohibitively expensive.  For example, Dawkins et al. found that the introduction of such a scheme at no net cost to the Budget would require a universal flat tax rate of 57 per cent if the position of all persons receiving a full social security pension or benefit were to be protected.  Alternatively, a flat tax rate of 45 per cent would maintain Budget neutrality, but would involve a 25 per cent reduction in all tax credits, and consequently a similar reduction in the current incomes of social security beneficiaries.  The scheme with a 57 per cent tax rate would involve a lower average tax rate for all taxpayers except those in the top two income deciles.  However, the variant with a 45 per cent tax rate would have a markedly regressive impact with a reduction in the disposable income of persons in the bottom 40 per cent of the distribution of private incomes.  While they would reduce the highest EMTRs and thus alleviate poverty traps, both schemes would in fact increase the low EMTRs which some income units presently enjoy (Cox, 1998) (see Box 11).

With strong economic growth and careful restraint of other competing fiscal demands, it might be possible to find the necessary revenue to fund a pure basic income/flat tax system with an acceptable tax rate and generous enough not to disadvantage the poor.  However, it is probably feasible to introduce the pure form of a negative income tax only by sacrificing revenue neutrality. 

More realistically, then, it is necessary to consider variants to the pure model that would still provide scope to support incomes of those disadvantaged by labour market reform, along with some improvement in incentives for those facing the highest EMTRs, but at a cost which the Budget could afford. 

Probably the most attractive option identified by Dawkins et al. would be to combine a variable tax rate with a tapering out of the basic income tax credit in such a way that the EMTR is always between 45 and 60 per cent.  This would provide for significant redistribution, with the weekly disposable income of the lowest decile of private incomes estimated to increase on average by $42.90. 

Box 11: Negative income tax options

Dawkins et al. have suggested a number of variants to pure negative income taxes and these are summarised in Table 5. Strategies for containing costs include:


tapering out the tax credits as private income rises;


introducing a variable tax rate in place of a single flat tax rate;


limiting the availability of the tax credits to those who have a job or who are actively searching for work; and


some combination of the above.

Table 5: Negative income tax options

Scheme
Tax Rate(s)
Change in Basic Pension
Redistribution in Basic Pension

Option1a

Basic income/flat tax
57%
Nil
Poor

Option1b

Lower basic income
45%
-25%
Rich

Option 2

Tapering out credit
45%

but higher between $30,000 and $80,000 when credit tapered out
-19%
Second and third deciles worse off

Option 3

Variable tax rate with credit tapered out
<$30,000 = 60%

$30,000–$80,000 = 30%

plus tapering out (ie approx. 50%)>$80,000 = 50%
Nil
Poor

Option 4a

Tax credits limited to employed & unemployed, and social security entitlements maintained
52%

with no tapering
Nil
Poor

Option 4b

Same as 4a except that credits 25% less for those who do not receive social security benefits
50%

with no tapering
Nil
Poor but less so than 4a



Source:    Derived from Dawkins et al. (1997)

This approach could be extended so that the marginal tax rate could be lowered still further, while maintaining revenue neutrality.  This could be achieved by making the basic income tax credits less generous in the first instance and/or limited to those in employment and actively seeking employment, with all other social security entitlements essentially being maintained in their present form.

Such variants of the pure basic income/flat tax model would achieve:


a reduction in the extraordinarily high EMTRs currently facing many low-paid persons;

a useful rise in the incomes of the low-paid which, if the reforms were phased in, could be used to offset any relative decline in their wages; and

some modest redistribution in favour of the low-paid but at no great cost to those in the two highest income deciles with negligible change to their marginal tax rate.
All this could be achieved at either zero cost or a very modest cost to the Budget, depending on the speed and extent of its introduction.

The disadvantage of these variants of the pure basic income/flat tax model is that they inevitably increase the complexity of the scheme and raise a number of difficult administrative issues.

For example, so long as the tax rate is a single flat rate and is applied to all private income, the net income is the same whether the taxable unit is an individual or a family.  If, however, there is more than one tax rate, or some amount of private income is tax exempt, then the amount of tax paid will differ according to whether the tax unit is an individual or a family.  Any of the variants to the pure model would therefore have a problem in moving to full integration of the tax and social security systems as the tax system is based on the individual unit, while the social security system is based on a family unit.  

Small departures from the pure model might well be tolerable — say, to allow a small amount of private income to be tax-exempt so as to avoid the administrative costs of taxing very small sums.  The larger the departure from the pure model, however, the more chance of high-income families receiving welfare with the individual as the tax unit, or alternatively of a perceived bias arising against two- income families and an increase in their taxation with the family as the tax unit.

Another significant administrative problem is that the demarcation between those in the work force and those outside it is never clear.  If payments differ on the basis of this distinction there may well be concerns about the position of sole parents and many disabled persons whose quest for employment may not differ markedly from that of some other persons who are registered as unemployed.  Similarly, in order to avoid problems from people nominating for only one or two hours of work per week, it would be necessary to introduce further complications so as to maintain the incentive for full-time work.

Finally, all versions of the negative income tax scheme involve an increase in the EMTRs of significant numbers of people, as an offset to the reduction in the highest EMTRs (Cox, 1998).

For these reasons, perhaps the separation between the social security and tax systems should be continued at least for the time being. This would recognise the community norm that welfare assistance should be assessed on the basis of the family’s means while taxation should be assessed on the individual’s capacity to pay. 

4.3.2
Consolidation and coordination of the tax and welfare systems

One option for reform under separate social security and tax systems is to consolidate all means tests and co-ordinate the aggregate effect of the 'withdrawal rate' of social security and the marginal tax rate.
Such an approach can capture many of the major benefits of a negative income tax – particularly the reduction of EMTRs as people move from welfare to work – but at a fraction of the cost.  It does not have all the advantages of a negative income tax, but it does provide worthwhile reform of current arrangements at the same time as providing the means to move towards negative income taxation over time if that proves to be desirable. 

To implement such a scheme would initially require an assessment of the entitlement of each family unit for assistance in terms of its personal eligibility characteristics, such as the number of dependants, liability to pay rent, disabilities, zone allowance and so on which made them potentially eligible for support. 

Once this total potential entitlement was established, it would be reduced according to the family’s financial means, with a common withdrawal rate subject only to a small free area for ease of administration.  There would be no overlapping of means tests; instead there would be one common means test for all assistance programmes.

A preferred option would ensure that nobody faces a rate of withdrawal of social security assistance higher than 50 per cent.  For working families receiving various forms of family assistance, the rate of withdrawal would typically drop from its present rate of at least 50 per cent, and often more, to only, say, 30 per cent.  All the present extreme poverty traps would be eliminated and, unlike the negative income tax proposals, nobody would face an increase in their EMTR and all the higher EMTRs would be reduced. 

Obviously if this type of scheme were introduced at no net cost to the Budget, there would need to be ‘losers’ to generate the necessary savings as well as ‘winners’.  In the option discussed briefly above, the losers would mainly be some units in the lower half of the distribution of taxable income (but not the lowest decile) who do not have dependant children, and some higher-income families in the eighth and ninth deciles who have dependant children.  Lower- to middle-income families with dependant children would experience the greatest gain to their incomes and the largest reduction in what are at present generally very high EMTRs. 

The overall EMTR of course reflects the interaction of both the rate of withdrawal of social security assistance and the income tax rate.  Accordingly, simply removing the stacking of social security means tests still leaves an undesirably high overall EMTR for too many people.  It is, however, difficult to go further within the constraints of revenue neutrality and not avoid an equally undesirable increase in the number of ‘losers’. 

If, on the other hand, the requirement for revenue neutrality were relaxed, it would be possible to reduce further the withdrawal rates in the preferred social security option from the combination of 50 per cent and 30 per cent.  This would, however, reduce the degree of targeting, possibly to an unacceptable extent for at least some forms of social security assistance (such as unemployment).

5
Integrating labour, tax and welfare policies – an illustrative example

A range of options exist by which we could reform our labour, tax and welfare systems to increase the demand for and the supply and quality of labour.  However, if we are to move successfully towards full employment while ensuring that the benefits and the burdens of reform are shared fairly across the community, it is essential that we combine and integrate these reforms.  The potential for integration is demonstrated in the following example.

As a nation, we could choose to increase business demand for low-skill, low-wage labour – the area in which jobs are most desperately needed – by reducing the extent to which we use ‘safety-net’ rises to protect the real wages of the low-paid against inflation. 

This would allow the real value of minimum wages to gradually fall. At the same time, to ensure that the burdens and benefits of change are shared, we could compensate those on low wages in low-income households through the tax/social security system.

An appropriate cost-effective form of compensation would be the introduction of an earnings tax credit. This could be targeted at low -income earners in low-income households and phased in to compensate them progressively for any reduction in their real earnings. 

The following example is chosen for illustration only.  If we assume that safety net rises are suspended for a period of time, the tax credit necessary to compensate for falling real wages would need to be at least equivalent to 2 per cent of a low-paid employee’s earnings, or around $10 per week tax free. This would be paid in full only to low-paid employees.

For those earning more, tax credits could be combined with other welfare assistance and withdrawn as part of that assistance at a predetermined rate, say 30 per cent.  This would ensure that, unlike most schemes for an earnings tax credit, there would be no addition to the recipient’s overall EMTR. 

For those working part-time and earning less than the low-paid earnings threshold, the earnings credit would increase as their income increased, so that it would actually lower their EMTR and provide some additional incentive for them to increase their hours of work.  In the first year, an earnings tax credit scheme along these lines would cost around $765 million or about 0.25 per cent of the total wage bill, and it would provide some benefit to about 4 million out of a total 9.3 million households.  If the earnings tax credit were increased by the same amount in subsequent years in return for continuing reform, the costs would expand accordingly, but, because the reform would gradually expand employment, this would enhance the economy’s capacity to meet these costs.

Both the unemployed and workers on low incomes from low-income households would be substantial winners from such an approach.  Demand for low-skilled labour would expand, making it easier for those seeking to enter or re-enter the labour force.  Low-income workers from low-income households, particularly those with dependants, would make major gains from such an approach.  This is because they would already be in receipt of substantial welfare payments, and they would be faced with very high EMTRs on wage increases.  Indeed, for those on low incomes with dependants, the wage rise necessary to sustain a similar improvement in disposable income would be of the order of $70.

Box 12: Wage rises or tax credits for low-income families?

[I]n the first year the tax credit could be equivalent to 2 per cent of the wage of a low-paid employee earning two thirds of average male ordinary time earnings.  This would amount to an increase in disposable income of a little over $10 per week tax-free.  In contrast, under Australia's current tax-transfer system, someone with dependent children in the withdrawal range for family payment would require a wage increase of as much as $70 per week to get an equivalent increase in income.  This of course is far more than the $27 per week that the ACTU is asking for and underlines the equity of this proposal.

Michael Keating and Simon Lambert, Australian Financial Review, 16 November 1998.

The Business Council has also had more comprehensive modelling done of the way the whole economy would respond to a policy such as the one outlined above.  This modelling captures the many positive impacts which lower wage costs would have on the economy.  This indicates that after the policy is given time to take effect, lower costs lead to higher investment and higher demand for labour.  This lowers unemployment and increases tax receipts to government.  As a consequence the policy is modelled to increase economic output by half a per cent or over two billion dollars per annum.  Unemployment is lowered by nearly one percentage point with approximately 170,000 more people working.  Of those 70,000 are new workers who join the labour force in response to the greater ease with which they can get a job and there are 100,000 fewer unemployed.  As a result of these positive effects, the budgetary cost of the policy gradually declines over time becoming a positive contribution to government revenues over the long term. 

The use of the policies explored in this section would not obviate the need for other initiatives to increase the demand for and the supply and quality of labour. 

The number of people who have been unemployed for more than a year has risen substantially since the last recession, and it is likely that their problems have become more intractable.  Even in the 1980s, the relatively good employment performance was partly due to the additional assistance offered through labour market programmes to long-term unemployed people. Today, experience with labour market programmes suggests that subsidies for long-term unemployed persons need to range from $150 to $325 per week depending upon the degree of disadvantage.
 For someone unemployed for twelve months the subsidy currently amounts to about 20 per cent of male ordinary-time earnings, with additional allowances for training, and as much as 40 per cent of the minimum wage. 

These wage subsidies are, of course, only temporary and it could be that employers would not require such a huge wage reduction if they thought it was permanent. Nevertheless, on the available evidence it would seem reasonable to presume that very large real wage reductions, possibly as much as 20 per cent or more, would now be needed before many of the most disadvantaged job seekers obtained employment, including some who for the moment have probably given up and left the work force.

At the very least these changes would improve the climate for labour market and other micro-economic reform.  Although it targets wage costs at the low end directly, such reforms would stimulate labour demand.  Those with low skill levels would be more able to work their way into the labour force to acquire the kinds of networks and skills necessary to increase their earnings over time in the workforce.  Business would be able to support more low-skill positions from which people could train and improve their skills.

It is important not to overstate the extent to which any resulting decline in real minimum award rates of pay would change actual rates of pay.  Many employers prefer to lower the cost of employing labour by continuing to enhance workplace flexibility and productivity.  Nevertheless, a gradually declining real minimum wage would encourage employees and their representatives to negotiate more flexibly to achieve other more significant reforms.

Through all this we should not lose sight of the very large potential dividend from success.  Stronger demand for labour and stronger incentives to work could be expected to generate more employment leading to more growth, more demand and higher government revenues.  A virtuous circle of growth, reinvestment and dynamism would have begun.

6
Conclusion

By reforming our labour market, tax and welfare systems, it is possible to increase the demand for low-skilled and unskilled workers in Australia.   This can be done by improving the incentives for business to improve the skills of low-skill workers through training.  It can be done by increasing the flexibility of the labour force, both functionally and in terms of remuneration.  And it can be done by removing the disincentives to work that exist as a result of our social welfare system. 

In doing these things we will make Australia's labour market look more like America's.  Most important, it will make Australia's unemployment rate look more like America's.

However, one of the central goals of this discussion paper has been to point out ways of achieving this which do not intensify inequality or job insecurity. 

Generating more employment – the best kind of job security – would be the first step.  Compensation to those on low and minimum wages with additional support from government – in the form of lower taxes and/or higher transfer payments – would be the next. 

Economic growth is a necessary condition for the restoration of full employment.  However, it is not a sufficient condition.  

The forces of change have impacted most heavily on the relatively low-paid and least skilled in the community, and, it appears likely that they will continue to do so.  

If we are to achieve our vision of a fair, prosperous and fully employed Australia, we need to look at new directions to ensure that change is facilitated and in such a way that both the benefits and the burdens of change are shared fairly in our community.

Appendix

Modeling a Sustainable Fall in Unemployment

by Access Economics

Many commentators have analysed the wage restraint necessary to cut unemployment substantially.  But few have used a macro model to assess the same question – and so do not allow for feedbacks from the policy to the economy.  The Access Economics Macro (AEM) model is used here to analyse wage restraint, compensated by tax credits for low-income earners.  Using the model allows a better understanding of the potential costs and benefits of a wage/tax trade-off aimed at lowering unemployment.

AEM models a 1.5 per cent fall in nominal wages over three years from 1999-00.  That is the equivalent of some 30 per cent of employees on low wages (2/3rds of the average) foregoing 2.5 per cent in wage increases each year for three years.  Results are compared with an economy without such restraint.  Access Economics’ forecasts project annual wage growth in the order of 4-5 per cent in coming years, so this represents wage restraint rather than reduction.  The compensation via tax credits costs $765 million in 1999‑00, $1530 million in 2000-01, and $2295 million a year thereafter.

What are the macro gains and losses from wage restraint?

The link between wages and employment is vital.  If that relationship is weak, then job gains from restraint are modest, and the policy may not be worth pursuing.

Table 1 at the end of this paper sets out the economic impact of wage restraint cumulating to 1.5 per cent over three years.  It suggests good job gains.  In the long run (10 years ahead), there would be an extra 169,000 people in jobs. These gains come both from a reduction in the number unemployed (102,000) and a rise in participation (job growth encourages more people to enter the labour market).

Chart 1: Unemployment gains from a wage tax trade-off
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Commencing from its end-1998 level of 7.5 per cent, the policy reduces unemployment to 6.54 per cent (see Chart 1).  Note the gains are a result of the wage/tax trade-off – they are additional to any gains from economic growth over this period.

The wage cut has some negative short term impacts, as the removal of billions in wages from the economy acts as an immediate dampener.  In particular, it cuts real spending by consumers for five years.  But gains in jobs, profits (leading to an increase in community wealth), tax compensation and the Australian dollar combine with falls in interest rates to turn the impact on private consumption positive by 2004-05 and thereafter.  The gain in long-run consumption suggests the Australian community as a whole is better off as a result of the wage restraint.  Over the full forecast horizon the gains to real private consumption sum to $1.5 billion (using a real discount rate of 5 per cent).  That is a substantial benefit, accruing mainly to the newly employed.  (See Chart 2)
Chart 2: GDP and private consumption gains
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The impact of a wage/tax trade-off on housing is positive, even though lower wages initially ease some people out of the market.  This effect is dominated by the fall in short-term interest rates, which is accompanied by lower mortgage rates.  The fall in rates peaks in 2001-02.  Unlike housing, business investment actually falls until 2001-02, as employers switch towards people (who are now cheaper) and away from machines (now relatively more expensive).  In addition, lower consumer spending and the modest initial fall in long-term interest rates (bond yields) also leave business flatfooted.  However, that phase proves short-lived, as consumer spending bounces back, profits rise and the fall in long-term interest rates gathers pace.  The effect on business investment spending turns positive in 2002-03.

Total GDP (national output) falls in 1999-00 and 2000-01, held down on the back of the Keynesian cut to demand via lower wages (lower consumption and investment is only partly offset by a contribution from net exports).  However, total national output is better than it would have been in the absence of a trade-off by 2001-02.  It becomes more positive thereafter, given a lift in consumer and investment spending.

Prices are pushed down by wages.  Initially the Australian economy produces no more or less as a result of the wage change, yet people have the capacity to buy less.  The result is a fall in domestic prices.  The fall in real wages is most notable in the first three years, but the fall in unemployment eats into the original dip in real and nominal wages.  A minor effect on real wages lingers thereafter.

The initial decline in consumption and business investment reduces the demand for labour, while the dip in real wages adds to the demand for labour.  The net balance leaves employment higher, but initially only marginally so.  However, by 2001-02 the gain in employment is more substantial.  By 2008-09 the gain to jobs is 1.67 per cent. 

The decline in short-term interest rates is driven by the drop in inflation in the first four years of wage restraint.  Note the fall in the real (inflation-adjusted) bill rate is rather less.  Nominal rates are ultimately brought back up by a combination of the passing of the disinflation peak and a rise in capacity utilisation as the economy strengthens. In the long run real bill rates end up unchanged.  The move in long-term interest rates mirrors that in short rates, following nominal bill rates down.  As bond yields react to expected changes in inflation over a ten year horizon, the shift in real yields is essentially the same as that in nominal yields shown in Table 1.  However, as the dip in inflation is temporary, the impact on long-term rates is smaller.

Lower prices cause a small rise in the nominal exchange rate, but this offset is only partial, and the real exchange rate goes the other way.  That means the decline in domestic labour costs starts to price Australia into export markets (while improving the competitiveness of domestic industry against imports).  The depreciation in the real exchange rate slowly withers back to almost nothing by 2008-09.

Imports fall and exports rise due to lower consumption (reduced domestic spending adds to the availability of product for export markets).  Both effects are magnified by the fall in the real exchange rate.  The net impact is an improvement in the trade deficit.  That carries through to a lower current account deficit.  It is no surprise that Australia’s foreign debt also goes down (with an additional direct impact from the stronger nominal Australian dollar).  It ends up $15 billion lower than it would otherwise be.

The economic bottom line

There is a long term fall in real wages of 0.28 per cent - less than one-fifth of the 1.5 per cent in nominal wage restraint.  However, there is a good long-run gain on jobs.  The best analogy is that of the overweight dieter.  If he stays on the wagon and lives on health food for a month, a return to cheesecake is bad for him.  However, it does not of itself undo the gain of the previous month.  Similarly, the removal of some wage income means consumers tighten their belts for a couple of years.  In so doing they:

· Leave foreign debt permanently lower.  That has a minor long-run positive effect on the wealth available to consumers to spend in the long-run, helping add to consumption.  The lower foreign debt also has a minor downward impact on the risk premium charged in long term bond yields.

· Leave the stock of business capital permanently higher, due to increased consumer spending, the lower risk premium, and the depreciated real exchange rate.  In turn the higher capital stock feeds back into the wealth available to consumers to spend, acting as another addition to that spending.  The larger capital stock employs more Australians than hitherto.

· Leave national output permanently higher, with the gain in it matched by the equivalent gains in employment and the business capital stock.  The long term impact on employment sees nominal wage restraint adding 1.67 per cent to jobs.

As with the dieter, living on health food aids the economy.  Short of turning the clock back (by raising wages again), the economy gains long-term benefits.

What is the true cost to the Federal Budget?

The headline cost of a given policy (the known outlays and losses to tax revenues) is rarely its true cost, given impacts from the policy to the economy itself.  Access Economics’ Budget Monitor models are used here to determine whether the cost of a wage/tax trade-off is more or less than immediately apparent.  They suggest the true cost to governments of a wage/tax trade-off is initially larger than the headline cost of the compensation, but that eventually the policy more than pays for itself.

The compensation package is a cost to Federal tax revenues.  As the policy creates economic impacts, these also effect taxes and spending.  Table 2 shows the impacts on Commonwealth Government finances.

Commonwealth revenue is reduced by the wage restraint, although the strength of the economy eventually pushes revenue closer to the black.  The Commonwealth’s primary tax, PAYE instalments, goes down as the fall in wages outweighs the rise in employment.  This impact peaks in 2002-03.  However, eventually the gains on jobs outweigh the effect of lower wages, leaving PAYE higher from 2006-07 on.  An offset to declining PAYE revenues comes from similar declines in refunds paid.

Note the true effect on PAYE is calculated here net of fiscal drag (whereby wage growth pushes people into higher tax brackets).  For this analysis it is more meaningful to exclude fiscal drag.  In effect this assumes governments hand back fiscal drag revenue rather than hang on to ill gotten gains.

The reduction in wages also reduces collections under the Medicare levy, and taxes on superannuation contributions and fringe benefits.  However, as with PAYE, the effect of lower wages is eventually outweighed by the effect of more jobs.

While wages are falling, the lower cost structure for business means that profits rise, at least until those profits are spent on extra employment.  In the short run, the revenue impact of such higher profits is seen in higher receipts in company tax, unincorporated incomes and dividends (‘other individuals tax’), and withholding tax.  On the other hand lower interest rates reduce withholding tax on interest remittances by corporates.  They also cut interest receipts, and so the Reserve Bank dividend.  Prescribed Payments revenue (mostly taxes on construction and transport workers) initially falls with prices (as the value of construction work dips), despite lower interest rates providing a boost to activity in housing.  The appreciation of the $A produces a lower Australian dollar price for oil and petrol, reducing revenue from Resource Rent Tax and petrol excise, while excise on cigarettes and beer also falls along with lower prices.  The initial reduction in import values cuts customs duty.  However, many such revenue falls disappear as the economy strengthens, and as the reduction in prices (and so in the size of the nominal economic cake) is whittled back.

There is also a direct impact on revenues from the amount of compensation to be paid - $765 million in the first year, rising to $2295 million in 2001-02 and thereafter.

Overall Commonwealth expenditure is lower.  Much spending is linked to growth in prices and wages (such as the age pension being held at 25 per cent of male wages).  As such, the lower prices and wages cut public spending.  There is also a direct saving on wages for the government’s own employees.  The growth in jobs, particularly from 2001-02, saves on unemployment benefits and labour market programmes, while the higher Australian dollar creates small savings on spending on defence and embassy functions.  On the other hand, the worsening in the Budget bottom line is exacerbated by the need to pay interest on the resultant larger stock of public sector debt.

What is the true cost to the States?

The bottom line for State governments is similar to that for the Commonwealth, with the combined Budgets of the States in the red for nine years.  The dominant tax impact for the States comes via the GST, where takings are sensitive to lower prices.  In 1999-00 that impact is felt at the Federal level with sales tax, but thereafter the responsibility (and burden) of indirect taxes falls more to the States.  Eventually the impact of lower prices fades, and is offset by a stronger economy.  Lower wages impact on payroll tax revenue, offset by employment gains, while lower prices reduce the nominal size of the cake for stamp duties and other sources of revenue.  The revenue loss peaks in 2002-03 at $1 billion, before turning positive in 2007-08.

Interest received and paid moves with interest rates, with the latter more significant.  Higher interest payments boost State spending, with total spending higher from 2006-07.  Higher interest payments are partially offset by State consumption spending, which is cut by lower wages.  Much of this is on own-employee wages.  Capital expenditure and other transfers fall, and then later rise in line with the nominal economy.  The total impact for the States is a net Budget cost until 2008-09.

The combined public sector impact

The actual combined Federal and State Budget impacts are shown in Chart 3 against the ‘headline’ compensation cost.  Initially the actual cost is higher due to the decline in PAYE from lower wages.  Over time reduced spending offsets the revenue declines, as many payments are linked to growth in prices and wages.  In addition, as employment grows the volume impact of more jobs starts to outweigh the value impact of lower wages, increasing taxes linked to overall incomes and activity.  These translate into strong growth in Commonwealth and State Budget revenues.  In the long run, there is a boost to governmental bottom lines of $400 million, even after taking account of the ongoing cost of compensation of $2.3 billion.

Chart 3: Impact on Combined Government Budgets
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Table 1: Macroeconomic Impacts
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-1.65%

-1.56%

-1.38%

-1.15%

-0.88%

-0.63%

-0.44%

    Real wages

-0.26%

-0.30%

-0.31%

-0.05%

0.00%

0.00%

-0.08%

-0.18%

-0.25%

-0.28%

Employment

0.02%

0.02%

0.37%

0.75%

1.02%

1.13%

1.31%

1.53%

1.64%

1.67%

    Employment in persons

1,778

1,902

34,504

71,118

98,097

110,149

128,301

151,207

163,984

169,483

Participation rate

0.00%

0.00%

0.09%

0.18%

0.25%

0.27%

0.31%

0.37%

0.39%

0.40%

Unemployment rate

-0.01%

-0.01%

-0.22%

-0.44%

-0.59%

-0.66%

-0.76%

-0.88%

-0.94%

-0.96%

    Unemployment in persons

-1,067

-1,141

-20,703

-42,671

-58,858

-66,090

-76,981

-90,724

-98,390

-101,690

Nominal 90-day bill rate

-0.07%

-0.48%

-0.60%

-0.44%

-0.07%

0.14%

0.25%

0.33%

0.33%

0.25%

    Real 90-day bill rate

-0.01%

-0.04%

-0.02%

0.00%

-0.01%

-0.01%

-0.01%

-0.02%

-0.02%

0.00%

Nominal 10-year bond rate

0.00%

-0.08%

-0.19%

-0.20%

-0.11%

-0.01%

0.05%

0.09%

0.11%

0.10%

Nominal TWI exchange rate

0.07%

0.09%

0.16%

0.22%

0.21%

0.19%

0.14%

0.06%

0.02%

0.03%

    Real TWI exchange rate

-0.12%

-0.63%

-1.12%

-1.38%

-1.35%

-1.18%

-0.94%

-0.64%

-0.36%

-0.13%

Exports of goods & services

0.07%

0.20%

0.42%

0.58%

0.71%

0.79%

0.85%

0.86%

0.85%

0.83%

Imports of goods and services

-0.24%

-0.52%

-0.50%

-0.43%

-0.38%

-0.32%

-0.04%

0.20%

0.29%

0.41%

B.O.P. on goods & services (value)/GDP

0.07%

0.17%

0.24%

0.25%

0.27%

0.28%

0.23%

0.18%

0.15%

0.11%

B.O.P. on current account/GDP

0.01%

0.13%

0.17%

0.24%

0.24%

0.24%

0.19%

0.12%

0.11%

0.11%

Foreign debt

-0.04%

-0.27%

-0.68%

-1.20%

-1.70%

-2.13%

-2.43%

-2.57%

-2.66%

-2.73%

    Foreign debt in $ millions

-$110

-$918

-$2,444

-$4,531

-$7,046

-$9,650

-$11,589

-$12,859

-$13,939

-$14,889

NPV of Private Consumption (2%) $m

-$248

-$543

-$668

-$537

-$156

$335

$919

$1,412

$1,782

$2,111

NPV of Private Consumption (5%) $m

-$234

-$498

-$595

-$465

-$131

$274

$729

$1,087

$1,334

$1,535


Table 2: Commonwealth Government Impacts

[image: image10.wmf]$m (nom) deviations from baseline

1999-00

2000-01

2001-02

2002-03

2003-04

2004-05

2005-06

2006-07

2007-08

2008-09

Revenue

Gross PAYE instalments

-465

-997

-1,478

-1,386

-1,107

-769

-187

556

1,180

1,667

      less Refunds

-15

-45

-83

-137

-195

-227

-224

-192

-159

-133

      less Fiscal drag

-101

-388

-740

-939

-981

-919

-734

-452

-197

-1

Other individuals tax

0

38

135

339

336

230

116

53

22

9

Medicare levy

1

-27

-54

-84

-73

-53

-17

19

50

73

Prescribed payments system

-3

-16

-23

-33

-47

-57

-36

-2

18

27

Companies

0

1

60

-13

-70

-183

-209

-187

-44

104

Superannuation funds

0

-7

-29

-58

-77

-83

-76

-61

-38

-12

Withholding tax

9

-1

5

-12

-14

-15

-3

10

16

21

Petroleum resources rent tax

0

-2

-5

-7

-7

-5

-4

-4

-5

-6

Fringe benefits tax

-17

-43

-64

-65

-58

-49

-34

-16

0

12

Sales tax

-65

0

0

0

0

0

0

0

0

0

Excise - Petroleum products

-15

-94

-187

-272

-302

-291

-225

-127

-36

40

Excise - Other

-2

-18

-40

-56

-58

-54

-44

-30

-17

-8

Customs duty

-10

-22

-24

-25

-24

-20

-7

5

11

17

Other taxes, fees and fines

6

-3

4

-8

-7

-7

7

21

27

32

Interest

-1

-5

-3

-7

-2

0

0

0

0

0

Dividends (includes RBA dividend)

0

-13

-37

-58

-59

-49

-49

-49

-49

-49

Compensation

-765

-1,530

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

Total revenue

-1,213

-2,306

-3,214

-2,965

-2,689

-2,554

-2,105

-1,464

-804

-234

Expenditure

Impact from GDP/labour market

-9

-10

-187

-77

-108

-119

-144

-163

-163

-160

Impact from exchange rate

-1

-1

-2

-3

-3

-3

-2

-1

0

0

Impact from prices indexation

0

-382

-792

-1,011

-1,009

-904

-714

-469

-257

-111

Impact from wages indexation

-134

-351

-585

-620

-596

-533

-447

-341

-243

-169

Variation in public debt interest

-14

35

45

55

57

48

33

14

10

-52

Total expenditure

-158

-709

-1,521

-1,656

-1,659

-1,511

-1,275

-960

-653

-493

Budget change (revenue less expenditure)

-1,056

-1,598

-1,693

-1,309

-1,030

-1,043

-830

-504

-151

260


Table 3: State Government Impacts

[image: image11.wmf]$m (nom) deviations from baseline

1999-00

2000-01

2001-02

2002-03

2003-04

2004-05

2005-06

2006-07

2007-08

2008-09

Revenue

Payroll tax

-38

-96

-129

-103

-68

-34

19

88

145

186

Stamp duties

-11

-28

-20

-18

-28

-42

-26

-1

6

9

Other taxes / GST

-51

-266

-521

-646

-628

-511

-307

-72

129

293

PTE surplus

-15

-51

-81

-96

-92

-79

-50

-13

16

37

Interest received

-6

-22

-35

-41

-40

-34

-21

-5

7

16

Other revenue

-10

-38

-63

-79

-80

-74

-55

-28

-7

7

Total revenue (own)

-131

-501

-849

-983

-935

-774

-439

-32

295

549

Expenditure

Final consumption

-18

-38

-60

-85

-112

-141

-174

-209

-248

-290

Interest payments

-2

-14

-49

-8

68

208

352

441

501

545

Other transfers

-32

-114

-180

-215

-207

-179

-114

-33

30

78

GFCE

-35

-123

-194

-232

-224

-194

-124

-37

31

82

Other

0

0

0

0

0

0

0

0

0

0

Total expenditure (own)

-87

-289

-484

-541

-474

-307

-60

161

315

415

Budget change (revenue less expenditure)

-44

-212

-366

-442

-461

-468

-379

-193

-19

134


Table 4: Combined Government Impacts

[image: image12.wmf]$m (nom) deviations from baseline

1999-00

2000-01

2001-02

2002-03

2003-04

2004-05

2005-06

2006-07

2007-08

2008-09

Headline cost to Budget

-765

-1,530

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

-2,295

Commonwealth Budget impact

-1,056

-1,598

-1,693

-1,309

-1,030

-1,043

-830

-504

-151

260

State Budget impact

-44

-212

-366

-442

-461

-468

-379

-193

-19

134

Combined Budget impact

-1,099

-1,810

-2,058

-1,751

-1,491

-1,511

-1,209

-697

-171

394

Effective cost ratio

144%

118%

90%

76%

65%

66%

53%

30%

7%

-17%
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� There were occasional relatively short lapses from the norm such as the inflation associated with the Korean War and the economic downturn associated with the credit squeeze of the early sixties.


� King found that unemployed people in Australia had the highest rate of poverty, with almost 70 per cent of unemployed people having incomes below the Henderson Poverty Line in 1996.


� White House Press Release, 29/5/98.


� Federal Bureau of Investigation (1997).


� Bureau of Justice (1997).


� ‘Report says health of society lags behind that of economy’, New York Times, 12/10/97.


� US Census Data to 1996 at �hyperlink "http://www.census.gov/hhes/income/histinc/h03.html" ��http://www.census.gov/hhes/income/histinc/h03.html�.


� http://ux641a12.unicef.org/pon96/indust4.htm


� Qaiser Khan, Senior World Bank official, ABC Background Briefing, 11/10/1998, at �hyperlink http://www.abc.net.au/rn/talks/bbing/stories/s13141.htm ��http://www.abc.net.au/rn/talks/bbing/stories/s13141.htm�.


� This is almost certainly an understatement of the number of people affected by high EMTRs because the income distribution is itself affected by them.  Some people respond by reduc�ing their work effort and their incomes.  Ideally what one would like to know is the distribution of incomes in the absence of high EMTRs.  It may very well have been more equal.


� In Europe, for example, employer financing of the generous social insurance schemes is typically more regressive than in Australia. This is in turn reflected in a less equal wage distribution, or alternatively in higher unemployment where minimum wages are held so high that they prevent the sum of social security contributions and the minimum wage adjusting to clear the labour market.


� These are the subsidies that DETYA actually pays, and they reflect DETYA’s assessment of what is necessary following an evaluation of what is most cost effective.


� The job gain from wage restraint is concentrated among those for whom current pay is above where the market would have it.  The AEM model is not well equipped to estimate that gain.  It assumes wage restraint is spread equally, rather than (as in this policy) directed to those whose job prospects would most benefit from it.  The labour market estimates here are adjusted for this difference in average and marginal job prospects.






_980152068.doc


Unemployment & GDP Growth







U.S. & Australia 1990-1997







85







90







95







100







105







110







115







120







1990







1991







1992







1993







1994







1995







1996







1997







0







2







4







6







8







10







12







(%)







Australia







USA







GDP per capita (LHS)







Unemployment % (RHS)












