
[image: image1.jpg]LLocal Government Shires Association of NSW

Association of NSW





SUBMISSION TO THE SENATE ECONOMICS REFERENCES COMMITTEE FROM THE LOCAL GOVERNMENT ASSOCIATION OF NSW AND THE SHIRES ASSOCIATION OF NSW IN REGARD TO THE STRUCTURE AND DISTRIBUTIVE EFFECTS OF THE AUSTRALIAN TAXATION SYSTEM.

APRIL 2003

	


Taxation based incentives for regional business growth

This submission is made in consideration of item (c) in the Terms of Reference being the use and efficacy of various tax and expenditure incentives to influence social and economic conduct for instance, participation in the workforce.

The Local Government association of NSW and the Shires Association of NSW maintain  concerns that much of regional Australia exhibits poor economic and social indicators when the overall Australian economy is performing well.  Economic under-performance in regional areas has resulted in marked population loss and a disproportionately high median  age.  There are profound ramifications for these communities as well as for present and future Federal budget expenditures in regard to increased welfare associated costs. Increasing reliance on welfare may well create a distinct underclass in many such communities.  We refer the Committee to the State of the Regions Reports over the last five years prepared for the Australian Local Government Association.

The Associations consider that Australia’s has a very strong commitment to value centred economics exemplified through its long-standing policy of Horizontal Fiscal Equalisation and its commitment to issues of social importance, from the Pharmaceutical Benefits Scheme, regulation of hospitals and medicare, airline and many other safety and regulatory areas.  The aforementioned, are all areas which are unlikely to produce a satisfactory social benefit if left to market forces.  The Associations contend that this strong commitment by government should be extended to regional economic development, which similarly is unlikely to improve if left to market forces.

The Associations and the Australian Local Government Association have proposed the modification of existing company taxation legislation to produce an incentive effect for business creation and expansion in regional areas.  We propose that the Commonwealth Government initiate an investigation into the adaptation of the USA system of Enterprise Zones for Australia.  In making its various submissions over the last two years, we have sought to highlight the successful overseas use of taxation based incentives for economic development purposes in distressed regions and the low risk  and low cost nature of such initiatives.

In a paper prepared on this subject Matthew Brooks of the Western Research Institute, Charles Sturt University, Bathurst, NSW (2002) writes as follows: 

Enterprise Zones have been criticised by those who believe the policy would involve a subsidy of private enterprise in country areas on the basis that tax incentives are a form of expenditure that reduces government income. Yet, this criticism ignores the fact that the current tax structure often has a disincentive effect on economic activity. For example, many businesses currently see payroll tax as a disincentive to growth as an increase in employment would cause an increase in their overheads. This is especially true where a business crosses the threshold for payroll tax exemption.

In this situation a tax credit could create an incentive for new employment generation. These new employees would pay income tax and GST. A growing business would also pay higher taxes. All in all a tax credit could produce a “premium growth dividend” for the Commonwealth Government (and a discounted tax revenue for the State Government). Indeed, an increase in tax revenue is a central objective of US Enterprise Zones.

The link between the incentive effects of government tax rates and government revenue can be seen most clearly in the Laffer Curve, which was first drawn on a cocktail napkin by Arthur Laffer in 1974. While this event is well known among economists is poses important issues on taxation reform.

To understand the Laffer Curve you only need to ask yourself two basic questions. First, “How much tax revenue would be collected if the tax rate were zero percent?” The answer, as shown in the diagram is, of course is “none”. The second question is, "If the income tax rate is 100%, how much income tax revenue will be raised?" The answer again is “none”. For what reason is there to work when the government would take all your income?

Now, if a zero rate of income tax rate generates no revenue, and a 100% income tax rate also generates no revenue, it follows that there is some optimal income tax rate between zero and 100 percent that will generate the most tax revenue possible. In the diagram a marginal rate of tax equal to T2 would maximise government revenue at R2. Thus, a reduction in taxes from T1 to T2 would increase government revenue. Unfortunately there is no established method for identifying whether we are above or below the optimal tax rate (T2 in the diagram) without reducing taxes and seeing what happens to total tax revenue.

Still the basic idea of the Laffer Curve is clear. High tax rates reduce the after tax reward to work and investment and are a disincentive to economic activity. In contrast, lower tax rates encourage people to work harder and the increase in employment can be so significant that after the tax cut it is possible for the government to collect higher revenues than before the tax cut.

Given these two choices it is obvious that lower taxes could create the necessary incentive for businesses to invest in disadvantaged country areas. But it is not true that tax incentives would involve a subsidy of private enterprise, as there are wider community benefits. Thus, if the improvement in country living standards is not a sufficient reason for the government to implement Enterprise Zones then the prospect of decreasing welfare expenditure as a result of job creation and increasing tax revenue may be more persuasive.

Laffer Curve

The Federal and State versions of Enterprise Zones found in the USA (various names - empowerment zones, enterprise communities, empire zones, business zones, renaissance zones) have been in operation across the USA for 20 years having previously been developed in the United Kingdom.  A reading list on the various initiatives is attached.

The Associations propose Enterprise Zones as an additional mechanism to complement and supplement existing regional development tools.  Enterprise Zones type mechanisms  however take a new approach by recognising the need to directly engage with the needs of the ‘for-profit’ sector.  The stagnation and decline of private sector jobs in many regional areas appears unlikely to be reversed if current trends persist.  Local Government and many regional economic development stakeholders have seen the need to engage the private sector’s interest in regional areas recognising that economically, geographically and culturally, businesses (even those adding value to rural commodities) are more inclined to operate from a larger metropolitan location.  

In considering a range of mechanisms which might directly engage the private sector’s interest, there is a need to consider profit as a principle motivator.  At present a combination of such factors appear to mitigate against regional areas offering satisfactory levels of profitability and amenity to mitigate against that situation.  The USA found, that to a great extent leveling the playing field through tax incentives based on net growth became a significant mechanism to influence a regional expansion or relocation.   The designers of the enterprise zone system in the USA wanted ways and means for all USA citizens to share in the benefits of market growth.  Local Government in Australia was similarly motivated to correct the anomaly of a well performing Australia with sub-sets of many poorly performing regions.  

The challenge for Australia is to create private sector jobs in regional areas.  The present reality is that regional areas are agricultural and mining commodity producers with generally low value/high volume products.  Finding ways to add value close to the product origin is an obvious direction for economic development, subject to a return on investment being acceptable.  Local Government recognises the practical difficulties in altering taxation regimes. Potential constitutionality impediments were a very early question, however, special Council advice (Pat Brazil - Phillips Fox, March 2001), found there would be no such impediment to establishing enterprise zones. (see attachment). 

Local Government also recognised that a number of stakeholders needed to be satisfied if enterprise zones were to become part of the Australian landscape.  To sell such an idea, Government, business and individuals all had to win and the issue of Commonwealth budgetary expenditure was critical, i.e.  increased funding was unlikely and revenue- neutrality a likely requirement.  The various enterprise zone models operating in the USA have been developed and modified to address many if not all of these issues:

1. Enterprise zones reward growth, (not the base activity) and any taxation credits and rebates were only applied to the expanded part of the business – no growth, no credits and therefore no budgetary outlay.

2. Tax incentives are not credited in advance, but only after predetermined goals are achieved.

3. They are low risk for government in that only part of future taxation liabilities and government savings are credited back to a company, if and when they have achieved increased employment.  The credits can only be applied against a tax liability and can not be received as cash.  

4. As only part of the increased tax liability is rebated it follows that the mechanism is responsible for a net increase in taxation revenues.

These general principles guiding the USA’s approach to its regional and rural areas guided a similar approach by the Associations to develop an appropriate Australian model.  

Local Government considered the extension of the existing Zone A and Zone B personal income tax benefits to regional Australia as a way of stimulating spending power.  It was not, however, in favour of this type of mechanism for the following reasons:-

a. As it was for personal income taxation, it was not seen as sufficiently robust to produce direct results within the business sector.

b. It would immediately reduce Commonwealth taxation reserves and would require taxpayers outside the zones or from some other sector, to make up the difference in reduced taxation.

Local Government has a special understanding of its communities and is faced with short, medium and long term issues. It believes it can play an integral part in the development of a new range of policies for regional Australia and accordingly recommends a very close examination of the policies based on the USA’s taxed based incentive mechanisms.  It is critical, however, that such a system should be modelled to provide a socio-economic benefit for the areas which are suffering and that it should provide as direct an effect as possible. The Associations submit that current regional economic development tools based on grants are limited in their ability to stimulate private sector investment in regional areas.

What are the benefits to Government of a tax-based incentive system?

We submit that Enterprise Zones will be an effective adjunct to existing regional economic development policy. Communities, which have identified opportunities, will be able to present themselves for designation for tax based business incentives and if successful will then have a mechanism ready for the private sector to take those opportunities forward. 

The Federal Government will have a higher confidence level in its ability to support regional areas in their commercial endeavours and provide a stronger measure of equity to regional citizens.  It will see the benefits in the medium to long term of people moving from tax taking to tax paying as people move from welfare to work.  It will also see increased revenues from businesses which expand and increased GST, as individuals increase their ability to spend more.  It will also see greater success in other grant programs, which will then have mechanisms to convert ideas, visions and plans to commercial realities.

The ultimate exercise may be for Government to calculate what it might cost if Regional was to not produce private sector growth on the medium to long term.

Recommendations 

That the Senate Economics References Committee recommend in favour of a system of taxation based incentives for businesses in regional Australia, based on growth of employment, designed to ensure that where business growth occurs that both the participating businesses and the Commonwealth benefit.
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· "Judgement Policies Used in Assessing Enterprise Zone Economic Success Criteria," Paul Miesing and Thomas C. Dandridge, Decision Science, Vol. 17, No. 1, pp. 50-64, Winter 1986. 
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· "A Short History of Enterprise Zones," Madsen Pirie, National Review, Vol. 33, p. 26, January 23, 1981. 

· "State Enterprise Zones," Congressional Digest, Vol. 64, p. 132, May 1985. 
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· Enterprise Zones and the Inner City Poor, Bret C. Birdsong, Statement before the Committee on Way and Means, U.S. House of Representatives. October 17, 1989 10 pp. Discussion of relevant tax incentive research literature in relation to probable consequences for inner city poor. 

· "Expanding Civic Opportunity: Urban Empowerment Zones", Marilyn Gittell, et al. Urban Affairs Review, Vol.33: pp.530-58 March 1998.
Abstract: Examines findings of the first year of the 1993 federal Empowerment Zone and Enterprise Communities Program (EZ), focusing on community organizations' participation in developing EZs, and their ability to address community problem; US. Some focus on the Atlanta Empowerment Zone Corporation (AEZC), the Empower Baltimore Management Corporation (EBMC), and the Camden Empowerment Trust Commission (CETC). 

· "Will You Be Better Off In Four More Years?" Eric L. Smith, Black Enterprise, Vol.27: pp.54-8 Jan. 1997.
Abstract: How the Clinton administration has affected the economic conditions of Blacks; empowerment zones and other issues. 

· "People, Power, Politics: An Assessment of the Federal Empowerment Zones", Renee Berger, Planning, Vol.63: pp.4-9 Fall 1997.
Abstract: How the first six cities in the federal Empowerment Zones/Enterprise Communities program have planned and implemented programs to create jobs and economic opportunity; US. The Empowerment Zones/Enterprise Communities Program, authorized in 1994, provides tax advantages to businesses, flexible financing tools, and community development grants in disadvantaged urban neighborhoods; examples from Atlanta, Baltimore, Chicago, Detroit, New York City, and Philadelphia/Camden. 

· "Understanding Urban Unrest: from Reverend King to Rodney King", Dennis E. Gale, Sage Publications (LC 95-50225) (ISBN 0-7619-0094-2) $48; (ISBN 0-7619-0095-0) pa, 1996, xii+228p.
Abstract: Compares federal programs to reduce urban poverty and other causes of interracial mob violence, since 1966; some focus on the Model Cities program, 1969-75, and the Empowerment Zones-Enterprise Communities programs (EZECs) of the 1990s. 

· "From Enterprise Zones to Empowerment Zones: the Community Context of Urban Economic Development", Gerry Riposa, American Behavioral Scientist, 39:536-51 Mr/Ap 1996.
Abstract: Compares the federal "enterprise zone" program, offering only tax and regulatory relief, and "empowerment zones", which promote development while emphasizing community participation and social services; US. 

· "U.S. Seeks to Rebuild Battered Inner Cities", Andrew Cuomo, Forum for Applied Research and Public Policy, 10:92-5 Winter 1995.
Abstract: Describes federal assistance available to communities designated "Urban Empowerment Zones" and "Enterprise Communities" by the US Department of Housing and Urban Development, 1994. Benefits include tax-exempt facility bonds, social-service block grants, and tax credits for wages and depreciable tangible property. 

· "The strange career of enterprise zones", William Fulton and Morris Newman, Governing, 7:32-4+ March 1994.  Abstract: Examines state and local efforts, political debate surrounding the concept, and Clinton administration plan to focus federal assistance on nine urban and rural "empowerment zones"; US. 

· "The administration's empowerment zone and enterprise community proposal: hearing, May 27 and June 8, 1993", U.S. House of Rep. Comm. on Banking, Finance, and Urban Affairs, Subcomm. on Economic Growth and Credit Formation, Supt. of Documents (ISBN 0-16-041744-9) 1993, iv+211p. ; 103d Cong., lst session, Serial No. 103-33
Abstract: Examines President Clinton's proposal to promote urban economic growth through the creation of ten empowerment zones and 100 enterprise communities. Stresses tax incentives for job creation, active federal investment in the zones, and boosting law enforcement resources. 

· "Enterprise zones struggle to make their mark: Clinton's plan for aiding depressed areas may prevail; bipartisan support keeps the concept alive", Jeffrey L. Katz, Congressional Quarterly Weekly Report, Vol.51: pp.1880-3, July 17, 1993.  Abstract: Reviews previous legislative initiatives and compares administration plan for "empowerment zones" and "enterprise communities" with congressional proposals. Outlines Clinton plan to coordinate government aid rather than rely solely upon tax incentives, and to decrease number of urban and rural areas covered. 

· "Empowerment Zones and Enterprise Communities: Reinventing Federalism for Distressed Communities", Edward G. Goetz, THE JOURNAL OF FEDERALISM, Volume 25, Number 3 pp. 117-132, Summer 1995 

· "Governance in Empowerment Zone Communities: A Preliminary Examination of Governance in Fifteen Empowerment Zone Communities", Robert J. Chaskin and Clark M. Peters, January 1997 Discussion paper at The Chapin Hall Center for Children at the University of Chicago 

· EZ status lead to an improvement in an issuer’s credit rating and local economy. Decline in job less rate in Detroit from 11% in 1994 to 8.7%. Retention and attraction of large businesses such as Sylvan Learning Systems and Chesapeake Biological Laboratories, Inc. in Baltimore, years of disinvestment in inner cities, unemployment, limited access to capital and shrinking of tax base make growth a challenge. Lack of partnerships between community groups, failure to coordinate services among levels of government.
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