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executive summary

The Senate Economics References Committee has been charged with inquiring into the structure and distributive effects of the Australian taxation system with reference to (among other things):

(a) The level, extent and distribution of the current tax burden on individuals and businesses;

(b) The impact of (a) on taxpayers' families;

(c) The use and efficacy of various tax and expenditure incentives to influence social and economic conduct, for instance participation in the workforce; and

(d) The long-term social and economic impact of the current distribution of taxation, government spending and employment including the intergenerational consequences of the tax structure.

One way of looking at and understanding the role of the tax system is to note that it is part of the larger tax-transfer system and that it is difficult to assess the structure and distributive impacts of the tax system in isolation from the role of transfers.  In some cases, redistributive goals may be pursued through either the tax or transfer systems, through the two in combination or, as in the case of family tax benefit, by giving people choice about the form of delivery of certain categories of assistance.  The tax-transfer system also exists within the context of the broader social support system, which encompasses things such as housing assistance, child care, employment assistance and other programs and services that also have distributive or participation objectives.

Family and Community Services is one of the largest Commonwealth portfolios.  The Department of Family and Community Services (FaCS) is responsible for a range of programs covering social security payments, housing support, youth and disability services and child care and family assistance.  FaCS assists the majority of Australian families with children and provides income support payments to over four million individuals at any given time.

FaCS's submissions to the Senate Community Affairs References Committee's Inquiry into Poverty and Financial Hardship and the House of Representatives Standing Committee on Ageing cover the role of the tax-transfer and social support systems with relevance to terms of reference (a), (b) and (d) above.
The Commonwealth Government recently released a consultation paper about simpler, fairer income support for working-age people entitled Building a simpler system to help jobless families and individuals ('the consultation paper').  The consultation paper sets out the principles that should underpin support for working-age people.  Included in the paper is a range of questions about how income support and related payments should be designed.  Many of these questions relate directly to terms of reference (a), (b) and (d) above.  As the consultation process is still underway, this submission is largely confined to addressing reference (c) above in relation to the current structures and parameters of the social support system.
To examine the use and efficacy of various tax and expenditure incentives to influence social and economic conduct (such as workforce participation), this submission will focus on the interaction of the tax and social security systems in the context of the broader social support system.

The importance of self-reliance

More and more Australians are relying on income support, with population ageing, high rates of relationship breakdown and structural changes in the labour market the main contributing factors.  Many people of working age are heavily reliant on income support for long periods, with lone parents and people aged over 50 being the groups most likely to be on payment for a long time.

Among OECD countries, Australia had the highest rate of growth of disability pensioners over the past decade.  Chart 2 on page 5 of the consultation paper shows that there are more people on Parenting Payment and Disability Support Pension (income support payments which currently don't have participation requirements) than there are on Newstart Allowance, which is Australia's main unemployment payment.

Australia also has one of the highest rates of jobless families among OECD countries.  Chart 3 on page 5 of the consultation paper shows that three-quarters of jobless families with dependent children do not have a parent looking for work and that almost two-thirds are lone parent families.  Around 850,000 Australian children live in 435,000 jobless families.  Children raised by parents out of work on income support payments for a very long time are more likely than other young people to leave school early, become unemployed, have children at a young age and come to depend on income support themselves.

To address these issues, the Government is committed to creating a social support system that aims to help people become more self reliant and that encourages and supports those who are able to take up paid work.
Promoting self-reliance by encouraging workforce participation

In its July 2000 final report, Participation Support for a More Equitable Society ('the McClure Report'), the Reference Group on Welfare Reform suggested that the social support system needed major reform to improve the circumstances of individuals, families and communities.  It identified three key objectives for welfare reform – a reduction in the incidence of jobless families and households, a reduction in the proportion of the working-age population needing to rely heavily on income support and stronger communities that generate opportunities for economic and social participation.

The McClure Report suggested five areas of action.  Two of these areas of action are discussed in this submission.  They are:

· More consistent work incentives – addressing poor rewards for work faced by some families and individuals, and people with high costs of working; and

· Mutual obligation – expanding reasonable participation requirements to cover more of the 1.8 million income support recipients currently not required to do anything in return for income support.

This submission cites international and Australian evidence showing that:

· Work incentives in the social support system can influence the workforce participation of working-age people;

· Participation requirements in the income support system can also influence the willingness and ability of working-age people to become more self-reliant; and

· Policy interventions that carefully blend work incentive, participation requirements and assistance measures to encourage workforce participation have the best chance of increasing levels of self-reliance among working-age people.

This submission also canvasses some of the elements of the social support system that contribute to some households experiencing poor rewards for work, and reviews some of the policy instruments available for improving work incentives in terms of their target and economic efficiency, and fiscal sustainability.  In doing so, this submission notes that:

· Changes to the social support system aimed at improving work incentives for working-age people on income support must be considered in the broader context of interactions between the income support, tax and wages systems; and

· In designing measures aimed at improving work incentives for working-age people on income support, consideration must also be given to the effect of these measures on the work incentives of households outside the tax-transfer system.  Worsened work incentives may discourage their workforce participation, and result in less income tax revenue being collected overall.
1. the impact of the social support system on workforce participation

The social support system impacts on the distribution of income

FaCS's submission to the Senate Community Affairs References Committee's Inquiry into Poverty and Financial Hardship ('the Poverty Submission') shows that the social support system makes a big difference to the distribution of income in Australia.

People on low incomes benefit from the progressive and redistributive nature of the social support system (see the Poverty Submission for details):

· Low income households can get income support, accommodation assistance, help with medical and pharmaceutical costs, subsidised child care, employment services, services for people with disabilities, and income tax relief;

· Single income families can get additional assistance (in the form of income support for partners of full-time wage earners in low income working families, Family Tax Benefit Part B and the Dependent Spouse Tax Offset); and

· Many families with children get help with the costs of children (in the form of Family Tax Benefit Part A and Child Care Benefit).

Some of the measures specifically designed to ease the income tax burden on low and single income households are described and discussed in Attachment A.

The social support system influences attitudes towards self-reliance

Individuals choose to work for many reasons – because they wish to be self-reliant and contribute to their own support, for the social engagement work offers, and to ensure a more secure economic future for themselves and their children.  The participation preferences of individuals are also influenced by individual capacity and opportunities.  They can also be influenced by the existence and characteristics of the social support system and the societal values it embodies.  For example, the range of conditions (rates, income tests, participation requirements and additional assistance) developed for different payment categories in the present system reflected the prevailing societal attitudes at that time about workforce participation of unemployed people, lone parents, mature age people and people with a disability.
Encouraging self-reliance is a key goal of the social support system

Welfare dependence has increased among Australia's working-age people over the last three decades.  It is currently greatest among people aged 50 and over and among lone-parent families.  Economic and demographic trends that have driven this level of dependency include population ageing, high rates of relationship breakdown and structural change in the labour market.

Keeping people in paid work longer will help alleviate budget pressures as the population ages and provides for higher standards of health and living in retirement.  But the demographic changes and increasing costs associated with an ageing population call for policy responses that focus more broadly than on the older population alone (see FaCS's submission to the House of Representatives Standing Committee on Ageing).

Relying on income support for a long time has high economic and social costs for individuals, families and their communities.  It can also result in intergenerational disadvantage (Pech & McCoull, 2000).  For these reasons it is important that the social support system helps people to be self-reliant wherever possible and to be contributing members of the community.  However, interactions between the tax and social security systems can make it difficult for individuals to reach their potential for self-reliance by discouraging workforce participation.

Ideally, the income support system should discourage working-age people with a strong preference for non-participation from becoming reliant on income support.  The tax and social security systems should assist working-age people with a strong preference for workforce participation to become self-reliant.  The social support system can achieve both of these ends if work incentives, participation requirements and other assistance consistently encourage labour force attachment and workforce participation among working-age people.

Work incentives have been improving

The supply and demand characteristics of the Australian labour market have changed markedly in the last two decades.  During that time, the main source of supply of part-time workers has become women and young people (those aged 15 to 24), whilst growth in part-time employment averaged 4.6 per cent per annum (compared to overall employment growth of 1.9 per cent per annum).
Successive Commonwealth Governments have responded to these changes in the labour market and increases in levels of income support reliance by improving the work incentives of income support recipient households, and low and middle income working families.  A brief chronology of social security reforms since 1980 intended to improve work incentives for working-age people appears at Attachment B.
Recent reforms have made workforce participation more attractive to working-age people

A New Tax System

The 1998 White Paper on reform of the tax system entitled Tax reform: Not a new tax, a new tax system announced major reforms to Commonwealth assistance to families, and a significant reworking of the personal income tax scale.  These reforms commenced from 1 July 2000 ('The New Tax System').

The New Tax System reforms to family assistance and the personal income tax scale had the following policy objectives for working families and taxpayers generally:

· Reducing disincentives for working-age people to increase their workforce participation or seek promotion;

· Reducing disincentives for working-age people to undertake training or education (and thereby increase their chances of promotion) by improving the after-tax rewards of advancement; and

· Reducing disincentives for people to save by improving the after-tax returns on unearned income.

The New Tax System reforms included the following key initiatives:

· Introducing Family Tax Benefit and Child Care Benefit, reducing the number of different forms of assistance to families from 12 to 3;

· Expanding child care subsidies with the introduction of Child Care Benefit;

· Simplifying and reducing personal income tax rates so that 80 per cent of taxpayers paid only 30 cents or less tax for each extra dollar they earn (see Table 1); and

· Reducing family assistance income test withdrawal rates from 50 cents in the dollar to 30 cents (so that most working families face withdrawals from their overall income of 61.5 cents rather than 85.5 cents for increases in their earnings).

	Table 1: Comparison of the personal income tax scale before and after The New Tax System reforms

	Pre reform tax scale
	Post reform tax scale

	Taxable income
	Tax rate (%)
	Taxable income
	Tax rate (%)

	$0 – $5,400
	0
	$0 – $6,000
	0

	$5,401 – $20,700
	20
	$6,001 – $20,000
	17

	$20,701 – $38,000
	34
	$20,001 – $50,000
	30

	$38,001 – $50,000
	43
	$50,001 – $60,000
	42

	$50,001 +
	47
	$60,001 +
	47


Australians Working Together

The Australians Working Together – Helping people to move forward package of measures ('Australians Working Together') announced in the 2001-02 Budget represents the Commonwealth Government's initial response to the McClure Report.  The central thrust of Australians Working Together is to reorient the social support system towards consistently encouraging participation by working-age people.

Australians Working Together has the following policy objectives for working-age people on income support:

· Tackling barriers to workforce participation (such as poor literacy and numeracy, lack of access to job search assistance, lack of skills or difficult personal circumstances);

· Providing working-age people with more choices and opportunities to participate socially and economically;

· Offering working-age people further financial incentives to participate in the workforce; and

· Targeting participation assistance to working-age people based on their individual capacities, skills and circumstances.

Changes to the social support system that form part of Australians Working Together include:

· A Working Credit which will encourage people to take up full-time, substantial part-time or irregular casual work by allowing them to keep more of their income support payment while working;

· A Transition to Work program that builds on the Jobs, Education and Training (JET) and the Return to Work programs that have been helping people, particularly women and mature age people, return to paid work after long absences;

· A network of Centrelink Personal Advisers to provide better assessment and referral for eligible mature age workers, parents with school age children, indigenous Australians and people with special needs to help them get a job or to participate in the community;

· A Personal Support Program to replace the existing Community Support Program helping people with severe or multiple obstacles to getting a job;

· More disability employment assistance, rehabilitation and vocational education and training places for people with disabilities; and

· Additional participation requirements for many working-age people on income support.

· From July 2002, jobseekers aged 18-49 are required to undertake job search plus job search training after three months or earlier and, after six months unemployment and at least annually thereafter, complete a certain number of hours of community service, part-time work or study, or a Mutual Obligation activity;

· From September 2003, the participation of people over 50 on income support will be monitored through a diary returned every three months and at interviews every three, six or twelve months;

· From 20 September 2003, Parenting Payment customers whose youngest child is aged 13 or over will need to attend an annual interview with a Centrelink Personal Adviser and do a part-time activity (around six hours per week) that will help them get into work; and

· From 20 September 2003, Parenting Payment customers whose youngest child is aged six or over will be required to attend annual interviews.

'Building a simpler system to help jobless families and individuals'

On 12 December 2002 the Ministers for Family and Community Services and Employment and Workplace Relations released a consultation paper and brochure about simpler, fairer income support for working-age people entitled Building a simpler system to help jobless families and individuals.  Consultation around the paper will guide the Government’s reform of income support for working-age people.  The paper outlines why the current payment system needs reform, sets out some key design issues for payments to working-age people and raises key questions for consideration.

2. encouraging workforce participation by improving work incentives

Work incentives in the social support system influence workforce participation

As mentioned earlier in this submission, people choose to work for many reasons – because they wish to be self-reliant and contribute to their own support, for the social engagement work offers, and to ensure a more secure economic future for themselves and their children.  Thus the level of, or changes in, short-term financial returns from working may not be the only reason that people will engage in the paid workforce.  The OECD has termed initiatives to improve the rewards from working when people move from welfare to the paid labour force 'making work pay'.

Making work pay – The international experience

A major study of policies to make work pay conducted by the OECD in 2000 concluded that, overall, policies to make work pay had positive effects on workforce participation by working-age people.

· There is evidence that the Earned Income Tax Credit in the United States (which subsidises those workers who accept employment but who have low family incomes) promotes employment (Hotz & Scholz, 2000).  However, the increase in employment, while significant, is not substantial.

· Simulations of reforms to the Working Families Tax Credit in the United Kingdom suggest that the expansion of this program will promote employment, with estimates ranging from 10,000 to 100,000 working-age people finding work (Dilnot & McCrae, 2000).

· Canada has been experimenting with earnings supplements (via the Earnings Supplement Programme and Self-Sufficiency Project).  Greenwood and Voyer (2000) report that results vary according to the details of program design, from having a negligible impact to having a positive effect on workforce participation so large that the consequent savings in allowance payments finance the incentive scheme itself.

The study also found that some working-age people already in paid employment reduce their hours worked as a result of incentive measures that are not tied to hourly wages.  This is because reductions in earnings due to fewer hours worked are partly offset by higher in-work transfer payments.  In respect of tax credits, like the US Earned Income Tax Credit and the UK Working Families Tax Credit, the OECD found that their most significant impact was on economic redistribution and alleviating in-work poverty, with a less marked but still measurable effect on increased labour supply and employment.  The conclusions of the study were that policies to make work pay have a positive impact on the number of people working, and aggregate hours worked.

Possible approaches to making work pay can be pursued within the tax system or the transfer system, or through a combination of both.  The OECD study cited above noted that the choice of a particular approach to making work pay and its likely effectiveness depends upon the other institutional and social policy settings in place.  These include the level of minimum wages, the distribution of incomes, the nature of the family assistance and income support systems, prevailing labour market conditions and so on.

Both the US and UK income support and family assistance systems have historically had a clearer divide between people in work and those receiving transfers.  In-work poverty was a significant problem due to low minimum wages and both countries have chosen specific in-work benefits (combined with increases to minimum wages in the UK) delivered through the tax system as their approach to making work pay.  By contrast to many other countries, the Australian transfer system (income support and family assistance) has played an important role in providing financial support to people on low to moderate incomes.  This means that policies that work well in other countries may not translate directly into the Australian context because of the distinctive features of our social support system and our society.
The Australian experience

The Australian system of income support differs from that of other countries in that it provides flat-rate benefits regardless of prior work history.  Benefits are also income tested which means that they can create workforce disincentives due to high effective marginal tax rates when benefits are withdrawn.  In addition, there is no general hours-based preclusion for eligibility from income support so long as a person meets other qualification criteria.  In the case of Newstart Allowance (unemployment benefit) a person must be actively seeking and available for suitable paid work (generally understood to be full-time work).  It is thus more common for recipients to combine welfare and work in Australia than in other OECD countries.

Since 1980 there have been a number of policy changes within the income support system to improve rewards from working, including changes to income test thresholds and taper rates.  These are detailed at Attachment B.

For various changes to the work incentives of working-age allowees, there is evidence that the earnings behaviour of allowees changed in the direction of the shift in incentives.  For example, the introduction of earnings disregards for each member of a couple in September 1990 resulted in an increased proportion of couples with earnings, while single people remained unaffected.  Following the extension of earnings disregards to singles and the increase in their value for couples in September 1993, and the introduction of the earnings credit scheme in March 1994, the rate of increase in the proportion of unemployment allowees with earnings accelerated.

There is also clear evidence that many unemployment allowees changed the level or intensity of their workforce participation in response to the July 1995 reforms to the income support system, which rebalanced work incentives towards allowees with higher levels of fortnightly earnings (Warburton, Vuong & Evert, cited in OECD, 2001; 159-161).

The social support system does not always provide clear incentives to work

Part-time work makes up a greater proportion of new jobs than full-time employment.  In addition, part-time work is an important 'stepping stone' for working-age people on income support to exit payment (Burgess & Campbell, 1998; Chalmers & Kalb, 2000).  Part-time work also helps working-age people balance work with caring responsibilities, manage the economic consequences of physical incapacity, alleviate financial hardship and reduce income support reliance.

Whether income test and tax withdrawals in the social support system should more consistently reward part-time work for working-age people on income support is a threshold issue canvassed in the Government's consultation paper Building a simpler system to help jobless families and individuals.

Measuring rewards for work

People typically contemplate rewards for work in relation to an offer of hours in employment (say, ten hours per week).  They consider the change to their disposable (net) income
, and make a judgement about whether this is sufficient return for the effort involved.  For example, at current minimum hourly wage rates of $11.80 per hour, ten hours in minimum waged paid employment will yield an extra $118 per week (or $236 per fortnight).  In such cases, the person confronted with this employment offer will want to know the effect on their disposable income of a $118 per week increase in their private income.  If the gain in disposable income was to be only 20 per cent of the contemplated increase in private income (that is, $23.60 per week from an increase in private income of $118 per week), the person might conclude that accepting the employment offer wasn't 'worth it' (because the return on the time spent working could be less than the 'price' that person wants for giving up ten hours of their leisure time).

Rewards for work vary according to who in a household is contemplating an increase in their private income, the amount of that increase, and where that increase positions them in a private income range in which various social security and/or tax system withdrawals may be occurring.  The combination of these factors can produce poor rewards for work for some working-age people in the tax-transfer system.

The New Tax System changes described on pages 7 and 8 of this submission have significantly improved rewards from working for most Australians.  Most Australian families now face rewards for work of around 40 per cent.  However, as the McClure Report noted, there remain some residual problems within the income support system, and where individuals face multiple income tests at the same time.

Rewards for work in the tax-transfer system

The tax-transfer system generally provides strong incentives to work one day per week (as rewards for this level of workforce participation exceed 50 per cent of gross earnings, although the incentive is significantly weaker for some second earners).

The tax-transfer system provides weak incentives for Newstart Allowees and their partners to increase part-time work effort beyond one day per week (as rewards for this level of workforce participation are around 20 per cent).

The tax-transfer system provides generally moderate incentives for pensioners and their partners to increase work effort beyond one day per week (as rewards for this level of workforce participation range between 30 and 50 per cent, although the incentives are weaker for second earners).

The tax-transfer system provides generally moderate incentives to move from substantial part-time work (25 hours per week) to full-time work (as rewards for this change in level of workforce participation range between 30 and 50 per cent).  The incentives are weak for Newstart Allowees in childless couples, but are strong for single Newstart Allowees (provided they are not private renters).

The tax-transfer system often provides weak to very weak incentives to increase earnings from $400 per week to $500 per week (as rewards for this change in level of workforce participation are less than 30 per cent generally, and for some families less than 10 per cent).  However, second earners in this private income range face better (moderate) incentives (as their rewards for work range between 30 and 50 per cent).

Other factors affecting rewards for work

The above analysis does not take into account a number of factors that can significantly affect rewards for work.  In many circumstances, these additional factors (such as direct costs of working, child care costs, paying public housing rent, being a child support payer, having a HECS or equivalent liability and having Youth Allowance children) can erode rewards for work, particularly where more than one applies.

Analysing rewards for work using effective marginal tax rates (EMTRs)

A commonly used way of thinking about rewards for work is to look at the effect of social security income test and tax withdrawals on every additional dollar earned (the effective marginal tax rate or EMTR on the increase in private income).  EMTRs encourage analysts to look at rewards for work in terms of the next dollar of increase in private income, and to speculate about the disincentive effects of high EMTRs on an individual's desire to earn that dollar.  EMTRs are useful mainly for marking out the ranges of private income where income test and tax withdrawals attain a certain rate of withdrawal against a household's overall (gross) income.
Participation requirements in the income support system affect workforce participation

The international experience

David Grubb, as part of a major study of policies to make work pay conducted by the OECD in 2000, examined the type and intensity of participation requirements imposed on working-age people getting unemployment allowances in OECD countries.  Grubb found that participation requirements tend to offset the effects of unemployment allowances on the participation preference of individuals.  If job search or related requirements associated with an allowance scheme are very strong, the result could be more intensive job search (and lower unemployment durations) than if there were no allowance scheme in the first place.  Grubb concluded that strict participation requirements can put those who are without employment into contact with the labour force, and encourage working-age people to accept work rather than remain heavily reliant on income support.

As Grubb notes, there are substantial differences in the requirements imposed on unemployment allowees across the OECD (in part reflecting culturally determined community attitudes and social values around work and caring roles).  Participation requirements and sanction provisions that are too severe may discourage administrators from seeking to apply them fully, whereas more moderate or reasonable requirements and penalties may offer a better framework for their systematic application.  Although the relationships between participation requirements, administrative processes and programs aimed at integrating the unemployed with the labour force are complex, Grubb cites evidence that differences in participation requirements and their enforcement can have a genuine impact on work incentives and employment outcomes for working-age people.

The Australian experience

Research commissioned by FaCS (2001b) found that people receiving unemployment payments have a strong ethos of having to actively look and be available for paid work to stay on income support.  These allowees generally believed it to be reasonable that income support would be cancelled or reduced for non-compliance with participation requirements.  This study also found that review interviews and the activity test breach regime were effective in encouraging greater compliance with participation requirements.  Overall, the research concluded that participation requirements are important to encourage active job search, greater community participation and the likelihood that people will seek to increase their work effort.  Importantly, these results suggest that properly designed and targeted participation requirements in the income support system can be effective in maintaining labour force attachment, even among working-age people who have been out of the workforce for a long time.

In a Parenting Payment intervention pilot conducted by FaCS (see FaCS, 2002b), only a third of participants with teenage children agreed to plan economic activity and only a third of those subsequently followed through on that agreement voluntarily.  The Parenting Payment intervention pilot found that compulsory interviews were much more effective than voluntary interviews at reaching those who need help.  Attendance under a compulsory approach was 81 per cent compared to 17 per cent with a voluntary approach.  Those called in on a compulsory basis were likely to respond as positively as those attending on a voluntary basis.  However, there was a poor rate of follow through with agreed plans.  This indicates that compulsory activities, as well as compulsory interviews, are required to help those customers who most need them to translate intentions into action.

Richardson (2002) examined the effect of imposition of a Mutual Obligation requirement on certain unemployment allowees to see if these allowees had higher payment exit rates immediately prior to imposition of the additional requirement.  Richardson found that the threat of additional requirements has a small positive impact on the probability of affected individuals leaving unemployment allowances.  She found that for men this effect is most pronounced in the period between 12 and 15 fortnights of allowance receipt
, while for women it is evident from around eight fortnights but is not as pronounced.  "The element of compulsion associated with the [Mutual Obligation] requirement is a major driving force behind the observed higher exit rates from unemployment [allowances]" (Richardson, 2002; 421).

A balanced approach combining work incentives with participation requirements and assistance has the greatest effect on workforce participation

Greenwood and Voyer (2000) show that the greatest labour market impact of the Self-Sufficiency Project (SSP)
 in Canada occurred when the earnings supplement was combined with participation requirements and other services designed to promote workforce participation.  Help with job search and family care arrangements on the one hand, and increasing the rewards from work on the other, turned out to be mutually reinforcing approaches to helping working-age people to participate in the workforce
.

Similarly, Martin (2000) cites evidence from across the OECD that in-depth counselling, financial incentives for those who get a job and job search assistance can be the most effective strategies for encouraging workforce participation among working-age people on income support, especially when these measures are combined with increased monitoring and enforcement of participation requirements.
The OECD's major study of policies to make work pay in 2000 indicates that there is no single participation requirements or work incentives measure which of itself will have a major and lasting impact on workforce participation by working-age people.  That study also emphasises that unless framework conditions are taken into account (such as the earnings distribution, the structures and interactions of the tax and social security systems and the minimum wage), a measure to make work pay can end up discouraging workforce participation by working-age people.  Therefore, the structure and administrative feasibility of a package of work incentive, requirements and assistance measures intended to encourage workforce participation is crucial.
Attempts to improve work incentives must be carefully designed and implemented

Income test and tax withdrawals in the social support system can induce the following behavioural responses among working-age people with a strong preference for workforce participation.

· Income effect – Increases in income test or tax withdrawals reduce an individual's disposable income.  An individual can either cut down their consumption of other goods and services and reduce their standard of living, or increase their workforce participation to generate the level of disposable income enjoyed before the withdrawal rate increased.  When people work harder as a direct response to an increase in income test or tax withdrawals, this is known as an income effect (Trotman-Dickenson, 1996; 148).

· Substitution effect – If an individual decides that the additional income obtained after application of income test or tax withdrawals is not worth the effort, they may substitute non-participation or social participation for paid work (depending on the strength and direction of their participation preference).  Thus, an increase in income test or tax withdrawals can result in the substitution of non-participation or social participation for paid work among working-age people.  When people reduce their workforce participation in the face of increases in income test or tax withdrawals, this is known as a substitution effect (Trotman-Dickenson, 1996; 148).  (Conversely, a reduction in income test or tax withdrawals would increase the incentive for some people to substitute workforce participation for non-participation or social participation).

It is not always clear whether the response to a particular policy change will be dominated by income or substitution effects, or whether these can be mediated by other policy changes such as participation requirements or assistance to support participation.  Also, while participation of income support recipients might rise, there may be an overall fall in participation (measured in terms of average hours worked) if the work incentives of middle and upper income households are worsened.
The extensive and highly targeted nature of the existing social support system means there are many policy instruments available to improve work incentives for working-age people (Ingles, 2001).  However, Australian and international experience shows that policy makers must choose 'the right tools for the job' to work well, be cost effective and avoid creating unintended consequences.  In making these choices it is necessary to bear in mind that policies that work well in one context or country may not translate directly to another because of differences in social attitudes, tax-transfer systems and underlying patterns of work and distributions of income.  Some of those policy instruments are reviewed below.

Changing income support income test parameters

Work incentives for working-age people on income support can be improved by:

· Reducing the taper rate(s) under the relevant income test; or

· Increasing the income threshold at which a particular taper rate cuts in (where more than one taper rate applies under an income test).

Income support income test parameters can be readily manipulated to target the best rewards for work at particular levels of workforce participation.  Changes to income test parameters are also highly visible to people on income support, and are therefore more likely to be a factor in decisions around economic participation.

Changing income support income test parameters can increase the income test cut-outs for these payments, resulting in more people on part-rate income support (including people in full-time employment).  More working-age people on income support increases expenditure and Centrelink administrative costs and worsens the work incentives of working-age people previously just outside the income support system.  Relaxing income support income test taper rates can also discourage people from maintaining an existing level of workforce participation.

Increases in income support income test cut-outs also impact on the income test free areas for more than minimum rate Family Tax Benefit Part A and Child Care Benefit.  Increases in the income test free areas for Family Tax Benefit Part A and Child Care Benefit makes more families eligible for increased assistance, but can worsen work incentives in the income ranges over which that assistance is withdrawn.

Changing certain personal income tax scale parameters

Work incentives for working-age people generally can be improved by:

· Reducing marginal tax rates; or

· Increasing the income thresholds from which higher marginal tax rates cut in.

Changes to personal income tax scale parameters don't change social security income test cut-outs.  Where social security payments are non-taxable, relatively small changes in personal income tax scale parameters can make a reasonably big difference to the financial returns from workforce participation for affected working-age people
.  Where social security payments are taxable, big changes in personal income tax scale parameters are needed to make a reasonably big difference to the financial returns from workforce participation for affected working-age people
.

Changes to personal income tax scale parameters intended to improve incentives for income support recipients and increase their workforce participation benefit all income tax payers.  Because such changes are less targeted than changes to income support income test parameters, they can be very expensive as a consequence.

Increasing income support income test free areas

The income tests for income support payments usually allow a person to get some private income before their payment is affected.  Because the measure of private income used to assess a person's means in the income support system offers no discounting for the costs of obtaining the income, the free area recognises costs of part-time work.  Work incentives for working-age people can be improved by increasing the value of the free areas extended under the income tests for income support payments.

Increasing income support income test free areas provides a high return on private income within the free area, and reduces the administrative costs associated with income reporting (as people with changes in income beneath the free area are not required to report them).

Where an income support income test free area is higher than the costs of part-time work, people would be overcompensated for these costs.  Very large increases in the size of an income test free area can discourage people from obtaining income that exceeds the free area (as the returns on private income beneath the free area are so good).  Moreover, free area increases can discourage the kind of substantial part-time work attachment that is most likely to lead to a full-time job and self-reliance.

Increasing an income support income test free area also adds the amount of the increase directly on to the income test cut-out for the income support payment.  Raising income support cut-outs will result in more people on part-rate income support, increasing the direct and indirect costs of the social support system.  To avoid increased income support cut-outs, taper rates would need to rise, which would reduce rewards for work.

Increasing the tax-free threshold

Many people in paid employment now receive social security and pay income tax at the same time (a situation sometimes referred to as 'churning').  As a consequence, many households experience simultaneous income test and tax withdrawals from their overall income as their private income rises, producing discouragingly high effective marginal tax rates (EMTRs).  One way of limiting the extent of simultaneous income test and tax withdrawals is to increase the tax-free threshold for individuals.

Increasing the tax-free threshold could greatly reduce the range of private income over which income test and tax withdrawals occur simultaneously, and replace existing tax offsets (such as the pensioner and beneficiary tax offsets, and the Medicare levy exemption arrangements) that increase EMTRs.  People on low incomes obtain the greatest financial benefit from increases in the tax-free threshold, as a greater proportion of their taxable income falls between the tax-free threshold and the first taxable income threshold in the personal income tax scale.  Governments have increased the general tax-free threshold over the years, and have also selectively increased it for particular groups (such as social security pensioners and allowees, and senior Australians).
However, large increases in the value of the tax-free threshold would generally be very expensive because they flow through to all income tax payers.  One way of funding such increases could include increases in marginal tax rates or lowering of income thresholds in other parts of the personal income tax scale.  Work incentives for working-age people already within the social security system might be improved, but work incentives for working-age people outside the social security system would be worsened.  Worsened work incentives for people on middle and upper incomes may discourage their workforce participation, and result in less income tax revenue being collected overall.

Income banks in the social security system

Income banks are a mechanism for wholly or partially sheltering a type of income (typically earnings) from income support income tests.  An income bank allows a person to keep more of their income support payments at the commencement of a private income stream, such as earnings.  Deferring the income test effect of earnings encourages a person on income support to take up paid employment.
People receiving income support must declare their earnings when they work and have them applied to their payment straight away, even though they may not receive their earnings for another fortnight.  Income banks can defer application of the earnings to the fortnight when the earnings are received, softening the initial income test effect of workforce participation.

In designing income bank schemes, key design considerations are ease of understanding and simplicity of administration.

The Working Credit to be introduced in September 2003 is a form of income bank.

Earned income tax credits

A tax credit affects the tax liability of an individual or family.  Tax credit schemes in the work incentives context typically provide individuals or families with relief from income tax.

An earned income tax credit is a tax instrument used to make work pay, and has been suggested for use in Australia.  It typically provides relief from all or part of the tax liability of a low paid worker and can even result in the tax office paying them.

With earned income tax credits, the more an individual or family earns, the bigger the credit, up to a certain plateau (see Figure 1).  To target the benefit of an earned income tax credit, it is usually phased out at a higher level of earnings.  Work incentives are improved during the phase in of this type of tax credit, but are worse when the tax credit is phased out.
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Figure 1: Structure of an earned income tax credit
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A major OECD study of strategies to make work pay in 2000 concluded that earned income tax credits are useful where countries do not have a well developed system of cash assistance for working families, but that where such a system exists (as in Australia) it may be better to make work pay within that system.  This conclusion was heavily influenced by the OECD's study of Australia's New Tax System.  An examination of the place of earned income tax credits in the Australian social support system by Ingles (2001) reached the same conclusion.

The tax credit goes to the income earner in a household, which reinforces the link between the credit and work.  It can also be presented as an explicit reward for work, rather than as part of a broader system of social support.  International experience is that this draws many people into some level of workforce participation.

In couple families, an earned income tax credit goes to the primary earner rather than the primary carer.  This may affect the proportion of the household's disposable income spent on the children in these families.

Earned income tax credits may discourage partnered women from taking up full-time work, because the increase in family earnings will then make them ineligible for the credit.  International experience again shows this to be a strong effect of earned income tax credit schemes (although this effect is not confined to earned income tax credit schemes).

Fraud is inherently hard to control in administering tax credits because it is difficult for taxation authorities to verify family details.  The US earned income tax credit has major compliance problems.

Earned income tax credit schemes typically focus only on part of the problem of 'poverty traps' for working-age people on income support (that is, rewards for work during the 'phase in range' and 'plateau' phases of this type of income tax credit).

An earned income tax credit scheme could be very expensive relative to its overall effects on incentive structures in the social support system.  An earned income tax credit scheme could also require a redesign of family assistance (that is, Family Tax Benefit Part A and Child Care Benefit) to prevent unintended interactions.

Towards a social support system that consistently encourages workforce participation

The Commonwealth Government's consultation paper entitled Building a simpler system for jobless families and individuals is seeking views from the community on a range of the policy instruments discussed above in the context of improving work incentives for working age income support customers. This will include how payments and services fit together and how they interact with the tax system and wages.

glossary of terms

	Term
	Meaning

	Activity test
	The suite of obligations imposed on unemployment allowees to promote their attachment to the labour market.

	Allowance
	An income support payment defined as a 'social security benefit' in s 23 the Social Security Act 1991.

	Allowee
	A person who gets an allowance.

	Average tax rate
	The amount of income tax levied on a level of taxable income divided by that level of taxable income and expressed as a percentage.

	Disposable income
	A household's income from all sources after social support system withdrawals are applied.

	Effective marginal tax rates (EMTRs)
	Refers to the rate at which income test and tax withdrawals in the social support system subtract from a household's overall income relative to an increase of no more than a dollar in that household's private income (contingent upon who in the household obtains the increase).

	Income free area
	In the social security system, an income free area represents a level of private income that can be obtained without effect on an income tested social security payment. 

	Income supplement
	A form of social security paid to assist an individual or household in meeting particular costs of living (such as the costs of children).

	Income support (or income support payment)
	A form of social security paid to enable an individual to fund the general (or subsistence) costs of living.

	Income support system
	The totality of the allowances and pensions in the social security system that can be paid to people needing a minimum income.

	Income test cut-out
	The level of private income at which the operation of a social security income test reduces a social security payment to zero.

	Income threshold
	In the social security system, an income threshold represents a level of private income at which a particular taper rate applies.  In the tax system, an income threshold represents a level of taxable income at which a particular marginal tax rate applies.

	Labour force
	Those available for paid employment (whether or not they are already in employment).

	Marginal tax rate
	The tax rate applying on the next dollar of taxable income.

	Overall income
	A household's income from all sources before social support system withdrawals are applied.

	Participation requirements
	Eligibility conditions that require an individual to engage in some form of social or economic activity to get and continue to get income support.

	Pension
	An income support payment defined as a 'social security pension' in s 23 of the Social Security Act 1991.

	Pensioner
	A person who gets a pension.

	Private income
	Income which is not social security income, and which is typically taxable (so that an increase in private income can trigger tax and social security withdrawals against overall income).

	Reward for work
	Refers to how much of an increase in private income the social support system allows a household to keep.

	Social security (or social security system)
	The Australian system of transfer payments used to safeguard (or 'secure') the incomes of community members to achieve a particular minimum living standard.

	Social support system
	The totality of social welfare provision in Australia (also known as the 'social safety net').  For the purposes of this submission, the term is extended to cover the personal income tax system (by reason of its progressive features).

	Taper rate
	The rate at which an income tested social security payment is withdrawn relative to an increase in private income.

	Tax-free threshold
	A level of taxable income that can be obtained without giving rise to an income tax liability.

	Tax system
	For the purposes of this submission, the term 'tax system' refers to the personal income tax system only.

	Tax-transfer system
	A description of the interrelatedness of the tax and social security systems in achieving redistributive goals and income security.

	Unemployment allowance
	Activity tested income support payments (currently Newstart Allowance and Youth Allowance for unemployed under-25s, and previous incarnations of these payments).

	Unemployment allowee
	A person who gets an unemployment allowance.

	Workforce
	Those in paid employment.

	Work incentives
	Financial structures in the social support system that affect whether working-age people participate in paid employment.


attachment a: measures that ease the income tax burden on low and single income households

A variety of tax offsets currently ease the income tax burden on those with low incomes

The personal income tax system seeks to be progressive

A sometimes overlooked element of the Australian social support system is the progressive nature of our personal income tax system (that is, income tax is levied on individuals according to a measure of their 'ability to pay').  The following features of our personal income tax system measure the ability of an individual to pay income tax.

· A tax-free threshold for individuals.  The tax-free threshold recognises that a portion of an individual's income is required to meet subsistence costs, and should not therefore be subject to personal income tax.

· A progressive personal income tax scale.  The structure of income thresholds at which various tax rates commence, and the tax rates themselves, mean that (a) both average tax rates
 and marginal tax rates
 increase as taxable income
 increases and (b) the marginal tax rate on an increase in taxable income is greater than the increase in the average tax rate.

· Deductibility of certain expenses.  Costs reasonably associated with obtaining income can generally be deducted from taxable income (upon which income tax is levied).  Deductibility of such costs recognises that a portion of an income stream is usually 'consumed' in the act of obtaining it, that this consumption is essentially non-discretionary, and that it is the net income return that should properly bear income tax.

· Targeted income tax relief.  Various tax offsets (see below) exist to provide targeted tax relief to individuals according to horizontal or vertical equity objectives (which recognise that certain individuals have differing abilities to pay income tax on identical levels of taxable income).

Tax offsets help make the personal income tax system more progressive

Tax offsets provide individuals or families with relief from an amount of income tax they would otherwise be required to pay.  Tax offsets are sometimes referred to as tax credits or rebates.  Tax offsets tend to possess certain basic characteristics that can be used for comparison purposes.  These basic characteristics are discussed below.

· A tax offset is intended to achieve either a vertical equity or horizontal equity goal.  'Vertical equity' means treating individuals and families with different circumstances differently for tax purposes
.  'Horizontal equity' means treating individuals and families with the same or similar circumstances the same for tax purposes
.  Either kind of equity goal is about appropriately measuring the ability of individuals and families to pay income tax.

· A tax offset is either refundable or non-refundable.  'Refundable' means that if an individual or family is entitled to a tax offset that is larger than their income tax liability, the difference is paid out to them.  'Non-refundable' means that any difference between the tax liability of an individual or family and a tax offset is not paid out to them.

· Where a tax offset applies at the level of the individual, it is either transferable or non-transferable within (a) a couple or (b) a family
.  'Transferable' means that if an individual is entitled to a tax offset that is larger than their income tax liability, the difference can be used by another taxpayer.  'Non-transferable' means that if an individual is entitled to a tax offset that is larger than their income tax liability, the difference is unable to be used by any other taxpayer.

· A tax offset is either abatable or non-abatable
.  'Abatable' means that the value of a tax offset for an individual or family is reduced as their taxable income rises past some income threshold.  'Non-abatable' means that the value of a tax offset for an individual or family stays the same as their taxable income rises beyond the point at which income tax starts to be levied.

· The maximum value of a tax offset is either dynamically set or statically set.  A tax offset whose maximum value to an individual or family is dynamically set uses the individual's or family's circumstances to determine the initial value of the offset.  A tax offset whose maximum value to an individual or family is statically set ignores the individual's or family's circumstances in determining the initial value of the offset
.

Abatable tax offsets have an abatement method.  An abatement method is the way a tax offset is reduced to some value less than its maximum value.  Abatement methods typically consist of a rate at which a related tax offset is withdrawn, and an income threshold at which the abatement rate applies
.  Abatement methods can be as simple or complex as needed to achieve the goals of an abatable tax offset.

Beneficiary tax offset

Basic information about the beneficiary tax offset is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website
).

The beneficiary tax offset has a dynamic maximum value.  This is because the value of the beneficiary tax offset to an individual depends on how much of the individual's social security allowance income
 exceeds their tax-free threshold for a given tax year
.

The way in which the value of the beneficiary tax offset to an individual is calculated means that the offset cannot be refundable in its current form.  This is because the maximum value of the beneficiary tax offset to an individual exactly covers the tax liability arising on the amount of the individual's social security allowance income exceeding their tax-free threshold for a given tax year.

The beneficiary tax offset has no explicit abatement method.  However, the way in which the value of the beneficiary tax offset to an individual is calculated gives rise to a 'virtual' abatement method.  This is because the value of the beneficiary tax offset to an individual reflects changes in the level of the individual's social security allowance income caused by income support income testing.  Where an individual's social security allowance income is reducing under a 50 cents taper, the beneficiary tax offset's 'virtual' abatement rate is 8.5 cents under the 17 cents tax rate; where the individual's social security allowance income is reducing under a 70 cents taper, the beneficiary tax offset's 'virtual' abatement rate is 11.9 cents
 under the 17 cents tax rate
.

The beneficiary tax offset gives results that are different to the pensioner tax offset.  An applicable value of the beneficiary tax offset is available to an individual whose taxable income for a given tax year includes more than $6,000 of social security allowance income, regardless of the individual's total income.  This means that an individual who has a high income for part of a tax year (and therefore cannot get a social security allowance) and who receives more than $6,000 of social security allowance income for the remainder of that tax year (because they no longer have any private income) can still get a beneficiary tax offset.  In contrast, the value of the pensioner tax offset is determined by reference to an individual's total taxable income in a given tax year.

Pensioner tax offset

Basic information about the pensioner tax offset is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website).

The pensioner tax offset has a dynamic maximum value.  The maximum value of the tax offset is derived from the maximum amounts of pension able to be paid in a tax year, and can only be finally determined when the March pension rates are determined.  The maximum value of the tax offset is the same for all pensioners within defined groups (such as single, partnered, illness separated, etc).

The abatement threshold for the pensioner tax offset is set at a level of taxable income equal to the maximum amount of pension payable in a tax year plus the annual value of the income free area under the pension income test.  The pensioner tax offset begins to abate from this point.  The effect of the abatement method is to make the pensioner's tax liability catch up to what would have been payable without the pensioner tax offset.

These arrangements apply to all pensioners, but are modified in the case of couples where both members are pensioners.

Pensioner couples

The pension income test assesses the income of a member of a couple as if it were half the couples’ combined total.  In effect, this provides a form of income splitting for pensioner couples.

The pensioner tax offset mimics this joint income testing by ensuring that the couple can have a 'tax free' income up to the couples’ combined pension income test free area, regardless of the distribution of income within the couple.  This is achieved by allowing the unused pensioner tax offset of one partner
 to be transferred for use by the other.

For these couples, the abatement method moves the couple from an income splitting regime in the social security system to individualised assessment in the tax system.

Abatement method

Abatement of the pensioner tax offset is based on taxable income.  As a taxable pension forms part of taxable income, and the taxable pension reduces in the face of increases in private income, abatement of the pensioner tax offset 'partially' stacks on top of social security income test and tax withdrawals.

As the pensioner tax offset is being abated, the pension income test delivers a 40 cents reduction in a taxable pension for each additional dollar of private income.  Taxable income therefore rises by 60 cents for each additional dollar of private income, and the abatement method for the pensioner tax offset adds 7.5 cents (that is, 60 per cent of 12.5 cents) to EMTRs during the abatement range.

Senior Australians tax offset

Basic information about the Senior Australians tax offset is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website).

In 1996, the Commonwealth Government introduced a low income aged persons tax offset to put self-funded retirees on an equal tax footing with maximum rate pensioners.  Before the introduction of this tax offset for people of Age Pension age, older Australians providing for themselves in retirement began to pay income tax once their taxable income exceeded the old tax-free threshold of $5,400 per annum.  The low income aged persons tax offset raised the effective tax free threshold for older Australians to $11,185 per annum.  The value of the low income aged persons tax offset was increased as part of The New Tax System compensation measures for the introduction of the GST.

In 2001, the Commonwealth Government again increased the value of the low income aged persons tax offset (now known as the Senior Australians tax offset).  The Senior Australians tax offset is a conditional, income contingent tax offset that functions in a similar fashion to the low income tax offset (that is, it effectively alters the personal income tax scale as it would otherwise apply to taxpayers of Age Pension age).

The value of the Senior Australians tax offset means that qualifying single self-funded retirees and age pensioners have an effective tax-free threshold of $20,000.  These people pay no income tax until their taxable income exceeds $20,000.  The effective tax-free threshold for a couple on equal incomes is $32,612.

In addition, the Medicare levy threshold for senior Australians was lifted from its 1999-2000 rate of $13,550 to $20,000 so that a senior Australian is exempt from the Medicare levy until he or she has taxable income above that amount.

Because the Senior Australians tax offset is more generous than the standard pensioner tax offset, if a person is eligible for both the pensioner tax offset and the Senior Australians tax offset, the latter scheme supersedes the former.  The Senior Australians tax offset treats senior or senior/pensioner couples the same way as the pensioner tax offset treats pensioner couples (that is, it is transferable within the couple), and is abated at the same rate of 12.5 cents (producing EMTR effects equivalent to the pensioner tax offset).
Low income tax offset

Basic information about the low income tax offset is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website).

The low income tax offset has no eligibility conditions other than the level of a person's taxable income.  Also, there is no difference in the level of the tax offset between partnered and single people (which means that low income taxpayers in upper income households obtain the same benefit as a low income taxpayer in a low income household).

The universal, income-contingent nature of the low income tax offset means that its effect is the same as having an altered personal income tax scale.  This is shown in the following tables.

	Actual tax scale for 2003-04 tax year
	
	Effective tax scale for 2003-04 tax year after incorporating the low income tax offset

	Taxable income range
	Tax rate on each dollar in range (%)
	
	Income range
	Tax rate on each dollar in range (%)

	$0 – $6,000
	0
	
	$0 - $7,382.35
	0

	$6,001 – $21,600
	17
	
	$7,382.36 – $21,600
	17

	$21,601 – $52,000
	30
	
	$21,601 – $27,475
	34

	$52,001 – $62,500
	42
	
	$27,476 – $52,000
	30

	$62,500 +
	47
	
	$52,001 – $62,500
	42

	
	
	
	$62,500 +
	47


The key effects of the tax offset are:

· The lowest tax threshold is effectively raised to $7,382.35 for individuals with taxable incomes below $21,600 per annum; and

· EMTRs increase by up to 4 cents over the abatement range.

The abatement range for the low income tax offset overlaps with income support income test withdrawals.  As the low income tax offset is based on taxable income (which includes taxable income support payments), abatement of the low income tax offset 'partially' stacks on top of income support income test and tax withdrawals.  So, under a 40 cents taper in an income support income test (for example), the 4 cents abatement rate of the low income tax offset adds 2.4 cents (that is, 60 per cent of 4 cents) to EMTRs during the abatement range.

As with the abatement methods for other tax offsets, the presence of a reducible taxable income support payment lowers the effective withdrawal rate.  However, this also brings forward the level of private income at which abatement of the low income tax offset commences, and extends the range of private income over which abatement of the low income tax offset occurs.

Medicare levy exemption arrangements

Basic information about the operation of the Medicare levy is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website).

Some groups are exempt from a requirement to pay the Medicare levy, regardless of the level of their taxable income (for example, blind persons).  In addition, low income individuals and families may not be required to pay the levy, or pay some lesser amount.  The low income exemption arrangements are discussed below.

Single people

The low income exemption arrangements make use of an income threshold.  If taxable income is below the threshold, no levy is payable.  If income exceeds the threshold, the levy is 20 cents in the dollar.  Applying the 20 cents rate to taxable income over the threshold means that the levy paid by the person eventually catches up to the amount that would have been paid without the exemption arrangements.  Consequently, the Medicare levy can be characterised as having three phases to its application in the tax system:

· The levy imposes a zero rate on taxable incomes below the threshold;

· The levy imposes a 20 cents rate on taxable income in the 'catch-up' range; and

· The levy imposes its normal 1.5 cents rate on income outside the 'catch-up' range.

The income threshold for the 'catch-up' range is affected by the number of children in a person's care.

Partnered people

As a first step, the arrangements for single people are applied to each member of a couple, and the Medicare levy for each individual calculated as if they were single.  In addition, there is a combined taxable income (or 'family') threshold applied to the household; where combined taxable income is below the family threshold, no levy is paid.  This applies even if the individual taxable income of one member of the couple exceeds the individual threshold.

The family income threshold ensures that no levy is paid by a low income couple regardless of the distribution of income in the couple (resulting in single income couples being treated the same as dual income couples with an identical household taxable income).

These 'family' low income arrangements also operate on a 'catch-up' basis, with the Medicare levy for each member of a couple shading in at an 18.5 cents rate over a 'catch-up' range once household taxable income exceeds the family income threshold.  This 'catch-up' method is separate from the 'catch-up' method for individuals.

For couples with two (or more) children, it is possible for the individual and family 'catch-up' methods to occur simultaneously.  In such cases, this results in a maximum overall 'catch-up' rate of 38.5 cents.

The family income threshold for the 'catch-up' range is affected by the number of dependent children in the household.

The income thresholds for 'catching up' on an unpaid Medicare levy liability for low income individuals and households typically lie inside the range of private incomes where income support is payable.  This means that the 'catch-up' rates can be encountered at the same time as income support (or Family Tax Benefit or Child Care Benefit) is being withdrawn.  As the 'catch-up' on Medicare levy liability is based on taxable income (of which most income support payments form a part), the 'catch-up' rate only partially stacks on top of income support income test and tax withdrawals.  For example:

· Where an income support taper rate is 50 cents, the EMTR effect of the 'catch-up' rate drops from 20 cents to 10 cents (or, in the worst case scenario, from 38.5 cents to 19.25 cents);

· Where an income support taper rate is 40 cents, the EMTR effect of the 'catch-up' rate drops from 20 cents to 12 cents (or, in the worst case scenario, from 38.5 cents to 23.1 cents);

· Where an income support taper rate is 70 cents, the EMTR effect of the 'catch-up' rate drops from 20 cents to 6 cents (or, in the worst case scenario, from 38.5 cents to 11.55 cents).

The tax and social security systems recognise the additional costs of single income families

Dependent Spouse Tax Offset

Basic information about the low income tax offset is presented in 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available from the FaCS website).

Refer to the analysis of Family Tax Benefit Part B below.

Family Tax Benefit Part B

Family Tax Benefit Part B gives extra assistance to single income families, including lone parents, and is especially targeted to families with a child under the age of five.  The following table sets out the current maximum rate of Family Tax Benefit Part B that a single income family can get over and above any entitlement to Family Tax Benefit Part A.

	Maximum rates of Family Tax Benefit Part B

	Age of youngest child
	Per fortnight
	Per annum

	Under 5 years
	$112.00
	$2,920.00

	5 to 15 years (or 16 to 18 years if child is a full-time student)
	$78.12
	$2,036.70


Lone parent families get Family Tax Benefit Part B free of an income test.

Coupled parent families get Family Tax Benefit Part B subject to an income test on the income of the 'secondary earner' in the couple (that is, the person with the lesser amount of income
).  The secondary earner can have income up to $1,824 per annum before the household's Family Tax Benefit Part B entitlement is affected.  The household's Family Tax Benefit Part B entitlement reduces by 30 cents for every dollar of the secondary earner's income over $1,824 per annum.  A household can continue to get some Family Tax Benefit Part B if the secondary earner's income is below:

· $11,559 per annum if the household's youngest child is under 5; or

· $8,614 per annum if the household's youngest child is between 5 and 18.

In couple households, the Dependent Spouse Tax Offset and Family Tax Benefit Part B seek to partly redress the difference in disposable incomes otherwise caused by single income couples not having the benefit of two tax-free thresholds (and the associated lower tax impost).  To equalise the disposable income position of single income relative to dual income households, both the Dependent Spouse Tax Offset and Family Tax Benefit Part B test the 'single income' status of a household by applying an income test to the member of a couple with the lowest level of private income.  Income support received by the lower income partner is counted as income in the Dependent Spouse Tax Offset/Family Tax Benefit Part B 'single income' tests.  There is no income test on the member of a couple with the higher level of private income.

For lower income couples, Family Tax Benefit Part B provides higher disposable incomes to single income households at a given family income because:

· Family Tax Benefit Part B provides single income households with a payment which is larger than the tax advantage enjoyed by dual income households on the same (taxable) income; and

· Over some income ranges, Family Tax Benefit Part B is withdrawn faster than the tax benefit can accumulate where households move toward dual income status.

For a couple with a youngest child under 5, the disposable income is higher for single income families up until family income exceeds around $1,040 per fortnight.  In practice, however, these outcomes are not visible in any but a limited number of cases.  This is because in most cases, low income families will also be receiving income support.

The income testing of social security allowances (the kind of income support typically received by low income working-age couple families) is more generous where both members of a couple are working.  This happens because, where both members of a couple are working, they each benefit from their own income free area and 50 cents taper range under the allowance income test.  If only one member of the couple is working, that member of the couple can access only their own income free area and 50 cents taper range under the allowance income test.  Receipt of income support largely removes the second earner disincentive impacts associated with Family Tax Benefit Part B.

For childless couples, the Dependent Spouse Tax Offset is less generous for single income households than Family Tax Benefit Part B.  This is because the size of the benefit conferred by the tax offset cannot exceed the tax liability of the main earner in a couple.  Where the main earner pays little or no tax, then the Dependent Spouse Tax Offset is commensurately reduced in value.

Baby Bonus

Basic information about the Baby Bonus is available from the Australian Taxation Office website
.

The Baby Bonus is a tax relief measure intended to make the costs of going from two incomes to one income following the birth of a child easier for a household to bear.

The Baby Bonus functions as a variant on income averaging.  Income averaging is a concessionary tax treatment extended to some occupational groups (such as farmers and artists) in recognition of the highly variable character of their incomes from one tax year to the next.  By averaging the taxable incomes of these taxpayers over a period greater than a single tax year, these taxpayers potentially reduce what would otherwise be their tax liabilities for individual tax years, paying less tax overall.  [The discussion of the Baby Bonus that follows relates to the scheme once it has 'matured', that is, once five full tax years have passed since the scheme's introduction on 1 July 2001.]

The Baby Bonus allows a woman who substantially leaves the workforce to have a baby to effectively average her income over five years and claim back some or all of the income tax for which she was liable in the tax year prior to the tax year in which the child was born ('the base tax year').  A woman who has left the workforce to have a baby is able to claim back one fifth of the tax paid for the base tax year up to a maximum of $2,500 for each of the five tax years following the base tax year.  To access a Baby Bonus amount of $2,500 for each of the five tax years following the base tax year, the woman would need to have had a taxable income of $52,666 in the base tax year, and no other taxable income in the five tax years following the base tax year.

To access a Baby Bonus amount of greater than $500 per annum in a tax year following the base tax year, the woman would need to have had a taxable income of greater than $25,000 in the base tax year.  Where a woman has a taxable income less than $25,000 in the base tax year, she is nevertheless able to claim a Baby Bonus amount of $500 in each of the five tax years following the base tax year.

Access to a Baby Bonus amount is not income tested as such, but is dependent on the level of a woman's taxable income in the tax years following the base tax year.  The Baby Bonus amount accessible to a woman is the greater of:

· The woman's taxable income for one of the five tax years following the base tax year divided by the woman's taxable income for the base tax year, multiplied by 1/5th of the tax paid in respect of the base tax year; or

· $500.

Because a woman's access to a Baby Bonus amount in a tax year following the base tax year is income contingent, the Baby Bonus scheme possesses a 'virtual' abatement method that produces an EMTR effect similar to other tax offsets with explicit abatement methods.

For example, a woman with taxable income of $30,000 in the base tax year has an income tax liability of $5,380 for that tax year.  In the tax year following the base tax year, the woman returns to the workforce on a part-time basis and earns $15,000 (giving her a rounded Baby Bonus amount for that tax year of $538).  In the next tax year, the woman increases her level of workforce participation and earns $20,000 (giving her a rounded Baby Bonus amount for that tax year of $359).  The difference between Baby Bonus amounts for the tax years following the base tax year ($179) divided by the difference between levels of taxable income for the tax years following the base tax year ($5,000) adds 3.58 percentage points to the EMTRs faced by the woman in the second of the tax years following the base tax year
.

The Baby Bonus's 'virtual' abatement method has little real impact on EMTRs because a Baby Bonus amount is only available 'cumulatively' (that is, following the end of a tax year), and not in 'real time' (that is, from pay period to pay period).

attachment b: chronology of social security reforms to work incentives for working-age people

	Social security reforms intended to improve work incentives for working-age people - 1980 to the present

	November 1980
	Allowances

Income test free area set at $6 per week; introduction of 50 cents taper rate on private income between $6 and $50 per week, then 100 cents taper rate on private income above $50 per week.  (For 16-17 year olds, the 50 cents taper rate was applied to private income between $6 and $40 per week.)

	November 1982
	Allowances

Income test free area increased to $10 per week; 50 cents taper rate on private income between $10 and $60 per week, then 100 cents taper rate on private income above $60 per week.  Same income test applied to allowees of all ages.

	May 1983
	Family assistance

Family Income Supplement (FIS) introduced to assist low income families not in receipt of a pension or allowance.  The maximum per child rate of assistance was equal to allowance add-on for a dependent child ($10 per week).  Maximum rate of FIS received where average 'ordinary' family income in the previous four weeks did not exceed the income limit for a health care card.  50 cents taper rate on 'ordinary' family income above health care card income limit.

	March 1984
	Allowances

Income test free area increased to $20 per week; 50 cents taper rate on private income between $20 and $70 per week, then 100 cents taper rate on private income above $70 per week.

	May 1986
	Allowances

Income test free area increased to $30 per week; 50 cents taper rate on private income between $30 and $70 per week, then 100 cents taper rate on private income above $70 per week.

	July 1987
	Separate income test on Rent Assistance (RA) abolished for pensioners and allowees.

	November 1987
	Pensions

Earnings credit scheme introduced.  Pensioners permitted to 'save up' unused portion of their pensions income test free area to a maximum value of $1,000.  An earnings credit 'balance' would offset against earned income on a dollar-for-dollar basis (thereby preventing each offset dollar of earned income from having any income test effect).  A pensioner's earnings credit ceased to offset against earned income once their 'balance' reached zero.

	December 1987 
	Allowances

Allowance income test applied on a fortnightly rather than a weekly basis.

Family assistance

FIS replaced by a new payment known as Family Allowance Supplement (FAS) with more generous income limits than those applying for FIS.  Two-tier payment structure created, with FAS providing additional assistance to low income families, and Family Allowance (FA) providing a 'minimum' rate of assistance to middle and upper income families (as well as low income families).  Maximum rate of FAS received where, for one child, average 'ordinary' family income in the previous four weeks did not exceed an income free area of $300.  An additional $12 of 'ordinary' family income per week was disregarded for each child after the first.  50 cents taper rate on 'ordinary' family income above the applicable income free area.  FAS recipients only required to notify increases in 'ordinary' family income of more than 125 per cent of their previously notified income.  Recipients of FAS were also eligible for RA of up to $15 per week if they had children under 16.

	September 1990
	Allowances

Introduction of earnings disregard of $30 per fortnight for each member of a couple.

	January 1993
	Family assistance

FAS, dependent child add-ons to pensions and allowances and FA were amalgamated into an integrated family assistance payment structure.  Additional Family Payment (AFP) provided additional assistance to low income working or income support recipient families, with Basic Family Payment (BFP) providing a 'minimum' rate of assistance to most families (including low income working or income support recipient families).  AFP was not withdrawn during waiting, suspension or deferment periods as pension or allowance dependent child add-ons had been.  The maintenance income test was applied to AFP, Guardian's Allowance (GA) and RA, but not to pensions or allowances.  RA and GA were paid as an add-on to AFP rather than to pensions or allowances.

	September 1993
	Allowances

Introduction of earnings disregard of $30 per fortnight for single recipients.  Increase in earnings disregard for each member of a couple to $50 per fortnight.

	March 1994
	Allowances

Opening up of the earnings credit scheme to allowees.  Allowees permitted to build up an earnings credit 'balance' to a maximum value of $500 at the rate of $90 in each fortnight without precluding earnings for singles, and $80 in each fortnight without precluding earnings for members of a couple.

	September 1994
	Allowances

Introduction of Partner Allowance, with continuation of joint income testing.

	July 1995
	Allowances

Earnings disregards abolished, giving rise to a standard $60 per fortnight income test free area and earnings credit accrual method for singles and members of a couple.  50 cents taper rate on private income between $60 and $140 per fortnight, then 70 cents taper rate on private income above $140 per fortnight.  Each member of a couple made individually subject to the relevant income support income test.  For allowee/allowee couples, joint income testing is replaced by sequential income testing (whereby a person's private income above the personal allowance income test cut-out (known as 'partner excess income') reduces their partner's allowance by 70 cents for each dollar of partner excess income).

	March 1996
	Allowances

Depletion of earnings credit limited to $100 in any given fortnight, allowees now able to access their earnings credit 'balance' where fortnightly income before application of the earnings credit would preclude payment and simultaneous accrual and depletion of an earnings credit 'balance' permitted.

	March 1997
	Earnings credit schemes for pensioners and allowees abolished.

	July 2000
	Allowances

Allowance income test free area increased to $62 per fortnight.

Pensions

Income free areas increased by 2.5 per cent, and income test taper rate reduced from 50 cents to 40 cents.

Family assistance

Assistance to families delivered via the tax and social security systems simplified from 12 forms of assistance to just 3.  Allowance income test and family assistance income tests 'unstacked'.  Family assistance income test taper rates generally standardised, and reduced from 50 cents to 30 cents.

	September 2003
	A Working Credit is to be introduced for pensioners and allowees.  This will encourage pensioners and allowees to take up full-time, substantial part-time or irregular casual work by allowing them to keep more of their income support payment while working.
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endnotes


� This submission uses various key terms and phrases to talk about issues relating to the Inquiry's terms of reference.  Definitions of these terms and phrases can be found in the 'Glossary of Terms'.


� Disposable income reflects the impact of income test and tax withdrawals from overall income, but typically does not include fixed costs of working (that is, costs which stay the same as the number of hours worked changes, such as uniform expenses) or variable costs of working (that is, costs which change as the number of hours worked changes, such as child care or transportation expenses).


� This period includes the formal notification of the individual's obligation and the start of the process leading to the additional activity.


� The Self-Sufficiency Project offers earnings supplements to single parents who have been receiving social assistance for at least a year on the condition that, within one year of being selected for the program, they exit welfare for full-time work.  The supplement is paid directly to the participants in the form of monthly cash payments in addition to their earnings.  The supplement can be received for up to three years, as long as the participants continue to work full-time and remain off income support.


� Dilnot & MCCrae (2000) found that the availability of appropriate and affordable child care is often identified as a significant barrier to work, particularly for lone parents.


� Every increase in private income that causes a reduction in a person's non-taxable social security payment results in an increase in that person's taxable income equal to the increase in private income.  For example, if a person earned a dollar of private income that reduced a non-taxable social security payment by 70 cents, the increase in taxable income would be a dollar.  The relevant marginal tax rate (MTR) would apply to the whole dollar of private income.  So, if the relevant MTR was 17 cents, the effective marginal tax rate (EMTR) on a dollar of private income reducing a non-taxable social security payment under a 70 cent taper would be 87 cents (70 cents + 17 cents).  In the example, a 5 cents reduction in the MTR would yield a 5 cents reduction in the EMTR.


� Every increase in private income that causes a reduction in a person's taxable social security payment results in an increase in that person's taxable income that is less than the increase in private income.  For example, if a person earned a dollar of private income that reduced a taxable social security payment by 70 cents, the increase in taxable income would be only 30 cents.   The relevant marginal tax rate (MTR) would apply to the 30 cents increase in the person's taxable income, not the dollar increase in the person's taxable private income.  The effective tax rate (ETR) on the increase in private income would be 30 cents (expressed as a decimal) multiplied by the MTR (let's assume a 17 cents MTR, expressed as a decimal), giving an ETR of 5.1 cents in this case.  In the example, a five cents reduction in the MTR (a very significant reduction of 29 per cent) would yield only a 1.5 cents reduction in the ETR (and therefore the effective marginal tax rate or EMTR).


endnotes


� An average tax rate is the amount of income tax levied on a level of taxable income divided by that level of taxable income and expressed as a percentage.


� A marginal tax rate is the tax rate applying on the next unit of increase in taxable income.


� A measure of an individual's income net of certain costs incurred in obtaining it.


� In the Australian tax system, the progressive orientation of the income tax scale is about achieving vertical equity between different taxpayers according to the level of their taxable income.


� In the Australian tax system, concessional deductions are about achieving horizontal equity between taxpayers who have incurred the same costs in obtaining income (for example), irrespective of the level of their taxable income before or after application of a concessional deduction.


� Transferability of tax offsets may occur in income tax systems that use the individual as the unit to be taxed.  Transferability of tax offsets targeted to individuals may be used to address differences in the taxable capacity of an individual who is member of a couple or family as compared to another individual who is not a member of a couple or family.


� Tax offsets targeted at achieving vertical equity between two or more groups of taxpayers are generally abatable.  Conversely, tax offsets targeted at achieving horizontal equity between two or more groups of taxpayers are generally non-abatable.


� The dynamically or statically set maximum value of a non-abatable tax offset is the value of that tax offset to an individual or family (as the value of the tax offset cannot reduce below its maximum value).


� Abatement methods can sometimes feature a measure of income other than taxable income.  For example, the Dependent Spouse Tax Offset uses a measure of income called 'separate net income' that includes some types of non-taxable income.


� The URL is http://www.facs.gov.au/internet/facsinternet.nsf/aboutfacs/programs/tax-facsontax.htm.


� 'FaCS on tax: Taxation, social security and family assistance for 2002-03' (available at http://www.facs.gov.au/internet/facsinternet.nsf/aboutfacs/programs/tax-facsontax.htm) lists the social security allowances to which the beneficiary tax offset relates.


� A tax year is an annual period beginning 1 July and ending 30 June in the following calendar year.


� The beneficiary tax offset's 'virtual' abatement method is not encountered by individuals in 'real time' because the beneficiary tax offset is only available following the conclusion of a tax year.  It is therefore unlikely that the beneficiary tax offset's 'virtual' abatement rates have any effect on work incentives in 'real time'.


� The formula for working out the 'virtual' abatement rate(s) for the beneficiary tax offset given (a) any income test taper rate and (b) any marginal tax rate is:


TR * MTR


where:


TR = the taper rate under which social security allowance income is reducing (expressed as a decimal); and


MTR = a marginal tax rate applying at the same time as a given taper rate (expressed as a decimal).


� Including any notionally unused tax offset of a partner who receives a non-taxable pension, such as Disability Support Pension.


� The measure of income used under the family assistance law is 'adjusted taxable income'.  Adjusted taxable income is the sum of taxable income, tax free pensions or benefits, adjusted fringe benefits values, target foreign income amounts and net rental property losses, from which child maintenance expenditure is subtracted to give a final figure.


� The URL is http://www.ato.gov.au/content.asp?doc=/content/Individuals/22338.htm&bn=AS/IN/PT/PT01/A


� Depending on the level of a woman's taxable income in the base tax year relative to a later tax year, the Baby Bonus's 'virtual' abatement method generally adds between 3.5 and 5 cents to the woman's EMTRs.
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Figure 1: Structure of an earned income tax credit
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