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INTRODUCTION

Benefit dependence amongst working-age adults is one of the key social policy issues of our times. The growth in numbers dependent on the state is now a pressing problem in almost all developed countries with significant welfare states. It is widely seen as reducing output levels, draining public resources into what the Māori Economic Summit called "negative funding", and marginalising significant and substantial groups in the population.

The problem seems to have crept up on governments while the attention of policy makers was focused elsewhere. Arguments about causes are still alive, but a consensus is now beginning to emerge about the range of options open to governments to reverse the trends.

This paper summarises the issues and sets out the nature of the options open to government.

growth in beneficiary numbers

A characteristic of most advanced economies with significant welfare states in recent decades has been the growth in the proportion of the working-age population who are benefit dependent. By "benefit dependent" is meant reliance for long periods on social security or social insurance income transfers rather than employment or self-employment (or on support from other family members) as the principal source of support for the individual or household unit concerned. By "working age population" we are referring to people in the age groups who would normally be expected to be economically self-supporting. For most OECD countries this covers an age range from the late teens to the mid sixties. The exact boundaries of the workforce age group vary from country to country depending on educational policies and pensionable retirement ages.

In itself, receipt of a social welfare benefit does not necessarily represent benefit dependence, in the sense used in this article. Some people are disabled to a degree where it is not reasonable to expect them to support themselves, and others have personal and family circumstances which create similar problems. Many other people receive such assistance as a short-term and transitional measure. However, there also tends to be a correlation between growth in total beneficiary numbers and longer-term reliance on the benefit system.

Growth in beneficiary numbers has taken two principal forms. The first consists of the formally unemployed. The second involves a range of other income support programmes formally set up for other purposes, some of which in varying degrees seem to contain elements of disguised unemployment. Other elements appear to reflect social changers not directly linked to the employment situation.

Figure 1
Income-tested Benefits in Force in New Zealand 1960-1995

[image: image1.jpg]Figure 1 Incometested Benefits in Force in New Zealand 1960-1995

40,000
350,000
300,000
250,000
200000
150,000
100,000

50,000

o

i § & E 1

1. Unempioyment Benefit (8) includes stndard, 55, Jb Search Alowanc, Independent Youh Beneit and emergency
unemploymentbeneis

2 Dmestic Purposes Benei (O7) icudes emegency mantenance alcwances. Emergncy benefts orGomestic puposes
Rave baenincucde fom 19690 1974 The sattry 0P was intouced i November 1973

3 Emergency scknessbenes e icuded i Sckness Benet/ Il el

A8 ncome eted benes” ncludesUnemploymen, Domest poss, Scknessand s B, spciied aboe, 5
e as Wickows,Taring and Tansiona etrement Bnef.

1975

1085
1990
1995

Souce: DSW Amnusland Sttt Information epors.




New Zealand has, in many ways, a classic problem of benefit dependence. The number of adults of work force age in various forms of income support is around 350,000. This is equal to over 15% of the population aged 15 to 59. Excluding students, but adding back dependent spouses, the figure is closer to 20% of this age group. For the Māori population, and also for Pacific Islands people, the ratios are even higher than this. The total includes more than a quarter of all households with children, and over 80% of female sole parents. Benefit costs (excluding Superannuation) represent about 5% of GDP. The aggregate numbers of adults on income support is more than 10 times the level of 30 years ago, although the population has grown by less than 40% in the period. Less than half are people receiving unemployment benefits.

Despite the economic boom of the past three years – and despite the earlier impact of the 1991 benefit cuts and tightened conditionality – beneficiary numbers have fallen only slightly. The numbers on income-tested benefits fell by only 1% in 1993-94 and 2% in 1994-95. They rose again by 2% in the 12 months to December 1995.

Figure 2
Percentage of Population Aged 15-59 Receiving Income-tested Benefits Census Years 1961-1991
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Unemployment

Unemployment formally recognised as such as been a persistent problem in most advanced economies since the oil shocks of the 1970s signalled the end of the long economic boom which followed World War II. In most of the European community countries in particular, unemployment rates have been 10% plus for more than a decade. Elsewhere the pattern has been more variable but with the possible exception of Japan, most other developed countries have experienced unemployment levels which have averaged significantly higher than in earlier reference periods.

In the OECD area in 1995 there were 35 million unemployed, compared with an average of less than 10 million in the first two decades after World War II (OECD 1994:Part I p1).

Figure 3
Unemployment in the OECD Area 1950-1995
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Other Benefits

The second area of growth in beneficiary numbers has been in a mixed bag of other types of benefits or forms of social assistance which officially have purposes other than support of people in unemployment. These can be grouped into several categories.

(i)
Early retirement schemes where income support is paid prior to full retirement pension age being reached. These schemes take a variety of forms, some of which may be linked to specific industrial redundancies, others being more general. The New Zealand Transitional Retirement Benefit introduced in April 1994 could be said to fit within the latter sub-category. Expansion of early retirement schemes was one of the devices used to deal with the early onset of rising unemployment in many European countries in the late 1970s and early 1980s. The view at the time was that this would free up jobs for young people Subsequent debates on the subject have seen a shift in views. For example the OECD Jobs Study noted that continuation of such "non-neutral" policies would further raise "the old age dependency ratio and the financial burden on active members of the population" (OECD 1994: Part II p87).

(ii)
Incapacity schemes covering sickness, invalidity, accidents, or occupational injuries or diseases. The Dutch Disability and Invalidity pension schemes, which pay benefits to people now numbering the equivalent of around 15% of the full-time employed work force is the most spectacular example of growth in this area. Since the 1994 peak, the Dutch authorities have been introducing stricter policies to reduce beneficiary numbers.

(iii)
Sole parent assistance, where the interplay of social and economic elements affecting both sole parenthood and benefit take-up sustains an ongoing debate on causality, including whether the benefit system itself has played a role in the growth in numbers.

(iv)
At the margin, a variety of retraining, and special employment schemes where the participants are not formally counted as unemployed but are in effect supported by publicly financed transfers.

Why Have Benefit Numbers Grown?

Explanations put forward for the growth in the numbers supported by welfare benefits in many advanced countries can also be grouped into four sets of categories:

· inadequate growth in the real economy;

· malfunctioning of the labour market;

· social changes in attitudes and behaviour; and

· the impact of the benefit system itself.

While these causes are not necessarily mutually exclusive, they appear to have varying degrees of relevance to the different components of growth in benefit numbers in different countries.

FALTERING ECONOMIC GROWTH

During the three decades after World War II the group of developed countries which now constitute the OECD membership experienced a period of very rapid trend growth. Output grew at 4% plus in most of the countries. Some individual economies (Japan, West Germany, Italy) grew much faster than this. Even the laggard economies, such as that of the UK, generally managed to stay on a 2-3% real growth track. Employment levels rose and unemployment trended down to very low levels despite growth in the labour force.

The end of those decades of record prosperity and growth came most visibly after the oil shocks of 1973-74 and 1979/1980. However, other indications suggested that even in the absence of the oil shocks the aggregate growth rates in the Western economies would have slowed down. The high growth spurt contained a number of special features, such as post-war reconstruction and a technological "catch up" by Europe and Japan with North America. Other special factors included rapidly expanding demand for the production of the main industrial economies, cheap prices for natural resources, and fuller utilisation of the available skilled labour forces. The impact of most of these factors in boosting growth rates was bound to reduce over time.

Conversely, by the 1970s the existing developed countries were facing increased trade competition from newer industrial economies on the external front, and an increasing shift to a "services economy" domestically, with lesser visible productivity growth. There also seemed to be an economic "hardening of the arteries" in a number of developed countries, manifested in less flexible and responsive economic structures and rising tax and public expenditure ratios.

The varying fates of different national economies during the past two decades of general economic slowdown also give material for thought. Some managed a respectable 2 or 3% plus trend, perhaps more in line with longer-term growth potential than were the more spectacular figures achieved during the boom. Other national economies such as that of New Zealand floundered with consequences that ultimately led to more drastic economic remedies being tried. In virtually all developed countries unemployment levels rose, and the numbers on unemployment and other benefits mushroomed.

The varying explanations for the growth slowdown picked up elements of the economic debate which accompanied the economic depression of the 1930s. At that time three main schools of thought were in evidence amongst economists. The Keynesian view was that the main driving force was the level of effective demand for output. The classical school, represented by Pigou, focused on the clogging up of the wage and price adjustment system. The school of Schumpeter focused on the impact of waves of technological innovation in the international economy, and associated investment waves.

Proposed solutions flowed from the analytical assumptions. The Keynesians proposed demand management (in this case demand expansion) through fiscal and monetary policies. The classical school opted for measures to allow price and wage adjustments to take place more promptly, including the abolition of trade restrictions. The policy options deriving from the Schumpeterian analysis were less clear, but could perhaps be held to include institutional and training arrangements to facilitate the adjustment of the labour force to changing patterns of demand.

The chapter has not closed on the role of longer-term trends in economic growth as a major cause of the changed trend in unemployment nor on the reasons for these changes in growth trends. Apart from the theories listed, a variety of other contributory factors have been suggested. One which is relevant to the topic area is the statistical evidence that most developed countries have seen the share of public infrastructure spending fall as spending on income transfers has arisen. Another debate has focused on the growth costs of regulation.

Since the 1970s the search for ways to improve growth performance has shifted away from attempts to expand real demand by fiscal and monetary expansion of the Keynesian variety. In its place has come a neo-classical focus on restructuring and policies and measures to increase the flexibility and efficiency of national economies. The New Zealand economic reforms in the decade after 1984 were perhaps the most spectacular example of this, but had parallels in virtually all other developed countries.

why did labour markets not adjust?

The second major set of explanations for rising unemployment saw the problem emanating principally from failure of labour markets to adjust to changing conditions. In terms of classical economic theory, long periods of high unemployment should not exist in a properly functioning economy because the market forces of supply and demand should bring labour markets back into balance. However in many developed countries high unemployment levels have persisted for 20 years or more. Unlike the situation of the 1930s, the high levels of unemployment in many OECD countries cannot be blamed on a cumulative economic collapse. Despite unemployment, output levels have trended up and trade has expanded. Further, there is a distinct difference visible between the "European" pattern of "institutionalised unemployment" – where employment levels have stagnated – and the US model where here has been large employment growth, often in low-paid service jobs. Accordingly, the institutional structure of the labour market itself came under the policy spotlight as a major source of the problem.

Before commenting on alternative explanations for the labour market disequilibrium, and the policy options they lead to, it is useful to note one other striking feature of labour markets in many western economies. This is the decline in demand for unskilled and semi-skilled manual work of the sort that once provided a large proportion of employment, particularly for males.

The reasons cited for this relative decline are various. Technical change (e.g. mechanisation), trade competition from third world countries, domestic demand shift to the services sector, increased consumer sophistication, and a variety of other factors may be cited. However, the consequences tend to show up in two ways:

(a)
high rates of unemployment amongst the low-skilled; and

(b)
relative and sometimes real reductions in wages for the unskilled.

The appropriate policy responses to this shift are less obvious. Over the longer term, the requirement is to upskill the potential work force by appropriate education and training policies. This has in fact been the longer-term trend in all developed countries. But what to do in the shorter term is more problematic.

While unemployment has generally been worst amongst the low-skilled, it has also been prominent amongst other labour force groups.  This development is less amenable to a structural skill disparity argument.

Labour market responses to the persistence of high unemployment embody a series of different explanations as to why supply and demand for labour seem to be in ongoing disequilibrium.

With a certain amount of over-simplification these can be grouped into three schools: the neo-classical, the structuralist, and the post-Keynesian. These lead respectively to policies of deregulation aimed at achieving labour market balance, active labour market policies aimed at changing labour supply composition, and incomes policies aimed at expanding the real demand for labour. A fourth "pragmatist" approach tends to lead to expansion of alternative benefit systems to reduce labour supply. Some government have also resorted to protectionism in an attempt to stem job losses.

Letting Supply and Demand Equate – The Neo-Classical Model

The neo-classical approach lays the main blame for the employment disequilibrium on the highly regulated institutional structure of the labour market itself. More particularly it sources the problem in the actions of employers, unions, and Government in setting wage rates and non-wage labour costs such as fringe benefits or employer funded pension schemes at levels above market-clearing rates. In the wages case, the problem is often seen as being one where wages set in the more profitable (and often protected) sectors or enterprises are then generalised to the rest of the economy. In addition public policies are seen to reinforce this imbalance by measures such as too-high minimum wages, para-fiscal levies and regulations which add to non-wage labour costs, and the creation of high "reserve wages" by the benefit system.

The neo-classical solution consists of labour market deregulation to allow supply and demand to produce equilibrium (and generally lower) wages. Similarly, tax reform aimed to shift the fiscal burden of government-imposed non-wage labour costs (e.g. employment-based levies or contributions) away from employment to other tax bases (e.g. expenditure). This may be accompanied by cutbacks in the programmes or benefits previously being financed.

The neo-classical model also involves lower benefit/wage ratios to reduce "reserve wages".

In general, the neo-classical model is the one New Zealand has followed, notably with the Employment Contracts Act 1991 and counterpart deregulation elsewhere in the economy. The non-wage labour cost issue is of minor importance in New Zealand compared to the situation in Europe where non-wage labour costs may make up 30 to 50% of total wage costs. Most New Zealand discussion has focused on wage costs and their impact on job creation.

A loose issue in the neo-classical model is that of the appropriate public policy response when "market-clearing" wage rates turn out to be lower than the amounts needed to sustain households at adequate and acceptable standards of living and to provide for the adequate upbringing of the next generation. This issue will be returned to later. A linked issue is the potential growth in income inequality.

Adjusting Labour Composition to Demand –

Active Labour Market Policies

The "Scandinavian" Structuralist or Active Labour Market model assumes that the main cause of disequilibrium in the labour market is the lag between labour skill or location adjustment and continuously changing labour demand. Unlike the neo-classical model, no general disequilibrium between labour supply and demand is necessarily assumed, but imbalances for particular occupations and regions are identified. The evidence for a structural disequilibrium would include the co-existence of unemployment and significant numbers of unfilled job. Because large income adjustment effects are not desired, the alternative is to seek to reskill dislocated workers.

The public policy response generated by this approach is thus an interventionist one. If demand for some types of labour skills falls because of technological change, or shifting demand patterns, then the displaced labour force needs to be reskilled or relocated. Accordingly, the public authorities step in with education, retraining, and relocation assistance to help displaced workers.

In one sense all counties where there is publicly funded education and training could be said to have a type of long-run active labour market policy. In the more specific sense of reskilling those already well established in the workforce, large scale active labour market policies have a lesser support base, being most characteristic of the Scandinavian countries, particularly Sweden.

Active labour market policies tend to be fiscally expensive and to impose heavy burdens when the numbers involved become large. The experience of Sweden in the 1990s suggests that active labour market policies can only adequately cope with displaced labour supply equal to a small percentage of the labour force. When unemployment levels rise greatly above this level, the system gets swamped and the "retrained" often remain unemployed. The emergence of unemployment at recent Swedish levels suggests that factors other than labour supply composition have come to dominate the Sweden labour market disequilibrium, at least in the more recent period.

A variant form of active labour market policy in the past was that of Switzerland, which recruited foreign workers during boom periods, but sent them home again when the job market became more difficult. This option has become more difficult for the Swiss as foreign workers have acquired residence rights.

New Zealand has made some use of Active Labour Market Policy in the recent period, notably job training schemes for the unemployed and various forms of subsidised or special employment.

Adjusting Demand to Supply –

The Employment-Related Incomes Policy Approach

The third approach to unemployment – that of incomes policies – springs from a post-Keynesian analysis which merges the older Keynesian emphasis on real aggregate demand with a new focus on problems of price and wage determination. When related to employment objectives, the policy aim is to adjust aggregate real labour demand upwards to match labour supply.

In practice incomes policies in the form of wage and price controls have been introduced for a variety of reasons. The aim has variously been to suppress inflation, to redistribute income, or to protect employment. In general, the anti-inflation objective rather than the employment impact has been the dominant motive. However the core of "employment-related" incomes policies consists of measures to hold down wage costs to allow expanding monetary demand to be reflected in higher output and employment rather than higher wages and prices. In this sense the incomes policy approach postulates both labour market disequilibrium and underutilised productive capacity s linked causes of the problem of rising unemployment.

Underlying the incomes policy approach which grew out of post-Keynesian economic analysis is the assumption that existing labour market institutional arrangements will push wage costs above market-clearing levels. To this degree the neo-classical and incomes policy analysis share some joint conclusions, but they diverge on strategy. However, a more specific assumption which comes from the earlier Keynesian background is that there is underutilised productive capacity in the economy. Hence, there is a "win-win" outcome possible by agreement between social partners, or at least a public good to be gained by government imposing an incomes policy solution.

Incomes policies have gone out of fashion in most countries in recent years. In practice, few countries have been able to sustain them (the exceptions perhaps have been Austria for a very long period and Sweden somewhat earlier and Australia currently). It becomes clear over time that the stronger unions are being asked to accept lower wages and conditions than they could expect to achieve by direct bargaining with employers. Key business groups also find price and profit controls unacceptable. On the other flank, income policies have been criticised by neo-classical analysts for only playing with the problem. According to this view, if it is the institutional framework of the labour market which is the cause of the problem, then it should be deregulated so that the problem is solved at its source. Supporters of incomes policies counter that their approach tends to limit income inequalities and cushion labour market adjustment.

Reducing Labour Supply to Match Demand –

Institutionalising the Disequilibrium

The fourth approach could be called "institutionalising the disequilibrium by reducing the labour supply". This approach, sometimes called the European pragmatic approach, consists of using a variety of public income transfer programmes to remove people from the official labour force in an attempt to close the supply-demand gap. As noted earlier, this consists of transferring potential workers into other schemes – early retirement, invalidity and incapacity, sole parent benefits, and "training" schemes which seldom lead to actual employment. Make-work schemes in the public sector and subsidised jobs in the private sector may also form part of this model. While recognising a disequilibrium in the labour market, the approach assumes that more direct remedies to this problem are likely to be politically unacceptable. Hence something else has to be done to keep down visible unemployment. Of all the approaches, this appears to have the largest long-term welfare losses. Output is lowest, the tax burden is highest, and in practice it differs only in political perception from having higher levels of open unemployment. However, income distribution may be less unequal than in the neo-classical model.

Changing the Composition of Labour Demand – Protectionism

For completeness, we note that a fifth theoretical option exists. This consists of using import controls, tariffs, and subsidies to prop up otherwise unviable industries which are large users of unskilled and semi-skilled labour. For an initial period at least this approach will tend to boost labour demand, more particularly for the categories of workers who are at least employable in the evolving modern economy.

The protectionist approach is out of favour amongst most economists because it comes at high cost. It tends to reduce average industrial productivity in the economy, and to lock the industrial structure into industries which have no long-run future. It is also incompatible with full participation in the international trading economy. However, governments are often tempted into the protectionist response because of the short-term job impact.

Trade-offs between short- and long-term consequences are often unpleasant, particularly as people may get the wrong long-term signals from temporary policies. A case in point is the whole generation of New Zealand workers who left school at age 15 without qualifications in order to take up the then plentiful supply of well-paid unskilled jobs in the protected manufacturing sector. After economic restructuring many of these people found themselves with declining real income prospects and enhanced probability of being unemployed.

Comparative Impact

Table 1 contrasts the impact of the first four labour market approaches on the assumption that each approach is an accurate diagnosis. It should also be noted that the medium term time frame used in this analysis of the impact of policies might be contested. For example, advocates of active labour market policies would argue that long-term output is highest under their approach because of enhanced labour productivity.

Table 1
Comparison of Four Labour Market Approaches

	
	Neo-classical Deregulation
	Active Labour Market Policy
	Incomes Policy
	Reducing Labour Supply

	Output levels (medium term)
	High
	Relatively High
	Relatively High
	Lowest

	Unemployment levels (medium term)
	Low
	Low
	Low
	High, partly disguised

	Short-term disruption effects on labour market
	Major
	Low
	Variable
	Low

	Inequality in market incomes before transfers
	Highest
	Moderate
	Moderate
	Moderate

	Fiscal costs (after transition)
	Low
	High
	Low
	Highest

	Scale of ongoing government intervention
	Low
	High
	High
	Variable


It would appear that institutionalising the disequilibrium has had attraction to governments because it has had the least initial political cost, and the least visible disruption. In the longer term, it generates the largest ongoing problems, including entrenched benefits dependence.

THE IMPACT OF SOCIAL CHANGE

So far the analysis has looked at the general economy or at the labour market. A third perspective on the growth of beneficiary numbers is the contention that in developed countries social attitudes and behaviour have shifted to a degree where many people would prefer to be dependent on public assistance rather than accept relatively lowly paid jobs or support from other family members. The linked causes are said to be a decline in the work ethic and a decline in family cohesion.

As a generalisation the alleged decline in the work ethic is problematic. Labour force participation rates have risen in many areas, notably amongst married women though they have fallen amongst men. Surveys of beneficiaries have shown that most would prefer to be employed, and see a positive value to their self-image from having a job though expectations about the type of job they might obtain are not always realistic. Further, it is not clear where the often unsourced claims that "you are better off on a benefit than working", come from; i.e. from beneficiaries or from other groups. Overall, it is debatable that there has been a general decline in the work ethic, though it may be so with some sub-groups within the population.

In the family structure area the conclusion that social values and behaviour have changed seems to fit at least one dimension of the New Zealand situation. Such changes seem to lie behind the growth in number of beneficiary sole parents. From only 17,000 in 1975 the numbers on Domestic Purposes Benefit have risen to over 100,000 in 1996. While some of the rise can be explained by demographic factors, much appears to reflect changes in attitudes to marriage, marriage dissolution, non-marital pregnancies, and single mothers retaining their babies. There has also been a down-trend in sole mothers working in paid employment, in contrast to the reverse trend amongst married mothers. Now, more than one family in four with dependent children is supported primarily by state benefits rather than by a parent or parents in paid employment. Amongst female sole parents the ratio is over 80%. The numbers of such beneficiaries have continued to climb despite improving employment conditions over the past three years.

The increased rate of family break-up which may also be viewed as the increased unwillingness of women to remain in unsatisfactory marital situations – and the increased social acceptability of either partner walking out of the relationship – seems to extend across t the social scale. To this extent it is a phenomenon primarily driven by social change. However the likelihood that the families affected will end up on public assistance tends to be most marked amongst the low skilled. This has led some commentators to argue that there is a strong economic element in the trend. The cited economic factors include the low earnings potential of fathers who are unskilled workers, financial stress on low-income households with children, unemployment and the limited earnings potential of many sole parents in relation to benefit levels.

THE BENEFIT SYSTEM

The fourth area identified as a potential major causal factor in benefit dependence growth is the impact of the benefit system itself. More specifically, the benefit or income support systems in many OECD countries are often said to have the following undesirable characteristics.

(a)
Too-high income replacement ratios

(b)
Built-in disincentives to earn

(c)
Lack of effective support for low-income workers

(d)
Soft conditionality

(e)
Inadequate administration.

a. Replacement Ratios

Technically, a replacement ratio is the proportion of income from work that is "replaced" when a person is not in normal employment but is instead receiving a benefit or some other form of income transfer from the public sector or insurance funds. For example, if a person receives half their previous wage when unemployed, the "replacement ratio" is 50%. Normally these ratios are expressed by taking net benefit as a percentage of net wage.

Generalisations about replacement ratios are complex because of the different systems which apply in each of the OECD countries.

(i)
Most countries relate payment rates to previous earnings at least for the unemployed. A few, including New Zealand, have flat-rate benefits which do not reflect previous earnings. The latter type of system means that replacement rates can be moderate or low on average, but high for some groups – e.g. the unskilled.

(ii)
Some countries (e.g. New Zealand) pay supplements which reflect family composition. Others – characteristically those based on social insurance contributions – relate payment only to previous earnings.

(iii)
In some systems payment rates "step down" over time, and entitlements reduce or end as unemployment or social insurance entitlements are used up – with the lowest tier safety net usually being some form of residual social assistance.

(iv)
There may be varying rates of entitlement to other supplementary assistance.

(v)
Replacement rates may vary according to the nature of the benefit – with different rates for the unemployed, sick, invalids, accident victims, and sole parents.

Some countries (e.g. the Scandinavian group) have very high replacement ratios for most situations. Others such as New Zealand have a very variable situation, with high replacement rates for some categories of people, and relatively low ratios for others.

The variability of New Zealand replacement ratios is illustrated by the following table which illustrates the position prior to the 1996 tax and family assistance changes. Replacement rates vary according to benefit type and family category. They also vary according to whether the comparison is done with male, female, or minimum wages.

Generally, New Zealand replacement ratios are low for single adults, but high for couples with children and sole parents. If the comparison is with minimum wages, then some of the replacement ratios operating in 1995 exceeded 100%, at least prior to top-up Guarantee Minimum Family Income payments for full-time wage earners.

Table 2
New Zealand Benefit-Wage Replacement Ratios – August 1995

	Benefit category

BENEFIT AS A PERCENTAGE OF:

	
	Average Male Wages

(AOTW)
	Average Female Wages

(AOTW)
	Minimum Adult Wage

	1.
Unemployment Benefit

Single Adult 18 to 24

Single Adult

Married Couple – No Children

Married Couple with Children

Sole Parent – 1 child

Sole Parent – 2 or more children
	23.7

28.4

47.4

50.3

40.7

44.4
	30.3

36.3

60.6

64.4

52.0

56.8
	57.0

68.5

114.1

121.2

98.1

107.0

	2.   Widows and Domestic Purposes Benefit

Sole Parent – 1 child

Sole Parent – 2 or more children

Women Alone
	40.7

44.4

29.6
	52.0

56.8

37.9
	98.1

107.0

71.3

	3.
Sickness Benefit

Single 18 to 24

Single Adult

Married Couple

Sole Parent – 1 child
	28.4

29.6

53.8

40.7
	36.3

37.9

68.8

52.0
	68.5

71.3

129.7

98.1

	4.
Invalids Benefit

Single 18 to 24

Single Adult

Married Couple

Sole Parent – 1 child
	35.5

35.5

59.2

46.7
	45.4

45.4

75.7

59.7
	85.6

85.6

142.6

112.4

	Note:
1.The Average Wage figure is the average ordinary time weekly wage, calculated separately for males and females, net of tax. GM is not included.


2.
Benefit rates are basic benefits, and exclude Family Support and Supplementary Assistance.


Source: Social Policy Agency

In principle, systems with high replacement ratios are likely to develop substantial benefit dependence problems. Work itself involves costs (e.g. travel, appropriate clothing, childcare), and when all these costs are deducted there may be little or no margin between earnings from work and staying on a benefit. In practice the correspondence between high replacement ratios and long-term benefit dependence does not seem to be absolute, as a variety of other factors also come into play. New Zealand's experience in the wake of the 1991 benefit cuts was that the lower replacement ratios did not seem to have any significant impact on the trend in unemployment. Conversely, it did have a significant short-term impact on the trend in the numbers of sole parents claiming the Domestic Purposes Benefit, notably those who were previously partnered. The Scandinavian systems have been able to operate with high replacement ratios. This may be because of strong conditionality, the availability of support services, and powerful social pressures to work arising from long-established patterns of female labour force participation.

b.  Disincentives to Earn

A second type of problem encountered in many income support systems is the disincentive to earn – or at least to earn significant amounts while on benefit. Leading on from this, benefit reduction (abatement) is also said to discourage the orderly movement from casual work to part-time work and then on to full-time work. It may then create a "benefit trap".

Characteristically, benefit payments are reduced or cancelled as people move back into part- or full-time employment. By its nature this process is unavoidable since otherwise a person could receive a full benefit while also earning a full wage.

Normally the benefit abatement system contains two elements:

(a)
a free area (or disregard) where a modest level of earnings does not affect benefit entitlement; and

(b)
one or more benefit abatement rates which lead to reduced and finally cancelled entitlement as outside earnings rise.

When combined with the impact of income tax and any other social charges, benefit abatement usually leads to high "effective marginal tax rates". For example, in the New Zealand system a person can enter a zone where the tax rate is 28% and the benefit abatement 70%, a combined loss of 98 cents for each dollar earned. For many people this may act as a major disincentive to earn additional income.

However, while the problem is easy to identify, solutions are less easy to find. Simply reducing abatement rates or expanding the "free area" soon leads a to a situation where a person on benefit with a part-time job is financially better off than someone working full-time. This is likely to be seen as inequitable, as well as giving the wrong incentive signals which may simply entrench benefit dependence.

More generally, the higher the replacement ratios in a benefit system, the higher the average effective marginal tax rates will be in the benefit abatement process. By implication this would also require a higher reliance on other factors to offset this disincentive.

c. Support for Low-Income Workers

A further dimension of the benefit/work interface is the degree to which the income support system provides supplementary financial support to low-income workers to provide a financially viable alternative to migration into the benefit system, or to family splitting.

Various forms of income support supplements and other economic incentives may make it financially viable to take up low-paid work despite it paying less than a benefit. Most such measures tend to be focused on low-income families with children, including lone parent families, because these tend to be the most "at risk" groups.

Financial incentives designed to this end include a variety of types:

(a)
tax incentives targeted on work earnings such as the Earned Income Tax Credit in the United States; and Guarantee Minimum Family Income and the new Independent Family Tax Credit in New Zealand;

(b)
cash supplements paid to low-income workers such as the UK Family Credit;

(c)
common supplementary "add-ons" available to both beneficiaries and low-income workers – e.g. the New Zealand Accommodation Supplement and the Family Support System. The use of common supplements has a spin-off advantage of allowing "core" benefit rates to be lower in relation to wage rates without actually cutting the net cash income of beneficiaries; and

(d)
subsidised or free access to some services such as health or childcare.. The Scandinavian countries in particular have used free or subsidised services provided by the public sector as part of their traditional work incentive package.

Somewhat similar in effect are measures to require absent parents to contribute towards the cost of the support of their children – e.g. the Child Support schemes in the UK, US, Australia and New Zealand. In principle the receipt of a regular payment by the supporting parent with custody of the children reduces the likelihood of that parent moving onto a sole parent benefit, and increases the financial viability of paid employment.

More generally, it is often argued that the income support systems of developed countries have not yet adjusted to the social change from a society based on the breadwinner / homemaker model of a traditional family towards a society based on a labour market where all adult women are potential paid workers, and child rearing involves large financial opportunity costs.

d. Conditionality

The growth potential of a benefit system is not simply a function of replacement rates and effective marginal tax rates. An additional major factors is conditionality, the prerequisites which must be met to obtain a benefit in the first place, and the further requirements imposed on beneficiaries while in receipt of benefit. Variations in conditionality mean that apparently similar benefit systems may be quite different in practice.

Loose conditionality can make it very easy for people to "migrate into" the benefit system as an alternative to work. The classic case is the Dutch Disability Benefit which appears to have been granted freely to people with relatively limited health or work-related impairments. This led to an explosion in numbers receiving payment. Conversely, the tighter conditionality of the Irish system has seen invalids benefit numbers shrink – though also some migration into unemployment benefit.

A second key feature of conditionality is the requirements imposed on those receiving benefits – e.g. requirements for the unemployed and other groups to demonstrate job search behaviour, or undertake training or "workfare", or for sole parents to identify the other parent. These requirements are usually backed up by benefit reduction or cancellation for those who fail to comply.

A recent trend in benefit systems has been the growth in the view that conditionality ought to be more specific and demanding. Receipt of a benefit is seen as imposing the reciprocal obligation on the beneficiary to make all reasonable efforts to be self-supporting. Allied with this has been an extension of work and training obligations to previously exempt groups – e.g. semi-invalids, sole parents, or spouses of beneficiaries.

e. Administration and Facilitation – Case Management

A fourth dimension of benefit systems is the effectiveness of their administration. In older discussions of the administration of benefit systems efficiency and effectiveness were seen in terms of how the payments system operated. For example, attention was focused on how well information was provided on benefit options, how well entitlements were determined and paid and how well the integrity of the system was policed. These are really measures of efficiency as a payments system. Current thinking now focuses more on the "reintegrative" efficiency of the system.

Reintegrative efficiency is concerned with how well the administrative system works in re-integrating beneficiaries back into the job market and the social mainstream. Some of its dimensions include "brokerage" skills in helping to achieve:

(i)
Job placement

(ii)
Training and appropriate education

(iii)
Effective rehabilitation of the sick, disabled, or incapacitated

(iv)
Other orderly exits from the benefit system.

The efficient packaging together of these elements to meet the needs of particular individuals on benefit is often referred to as "case management". In New Zealand the term is "customised services". Case management in a number of countries also includes the targeted use of sanctions which form part of benefit conditionality.

Evidence is now coming to light that there are major differences in the reintegrative efficiency of different benefit systems which may otherwise appear similar in terms of factors such as benefit levels or replacement rates. Assessment of the programmes and measures which are the most effective at reintegration is now one of the more interesting areas of benefit policy.

the new zealand situation

The persistence of high beneficiary numbers in New Zealand despite a more buoyant labour market reflects the fact that additional jobs, particularly full-time jobs, are going largely to other people rather than beneficiaries. These others include second earners in households, new labour force entrants, immigrants, older people staying on in jobs as the pension age is raised, and students working part-time. This shows up in several ways:

(a)
in 1995 the total number of employed rose by 65,000. However, surveyed unemployed fell by only 17,900, while the numbers on unemployment benefits fell even less – by only 3,900;

(b)
even more dramatically, despite moderate falls in the numbers on unemployment benefit the rising numbers on other benefits offset this decline. In particular the numbers on Invalids, Sickness, and Domestic Purposes Benefits have climbed inexorably. Total income-tested benefit numbers rose by 8,300 in 1995.

Analysis of the figures also indicates a high degree of "migration" into the higher paid invalids and sickness benefits from the formerly unemployed. For example 30% of all new grants of Sickness Benefit in 1995 were to people previously on Unemployment Benefit.

To a degree it is normal for most new jobs created during a boom to be taken up by people formerly outside the labour force. However, the minimal impact of the jobs expansion on the size of the beneficiary pool is worrying. A continuation of those trends over time will lead to a situation where high benefit numbers remain entrenched, but increasingly take the form of benefits paid because of health or sole parent status. It will also lead to a situation where the "reintegrative efficiency" of the system will become more problematic.

SOLUTIONS TO THE PROBLEM?

When faced with a major ongoing problem the tendency is to look for a single dramatic solution which will end the problem. The analogy is the medieval search for the Philosophers' Stone which would turn lead into gold. In reducing benefit dependency, it is doubtful if a single solution exists. Instead, it may be necessary to develop a consistent strategy in which a series of parallel measures across all dimensions of the income support system are designed to reverse dependency. As far as the benefit system and related areas are concerned such a strategy is likely to include at least some elements from the following list.

(a)
A Restructure of the Fiscal Incentives in the Income Support and Related Tax Systems. Measures which might be employed include:

· lowering benefit/wage ratios (this does not necessarily involve cutting the income of beneficiaries if other income components are increased in an offsetting way);

· boosting the net incomes of low-income workers;

· effective Family Assistance policies, particularly for low-income households; and

· restructuring benefit systems to make it more profitable to take up paid work, and to encourage sequential "chain migration" into casual, part-time, and full-time work.

The aim of these measures would be to redesign the existing set of financial incentives to encourage more beneficiaries to take up available work. The key focus would be to make work pay more than passive benefit dependence.

(b)
Conditionality. Tighter conditionality may include:

· the acceptance of more reciprocal obligations by beneficiaries in return for financial support from the community. This may include "workfare";

· new work and training obligations for groups currently exempt from these (e.g. part-time work requirements for sole parents and semi-invalids, and job search requirements for spouses of beneficiaries); and 

· a more rigorous scrutiny of health status claims.

(c)
Benefit Administration. Enhancements to the administration of the benefit system might include the development of new measures and programmes which facilitate the reintegration of beneficiaries into the economic mainstream, through counselling, job placements, and a general "brokerage" service or case management for those less able to make the transition on their own.

(d)
Better Designed Support Services for Beneficiaries. These might include:

· targeted education and training policies;

· child care policies (including after school and holiday care); and

· more effective rehabilitation for the invalid, disabled, and accident victims.

(e)
Family Responsibility. A further element of the strategy might be more effective enforcement of family obligations to support dependent members. A key area is that of Child Support Schemes where liable parents are required to meet financial obligations to support their children.

(f)
Community Consciousness-Raising. Raising community consciousness of the problems and solutions may also have an impact on behaviour and outcomes. Very often there will be solutions available in local communities which are not evident to central administrations.

Targeting the Approach

The list set out above represents the building blocks from which specific strategies can be tailored to target the requirements of particular beneficiary populations. While there is a general benefit dependence problem, the specific issues vary for groups and individuals. Beneficiary issues vary widely according to levels of education and training, job skills, health status, family circumstances and other factors.

The effectiveness of any set of policies will also depend on the general economic and employment situation. For example, if there is no job growth in the economy, even the most successful employment placement programmes can do little more than randomise unemployment. Social expectations and the degree to which nuclear and extended families support their dependent members can also be expected to play a crucial role.

All this being said, some general comments about targeting are appropriate.

1.
In normal economic times the majority of the population can be expected to solve their own job search problems without much need for new interventions from the public sector. If they are temporarily required to access the benefit system because of employment, health or family problems, they will also soon exit from it. For this majority, the issues are really those of efficient design of the income support system. Broadly speaking, the system should be designed so that there is always a financial advantage in exiting from benefit dependence. Most people will then fairly quickly solve their own problems and exit from the benefit system.

2.
For a part of the population financial incentives alone will not be enough. Varying degrees of additional intervention seem to be both necessary and cost-effective. These may include information, counselling, education and job training, medical rehabilitation, child care, and other support services. For some, a degree of sanctions may have to be built into their case management. Without appropriate intervention, significant numbers who are capable of self-support (or at least partial self-support) will either stay long term in the benefit system, or fluctuate between temporary work and benefit status.

3.
Finally, there is a small group for some long-term dependence on the benefit system is the only realistic option. This group need not represent a significant economic and social problem if numbers are clearly contained.

In effect it is the middle group who are the main target of policies to reduce benefit dependence.

conclusions

Benefit dependence amongst working age adults is a serious problem in most developed countries. It acts as a drain on the social and economic system, and marginalises significant groups in the population. In the New Zealand case the impact of benefit dependence is disproportionately severe amongst the Māori population, and also amongst Pacific Islands people. However, much benefit dependence seems to be avoidable or able to be reduced in scale provided the economy and labour market are functioning adequately. Without job growth, beneficiary numbers can only be reduced by displacing people without benefit entitlement from the job market.

The key elements of potentially successful strategies for reducing benefit dependence are now reasonably clear. These include the financial incentives and disincentives which are part of the traditional debate about the structure of the benefit system. However, for the groups of the population most likely to drift into long-term benefit dependence a more interventionist strategy also seems to be required. This is especially needed where there are major constraints on the degree of feasible change in financial incentives. Some of the new elements of intervention loosely described as "case management" seem to offer significant possibility for reducing the economic and social cost of benefit dependence.

While there is no one solution to the benefit dependence problem, there are a range of mutually consistent policies available which should permit governments to construct viable strategies to reduce benefit dependence.
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