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EXECUTIVE SUMMARY

The Australian Fair Pay Commission Secretariat (the Secretariat) has commissioned Access
Economics to develop a monitoring strategy for the purpose of monitoring the impact of its
wage-setting decisions. We have identified five components to the monitoring strategy which
this report recommends to the Commission:

U  Monitoring the impacts of AFPC decisions on labour demand
Monitoring impacts on labour supply
Monitoring impacts on the wider economy

Monitoring impacts on the safety net.

0O 000

Monitoring the pace at which new bargains are being struck.
Each of these categories is discussed in turn below.

In summary, the ranking of the usefulness or otherwise of the monitoring strat egies
discussed in this report is clearly and closely aff ected by the available data :

O Where data is readily and rapidly available and contains little or no errors, then
monitoring is more likely to usefully inform the Commission. An example is where a
particular Government benefit changes, thereby affecting an outcome in the cameo
models discussed here.

O At the other end of the spectrum, some data is subject to greater levels of
measurement error (for example, the transformations required to estimate participation
by occupation), while other data is only available with a significant lag (such as that
used in estimating changes in the distribution of income). Both measurement error and
delays necessarily dilute the potential usefulness of related monitoring strategies.

O  Similarly, some data becomes an input to a modelling process (such as the simple
linear regression models suggested here), and the outputs of that modelling still need
to be assessed for their usefulness — a process not without value judgements. Again,
that necessarily dilutes the potential usefulness of related monitoring strategies.

MONITORING IMPACTS ON LABOUR DEMAND

A strategy for monitoring the impact of wage decisi ons on the competitiveness of the
unemployed, low-paid workers, junior employees, emp loyees in training, and workers
with disabilities.

In brief, this report finds that wage decisions can affect employment levels via their effect on
labour demand. Having reviewed the literature and the available evidence, we recommend
that the Commission monitor for such an effect by concentrating its analysis on occupational
effects using a statistical model — preferably a simple linear regression model.

Such a linear model assumes that industries, occupations and age types respond in a similar
way to economy-wide shocks. If occupations and ages have different sensitivities to
economy-wide fluctuations, then this could potentially show up as an occupation and age
effect, even though there are no occupation or age-specific shocks to the economy.
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For example, Access Economics estimated occupation effects for a low-paid group which
includes elementary clerical, sales and services workers and labourers and related workers.
We found that, other things equal, employment growth among this group of low-paid workers
tended to be relatively weaker in the 3rd and 4th quarters, particularly in 1997, 1999, 2001
and 2004.

The decisions of the Safety Net Reviews (SNR) were announced in April/May, with the
resultant change in award wages occurring in the 3rd and 4th quarters. Based on the
occupation effects estimated here, a possible inference is therefore that many of these
earlier wage decisions may had an additional negative impact on labour demand for this
group of low-paid workers. This might suggest some SNR wage decisions raised the wages
of low-paid workers relative to their productivity several times over the past decade.

That said, it is not clear from an examination of the timing and size of past safety net review
decisions that this linear regression model monitoring strategy offers more than a moderate
degree of guidance at best.

The Commission could adopt such a statistical modelling approach as an
element of its monitoring strategy for assessing whether its decisions are having
any effect on labour demand. That said, such an approach provides only a
moderate degree of guidance.

MONITORING IMPACTS ON LABOUR SUPPLY

A strategy for monitoring the capacity for unemploy ed and low paid workers to seek
and remain in employment.

This report finds that modelling cameo ‘replacement rates’ is important because incentive
effects differ notably by family type (many benefits are related to family income rather than
individual income).

We recommend that nine cameo types be monitored by the Commission, with the focus on
workers ‘on the margin’ such as those considering a shift from (1) not-working to part-time
(50% of the FMW), (2) not working to full-time (100% of the FMW), and (3) part-time (50% of
the FMW) to full-time work (100% of the FMW).

The Commission appears to have some of the modelling elements to undertake this work. In
particular, the AFPC has the capacity to model in-work income for the marginal worker types
identified above (see Table 5.2 of AFPC wage-setting decision No 1, 2006).

To implement this monitoring strategy, the AFPC would also need to monitor changes in the
welfare system (including NewStart Allowances, Family Tax Benefits, Parenting Payment,
and Youth Allowances).

The major advantages of using replacement rates to measure incentives are that:

O  The policy drivers (tax transfer system, FMW) can be updated instantly.

O  The cameo demographic weights won’t change much over short time periods — giving a
degree of robustness and stability to the calculations.

O  The impact of proposed FMW changes under consideration could be modelled for the
Commission before it finalises its decision.
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NATSEM’'s work suggests that, on average, low-paid workers faced low EMTRs, but
estimates vary across cameos, with single parents facing the highest EMTRs.

In addition, and using the same approach as with the earlier analysis of labour demand, it is
possible to use simple statistical models to track the participation rates of low-paid workers.

We show a worked example here which suggests that low-paid participation declined
significantly since the SNR of 2005. However, this does not appear to be due to incentive
effects. Rather, the ABS labour mobility data suggest that an important part of this fall was
due to a shift among low-paid workers (elementary clerical, sales and service workers) into
higher paid occupations (intermediate clerical and service workers).

MONITORING IMPACTS ON THE WIDER ECONOMY

A strategy for monitoring the overall impact of wag e decisions on the Australian
economy, both in promoting the prosperity of Austra lians and with regard to impact
on employment and competitiveness across the econom y.

Economic theory suggests that the distribution of the macroeconomic effects resulting from
changes in unit labour costs across industry sectors will depend on the industry-specific
factors of skills, cost and trade:

O The AFPC factor . Industries which employ workers whose wages are determined or
affected by AFPC decisions see larger and more rapid linkages between wages
relative to productivity (that is, ‘unit labour costs’) and jobs than sectors with few such
workers. A related effect here is that workers on AFPC-determined wages tend to be
those with lower skills, and it is easier to substitute machines for low skill than high skill
workers.

O  The labour cost factor . Labour costs have more of an impact on jobs where wages
account for a larger share of all costs (and so of final retail prices).

O  The trade exposure factor . Industries which face notable import competition or who
sell into competitive export markets are more likely to be affected by higher labour
costs, as such industries sell to markets with prices determined globally — so they can’t
pass on higher costs. A rise in costs tends to lead straight to a fall in profits.

These sectoral effects mean that, no matter the direct incidence of AFPC wage effects,
overall effects are more diffused across industries. The vulnerability of jobs to changes in
unit labour costs may be summarised in an index. The higher the index, the more vulnerable
are jobs in that industry to a rise in labour costs.

The chart below shows this index across industries. For example, accommodation, cafes
and restaurants and retail trade are both shown as relatively exposed to AFPC-determined
wage rises. These industries have a high proportion of workers on AFPC-determined wages
(and with relatively low skill levels), a relatively high reliance on labour (rather than
equipment), with wages making up a much larger share of total costs than in the average
industry.

In contrast, industries which are more domestic-focussed are generally less vulnerable, as is
true of the likes of electrical, gas and water utilities, communications, the finance sector and
the public sector. (That said, it remains a fundamental tenet of economics that ‘somebody
pays’. If wages in these sectors rise faster than productivity, then employment in these
sectors may be little affected, but consumers will have to pay higher prices.)
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potentially more sensitive to its decisions.

For the Commission, the implication is that an index such as this can be used as
a ready yardstick to help to monitor conditions in those sectors seen as

MONITORING IMPACTS ON THE SAFETY NET

A strategy for monitoring the impact of wage decisi
net for the low paid.

Arguably the best relative measure of equity — a key component of a national safety net — is
the final outcome: how low income workers and low income families are faring. In turn, the

best summary measure of that is the ABS estimate for the Gini coefficient.

The Gini is a widely recognised summary measure of income inequality.
It takes into account a wide
variety of private incomes, including wage incomes (such as FMW incomes), the impact of all
Government taxes and social welfare transfers, and family composition (as part of the

advantage of this measure it that it is appropriately broad.

‘equivalisation’ calculations).
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Access Economics therefore recommends the Commission monitor Australia’s
Gini coefficient as a measure of equity. That said, the chief disadvantages of
monitoring the Gini coefficient is that it is based on the Survey of Income and
Housing (SIH) which is only conducted every two years, and released with a
notable lag.

An alternative is that the Commission monitor the Household, Income and Labour Dynamics
in Australia (HILDA) Survey. HILDA could provide the basis for an annual assessment. It
also contains more variables than the SIH and therefore provides the basis for a greater
breadth of findings, though it has the disadvantage of a smaller sample size.

MONITORING METHODS OF SETTING PAY

A strategy for monitoring the extent to which the C ommission’s decisions may have
affected the method of pay-setting adopted (by affe  cting the incentives of employers
and employees to adopt different methods of setting pay).

As elsewhere in this report, Access Economics recommends the use of a simple linear
regression model to keep tabs on that eventuality.

That said, the data on pay-setting methods is limited at best in its usefulness for the
Commission. That is partly because the data are only published every two years, with a lag
of almost one year, and partly because the splits within that data lack detail (and hence
contain only a limited range of information potentially useful to the Commission).

Access Economics
18 June 2007

ACCESS
syl ECONOMICS B



Commercial-in-Confidence Monitoring Strategy

1. INTRODUCTION

The Australian Fair Pay Commission Secretariat (the Secretariat) has commissioned Access
Economics to develop a monitoring strategy for the purpose of monitoring the impact of its
wage-setting decisions. The proposed monitoring strategy must include consideration of the
AFPC's legislative wage-setting parameters in Section 23 of the WR Act.

That Act provides that the objective of the Commission in performing its wage setting
function is to promote the economic prosperity of the people of Australia having regard to:

U  the capacity for the unemployed and low paid to obtain and remain in employment;
U employment and competitiveness across the economy;

O  providing a safety net for the low paid; and
a

providing a minimum wage for junior employees, employees to whom training
arrangements apply and employees with disabilities that ensure those employees are
competitive in the labour market.

The proposed monitoring strategy developed here aims to provide the Secretariat with a
robust approach to the monitoring of wage decisions. It draws on existing data, identifies the
gaps in data necessary to monitor wage decisions and proposes solutions to fill any identified
gaps. The proposed monitoring strategy developed in this report is intended to provide one
component of advice to the AFPC for its consideration in finalising a monitoring strategy.

This report outlines the monitoring strategy developed for the Secretariat. The rest of the
report is structured around the Commission’s objectives as follows:

O  Section 2 outlines a strategy for monitoring the impact of wage decisions on the
competitiveness of the unemployed, low-paid workers, junior employees, employees in
training, and workers with disabilities.

O  Section 3 outlines a strategy for monitoring the capacity for unemployed and low paid
workers to seek and remain in employment.

O  Section 4 outlines a strategy for monitoring the overall impact of wage decisions on the
Australian economy, both in promoting the prosperity of Australians and with regard to
the impact on employment and competitiveness across the economy.

O  Section 5 outlines a strategy for monitoring the impact of wage decisions on the
provision of a safety net for the low paid.

O  Section 6 outlines a strategy for monitoring the impact of wage decisions on bargaining
in the workplace.

O  Appendix 1 provides additional detail on the statistical models used in the proposed
monitoring strategies.

O  Appendix 2 provides additional technical detail on aspects of the safety net.
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2. IMPACT OF WAGE DECISIONS ON LABOUR DEMAND

The Commission must have regard to the competitiven ess of the unemployed, low-
paid workers, junior employees, employees in traini ng, and workers with disabilities.

The demand for workers arises because businesses need workers to produce — that is,
because labour is an input to production.

Different types of labour compete with one another and potentially other factors of production
(for example, sometimes workers can be replaced with machines).

In general, the demand for a factor (such as labour) depends on its relative cost and the
relative value of its output.

AFPC wage decisions can have a direct effect on the demand for low-paid workers because
wage decisions have an impact on the relative cost of low-paid workers.

A significant component of monitoring the impact of AFPC wage decisions therefore lies in
measuring the effect that wage decisions have had on the employment of low-paid workers.

This chapter addresses that issue. In brief, we find that wage decisions can
affect employment levels by affecting labour demand. Having reviewed the
literature and the available evidence, we recommend that the Commission
monitor for such an effect by concentrating its analysis on occupation effects
using a statistical model — preferably a simple linear regression model.

This linear model assumes that industries, occupations and age types respond in
a similar way to economy-wide shocks. If occupations and ages have different
sensitivities to economy-wide fluctuations, then this could potentially show up as
an occupation and age effect, even though there are no occupation or age-
specific shocks to the economy.

For example, and as we show here, we estimated occupation effects for a low-
paid group which includes elementary clerical, sales and services workers and
labourers and related workers. We found that, other things equal, employment
growth among this group of low-paid workers tended to be relatively weaker in
the 3" and 4™ quarters, particularly in 1997, 1999, 2001 and 2004.

The decisions of the Safety Net Reviews (SNR) were announced in April/May,
with the resultant change in award wages occurring in the 3 and 4" quarters.
Based on the occupation effects estimated here, a possible inference is therefore
that many of these earlier wage decisions may have had an additional negative
impact on labour demand for this group of low-paid workers. This might suggest
some SNR wage decisions raised the wages of low-paid workers relative to their
productivity several times over the past decade.

The Commission could adopt such an approach as an element of its monitoring
strategy for assessing whether its decisions are having any effect on labour
demand. That said, it provides only a moderate degree of guidance.
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