KPMG'

The cost
ofcoming
hack2.0

KPMG reflects on six years of
childcare policy developments,
finding the cost of coming back

is still high in some circumstances.

»

4 T '8 B¢




2 | The cost of coming back 2.0

Gontents

Executive summary 3
Workforce disincentive rates 4
Background 5

What have we recommended previously?
What are future areas for reform? 10

©2024 KPMG, an Australian partnership and a member firm of the KPMG global organisation of independent member firms affiliated with KPMG International Limited, a
private English company limited by guarantee. All rights reserved. The KPMG name and logo are trademarks used under license by the independent member firms of the
KPMG global organisation.

Liability limited by a scheme approved under Professional Standards Legislation.



3 | The cost of coming back 2.0

EXecutive summary

In this report, KPMG Australia (KPMG) updates our previous analysis of workforce disincentive rates
within the tax and transfer system. The analysis finds that without coordinated policy action, some
mothers and primary carers will continue to face a strong disincentive to work, even under the

Productivity Commission’s recommended model.

Over the last six years, KPMG has reported on the
benefits to the Australian economy and to personal
and family wellbeing of closing the gap between
male and female workforce participation.

In KPMG’s March 2018 report, Ending workforce
discrimination against women, we calculated that if
society could halve that gap, annual GDP would
be $60 billion greater in 20 years time and
cumulative measured living standards would be
raised by a massive $140 billion.

KPMG’s previous analysis has found that due to
the way in which our tax and transfer system
works, with some components based on family
income rather than individual income, it has the
effect of creating very high work disincentives for
secondary earners, who are mainly women.

To quantify workforce disincentives, KPMG
developed the concept of a Workforce Disincentive
Rate (WDR). The WDR is the percentage of
income from taking on an extra day’s work that a
person loses to income tax and Medicare levy,
withdrawn family tax benefit and reduced child
care subsidy.

In KPMG’s October 2018 report, The cost of
coming back: Achieving a better deal for working
mothers, we estimated that the CCS, introduced in
2018, created WDRs in the range of 75-120%. A
WDR exceeding 100% indicates that the
household loses money from the primary carer
working an additional day. Few would regard this
as a reasonable or fair outcome.

At a 2018 average of $92 per day for centre-based
long day care (before government subsidies), the
costs of childcare were a major component of the
WDR. This amount was more than half the income
a parent would make from an additional day’s work
at the statutory minimum wage, highlighting the
necessity of a government subsidy.

Following a series of reforms to childcare since
2018 that have been consistent with KPMG’s
proposals, most WDRs have been substantially
reduced. These changes have been welcome and
have included the July 2023 Cheaper Child Care
reforms, the removal of the annual cap on
subsidies received by higher-income families in
2021, and the introduction of the Higher Child Care
Subsidy in 2022.

However, this report finds that under the reformed
CCS, some high WDRs of up to 75% remain.

For example, if a father earns $50,000 and a
mother earns $24,000, she can experience a WDR
of up to 75% if she increases her working days
from two to three or more days per week. The
mother would be working for as little as $58.20 per
day, keeping only 25 cents of every extra dollar
earned by working the third day.

This report finds that it remains the case that the
WDRs faced by many of these individuals continue
to act as a deterrent to working additional hours.

KPMG has also estimated WDRs under the
Productivity Commission’s recommended reforms.
Consistent with the Productivity Commission’s
findings, KPMG has found WDRs of up to 67%
arising from its recommended reforms. These very
high persisting WDRs do not arise from the CCS
but from the loss of the Family Tax Benefit (Part A)
Supplement, applicable to families earning less
than $80,000 per year. The Supplement does not
taper but terminates at a family income of $80,000
per annum.

This report considers the status of KPMG
recommendations from previous reports, including
measures which have already been adopted by
the federal government, and areas for future
reform.

KPMG’s previous recommendations include
eliminating the per-child cap that comes into play
at $186,958 per annum; replacing the CCS’s
termination at $351,248, with a phase-down rate of
1 percentage point for every $3,000 of extra
annual income earned; 100% CCS for any
additional children in childcare at the same time,
plus elimination of CCS cliffs; capping the WDR at
the secondary earner’s marginal tax rate plus

20 percentage points; and increasing the CCS

to 95% of the hourly rate cap for all families.

In this report, KPMG proposes a new measure to
address persistently high WDRs, which includes
investigating whether additional tapering can be
introduced for Family Tax Benefit (Part A)
Supplement so that these families do not face a
‘cliff’ from losing the benefit when working extra
hours.

Policy levers remain for government that can
further drive down WDRs, including increasing
CCS to 95% of the hourly rate cap for all families,
though KPMG recognises that this must be
weighed against budgetary pressures.
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https://assets.kpmg.com/content/dam/kpmg/au/pdf/2018/ending-workforce-discrimination-against-women-april-2018.pdf
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workforce disincentive
rates

This report’s analysis focuses on measures to reduce what we call the Workforce Disincentive Rate
(WDR) in those cases where it presents the most extreme deterrent to a carer taking on additional days
of work.

The WDR is the percentage of income from taking on an extra day’s work that a person loses to income
tax and Medicare levy, withdrawn family tax benefit and reduced child care subsidy. While not analysed
as part of this report, increased out-of-pocket childcare costs also contribute significantly to WDRs,
however, this is currently outside the childcare subsidy and tax and transfer system.

Reducing workforce disincentive rates can facilitate greater parental equality
in our society.

A large proportion of the work of parenting, along with other forms of unpaid work, is still performed by
women in our society.

This is consistent with the rise of the parenting model comprising of a Male Primary Earner and a Female
Primary Carer who is also a Secondary Earner. Australia’s tax and transfer system contains a strong bias
towards this model.

This can lead to unfair outcomes — such as the entrenchment of income and wealth inequality between
the sexes. However, it is also unfair at face value. A parenting model that promotes unpaid work for one
group, and paid work for another, cannot stand on its own two feet.

This unfairness could and should be addressed by the promotion of a Parent Equality Model. This may
involve parents sharing different burdens at different times, but with a view to parental responsibility
being fairly divided over the longer term. Amongst other things, this would involve greater acceptance
of part-time work for fathers and greater use of parental care than we have in our current society.

The recent changes to the federal government’s Paid Parental Leave scheme to make it more flexible are
welcome steps towards the greater sharing of care between parents. KPMG has previously advocated for
changes in this space and supports an ‘equality supplement’ of two additional weeks that incentivises an
equal sharing of paid leave, as outlined in Enhancing work-life balance: A better system of Paid Parental
Leave. KPMG also welcomed the inclusion of superannuation contributions in the government’s Paid
Parental Leave scheme from July 2025.

Additional policy measures that would help move Australia towards a parent equality model are outlined
in KPMG'’s papers, Towards a new and improved era in women'’s equality: Valuing unpaid work and
Towards a more equal sharing of work. These include the introduction of a Carers’ Income Tax Offset,
and ensuring employers are able to enact affirmative policies to provide benefits to female employees.

By promoting greater parental equality, our policy proposals will allow parents to select the optimal
balance of work and care responsibilities for their circumstances and open up the choice for secondary
and single earners to take on additional workplace responsibilities and opportunities.
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https://assets.kpmg.com/content/dam/kpmg/au/pdf/2022/valuing-unpaid-work-report.pdf
https://assets.kpmg.com/content/dam/kpmg/au/pdf/2021/towards-a-more-equal-sharing-of-work-parental-equality.pdf

5 | The cost of coming back 2.0

Background
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The Child Care Subsidy

The CCS came into force in July 2018, replacing the Child Care Benefit and the Child Care Rebate.
The CCS, like the payments it superseded, is means-tested according to family income. The CCS is
expressed as a percentage of either the hourly childcare fee paid to the family’s childcare provider or
of an hourly capped rate, whichever is lower. The hourly rate cap is necessary to dampen inflationary
pressure that can arise when the government subsidises a particular service. Different hourly rate caps
apply to different types of child care.

This Productivity Commission recently delivered its final report into the early childhood education and
care (ECEC) sector. The report recommended abolishing the activity test and increasing the rate of the
Child Care Subsidy for families on incomes of up to $80,000 to 100% of the hourly rate cap. The
Productivity Commission also recommends raising the rate of Higher Child Care Subsidy (for families
with more than one child aged five and under in ECEC) to 100% for families with incomes up to
$140,000, tapering by one percentage point for every $5,000 over $140,000, with families with an
adjusted taxable income of $580,000 and above being ineligible. This system would ensure every child
aged 0-5 has access to high-quality ECEC for at least 30 hours or three days a week, for 48 weeks of
the year. The report also found that WDRs remain high — sometimes exceeding 70% — creating a
financial disincentive to work and to increase days of work.

The CCS percentages currently apply as set out below:

FAMILY INCOME CCS PERCENTAGE

$0 to $83,230 90%

More than $83,280 to below $533,280 Between 90% and 0%
The percentage goes down by 1% for every $5,000
of income a family earns above $83,280

$533,280 or more 0%

Families with more than one child aged five or under in care may get a higher subsidy for their
second child and younger children.

The Productivity Commission’s recommended model:

FAMILY INCOME CCS PERCENTAGE

$0 to $80,000 100%

More than $80,000 to below $580,000 Between 100% and 0%
The percentage goes down by 1% for every $5,000
of income a family earns above $80,000

$580,000 or more 0%
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KPMG analysis of Workforce Disincentive Rates

KPMG analysis, which factors in the most recent tax rules, has found that reforms to the CCS since 2018
have decreased WDRs for many families. However, in most cases, particularly in relation to lower-income
families, they remain above the highest marginal tax rate of 45%. See Table 1.

KPMG analysis of the Productivity Commission’s recommended model, which factors in the most recent
tax rules, finds that WDRs would decrease for many families, but problems persist. In many cases, they
would remain above the highest marginal tax rate of 45%. This would be exacerbated for some lower-
income families largely because of the interaction with the Family Tax Benefit (Part A) Supplement.

See Table 2.

Table 1: WDRs at illustrative household incomes under current model

Increase in
Secondary Primary Gross income tax
earner earner Secondary increase and FTB A Reduction
workdays income earner income in family Medicare and FTB B in childcare Total cost
per week  (full-time) (pro rata) income levy reduction subsidy increase
FAMILY 1
1 day $50,000 $12,000 - - - - -
2 days $50,000 $24,000 $12,000 $228 $4,162 $1,115 $5,505 46%
3 days $50,000  $36,000 $12,000 $2,160 $5,700 $1,115 $8,975 75%
FAMILY 2
1 day $50,000 $21,000 - - - - -
2 days $50,000 $42,000 $21,000 $3,753 $8,100 $1,263 $13,117 62%
3 days $50,000 $63,000 $21,000 $6,720 $4,200 $2,081 $13,001 62%
FAMILY 3
1 day $50,000  $36,000 - - - - -
2 days $50,000 $72,000 $36,000 $10,960 $7,384 $2,155 $20,499 57%
3 days $50,000 $108,000 $36,000 $11,520 $0 $4,310 $15,830 44%
Family 1

A two-parent family has a combined income of $74,000. One parent works full-time as a childcare
educator on an annual salary of $50,000, while the secondary earner works in a hospital as a chef two
days per week for an annual income of $24,000. The secondary earner parent working part-time has
the opportunity to take an extra day’s work.

In this most extreme case, the secondary earner earning $24,000 can experience a WDR of up to 75%
for an increase in working days from two to three or more days per week. The secondary earner would be
working for as little as $58.20 per day, keeping only 25 cents of every extra dollar earned by working the
third day.
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Family 2

In this family of four, one parent works full-time as a teacher’s aide on a salary of $50,000. The other
parent works three days a week as a nurse and earns $63,000.

The father, who works part-time as a nurse, recently increased his workdays from two to three days per
week. However, in doing so, he faces a WDR of 62%. This means he keeps only 38 cents of every extra
dollar earned by working the third day.

Family 3

A couple has two children in long day care. The father earns $50,000 working full-time as an apprentice,
while the mother earns $36,000 working one day per week as a casual teacher.

In this example, should the mother increase her working days from one to two per week, she would incur
a WDR of 57%, keeping only 43 cents of every extra dollar earned.

Table 2: WDRs at illustrative household incomes under Productivity Commission’s recommended model

Secondary Primary Secondary Gross Increase in :f:gsction
earner earner earner increase income tax FTB A Reduction Total from
workdays income income in family and Medicare and FTB B in childcare cost current
per week  (full-time) (pro rata) income levy reduction subsidy increase model
FAMILY 1

1 day $50,000 $12,000 - - - - - -

2 days $50,000 $24,000 $12,000 $228 $4,162 $0 $4,390 37% 9%

3 days $50,000 $36,000 $12,000 $2,160 $5,700 $223 $8,083 67% 8%
FAMILY 2

1 day $50,000 $21,000 - - - - - -

2 days $50,000 $42,000 $21,000 $3,753 $8,100 $297 $12,151 58% 5%

3 days $50,000 $63,000 $21,000 $6,720 $4,200 $1,040 $11,960 57% 5%
FAMILY 3

1 day $50,000 $36,000 - - - - - -

2 days $50,000 $72,000 $36,000 $10,960 $7,384 $1,115 $19,459 54% 3%

3 days $50,000 $108,000 $36,000 $11,520 $0 $2,824 $14,344 40% 4%
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The Productivity Commission’s proposed model would improve WDRs for all illustrative household
incomes in the model by between 3% and 9%. However, there remains powerful disincentives for the
secondary earner to return to the workforce. For example, if the primary earner works full-time for
$50,000 a year and the secondary earner earns $24,000 (Family 1), this would result in as little as $75.30
a day for the extra day of work when increasing working days from two to three a week. The secondary
earner faces a WDR of 67%, meaning the earner keeps only 33 cents of every extra dollar earned by
working the third day.

In another case, a secondary earner earning $36,000 (Family 3) can experience a WDR of up to 54% if
they increase working days from one to two or more days per week. This remains above the highest
marginal tax rate of 45% (incurred on income over $190,000).
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What have we recommended previously? What are future areas
for reform?

POLICY OPTIONS STATUS

NEW PROPOSAL

NEW Policy Option 1: Introducing additional tapering in the tax and transfer system. New proposal

EXISTING PROPOSALS

Policy Option 2: Eliminating the per-child cap that comes into play at $186,958 Implemented
per annum.

Policy Option 3: Replacing the CCS’s termination at $351,248, with a phase-down Largely

rate of 1 percentage point for every $3,000 of extra annual income earned. implemented
Policy Option 4: 100% CCS for any additional children in childcare at the same time, Largely

plus elimination of CCS cliffs. implemented
Policy Option 5: Capping the WDR at the secondary earner’s marginal tax rate plus Unimplemented

20 percentage points.

Policy Option 6: Increase the CCS to 95% of the hourly rate cap for all families.

Policy Option 1: Introducing additional tapering in the tax and transfer system

KPMG has found that some very high persisting WDRs do not arise from the CCS but from the loss

of the Family Tax Benefit (Part A) Supplement, applicable to families earning less than $80,000 per year.
The supplement does not taper. To correct these high WDRs, KPMG recommends the government
investigate tapering this payment with additional income so that these families do not fall off a ‘cliff’ from
losing the benefit when working more hours.

Status New proposal

Policy Option 2: Eliminating the per-child cap that comes into play at $186,958 per annum

In 2018, KPMG'’s paper The cost of coming back: achieving a better deal for working mothers found that
the design of the CCS included two ‘cliffs’ that exacerbate the work disincentives facing secondary
earners. An annual cap is applied to the CCS at higher income levels. If annual family income was
greater than $186,958, the CCS was capped at a fixed amount of $10,190 per child. At an annual family
income of $186,958, an extra dollar of family income for a couple with a child in long day care for four or
five days per week would send the family over a ‘cliff that would cause the CCS to plunge by as much as
$5,111 per annum.

In welcome news and following significant advocacy, the federal government announced in 2021 that
the $10,655 cap (previously $10,190) no longer applied. This announcement removed the ‘cliff and very
high WDRs as described above.'

Status Implemented

1 Removing Child Care Subsidy cap, Treasury Ministers, 10 December 2021



https://assets.kpmg.com/content/dam/kpmg/au/pdf/2018/achieving-better-deal-working-mothers.pdf
https://ministers.treasury.gov.au/ministers/jane-hume-2020/media-releases/removing-child-care-subsidy-cap
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Policy Option 3: Replacing the CCS’s termination at $351,248, with a phase-down rate
of 1 percentage point for every $3,000 of extra annual income earned

The same paper in 2018 found a second cliff occurred at a combined annual family income of $351,248
per annum. Beyond this income level the CCS terminated. If the secondary earner earned just one dollar
more, the family would go from receiving CCS equal to 20% of the cost of childcare fees to receiving no
CCS at all. This would cost the family almost $6,000 for earning one extra dollar. KPMG’s 2020 report
The child care subsidy: Options for increasing support for caregivers who want to work also
recommended that the CCS should be increased to 95% of the hourly rate cap for incomes below
$80,000 and then the CCS would decrease by 1 percentage point for every $4,000 of family income
earned.

In additional welcome news, under changes made by the Family Assistance Leqgislation Amendment
(Cheaper Child Care) Act 2022, the rates determined under the income test increased in July 2023.

The maximum base rate (the rate for a family’s first eligible child) increased from 85% to 90% of the fee
charged or the hourly fee cap (whichever is the lesser). The new income test also changed to a rate that
gradually reduced by one percentage point for every $5,000 of family income above $80,000. In addition,
the CCS rate changed to reach zero for families with an annual income of $530,000, an increase from the
previous maximum family income of $356,756.2

While a cap of family income of $530,000 (2024-25 rate is $533,280) still applies, the new taper rate
and higher maximum family income significantly addressed the WDRs highlighted in KPMG’s October
2018 analysis.

Status Largely implemented

Policy Option 4: 100% CCS for any additional children in childcare at the same time, plus
elimination of CCS cliffs

In KPMG’s 2019 paper Unleashing our potential: The case for further investment in the child care
subsidy, KPMG found that families with more than one child in long day care at the same time can
experience some of the highest WDRs, as the CCS operates on a per-child basis and their out-of-pocket
cost is consequently higher. In 2022, the federal government implemented higher subsidy rates for
additional children in care who are under five years old. Depending on family income, the subsidy for
additional ‘higher rate children’ ranges from 95% to 50%. This has significantly lowered the WDRs
estimated by KPMG in 2018 for additional children.

One area the federal government could consider is the cut-off date for children over five. Some families
continue to experience high costs for ‘outside of school hours care’, which attracts CCS, for children over
five years of age. The government could consider applying the ‘higher rate children’ discount for children
under 10 years old.

Status Largely implemented

Policy Option 5: Capping the WDR at the secondary earner’s marginal tax rate plus
20 percentage points

In the same 2019 report, KPMG recommended an alternative option to Policy Option 3. The option
involved capping the WDR at the secondary earner’s marginal tax rate plus 20 percentage points.
KPMG found that this measure would be the most targeted method of eliminating the highest WDRs.
It would also be more progressive, in that it would ensure that secondary earners with a lower income
would have a consistently lower WDR than those on higher incomes. In addition, it would be more
targeted in benefiting only those whose WDR exceeded a given threshold.

The proposal would take the form of a top-up payment through the CCS system. It would require some
administrative changes. We acknowledge that this would require an exploration of whether current
information technology systems could be readily adapted to support this policy option. The Australian
Taxation Office’s more timely access to wage income data through Single Touch Payroll may

2 Child Care Subsidy changes commencing July 2023, Parliament of Australia, 28 June 2023



https://assets.kpmg.com/content/dam/kpmg/au/pdf/2020/kpmg-child-care-subsidy-report.pdf
https://www.legislation.gov.au/Details/C2022A00066
https://www.legislation.gov.au/Details/C2022A00066
https://assets.kpmg.com/content/dam/kpmg/au/pdf/2019/case-for-further-investment-in-child-care-subsidy-october-2019.pdf
https://assets.kpmg.com/content/dam/kpmg/au/pdf/2019/case-for-further-investment-in-child-care-subsidy-october-2019.pdf
https://www.aph.gov.au/About_Parliament/Parliamentary_departments/Parliamentary_Library/Research/FlagPost/2023/June/July_2023_Child_Care_Subsidy_changes

13 | The cost of coming back 2.0

be a key enabler in this respect. The goal would be for the individual to receive the majority of the top-up
payment periodically throughout the year, with a balancing amount being paid following the lodgement of
the individual’s income tax return. Alternatively, instead of basing it on current wage information, the
family income estimate provided for CCS estimate purposes (provided prior to the year commencing)
could also be used. Much like the system now, a family could also have a negative balance, depending
on final income.

The top-up payment would be calculated by deducting the WDR cap percentage from the WDR arising
from the individual’s marginal workday, i.e. the additional workday being sought, and multiplying this by
the income from the marginal workday.

The maximum top-up payment allowable would be $10,000 to ensure that higher income earners could
not receive more. However, the proposal generally operates progressively. This is because a person’s
WDR cap would equal their marginal tax rate plus 20 percentage points, meaning higher earners (who
have higher marginal tax rates) will have a higher WDR cap. Table 3 sets out illustrative examples of how
the top-up would be calculated. To reduce the risk of childcare cost inflation, the WDR for this purpose
would exclude any part of the childcare cost that exceeded the government’'s CCS hourly rate cap.

All secondary earners in the same financial and working situation would receive the same top-up
payment, regardless of the extent to which they had (or had not) increased their working days in
response to this change in the tax/transfer system.

So, two carers working, say, four days per week in identical circumstances would both receive the same
top-up payment regardless of whether or not their work patterns would have been different prior to
receiving the payment.

Table 3: Example calculation of WDR top-up payments

WDR cap
Individual Days per Marginal day’s (marginal income WDR top-
total income week worked income tax rate plus 20%) up amount
36,000 3 12,000 75% 38% $4,415
42,000 2 21,000 62% 38% $5,137
63,000 3 21,000 62% 52% $2,081

Subject to the federal government’s IT systems being capable of adaptation at a reasonable cost, an
individual’s final WDR would be calculated by the ATO following the lodgement of the individual’s income
tax return, with the top-up payments required to reduce the WDR to the cap (both during the year and the
final balancing payment) being made through the CCS system following liaison between the ATO and the
Commonwealth Department of Human Services (which is responsible for administering the CCS).

There would be some additional fields to complete in the tax return form, for the purpose of identifying a
secondary earner, their use of childcare and the profile of their days worked (which could for integrity
purposes be cross-referenced with data supplied for the purpose of claiming CCS).

Status Unimplemented
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Policy Option 6: Increase the CCS to 95% of the hourly rate cap for all families

KPMG’s 2020 report The child care subsidy: Options for increasing support for caregivers who want to
work recommended an option where CCS was increased to 95% of the hourly rate cap for all families.
The paper found that the cumulative benefit to GDP over a 20-year period arising from the increased
productivity of parents who have had a stronger connection to work and professional development while
their children were very young was estimated at an additional $10 billion in 2019 prices.

As an alternate option to extending CCS to 95% for all families, the report found that altering the profile of
the CCS phase-down resulted in lower CCS spend than the 95% option, but was also estimated to have
a greater economic benefit per additional dollar spent. This is because the near fully funded 95% option
provides a greater amount of subsidy to families that do not have the capacity to take on more work.

We note that the Productivity Commission has modelled a universal 90% subsidy and found that this
option is likely to disproportionately assist high income families, who already spend a lower proportion of
their income on out-of-pocket childcare expenses when compared to families in the lowest income
decile. The Productivity Commission also found that while this option is costly, it also may not lead to
significant increases in labour force participation, address the inequity created by the current CCS
settings, nor support greater access for children and families experiencing disadvantage.?

Policymakers will need to consider affordability as modelled by the Productivity Commission, but also
the increased productivity benefits from parents having a stronger connection with work under a near
universal model.

Status

3 Inquiry Report - A path to universal early childhood education and care, Productivity Commission, September 2024
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