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	Key points

	Disadvantage imposes personal costs on people and families who experience it, and costs on the broader community. Costs can be categorised in terms of the impact of disadvantage on material living standards (economic costs) and on quality of life (social costs). There are also dynamic dimensions as past disadvantage can continue to impose costs. 
The costs to material living standards can be measured in terms of the opportunity costs of foregone production, together with expenditure on ‘regrettables’.
Employment income accounts for most foregone production and is the result of the impact of current and past disadvantage on labour force participation, un/underemployment and productivity. Along with lower investment and loss of social capital, this has spillover effects on economic activity that affects the broader community.
‘Regrettables’ are spending (mostly by governments), in response to disadvantage (for example, spending on health, justice and welfare services). While contributing to economic activity, such spending comes at an opportunity cost of preferred goods and services. Transfer payments are a cost to the broader community, but are a benefit to those who receive them.
The social costs of disadvantage are reflected in a lower quality of life. Lower life satisfaction can result from not engaging in work and other meaningful activities, and from poorer health and relationships (from current or past disadvantage). Measures of subjective wellbeing are increasingly being used to estimate these costs.
For the community, social costs arise if disadvantage erodes social capital such as trust and civic engagement, and where it is associated with outcomes such as higher rates of crime. Many people in the community also value increasing the equality of opportunity.
People experiencing disadvantage or the effects of past disadvantage bear much of the social costs in terms of their loss of quality of life. They also bear a large share of the economic costs associated with lower employment income (although this cost is shared by the broader community through income transfers). 
Estimates of the overall costs of disadvantage have very limited use (even if costs could be estimated with any confidence). What matters for policy is the extent to which policies can reduce these costs, relative to the cost of the policy. 

	

	


[bookmark: begin]Disadvantage imposes a range of costs on the people who experience it and those near to them. It also imposes costs on the broader community. Reflecting the multidimensional nature of disadvantage, the costs can be categorised in terms of the impact of disadvantage on material living standards (economic costs) and people’s quality of life (social costs). There are also dynamic dimensions as past disadvantage can continue to impose costs. 
This chapter looks at the evidence on the costs of disadvantage in Australia. For both conceptual and empirical reasons it does not estimate a total ‘cost of disadvantage’ (box 5.1). Rather, the chapter focuses on how to estimate the costs that could be avoided in the absence of particular types of disadvantage.

	[bookmark: OLE_LINK1]Box 5.1	Is the total cost of disadvantage the right thing to measure?

	There are several reasons why the cost of disadvantage is a difficult concept to define and to estimate. 
First, while most people have a view of what is an ‘acceptable’ level of disadvantage (or ‘minimally tolerable life’), there is no consensus on what this is. As discussed in chapter 2, the choice of thresholds for measuring income poverty, deprivation and social exclusion are matters of judgement. Indeed, as Holzer et al. (2007) in a paper costing childhood poverty in the United States point out:
We omit from our estimates the poverty ‘gap’ of poor households themselves, defined as the difference between household income and its poverty threshold. To do so would be tautological: the costs of poverty would be defined as poverty itself. (p. 2)
Second, estimates of the total cost of disadvantage, like ‘burden of disease’ type studies, make the implicit assumption that the costs can be reduced to zero. Such total estimates provide very optimistic upper bounds on the potential returns to action and are not very useful from a policy perspective. For example, Laurie (2008) estimated the cost of poverty to Ontario in Canada to be 5.5 to 6.6 per cent of Ontario’s GDP. But many of the causes of poverty, such as poor health, are likely to remain to some extent, even if income poverty were eliminated through transfer payments. So not all costs would be reduced. A more useful concept is ‘avoidable cost’, that would take into account fundamental factors that are unlikely to change with government intervention, such as a person’s innate capacity to acquire skills or a base level of transitional unemployment. 
Third, and in a related point, the causes and consequences of disadvantage are often hard to separate. A realistic counterfactual needs to take into account the extent to which causes as well as consequences can be reversed. 

	Sources: Holzer et al. (2007); Laurie (2008).

	

	



Identifying and measuring the avoidable costs of disadvantage is critical to evaluating policies and programs designed to prevent or ameliorate disadvantage. The literature on the costs of disadvantage focuses on three types of costs that can be quantified: 
foregone production, particularly employment income 
regrettable expenditures
lower quality of life. 
The first section of this chapter provides a framework for estimating the costs of disadvantage. It also looks at issues involved in empirical estimation. The following three sections examine empirical estimates of the three major sources of avoidable cost. The final section draws out the distributional implications of reducing these costs of disadvantage. 
5.1	A broad framework for measuring avoidable costs
The cost of a particular type of disadvantage can be categorised in three broad ways: 
who bears the cost (individuals experiencing the disadvantage and those close to them, and others in the broader community)
the type of cost (economic or social)
the consequence (such as lower income and poorer health). 
Ultimately, all measures of cost must estimate the difference between the value placed on the observed outcomes arising from the disadvantage and the value of the current and life-long (and, indeed, intergenerational) outcomes that are realistically possible from preventing or alleviating disadvantage (the counterfactual). 
As discussed in chapters 2 and 3, assessing the extent of disadvantage involves identifying the share of the population that sits below a defined threshold (for example, income). As such, the costs depend not only on the number of people below the threshold, but also on the distance below the threshold. The distribution of the extent and depth of disadvantage is central to estimating the overall costs of disadvantage — the cost for any person, and the broader community, largely depends on the extent of disadvantage.


Personal costs of disadvantage are those that fall on people (and those close to them) who experience disadvantage. The costs to the broader community arise from the ‘spillover’ effects that disadvantage has on others in the community. Both personal costs and costs to the broader community can reflect past and current disadvantage, as the impacts of disadvantage can be long-lived and, importantly, intergenerational.
Estimating the avoidable cost of disadvantage involves:
clearly identifying outcomes (direct and spillovers) that are the result of current or past disadvantage that could have been avoided
measuring the difference or gap between the outcomes and those that would otherwise have occurred (the counterfactual) — while in general this will be undertaken for the ‘average’ gap, the distribution of this gap across those affected should be taken into consideration
assigning a value to each outcome gap (as cost = the difference in the outcome X the value of the outcome X the number of people experiencing the gap)
‘adding-up’ the costs in a way that avoids double counting.
The steps for estimating the cost of avoidable disadvantage in any given year are summarised in figure 5.1.[footnoteRef:1] The avoidable cost depends on the current experience of disadvantage, and the impacts of past experiences of disadvantage. While many of these costs are reflected in current disadvantage, some people can experience long term costs, even though they would not currently be described as experiencing disadvantage in the measures set out in chapter 2.  [1: 	This approach is different to a cost-benefit approach used in policy analysis which estimates the change in cost over time as well as the expenditure required to achieve that change through a policy or program intervention. The time series of expenditures on the intervention and the benefits (the reduction in the costs of disadvantage) are then discounted to assess the net present value of the intervention. The choice of discount rate is important in this approach. The discussion here takes an annual snapshot of the current costs that are a result of current or past disadvantage, so discounting is not required.] 

[bookmark: OLE_LINK3]Figure 5.1	Steps in estimating the avoidable costs of disadvantagea 
	


a While averages are usually used in the costings, this assumes that the experience of the affected population is symmetric.
Types of costs and measures of their value
Chapter 2 identified the different ways of understanding and measuring disadvantage (income poverty, deprivation and social exclusion) and how disadvantage could be understood in the context of a wellbeing framework. The OECD’s ‘How’s life?’ wellbeing framework (figure 5.2) divides wellbeing into material living standards and quality of life, with sustainability adding a longer term dynamic dimension.[footnoteRef:2]  [2: 	In the OECD framework, sustainability refers largely to leaving future generations with the ability to achieve living standards and quality of life comparable to that achieved by current generations. The time profile for the costs of disadvantage is more near term as most of the impact is on generations that are currently alive.] 

While clearly interdependent, making a clear distinction between material living standards and quality of life provides a useful way to categorise the different types of costs imposed by disadvantage. As material living standards depend largely on economic outcomes, to avoid double counting the quality of life measures are restricted to the impacts of social outcomes. This categorisation maps well to the triple bottom line approach — economic, social and environmental outcomes — in evaluation.[footnoteRef:3] [3: 	While environmental outcomes do impact on both the quality of life and material living standards, they tend to feature less in analysis of the impacts of disadvantage.] 

[bookmark: FigureTitle]Figure 5.2	OECD’s How’s Life? Wellbeing Framework
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Source: Derived from OECD (2011b).
Material living standards
The material living standards of individuals and households largely reflect their employment income and the assets they have access to (which can provide capital income and/or a flow of services such as housing). Income transfers, from government, families, or charitable organisations, can improve a household’s material living standards. Living in an area which lacks public infrastructure and other services will reduce material living standards. 
At the economy‑wide level, material living standards depend on the level of income in an economy, the prices of goods and services that people want to purchase, and the distribution of income (these ultimately determine consumption). The current economic cost of disadvantage is estimated by taking the difference between the wellbeing (utility) from consuming the current level of material goods and services and the wellbeing from what could have been consumed in the absence of avoidable disadvantage. 
By defining this economic cost in terms of utility, a distinction is made between production (usually measured by Gross Domestic Product, GDP) and utility. While a major source of economic cost is foregone production as the result of current or past disadvantage, which can be estimated in terms of lost GDP, there is another important economic cost of disadvantage. 
The OECD framework identifies ‘regrettable’ expenditures (figure 5.2) — expenditure included in GDP that is not a preferred form of expenditure.[footnoteRef:4] It is money spent in response to undesirable situations, such as a natural disaster, security threat, or avoidable disadvantage. This spending changes the composition rather than the overall level of GDP.[footnoteRef:5]  [4: 	This approach follows the Genuine Progress Indicator (GPI) methodology, which sought to adjust GDP measures to better reflect a measure of consumption valued by the community (Cobb  et  al. 1995). Included in GDP but excluded from the GPI are a range of costs including crime (legal costs, medical expenses, property repair and replacement costs), medical insurance, auto insurance and healthcare bills. Hamilton and Saddler (1997) produced a GPI for Australia, but this does not focus on the costs of disadvantage.]  [5: 	To the extent that resources in an economy are underemployed, an increase in regrettable expenditure could change the level of economic activity, but assessing the likelihood of such a change is not straightforward.] 

Economic costs can be measured (at the individual and broader community levels) in terms of the opportunity cost — the value of foregone production or income, or less preferred expenditures. 
Total employment income foregone can be estimated by differences in participation and employment rates (including hours worked) multiplied by the wage rates that would have been achieved. For individuals, the value of the forgone income varies reflecting the different productivity contributions people would make if they were employed.[footnoteRef:6] As such, the total measure should apply wage rates that reflect the average labour productivity of those currently experiencing disadvantage.  [6: 	When people are not engaged in paid work they could be engaged in other activities, such as childcare and volunteering, that are not captured in GDP. However, severe disadvantage can also affect people’s capacity to engage in these non-market activities, and the extent to which they value them.] 

At the broader community level, economic activity can be affected because lower income and/or employment resulting from disadvantage feeds through to lower investment in (and potentially a deterioration in) human capital and physical capital over time. Estimating this cost requires projecting the differences in investment (or rates of depreciation) and the impact this has on the stock of human (and other economic) capital, as well as how this impacts on the labour productivity of others. In practice this is hard to do, and this spillover cost is unlikely to be included in any measures of costs of disadvantage.
Regrettables expenditure can be both public and private. For example, a rise in disadvantage could lead to an increase in public spending on health, justice and welfare services. It could also lead to an increase in private spending, such as the cost of repairing property damage or private medical costs related to poor health. Such spending comes at an opportunity cost of more preferred goods and services. The best estimate of this cost is the spending that would otherwise have been outlaid on preferred goods and services (including saving to support future expenditure).
The public share of regrettable expenditure imposes an additional cost as it has to be funded through taxation revenues. Raising taxes imposes a deadweight cost associated with the distorting effect that taxes have on the economy. 
The fiscal impact of disadvantage is often of concern to governments. This is the sum of the public expenditure on regrettables made in response to disadvantage plus the loss of tax revenue that would have been generated by the higher level of economic activity. The fiscal impact is not an additional cost of disadvantage, rather it adds together the parts of the economic costs that are relevant to the fiscal position of government. 
It is important to note that not all spending on welfare and other programs that support or respond to disadvantage can be considered regrettable (box 5.2). The challenge in estimating regrettables is to identify what would not need to be spent if a particular type or source of disadvantage was reduced. Such assessments must be realistic about what can be achieved for the measure of regrettables to be meaningful. 
Quality of life
Although material living standards have an important effect on people’s quality of life, it is convenient for measurement purposes to consider the social costs of disadvantage separately from the economic costs. Social costs include the costs to individuals such as those arising from poor health or the lack of engagement that can come with being unemployed. They are personal costs because they directly affect the people experiencing disadvantage.
There can also be social spillovers as the quality of life for the broader community can be affected by other people’s disadvantage. These spillovers are more likely to be pronounced when people’s local neighbourhood is affected by the disadvantage experienced by others. But people may also care deeply about others in their community and experience a loss of wellbeing if the less fortunate are not provided with opportunities to live better lives.

	[bookmark: OLE_LINK8]Box 5.2	Are expenditures that reduce disadvantage ‘regrettables’?

	Age pensions provide an income in retirement, and depending on their level relative to the poverty line, can make a big difference in both the measured poverty rate and the material living standards for many older people. Publicly funded early childhood education seeks to improve the capabilities of children, and is most important for children growing up in disadvantaged families. Early intervention and other support for people experiencing mental illness that enables them to engage in education and work can build their resilience to adverse events, helping them to avoid becoming disadvantaged. Few people would ‘regret’ these expenditures. This raises the question of whether expenditures that reduce disadvantage — either directly or in the future — can be considered as regrettable.
There is no hard rule that one type of public expenditure is a regrettable and another is not, but some are easier to classify than others. In general, expenditures that reduce a cause of disadvantage are not considered regrettable. For example, investments in capabilities, such as literacy and numeracy skills, that help prevent future disadvantage, are unlikely to be considered regrettable. On the other hand, transfer payments to people who are unemployed simply because they lack these skills are likely to be regrettable. Yet to the extent that unemployment payments provide a form of insurance (against unpredictable adverse events that lead to loss of employment) such transfers would probably not be considered regrettable. The key distinction is whether the event, and hence the transfer, was reasonably avoidable.
Expenditures that deal with the consequences of disadvantage for the broader community are likely to be considered regrettable. For example, restorative expenditures in response to the impacts of disadvantage, such as repairing property damage or treating injury, would be considered regrettable. Similarly, expenditures that seek to protect others from behaviours that are a consequence of disadvantage, such as some policing and justice activities, would be regrettable. However, only the share of these types of expenditures that could be avoided should be included as a cost of disadvantage.

	

	


As with economic costs, if disadvantage constrains the accumulation of human and social capital, there are dynamic elements to the cost. For example, as described in chapter 4, children growing up in severely disadvantaged households may find it more difficult to form loving and nurturing relationships, and could struggle to be good parents because of the absence of a good role model. For the broader community, longer term social costs could arise, for example, from outcomes such as reduced social cohesion, or a decline in civil society.


Quality of life outcomes, whether personal in nature such as self-esteem or community-wide such as erosion of community cohesion, are hard to measure and assign a representative or average value. Also, these values can depend on relative rather than absolute outcomes and they can change as people adjust to their situation. The benchmarks that people use to form their expectations can be the lives of people in their neighbourhood (keeping up with the Joneses), their family and friends, or in some cases perceptions of what is socially desirable. Such adaptation, habituation, and expectation effects will affect the values placed on the outcome gap arising from disadvantage. 
A more expansive approach to measuring ‘progress’ has prompted the development of a range of measures of non-market outcomes (OECD 2011b). Some outcomes, such as personal health, have both objective and subjective measures that are well established (for example, the General Health Questionnaire). For others, especially those that are inherently subjective (such as the feeling of trust), standardised measures have yet to be developed. As discussed briefly below, there are a range of techniques for estimating the willingness to pay for some non-market outcomes (the average or community ‘norm’ value).
Adding up costs across the community
A summary of the categories of costs of disadvantage discussed above is provided in figure 5.3. 
It is one way of identifying, measuring and reporting the costs of disadvantage. Of the costs, those affecting the quality of life and the economic spillovers affecting the broader community are rarely estimated. But, as the rest of this chapter presents evidence to suggest, these may be considerable.
Challenges estimating avoidable costs
While the broad framework for measuring costs is reasonably clear, implementation is not. Three main issues have to be addressed when estimating the avoidable costs of disadvantage — establishing a realistic counterfactual, limited data and estimation bias, and the avoidance of double counting.
[bookmark: OLE_LINK10]Figure 5.3	One way of categorising the costs of disadvantageabc
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a DWL is dead weight loss associated with the distortionary effect of taxes on economic activity. b QoL — quality of life. c SoL — material standard of living. 
A realistic counterfactual
The difficulty of establishing a realistic counterfactual is highlighted in several studies. For example, Please (2008) concluding a review of the literature on the effectiveness of policies targeting homeless people said: 
One of the messages from the review is that the pursuit of abstinence, independent living and paid work for all homeless people with a history of substance misuse may not be a realistic goal. Some individuals are highly vulnerable and have ongoing health, personal care and other support needs which may mean that they need long term service interventions and may not be able to live independently or have secure paid work. (p. 4)
More generally, as Culhane (2008) pointed out, measures of the expenditure on services associated with a group may ignore the services these people would use if they were not homeless:
… because most of this research does not include housed comparison groups, the degree to which these service needs or usage rates are different for people who are homeless as compared to the housed poor more generally has not always been clear. (p. 100)
Culhane (2008) discussed the difficulty in identifying realistically avoidable costs from administrative data, which is usually only collected on those people receiving services. This lack of comparative data to estimate the differences in expenditures is a significant challenge in estimating the cost of disadvantage. 
The problem of the counterfactual also arises in estimating improvements in employment income. As noted by Lattimore (2007):
The key to understanding the net economic costs of labour market inactivity is a comparison of outcomes under current inactivity rates with a realistic counterfactual that reflects the best achievable rate of re-engagement. (p. 116)
Lattimore goes on to note, in relation to education:
There are, however, some confounding influences that make it harder to determine the role of education in stimulating labour force participation, especially for the more vulnerable groups that are often the targets of policy. A variety of individual traits, associated with educational attainment, also affect labour market participation. … These either affect educational choices or form the basis for preferential educational admission, which cause ‘selection’ bias when assessing the genuine effects of educational attainment. Overall, the problem arises because people are not randomly assigned education. People who undertake more education are different from people who do not. (p. 203)
A related point is that while there would be, in general, a labour market benefit from improvements in education and health, care is needed in extrapolating from average returns across the community to returns for individuals in different circumstances. For example, Holzer et al. (2007) applied a general adjustment factor of 60 per cent in their estimates of the employment cost of childhood poverty to reflect the lower overall potential income that children of poor families might achieve even if they did not grow up in poverty.
Establishing a realistic counterfactual is not easy. It is rarely realistic to assume that people who are experiencing serious disadvantage could achieve a life that has no costs associated with the causes or consequences of their past disadvantage. In rare situations there can be a natural experiment, say where policies or economic circumstances across jurisdictions have offered different opportunities for people to acquire capabilities. More generally, the outcomes in similar countries that have lower rates of disadvantage could provide a benchmark of what is avoidable disadvantage.
Limited data and estimation bias
There is relatively little data on the costs of disadvantage (more general issues around data are taken up in chapter 6). Three particular problems are:
the use of case studies to estimate costs
the omission of costs because they are hard to measure
the exclusion of people of most interest in studying the costs of disadvantage in many data sources.
Cost estimates based on case studies are often not representative of the ‘average’ experience, which can lead to a risk of misinterpretation. For example, the ‘million dollar man’ estimate of the costs of public services provided to a homeless man in Nevada over a ten year period led to a plethora of similar studies of the ‘cost of homelessness’ (Culhane 2008). Such studies tend to take a particular high cost case and apply the estimate to the population of people who are homeless. Scaling up cost estimates from non‑random samples needs careful attention to avoid selection bias.
A more fundamental measurement challenge arises because many of the personal and social costs of disadvantage are hard to measure. Most studies that attempt to estimate the cost of disadvantage focus on the economic costs and a particular source of disadvantage. For example:
studies looking at the cost of child poverty estimate foregone employment income related to the higher probability of poor employment outcomes for children who experienced child poverty and regrettables associated with the higher rates of unemployment and higher spending on child welfare and health (box 5.3)
homelessness studies tend to focus only on ‘regrettables’ spending, avoiding the question of what employment outcomes could have been achieved. 
The focus on employment income and regrettables is pragmatic, as these are the most easily identified and measured costs. But the importance of the multi‑dimensional nature of disadvantage suggests greater effort is required to estimate these costs. 

	Box 5.3	The costs of childhood poverty: some examples

	Several studies have sought to estimate the costs of childhood poverty. While reducing all childhood poverty to zero is not a realistic outcome, few would dispute that it is highly desirable. Moreover, the causality is clear, as children cannot be held responsible for growing up in poverty. The approaches outlined below differed slightly in their focus and in the costs included in their quantifications. 
Holzer et al. (2007) estimated the cost of child poverty at 4 per cent of GDP in the United States. They explained their approach as follows:
We focus in this paper on measuring how childhood poverty in the U.S. affects outcomes for adults later in life, and what these effects imply for the broader U.S. economy and society. We estimate the reductions in the annual aggregate U.S. production of goods and services (as measured by earnings) associated with childhood poverty, as well as the extra expenditures (both public and private) and reduced safety and well-being due to crime and poor health associated with adults who grow up poor as children. One can think of this exercise as estimating the total economic value of increased production and higher quality of life that would accrue to the U.S. if childhood poverty were eliminated. (p. 4)
Hirsch (2008) drew together three studies to put the annual cost of child poverty in the United Kingdom at 2 per cent of GDP (£25 bn). He identifies, but does not quantify, the personal and social costs (citing a literature review by Griggs and Walker 2008). The estimate is made up of regrettable expenditure and lost income derived from two of the studies.
Bramley and Watkins (2008) estimated the cost of ‘regrettable’ expenditure on public services at £12 bn. They estimated the association between the proportion of children in poverty and the cost of the child-related services in a region to find the percentage of overall spending on the service attributable to child poverty. This is multiplied by the actual spending on the service to estimate the national cost to each service. 
Blanden, Hansen and Machin (2008) estimated the cost of foregone employment income as 1 per cent of GDP or £13 bn. They used cohort studies to look at the association between being in poverty at age 16 with earnings and employment chances up to age 34. In estimating the ‘poverty penalty’ on earnings and employment rates, the modelling controlled for parental characteristics to get as close as possible to an effect caused by poverty itself rather than other aspects of an individual’s background. They also adjusted for potentially lower productivity, putting the earnings of the ‘extra’ employment at the 25th percentile. The cost included lower benefit payments associated with higher employment (£2 bn), foregone income tax revenue (£3 bn) and private income (£8 bn).

	Sources: Blanden, Hansen and Machin (2008); Bramley and Watkins (2008); Griggs and Walker (2008); Hirsch (2008); Holzer et al. (2007).

	

	





The focus on a single source or type of disadvantage makes the analysis tractable, but introduces a potential bias given that other sources of disadvantage, such as a limitation of innate ability, are not included in the analysis. What this means is the estimates are partial as they do not reflect all the costs of disadvantage.
Such studies, however, provide the bulk of evidence on the ‘cost’ of disadvantage. A further problem is that these studies are often not focused on the most disadvantaged, and as such some of the estimates of average cost reduction cannot be applied with any confidence to the people most likely to experience deep and persistent disadvantage. As the costs associated with multiple disadvantage are not necessarily additive, adding partial estimates can overstate the actual cost imposed by disadvantage. Moreover, importantly from a measurement perspective, other sources of disadvantage need to be taken into account as they tend to reduce the extent to which the costs of disadvantage are realistically avoidable. The approach typically taken is to scale back the cost reduction that can be achieved to ensure a more realistic counterfactual.
Avoiding double counting
It is important to have a clear framework for estimating costs to avoid double counting. For example, the cost of foregone income can be estimated at the individual or economy‑wide level but, as these are different ways to approach the measurement of the same thing, estimates should not include both. 
The treatment of transfer payments is particularly important. 
For individuals, the main economic cost is the foregone income less the transfers they receive when unemployed. 
For the broader community the main regrettable cost is the transfers they pay for through their taxes. 
If the transfers are not deducted when estimating the cost to the individuals, they are counted twice. 
Laurie (2008), in a study of the costs of poverty for Ontario Canada, estimated the gain in income (and taxes paid) that would result if the average income of people living in poverty was to rise to the average of people in the second quintile. This kind of ‘morning after’ approach, while it adds in the gain in income, fails to deduct the loss of transfers from the additional income achieved.[footnoteRef:7]  [7: 	Such ‘morning after’ approaches usually fail the realistic counterfactual test. In this case it is unlikely that the most disadvantaged could achieve an income of those employed in the second quintile.] 

Double counting can also result when future costs as well as the current annual cost are taken into account. Past disadvantage raises the probability that a person will currently experience disadvantage, so any estimate of current costs of disadvantage will include the costs arising from past disadvantage. Projecting forward the costs of disadvantage, such as of child poverty, and adding them to the costs associated with current poverty (from past disadvantage) is effectively double counting. Laurie (2008) estimates both the intergenerational costs of child poverty in terms of future lost employment income and taxes, and the costs of current lower employment and productivity. This approach is fine provided the numbers are not added together.
Another complex issue is how to treat cost estimates of reduced quality of life, particularly those costs that have been converted into money equivalents. For example, Holzer et al. (2007) estimated that the personal costs of poor health make up around 28 per cent of the estimated 4 per cent of GDP cost of child poverty in the United States. However, as noted by the authors, the loss of wellbeing from poorer health is included in the numerator of their overall estimate but not in the denominator GDP, thus magnifying the estimate as a share of GDP. This points to the importance of clarity on what has been included in the estimate. 
A significant question is ‘What is the appropriate comparator?’ Costs as a share of GDP can make the scale of the estimate easier to comprehend than dollar measures. However, where social costs or those that relate to regrettable expenditure are included in the numerator the result should not be read as the increase in GDP that would be achieved if the disadvantage was avoided. While it is important to estimate these costs (where they are significant), care must be taken in their interpretation. 
5.2	Forgone employment income
Lack of employment, and the income it would have otherwise generated, is a major source of disadvantage (chapter 4). Policies that improve people’s human capital, and the opportunities they have to apply it, reduce disadvantage and the cost it imposes on both a person’s standard of living and their quality of life. Figure 5.4 expands the link between capabilities and opportunities and employment income that was set out in chapter 4 (figure 4.1). 
[bookmark: OLE_LINK4]Figure 5.4	Estimating the costs of disadvantage: employment income 
	


An individual’s human capital and the opportunities for them to work provided by the economy affect people’s productivity (and hence their wage rate), their participation and their likelihood of being unemployed or underemployed.[footnoteRef:8] Measuring these economic costs of disadvantage at the whole‑of‑economy level requires measuring the extent to which disadvantage lowers overall productivity and participation and/or raises unemployment. The dynamic effects of disadvantage also have to be factored in. Poor labour market outcomes can have long term effects as employment has a positive effect on a person’s human capital, which flows through to higher potential employment income and, with this, a lower likelihood of disadvantage.  [8: 	As discussed in chapter 4, the participation rate falls when the share of discouraged workers rises, so in examining the costs of disadvantage participation needs to include those people who are marginally attached to the labour force. Moreover, people participating in the labour force may not be fulfilling their potential due to unemployment or underemployment. Further, their employment may be insecure, with hours worked varying considerably from week to week. ] 

Pay-offs from investment in human capital
Increasing a person’s human capital, opportunities to work, and access to supportive social capital will reduce their employment disadvantage. Both health and education are crucial contributors to the stock of ‘human capital’. A person’s human capital affects their probability of finding and holding a job, their productivity, and the level of income they can potentially earn. It can also affect their attitude to labour market participation, as can their family and community expectations and support (a form of social capital). Chapter 4 also drew attention to the negative impact on children of growing up in a jobless household. The strength of the economy sets the foundation for providing employment opportunities, and social capital can contribute in other ways such as through parents, family, and community networks helping people find jobs. 
Estimates of the effects on employment and income from improvements in health and education provide one way to measure the opportunity cost of these low capabilities.[footnoteRef:9] Empirical work often uses econometric techniques to estimate the most likely change in participation and/or wages associated with a change in one element of a person’s human capital, such as an extra year of education. [9: 	As discussed in chapter 4, poor health and low education are both causes and consequences of disadvantage.] 

There is an extensive literature that examines the return to investment in human capital on both labour force participation and wages. Examples from Australian studies are given on education (box 5.4) and health (box 5.5). The focus of these types of studies are typically on the general population and not the most disadvantaged. This suggests care is needed in applying these estimates of the impact of a change in the level of education or health to estimating the costs of disadvantage.
For example, estimates examining productivity tend to focus on the returns to education and health of workers, as wages can be observed only for those in employment. Yet, as discussed above, it is not sufficient to assume that people of working age who are currently out of the labour force, unemployed or working fewer hours could all be employed full time at the wages of people with similar levels of measured human capital. For example, Forbes, Barker and Turner (2010) compared the characteristics of people in employment with those not in employment and found that, depending on their age, gender and whether they receive the Disability Support Pension, the average potential wage of people who are not employed or not in the labour force was between 65 and 75 per cent of the wage of people who are employed.


	[bookmark: OLE_LINK11]Box 5.4	Some estimates of the effect of education on participation and wages

	Educational attainment has a significant impact on labour force participation. Laplagne, Glover and Shomos (2007), when analysing Household Income and Labour Dynamics in Australia (HILDA) data, found that having a degree or higher qualification has the largest impact on labour force participation (relative to not completing Year 12) — boosting female participation by 20 percentage points and male participation by 9 percentage points. Attaining Year 12 was associated with around a 9 percentage point higher participation rate for women (compared with those who had attained Year 11 or lower), and around 6 percentage point higher participation rate for men.
These findings are common across countries, prompting de Mello and Dutz (2012), drawing on a selection of papers, to argue:
… people with poor skills face a much greater risk of experiencing economic disadvantage, and a higher likelihood of unemployment and dependency on social benefits. Conversely, according to one estimate, if student performance in the OECD area is raised by just half a school year, that would add USD 115 trillion to the economy over the working life of the generation born this year. (p. 9)
On average, wages rise with educational attainment, reflecting higher productivity of better educated workers. A Commission Staff Working Paper (Forbes et al. 2010) using HILDA data and controlling for individual fixed effects, found that the level of education had significant influences on hourly wages earned in Australia. Compared to a person with a year 11 education or less, on average: a man with a year 12 education earns around 13 per cent more, and a woman with year 12 education earns around 10 per cent more; a man with a diploma or certificate earns around 14 per cent more, and a woman with a diploma or certificate earns around 11 per cent more; and a man or a woman with a university education earns around 40 per cent more.

	Sources: Forbes, Barker and Turner (2010); Laplagne, Glover and Shomos (2007), table C.5. 

	

	


Econometric techniques produce estimates of the ‘average’ effect of a difference in human capital for groups of people distinguished by their level of human capital. The usefulness of such estimates in calculating the cost of disadvantage depends on the extent to which the method and data distinguishes the outcomes for groups experiencing the type of disadvantage of interest.

	[bookmark: OLE_LINK9]Box 5.5	Some estimates of the effect of health on participation and wages

	Studies have been conducted on the impact of health on labour force participation. Health effects may be thought of as ‘prevention’ effects whereby changes in behaviour or living conditions help prevent individuals from acquiring a health condition. Early detection and treatment can also assist in reducing the incidence of health conditions. Laplagne, Glover and Shomos (2007) found that preventing a mental health or nervous condition has the largest positive impact. The increase in labour force participation was found to be between 26 and 30 percentage points higher for men and between 22 and 25 percentage points higher for women. Major injury had the next greatest effect on participation at around 14 percentage points for men and 16 percentage points for women.
Wages are also lower for people suffering from chronic poor health. For example, Cai (2007), using 2003 HILDA data, found that people reporting good health earned around 18 per cent higher wages than those reporting ‘poor’ or ‘fair’ health. Brazenor (2002) found that men with a nervous or emotional condition earn approximately 35 per cent less than the average male. Men who suffer from chronic pain or discomfort were estimated to earn 15 per cent less than average, and women with chronic pain or discomfort earned 10 per cent less. Forbes, Barker and Turner (2010) found that people in the workforce who suffer from chronic illnesses are estimated to earn wages between 1 and 5.4 per cent less (depending on the health condition considered). They found that largest effects related to poor mental health and major injury, which are associated with an average reduction in men’s wages of 4.7 per cent and 5.4 per cent respectively, and women’s wages by 3.1 and 3.5 per cent respectively. For long term health conditions the link between wages and health will be affected by the impact of health on educational attainment and work experience. This highlights the difficulty of using estimates such as these to put a cost on this source of disadvantage.

	Sources: Braznor (2002); Cai (2007); Forbes, Barker and Turner (2010); Laplagne, Glover and Shomos (2007). 

	

	


An alternative to the econometric approach is to construct a ‘what if’ scenario. It involves comparing outcomes for one group experiencing disadvantage with a group that is similar in all characteristics other than those related to the disadvantage. [footnoteRef:10] A National Centre for Social and Economic Modelling (NATSEM) study (Brown, Thurecht and Nepal 2012) took this approach to provide a ‘hypothetical’ estimate of the impact on economic activity of achieving health equality between the top and bottom income quintiles in Australia. Brown, Thurecht and Nepal estimated that: [10: 	The validity of this ‘morning after’ approach lies in whether the ‘control’ group that forms the comparator is identical in all other aspects to the group experiencing the disadvantage. Econometric methods use statistical techniques to control for differences in other characteristics, although they too are limited by the available data. Panel data offers the advantage of being able to control for unobserved personal characteristics using fixed effect estimation. With a sufficient period of data, causality can also be examined.] 

if the bottom quintile had the same health profile as the top (holding the other characteristics of the bottom quintile constant), an additional 172 000 Australians would be in work
if the ‘non-workers’ and the currently less healthy workers achieved the same earnings as the healthy workers in the bottom quintile total earnings would increase by $2.8 billion per annum. 
These estimates provide at best an estimate of the upper bounds of the costs that health disadvantage might impose on the Australian economy. They are based on the assumption that the only difference between those who are employed in the bottom income quartile and those who are not employed is their health status. As there are other correlated factors related to both health and unemployment, the actual gains are likely to be lower. 
Distinguishing between individual and economy-wide impacts 
A distinction needs to be made between the effect of a policy on reducing the economic costs of disadvantage for individuals (such as income poverty) and the economy‑wide economic impact. 
In terms of personal costs, at the individual or household level the focus is on the difference that avoiding disadvantage has on the income of the household. Any assessment of the effects of a policy on household income should take into account increases in household costs, any changes in transfer payments and after tax income. For example, when a person becomes employed their income is likely to increase but they will lose unemployment benefits and possibly other government payments. Household costs could also change, for example, childcare or other care services may need to be purchased (to replace parental or informal care) and the costs of transport (to commute to work) and clothing (suitable for work) could increase. 
Changes in income support and other benefits can influence the outcomes of people experiencing disadvantage. For example, the 1996 welfare reform for single mothers in the United States was highly successful in getting these mothers into paid work, but the reduction in poverty for this group, such as it was, was in large part due to financial assistance including the earned income tax credit, health insurance, child care and other vital work services (Kane et al. 2002).
At the economy‑wide level, the economic impact of a policy is the change in the overall level of economic activity (GDP) that comes with higher productivity, participation and lower unemployment. This is estimated as the total increase in labour income as a result of increased overall productivity (wage rate) and/or hours worked. 
Changes in taxes and social welfare cash and in‑kind transfers have a fiscal impact — changing the government’s budget balance — but, as discussed, do not alter the total level of income in the economy other than through reducing the deadweight costs of taxation when the level of transfer payments is reduced. That is, the distribution changes, but there is not much change in the overall level of economic activity.
The exception to this general rule is where the expenditure on additional services, such as childcare, has second round effects by raising the demand for labour. This depends on whether there were underemployed resources in the economy, and whether fiscal stimulus is effective at raising demand.[footnoteRef:11]  [11: 	The benefit to overall employment depends on the point in the business cycle, the benefit being higher at times where there is a substantially lower utilisation of resources. The benefit also depends on how the fiscal expansion is financed, and whether this pushes up interest rates and crowds out alternative economic activity. The effect of government expenditure on GDP, known as the Keynesian multiplier, varies across countries as well as over the business cycle. Estimates of the multiplier for a number of countries have been made recently by Baum, Poplawski-Robeiro and Weber (2012). ] 

Spillover effects aside, to the extent that people who were not working had lower capabilities and hence productivity, the overall economic improvement will be less than proportional to the rise in hours worked. And while increasing capabilities raises potential productivity, there need to be opportunities to work. Hence the economic impact in the short run depends on the state of the economy. In the longer run, the state of the economy can in turn be affected.
Dynamic impacts on employment income
Unemployment and the loss of human capital
Evidence linking unemployment with lower probabilities of future employment and withdrawals from the labour market was presented in chapter 4. Unemployment can result in scarring — reducing a person’s capacity to return to work. Even relatively short periods of unemployment can reduce a person’s skills. Long periods can severely reduce human capital and, in turn, lifetime income as well as have intergenerational effects. 
A study by Gregg and Tominey (1997), controlling for individual heterogeneity, found that in the United Kingdom experiences of unemployment at an early age resulted in wages being lower by 12 to 15 per cent at the age of 42, although the difference fell to 8 to 10 per cent if further periods of unemployment were avoided. 
Edin and Gustavsson (2004) estimated that 12 months of non‑employment lowered an individual’s skill rating by 5 percentage points. 
Loss of employability also increases with the duration of joblessness (Arulampalam 2001; Cahuc and Zylberberg 2004). 
The importance of employment for enhancing human capital is also supported by findings for Germany and Austria that show that even low‑wage jobs can contribute to building skills and enhancing future employment (Grun, Mahringer and Rhein 2011; Knabe and Plum 2010).
These effects are observed at the aggregate as well as the individual level. At an economy‑wide level, high unemployment and low participation rates reduce the human capital available in the future. Examining trends for 20 developed countries, Ball (2009) concluded that a period of high unemployment arising as a consequence of a downturn in demand during a recession results in a higher natural rate of unemployment which only declines after a long period of strong growth. This effect has been called hysteresis. 
While the evidence on the causal mechanisms is not conclusive, Ball (2009) points to the effect of unemployment on human capital as a probable cause. Liu, Sun and Lin (2012) also found evidence of hysteresis for both participation and unemployment rates in Australian states and territories.
The impact of disadvantage on life-time employment income
The largest gains in terms of economic activity are likely to be from policies that contribute most to building the human capital of young people who have many years of working life ahead of them. As discussed in chapter 4, long term joblessness in families raises the probability that the children will have lower educational outcomes and poorer labour market outcomes. The strong socio‑economic gradient in educational attainment points to the potential costs of disadvantage (Polidano, Hanel and Buddelmeyer 2012).
Various estimates of the cost of childhood poverty have included the cost of lower lifetime income (box 5.3). Holzer et al. (2007), for example, estimated that in the United States, at a child poverty rate of 17 per cent, the annual cost of reduced employment income to the economy was 1.3 per cent of GDP. The estimates were based on an average intergenerational elasticity estimate of 0.5 (a measure of the effect of a percentage change in parental earnings on the percentage change in the earnings of their children as adults). Holzer et al. (2007) explained:
… an adult who grew up in poverty has a difference in family income of 0.98 log points, which represents the difference between the average incomes for poor families (about $14,500) and twice the poverty line for a family of four (about $38,800) in 2005. This implies a reduction of 0.49 log points in earnings for those who grew up in poverty relative to the median household. Since median adult earnings was about $30,500 in 2005, a reduction of 0.49 log points associated with poverty reduces average adult earnings to about $18,770, or by 39 per cent relative to median earnings. (p. 13)
Based on the share of the population who grew up in poverty, the estimate was that GDP was 2.1 per cent lower than it would otherwise have been. However, adjusting for ‘hereditary factors’ (estimated to explain about 40 per cent of the difference) reduced the estimate to 1.3 per cent of GDP.
While such estimates need to be treated with caution, and do not imply the returns likely from policy, they do indicate that the scale of the intergeneration effect is likely to be considerable.
Other dynamic ‘spillover’ effects on overall employment income
Reducing employment disadvantage and increasing participation and productivity can have other dynamic effects on the economy. 
Higher GDP means more output that can be consumed or saved and invested. 
Higher investment increases the resources available to support future economic activity, including investment in education. 
By reducing future levels of disadvantage, taxpayer expenditure on related ‘regrettables’ and transfers would also be reduced. For example, attaining higher incomes and the scope to accumulate assets to support retirement (particularly housing) should reduce poverty rates in the future for the elderly. More generally, higher rates of employment in the future should reduce the welfare burden on governments, while increasing the tax base. 
Such dynamic effects are clearly important to policy consideration, not least in assessing whether public investments can pay for themselves over time. However, they are not easy to assess. More generally, as the gains depend on a range of policy decisions as well as market and household behaviours, such dynamic effects cannot readily be included in any quantification of the overall ‘costs of disadvantage’. It is certainly relevant to include them in assessments of the net benefits of policy, as long as due care is taken to ensure double counting is avoided, and assumptions about the realistic level of avoidable disadvantage, and the level of uncertainty in such estimates, are made explicit. 
Some other impacts on material living standards
A person’s standard of living generally depends more on their household income than on their individual income, and on the services provided within the household. Household formation can affect the standard of living of the people in a household. The tendency of people to form partnerships with people with similar characteristics, including education, tends to reinforce the effect of both disadvantage and reductions in disadvantage (OECD 2011c). Unemployed men, for example, find it harder to form a stable adult partnership (chapter 4). While the framework set out in figure 5.1 takes the individual as the unit of account, in some cases the household would be more appropriate.
The measures of deprivation covered in chapter 3 point to the fact that material living standards also depend on the availability and affordability of services in the local community. Stronger economic activity in a region helps to promote investment in economic and social infrastructure — both because the higher income provides the revenue base for funding such investment, and because the community demands better services. This is one mechanism whereby people in a community benefit from a reduction in disadvantage in their locality, even where they themselves were not disadvantaged.
In addition to purchased goods and services, the standard of living a person experiences depends on the household services they receive. As with engagement in the labour market, disadvantage can reduce the capacity of people to engage positively in both household work and volunteering. For example, Lattimore (2007) reports the 1997 ABS Time Use Survey estimates that economically inactive males between the ages of 25 and 54 years contribute about half the time per week to unpaid voluntary work contributed by employed males. It is also likely that disadvantage has a material impact on non-market production (see also Berger and Waldfogel 2011).
While it is important to recognise these costs of disadvantage, estimating them is often hampered by lack of data and estimating a realistic counterfactual can be fraught. An example of this problem is that for Australia the data are not available to distinguish whether disadvantaged neighbourhoods are a result of residents becoming (or remaining) disadvantaged, or whether disadvantaged people move into the neighbourhood, while those who overcome disadvantage move out. The locational policies of public housing agencies are also contributing factors.
5.3	Expenditure on ‘regrettables’
Three broad areas of regrettable expenditure have received the most attention: 
poor health
antisocial behaviour
relationship breakdown. 
These costs can be measured in terms of out of pocket expenditures for those directly affected and costs to taxpayers (part of the fiscal impact). 
Costs to taxpayers can include: spending on programs to ameliorate or prevent disadvantage (such as income transfers and early childhood education); spending in response to the consequences of disadvantage (such as homeless shelters, health services and counselling services); and the deadweight costs of taxation and administration costs. As discussed earlier, only the spending which could have been avoided should be included in any estimate of cost.
Expenditure related to poor health
Households where people experience chronic health problems and disability often have higher non‑discretionary costs and other needs. Zaidi and Burchardt (2003) estimated that in the United Kingdom if the special needs of disabled people were  taken into account in calculating their poverty line, the poverty rate for this group would increase threefold. A reduction in some types of disadvantage can reduce related household needs, for example, where a person’s health is improved, medical costs could be lower. In other cases public spending, such as spending directed to supporting people with disabilities, can reduce the personal costs of disadvantage. 
In Australia, because of lower rates of private health insurance coverage of households in the bottom income quartile, and low capacity to ‘self-insure’, a substantial share of health care expenditure for those experiencing deep and persistent disadvantage falls to governments to fund. 


The NATSEM study (Brown, Thurecht and Nepal 2012) which looked at the potential gains from addressing the social determinants of the health ‘gap’ between the top and the bottom income quartiles estimated annual savings of $2.3 billion in hospital expenditure, $273 million in Medicare services, and $185 million in Pharmaceutical Benefit Scheme scripts. While not all of this expenditure is avoidable, it provides a very considerable, if upper bound, estimate. 
Expenditure relating to anti-social behaviour and crime 
Anti-social behaviour causes personal suffering for the victims and often the perpetrators. It also imposes financial costs on the victims, the community and on public expenditure in terms of: preventative programs; dealing with the consequences of such behaviour; and administering the criminal justice system. 
While many of the most economically damaging crimes (most notably fraud) have been perpetrated by people of relatively high socio-economic status, there is evidence of partial correlations between disadvantage and higher rates of substance abuse, domestic violence, child abuse, personal assault, and property crime. For example, James and Glaze (2006) found evidence from the United States that many prisoners with mental health problems had a history of disadvantage including physical and sexual abuse, family histories of drug and alcohol abuse, homelessness and unemployment. The Australian Institute of Criminology (Rollings 2008) estimated that crime costs Australia around $36 billion a year (4 per cent of GDP). Fraud makes up 40 per  cent of this cost, burglary 10 per cent, drug offences 9 per cent, arson 8 per cent, criminal damage 7 per cent, and assault 7 per cent.
While some of this expenditure is borne privately, such as spending on better security systems and on repairing property damage, much is publicly funded. For example, justice services make up almost $11 billion of the $36 billion (Rollings 2008). Hospital treatment for the victims (and sometimes perpetrators) of interpersonal violence was estimated to cost between $9 and $10 million a year in Western Australia, with a mean cost per admission of close to $4 000 (Meuleners, Lee and Hendrie 2007). Victims can receive publicly funded compensation and other services. Child protection services and the criminal justice system are similarly funded through taxation. 
Expenditure relating to relationship breakdowns
While the personal costs are considerable, taxpayers shoulder a share of the financial burden of family breakdown through income and other support for single parents and homeless people.[footnoteRef:12] The size of these costs depends very much on the extent of welfare support provided. Whilst there are few studies of the direct costs of relationship breakdown, estimates of the costs of child poverty and of  homelessness are relevant.  [12: 	While there are many reasons why people become homeless, relationship breakdown between parents, children and parents, and between other household members, is often a key factor. For those who experience long term homelessness, most have experienced childhood trauma (Johnson et al. 2011).] 

Child poverty is indirectly related to relationship breakdown through the greater risk to poverty of single parent households. Bramley and Watkins (2008) estimated that the cost to government services of dealing with child poverty in the United Kingdom ranged between £11.6 and £20.7 billion. This cost was predominantly made up of additional personal social services (around 25 per cent of the low estimate), acute healthcare (10 per cent), school education (25 per cent) and police and criminal justice services (11 per cent).
Homelessness is also influenced by relationship breakdown. A recent study by Baldry et al. (2012) illustrates the fiscal impact of homelessness on Australian governments. Following the lives of 11 young Australians who became homeless to identify the health, welfare, housing, police, legal and custodial services that were used by these people, Baldry et al. found that the lowest amount spent on any person in the study was $960 000. One person incurred public spending of more than $5.5 million between the ages of 12 and 21. 
As discussed earlier, such an approach to estimating the cost of homelessness needs to be treated with some caution as such case studies do not reflect average expenditure. Indeed Culhane (2008) demonstrated that for the United States estimates, the greater the sample used in estimating the service related costs of homelessness the lower the average estimates tend to be. Also, the costs are not an estimate of the savings in expenditure that could be achieved by a policy. That said, given the magnitude of these costs, policies that are effective in avoiding at least some of the negative personal consequences of relationship breakdowns and avoiding homelessness are likely to produce a high public return.
Other expenditures to address and prevent disadvantage
Efforts by the Australian and State and Territory Governments to address and prevent disadvantage have broadened over time from a focus on income support that aims to alleviate poverty, to more active policies and programs. These address individual areas of need covering a wider range of disadvantages and investment through preventative programs. Some not-for-profit organisations are also active in this area, in some cases delivering services on behalf of governments, and in other cases drawing on private contributions from the community to fund and staff their programs. Local governments also undertake some programs, such as home help services.
Many of the programs provide support to people who would not be classified as being disadvantaged (chapter 2), and as such determining what is spent on disadvantage is difficult. To the extent that programs are successful in reducing disadvantage, there are potentially significant benefits in reducing other costs of disadvantage as outlined above. However, programs that are not effective impose an economic cost on the community without any commensurate benefit, and inefficient programs consume more resources than is necessary. Assessing the effectiveness and efficiency of taxpayers’ dollars spent on reducing disadvantage in Australia is beyond the scope of this study, but such a study is warranted. Any such assessment requires examining each program separately and looking at the collective impact of programs on particular groups of people. 
Taxes raised to fund public expenditures on income transfers, health care for preventable diseases, and imprisonment (all of which can be affected by the extent of disadvantage), impose a deadweight cost on the economy. The cost depends on the efficiency of the taxes used to raise the revenue. Estimates by KPMG Econtech (2010) for the Henry Tax Review put these costs at between 8 cents per dollar of revenue (GST) and 67 cents (insurance taxes). 
Deadweight costs add to the cost of the expenditure programs, as do the administrative costs of collecting the taxation and administering the programs. Unlike transfers, these deadweight costs impose a net cost on the economy.
5.4	Quality of life costs
Social exclusion measures recognise the importance to people of participation (not just in paid work, but in volunteering and social activities), relationships and of feeling connected to the community. Sen’s approach to defining disadvantage includes a lack of freedoms as one of its sources, and this is reflected in the inclusion of indicators such as personal safety and measures of civil society in the OECD’s Better Life Index. Like a person’s health, these things matter because they directly affect the quality of a person’s life. A cost of disadvantage is the reduction in the quality of life it causes.
Measuring quality of life costs is not easy. While a person’s health, participation, and relationships might be observable, the values they attach to these outcomes are not. And, as discussed earlier, values can be affected by adaptation and a person’s expectations (for example, if a person’s outcome is similar to others it may not be of concern, so they would place a low value on what might have been) (box 5.6).

	[bookmark: OLE_LINK7]Box 5.6	Hedonic adaptation and estimates of personal costs

	There is a school of thought within psychology that each person has a ‘set point’ of happiness or life satisfaction largely determined by genetics and personality, which they generally return to after relatively brief deviations caused by most life events or changed circumstances (Easterlin 2003; Helliwell 2008; Inglehart et al. 2008). This school of thought argues that people adapt to changes in their lives such as getting married or divorced, losing a job, being seriously injured or winning the lottery. While such events may cause fluctuations in well-being, in time people tend to return to their innate level of happiness or life satisfaction. At a societal level, the theory suggests that happiness levels, once basic needs are met, remain relatively stable over time.
In recent years, researchers have focused on investigating whether, in various life domains, this process of hedonic adaptation is complete (that is, people fully adapt to changed circumstances in these areas of their life) and, if so, over what time periods. If the process of hedonic adaptation is shown to be incomplete or relatively protracted, it opens up the possibility that changes in objective life circumstances can meaningfully affect longer term wellbeing.
The evidence appears to suggest that there are significant variations between different life domains in the extent and speed of hedonic adaptation to changed circumstances. For example, Easterlin (2003) found that people adapt more fully to changes in their pecuniary circumstances (such as income) than in some non‑pecuniary domains (such as health and family life). However, there can be considerable lags in adaptation even to desirable changes. For example, work by Di Tella and MacCulloch (2008) suggests that while the rich half of European nations fully adapt to higher levels of per capita income, this process of habituation can still take over five years.

	

	


Similarly, proxy indicators of social impacts of disadvantage (such as changes in social connectivity, civil society, and various freedoms) may be devised, but the importance of these changes to the community will vary and are not easily measured (PC 2003). The values placed on these community level outcomes will vary across individuals, but will also be affected by the social norms and cultural values in the community (recognising that there is a wide distribution of actual values in any one community). 
A map of the information required to construct measures of both the changes in the personal and community outcomes (impacts) and the values placed on these changes is provided in figure 5.5.
[bookmark: OLE_LINK5]Figure 5.5	Estimating the costs of disadvantage: quality of life
	


In the absence of market valuations for these costs, other indicators such as public expenditure, philanthropy and the extent of volunteering give some guidance to assessing the relative importance of different quality of life outcomes. Hedonic techniques have been used to assess quality of life aspects of employment, such as the health risks associated with a job. The ‘value of a statistical life’ has been fairly widely accepted as a measure of the cost of poor health or early death.[footnoteRef:13] Survey based approaches that ask about willingness to pay for outcomes can also be used. More recently, data sets that include questions on subjective wellbeing (SWB) are providing rough estimates of relative values of some of these personal and social impacts.  [13: 	The ‘value of life’ literature draws on hedonic and stated preference techniques to estimate willingness to pay or willingness to accept compensation for different levels of injury, disability and pain and suffering. Value of life estimates may also take into account the employment income foregone, so studies that estimate employment effects directly need to use value of life estimates that exclude employment income impacts. See Murphy and Topel (2006) for an economic framework for valuing improvements in health.] 



Apart from the value of life estimates, most of the empirical estimates of non‑market valuations have focused on estimating community willingness to pay for environmental outcomes. Relatively little empirical work has focused on the costs of disadvantage to people’s happiness or life satisfaction or subjective wellbeing which measures different aspects of SWB (box 5.7). The main applications have been to examine the impact on people of unemployment and of poor health. The findings are discussed below.
The social costs of unemployment
A number of studies (Blanchflower and Oswald 2004; Clark and Oswald 1994; and Junankar and Kapuscinski 1992) have demonstrated that unemployment has a significant negative impact on quality of life (as measured by SWB). The total cost to an individual of unemployment is the income loss referred to earlier (less any transfers they receive) plus the personal cost. This personal cost arises as unemployment can impact on factors that affect people’s quality of life such as their self-esteem and their relationships.
Dockery (2005), drawing on the Longitudinal Surveys of Australian Youth (LSAY) data, found a strong negative relationship between unemployment and life satisfaction for Australian youth. This negative relationship was also found for all working age people in the HILDA data (Dockery 2004). 
Estimates of the personal cost of unemployment find that the costs to quality of life often exceeds the income loss. For example, Carroll (2007), using the first three waves of HILDA data and an individual fixed effect model, estimated that the non-pecuniary cost of a shift from employment to unemployment was equivalent to a loss in annual income of $42 100 for men and $86 300 for women in Australia. Similar estimates for women are found in other countries, but are lower for men.[footnoteRef:14]  [14: 	This is a good example of the need for care in interpreting the costs of disadvantage. While the estimates indicate that the ‘cost’ of becoming unemployed for a person is roughly twice the income loss, the cost to GDP is limited to the income lost. ] 

As discussed, the costs of unemployment can be affected by habituation. Dockery (2004), for example, provided evidence from the LSAY and HILDA data that the personal cost of unemployment tends to decline with the duration of unemployment. However, Clark (2006), in an examination of three European panel data sets, found little evidence of habituation in the 1990s. 

	[bookmark: OLE_LINK6]Box 5.7	Estimating the intrinsic impacts of disadvantage

	A significant share of the costs of disadvantage are intrinsic, such as the personal costs imposed by exposure to risk, loss of self-esteem, emotional effects of a breakdown in personal relationships, and pain and suffering. It is hard to measure intrinsic outcomes and the value people put on them — indeed as the outcome is how people feel about something, this volume and value distinction is not always appropriate. And in any case, the outcome is often not observed.
Willingness to pay to avoid an adverse outcome, or the compensation required to offset the experience of such an outcome (willingness to accept), can be estimated in several ways. Hedonic methods use market prices for outcomes that vary only in the adverse characteristic to isolate the shadow price of the adverse characteristic. For example, the difference in wages associated with the risk of workplace injury forms the basis for most value of life estimates (Murphy and Topel 2006). Lack of relevant market comparators makes such techniques difficult to apply to many of the intrinsic costs of disadvantage. 
Stated preference methods draw on survey data to estimate the trade-offs in outcomes people are willing to make between some measure of income or payment and the experience under examination. Valuations of environmental outcomes tend to draw heavily on stated preference approaches, often generating high estimates of willingness to pay to avoid adverse outcomes. However, such techniques are commonly criticised as being subject to biased responses (Arrow et al. 1993; Carson, Flores and Meade 2001; Henry 2010; Hausman 2012).
The growth in the collection of data on subjective wellbeing (SWB), which asks people how happy or satisfied with their life they are, provides another way to estimate the costs of disadvantage. As Dolan, Peasgood and White (2008) explained:
Rather than the ‘decision utility’ approach of revealed preferences (as reflected in market behaviour) or stated preference (e.g. using the contingent valuation method), SWB takes an individual’s well-being to be an overall assessment of their life. (p. 95)
This data can be used to estimate the intrinsic costs to those experiencing disadvantage by comparing their ‘life satisfaction’ or ‘happiness’ with people of similar characteristics (such as age, gender, marital status) who are not experiencing disadvantage. While large scale panel data sets are improving, the quality of the estimates and comparability of findings is limited by different categorisation of variables. Causality is often difficult to identify, and unobserved heterogeneity can under-estimate the significance of the observed factors. While Dolan, Peasgood and White (2008) note that ‘the existing evidence base is not quite as strong as some people have suggested’, they conclude:
There is also some agreement on things that are associated with SWB (e.g. age, separation, unemployment and health) which have been confirmed using different data sets, different countries, different time periods and different methods of analysis. (p. 113)

	

	




Expectations about income volatility appear to matter more than the actual experience. Schwarze (2008), using the German Socio-Economic panel data, found that satisfaction with income is more affected by ex-ante than ex-post volatility of income. Hence the relationship between duration of unemployment and SWB appears to be complex.
Relativities also appear to matter.
Shields et al. (2009) found that the intrinsic effects of unemployment are lower for Australian unemployed men who live in areas of higher unemployment — a finding common to several other countries. 
Analysis of German panel data by Clark, Knabe and Ratzel (2009) found that high regional unemployment had the greatest effect on men with good job prospects, whether employed or unemployed, while it had fewer negative effects on those with poor job prospects. 
This suggests that the level of unemployment in a region establishes a ‘social norm’ which reduces the personal costs of unemployment for those who are unemployed, but raises them for those who are employed or who are highly employable.
The social costs of poor health
As discussed in chapter 4, there is a strong socio-economic gradient associated with major health risk factors (such as smoking, physical inactivity, obesity and at-risk alcohol consumption), as well as with a failure to access early diagnosis and treatment. This impacts on employment and income and also (discussed below) on household needs. It also impacts directly on people’s quality of life. 
Brown, Thurecht and Nepal (2012) report that people in the bottom income quartile experience much higher rates of mortality, low self-assessed health status, and long–term (and acute) health conditions. They also report much lower life satisfaction. For people in this bottom income quartile, those reporting good health were 30 per cent more likely to say they were satisfied with their lives compared with those reporting poor health. Dolan, Peasgood and White (2008) in their survey of factors affecting subjective wellbeing also reported that:
Psychological health appears more highly correlated with SWB than physical health …Some of the association might be caused by the impact that well-being has on health but the effect sizes of the health variables are substantial … Furthermore specific conditions, such as heart-attacks and strokes, reduce well-being. (p. 100) 
The intrinsic cost of a health condition may decline over time as people adapt to their circumstances. Oswald and Powdthavee (2008) found that the longer a person has experienced a disability, the lower the negative impact it imposes. However, adaptation is not complete, and people with poor health and disabilities generally report lower levels of subjective wellbeing (Cummins et al. 2010). 
There may also be some intrinsic costs that increase with duration, such as caring responsibilities.
Social costs associated with caring
Carers of people with disabilities, including elderly carers, have been identified as a group that has a higher probability of experiencing disadvantage (chapter 4). In part this is because they have lower rates of participation in the labour market (PC 2011c), and hence lower incomes and potential to accumulate assets over their life time. But there are other stresses and demands on carers that can also reduce their quality of life. 
While most people derive considerable pleasure and satisfaction from caring for loved ones, the burden of caring can exact an increasing cost on carers over time. However, adaptation also appears to play a role. For example, while Cummins et al. (2007), drawing on the Australian Unity Wellbeing survey, found that SWB was significantly lower for people with carer responsibilities than the average for those who did not (by around 23 per cent), the difference fell as duration of caring rose from less than 6 months to 6 months to 2 years. This suggested some degree of habituation, but the gap rose after 2 years. This could be due to a longer term accumulation effect of duration on carer wellbeing — habituation being replaced by exhaustion and financial stress. 
Other social costs
Dolan, Peasgood and White (2008), in reviewing 153 papers using data from 19 major subjective wellbeing surveys, identified a number of social outcomes that significantly increased people’s wellbeing. These include: 
membership of organisations (religious and other)
being married
socialising with family and friends
feeling safe at home and in the neighbourhood
living in a tolerant society. 
The quality of social connections appears to underpin both social and neighbourhood trust and directly affect SWB (Helliwell and Putnam 2005). For example, Helliwell and Wang (2011) found a strong positive relationship between various measures of trust and subjective wellbeing for Canada. There also appear to be complex dynamic effects. In this respect Helliwell and Wang found strong negative links between social trust and deaths due to both suicides and traffic accidents.
Australian data show similar results. Cummins et al. (2005) found that the main difference between electorates exhibiting high and low wellbeing was not income, but the level of community connections. The electoral divisions which reported higher subjective wellbeing tended to have populations which were older, with more females, more married and widowed, and fewer who were never married. There was less income inequality within the divisions, and less ethnic diversity. To the extent that disadvantage undermines social capital, the impact can be estimated by the differences in SWB between communities with higher and lower levels of indicators of social activity.
As proposed by Sen in his ‘capability’ view of disadvantage (chapter 2), freedom of choice and autonomy are found to be important for people’s well-being (Ryan and Deci 2001). Diener and Biswas-Diener (2002) argue: 
It appears that individuals who feel self-confident and are thus ‘psychologically empowered’ are more likely to make progress toward their personal goals, and are more likely to be happy. In order to be empowered, people need to possess the resources to reach their goals, and also to have the psychological mindset that they can reach the goals, and will actively do so. (p. 3)
The SWB literature shows that there are significant differences in the relative importance of different community outcomes across countries. Hence the social costs of different types of disadvantage are likely to differ across countries. For example, Alesina and Glaeser (2004) found major differences in attitudes to income inequality between the United States and United Kingdom. Kaltenthaler, Ceccolli and Gellany (2008) found considerable differences between countries within the European Union. Also, attitudes to policy interventions to reduce inequality were explained in terms of attitudes a person held in regard to politics and society rather than economic self-interest. Better data is needed to assess the value placed on these types of social impacts on disadvantage in Australia.
Some interesting indirect effects and feedback loops between social and economic ‘costs’ of disadvantage have also been investigated. For example, Winkelman (2006), drawing on the German longitudinal socioeconomic survey, found that the duration of unemployment was lower the higher the level of social capital. This analysis of the relationship between social and economic disadvantage was made possible by the sheer size of the data set. Examination of such issues for Australia is limited due to the small size of the longitudinal data samples (chapter 6).
5.5	The distribution of costs
There are two dimensions to the distribution of the costs of disadvantage and the benefits of reducing disadvantage — across the community and over time.
Distribution across the community
The costs of disadvantage are distributed unequally across the community. The personal costs borne by the people who experience disadvantage and their families depend on their loss of quality of life (social cost), their regrettable expenditure and foregone employment income (economic costs which are partly offset by transfers). The broader community bear the economic cost of the transfers and other public and private expenditure on regrettables. The broader community also bear much of the spillover economic and social costs. 
Distribution of economic costs
Jobless households and people living on low incomes who lack assets are among those most likely to experience low material living standards (chapter 3). Their living standards depend largely on the generosity of income transfers (a cost to the broader community). The economic spillover effects are likely to be significant only in the longer run as a larger and more productive labour force (from improved capabilities) has a positive impact on economic activity. Although the productivity and participation benefits of engaging many of the disadvantaged in the workforce is lower than the community average, it is positive. And, if investments are made to improve their capabilities (including health), the impact will be greater.
The costs to the community is mainly spending on ‘regrettables’, which is largely taxpayer dollars directed towards the consequences of disadvantage. The distribution of this cost largely reflects the distribution of the tax burden across society.
There is also a geographic distribution effect. People living in locations with a high proportion of disadvantaged households are more likely to have a lower standard of living due to the correlation between disadvantaged locations and poorer access to services. For example, Currie, Stanley and Stanley (2007) describe poor access to transport as a characteristic of areas with much lower standards of living. 
Distribution of social costs
People in disadvantaged neighbourhoods also experience more intrinsic ‘neighbourhood’ effects. For example, Vinson (2007) described weak social networks, poor role models and a relative lack of opportunity as characterising some local areas in Australia.
To the extent that the source of disadvantage is related to poor community relationships and the social environment (such as safety), then average subjective wellbeing is lower across the people in that community. For example, Ludwig et al. (2012), drawing on a randomised housing mobility experiment in the United States, estimated that the gain in subjective wellbeing from moving from a low to high quality neighbourhood was the same as an increase in income of $13 000 (on an average income of $20 000).
The importance of relativities to people, and the effects of adaptation/habitation means the impact on the broader community wellbeing of a low quality of life for people experiencing disadvantage is not straight forward. On the one hand, if disadvantage is largely related to income, people who are relatively better off tend to report higher levels of subjective wellbeing, with one reason being that neighbours form a reference point for their assessment of their own wellbeing (Stutzer and Lalive 2004; Shields and Wooden 2003). On the other hand, as discussed above, the existence of disadvantage itself can impose a social cost where the community care about inequality or the outcomes for the most disadvantaged. 
Distribution over time
There are important duration effects of disadvantage that impact on the economic and social costs over time.
As described in chapter 4, there are life-time costs of childhood poverty, abuse and neglect (and, in some cases intergenerational costs). These are a major source of future economic and social costs. For example, Berger and Waldfogel (2011) identified risks to the next generation of children in their review of studies on the long term consequences of child neglect or abuse. 
Studies that have estimated the current costs of past child poverty give some sense of the distribution of costs (box 5.3). For example, Hirsch (2008) reported that of the estimated 2 per cent of GDP annual cost of child poverty in the United Kingdom 32 per cent was foregone earnings of adults who grew up in poverty and the remainder higher government spending and lower tax revenues. Similarly, of the 4 per cent of GDP cost of childhood poverty in the United States estimated by Holzer et al. (2007), a third was estimated to be lost employment income, a third expenditure resulting from higher rates of crime, and a third due to poorer health. Of the health costs, while 15 per cent was for higher health expenditures, 85 per cent was from lost quality of life. With the exception of this intrinsic health cost, costs to quality of life for adults who grew up in poverty were not included in the estimates. 
Other types of past episodes of disadvantage can also raise the probability of experiencing disadvantage in the future, and with this a higher probability of personal, economic and social costs in the longer term. For example, people who have experienced child abuse also have much higher rates of poor health, unemployment and poor social outcomes than those who do not (Lamont 2010, box 4.2). Periods of high youth unemployment have equally been found to result in long term personal costs associated with poverty and broader disadvantage, but also community costs, including for income support, job search assistance and other costs (Muir et al. 2003). Low income over a lifetime can leave people with few assets, especially housing, to support their living standards in retirement.
Some of the concerns about growing inequality stem from the potential long term economic consequences (OECD 2011c). Figini (1999) argued that this is due in large part to the effect of inequality on investment in human capital. More recently, Halter et al. (2010) examined European panel data to test the direction of causation and how this differs over time. This study found evidence that in the short run economic growth contributes to income inequality, as skills in short supply receive a greater share of the rewards, but over the longer term inequality tends to reduce growth.
The costs and benefits of interventions to address disadvantage
This chapter looked at the costs of disadvantage in terms of the effect on people’s employment income (and with this the effect on the economy), expenditure on regrettables, and the costs of lower quality of life. While the types of costs that arise from disadvantage can be identified, there are few good estimates of these costs. Identifying what costs are avoidable, which is the appropriate counterfactual, is also fraught. But for governments it is not the overall costs of disadvantage that matters rather it is the extent to which these costs can be reduced by a policy or program. 
The chapter provided one way to categorise the types of costs that could be examined to assess the benefits of an effective policy or program in a way that reduces the scope for double counting. Evaluations need to estimate the extent to which some or all these costs can be reduced by the changes that result from an intervention. The cost of the policy or program, including any unintended costs, also need to be taken into account in order to assess if the intervention is justified (that there is a net benefit). 
Governments and community organisations in Australia invest considerable resources in preventing and addressing deep and persistent disadvantage. The balance is shifting somewhat away from passive expenditure (income support payments) to more active expenditure (such as early childhood intervention and labour market programs), in part in response to concerns about welfare dependency (RGWR 2000). But even with this shift, a strong evidence base and sound assessment of the likely effectiveness and efficiency of the policies and the comparison of net benefits per dollar expended is required. 
The fact that relatively few Australians experience deep disadvantage over extended periods of time adds weight to the proposition that government policies and programs are preventing vulnerable people from slipping into deep and persistent disadvantage. But it remains the daily reality for a small share of Australia’s population. How best to assist these people out of their circumstances remains an issue. 
While an assessment of current policies and programs is beyond the scope of this research paper it is central to understanding how the costs of disadvantage might be reduced. 
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