	
	



	
	



[bookmark: ChapterNumber][bookmark: ChapterTitle]2	Determinants of forms of work
[bookmark: begin]As discussed in chapter 1, employment in Australia is characterised by a number of forms of work (FOWs). Some people work in their own business, supplying labour to others under contracts for service (as independent contractors), or producing and/or selling goods and services (as other business operators). These owner managers tend to have discretion over the terms and conditions under which they work. Others work as employees, supplying labour under contracts of service on a permanent, fixed‑term or casual basis. Labour market regulations set many of the terms and conditions governing their employment.
The prevalence of different FOWs, and changes therein over time, are determined by the interaction of demand, supply and institutional factors within labour markets. On the demand side, an employer’s choice of a FOW is influenced by the relative costs and productivity (benefits) of different arrangements. On the supply side, a worker’s choices are influenced by the relative financial and non-pecuniary benefits associated with different FOWs. The institutional and regulatory environment influence both demand and supply, and include labour market regulation and the industrial relations system, the tax and transfer system and organisation‑specific factors — for example, temporary restrictions on the hiring of permanent employees in the public sector.
This chapter provides a theoretical framework to help explain the factors that might lead employers and workers to prefer different FOWs. This framework is also used in the analysis of changes in the prevalence of those FOWs in chapter 4. Section 2.1 provides a brief overview of labour markets. Section 2.2 describes factors that might affect the demand for labour in different FOWs, and section 2.3 considers those factors that might affect the labour supply in each FOW. Institutional factors are covered where relevant in the discussion of demand and supply. Section 2.4 concludes the chapter.
2.1	Labour markets
In a labour market, employers are buyers and workers are sellers of labour services. Hours worked by people in employment is a measure of the quantity of labour services provided,[footnoteRef:1] and the remuneration paid to workers (or fee, in the case of independent contractors) reflects the ‘price’ of labour. The cost of labour to employers includes wages and other costs, for example, superannuation and payroll tax. Institutional factors determine the ‘rules’ within which trade can occur. [1: 	The quality of those labour services reflects the effort by workers.] 

In practice, there are multiple labour markets — defined, for example, in terms of geographic areas, occupations, qualifications, skills and FOWs. Employers and workers often participate in more than one market. For example, many employers engage different workers through a variety of FOWs, and some workers have multiple jobs, sometimes in different labour markets. Different FOWs can also be substitutes or complements. As a result, labour markets interact — the activities in one affect demand and supply in others. 
Labour markets also interact with other markets. Combinations of labour, capital and technology are used to produce goods and services. As a result, changes in capital, technology and product markets affect the demand for, and supply of, labour — and therefore, the prevalence of different FOWs.
2.2	Demand for different FOWs
What might motivate an employer to choose one FOW over another?
A profit-maximising firm will seek to produce output at the least possible cost. This does not mean that the cheapest inputs will necessarily be used — rather the firm will use the combination of inputs (capital, labour, technology and intermediate inputs) that delivers the lowest unit cost of producing a good or service of the required quality. This means that the productivity of input factors (output relative to the amounts used) must also be taken into account. Thus, a firm will compare the value of production and costs associated with hiring labour under alternative FOWs. All else equal, if the cost of employing a person is lower or firm productivity higher (that is, unit labour costs are lower) under a particular FOW, profit‑maximising firms will have an incentive to use more of that FOW.[footnoteRef:2] [2: 	Unit labour costs are defined, broadly, as the ratio of average labour costs to average labour productivity.] 

The ways in which the different elements of labour costs and productivity can shape an employer’s choice of FOWs are discussed below. The discussion assumes ‘other things equal’. That is, in considering the potential effects of any factor on a firm’s choice of FOW, other potential influences are ignored. In practice, a firm will weigh multiple factors when determining which FOW addresses a labour need most cost‑effectively.
Costs
Differences in labour costs by FOW can be categorised into those that:
reflect the institutional environment, including:
minimum award wages and other conditions
termination and redundancy provisions
payroll tax
are a function of the process of engaging a worker rather than the number of hours worked for the employer (quasi-fixed costs (Oi 1962)). For example:
recruitment and selection
training
are due to other characteristics of the production process, such as:
administration of the employment relationship
equipment and specialist skills.
Costs that reflect the institutional environment
Wages and other conditions
Wages and other conditions will often be negotiated between an employer and a worker. However, institutional factors, such as those under the industrial relations system (box 2.1), set minimum standards and influence what can be bargained over. Some characteristics of the institutional environment that can lead to variation in the wages and other conditions received by workers employed under different FOWs of similar productivity (that is, workers who perform the same task and produce output of equal value to the firm) are discussed in this section.
One key characteristic is the wage loading payable to casual employees in lieu of a number of the employment conditions that permanent and fixed‑term employees receive. In designing modern awards, the Australian Industrial Relations Commission (AIRC) set the standard loading from 1 January 2010 at 25 per cent (box 2.2). Although the loading was already at this level in some awards, the decision represented an increase or decrease in others (AIRC 2008).[footnoteRef:3] Modern awards include transitional arrangements for situations where the loading was not 25 per cent before 2010. Employers facing an increase (decrease) in the cost of casual employees as a consequence of this decision might have substituted away from (towards) casual employees.  [3: 	Watson (2005) reported that casual loadings ranged between 15 and 331/3 per cent (in the early 2000s). Interestingly, Watson concluded that, when other characteristics were taken into account, part‑time casuals earned a much lower premium relative to permanent part‑time employees than these loadings would suggest should have been the case.] 


	[bookmark: OLE_LINK6]Box 2.1	Australia’s industrial relations system

	Australia moved to a predominantly national industrial relations system in 2009 with the introduction of the Fair Work Act 2009 (Cwlth) and associated reforms. Under this system, wages and other conditions are influenced by the National Employment Standards (NES) in the Fair Work Act and industrial instruments, including awards, individual arrangements and collective agreements.
NES — established minimum conditions for employment for everyone covered by the national industrial relations system. They comprise ten minimum standards of employment covering maximum work hours, flexible working arrangements, leave, public holidays and termination and redundancy provisions. Some of the standards do not apply to all FOWs.
Modern awards — set industry- or occupation-based minimum pay and conditions in addition to the NES. The 122 modern awards commenced 1 January 2010. A number of older federal and state awards are yet to be modernised or are still being transitioned into the national system (FWO 2012c).
Enterprise agreements — collective agreements made at the enterprise level between employers and employees that cover the terms and conditions of employment for the employees involved. An enterprise agreement must not be less beneficial that the NES and overall must be better than the relevant modern award (Fair Work Commission (2013).
Individual arrangements — those allowed under the Fair Work Act include individual flexibility arrangements, common law contracts and above-award payments. Individual flexibility arrangements allow for variations to modern awards and enterprise agreements while ensuring minimum entitlements and protections are not undermined (FWO 2013).
In May 2010, nearly 90 per cent of employees were covered by the federal workplace relations system (ABS 2011).

	Sources: FWO (2012b); PC (2012).

	

	



	[bookmark: OLE_LINK7]Box 2.2	Determination of the casual loading

	With the introduction of modern awards, a standard 25 per cent wage loading was adopted for casual employees (AIRC 2008). Set by the AIRC, this came into effect on 1 January 2010. The choice of loading was based on previous AIRC decisions including the 2000 ‘Casuals Case’ (a decision to vary the Metal, Engineering and Associated Industries Award 1998), and the 2003 variation to the Pastoral Industry Award 1998.
Each of these decisions took a range of factors into account in determining the level of the wage loading received by casual employees, including personal, annual and long service leave, and termination and redundancy provisions. The pastoral industry calculation (reproduced in the following table) illustrates how the 25 per cent loading is arrived at.
Comparison of permanent versus casual employment by entitlement to payment, in days (Pastoral Industry Award)a, b
	
	

	Permanent employee
	Days

	Total days (5 days * 52 weeks)
	260

	Plus accrued entitlements
	

	  Annual leave
	20

	  Leave loading (17.5 per cent of annual leave)
	3.5

	  Long service leave
	4.3

	Equivalent in days for which an entitlement accrues after one year
	287.8

	Casual employee
	

	Total days (5 days * 52 weeks)
	260

	Less days allowed for benefits not received
	

	Payment for public holidays
	10

	Allowance for short time (time lost due to travel between engagements)
	10

	Allowance for sick/personal leave
	5

	Allowance re notice of termination/redundancy
	5

	Equivalent in days for which an entitlement accrues after one year
	230

	
	

	Ratio of equivalent in days for which an entitlement accrues after one year
	1.25


a Assuming 1 year of work with 5 day weeks but with no work on public holidays.  b Figures presented for station hands.
Source: AIRC (2003), table 1.
As the AIRC (2008) noted:
Although the decisions in these cases were based on the circumstances of the industries concerned, we consider that the reasoning … is generally sound and that the 25 per cent loading is sufficiently common to qualify as a minimum standard. (para. 49)

	(Continued next page)

	

	



	Box 2.2	(continued)

	Although the reasoning was clear in each case, both decisions acknowledged that the calculation of the loading was not straightforward and involved an element of judgment, for example:
… we are not persuaded that all components for calculating a fair loading can be specified with precision or individually valued … In our view, such other components as may be identified can only be a guide to an overall quantification of the loading. No component can be the determinant of a precise level to be applied. Arbitral judgment is likely to be necessary in making an assessment of what is fair and reasonable. (AIRC 2000, para. 157)

	

	


In some circumstances, the loading might mean that a casual employee is less cost‑effective than a permanent employee. For example, the loading includes a payment in lieu of long service leave. This leave type accrues with years of continuous employment and can be taken by eligible workers after a defined tenure (often 10 years). In many jurisdictions, a worker who leaves a job after a shorter period (often seven years), is entitled to a payout of accrued long service leave entitlements. Casual employees are entitled to long service leave in several jurisdictions (including Victoria, New South Wales and Queensland).[footnoteRef:4] A casual employee who works in a role long enough to qualify for long service leave, therefore, effectively benefits from this entitlement twice — once as part of the casual loading and once as paid time off (or payment of accrued entitlements). Furthermore, employees who leave a role before completing the qualifying period forgo accumulated benefits. Inclusion of an allowance for forgone long service leave in the loading means that casual employees receive compensation for this entitlement from their first hour worked. Thus, all else equal, it is possible that a casual employee could be less cost‑effective than a permanent employee who leaves before he or she becomes eligible for the entitlement. [4: 	Provided they meet a requirement for continuous service — where continuity is defined to include limited breaks in employment of two to three months, but generally only those initiated by the employer.] 

Variation in eligibility for termination and redundancy provisions constitutes another potential source of difference in the relative costs of FOWs faced by employers relating to the loading. This is discussed further in the next section.
Requirements relating to overtime payments are another potential source of variation in the cost of different FOWs. Overtime is due when a permanent employee works outside his or her agreed standard hours.[footnoteRef:5] Rates tend to be paid at time and a half for the first two or three hours on a weekday, and double time for subsequent, and all weekend, hours (for example, these terms apply under the General Retail Industry Award 2010 and the Restaurant Industry Award 2010). As a result, it might be more cost-effective to use casual employees or labour hire workers to cover fluctuations in labour demand. These FOWs might be expected to be more prevalent in industries where such fluctuations are more common, for example, retail and accommodation. To the extent that this is the case, sustained or long-run changes in the share of such industries in employment, as a consequence of structural change for example, would be associated with changes in the prevalence of these FOWs. [5: 	Under at least some industrial instruments such as modern awards, part‑time permanent employees can agree in writing to a variation in their ordinary hours of work. A part‑time worker might, therefore, agree to increase his or her hours at ordinary rates of pay to cover a temporary vacancy.] 

Penalty rates for work during ‘unsociable hours’, weekends or public holidays could also affect the cost of casual, permanent and fixed‑term employees differently. Although many modern awards set the same wage premiums for different FOWs, there are exceptions. For example, under the General Retail Industry Award 2010, permanent employees receive a 25 per cent loading for ordinary hours worked after 6:00 pm on a weekday; casual employees receive no additional loading. In contrast, under the Restaurant Industry Award 2010, all employees (including casual employees) must be paid 110 per cent of their standard ordinary rate for hours worked between 10 pm and midnight, Monday to Friday.
Variation in hours requirements under some awards and agreements can also influence the costs of different FOWs. For example, many modern awards set similar minimum hours for casual and permanent employees but, again, there are exceptions. Permanent part‑time employees whose pay and conditions are governed by the Restaurant Industry Award 2010 must be rostered for a minimum of three consecutive hours per shift. Casual employees must be paid for a minimum of two hours on each occasion that they are required to work. An employer with a very short‑term labour need (for example, to staff a bar during the interval of a play or to cope with peak demand in a restaurant) may, therefore, find it more cost-effective to engage a casual employee rather than a part-time permanent employee.
Casual employees, therefore, are more likely to be used in those industries in which lower penalty rates and less restrictive hours clauses mean that they are more cost‑effective than other FOWs. Growth in the employment shares of these industries would be expected to increase the prevalence of casual employees.
Another potential source of difference in the wages and other conditions received by FOWs is the all-in-fee paid to independent contractors. In theory, the fee negotiated between an employer and an independent contractor would compensate for the pecuniary and non-pecuniary remuneration that the independent contractor could otherwise receive as an employee. This includes (where applicable) workers’ compensation, leave provisions and superannuation (along with returns to the independent contractor’s capital and business acumen). If an equivalent employee role is not available, or not preferred,[footnoteRef:6] in competing for work, an independent contractor might not seek to recover these conditions fully. However, under the unfair contract provisions of the Independent Contractors Act 2006 (Cwlth), a contract can be judged unfair if, among other things, a contractor’s total remuneration is less than that of an employee doing a similar job (Australian Government 2012).[footnoteRef:7] [6: 	To the extent that contractors value self-employment they may accept a fee (net of returns to their capital and business acumen) below the wage that they could earn as an employee.]  [7: 	Other key factors taken into account by courts in assessing the fairness of a contract include the relative strengths of the parties’ bargaining positions, and whether unfair tactics or undue influence were used against a party.] 

Termination and redundancy
Under the National Employment Standards and modern awards, permanent employees are generally eligible for a minimum period of notice, or payment in lieu of this, before their employment is terminated.[footnoteRef:8] They may also be entitled to redundancy pay (box 2.3). (Enterprise agreements often contain termination and redundancy provisions more generous than those in the National Employment Standards and modern awards.) As a result, a permanent position is more likely to be offered where there is an expectation of a relatively stable and long‑term need for labour. Casual employees do not qualify for either benefit, but the loading notionally provides some compensation for this. Therefore, a casual employee may be a lower‑cost, less risky option for a business that faces uncertainty about future demand for its output (particularly one with fifteen or more employees), as permanent employees are entitled to redundancy pay in the event of being laid off (box 2.3). Labour hire workers are also likely to be preferred for roles of this type as employers are not required to give notice or pay any termination or redundancy costs for these workers. [8: 	Provisions in the Fair Work Act 2009 (Cwlth) also permit employers to stand down employees without pay if the business’ ability to operate is limited by a range of factors beyond the employer’s control. These provisions apply to all employees. Employers and independent contractors can include similar ‘force majeure’ provisions in contracts. Stand‑down provisions should not, therefore, affect an employer’s choice of FOW.] 

Improvements in employer confidence and certainty about business conditions during the recovery phase of the business cycle may, therefore, be associated with an increase in the prevalence of permanent employees. Conversely, declines in confidence and certainty during the recession phase of the cycle may be associated with an increase in the prevalence of casual employees and labour hire workers.

	[bookmark: OLE_LINK8]Box 2.3	Who qualifies for termination provisions and redundancy pay?

	Before terminating an employee, an employer is required to give a period of notice, or payment in lieu thereof, based on an employee’s tenure (ranging from one week for workers with less than one year of service to four weeks for those with more than five years). A number of exceptions to this requirement apply, including for:
an employee terminated because of serious misconduct
casual employees
a person at completion of a fixed‑term contract.
Employees terminated because an employer no longer needs their role performed, or because their employer becomes insolvent or bankrupt, might be entitled to redundancy pay based on their period of continuous service. A range of exceptions apply, including for:
employees of small businesses (defined as businesses with fewer than 15 employees, excluding casual employees engaged on an irregular basis)
employees with less than 12 months continuous service
casual employees
fixed‑term employees.
An employee’s minimum level of redundancy pay depends on his or her period of continuous service. A qualifying employee with between one and two years of service, for example, would be entitled to redundancy pay equivalent to four weeks’ pay. This increases to 16 weeks for an employee with between nine and ten years of service, and then falls to 12 weeks for employees with at least 10 years of service (to avoid double counting of long service leave entitlements payable after 10 years of service (AIRC 2004)).
The preceding information applies to entitlements under the National Employment Standards, reflected in modern awards. Some workers employed under older industrial instruments might have different terms and conditions, and be transitioning to the modern award entitlements. Enterprise agreements might have more generous termination provisions.

	Source: FWO (2011).

	

	


Fixed‑term employees are not eligible for termination and redundancy at the completion of their contract, but otherwise tend to be entitled to similar conditions of employment to permanent employees. Fixed-term employees, therefore, are likely to be less costly than other FOWs for tasks with a known end date or event. Examples of situations where this may arise include projects funded for a given period, services that are provided for only part of the year (for example, some types of education) and a need to cover temporary absences (for example, due to permanent employees taking long service or parental leave). If industries where these conditions are more common grow faster than the national average, due to structural change for example, it could be expected that the prevalence of fixed‑term employment would also rise.
Independent contractors, like fixed-term employees, are also likely to be preferred for projects involving a specific output, as they do not receive termination and redundancy provisions. However, costs can arise if an employer wishes to terminate a contract for services prior to the agreed termination date. 
The ability to be able to require permanent employees to provide notice before terminating their employment contract may also lead an employer to prefer this FOW (for example, in situations where a role is critical to the output of the firm). Such a requirement opens up the potential for a handover period. Difficulties in replacing staff are likely to be more acute in a strong labour market. This phenomenon, therefore, could also mean that permanent employment becomes more prevalent during periods of buoyant economic conditions and low unemployment (and vice versa).
Under the Fair Work Act 2009 (Cwlth), permanent and fixed-term employees are covered by unfair dismissal legislation if they have completed the minimum qualifying period of employment — 6 months where the firm has 15 or more employees and 12 months where the firm has fewer than 15 employees — and are covered by an award or enterprise agreement, or earnings do not exceed a high income threshold. Casual employees are also covered if they had been employed on a regular and systematic basis for the minimum qualifying period and had a reasonable expectation of continuing on that basis (Creighton and Stewart 2010). Therefore, where the employer has the option of employing a permanent or casual employee, in theory, unfair dismissal legislation should not influence the FOW chosen.
Independent contractors are not covered by unfair dismissal, but as mentioned above, employers can incur costs if they terminate a contract early. 
Payroll tax
Payroll tax might factor into a firm’s choice between using an employee or an independent contractor. Payroll tax is paid once an employer’s total wage bill reaches a certain threshold. Independent contractor payments are included in the calculation of that wage bill in several jurisdictions, although payments to some independent contractors are exempt. Conditions under which exemptions apply vary by jurisdiction, and can include situations where (Australian Government 2012, pp. 52–3): 
the supply or use of goods owned by the contractor is the main object of the contract
the contractor is engaged to provide a service not normally required, which the contractor also provides to the general public
the contractor’s services are required for less than 180 days in a financial year
the contractor works for less than 90 days in a year
the contractor is an owner-driver, whose main role is to deliver goods or services in a vehicle he or she owns
the contractor engages others to provide the services he or she is contracted for.
Therefore, an independent contractor may be engaged in preference to a fixed‑term employee, for example, where a job is short term and the independent contractor owns the required equipment, because the employer is not liable for payroll tax. If short-term jobs or jobs that require equipment became more common, for example, because of an expansion in an industry like construction, contract employment may become more prevalent.
Quasi-fixed costs
Recruitment and selection
The process of identifying potential workers, selecting the preferred candidate for a role and negotiating to engage his or her services involves costs that have to be borne whether a person then works with a firm for a few hours or many years. These costs are smaller per unit of output the longer a person works for a firm — as hiring costs increase, firms are likely to look to longer‑term arrangements.
Hiring costs are likely to be larger where it is difficult to observe a person’s skills before they have started work and/or where the costs of a poor choice are higher —for example, where underperformance imposes large costs on a business. Firms are likely to invest more in filling roles with these characteristics, which are typically for jobs that are highly specialised or require a highly skilled candidate, and where the worker is important to the running of the business. Permanent employees are likely to be preferred for these roles as firms are more likely to recoup hiring costs over the employment relationship, as permanent employees are more likely to stay in their role for a relatively long duration (Dawkins and Norris 1990). This reasoning also suggests that if higher‑skilled employment became more prevalent, then permanent employment would become more prevalent too (other things equal).
Recruitment and selection costs are also likely to be higher where candidates have greater bargaining power, for example, due to a shortage of qualified workers. Firms might have to invest more in identifying suitable candidates and, potentially, spend more time and effort negotiating to attract them to a role. Again, this is more likely to be the case for higher-skilled candidates, and longer‑term employment arrangements might be preferred as a result. A prolonged period of low unemployment, for example, during the peak phase of the business cycle, might be associated with an increased prevalence of permanent employees.
Labour hire workers could be preferred in some circumstances because their agencies benefit from economies of scale in recruitment and selection (Laplagne, Glover and Fry 2005). Competition between agencies will ensure that lower costs are passed on to client firms. The services of a labour hire company are likely to be more cost‑effective for smaller firms without in-house human resources capacity or for temporary ‘relief’ roles.
The converse of these arguments is that non-permanent arrangements are likely to be more common where recruitment and selection costs are low — for example, for lower‑skilled, routine or easily defined roles.
The costs of recruiting and selecting an independent contractor can vary from those associated with an employee due to the expense of contractual negotiations. For employees, many of the financial entitlements are set out in awards and enterprise agreements. However, these entitlements need to be negotiated for an independent contractor. These costs are likely to be lower, and independent contractors preferred, where the independent contractor’s output and timeframe are easily specified, and the parties have experience negotiating these types of contracts. 
Firm-specific training
All workers bring knowledge, skills and abilities to a new role, but some aspects of a job can be very specific to it or to the firm and a new worker needs to learn specific skills before he or she can be fully productive. These might include, for example, the idiosyncrasies of a firm’s machinery and equipment, or its processes and key stakeholders. It is likely that a new worker’s learning curve is steeper and longer for more highly skilled jobs. 
In theory, the costs of this firm-specific training are primarily borne by the firm, because workers are unlikely to make an investment in skills that have little or no value to them outside the firm (Becker 1962). As firm-specific training costs increase, permanent employees are more likely to be preferred. A business that invests in firm-specific training is exposed to the risk that a worker will leave, and that it will not see a return on its training investment. Firms are likely to seek longer‑term arrangements to give them time to recoup the investment (Richardson and Law 2009). Empirically, permanent employee roles are of longer tenure. In 2008, nearly 60 per cent of permanent employees had been with their employer for more than 2 years, in contrast with 26 and 30 per cent of casual and fixed‑term employees, respectively (authors’ estimates based on unpublished data from ABS 2010).
That said, although firms may prefer long‑term employment relationships in some circumstances, in the absence of arrangements that bond employees for at least a certain duration, there is no reason why a permanent employee could not choose to leave a firm after a very short tenure. As tenure increases, deferred rewards like long service leave probably discourage some employees from moving to another employer.
Any change that increased the skill demands of jobs (for example, skill‑biased technical change) might, therefore, be associated with a rise in the prevalence of permanent employees.
Other characteristics of the production process
Administration costs
Administration of employment arrangements is a cost to firms. All else equal, for jobs with more irregular hours, independent contractors, casual employees and labour hire workers are likely to be more cost-effective. The firm does not have to administer holiday and sick leave and other conditions (such as superannuation in some cases) for independent contractors and casual employees, and the labour hire agency looks after labour hire workers. Labour hire agencies administer conditions for labour hire workers, and as with recruitment and selection costs, economies of scale will be passed on in the form of lower fees to the firm. Firms with larger human resource departments may be more likely to employ permanent employees, due to potential economies of scale, similar to labour hire agencies. Larger firms may also use a greater variety of FOWs than smaller firms due to the complexity of administering different arrangements. Larger firms may also find it easier than smaller firms to incur the costs of maintaining and rostering a pool of non-permanent workers. 
Equipment and specialist skills
A firm’s equipment needs could also influence the working arrangement chosen. Although firms usually provide the equipment that employees use, independent contractors often provide their own. Outsourcing to independent contractors is likely to be preferred where the equipment needed is not firm-specific and/or is required irregularly or for a short period. A firm’s unit costs are likely to be lower if it does not have to pay for equipment that sits idle. Tradespeople, machinery operators and drivers and labourers are examples of occupations where workers often provide their own equipment. Increases in the share of these occupations in employment could, therefore, be expected to be associated with an increase in independent contractor employment.
Similarly, a firm that has an irregular or short‑term need for specialist skills might access them through a contracting or fixed‑term arrangement. The former is more likely where the desired output can be easily specified.
Productivity
Labour productivity is measured by the output that workers produce per hour of employment. It will vary by FOW to the extent that different:
arrangements enable employers to engage workers more flexibly
characteristics for each FOW influence workers’ levels of effort.
Flexibility for employers
Although many firms require labour for a standard 38‑hour work week, many others operate for longer hours, some have labour needs that fluctuate reasonably predictably across the course of the week, month or year, and others have irregular labour needs. Employers also experience both anticipated and unanticipated worker absences.
In any business, productivity is likely to be higher if workers are only employed for the time when they are needed. Industrial instruments usually require that the ordinary hours worked by permanent employees, whether full‑ or part‑time, are agreed in advance between employers and employees. Permanent employees, therefore, are best suited to situations where labour demand is predictable and regular. Non-permanent FOWs will be preferred where demand is unpredictable. For example, casual employees and labour hire workers can be engaged to cover unexpected absences or peaks in demand. These FOWs would be expected to be more common in industries such as retail and accommodation, and thus to become more prevalent if employment in these industries grew faster than the national average.
Firms may also use different FOWs to mitigate institutional impediments to flexibility. For example, freezes on hiring permanent employees in the public sector could result in public sector organisations using non-permanent FOWs instead.
Workers’ effort
The characteristics of different FOWs may influence the effort that a worker invests in a role and hence unit labour costs of the firm. Non‑permanent workers, for example, could be motivated by a lack of job security to put in more effort than permanent employees to increase their chances of continuing employment with their current employer or obtaining employment with another one.
On the other hand, the relative job security enjoyed by permanent employees could encourage greater morale and loyalty, and through that, higher effort levels. Employees’ reputations in their organisation and their potential for promotion could also be motivating factors — and are potentially less important for non-permanent workers. Where internal incentives such as promotions are not available, however, the relatively greater job security of permanent employees could perversely discourage effort.
Independent contractors may be motivated to work harder than other workers as, unlike individuals in other FOWs, they are contractually liable for the output they produce. In addition, being paid only once the contract is completed might provide independent contractors with an incentive to finish the job in a timely manner so they can move onto new work or be re-hired.
Finally, the use of non-permanent workers might adversely affect the productivity of permanent employees if it has negative repercussions on the commitment, loyalty and trust of permanent employees, due to them feeling that their job is less secure (Gryst 1999). In addition, a mix of non-permanent and permanent employees might make work continuity and teamwork more difficult, potentially reducing productivity.
2.3	Supply of labour to different FOWs
What motivates a worker to prefer one FOW over another? Economic theory posits that a person seeks to maximise wellbeing by allocating his or her time across paid and unpaid activities (Becker 1965). When making this decision a person will take into account:
household or family wealth and income
the amount of time that he or she would like to spend in unpaid activities (the ‘opportunity cost’ of paid work)
other intrinsic motivations, such as ‘doing something rewarding’.
A person will prefer the working arrangement that enables him or her to achieve the highest possible level of wellbeing. Alternative FOWs differ in terms of:
the extent to which they help people combine paid and unpaid activities
the total remuneration (wage or fee, entitlements and pecuniary and non‑pecuniary conditions) offered
how easily people are able to achieve other work‑related preferences, such as a desire to ‘be your own boss’, to change jobs frequently for variety, to gain experience across a range of positions, to take advantage of other job‑related opportunities such as overseas travel, study or training opportunities or to achieve relative job security.
Whether a worker is able to work in his or her preferred working arrangement will depend on the availability of roles of that type and the relative negotiating strength of the worker and employer. A worker’s capacity to command higher remuneration will be greater the scarcer his or her particular skills. The working arrangement preferred could be an employee role or self‑employment (box 2.4).
What might affect a worker’s preferences for different FOWs?
Alternative FOWs provide different levels of security, flexibility and autonomy across job characteristics such as the number and timing of hours worked, employment duration and how a job is performed.
Although individuals’ preferences across these characteristics will differ, it is also likely that individuals’ preferences for different FOWs will change over their lifetime. Furthermore, people who share similar characteristics, which are not necessarily related to the life cycle (such as having a disability), might prefer similar FOWs.
The following discussion assumes ‘other things equal’. That is, in considering the potential effects of any factor on a person’s preferred FOW, other potential influences are ignored. Furthermore, a mix of factors influence an individual’s preferences (and, of course, as noted above, a person’s ability to achieve his or her preferred outcome might well be constrained).

	[bookmark: OLE_LINK5]Box 2.4	Decision to be self-employed or an employee

	In choosing the work arrangement that maximises wellbeing, people make the decision of whether to work for someone else or be self-employed. Douglas and Shepherd (2000) argue that a person is likely to choose a career path as either self‑employed, as an employee, or a career based on a combination of the two, according to a range of factors, including his or her:
income (which depends on his or her ability)
working conditions, such as decision‑making control, risk exposure, required work effort and other occupation-related conditions.
Other things equal, people are more likely to prefer self-employment:
the higher their managerial and entrepreneurial ability
the lower their aversion to work effort — as the self-employed are likely to have to work harder, on average
the lower their level of risk aversion — as self-employment is likely to be riskier than being employed
the higher their preference for autonomy and decision‑making control (Douglas and Shepherd 2000).

	

	


Life cycle influences
Young people in education are likely to prefer roles that enable them to balance study and work commitments. As mentioned above, permanent employee roles usually involve agreed, regular hours. Students might, therefore, prefer casual employment or labour hire work as these FOWs provide the option of declining work, and working irregular or unsocial hours, such as weekends, that complement their class schedule.
Non-permanent FOWs and part-time permanent work might also be preferred by students, and young people generally, looking to transition from study and part-time work into full-time permanent work. Some students take on casual employment or labour hire work, for example, to gain the experience and skills required to gain permanent work in the future (Gaston and Timcke 1999). Hence, increases in participation in education among young people could be associated with an increase in the supply of workers to these FOWs.
For adults aged 25–54 years, financial commitments (such as mortgage repayments) and the need to balance work and non-work commitments (associated with caring for children, for example), are likely to influence their FOW preferences. Where financial commitments are more important, FOWs that provide relatively greater income security, such as full-time permanent work, are likely to be preferred. Permanent work (full-time and part-time) may also be preferred where a need to balance work and other commitments requires predictable and stable hours. Where flexibility to work around non-work commitments is more important, self-employment, such as contracting roles, might be preferred as the worker has relatively more control over his or her hours of work. Casual employment and labour hire work could also be preferred due to the relative flexibility of hours, including greater opportunity to turn down shifts. These FOWs might also be important for helping people with families to transition in or out of full-time permanent work (Romeyn 1992). Preferences for flexibility and security are likely to vary as children age (Watson et al. 2003). For example, the costs of raising children increase as they age (Drago, Wooden and Black 2009), possibly meaning that parents’ preferences for income security also change as children age. In addition, younger children require more care. Parents might, therefore, require relatively more flexibility (Watson et al. 2003), and prefer part-time permanent or casual employee roles, to manage care outside of child care and school hours.
Some studies suggest that older people nearing retirement tend to favour non‑permanent FOWs, such as fixed‑term, casual, labour hire and contracting, or part‑time permanent work, in the course of transitioning out of the workforce (Borland 2005; Buddelmeyer, Wooden and Ghantous 2006). Shorter‑term (and perhaps part‑time) work assignments such as casual fixed-term employment, or labour hire work, can allow a person to combine paid and unpaid activities more flexibly. If this is the case, an increasing employment share of older workers would be associated with an increase in these FOWs.
Other influences
People’s preferences for autonomy vary. Some place a high value on being their own boss, while others prefer to avoid the responsibility and risks that it entails. For the former, FOWs such as contracting roles and other self‑employment are likely to be preferred.
People also vary in their preferences for changing jobs. Some place a high value on variety and might, as a result, be more attracted to contracting, fixed‑term or labour hire roles.
Cultural and family influences can also influence the FOW chosen. For example, workers whose family members are self-employed might be more likely to consider self-employment over other FOWs (Evans and Sikora 2004).
People with a disability or with other health issues might prefer FOWs that provide greater levels of flexibility, such as casual employment, or alternatively, the predictability of part-time permanent employee roles (Schur 2003). 
Labour market conditions are also likely to play a role in workers’ preferences over FOWs. Job mobility involves costs — for example, in searching for a new role and, potentially, lower remuneration (if job change is involuntary). These costs of locating a job are likely to be lower when unemployment rates are low and labour markets strong. Workers might, therefore, have a weaker preference for permanent employee roles when labour markets are strong.
The risks in establishing a small business are also likely to be lower when the economy is stronger. Workers might, therefore, be more willing to take on the risks associated with self‑employment when the economy is buoyant (Rampini 2004). On the other hand, faced with a weak labour market and higher levels of unemployment, workers might establish a small business rather than not work at all. In this case, as the economy improves some of these workers might opt for employee roles (Meager 1992). These competing influences can make it difficult to determine the relationship between the strength of the economy and entry into self‑employment.
How do the financial benefits of employment differ by FOW?
Regulatory settings mean that the remuneration (wages and other conditions) and the tax treatment of income and expenses received by workers can differ across FOWs.
Wages and other conditions
Awards and agreements set, among other things, a base hourly rate of pay for all employees of a given type. In addition, permanent and fixed‑term employee roles are associated with a range of non-wage benefits, while casual employees receive a wage loading (box 2.2).
The casual loading could lead some people to prefer casual employment over other FOWs. Whether or not this is the case depends on how a person values the various conditions attached to permanent and fixed‑term employee roles relative to the casual loading paid in lieu of other entitlements. For example, where people value extra income over access to leave they might prefer casual employment, as it provides higher current income, all else equal. Where people place a higher value on non‑pecuniary employment conditions, such as job security and predictable hours, they are likely to prefer permanent and fixed‑term employee roles.
As discussed in section 2.2, in theory, contractors’ fees (net of the returns to their capital and business acumen, and the value that they place on self‑employment over working as an employee) should reflect the wages and conditions that they would receive if engaged in an equivalent role as an employee.
[bookmark: OLE_LINK4]Taxes
Where a person has a family, the decision to work will be influenced by the impact of his or her potential earnings on his or her family’s income net of taxes and transfers. For example, second‑income earners in Australia can face high effective marginal tax rates (Apps and Rees 2005). But income taxes apply regardless of whether income is earned, for example, in a permanent employee role or through self‑employment. The impact on family income, net of taxes and transfers, should be similar.
That said, independent contractors who satisfy certain requirements are taxed as businesses and are, therefore, able to claim a range of tax deductions that are not available to employees. Under the New Business Tax System (Alienation of Personal Services Income) Act 2000 (Cwlth), to be classified as a personal services business for tax purposes a person must either satisfy the ‘results test’,[footnoteRef:9] or show that he or she does not receive 80 per cent or more of his or her income from one client, and either: [9:  	To satisfy this test, a worker must produce a contracted outcome before being paid, provide plant and equipment or tools of the trade, and be liable for rectification of any defects in work performed (ATO 2008).] 

receives income from two or more unrelated clients
has employees or apprentices
has business premises separate from those of his or her employers (The Board of Taxation 2009).
The personal services income of an independent contractor who does not meet these requirements is taxed in accordance with the personal services income rules.[footnoteRef:10] These rules, introduced through the Alienation of Personal Services Income Act: [10: 	Personal services income ‘is income that is mainly (more than 50%) a reward for the skills, knowledge, expertise or efforts of the individuals who performed the services’ (ATO 2010).] 

… are designed to improve the integrity of the tax system by addressing both the capacity of individuals and interposed entities providing the personal services of an individual to claim higher deductions than employees providing the same or similar services. (Australian Government 2000, p. 3)
In theory, therefore, tax arrangements should not provide an incentive for a person earning personal services income in a manner similar to an employee to prefer employment as an independent contractor. However, a review of the Alienation of Personal Services Income Act found that it had gone some way towards improving the tax system, but had not been successful in ensuring equity in tax treatment of personal services income, and that there was evidence of a low level of compliance with the personal services income rules (The Board of Taxation 2009, pp. 1–2).
Tax considerations might have led some workers to prefer employment as independent contractors rather than as employees. However, the extent of the problem is contested, with varying views put to The Board of Taxation as to how effective the tax rules are, and how much tax issues impact on the number of contractors (The Board of Taxation 2009, pp. 19‑20). The ATO considers that personal services income is a low risk to revenue (The Board of Taxation 2009, p. 7). The Henry Tax Review (Australian Government 2010) recommended tightening and broadening the rules relating to personal services income, but the proposed changes have not been implemented.
2.4	Summary
The prevalence of different FOWs observed in a labour market reflects the interaction of demand and supply for each type of working arrangement, mediated by institutional factors. The outcome is the result of firms seeking the most cost‑effective means of producing output, and workers maximising their own wellbeing. Many factors influence employer and worker decisions. The relative bargaining strengths of employers and workers, which may vary across FOWs, can influence whether a FOW is driven more by demand or supply side factors (PC 2006). That said, it is possible to identify the circumstances under which certain FOWs are more likely to be observed.
Other things equal:
employers are likely to prefer independent contractors for roles where the labour need is irregular or short‑term, especially if the independent contractors supply equipment and/or specialist skills that a firm does not need on an ongoing basis. People with a preference for autonomous work might prefer to work as an independent contractor rather than as an employee
permanent employees are likely to be preferred by firms for roles where the demand for labour services is predictable, especially if higher‑level skills are required. People who place a high value on stability in hours worked and job security might prefer permanent employee roles to other FOWs
fixed-term employees are likely to be preferred by employers for roles similar to those for which permanent employees are preferred, but with the distinction that the task for which labour is needed is limited by a definable period or event. People are likely to prefer a fixed-term employee role if they enjoy the certainty of a known end date for a job, or they prefer changing jobs reasonably frequently, but do not want to be self‑employed
employers are likely to prefer casual employees where labour demand is irregular or short term, skill and training requirements are low and where future labour needs are uncertain. Casual employees are more likely to be employed in smaller enterprises. People who prefer more flexible hours, with the option to decline working, might prefer casual work to other FOWs
labour hire workers are likely to be preferred by employers for similar roles to casual employees, and especially in firms that do not have a pool of casual employees to call on or are too small to warrant having their own human resources department. People who require flexibility in the hours they work and/or prefer variety in the jobs that they undertake might prefer labour hire work
workers are likely to prefer self-employment: the higher their managerial and entrepreneurial ability; the lower their aversion to work effort and risk; and the higher their preference for autonomy.
[bookmark: _GoBack]Possible linkages between changes in demand, supply and institutional factors and the prevalence of different FOWs are summarised in the course of analysing prevalence changes (chapter 4).
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