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CEDA's Economic and Political
Overview and the series of
events held around Australia to
coincide with its release aims
to inform our members of the
opportunities and challenges
that lie ahead for Australia in
2012.

The 2012 edition marks
30 years since the EPO was first published. Like its
predecessors, this edition continues the strong tra-
dition of providing leading-edge objective analysis
and opinion on the key issues affecting Australia’s
economy in the year ahead.

Highlighting the foresight of analysis in CEDA's EPO
publications, many of the issues identified in 1982
have again become key topics in 2012. For example
the 1982 EPO included sections on the impact of the
exchange rate on the Australian economy, industrial
relations and resource development, including asking
the question, do we need a resource rent tax? These
are all issues discussed in this edition.

The economic chapter by Alan Oster and Alexandra
Knight examines Australia’s likely economic position
in light of the European sovereign debt crisis and our
multi-speed economy.

They conclude that the economic reforms of the
80s and 90s have ensured that Australia has been
able to capitalise on opportunities such as the China
boom and also weather international economic
turmoil, ensuring we enter 2012 in a relatively strong
position.

However, there has been a hiatus from the dif-
ficult reform decisions that are necessary to ensure
Australia can maintain its strong economic position,
as identified in Saul Eslake’s productivity chapter.

This year presents a key turning point — if we are
to insulate Australia from future economic downturns
and international shocks then the political and public
appetite for reform must be reignited.

In the face of incredible international uncertainty, it is
now more important than ever to have policy settings
that allow industry and households to respond and
adapt to these economic events as they emerge.

We need to be considering reforms around remov-
ing inefficient taxes and improving the regulatory
environment. Some examples of the type of reforms
we should be considering are highlighted in Garry
Addison’s federal/state financial relations chapter,
which identifies a range of tax reform options that are
worthy of further consideration in 2012.

However, as identified by Peter van Onselen in the
political chapter, driving a reform agenda will be diffi-
cult given we have a minority government that is likely
to be focused on consolidating reforms from 2011
rather than introducing new platforms, and a Senate
now controlled by the Greens.

While the EPO provides an important analysis of
the year ahead, CEDA recognises that to continue
to drive national debate around the important issues
identified in this publication, ongoing discussion is
required. That is why CEDA has planned a robust
schedule of expert analysis, research and forums for
2012 that will continue to examine the issues identi-
fied in this year's EPO as new developments occur,
ensuring our members remain abreast of emerging
opportunities and challenges.

On behalf of CEDA | would like to thank each of the
authors for their contributions and also CPA Australia
for their support of this year’s publication. It is support
from member organisations such as this that allows
CEDA to continue its important work of provid-
ing thought leadership and leading-edge research
on the critical economic and social issues affecting
Australia.

| hope this publication provides a valuable resource
for our members and CEDA looks forward to continu-
ing to provide expert analysis and research in 2012.

Professor the Hon Stephen Martin
Chief Executive, CEDA



Alex Malley FCPA is the Chief Executive Officer of Australia’s largest accounting and
finance body, CPA Australia. Alex is passionate and influential on issues that matter
globally to the accounting profession, business and the government sector and is
particularly focused on the role CPAs have to play in the Asian region.

In addition, Alex hosts his own national television program, evoTV’s The Bottom Line,
on Australia’s Channel 7’s 4ME Digital. The program sees him interview recognised

leaders about their lives, business philosophies, personal insights and career highs

and lows. Alex currently serves on a number of boards and government sector committees, including the Audit

and Risk Committee of the Office of Police Integrity, Victoria.

CPA Australia and the Committee for Economic
Development of Australia (CEDA) share a rich history
in providing thought leadership on Australian policy
issues. Between us we have more than 175 years
of disseminating information and facilitating policy
debate in Australia.

This publication provides an overview of influences
for the year ahead in social, economic, business and
public policy that are expected to impact Australia.
It presents independent research and knowledge for
Australian business and community leaders who have
Australia’s best interest at heart.

It is precisely for these reasons that CPA Australia
supports CEDA's Economic and Political Overview
(EPO). Our involvement stems from taking a thought
leadership position by proactive representation of our
members, dedicated to driving Australia’s productivity
and prosperity.

By association, Australia has in the past aligned
itself with the OECD. A greater focus is required to
align ourselves with our neighbours, trading partners
and competitors in Asia. This should be Australia’s
economic priority.

CPA Australia believes we need to be thinking at
least 20 years ahead and laying the foundation on
which we can build a diverse and sustained part-
nership with Asia. If Australia is to benefit from the
opportunities presented by the Asian Century, we
need to develop a comprehensive approach beyond
economic transactions and political partnerships.

We firmly believe that engaging with the world’s
most dynamic economic region requires involvement
beyond business and finance. What is needed are
relationships established on a foundation of mutual
cultural understanding and respect.

CPA Australia can speak from experience having
had a successful presence in Asia for close to 60
years. During this time we've established offices
throughout the region, including China, Vietnam,
Singapore, Malaysia and Indonesia. As a business,
one of the main lessons learned is the importance of
developing relationships based on the long-term in
establishing or expanding operations in Asia.

Undoubtedly, the evolution of digital communi-
cations has enabled people to do business from
almost anywhere. Given our geographically diverse
organisation, this is something CPA Australia has
wholeheartedly embraced; however, personal, face-
to-face interactions will continue to be at the core of
maintaining quality member service. This too will be
how Australia will thrive in the Asian Century.

But more factors affect the Australian economy
than relationships with Asia. Insights to be shared in
this forum include productivity and federal/state rela-
tions, the political climate in Australia and the impact
of global economics.

We are fully supportive of the approach to inde-
pendent research CEDA undertakes and concur with
the strategy for debate and discussion of the issues
and policy challenges that are ahead in 2012.
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Introduction

At the time of last year's CEDA Economic Overview,
the recovery from the global financial crisis appeared
to be gaining some momentum and the fortunes of
major economies looked more assured. However,
2011 rapidly became a year of great uncertainty,
with the severity of European sovereign debt prob-
lems exposed and speculation of a double-dip global
recession intensifying. Growth in the developed econ-
omies is likely to have slowed to around 1.7 per cent
in 2011 from 3.1 per cent in 2010, while growth in the
emerging economies is likely to have softened to 7.2
per cent in 2011, from 8.5 per cent in 2010. Global
growth remains heavily dependent on growth in the
big emerging economies.

European sovereign debt problems evolved rapidly
during the second half of last year and remain the
key focus of major economies. The risk of contagion
from an indebted European country default remains
elevated and, while various austerity measures and
political accommodations devised by European
leaders to delay the onset of an “event” have engen-
dered bursts of optimism, financial and equity markets
remain nervous. Borrowing costs in Europe surged
over the second half of last year and are still high, with
10-year government bond yield spreads particularly
striking in Greece, Ireland and Portugal. While coor-
dinated central bank action and prospects for a new
European compact appear to have restored some
calm in financial markets recently, continuing fears
of a European credit crisis are likely to keep financial
markets unstable.

The slowing in private sector demand across many
developed economies reflects a number of common
themes. Household saving rates rose notably during
the global financial crisis as a result of intensifying con-
sumer caution and they remain elevated. Consequently
households are de-leveraging, significantly slowing
demand for credit. Furthermore, asset prices gener-
ally deteriorated across the developed world, holding
down household wealth and compounding the
reduction in demand. These trends were also evident
(albeit to a lesser degree) in those economies that had
escaped the financial crisis relatively unscathed.

As well as weakness in private sector demand,
the fundamental problems engulfing the European
banking sector mean that a rapid recovery in global
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demand - especially in the developed world - is
unlikely. Indeed, history shows that downturns caused
by problems in the financial sector often tend to last
longer and be deeper than normal cyclical episodes,
so the nature of the current downturn implies there
will be even stronger headwinds to the recovery ema-
nating from Europe.

Governments in the developed economies utilised
enormous amounts of fiscal and monetary policy
stimulus during the height of the global financial crisis
to strengthen demand and to restore financial stabil-
ity in the banking system, leaving most of them now
less able to support demand. Official interest rates
in many developed economies are currently close to
zero, while public debt burdens have swelled to the
highest levels since the 1940s. Policy makers have
had to resort to less orthodox measures to stimulate
demand, including quantitative easing and manipulat-
ing the yield curve.

The Australian economy has remained relatively
resilient to the adversity that has plagued most of the
developed economies since the global financial crisis.
Commaodity prices surged over most of 2011, largely
driven by the continued industrialisation of China and
India, although they have turned down over recent
months. Australia is fortunate to have an abundant
supply of commodity reserves and growing export
capacity, allowing our resources sector to benefit
significantly from increased demand from China and
India. While the devastating floods and cyclone Yasi
that swept through Queensland and the eastern
coast of Australia in early 2011 proved a significant
setback for the economy over the first half of last
year, the Australian economy has staged a remark-
able turnaround and the outlook for growth remains
relatively strong. Just as importantly, Australia still has
significant fiscal and monetary policy flexibility, were
global events to turn out more damaging than cur-
rently envisaged.

This overview examines interregional differences in
the global recovery and looks at some of the risks
currently facing the global economy. The majority of
our discussion is focused on Australia; in particular,
we will examine the performance of the economy over
the past year, what uncertainties lie before us and the
outlook for growth over the next year and beyond.
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The global economy

After staging a modest recovery through 2010, global
growth is expected to slow to around 3% per cent
over 2011. The slowing in global activity has largely
resulted from the worsening European financial crisis,
which has damaged European confidence, disrupted
financial markets and slowed demand throughout the
rest of the world. Global growth in 2011 was charac-
terised by significant disparity across regions and was
heavily dependent on growth in the developing econ-
omies. These economies have big internal markets
and a solid industrialisation momentum, especially in
China and India, which should continue to support
global demand.

Conditions in many advanced economies remain
weak and continue to under-perform the emerging
economies. The weakness in the advanced economies
has stemmed from worryingly large budget deficits
in the context of public debt levels, highly restrictive
funding conditions and persistently high levels of
unemployment, which are all acting to retard growth.
Over 2011, the increase in GDP in the advanced
economies will be shown to have been below two per
cent, notably weaker than the 3% per cent expected
globally, and it is highly likely that conditions over the
next two years will remain subdued.

The experience of many of the developing
economies, which have resumed the process of

Advanced economies

2007 2008 2009 2010 2011

industrialisation following the global financial crisis,
has been markedly different to the experience of the
advanced economies. In the developing regions,
there has been a vast expansion in investment and
urbanisation, which has helped to support contin-
ued employment growth and rapidly improving living
standards. Furthermore, the generally healthier public
financial positions of the developing economies have
helped to support further growth in these regions.
However, they have not been immune to the slow-
down in the developed world, just as they were not
immune during the financial crisis. During 2011, there
were clear signs of slowing growth in these regions,
although some softening in the pace of growth in
China, India and Brazil was only to be expected as
their central banks have progressively tightened policy
to dampen inflationary pressures. Given the commod-
ity intensity of economic development in these rapidly
expanding regions, some advanced economies with
large endowments of natural resources have ben-
efited greatly from the developing world expansion. In
particular, Australia and Canada have been the main
beneficiaries (along with emerging economies like
Brazil and South Africa).

Inflation in developing nations remains a key focus
of central banks across the world, though the dispar-
ity in the pace of growth between the emerging and
developed economies has led to large differences in
inflation rates between these groups. Global inflation
has generally softened over the past year, dampened
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by slower commodity inflation, excess productive
capacity and restrained private sector demand. While
inflationary pressure in many of the developed econo-
mies has begun to rise over the past year or so, it
remains contained, enabling policy makers to maintain
expansionary policy settings to enable more growth.
While the developed economies have not needed to

2005

Glocal economy

Core CPI Inflation

Headline CPI Inflation

2006 2007 2008 2009 2010 2011

Emerging economies

Developed economies

2006 2007 2008 2009 2010 2011

tighten monetary policy, some central banks in the
emerging world continue to be worried about an infla-
tionary episode. Steadily rising inflationary pressures
in China, India, Brazil and the East Asian tigers has
meant that policy makers in those countries have had
to intervene by tightening policy, and this appears to
have been successful. Chinese policy makers have
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indicated their belief that inflationary pressures have
peaked by easing policy settings more recently.
Similarly, the tone of statements of monetary authori-
ties in non-Japan Asia has softened recently, with
some (including Singapore and Indonesia) moving to
loosen policy. After a run of rate rises, Indian mon-
etary authorities now appear to be on hold. Much of
the change in tone here relates to the impact that a

Basis points

8

France

0
2008 2009 2010 2011

new recession in Europe is having on global trade, to
which these economies are heavily exposed.

The following provides a more detailed discus-
sion of recent developments in the European Union,
US and Chinese economies. As well as being key to
global economic prospects over the past few years,
their economic development has particularly impor-
tant ramifications for Australia.

“Inflation in developing nations remains
a key focus of central banks across the
world...”
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European Union

Weakness in growth in the European Union persisted
throughout 2011, as the unravelling of European debt
problems damaged business confidence and forced
policy makers to implement fiscal austerity measures
—including increased taxes and lower public spending
—in order to convince markets that their fiscal positions
would be sustainable into the future. While the core
European economies showed resilience compared to
the peripheral economies over the first half of 2011,
the disruption of euro-zone financial markets has had
an adverse effect on confidence, causing a softening
in activity in the core regions towards the end of last
year. Greece, Ireland and Portugal were the weakest
of the member states, with these economies shrinking
on an annual basis in the September quarter 2011.

The euro-zone banking system faces a raft of
problems and it is not yet clear whether a banking
crisis can be avoided. Regulators have estimated that
around €115 billion is required to meet the capital
adequacy targets set for mid-2012. The European
Central Bank is helping to alleviate these funding
pressures by offering euro-zone banks access to
lower vyielding short-term funds, provided they post
collateral; aimost €500 billion of this new funding was
accessed in the first operation. While far from resolv-
ing Europe’s debt problems, this facility should help to
prevent a funding squeeze on euro-zone banks in the
first half of this year.

The eventual outcome of the sovereign debt and
banking issues in the euro-zone will have a major
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impact on the economic outlook. Data is expected
to confirm that Europe entered a recession in late
2011, as volatility in financial markets impacted seri-
ously on consumer and business confidence and
activity levels. A new negative dynamic now emerg-
ing in Europe is renewed credit rationing. This largely
reflects banks preferring to shrink their balance sheets
rather than attempt to raise new capital (to meet EU
capital requirements).

Currently the growth outlook for the euro-zone
remains very depressed. While the anticipated reces-
sion is likely to be milder than the global financial
crisis, a significant recession is still in prospect — with
an expected peak to trough fall in activity of around
1% percentage points (not much better than the falls
during the early 1990s). That of course occurs from a
starting point of EU unemployment of around 10 per
cent.

While all of the above points to a very depressed
European outcome, the central issue for the global
(and Australian) economy is whether a European
inspired global banking crisis can be avoided. Our key
assumption is that such a global crisis will be avoided.
Markets still, however, remain unconvinced. Our view
is that a combination of new fiscal austerity measures,
more decisive action to maintain future fiscal credibil-
ity and short-term liquidity relief will all help. Ultimately,
however, the European Central Bank will probably also
need to be more aggressive in buying sovereign debt.
Clearly, the European malaise will not be a short-term
problem but rather, it will require a number of years of
very subdued growth before it is overcome.
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United States

While the United States continues to slowly recover
from the global financial crisis, the performance of its
economy since the slowdown has been episodic and
relatively weak compared to previous post-recession
periods. With the recession the result of a housing
bust and financial crisis, the drivers of recovery
have been different this time around. With a large
overhang of vacant properties, significant declines
in house prices (making new builds uncompetitive)
and a major tightening in bank lending standards,
housing construction has failed to provide the boost
to the economy it has in past recoveries. There have
been additional headwinds in the form of households
needing to repair damaged balance sheets and state
and local government cutbacks (and, more recently,
by the Federal Government) reducing public demand.
Business investment and exports have been impor-
tant drivers of the recovery.

Nevertheless, after gaining some momentum during
2010, there was a sense of optimism early in 2011 as
a pick-up in employment growth raised hopes of a
self-reinforcing cycle of employment growth support-
ing consumption which in turn would support further
employment. However, the underlying headwinds on
the economy were joined by a series of shocks that
slowed the economy in the first half of the year. These
included supply disruptions resulting from the tsunami
and earthquakes in Japan, extreme weather events
and a spike in oil prices.

Housing

12

Government

Exports

With the data pointing to very weak growth, the
second half of 2011 began with a confidence sapping
debt ceiling debate, followed by Standard & Poor’s
downgrade of the US credit rating. With large falls in
share prices and continuing European sovereign debt
problems, fears of a double-dip recession were high.

Despite this, the economy strengthened in the
September quarter 2011, although growth was still
only a modest 1.8 per cent (annualised rate). While
in the September quarter some regional business
survey measures (most noticeably the Philadelphia
Fed manufacturing survey) fell to levels associated
with downturns, the broader national Institute for
Supply Management (ISM) manufacturing Purchasing
Managers’ Index (PMI) (as well as ISM’s non-manu-
facturing survey), while declining, remained at a level
consistent with continuing expansion.

In recent months the ISM PMI has strengthened
modestly. Improvement has also been reflected in
a range of other economic indicators, pointing to a
further strengthening of GDP growth in the December
quarter 2011. Consumption is growing, there are
signs of life in housing construction, and US exports
are holding up. Further, in the short term the inventory
cycle looks set to contribute to growth. While busi-
ness equipment investment appears to have slowed
down, recent business surveys of capital expenditure
intentions have shown some bounce back. Non-farm
employment finished 2011 on a positive note, with
200,000 jobs created in December — only the fifth
time the 200,000 barrier has been reached since mid-
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2007 (excluding Census workers). The unemployment
rate also declined, down to 8.5 per cent at the end of
2011, from 9.4 per cent at the end of 2010, although
this is partly due to a fall in workforce participation.

Part of the strengthening in activity reflects a
rebound from some of the temporary shocks early
in the year. The rebound from the Japanese supply
disruptions is evident in the auto sector where light
vehicle sales declined by 13 per cent between
February and June but have since grown by 17 per
cent. Vehicle sales are now at levels not seen since
mid-2008 (excluding the one-off impact from the end
of the Cash for Clunkers program in August 2009).

The higher vehicle sales, however, probably not
only reflect the end to the supply disruptions but also
a large degree of pent-up consumer demand due
to households putting off discretionary purchases
for a significant period of time. Another support to
the recovery is the continued growth in corporate
profits, which are at record highs. Historically, profits
have led to investment by business in fixed capital
and labour. Furthermore, credit conditions have
been slowly improving, with private non-financial
sector debt growing in each of the four quarters to
the September quarter. While the Federal Reserve
Board’s Senior Loan Officer Survey suggests that
the confidence sapping events of July/August led to
a pause in the relaxation of lending standards, credit
data from commercial banks suggest that any impact
on lending was short-lived. Monetary policy is also
extremely accommodative and will likely remain so for
an extended time.
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However, we do not expect a further acceleration
in GDP growth heading into 2012, although growth
for the year as a whole will still be at around trend
2V per cent, an improvement on 13 per cent in 2011.
This reflects the ongoing constraint from the various
headwinds including constrained income growth and
weak balance sheets for households, the depressed
housing market, government fiscal consolidation and
the slowdown in the global economy.

This view of continued modest growth in 2012 is
supported by NAB’s US macro model, which incor-
porates information embedded in various factors
including interest rates, equity markets, the exchange
rate, oil prices and house prices. This model sug-
gests that the recovery will continue to be a drawn
out one.

China

Though still strong, economic momentum in China has
steadily slowed since the middle of 2009, reflecting
the unwinding of fiscal stimulus as well as the tighter
stance of monetary policy aimed at curbing infla-
tion throughout 2011. While the aggregate Chinese
economy has slowed in an orderly manner, there are
some pockets of weakness such as the banking and
property sectors. Year-ended Chinese GDP growth
eased from 9.1 per cent in the September quarter
2011, to 8.9 per cent in the December quarter. While
the risks appear to be on the downside — including
external risks stemming from sovereign debt problems
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Graph 8
China — major trading partner growth (year-ended percentage change)
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Graph 10
China - real GDP (percentage change)
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in Europe and the risk of slower growth in the United quarter of GDP depends on exports).
States — the Chinese economy should avoid a hard Thus, a slowing in the developed economies will
landing. The economy will slow further over coming have a material impact on growth, as was seen during
years but growth should remain consistent with poten- the global financial crisis. However, given that the
tial (around eight per cent over 2012 and 2013). Chinese economy is continuing to undergo a process

The sovereign debt problems in Europe appear of industrialisation and urbanisation, it should continue
to have directly contributed to a slowing in Chinese to be supported by underlying strength in internal
exports in recent months (over 20 per cent of Chinese demand over the long term. Furthermore, monetary
exports are destined for Europe and around one- policy in China has been tightened considerably over
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the past two years and is well positioned to provide
stimulus if required. Chinese demand for commodities
should be supported by stimulus measures such as
affordable housing investment. Authorities have also
signalled an intention to employ greater fiscal stimulus
if necessary. There are, however, a number of sig-
nificant domestic risks related to China’s property and
banking sectors and local government debt, which
could intensify in the face of a protracted global reces-
sion. The government’s fiscal position is not as strong
as it was during the GFC, as the stimulus provided
in 2009-10 left local governments with considerable
debt, while a property slowdown has threatened
future government income.

The global outlook: Looking forward

The recovery from the current downturn will be slow
compared to previous recessions. We expect to
see further slowing in the euro-zone, as weakness

Table 1

United States 20 2.7 1.9
Japan 6 1.7 2.2
Euro-zone 15 38 2.9
United Kingdom & 2.6 3B
Asian Tigers 5] 5.7 6.0
Latin American 4 9 &3 5.6
China 13 12.7 14.2
Canada 2 2.9 2.5
India 9 9.6 9.7
Africa 2 6.1 6.3
CIs 4 8.2 8.6
Eastern Europe 4 6.7 5.7
Middle East 5 5.7 59
Other advanced 8 4.5 4.7
Global total 100 B3 5.6

3%

4.2

9.6

0.4

7.5

55

o5

3.0

5.1

1.7

2.9
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in confidence flows through to softer activity. The
Japanese economy should continue its recovery from
the impact of the tsunami and earthquakes earlier last
year, which resulted in substantial supply disruptions
to the rest of the world. However, the United States
appears to be on track for positive growth over the
medium term, although the United Kingdom economy
is likely to remain weak, reflecting continued soft
private sector demand and its weak fiscal position.
Overall, we expect to see the developed economies
continue to struggle with high levels of unemployment
and continued de-leveraging. While China and the
other emerging economies will soften, largely reflect-
ing the effect of previous policy tightening and slowing
exports as a result of the weakness in Europe, they will
continue to contribute to global growth. We expect
global growth of around 3% per cent in 2012, before
rising above 32 per cent in 2013, although the risks
to our forecasts are heavily skewed to the downside.

ES10) 3.0 1.7 2.3 3.1
0.5 4.5 -0.5 2.8 2.1
4.2 1.8 1.5 -0.6 1.3
—4.4 2.1 0.9 0.7 1.7
0.2 7.7 43 3.6 319
2.1 71 4.7 3.5 3.1
9.2 104 9.2 8.0 8.2
2.8 812 2.1 2.0 2.8
7.0 8.8 71 6.2 9.9
2.8 5.3 4.7 Ot 5.0
—6.4 4.6 4.6 3.7 3.8
—3.6 4.5 5.1 1.3 2.4
2.6 4.3 3.0 3.6 3.6
-1.1 5.8 3.3 2.7 3.2
-0.7 9.2 3.7 3.2 3.7
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Australia

Australia still is, in fundamental terms, one of the
strongest advanced industrial economies in the world.
It has benefited from a combination of prudent fiscal
and monetary policies that have avoided public debt
issues while maintaining a non-inflationary growth
environment, a strong financial regulatory environ-
ment and banking system. It has benefited from
fortuitous proximity to the industrialisation of China.
Australia, however, has not been immune from the
uncertainties surrounding the euro-zone, and has suf-
fered disruptions from severe weather events in early
2011. However, the terms of trade are likely to remain
historically high, driving a substantial restructuring of
the Australian economy that carries the risk of sig-
nificant adjustment costs. Overall, the medium-term
outlook for the Australian economy remains one of
solid growth.

Since the post-flood recovery found traction
midway through last year, we have seen encouraging
signs that the domestic economy is finding its feet.
Economic growth was dampened by the impact of the
flood-induced slowdown at the beginning of last year,
which caused significant disruptions to the export
and production of coal, and impaired conditions in a
number of other industries. The flood recovery was
slower than initially anticipated. During 2011, we saw
the transition from public sector stimulus to accelerat-
ing private sector demand. While parts of the private
sector remain soft (in particular retail, manufacturing

Graph 12
Australian GDP growth (quarterly percentage change)
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and housing) private sector investment — largely
investment in the resources sector — and consumption
of services strengthened markedly during the year.

The multi-speed nature of the Australian economy
is likely to continue into the forecast horizon. In par-
ticular, the historically high terms of trade is driving
growth in mining and related industries, but the asso-
ciated high Australian dollar, high interest rates and
cautious behaviour of consumers — reflecting global
uncertainties — continues to weigh adversely on other
sectors.

The underlying strength of the Australian economy
was highlighted by the September quarter national
accounts. Australian GDP was reported to have risen
by one per cent in the quarter, following growth of
1.4 per cent in the June quarter. While the strong
growth outcomes in the June and September quar-
ters partly reflect the recovery from the floods at the
beginning of the year, the underlying strength of the
Australian economy appears to have re-emerged.

Looking through the volatility in the quarterly
numbers, the Australian economy appears to have
grown at a rate of two per cent over the year to
September, compared to growth of 2.7 per cent over
the same period of the previous year.

If we abstract from the impact of the floods, it is
likely that growth would have been close to potential.
This is a remarkable outcome given how poorly most
developed economies have performed over the past
year. One thing that we have learnt in the aftermath
of the global financial crisis is the durability of the

Estimated ‘underlying
GDP growth excluding
impact from floods

2010

2009 2011
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emerging Asian economies, led by China, and the
extent of Australia’s economic leverage to the region. It
is because of this leverage that the Australian economy
has been largely shielded from the weakness across
the developed world. Australia is currently experienc-
ing a once-in-a-century commodities cycle, which has
resulted in the terms of trade rising to levels unseen
since Federation. While the terms of trade appears
to have peaked in the September quarter 2011, and
demand for commodities from Asian economies will
continue to slow, the terms of trade will remain at very
elevated levels, thus underpinning strong growth in
national income for many years to come.

Provided Europe does not degenerate into a global
banking crisis, it is likely that the key focus for policy
makers will be managing a strengthening but multi-
speed economy — where the differences are only likely
to further diverge. History has shown that challenges
arise for countries that experience a natural resources
boom particularly in the form of the emergence of
excessive domestic cost pressures.

Australia’s leverage to China also represents a
key vulnerability. So long as Chinese growth and

Australia as broadly neutra
terms, it is current
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commodities demand persists (and that is our central
case) Australian incomes will benefit. These challenges
may be more problematic for Australia given there is
relatively limited spare capacity in the economy at
present. Were the worst to develop in Europe (not our
core assessment), at least policy makers in Australia
have significant policy flexibility given low levels of
public debt and broadly neutral monetary policy.

The Australian story so far

The Australian economy was fairly resilient to the global
financial crisis, with its performance underpinned by
strong demand for our minerals and resource exports
from China in particular as well as the favourable net
debt position of the government. More recently, the
sovereign debt problems in Europe have remained
the dominant focus of major economies. While not
immune, Australia is better positioned than most
advanced economies to withstand the impact of a
European default because of its limited exposure to
European finances, its strong financial sector and
its strong ties with the Chinese economy. While that
economy is currently experiencing slower growth in
exports and manufacturing, it still has significant scope
to ease policy (especially monetary policy) and hence
maintain reasonably robust levels of internal demand.
Furthermore, although Australia’s cash rate is being
characterised by the Reserve Bank of Australia as
broadly neutral in domestic terms, it is currently high
by advanced economy standards (4.25 per cent).
The RBA has the ability to stimulate the economy by
adjusting monetary policy settings if required. While
international factors pose real downside risks to both
the global and Australian economies, the medium-
term outlook for domestic growth remains reasonably
strong. This largely reflects the anticipated boost from
the rapidly expanding mining sector and continued
recovery from the flood-induced slowdown at the
beginning of 2011. However, economic activity is
very uneven across sectors and managing Australia’s
laggard consumer-dependent sectors will remain a
key focus for policy makers.

The global financial crisis prompted the Australian
government to inject the second largest discretionary
fiscal expansion relative to GDP of any government
in the world except China. The immediate effects of
this stimulus have dissipated over the past year or
so and the transition from public to private demand
is well underway. This is evidenced in the revival in
household consumption and private investment
growth, after being subdued for some time follow-
ing the global financial crisis. On the investment side,
private machinery investment has staged a rapid
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recovery over the past year (up around 20 per cent in
underlying terms), after being anaemic for some time
prior, while private non-dwelling construction growth
(mainly mining) is booming. That is, private demand
appears to be continuing its recovery. Conversely,
public sector investment and consumption has
slowed sharply, unwinding following the impetus from
government fiscal (infrastructure) stimulus injected
into the economy immediately following the global
financial crisis. This pattern can be seen in the com-
ponent contributions to year-ended GDP growth in
the September quarter 2011.

While the Australian economy performed relatively
well during 2011, the path of growth was not without
interruption. Severe weather events in early 2011 had
a notable impact on domestic production, particularly
coal mining, agriculture and tourism and especially
in Queensland. Coal mine production has recovered
more slowly than expected and was still providing a
significant boost to domestic activity from the June
quarter 2011 to date.

One noteworthy feature of the composition of
Australian GDP growth is the strength in business
investment reported in the national accounts, herald-
ing the start of the long-awaited mining investment
boom. The outlook for business investment remains
very strong —largely due to investment in the resources
sector — which should continue to support growth for
many years ahead. In contrast, dwelling investment
growth has been fairly subdued over much of 2011,
and is expected to remain soft for the first half of this
year.
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While some support began to be provided to
interest sensitive sectors of the economy following
the RBA's decision to lower the cash rate by 25 basis
points in both November and December 2011, the
outlook for the global economy will continue to weigh
on domestic confidence for some time. Since the
global financial crisis, households have exhibited a
heightened degree of conservatism and businesses,
outside mining, have reserved their investment
decisions (although this may also be attributable to
uncertainty about government policy decisions).
Speculation of further rate cuts may allow households
and businesses to relax their consumption and invest-
ment decisions. However, the possibility of a banking
or credit crisis in Europe continues to pose serious
risks for the global and Australian economies.

Consistent with volatility in financial markets and a
decline in dwelling prices, household net wealth accu-
mulation has slowed since the beginning of 2010. The
onset of the global financial crisis sent financial markets
into turmoil and resulted in the worst performance of
Australian superannuation funds in history. Recent
fluctuations in household net wealth have contributed
to an increase in labour force participation, with more
people — particularly those entering retirement age
— forced to stay in work for longer. Households also
increased the proportion of their disposable income
allocated to savings to shield themselves from further
adversity. While difficult to measure precisely, the shift
in household behaviour can be neatly summarised by
the sharp rise in the household saving ratio over the
past few years.
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The sharp decline and subsequent rise in house-
hold net wealth accumulation can largely be explained
by asset prices. Residential property prices experi-
enced a slight dip immediately after the financial crisis,
before staging a rapid surge over 2009. According to
the ABS, established house prices across Australia
rose by around 20 per cent from early 2009 to early
2010, which is consistent with a sharp increase in
household net wealth.
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More recently, dwelling prices appear to be moder-
ating — partly reflecting a correction in previous price
increases — and housing affordability has improved.
NAB'’s property survey shows that house prices are
expected to fall further over 2012, although expecta-
tions have become less pessimistic.

While we expect to see some further slowing in the
residential property market, underlying fundamentals
remain sound. Australia currently has an undersupply
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Graph 16
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of housing, recently projected by the National
Housing Supply Council to be over 200,000 units in
mid-2011, and while the labour market is currently in
a soft patch, the unemployment rate remains relatively
low and incomes are expected to rise over 2012. As
such, we believe that underlying demand for housing
will remain firm over the year ahead, and while we may
see further moderation in prices, the housing market
should strengthen over the medium term.

Reflecting global uncertainties, Australian equity
prices have fallen heavily through 2011. The last few
years have seen unprecedented volatility in equity
markets (as per the VIX index) and despite a better
economic performance, Australian equities reflected
global equity markets. The path ahead for equities
is likely to remain highly volatile, reflecting continued
fears stemming from European sovereign debt con-
cerns. Nonetheless, given the solid fundamentals of
the Australian economy, there should be scope for
Australian equity prices to begin to recover towards
the end of this year.

The NAB Monthly Business Survey highlights the
difficult conditions that have plagued retail, wholesale
trade and small transport businesses in Australia over
recent years. The average consumer has become
increasingly cautious since the onset of the global
financial crisis, limiting their consumption of discre-
tionary items in order to help de-leverage their balance
sheet. It is this sudden shift in consumer behaviour
that is largely responsible for the weakness in retail
trade over recent years. Moreover, the weakness

[ uune 2011 September 2011 [ December 2011
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Qid SANT Victoria

“...along with wholesale trade and
small transport, the retail sector remains
a drag on growth and is one of the

main enclaves struggling to recover in
the face of continued global economic
uncertainty.”
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in domestic retail spending cannot be explained by domestic economy is most pronounced in manufac-

overseas internet sales; although growing rapidly, turing where business conditions ended the year at
overseas transactions still represent a very small pro- near recession levels and job shedding was evident.

portion of total retail sales. During 2011, retail again Clearly the dual speed economy is very evident in
weakened in the face of falling confidence about the labour market. At the aggregate level, while the
global prospects and reduced employment growth. pace of employment growth has eased following its
This was particularly evident in the retail trading index rapid expansion over 2010, implying some softening
in the NAB survey. However, while retail trade contin- in the labour market, growth in total hours has slowed

ues to suffer, the purchase of consumer services has a little less rapidly, suggesting that firms have been
been more resilient in the face of economic uncertainty making greater use of existing employees. It appears
over recent years (as reflected in personal and recre- that firms have been delaying hiring additional workers
ational services in the NAB survey). This has resulted due to the heightened degree of uncertainty in the
in a boost to overall consumption as reported in the economy. This is consistent with the recent softness
national accounts. Nonetheless, along with wholesale in job ads, vacancy rate data and business surveys,
trade and small transport, the retail sector remains and contrasts with developments during the wake of
a drag on growth and is one of the main enclaves the global financial crisis. The rate of unemployment
struggling to recover in the face of continued global has steadily risen from its most recent low of 4.9 per
economic uncertainty. That said, the weakness in the cent in early 2011, to 5.2 per cent in December.
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While the medium-term outlook for the Australian
economy is strong, variations in sector performance
have become increasingly divergent over recent years.
Specifically, consumer dependent and trade-exposed
sectors of the economy have languished while mining
and service-based sectors are embarking upon a rapid
expansion in activity. This shift in demand appears

Health care and social assistance

Mining

Manufacturing

2010 2011
g
g
8
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to have been running ahead of the capacity of the
labour market to adjust. While job losses in the manu-
facturing sector since the beginning of 2008 have
approached 150,000, employment in large service
sectors — including healthcare, social assistance and
education and training — has expanded rapidly over
the same period.
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While some parts of the economy remain weak, rapid rise in Australia’s terms of trade largely reflects
the mining sector has embarked upon its largest and a rise in iron ore and coal commodity prices, which
most rapid expansion in post-colonial history. It is also have been boosted by these developments in China.
the case that larger transport operators and support- Despite China holding substantial domestic reserves
ing service-based sectors have become beneficiaries of iron ore and coking coal, it is a net importer of
of the increase in the value of minerals investment. The these raw materials as its own resources are relatively
success of mining in Australia can be largely attributed inaccessible and there is inadequate infrastructure
to the current phase of industrialisation in China. The to make production financially viable. Furthermore,

24



CEDA ECONOMIC AND POLITICAL OVERVIEW 2012

Graph 22
Mining capex

$ billion

100

. Ave 5-yr RR

80

60

40

20

2009-10

Source: ABS and NAB calculations

Graph 23
Capacity utilisation (seasonally adjusted)

%
85

83

81

2010-11

Max 5-yr RR

2011-12

75

1991 1993 1995 1997 1999

Source: NAB Quarterly Business Survey

Chinese reserves have a lower iron content compared
with Australian reserves, which also makes the cost of
production more expensive.

We expect the terms of trade to retreat from their
peak in the September quarter 2011, consistent
with the subsequent softening in commodity prices.
Nonetheless, commodity prices are expected to
remain elevated relative to history, keeping the terms
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of trade high, and supporting continuing investment
in Australia’s mining sector. Since midway through
last year, commodity markets have experienced
extreme price volatility, largely reflecting concerns
over European sovereign debt problems and slowing
global growth. Iron ore spot prices have come off
particularly sharply since late September, in part
reflecting softer demand from Chinese mills, declining
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“The pipeline of mining engineering construction work continues to expand, signalling the
capacity constraints in the resources industry that have begun to emerge.”

steel prices and the withdrawal of credit lines from
some European banks. In the near term, we expect
global volatility to drive minerals and energy prices,
but overall commodity prices are expected to decline
by around five per cent over 2012.

Commodity prices are a key driver of the AUD.
NAB modelling work suggests that — based on a
model that reflects commaodity prices, relative levels of
activity (proxied by unemployment rates), the strength
of the USD, and relative equity market performance
— the Australian currency is currently good value at
around parity +5 cents. Clearly, as risk rises out of
Europe, the currency can fall below that level, which
we expect to be the case in the early part of 2012.
But in the longer run, as the “global recession fear”
abates, we would expect to see the AUD returning
to around parity by the end 2012, before gradually
moving down in the outer years driven mainly by
modest weakening in commodity prices. Overall,
however, the AUD is expected to remain relatively
high over the forecasting period, adding further pres-
sure to the structural changes currently occurring in
the multi-speed economy.

Beyond the currency effects, the terms of trade
affects the Australian economy in several ways. At
the broader level, there are income, wealth, invest-
ment and export effects. The income effect is most
apparent from increased revenues generated by
the mining sector. The strength in mining income
will be reflected in the market value of mining com-
panies, which will boost household wealth via share
portfolios, and eventually flow through to increased
household spending on domestic goods and services
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outside of the mining sector. The higher terms of trade
also increases the rate of return on capital invested in
mining projects. We have seen this effect encourage
further investment in the resources sector, and as this
investment becomes more productive, it will cause a
rise in the volume of exports.

The September quarter national accounts her-
alded the start of the long-awaited revival of the
mining boom. Business investment growth surged
higher in the quarter — largely reflecting investment in
the resources sector — while the value of engineer-
ing work yet to be done continued to rise. Given
Australia’s exceptionally high terms of trade and the
strong demand for our resources and minerals from
China, mining companies view the outlook for growth
in the sector as very favourable and have increased
their investment intentions accordingly. The Bureau
of Resources and Energy Economics (BREE) esti-
mated that the value of advanced projects at the end
of last year (either underway or committed) soared
to $232bn, from $173bn six months earlier, which is
around 172 per cent of GDP.

The boost to the ever-growing list of resource
projects largely reflected several additional large-
scale LNG projects, which could expand Australia’s
production capacity by up to four fold over the next
few years and take export capacity from 20 mtpa
currently to around 50 mtpa by 2016 (based on
advanced projects). While the boost to capacity in
the resources sector will place some downward pres-
sure on commodity prices in the medium term, prices
should remain elevated relative to history.
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The pipeline of mining engineering construction
work continues to expand, signalling the capac-
ity constraints in the resources industry that have
begun to emerge. Up until the end of 2007, the value
of completed work broadly kept pace with planned
construction but the pipeline has expanded at a rapid
pace over the past two years or so and is now two
and a half times the rate of annual construction activ-
ity. The strength in mining intentions can also be seen
using five-year average realisation ratios, which is
expected to rise by a further 84 per cent in 2011/12.
The data imply particularly solid increases in mining
capex over the next two years, after increasing by
more than seven-fold since 2004-05. Even using the
five-year minimum realisation ratio, mining capex is
projected to increase by around 57 per cent in 2013.
When constructed, these projects will compete for
existing labour and capital resources, placing material
pressure on these markets.

While resource production represents a major
boost, as noted previously, other parts of the
economy continue to struggle. Thus, consistent with
the recent rise in the unemployment rate, the NAB
Quarterly Business Survey shows that the level of
capacity utilisation has fallen over 2011 to be a little
above its long-run average. A lower level of utilised
capacity reduces the risk that inflationary pressures
will emerge in the near term, as a softer labour market
should allow wage pressures to be contained.
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Moving forward

In the longer term, we expect Australian GDP growth
to rise to 3% per cent in 2012, followed by around
trend growth of 3%-3% per cent in 2013. These
forecasts encompass the impact on Australian GDP
growth from the devastating Queensland floods at the
beginning of last year — in particular the recovery in
coal mine production — as well as the significant rise
in mining investment and strong consumption growth
that we expect to continue into this year.

Stronger growth in the years ahead will lead to
further tightening in factor markets. Employment is
expected to rise by 1-1% per cent over 2012, which
implies very little improvement in the unemployment
rate, which should remain at around 5% per cent over
2012. Given the soft outlook for the labour market,
wage pressures are expected to remain reasonably
contained, which is likely to see price inflation remain
low in early 2012. However, given the rapid pace of
expansion in resource related investment, there is
likely to be a diversion of productive resources into the
mining sector, which will cause some capacity con-
straints to emerge in other sectors of the Australian
economy, and may increase inflationary pressures in
the medium term.

We expect core consumer price inflation to remain
very benign over the first half of this year and to
remain consistent with the target band over the fore-
cast horizon. Our expectation for softer near-term
inflation largely reflects weakness in credit lending,
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falling asset prices, the high AUD and a recent soften-
ing in labour market conditions. While the economy
had been growing close to trend, with growth largely
supported by strength in the resources sector, the risk
of higher wages growth outside of mining appears to
have lessened. On this basis, and consistent with our
inflation models, core inflation is expected to remain
subdued in early 2012 and we believe there is scope
for the RBA to reduce the official cash rate by a further
25 basis points in February to provide some addi-
tional stimulus to interest-rate sensitive sectors of the
economy. It is probable that we will also see the RBA
lower the cash rate in the middle of this year, although
this outcome will be dependent on data (especially the
inflation and labour market) and the extent to which
banks do not fully pass on the expected rate cut in
February in the face of higher funding costs faced
by banks. Interestingly, our models of core inflation
suggest relatively low CPI outcomes in the first half of
2012 (indeed lower than the RBA's latest forecasts).
Consistent with an expectation of the underlying rate
of inflation rising to the upper half of the target band
in 2013, we have forecast one rate rise in the first half
of 2013, partly unwinding the recent and expected
further temporary stimulus provided by the RBA.

The implementation of the carbon tax heightens the
uncertainty surrounding the expected path for inflation.
Commonwealth Treasury modelling of the impacts of
the carbon tax indicates an increase in overall con-
sumer prices of 0.7 per cent, with the majority of this
increase reflecting higher utilities prices. In terms of its
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likely impact on activity, our models suggest that the
carbon package will slow medium term GDP growth
by around 0.3 to 0.5 percentage points in 2012-13,
largely reflecting a reduction in consumption due to
faling real wages, as well as the increased cost of
capital. While the initial impacts of the carbon tax on
inflation will be ignored for monetary policy purposes,
there is a real risk that increased price pressures will
progressively flow through to core inflation. More
specifically, if the cost of living is perceived to have
increased, it is likely that wage pressures will mount.
In the longer run, there is a risk that the impact of
carbon pricing will be more severe than models imply,
as wages are not fully flexible.

The productivity slowdown — a few reflections

Australia’s measured productivity growth has slowed
in recent years, although it is not yet clear that specific
government policy intervention is necessary. Reasons
for the decline in labour productivity performance in
Australia since the middle of the last decade may
include the temporary impacts of the drought, high
levels of investment in the mining and utilities indus-
tries that have not yet come on stream and the impact
of slower GDP growth during the GFC. However, a
plausible case can also be mounted that much of the
slowing is attributable to an apparent stalling in the
growth of real wages faced by producers, reflecting
the surge in the terms of trade, which has provided
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Table 2
2011-12F 2012-13 F 2011-F 2012-F 2013-F

Private Consumption 3.6 2.4 815 2.9 2.3
Dwelling Investment 0.1 7.6 -1.5 4.0 8.8
Underlying Business Fixed Investment 27.8 134 20.4 20.9 12.4
Underlying Public Final Demand —2.8 —0.8 0.7 2.2 -0.3
Domestic Demand 4.9 3.7 4.0 43 3.8
Stocks © -0.3 0.2 0.3 -0.1 0.2
GNE 4.6 3.9 43 42 4.0
Exports 4.5 5.7 -1.7 7.5 4.9
Imports 1.4 6.6 1141 8.1 7.0
GDP 3.3 3.5 2.1 3.7 3.4
— Non-Farm GDP 3.6 5t 2.3 3.7 SR
—Farm GDP 94 —1.0 —7.6 0.7 2.4
Federal Budget Deficit: ($b) 23 12 30 18 NA
Current Account Deficit ($b) 45 85 33 69 94
(—%) of GDP 3.0 53 2.3 45 5.7
Employment 0.6 1.2 1.6 0.7 1.6
Terms of Trade 2.7 -9.8 141 -8.9 4.2
Average Earnings (Nat. Accts. basis) 5.8 4.8 55 5.1 4.6
End of Period
Total CPI 1.8 3.4 &k 3.2 2.8
Core CPI (exc. carbon) 2.1 2.6 2.4 2.7 2.6

— Core CPI (inc. carbon) 2.1 2.9 2.4 2.8 3.1
Unemployment Rate 5.2 5.2 52 5.2 5.0
RBA Cash Rate 3.75 4.00 4.25 375 4.00
10 Year Govt. Bonds 4.30 5.25 3.67 4.7 5.25
$A/US cents 0.98 0.97 1.02 1.00 0.95
$A —Trade Weighted Index 73.7 70.6 74.8 783 69.7

(a) Percentage changes represent average annual growth to June quarter, except for cash and unemployment rates. The latter are end June.
(b) Contribution to GDP growth
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other income benefits to wage earners. The current
slowing in measured productivity may not reflect any
slowing in the growth rate of structural productivity
of technical efficiency. That is, the current high profile
concern about the slowing in productivity may not
be structural (and hence a real concern) but rather
a cyclical outcome due to the nature of Australia’s
current development.

Conclusion

As the mining investment boom progresses and con-
sumer caution abates, signs of divergent economic
conditions across regions are likely to become more
pronounced. The disparity between industry condi-
tions is also likely to persist for some time, although
we may see some improvement in the consumer
dependent sectors as incomes rise and consump-
tion strengthens, while a moderating Australian dollar
may ease some of the hardship for those non-mining
sectors that are competing in global markets (the so-
called “Dutch disease”). The multi-speed economy
is likely to be a dominant feature of the Australian
economy for some time, and will remain a primary
concern for policy makers.

While Australia’s growth outlook remains positive,
the difficulty faced by a multi-speed economy will be
challenging. Overall, while we expect the Australian
economy to strengthen, that will be very much a
resources driven national income effect. Of course,
Australia starts from a very strong set of fundamentals,
with relatively low levels of unemployment and public
sector debt. Both of these fundamentals improve in
our central case forecast. That said, developments
in Europe will continue to present downside risks to
the global economy in 2012 and, consequently, to
Australia. Relative strength in the Chinese economy is
expected to continue to underpin activity in non-Japan
Asia, but the performance of the advanced economies
—and to a lesser extent the emerging economies — will
be heavily dependent on how European economies
deal with their sovereign debt issues as well as market
perceptions of their fiscal credibility.

The views in this article are those of the authors and should not be
attributed otherwise.
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Retrospect 2011

The defining features of the Australian polity in 2011
were the unpopularity of the two major party leaders
as well as the “Labor brand” (as determined by its
primary vote in the polls), and the polarising view of
the government’s achievements (or failures), depend-
ing on one’s perspective. On this latter point new
media provided a rare insight last year. Whether track-
ing conversations on Twitter or Facebook, the (tech
savvy) public slotted into one of three camps which |
believe are reflected in the wider electorate as well:

1. Rusted on Labor supporters who couldn’t see how
a government that had passed into law an historic
carbon tax, as well as began rolling out the National
Broadband Network, could be seen as anything other
than doing a good job, given the circumstances. Those
circumstances — for this grouping — included not just
minority status in the parliament, but a hostile media
and a relentlessly negative opposition.

2. Coalition supporters who felt aggrieved by broken
promises (think carbon tax) and waste and mis-
management (think BER) and couldn’t understand how
the cross benches could see fit to continue to offer the
Labor government a lifeline in the parliament. Ongoing
budget deficits and scandals including the Craig
Thomson saga only served to heighten this groupings
negative view of the government.

3. Swinging voters who took a dim view of the government
(notwithstanding “achievements”) but also had res-
ervations about the opposition alternative on offer.
These voters skewed opinion polls in the Coalition’s
favour as they expressed their discontent with the
government by registering a protest vote against
them. But their switched support for the opposition
remains soft, as indicated by low satisfaction ratings
for the Opposition Leader despite a decisive two party
vote dominance.

POLITICAL OVERVIEW 2012

The big question for 2012 is: As the next elec-
tion draws closer, does the final grouping of voters
who are unhappy with the government start to also
express reservations about the opposition such that
the polls tighten? If this were to happen it would likely
be a late 2012 phenomenon and only if Labor held
its collective nerve until that time, thus using 2012 to
stabilise the government after a difficult 2011.

The politicking of 2012

What do the polls tell us for the future?

The final Newspoll of 2011 saw the Labor primary vote
register at 31 per cent, up from a nadir in September
of just 26 per cent. It was 38 per cent at the 2010
election, not enough to form majority government but
seven points higher than the way Labor finished last
year. The Coalition vote was 44 per cent in the final
Newspoll of 2011, healthy to be sure, but surprisingly
only fractionally above the 43.6 per cent it received
at the election. Support for the Greens held roughly
steady at 13 per cent, up a little more than one point
from the election.

The majority of the vote seepage away from Labor
has resettled in the “other” column, almost doubling
it to 12 per cent from the result recorded at the last
election (6.6 per cent). The government believes it can
win over those polled who currently fall into the “other”
category, giving it a chance to recover despite its very
low primary vote. Lending plausibility to this thesis are
the internal divisions of the Coalition. Despite outward
appearances of strength, courtesy of the polls, there
are generational and ideological divides within the
Liberal Party, as well as policy tensions between
the Nationals and Liberals, for example over coal
seam gas. If those divisions become more outwardly
apparent in 2012, the weak leadership ratings of the
Opposition Leader might become more of an issue
internally than they currently are, sparking unrest.

Party grouping Final primary vote Worst primary vote 2011 Best primary vote 2011 Election result 2010**
(December) 2011

ALP 31 26 (September) 36 (February)* 38.0

Coalition 44 40 (March) 50 (September) 43.6

Greens 13 10 (May) 15 (March) 11.8

Other 12 8 (May) 13 (September) 6.6

*prior to the announcement of the Carbon Tax backflip **Labor forms minority government
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What impact will the unpopularity of Gillard
and Abbott have on 20117

According to the personal ratings of the leaders, both
major party leaders go into 2012 with a lot of work
to do to convince voters they are worth supporting.
Gillard and Abbott’s net satisfaction ratings (the per-
centage of voters satisfied with their performances
minus those who are dissatisfied) are both in negative
territory. Gillard’s support improved in the final months
of 2011, pushing her rating above Abbott’s. However,
she remains one of the most unpopular prime minis-
ters since polling began. Abbott is at a personal low
according to his numbers.

1.Can either the Prime Minister Julia Gillard or the
Opposition Leader Tony Abbott improve their standing
in the eyes of voters in 20127

2. Assuming not, does that put either of them under
pressure to retain their positions within their own
parties?

In the Prime Minister’s case her job security is made
more tenuous because of the low Labor primary vote,
but whether the party can agree on an alternative
to replace her — even if it comes to the conclusion
that her position is irrecoverable — is unclear. Former
prime minister and now Foreign Affairs Minister, Kevin
Rudd, remains deeply unpopular in large sections of
Labor’s caucus, even though polls show he is clearly
more popular than the PM in the eyes of the public.

Graph 1

Percentage support

Speculation about a Rudd return to the Labor lead-
ership will continue in 2012, perhaps resulting in a
formal challenge. But without the factional leaders
shifting their support away from the Prime Minister, at
the time of writing, she remains (tentatively) secure in
her position.

Other candidates for the Labor leadership are less
wellknown and less likely to be supported by the cross-
benchers, making an early election one consequence
Labor MPs must be aware of if considering changing
leaders. This reality probably gives the PM more time
in 2012 to recover in the polls, but it does not guar-
antee a third option won’t emerge as a challenger this
year. | expect ongoing leadership speculation on the
government side to distract from any political or policy
recovery this year, leaving the government in a dire
position in the polls. This situation will have flow on
effects for public policy and business and consumer
confidence in 2012.

As already mentioned, in 2011 the public’s dis-
content with the government became increasingly
obvious, but that feeling did not translate into support
for the Coalition as an alternative. The year ended with
voters committed to throwing out the Labor govern-
ment, but doing so without an active embrace of what
they would get in the aftermath.

Abbott is safe from challenges while the Coalition’s
polling numbers stay strong (not least because there
is no clear alternative), but if the polls do tighten his
authority will evaporate quickly. Abbott’s support
within his party as well as the polling dominance of
the opposition over the government is what political
scientists call soft.
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-20
-30 H
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-50
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*Net satisfaction: Percentage of voters who approve, minus the percentage of who disapprove
Source: Newspoll
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'. "‘But't'h'e real constraint of the
government’s minority position comes
from its many and varied alliances.”

Talk of a potential comeback to the Liberal lead-
ership among sections of the business community
by Shadow Communications Spokesman, Malcolm
Turnbull, misunderstands his isolation inside the par-
liamentary Liberal party room. Turnbull’s leadership
aspirations are, at best, a longer term proposition
if the Liberals unsuccessfully were to cycle through
alternatives — not a consideration for 2012. The only
potential leadership alternatives to Abbott for this
year are Shadow Treasurer Joe Hockey or Shadow
Immigration Spokesman Scott Morrison. But neither
of them is counting numbers of support and both
would need to build considerable support before
becoming serious contenders. It is more likely that
they are the starting pair to challenge for the Liberal
leadership in the event of an election defeat.

That’s not to say Abbott has nothing to fear from
internal politicking in 2012. The Opposition Leader
is running an increasingly autocratic regime in a
bid to stay disciplined, avoid political mistakes and
ensure that the government’s failures are the issue on
people’s minds. It has worked so far, but there are
signs of discontent within the Coalition ranks. Even if
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the Coalition remains dominant in the polls in 2012,
the backbench will increasingly call for policy detail
to be spelt out, not to mention adherence to Liberal
Party principles. For Abbott, 2012 will be all about
timing. When to switch from negative attacks to posi-
tive policy development. Get the timing right and he
avoids accusations of not looking like an alternative
PM. Get it wrong and the Coalition either opens itself
up to policy unpicking earlier than it should, or it gives
the government the chance to characterise Abbott as
only knowing what he opposes not what he stands
for.

The constraints of minority government

House of Representatives, Leader of Government
Business, Anthony Albanese, has pointed out that the
success of the current minority parliamentary arrange-
ments can be judged according to the government’s
ability to pass its legislation last year. With the excep-
tion of the so called Malaysian Solution, Bills for which
were never presented, the government won the day
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on the floor of the parliament on nearly all occasions
last year. This year such successes are more likely
following Peter Slipper’s elevation to the speakership.

But the real constraint of the government’s minor-
ity position comes from its many and varied alliances.
Now that the Greens control the balance of power
in the Senate, and Andrew Wilkie has withdrawn his
support for the government, the list of obstacles to
legislation passing through the parliament has only
increased. 2012 will be the first full year that the gov-
ernment will have to deal with a Greens balance of
power in the Senate, and | expect just as the Labor
Party will try and appeal to the political centre this year,
the Greens will look to sure up their left flank after a
year of compromise to pass legislation. This mix will
ensure that legislation goes through more than the
usual horse trading to be passed in 2012.

However, last year the Prime Minister was forced
to spend much of her time massaging the parlia-
ment to win the day. Her skills inside the beltway saw
legislative successes, but the time taken to ensure
those wins meant that she was unable to focus on
her popular and public persona. This year | expect the
government to be more focused on bedding down
what it has achieved, rather than embarking on more
reform. Hence, while the minority parliament may
be as volatile in 2012 as it was last year, a smaller
legislative agenda may make the instability of minority
government less of a factor in 2012.

The policies of 2012

Why the carbon tax will be THE issue of 2012

Few moments in Australian political history have
seen partisan divisions as significant as they are right
now, despite a lack of obvious ideological or policy
divides when examining the causes of such divisions.
This is the paradox of modern politics in Australia at
the moment, and it will likely continue in 2012. Both
major party leaders will use the media to explain to the
electorate the importance of removing or preventing
the other side access to the Treasury benches, yet
the depth of analysis as to why this must happen will
be hard to come across. No policy debate is more
emblematic of this phenomenon than pricing carbon,
a debate which has compromised both sides of
politics.

In 2011 both major parties stuck to climate change
policies which had as their benchmark a five per cent
emissions reduction target by 2020, according to
2000 emissions levels. Labor’s plan, legislated by the
parliament in 2011 and due to commence later this
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year, includes a fixed price on carbon (the said carbon
tax) moving to an emissions trading scheme in a few
years time. The Coalition’s plan (the said direct action
alternative) would see the government allocate funds
following a competitive process whereby businesses
apply for support for schemes to lower emissions.

Despite all of the Coalition’s predictions of doom
and gloom, it has the same emission reduction target
as Labor, and a majority of economists regard pricing
carbon as the most efficient means of achieving
emissions cuts. Despite panning the carbon tax and
ETS which will follow, the Coalition’s climate change
spokesman, Greg Hunt, wrote a university thesis in
the 1990s titled A tax to make the polluter pay and
just three years ago under Turnbull’s leadership advo-
cated support for an ETS with similar design features
to the one which has been legislated.

Equally, despite Labor’s contempt for Abbott's
direct action plan, in order to win the support of the
Greens for its carbon tax, Labor’s package includes
a multi billion dollar direct action handout of its own
(a $10b Clean Energy Fund). Former Labor leader
Mark Latham told Sky News’ Australian Agenda that
he thought the clean energy fund could become
“the greatest waste of money in the history of the
Commonwealth”. And the Prime Minister, now so
passionately in favour of the carbon tax played a
leading role in talking Rudd out of holding firm on his
timeline for introducing an ETS when he was leader,
and pledged to hold a citizens assembly to achieve
consensus on the issue (ruling out a carbon tax)
before the last election.

The undercurrent to any policy debate in 2012
involving pricing carbon will be how serious (or viable)
achieving the 2020 target really is. Labor’s scheme
involves significant purchasing of carbon credits from
overseas at a time when international action appears
unlikely. The Coalition’s scheme can’t achieve the
2020 target without purchasing credits from overseas
(which they have said they will not do), and many in its
ranks consider the whole effort to achieve a five per
cent cut a waste of taxpayers’ dollars. With the world
economy again looking weak in 2012 we will see
just how important a post-material issue like climate
change is to voters when they are worried about their
economic well being.

The best of the rest

While the carbon tax will remain the frontline political
issue in 2012, there are also a host of other policy
debates that will be significant. The introduction
of the new mining tax, debate and decision sur-
rounding poker machine reforms, the rolling out of
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“While the carbon tax will remain
the frontline political issue in
2012, there are a host of other
policy debates that will be
significant also.”

the National Broadband Network and the likelihood
(not to mention importance) of returning the budget
to surplus in 2012/13 are obvious political debates
which will follow on from last year. Industrial relations
could be another one. Added to this mix will be the
government’s response to the recommendations of
the Gonski Review into education and an expected
up-scaling of the debate over health reforms and
health spending. Irrespective of whether the major
parties can reach an understanding on processing
asylum seekers off shore, the issue will continue to
capture media attention this year.

Mining tax:

The mining tax has passed through the House of
Representatives and will likely do the same in the
Senate early in 2012. The Greens have used their
muscle both as an alliance partner in government
with Labor and as the new third force controlling the
balance of power in the upper house to force changes
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to the legislation, but only around the edges. 2012 will
see an escalation of the campaign against the new
tax, especially from the smaller miners represented by
the Association of Mining and Exploration Companies
(AMEC). But the most interesting aspect to debate
over the mining tax in 2012 will be its revenue fore-
casts. So far what the big miners claim they will pay
is vastly lower than what Treasury has projected.
| suspect this will be the focal point of debate this
year.

Poker machine reforms:

Independent Andrew Wilkie’s ability to force the gov-
ernment into legislating mandatory pre-commitment
of the order he desired was always going to be diffi-
cult in 2012. However, the strength with which he has
expressed his displeasure with the Prime Minister for
breaking their agreement has made the Government’s
position more tenuous.

The poker machine reform package the Prime Minister
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hopes to pass through the parliament in place of the
package contained in the Wilkie agreement is still a
major reform to the operation of poker machines in
this country. However, there may well be some resis-
tance to the package by the sector as we move closer
to the point where the framing of the legislation is
debated in the parliament. The Prime Minister’s deci-
sion to break her agreement with Wilkie pre-empted
a likely backbench revolt over this issue because of
lobbying pressure from clubs and pubs in Labor MPs
electorates.

National Broadband Network:

The NBN will continue to be rolled out across the
country with strong media interest in the cost and the
take-up rates by consumers. Because the govern-
ment has claimed the NBN will make a profit, it is off
budget. This year will be a real test of consumer inter-
est in the expensive rollout. It won’t simply be a case
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“While Australia is in a strong
economic position compared to our
global equivalents, domestically the
government hasn’t won the applause
for economic management that it
would have liked.”

of the government wanting strong take-up rates to
justify the expense. For the NBN to be the popularity
boost Labor is looking for it needs consumers to try it
and be won over by it.

The May budget:

In the current global economic environment the May
budget is emerging as a key moment for Labor. It has
staked its economic reputation on a surplus forecast
for the 2012/13 fiscal year, and this year’s budget
delivers that forecast with details not yet seen. While
Australia is in a strong economic position compared to
our global equivalents, domestically the government
hasn’t won the applause for economic management
that it would have liked. With revenue streams under
pressure but the government poalitically required to hit
its surplus target, expect a tough budget as well as
plenty of shifting of spending commitments into the
outer years.
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Industrial relations:

With the ambitious Bill Shorten promoted to the
industrial relations (IR) ministry, and following on from
the Qantas dispute in 2011, IR will again be an impor-
tant policy area in 2012. Whether the opposition is
prepared to spell out an alternative policy will dictate
whether or not media attention translates into more
serious debate over policy design. The government
has admitted the Fair Work Act is in need of tweak-
ing, but without an opposition prepared to engage
seriously in workplace reform, business will not win
important changes to the Act in 2012.

Education:

Labor claimed that it would institute an “education
revolution” before it won office in 2007, and the
responsible shadow spokesman and then minister
was Gillard. Education is a traditional policy strength
for Labor in the eyes of voters, however since Latham
toyed with adjusting public funding for independent
schools in the lead up to the 2004 election, Labor has
been loath to get sucked into debate about appropri-
ate levels of funding for public verses private schools
lest “the politics of envy” becomes the mantra. The
Gonski Review will return this debate to the political
frontline, an awkward debate for the government to
manage.

Health/disability support:

Prior to the end of last year the Prime Minister reshuf-
fled her frontbench, and the most significant change
was in the health portfolio area. Nicola Roxon, who
had held the position since opposition, was moved
and replaced by Tanya Plibersek. In 2011 the gov-
ernment won agreement for a heavily watered down
version of the health reforms it had proposed in its
first term. Strategists within the PM’s office have
expressed concern that Labor’s salesmanship of its
health agenda has been too bogged down in tech-
nocratic details, which suggests a more emotive retail
pitch in 2012. Plibersek will facilitate such a switch,
the question is whether yet another policy issue can
be inserted into the policy frontline and gain attention.
Especially if little in the way of new details, are forth-
coming. In addition, having won support at last year’s
ALP National Conference for a disability insurance
scheme, | expect that Labor will look to move towards
presenting legislation on such a scheme this year. It
would form a popular part of a new social agenda, so
long as the funding mechanism holds up.

POLITICAL OVERVIEW
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Asylum seekers:

The more dominant the asylum debate is in 2012,
the harder it will be for the government to spruik its
worth. Australia is in the unusual position where both
major parties favour (albeit different) forms of offshore
processing, yet their inability to agree on the model
sees Australia operating onshore processing more in
keeping with the minority policy position of the Greens.
The only firm prediction which can be made on this
policy front is that whatever direction the adopted
policy goes, boats are likely to keep coming and the
historical context for the debate means that the more
it hits the headlines the better off (politically speaking)
the conservative side of politics is.

Conclusion: a hard year ahead for
Labor

Politics in Australia will break one of two ways this year:
either the decline in Labor’s standing will stay fixed,
guaranteeing a sizable defeat at the next election for
Australia’s left of centre major party (in the order of
what occurred in 1975 and 1996). Or voters will ques-
tion their desire for change based on concerns with
the conservative alternative, in which case an opposi-
tion scramble will fuel Labor’s recovery (reminiscent
of 1990 or 1993), putting the government right where
it needs to be come year’s end. Political predictions
in volatile times are always difficult. Nevertheless, the
former outcome looks far more likely than the latter.

The views in this article are those of the author and should not be
attributed otherwise.
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While Australia’s economic performance over the past
decade has been impressive on many dimensions,
productivity is not among them. Australia’s produc-
tivity performance over the past decade has been,
to put it mildly, poor — both by Australia’s own his-
torical standards, and by contemporary international
standards.

Australia’s productivity performance in
the 2000s

Australia’s productivity performance, however mea-
sured, has deteriorated substantially since the late
1990s:

e Since 2005-06, labour productivity (real gross
value added per hour worked) across the Australian
economy as a whole has grown at an average
annual rate of just 0.6 per cent, compared with
1.9 per cent per annum over the first half of the
2000s, 2.5 per cent over the second half of the
1990s, and 1.7 per cent per annum during the first
half of the 1990s. Indeed going back to the 1960s,
there is no period of five years or more during
which labour productivity growth has been slower
than since the mid-2000s;’

e | abour productivity in what the Australian Bureau of
Statistics (ABS) calls the market sector (ie exclud-
ing public administration and safety, education

Figure 1
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and training, and health care and social assistance
sectors where productivity is particularly difficult
to measure) has grown at an average rate of just
1.1 per cent per annum over the past six years,
compared with 2.4 per cent per annum over the
first half of the 2000s and 2.9 per cent per annum
over the second half of the 1990s;

e Multi-factor productivity (which takes account of
the contribution of capital as well as labour) in the
market sector actually declined over the six years
to 2010-11. It declined at an average annual rate
of 0.7 per cent, after growing by 0.9 per cent per
annum, on average, over the first half of the 2000s
and at an average annual rate of 1.7 per cent
during the second half of the 1990s.

As Reserve Bank of Australia Governor Glenn
Stevens put it last year: “It is now just about impos-
sible to avoid the conclusion that productivity growth
performance has been quite poor since at least the
mid 2000s.”2

Australia has been by no means unique in experi-
encing a slow-down in productivity growth since the
turn of the century. However, whereas Australian labour
productivity growth was in line with the (unweighted)
OECD average in the 1990s, during the 2000s it was
0.2 percentage points below the weighted OECD
annual average growth rate. Australia ranked 11th out
of 25 OECD countries in descending order of labour
productivity growth in the 1990s, and 17th out of 34
countries in the 2000s.

Multi-factor productivity
% pa (5 year rolling average)
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Note: Selected market sectors are agriculture, forestry and fishing; mining; manufacturing; electricity, gas, water and waste services; construction; wholesale trade; retail trade; accommodation and food
services; transport, postal and warehousing; information, media and telecommunications; financial and insurance services; and arts and recreation services.
Sources: ABS Australian National Accounts (5204.0) and Experimental Estimates of Industry Multi-factor Productivity (5260.0.55.002).
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Figure 2
Australian labour productivity as a percentage of the US level
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Figure 3
Productivity in the mining and utilities sectors
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Source: ABS Experimental Estimates of Industry Multi-factor Productivity (5260.0.55.002).

Using the United States as a crude proxy for best
practice in terms of labour productivity?, the level of
Australian labour productivity declined from a peak of
91.6 per cent of the corresponding US level in 1998
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to 84.2 per cent of the US level in 2010, more than
reversing the five percentage point increase in this
ratio which occurred between 1990 and 1998 (see
Figure 2).
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Can the productivity growth slowdown
be explained by peculiar trends in
mining and utilities?

Until recently the accepted wisdom in policy circles
and elsewhere had been that the decline in Australia’s
productivity growth rates since the beginning of the
2000s could be ascribed largely to sharp falls in pro-
ductivity in the mining and utilities sectors. This was
the result of factors peculiar to those industries and
which would eventually be reversed, so that there was
no particular cause for concern.

There is no denying that both labour and multi-
factor productivity have fallen sharply in the mining
and utilities sectors over the past decade, as shown
in Figure 3.

The mining sector has been gearing up for a huge
expansion in response to the demand for energy and
minerals (particularly those associated with steel-
making) from China and India. Since 2001-02, hours
worked in mining have risen by more than 150 per
cent and the real value of the mining industry’s capital
stock has risen by 115 per cent. Yet the volume of
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“The mining sector has been gearing
up for a huge expansion in response to
the demand for energy and minerals
(particularly those associated with
steel-making) from China and India.”

mining output has risen by only 26 per cent over
the same period. As a result, labour productivity
in the mining sector has fallen by 50 per cent over
this period, and multi-factor as a whole moves past
the ramping up stage into full production. Although,
it has changed to the extent that high prices for
various mineral commodities have made it commer-
cially logical for companies to exploit low-grade ores
(which require larger amounts of labour and capital
to produce a given volume of output, therefore also
detracting from measured productivity), the mining
industry’s apparently poor productivity performance
could continue for a prolonged period.

The utilities sector recorded substantial productiv-
ity gains in the 1990s, largely as a result of reforms
engineered by State Governments. However, during
the past decade electricity and gas businesses have
had to invest heavily in response to continued growth
in demand (especially for peak load, which inevitably
entails a large degree of “redundancy” at non-peak
times), to replace ageing transmission infrastructure,
and to meet government-mandated renewable energy
targets. Likewise governments have undertaken
significant investments in water infrastructure (includ-
ing desalination plants in five states), with a view to
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Figure 4
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guaranteeing security of supply in drought conditions,
while simultaneously imposing restrictions on the use
of water throughout much of the decade. As a result
this has detracted from the output of water businesses
without commensurate reductions in factor inputs.

In this sector, hours worked have increased by 80
per cent since 2002-03, and the real value of the pro-
ductive capital stock by almost 90 per cent, whereas
output has risen by only 13 per cent: correspondingly,
labour productivity has fallen by 37 per cent and muilti-
factor productivity by 33 per cent in the utilities sector
over this period.

However, given over the last decade both the
mining and utilities sectors have employed about
19 per cent of Australia’s non-housing capital stock
and a little over two per cent of Australia’s workforce,
to produce about 11 per cent of Australia’s overall
output, it seems prima facie implausible that these
two sectors could have accounted for nearly all of the
decline in Australia’s productivity since the turn of the
century.

Indeed if these two sectors are excluded from con-
sideration? (as shown in Figure 4), labour productivity
growth in the rest of the market sector has still slowed
from 3.1 per cent per annum over the five years to
1999-2000 to 1.3 per cent per annum over the five
years to 2010-11, only 0.1 of a percentage point per
annum less than the decline in the equivalent measure
of labour productivity growth including the mining and
utilities sectors.
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Other explanations for Australia’s
productivity slowdown

A considerable volume of research supports the
contention that the acceleration in Australia’s pro-
ductivity growth rate during the 1990s owed much
to the economic reforms implemented by successive
governments of both political persuasions during
that decade and the second half of the preceding
decade.®

To the extent that the reforms of the 1980s and
1990s prompted step changes in the level of pro-
ductivity — as may well have been the case with, for
example, the privatisation of government monopolies
or with at least some aspects of competition policy —
then the fading of what appeared at the time to have
been an increase in the rate of productivity growth is
unsurprising.

It seems highly plausible that at least part of the
slowdown in productivity growth since the turn of the
century is attributable to the absence of any signifi-
cant productivity-enhancing reforms.

The dearth of productivity-enhancing reforms since
about 2000 is clearly in part attributable to changes in
the political environment. This includes a diminution
in the enthusiasm of both major political parties for
continuing reforms of the type pursued in the 1980s
and early 1990s once the politically easiest reforms
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“... the past decade has been one
of almost uninterrupted growth in
economic activity, employment and
household disposable income.”

(what management consultants typically call the low-
hanging fruit) had been accomplished, and once what
remained was seen as more politically challenging,
including to important elements of the core constitu-
encies of both sides of Australian politics. Changes
in voting behaviour — particularly in rural and regional
areas, but also in areas such as western Sydney —
made both major political parties more sensitive to the
views of those who perceived themselves (not always
inaccurately) as losers from the reforms of the 1980s
and 1990s.

The lack of enthusiasm for productivity-enhancing
reforms since about 2000, on the part of both political
leaders and the public at large, also seems in part
attributable to the more prosperous economic cir-
cumstances of the last decade.

The willingness of political leaders to undertake (and
the public at large to accept, if only tacitly) the reforms
of the 1980s and 1990s were to a significant degree
prompted by the economic vulnerabilities exposed by
the persistence of high inflation and unemployment
since the mid-1970s, the decline in Australia’s terms
of trade during the 1970s and 1980s, and two severe
recessions occurring within less than a decade.
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By contrast, the past decade has been one of
almost uninterrupted growth in economic activity,
employment and household disposable income. There
has been lower unemployment than at any time since
the mid-1970s, sound public finances (especially by
comparison with other advanced economies), rela-
tively low and stable inflation, relatively low and stable
interest rates, a generally rising exchange rate (some-
thing widely seen among the broader population as a
short-hand summary of international investors’ views
of Australia’s economic performance) and (perhaps
most importantly in this context) a dramatic reversal
of the downward trend in Australia’s terms of trade
which had prevailed throughout most of the twentieth
century.

This diminished focus on productivity over the past
decade has not been confined to the public policy
arena.

As the profit share of Australia’s national income
has increased to unprecedented levels during the
past decade (apart from the period immediately after
the global financial crisis), businesses have attached
less importance to the pursuit of productivity gains
at the enterprise or workplace level (which is, after
all, where the decisions that lead to higher levels of
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productivity are formulated and executed, if at all).
A survey conducted last year by Telstra found that,
among over 300 organisations each with over 200
employees, while 76 per cent regard productivity as
an important business priority, only 24 per cent have
“achieved significant productivity improvement” over
the past year, a proportion which was only five per-
centage points higher than when this survey was first
conducted in 2009.7

As with the diminished enthusiasm for productiv-
ity-enhancing reforms at the political level, this low
emphasis on achieving productivity gains at the enter-
prise level, is to at least some extent, understandable.
Productivity-enhancing change in individual work-
places is often disruptive and unpleasant, both for
those on the receiving end of that change and those
(typically middle managers) who have to communi-
cate and implement it. When making such changes
is no longer a matter of survival — as it was for many
businesses in the 1990s — it is not surprising that the
appetite for making them has diminished.
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It is also inevitable, and consistent with both his-
torical experience and the contemporary experience
of other countries, that as the Australian economy
moved closer to full capacity in the second half of
the 2000s, a situation characterised by (among other
things) increasing shortages of skilled labour and the
emergence of bottlenecks in key areas of infrastructure
provision, measured productivity would deteriorate.
This is irrespective of whether political and business
leaders had maintained their earlier enthusiasm for
productivity-enhancing change in either public policy-
making or business decision-making.

Another pertinent development of the past decade
has been the increasing volume of legislation and
regulation in reaction to various actual or perceived
threats to security, instances of misbehaviour in the
corporate sector, and other more quotidian aspects
of life.

A common belief underpinning this legislation and
regulation appears to be that it is both possible and
desirable to eliminate various kinds of risk (to life,
property, public order and safety, people’s savings,
standards of corporate or private behaviour, and so
on) through additional legislative or regulatory action,
irrespective of the probabilities attaching to those risks
or the adequacy of existing legislation or regulation,
and irrespective of the costs of seeking to eliminate
those risks relative to the benefits.®

Much of this legislation and regulation has required
the employment of additional staff, the acquisition of
additional capital equipment or the costly modifica-
tion of existing buildings and infrastructure. This is
without resulting in the production of any additional
(measured) goods or services, and often with the
incidental effect of diverting time and attention from
activities that would have otherwise resulted in the
production of additional goods and services.

In other words, whatever public or private benefits
that have been procured through legislation and regu-
lation of this type, they have inevitably come at some
cost in terms of productivity.

Australia’s experience in this regard has not been
unique, although when you look beyond the realm
of aviation security to other aspects of business and
personal life, the quantum and reach of risk-averting
legislation and regulation may have been more per-
vasive in Australia than in many other advanced
economies.

Consistent with this, Australia has slipped from fifth
on the World Bank’s annual ranking of economies by
“ease of doing business” in 2005, to 15th last year.®

Although difficult to verify in any empirical manner,
there is considerable anecdotal evidence suggesting
that the increased recourse to legislative and regula-
tory means of eliminating various types of risks has
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“It is also clear that the broader business community has begun to press for a renewed
emphasis on policy measures aimed at enhancing productivity growth...”

prompted business owners and managers to devote
increasing proportions of their time and attention to
compliance and risk management activities. They
have become less willing to take on some of the risks
associated with decisions to undertake organisational
change, enter new markets, develop new products
or services, or engage in other forms of productivity-
enhancing innovation.

One illustration of this may be the apparent decline
in Australia’s relative take-up of new technologies.

In the second half of the 1990s, Australia ranked
behind only the Nordic countries and the United
States in various (objective and subjective) measures
of the penetration or diffusion of new information and
communications technologies. However, by the end
of the past decade, Australia’s ranking had slipped to
between 15th and 22nd, behind not only the US and
Nordic countries but also a large number of Western
European countries, a growing number of Asian
economies, Canada and Israel.

It would be wrong to suggest that there is any
single, or overwhelming, cause of Australia’s poor pro-
ductivity performance over the past decade. But there
seems to be little doubt that the broader economic
and political environment (one in which there has
been little pressure on either policy-makers or individ-
ual firms to pursue productivity-enhancing structural
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or organisational change) has been of critical impor-
tance. As Treasury Secretary Martin Parkinson puts
it: “The root causes of Australia’s present productivity
performance are embedded in the decisions of the
last decade.”"®

Reversing the decline in Australia’s
productivity growth rate

One of the reasons for Australia’s poor productivity
performance over the past decade has been the lack
of any real incentives for firms to pursue productivity
gains in the absence of compelling reasons to do so.
There are now some indications that the difficulties
being encountered by sectors of the economy, which
are adversely affected by some of the side-effects of
the mining boom, in particular the rising exchange
rate (something which did not occur to the same
extent, if at all, during previous commodities booms)
are prompting businesses in those sectors to place
a much higher priority on productivity-enhancing
organisational and other changes at the enterprise or
workplace levels, as a matter of survival, without any
need for public policy changes.



PRODUCTIVITY

[tis also clear that the broader business community
has begun to press for a renewed emphasis on policy
measures aimed at enhancing productivity growth,
although to date, the focus of business attention has
been largely confined to industrial relations.

Public policy initiatives can contribute to improv-
ing Australia’s productivity performance to the extent
that they increase the incentives facing the owners
or managers of enterprises (including government
agencies themselves) to make productivity-enhancing
changes (to the goods and services they produce, or
the way in which they are produced). They achieve this
through increasing the ability of owners or managers
of enterprises to implement productivity-enhancing
changes once they have decided to make them (or,
alternatively, reducing the barriers and obstacles to
implementing productivity-enhancing change); or
facilitating the movement of factors of production
from existing uses to ones in which they can be com-
bined in ways that result in higher levels of productivity
overall.

There are several ways in which public policy
initiatives could enhance the capacity of Australian
businesses to improve their productivity performance
and thereby that of the economy as a whole.

Regulatory reform

Many areas of the Australian economy that have
remained, largely for political reasons, insulated
from competitive pressures of the sort that, in other
sectors, have acted as strong incentives for the
pursuit of productivity-enhancing structural and
organisational change - including international
aviation, agricultural marketing (other than grains),
pharmacies, newsagents, private service professions
(such as law, medicine, and architecture), and ser-
vices sectors dominated by public sector agencies
(such as health care, education, public transport and
law enforcement).

Some of these are relatively small as a share
of output or employment; others (in particular the
service delivery sectors mentioned above) are both
large themselves, and important “enablers” for other
sectors of the economy. One of the key obstacles to
the pursuit of productivity-enhancing reforms in these
areas is the near-universal belief that there is a linear
correlation between the number of people employed in
delivering these services and the quality of them. This
is notwithstanding the absence of any empirical evi-
dence in support of that belief (for example, between
staff-student ratios in schools and student outcomes,
or between police numbers and crime rates).
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A rethinking of the increasing trend, identified
earlier, of seeking to reduce perceived risks through
legislation and regulation without any assess-
ment of probabilities or opportunity costs, would
almost certainly be beneficial from the standpoint of
improving productivity performance. As the Victorian
Competition and Efficiency Commission pointed out
last year, this requires “greater public understanding
of risk issues, including the omni-present nature of risk
in everyday life and the constant trade-offs between
risk and return that characterise daily decision-
making”."

Few areas of regulation have broader effects
than regulation of the labour market. As Productivity
Commission Chairman Gary Banks has observed:

“...whether productivity growth comes from working harder
or working smarter, people in workplaces are central to it. The
incentives they face and how well their skills are deployed
and redeployed in the multitude of enterprises that make
up our economy underpins its aggregate performance. It is
therefore vital to ensure that regulations intended to promote
fairness in Australia’s workplaces do not detract unduly from
their productivity... if we are to secure Australia’s productivity
potential into the future, the regulation of labour markets cannot
remain a no-go area for evidence-based policy making.”

Given the inadvisability of drawing conclusions
about productivity from data over relatively short
periods, it is not yet possible to make any reliable
statistically-based inferences about the effects of the
present government’s changes to workplace rela-
tions arrangements on economy-wide productivity
growth, although there does appear to be a growing
body of anecdotal evidence that some businesses
are seeking to make productivity-enhancing organi-
sational changes in workplaces, they are finding those
changes more difficult to implement than might have
been the case hitherto.

The Productivity Commission’s recent draft report
on retailing noted that closing the productivity gap
between Australia and countries such as the US “will
require greater workplace flexibility so that employers
and employees can work cooperatively and creatively
together, to deliver the required productivity improve-
ments”. It also suggested that “some aspects of the
Fair Work system may be inhibiting the adoption of
flexibility enhancing provisions” in retailing workplace
arrangements, and observed that the workplace flex-
ibility provisions in the Fair Work system appear to
have been used to place “greater emphasis on strate-
gies for developing family-friendly workplaces, rather
than productivity”.'®

Of course the scope for regulatory reform extends
well beyond the workplace relations framework.
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“The Business Council of Australia (BCA)

argues that ‘significant reforms...are
needed in all jurisdictions to improve their
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regulatory processes’.

The Business Council of Australia (BCA) argues that
“significant reforms...are needed in all jurisdictions to
improve their regulatory processes”'#, while the OECD
has drawn attention to the need for further reforms in
infrastructure regulation, and that Australia’s barriers
to foreign direct investment are the seventh highest
in the OECD."®

There are also still examples where outright dereg-
ulation ought to be more actively considered. For
example, the removal of restrictions governing entry
into the Sydney taxi industry (for which there are few
efficiency or social reasons) could produce benefits
“in the order of $250 million per annum”, with even
greater productivity and service benefits if accompa-
nied by reform of the “anti-competitive control of the
taxi radio networks over all taxi operators”.'®

Taxation reform

Tax reform could play an important role in improv-
ing Australia’s productivity performance. Australia’s
personal and business income tax systems (and
state land and payroll tax systems) are littered with
exemptions and concessions which confer favourable
treatment on particular groups of taxpayers, particular
forms of business organisation, or particular types of
economic activity at the expense of others, leading to
household and business investment decisions often
being excessively influenced by tax considerations
rather than their intrinsic merit (which must be to the
detriment of productivity, among other things).

The Henry Review of Australia’s tax system urged
that: “Australia should configure its tax and transfer
architecture to promote stronger economic growth
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through participation and productivity.”'” Unfortunately,
many of the Review’s recommendations to that end
were promptly ruled out — by both sides of politics —
for transparently political reasons.

Skills and infrastructure

To the extent that Australia’s poor productivity
performance over the past decade reflects past under-
investment, or poorly targeted investment, in skills
formation and in infrastructure, some combination of
more and better targeted investment in these areas
will contribute to improved productivity performance,
albeit with lags that are inevitably protracted. These
two areas have been key elements of the current
Australian Government’s productivity agenda.

Yet despite the continuing upward trend in the
proportion of the Australian working-age population
with formal educational qualifications, it is not at all
clear that the quality of Australian human capital has
increased significantly. The OECD concluded, earlier in
the decade, that “skill upgrading has played, at best,
amodest role in GDP growth per employed person” in
Australia (and also in the US, Canada, the Netherlands
and New Zealand).’® An ABS survey undertaken as
part of an OECD study of adult literacy and life skills
found that 46 per cent of Australians aged 15-74
lacked the minimum prose and document literacy
skills and 50 per cent lacked the minimum numeracy
skills “required for individuals to meet the complex
demands of everyday life and work in the emerging
knowledge-based economy”.'®

It has been recognised for some time that younger
Australians from lower socio-economic backgrounds
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tend to lag at least one year behind the Australian
average, and more than two years behind students
in the highest socio-economic quartile (OECD 2010c:
139). The results from the latest OECD Program for
International Student Assessment (PISA) suggest that
the performance of Australian 15-year old students has
declined significantly over the past decade, despite a
33 per cent real increase in public expenditure, and
a 54 per cent real increase in private expenditure, on
education during this period. 2°

By comparison with schools and higher education,
the vocational education and training (VET) sector
attracts little public attention. Yet there is evidence
that the effectiveness of the training provided by this
sector is variable, and that this sector is characterised
by low completion rates in occupations that regularly
appear on national skills shortage lists. 2!

It is widely accepted that Australia’s infrastructure,
particularly in transport, is inadequate for many of
the requirements of Australia’s growing economic,
personal and social needs. This is in part due to
under-investment in infrastructure in the 1980s and
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1990s. However, as the OECD notes, it also reflects
“weak co-ordination between public infrastructure and
development and fiscal management” and a “lack of
co-ordination between the various levels of govern-
ment, and between jurisdictions at the same level”,
so that “infrastructure decisions are frequently taken
with no regard for national priorities”.??> The solution
to these weaknesses is not simply more spending on
infrastructure, especially if that spending lacks coordi-
nation and has little regard for national priorities, as in
the past. It is of no less importance to the objectives
of higher levels of productivity or faster productivity
growth that better use is made of existing infrastruc-
ture, including through rational pricing regimes, and
through avoiding ill-conceived regulation that detracts
from the efficiency with which existing infrastructure is
used (for example, by arbitrary and knee-jerk reduc-
tions in speed limits on roads, or security procedures
entailing excessive or unnecessary delays in the move-
ment of goods and passengers through airports).

Innovation

As noted earlier, Australia’s innovation effort falls
well short of OECD best practice on many dimen-
sions, suggesting the potential for improvements in
Australia’s innovation effort to contribute to higher
levels of productivity and faster rates of productivity
growth.

In this area, no less than in any others, it is impor-
tant to emphasise that productivity growth happens
as a result of decisions being taken and implemented
by the owners and managers of individual enterprises
(and government agencies). The role of public policy
is to improve the incentives facing those owners and
managers to undertake productivity-enhancing inno-
vations, and to remove obstacles to the undertaking
of such innovations where they have been inadver-
tently created by past public policy interventions.

Among the issues that could be usefully considered
in this domain are the extent to which Australia’s com-
petition laws inhibit the kind of collaboration among
firms in the same industry which overseas experience
suggests is an integral part of the innovation process
in many industries; the extent to which the treatment
of options by the Australian taxation system inhibits
the ability of start-up companies to attract and retain
talented staff, or to attract institutional investment;
and the extent to which what appears to be a highly
legalistic approach on the part of many Australian
universities to intellectual property rights inhibits the
transfer of knowledge between those undertaking
pure or basic research in higher education institutions
to innovative entrepreneurs.
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Conclusion

The consequences of Australia’s poor productiv-
ity performance over the past decade have not, as
yet, become widely apparent. This is largely because
they have been masked by a combination of faster
population growth (until recently) and the most sus-
tained upswing in Australia’s terms of trade in over a
century.

The sense of importance of sustaining high rates
of productivity growth for Australia as a whole and
for individual businesses, has declined substantially.
This is a result of a combination of factors including
a weakening of an earlier, widely shared consensus
around the need for on-going economic reform that
is perhaps the inevitable result of what has now been
the longest period of more-or-less uninterrupted
economic growth in more than a century, falling
unemployment, rising real incomes (which have in
turn been fairly widely distributed), and rising personal
wealth (for most of the past two decades).

It may well be that an end to this period of com-
paratively easy prosperity — at least for sectors of the
Australian economy that are adversely affected by
some of the side-effects of the mining boom, or by
the more frugal behaviour of Australian households,
and possibly for the broader Australian economy if
the global economy enters a renewed downturn with
limited means on the part of economic policy-makers
in the major advanced economies to ameliorate using
the tools that have become customary over the past
seventy years — will prompt a renewed focus, both
among policy-makers and business leaders, on the
objective of raising both the level of productivity and
the rate of productivity growth.

Indeed developments in the last few months
suggest that some businesses - especially in sectors
which have been adversely affected by some of the
side-effects of the resources boom (such as the
stronger Australian dollar), or other emerging struc-
tural trends such as more cautious attitudes towards
household leverage - are now beginning to make
more strenuous efforts to achieve productivity gains
at the workplace or enterprise level.

If a renewed focus is not prompted, then it is
likely that Australia’s economic performance after the
present resources boom comes to an end (whenever
that might be) will deteriorate significantly — as it did
after the end of the last significant commodities boom
in the mid-1970s — and that the consequences of that
for the living standards of Australia’s population will be
impossible to disguise.

Saul Eslake is Chief Economist of Bank of America Merrill Lynch
Australia. This essay is based on research he undertook in his previous
role as Program Director, Productivity Growth, at the Grattan Institute.
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Introduction

A new order of intergovernmental financial relations
is needed to adapt and contribute to a changing
demographic and policy environment. The fiscal chal-
lenges of the retiring baby boomer generation will
have significant implications for Australia’s federation
and particularly commonwealth/state funding. It may
well make the financial positions of Australian govern-
ments unsustainable in the longer-term without well
thought out policy responses, including in the area of
federal/state financial relations.

In comparison with other federations, Australia has
a very high level of vertical fiscal imbalance (VFI) — that
is, the commonwealth raises a much higher proportion
of revenues than it needs to cover its direct expendi-
tures, while the states and territories raise insufficient
revenues to cover their direct spending commitments.
The resultant shortfall in state revenues is funded
by the commonwealth via the states receiving all of
the GST revenue together with general and specific
purpose grants/payments.

The management of Australia’s economic relation-
ship with China is also crucial, particularly the need
to maintain the right domestic policy settings in areas
such as taxation and competition policy, water and
energy pricing, labour and infrastructure." As most
of these issues are affected by Australia’s system of
commonwealth/state relations, potential improve-
ments in this area will also assist us in our relations
with China and other key trading partners in this
“Asian century”.

Federal/state financial relations, particularly
VFI, arguably acts as an economic handbrake on
the nation’s ability to improve productivity growth.
Many commentators have now observed that while
Australia’s GDP has grown over the last decade,
productivity growth has actually been in decline.? If
Australia is to arrest this flat-lining or downward trend
in productivity growth, a number of significant public
policy issues must be addressed.

In particular, there is a very urgent need for effec-
tive infrastructure. There are significant issues with
the current approach and basic infrastructure is a
major issue in Australia’s current economic and social
outlook. CPA Australia’s member surveys support
this contention. It is clear that current federal/state
financial relations have not been a positive influence
in this area and it is way over time for the issue to
be addressed. While there are some positive signs
in NSW and Victoria at present in the infrastructure
area, any State Government working in isolation will
continue to struggle.
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Funding infrastructure investment from the mining
boom can be considered an effective means of ensur-
ing Australia’s ongoing prosperity. This would require
a reallocation of financial resources in the federation.

Higher levels of GST are an obvious source of
funding for some of these measures. The states also
have available to them the better use of land tax and/
or payroll tax (or possibly a cash-flow tax as suggested
by the Henry Tax Review) and other more effective
ways of taxing generally.

It is clear therefore that for the states to support the
transition of our economy, the existing VFI level should
be reduced or eliminated if possible. The best solution
is through a higher and/or broader GST consistent
with the position in most other OECD countries.

Infrastructure issues

In recent years, the states have clearly faltered in
meeting their responsibilities for the provision of ade-
quate infrastructure to support a growing economy.
The most significant reason for this appears to have
been the concern of most, if not all, of the states in
using debt to at least partly fund even major economic
infrastructure projects, let alone social infrastructure
projects. However, more recently there have been
some signs that at least NSW may now be prepared
to use some level of debt and/or other more innovative
financing arrangements to fund major infrastructure
projects.

Given the significant international uncertainty cur-
rently in credit markets it may be problematic for State
Governments to utilise debt finance at this juncture.
However, there are significant issues of intergen-
erational equity associated with financing long-term
investments such as in infrastructure from current
cash flows. In other words, it seems appropriate
future generations that will also benefit from today’s
infrastructure investments, should bear some of the
costs associated with such investments.

The establishment of Infrastructure Australia as
a statutory body to advise governments, investors
and infrastructure owners on a wide range of issues
has helped to improve the transparency for federal
funding of major infrastructure projects. However,
some further clarification of the relevant conditions for
federal funding could provide greater levels of trans-
parency and may assist in improving infrastructure
funding decisions in the future.

Other options for the states include the financing
of some infrastructure projects via budget surpluses,
sales of existing infrastructure assets, user charges,
debt and/or “availability financing” arrangements or
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through reform of their tender
processes.”

some combination of these options, albeit most states
still appear to be averse to using debt. For example,
the Premier of Victoria Ted Baillieu recently noted that
in relation to state funding of infrastructure:

“You either pay for it out of surpluses or asset
exchange or debt, and | think there are significant
limitations on debt.”®

While it is clearly important for State Governments
to avoid unnecessarily high debt levels, some level
of debt would appear to be required to ensure that
the states meet their responsibilities in providing and
maintaining appropriate levels of investment in essen-
tial infrastructure going forward.

The states could potentially reduce the cost of
infrastructure projects through reform of their tender
processes. It is of interest in this context to note
that an Infrastructure Finance Reform Issues Paper*
released by Infrastructure Australia in July 2011 noted
that bid costs in Canada are generally lower than
in Australia but that such costs in the UK are typi-
cally higher than for Australia. Infrastructure Australia
also noted that bid costs in Australia could possibly
be reduced further via the adoption of some of the
strategies utilised in foreign jurisdictions, particularly
Canada.

It is encouraging, in this regard, to note that some
states such as NSW and Victoria (albeit Victoria
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appears to be more debt averse) have already used
one or more of these options to deliver major infra-
structure projects. However, it would be useful, as
noted above, for Infrastructure Australia to further
clarify the criteria involved in determining the circum-
stances in which a particular state is eligible for federal
funding, as opposed to a state financing a project
either partly or wholly from its own resources.

The VFI problem

A major feature of Australia’s federal system of govern-
ment for many years has been the high degree of VFI
characterised by the heavy dependence of the states
on commonwealth grants to finance their spending
commitments.®

While the GST is now delivering more revenue to
the states, it has failed to bolster their financial
autonomy in relation to the commonwealth, since the
states neither individually or collectively determine
GST policy. Their ongoing dependence on these GST
revenue transfers from the commonwealth, simply
preserves the culture of state financial dependency
that has characterised the Australian federation for
decades. In this context, it is worth bearing in mind
that prior to the introduction of the GST in 2000,
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the states had previously received (in the 1970s and
1980s) a fixed share of the commonwealth’s tax
revenues).®

Reinforcing that trend is the magnitude and design
of tied grants (specific purpose payments) to the
states which have simply blurred accountability and
given the commonwealth a growing influence on state
policies in many areas of service delivery such as
education, health and infrastructure more generally.

The states continue to be heavily reliant on a range
of inefficient taxes such as stamp duties on property
transfers, insurance transactions and motor vehicles.
Moreover, state policies have eroded the payroll and
land tax bases to such an extent that it is difficult to
see them being reconstituted in a broad-based form,
particularly in the face of resistance to land tax on
owner-occupied housing and payroll tax on small
business.

Standing council on federal financial
relations

More recently, a new federal financial framework
has been introduced which rationalises the number
of payments made to the states. At the same time
it increases the quantum of payments, centralises
payment arrangements and provides greater funding
certainty and flexibility for the states.

In agreeing to the new framework for federal finan-
cial relations, the commonwealth has committed to
the provision of on-going financial support for the
states’ service delivery through:

e General revenue assistance, including GST pay-
ments, to be used by the states for any purpose;
National specific purpose payments (SPPs) to be
spent in the key service delivery sectors; and
National partnership payments (NPPs) to support
the delivery of outputs or projects, to facilitate
reforms, or to reward those jurisdictions that deliver
on nationally significant reforms.

Consistent with the new framework, the 2011
National Health Reform Agreement embodies the
National Health Accord. Under this, the common-
wealth has agreed to provide funding for the financing
of public hospitals subject to monitoring of the
performance of state hospitals and health networks
by an independent National Health Performance
Authority. While this agreement has been generally
welcomed, it appears to be too early at present to
make a final judgement as to its effectiveness.

These apparent improvements to the federal finan-
cial framework are welcomed as the states continue
to be heavily reliant on a range of inefficient taxes,
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combined with the erosion of their land and pay-roll
tax bases. That said, however, the states agreed
at the Federal Government’s October Tax Forum to
review their options in respect to reforming their inef-
ficient taxes.

Productivity

The Australia’s Future Tax System’ Review (Henry
Tax Review), as well as the more recent Tax Forum
discussion paper,® both make it clear that Australians
and Australian businesses face what seems like an
ever-increasing number of taxes of varying efficiency.
Henry counted them as 125 taxes and charges of
which 10 collect 90 per cent of the revenue (albeit
around 66 of the 125 are agricultural levies). These
taxes do not include the carbon tax, the minerals tax
and the temporary flood levy.

To address VFI and complexity, compliance and
other deadweight economic issues, while also ensur-
ing Australians are provided with the government
services they need, requires taxes that are broad
based, simple and few in number.

With the revenue from both the carbon tax and the
mining tax hypothecated elsewhere, it seems clear
that a reconfigured GST should be used to fund the
removal of many, if not all of the remaining inefficient
state taxes, particularly given that the GST is effec-
tively a quasi state tax.

The main attraction of increasing the GST is to
eliminate duplicative and inefficient state taxes,
thereby improving productivity. Another attraction of
such an approach is that, unlike when the GST was
introduced in 2000, the GST mechanism is now well
and truly in place. As a result, such a change would
simply be an extension of the current system without
the accompanying compliance upheaval and uncer-
tainty that businesses faced when the GST was first
introduced.

To quantify potential benefits, CPA Australia com-
missioned a report from KMPG Econtech — Economic
Analysis of the Impacts of Using GST to Reform
Taxes®. The research examined the overall economic
impact of four scenarios as follows — the first three
scenarios involved increasing the GST rate to 12.5
per cent, 15 per cent and 20 per cent respectively,
and using the revenue to replace certain inefficient
state taxes, and in the fourth scenario the GST rate
was kept at 10 per cent but the base was broadened
to include those goods and services that are currently
treated as GST-free (such as fresh food, health, edu-
cation, child care and exports).

The inefficient taxes to be either abolished or
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reduced included insurance taxes, motor vehicle
taxes, commercial conveyancing duty and payroll
tax. Under each of the scenarios the number of taxes
either abolished or reduced would increase along with
the rate of the GST.

Interestingly, the results show that increases in the
GST rate to 15 and 20 per cent respectively would
deliver the greatest productivity growth with standard
of living increases, broadly speaking, as a result.
Introducing a uniform GST (maintaining the current
rate of 10 per cent but including goods and services
currently GST-free) would also deliver significant, but
lesser, gains.

Other key findings

These include:

e Australia has a globally low level of GST (the world
average is over 15 per cent); and

e The effect of GST rate increases would vary
between industries with education/health, finance/
insurance, fresh food, motor vehicle and construc-
tion/property industries being among those which
would benefit the most, while the net impact in the
case of other industries would be broadly neutral
due to the positive impacts from the removal of
payroll tax offsetting the negative impacts of a
higher GST.

Scenario one

Increasing the GST rate to 12.5 per cent would pay
for the abolition of the following taxes:

® Insurance duties

e Fire insurance levy

e Motor vehicle duty

e Motor vehicle registration fees, and

e Ten per cent of commercial property transfer duty.

Such a reform is estimated to increase annual
household living standards by $1.6 billion per annum.

Scenario two

An increase in the GST rate to 15 per cent would fund
the abolition of the following additional taxes:

e All of commercial transfer duty, and

e Forty per cent of payroll tax.

This wider reform package is estimated to
provide an increase in household living standards of
$4.7 billion per annum.

56

Scenario three

A 20 per cent GST would fund the removal of all of
the abovementioned state taxes including payroll tax,
as well as one per cent reductions in the top personal
marginal tax rate and the company tax rate, and
result in an estimated increase in living standards of
$4.6 billion per annum. There would also be an esti-
mated $6.6 billion for additional government spending
and/or for use in addressing equity concerns via
transfers back to households. As these benefits are
not taken into account in the modelling, the estimated
$4.6 billion welfare gain is conservative.

Scenario four

The final scenario, where the GST rate remains at 10

per cent but is broadened to include currently exempt

products and services would fund the removal of the

following taxes:

e |nsurance duty

e Fire insurance levy

e Motor vehicle registration fees, and

e Fifty per cent of commercial property transfer
duty.

This reform package is estimated to provide an
annual increase in household living standards of
$4 billion.

Summary of potential outcomes

To summarise, the impact of these reform packages

would be as follows:

e 12.5 per cent GST - gain in living standards of
$1.6 billion (GDP increase)

e 15 per cent GST — gain in living standards of $4.7
billion

e Twenty per cent GST — gain in living standards of
$4.6 billion, and

e Uniform GST- gain in living standards of $4 billion.

From the modelling conducted, a 15 per cent GST
appears to be the better option.
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[s this the silver bullet for tax reform?

Unfortunately, increasing the GST in the manner
described in the various scenarios modelled is not the
silver bullet sought by tax policy makers at every level
of government. The purpose of CPA Australia’s work
through KPMG Econtech was to explore the impact
of the removal of inefficient taxes by increasing the
GST along the lines suggested by recognised authori-
ties such as the International Monetary Fund (IMF),
who stated:

“Going forward, we recommend continued tax reform.
A priority should be to remove inefficient taxes such as
state stamp duties (that discourage regional mobility) and
insurance taxes. Moreover, there is scope to improve work
incentives by further reducing effective marginal tax rates and
to encourage investment by reforms to business tax, together
with simplification of the tax system. While we recognise the
difficult political choices, options to replace the lost revenue
from these reforms include more reliance on a consumption-
based tax, reforming land taxes and broadening the coverage of
the minerals resource rent tax.”"®
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“Unfortunately, increasing the GST in
the manner described in the various
scenarios modelled is not the silver
bullet sought by tax policy makers at
every level of government.”

What the modelling did not do

CPA Australia’s research did not consider various
compensation packages for different family/house-
hold types. However, given the regressive nature of
consumption taxes, any changes to the GST would
require compensation as part of the final package.
This is consistent with the approach that was taken
when the GST was introduced in Australia.

Compensation then introduces the problem of
“churn”, as identified by the Federal Treasurer Wayne
Swan at the 2011 Tax Forum. He stated:

“| did want to make this very sensible point, that some people
believe that the GST is some sort of money tree, but the fact is
that when it was introduced originally, in addition to the revenue
raised, 18 billion dollars was spent additionally on compensation
and | don’t know whether the gentleman from the CPA actually
factored that into his modelling. This is not necessarily a great
deal in terms of fairness nor in terms of efficiency. So that's why
the government is opposed to increasing the rate or widening
the base.”™
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“The minister has indicated that
the current financial framework is
underpinned by legislation that was
largely developed in the early 1990s.”

Itis acknowledged that churnis inefficient. However,
if designed appropriately, the inefficiencies could still
be less than what is currently in place. Moreover, there
could still be an appropriate compensation package
and productivity gains could also be delivered from a
reformed GST.

Reform of commonwealth/state financial relations
to strengthen federalism, arguably requires a shift from
state dependence on commonwealth grants (includ-
ing the GST) towards wider access to a broad-based
tax(es) that the constitution would allow the individual
states to control. State control of a broad-based con-
sumption tax (such as the GST, or possibly a cash-flow
tax' in lieu of the GST) would best meet the criteria
for a good state tax, but appears unattainable given
constitutional and administrative constraints.

Other options

There are other options that could be discussed here
such as possible income tax sharing, access to the
commonwealth income tax base or moving service
delivery from the states to the commonwealth.
However, the major economic benefits would accrue
from eliminating inefficient state taxes funded via an
increase in the GST rate.
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Commonwealth Financial
Accountability Review (CFAR)

On 8 December, 2010, the Minister for Finance
and Deregulation, Senator the Hon Penny Wong,
announced that the Department of Finance and
Deregulation would undertake the Commonwealth
Financial Accountability Review (CFAR). The objective
of the CFAR is to explore options for modernising and
improving the commonwealth’s financial framework.
The minister has indicated that the current finan-
cial framework is underpinned by legislation that was
largely developed in the early 1990s. Since that time
there have been significant developments in public
and private sector financial governance practices and
CFAR will examine key aspects of modern financial
management (including financial governance, perfor-
mance, risk management and compliance). CFAR will
be a multi-year project and will involve consultation
with stakeholders both internal and external to the
public sector.
This review should be widened to include the criti-
cal infrastructure and VFI issues canvassed above.
The OECD has noted that:
¢ Ahigh level of VFI may reduce the tax raising efforts
of the claimant government, inflate that govern-
ment’s spending and increase deficits and debt at
both government levels; and
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e |nter-governmental grants also weaken account-
ability, for example the link between those who
benefit from the public services and those who pay
for them.

Notwithstanding the issues associated with the
VFI problem, it seems doubtful whether a practicable
solution to the problem will be found any time soon for
the reasons outlined above.

However, it should continue to be an objective of all
Australia governments (federal and state) to work co-
operatively within the existing system to ensure that
Australia’s economic and social infrastructure is of a
high standard vis-a-vis other comparable countries.

While Infrastructure Australia, and associated
reforms, represent an important step forward in pro-
viding necessary infrastructure, a proper assessment
of these new arrangements may not be available for
some time yet.

The list of major infrastructure projects recently sub-
mitted (November 2011) by the Victorian Government
to Infrastructure Australia for federal funding would, if
fully implemented, cost billions and seems to be based
on plans dating back to 2008. Victoria is also seeking
an initial $640 million from the Federal Government for
the early stage planning and development work asso-
ciated with the proposed projects. Press reports have
noted, not surprisingly, that Victoria’s rush for federal
assistance is certain to create a heated battle among
the other states for infrastructure funds.

It would be unfortunate if the new Infrastructure
Australia arrangements simply resulted in the states
seeing them as just another avenue for them to obtain
further financial assistance from the commonwealth,
as may appear to be the case if the recent approach
pursued by Victoria is simply replicated by the other
states. Developments in this area going forward will
clearly be worth watching in coming months in what
may be a further stage in the evolution of federal/state
financial relations in Australia.

Conclusion

Australia’s ageing population presents a range of eco-
nomic and social policy challenges for policy makers
and core to meeting these challenges is productivity
growth. Lifting the GST rate to 15 per cent to fund the
removal of the most inefficient state taxes is a key way
identified by CPA Australia, through its state taxes
reform review, to address this issue.

However, in addition to this, the states also need
to reassess their funding of infrastructure require-
ments and to be open to more innovative financing
approaches to having them built.
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