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FOREWORD III

Foreword

The rationale for microeconomic reform is to raise the living standards of the
community. Following a broad program of economic reforms, Australia’s
productivity growth —  the major determinant of peoples’ incomes over the long
term —  has surged in the 1990s.

That this represents a break with past trends is becoming clear.  But some important
questions remain.

How much of the improvement in productivity can be attributed to microeconomic
reform? How have the gains been distributed?  What have been the adjustment
implications?

The Productivity Commission has a broad program of research designed to shed
light on such questions, both to assist policy makers and to help promote public
awareness of issues that are central to Australia’s economic future.

This paper lays a framework for exploring the nature and significance of the links
between microeconomic reforms and productivity. In addition to examining general
trends, it gets behind the aggregates and into the detail of particular reforms and the
responses of individual firms and industries.

The research is not intended to be definitive. But it does add weight to the view that
microeconomic reforms are contributing to an enduring transformation of the
Australian economy and its productivity performance.

Gary Banks
Chairman
November 1999
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Key points

• Productivity is the major determinant of long-term growth in average incomes
and material living standards of Australians.

• A series of microeconomic reforms was introduced in the 1980s and 1990s to
help strengthen growth in living standards. It was expected that reforms would
raise Australia’s rate of productivity growth, which had slowed in the 1970s and
1980s.

• Australia’s productivity performance has improved substantially in the 1990s.
Productivity is now growing faster than at any other time in the 33-year period
for which measures can be constructed. Growth in average incomes has been
restored to rates achieved in the 1960s and early 1970s.

• The Australian economy appears to be operating differently in the 1990s. The
surge in productivity growth has reversed two long-term trends: Australia’s poor
productivity performance, compared with other high-income countries, and a
secular decline in capital productivity.

−  Australia’s productivity growth in the 1990s has been well ahead of nearly all
other high-income countries. This is consistent with a move to catch up on
earlier lost ground and move closer to the production standards of other
advanced economies.

−  Capital productivity has increased, implying the nation’s capital stock is
being better utilised.

• An examination of general trends and selected case studies provides evidence
that the Australian economy has been undergoing a transformation which is
delivering improved productivity performance.

• The transformation is taking place in the following kinds of ways:

−  resources are being more productively allocated;

−  production is becoming more specialised within industries;

−  firms are reorganising and management practices and workplace
arrangements are improving;

−  the use of up-to-date technologies and innovation have increased; and

−  workforce skills are increasing.
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• Microeconomic reforms have a number of links to these changes:

−  direct, specific links to production relationships, for example, through the
effects of tariff, tax and industrial relations reforms on resource allocation;

−  opening the economy to overseas trade and investment and enhancing
competition from domestic as well as overseas sources; and

−  influencing business expectations and attitudes through changes to the
general policy and institutional environment in which they operate.

• Improved management of the macroeconomic environment has also been a
factor in Australia’s productivity performance. Other explanations (recovery
from recession, increased work intensity, mismeasurement, new technologies)
have some plausibility, but they are not sufficient to account for the strength of
the productivity surge.

• Productivity growth is unlikely to continue at its current record rate over the
long term. But the prospects for continued strong performance are good,
especially if there is ongoing implementation of reform.
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Overview

Microeconomic reforms have been introduced over the past decade and a half in the
expectation that (amongst other things) they would help to raise Australia’s
productivity performance. Productivity growth is the major determinant of growth
in average income over the long term. It was therefore expected that the
introduction of reforms would underpin stronger growth in Australian living
standards.

Australia’s productivity growth has surged in the 1990s, according to ABS
estimates. The rate of productivity growth since 1993-94 has been measured at
double its previous average.

Much of the improved productivity performance appears to be coming from a
transformation in the production side of the Australian economy since the 1980s. To
understand that transformation and the role that microeconomic reform may be
playing, it helps to recall the origins of reform.

The origins of reform

It became increasingly apparent from the mid-1960s that longstanding government
policies —  whatever their successes in the past —  were imposing unnecessary costs
in terms of holding back growth in living standards.

A series of reports commissioned by governments over the 1960s and 1970s drew
attention to structural weaknesses in the Australian economy (box 1). The particular
policy approaches that governments had selected to pursue economic development
and redistribution objectives, and the way they had been implemented, had
contributed (perhaps unintentionally) to these weaknesses.
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Box 1 Structural weaknesses in the Australian economy prior to
reform

Australians were assured a steady growth in national income for most of this century —
up until the mid-1970s. Governments were able to focus much of their policy attention
on development and redistribution objectives. Policy strategies included import
protection for industries, centralised wage determination and government ownership of
large parts of economic infrastructure (energy, transport, water and communication).

From the mid-1960s, some of these policies started to come into question —  not about
their objectives or whether they enjoyed success, but about some of their (perhaps
unintended) consequences. The Vernon Committee report of 1965 was the first of a
series of government-commissioned reports during the 1960s and 1970s to draw
attention to associated structural problems.

These included:

• the proliferation of small-scale production facilities covering a wide range of
products (rather than gains from scale and specialisation);

• the diversion of resources away from the products with the best long-term potential
to add value and prospects for growth and exports;

• a predominant focus in manufacturing on the domestic market, leaving a
dependence on agricultural and mineral products for export earnings;

• poor investment decisions and excess manning in large areas of economic
infrastructure;

• poor work practices, labour relations and management;

• outdated or inappropriate technologies, combined with low innovation and skill
development; and

• a production culture that resisted change and showed weak commitment to
performance improvement.

These weaknesses meant that Australia’s productivity performance and therefore
growth in living standards were being held in check. Because of the reliance on
agricultural and mineral exports, the economy was vulnerable to adverse price
movements in commodities. And the economy did not have the structure, flexibility, or
entrepreneurial culture needed to meet the challenges of emerging international
competitors, rapid technological change and increasing global integration.
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Concerns about structural weaknesses intensified in the 1970s and 1980s, as growth
in living standards slowed (figure 1) and prospects for recovery looked grim.
Pessimism about the outlook for prices of Australian commodity exports, the
emergence of strong competition in manufactures from Asia, current account and
exchange rate vulnerability and concern about Australia’s slippage in the
international league of per capita incomes focused attention on the need for policy
reform.

A series of economic reforms has been introduced since the mid-1980s. There have
been both macro and micro dimensions. Reforms have encompassed changes in
monetary and fiscal policies, capital markets, industry assistance, taxation,
government enterprises, regulation, labour markets and industrial relations,
competition policy, innovation and training.

Microeconomic reforms were expected to improve productivity by:

• encouraging greater flexibility in the economy so that resources would be
attracted to more productive uses;

• improving efficiency and international competitiveness; and

• encouraging a business culture more outward-oriented and more focused on
pursuing opportunities to grow and add value.

Australia’s productivity performance in the 1990s

There has been a marked improvement in Australia’s rate of productivity growth in
the 1990s. In fact, ABS estimates put Australia’s productivity growth in this decade
at a record peak. Multifactor productivity (MFP) grew at 2.4 per cent a year from
1993-94 to 1997-98, compared with an average of 1.2 per cent a year from 1964-65
to 1993-94. (MFP can be thought of as being combined labour and capital
productivity.)

The 1990s productivity surge has more than reversed a decline in productivity
growth that started in the late 1970s and continued through the 1980s (figure 2). It
has also helped to restore the rate of growth in average living standards in the 1990s
(as indicated by growth in average incomes in figure 1).

The 1990s performance also reverses two other very long-term trends:

• Australia’s poor performance compared with other high-income countries
(box 2); and

• a decline in capital productivity (box 3).
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Figure 1 Real gross domestic income per heada, 1959-60 to 1997-98
1989-90 dollars

1959-60 1965-66 1971-72 1977-78 1983-84 1989-90 1995-96
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a The log scale means that the slope of a straight line depicts an average rate of growth. The lines shown are
fitted from observations from 1959-60 to 1973-74 and from 1973-74 to 1984-85 and imply annual average
rates of growth of 3.0 and 1.2 per cent respectively.
Source:  Commission estimates based on ABS data.

Figure 2 Multifactor productivity in Australia’s market sectora, 1964-65 to
1997-98
Index 1996-97 = 100, log scale

1964-65 1968-69 1972-73 1976-77 1980-81 1984-85 1988-89 1992-93 1996-97
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a The log scale means that the slope of a straight line depicts an average rate of growth. The lines shown are
fitted from observations from 1964-65 to 1978-79 and from 1978-79 to 1993-94 and imply annual average
rates of growth of 1.9 and 0.9 per cent respectively.
Source:  Commission estimates based on ABS data.
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Associations between productivity improvement and reform

Does the improvement in Australia’s productivity performance in the 1990s match
the timing of reforms?

An aggregate view

The timing of the productivity response is at least consistent with a response to the
introduction of reforms. While there were some important early steps, reforms grew
in coverage and intensity in the late 1980s and into the 1990s. The evidence
suggests that productivity growth has been strengthening throughout the 1990s. This
could reflect a combination of lags in adjustment to earlier reforms (for example,
liberalisation of trade barriers) and response to more recent reforms (for example,
the evolution of change in the industrial relations system).

Of course, this broad association is not sufficient, on its own, to establish that
microeconomic reforms have been the major factor responsible for the productivity
acceleration. The influence of other possible factors must be considered.

Box 2 The 1990s productivity surge and international catch-up

Prior to the 1990s, Australia’s productivity record was consistently poor compared with
other high-income countries. Over a very long period, Australia made much less
progress than other similarly-placed countries in catching up to leading international
productivity standards. Its rate of catch-up was slow even in the Golden Age of rapid
post-war development. And it was relatively slow in the post-1973 phase when a
productivity slowdown hit advanced economies. Australia’s ranking in productivity
levels among high-income countries slipped from 3 in 1950, to 6 in 1973, to 10 in 1992.

The entrenched nature of this poor rate of productivity catch-up may have had
something to do with Australia’s isolation. But it is also consistent with the effects of
persistent structural weaknesses in the economy, which reduced access to overseas
production developments and stifled productivity growth.

There has been a turnaround in recent years. Australia’s rate of productivity growth is
well in advance of most other high-income countries in the 1990s.

The turnaround has three related implications:

• There must be ‘homegrown’ explanation for Australia’s productivity surge. There
has not been a worldwide productivity boom through the 1990s.

• Something has changed in the way the Australian economy operates, to reverse a
long history of relatively poor performance.

• Australia’s productivity leap in the 1990s is consistent with a move to catch up on
earlier lost ground and move closer to the production standards of other advanced
economies.
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Box 3 A turnaround in capital productivity growth

A long-term decline in capital productivity since the 1960s has been reversed in the
1990s. Indeed, it is the change in capital productivity, more than labour productivity,
which stands out in Australia’s 1990s productivity experience.

Historical average
(1964-65 to 1993-94)

Latest productivity cycle
(1993-94 to 1997-98)

2.2

1.2

-1.3

3.1

2.4

0.8

MFP

Labour productivity

Capital productivity Figures above columns refer 
to annual average rates of 
growth (per cent)

The turnaround in the capital productivity trend comes largely from improvements in
overall efficiency (as indicated by MFP growth). Growth in capital productivity
represents the outcome of two opposing influences. On the one hand, there are
diminishing returns from capital deepening —  adding more capital per unit of labour.
Diminishing returns reduce capital productivity. On the other hand, improvements in
overall efficiency raise capital productivity.

General productivity or efficiency gains have been sufficiently strong to more than
offset the effects of diminishing returns in the 1990s and have been generating much
greater value from Australia’s capital. The evidence presented in this paper suggests
that these gains are coming from such factors as better allocation of investment,
greater specialisation, and better management practices and work arrangements.

(The ABS has introduced new estimation procedures which have had most effect on
the measurement of capital. Whilst the measures are an improvement, the ABS refers
to them as ‘experimental’ at this stage. Some circumspection on the precision of
productivity estimates involving capital measures is therefore in order. But the trends
are sufficiently strong to make it unlikely that any ABS revisions will change the general
picture.)
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An industry sector view

In principle, a more disaggregated industry view provides greater scope to examine
associations between productivity improvements and the timing of reforms. It can
allow for the fact that different reforms have been introduced to different industries
at different times. That said, productivity estimates at more disaggregated levels
must be treated with additional caution, from the point of view of accuracy of
measurement.

Nevertheless, it appears that relatively strong contributions to aggregate
productivity growth have come at various times from Manufacturing, Finance &
insurance, Wholesale trade, Electricity, gas & water, Mining, Transport & storage,
Agriculture, Construction and Communication services (sectors are listed in
descending order of contribution to aggregate productivity growth). Sectoral
productivity growth rates are shown in table 1.

Table 1 Growth in multifactor productivity by industry sector
Per cent per year

1985-86 to 1988-89 1988-89 to 1993-94 1993-94 to 1997-98

Agriculture -0.1 4.0 -0.8
Mining 2.0 2.0 2.7
Manufacturing 2.4 2.4 0.8
Electricity, gas & water 6.8 5.8 0.6
Construction -1.6 0.0 2.6
Wholesale trade 2.1 -1.2 7.1
Retail trade -1.9 1.1 1.1
Accom., cafes & restaurants -2.7 -1.4 -1.4
Transport & storage 1.1 0.2 2.1
Communication services 3.7 2.4 3.3
Finance & insurance 4.9 1.2 4.3
Cultural & rec. services -1.2 -1.0 -0.9

Market sector 1.0 1.1 2.4

Source: Commission estimates based on ABS data.

These stronger contributions are broadly consistent with the introduction of
industry-specific reforms (for example, tariff reforms in Manufacturing or
commercialisation of government business enterprises). But there are some
complicating factors. The sectoral productivity trends also reflect:

• The influence of widely-applicable reforms (for example, in capital markets,
industrial relations, taxation). The importance of general reforms means that
industry productivity movements are not necessarily correlated with industry-
specific reforms.



XXII OVERVIEW

• Some productivity effects can be ‘referred’ from other industries. For instance, a
more intense focus on cost, quality and timeliness of material inputs in one
industry can force suppliers in other industries to improve their performance. In
addition, many businesses have responded by contracting out more activities to
service industries. These kinds of developments may improve productivity in
both the ‘originating’ and the ‘related’ industries.

• Again, other non-reform influences can be at work.

A diversity in performance within sectors suggests that there are differences in
implementation of reform and differences in productivity response that are not
evident at the broad level. A prime example is Manufacturing which, overall, has
shown relatively steady growth in productivity. But there has been a wide range in
productivity performance across industries within the sector. Case studies of three
manufacturing industries conducted for this paper also reveal differences in
performance across industry segments and firms within industries. Even though
they covered ostensibly similar reforms —  primarily industry protection reform in
manufacturing industries —  the case studies revealed marked differences in
productivity performance due to differences in the timing and intensity of reform.

A logical implication of these results is that improved productivity performance
may be a micro —  perhaps even firm-based —  story as much as an industry- or
sector-based story.

But it also means that some care is needed to take account of the specific timing and
nature of reforms, as well as a range of other factors which can affect productivity
performance at the micro level.

A case study view

The case studies conducted for this paper suggest that there have been substantial
productivity responses to reform in some, but not all, instances.

Five case studies were conducted (box 4). Productivity trends are displayed in
box 5. The studies reveal strong productivity improvements in the following cases:

• Whitegoods —  labour productivity growth accelerated from 5.3 per cent a year
in the 1970s to 8.3 per cent a year in the 1980s;

• NSW rail freight —  labour productivity growth accelerated from 7.3 to 13.3 per
cent a year over the late 1980s and early 1990s; and has been estimated at
22.2 per cent a year since then (although with resources shifting between
organisations as a result of restructuring, the last figure is likely to be something
of an overstatement); and
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Box 4 The case studies for this paper

Five case studies were undertaken for this paper —  two by outside consultants and
three by Commission staff. The selection of case studies was intended to provide a
range of industries, reforms and responses. But it also reflected the availability of
information from earlier industry studies for the manufacturing case studies, and for
individual enterprises for the public sector case studies.

Manufacturing sector studies

The manufacturing sector studies covered Whitegoods, Automotive and Textiles,
clothing & footwear (TCF). In the 1970s, these were all mature, highly-assisted
industries.

The major reforms that these industries have faced have involved reductions in import
protection. However, the intensity of reform has differed.

• Quotas were introduced as ‘temporary’ measures for all three sectors in the mid-
1970s. They were removed in Whitegoods in 1978, in Automotive in 1988 and in
TCF in 1993.

• Tariffs on Whitegoods were reduced significantly between 1978 and 1982 and tariffs
on New Zealand imports were reduced between 1978 and 1987. Industry protection
in Automotive and TCF was locked in under long-term arrangements and their
assistance increased during the 1980s. Various forms of adjustment assistance
were applied.

• Tariffs were further reduced on Whitegoods as part of phased, general reductions in
tariffs first announced in 1988. Automotive and TCF were granted more gradual
reductions and still retain import protection above other industries.

These industries were also able to take advantage of other widely-available reforms
affecting R&D, taxation, industrial relations and so on.

Public sector studies

The public sector case studies were of a different character. One, based on NSW rail
freight operations, involved reforms to an entire government business enterprise. (This
study complements the broader investigation conducted for the Commission’s inquiry
on Progress in Rail Reform.) The other, contracting out of pipe maintenance activity in
Yarra Valley Water, was a single dimension of much broader change.

• Rail reforms commenced in NSW in the late 1980s. Since that time, NSW freight
operations have been progressively commercialised, vertically separated from other
rail operations and corporatised.

• Yarra Valley Water was formed in 1995 as part of reform of Melbourne Water.
Reforms created opportunities for management to implement changes to reduce
costs and improve productivity. Contracting of civil maintenance services was one
response to the changing business climate. It replaced in-house maintenance
services provided by a day-labour force.
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• contracting out of pipe maintenance in Yarra Valley Water led to an
improvement in the level of labour productivity of around 60 per cent over
4-5 years.

Detailed examination of a range of possible influences suggests that microeconomic
reforms have played the major role in bringing about these productivity
improvements. In all cases, there can be reasonable confidence that the
improvements in labour productivity reflect substantial improvement in overall
efficiency.

In the case of Automotive, there has been a strong improvement in labour
productivity. Labour productivity growth has increased from 1.0 per cent a year
before 1986-87 to 6.4 per cent a year after 1986-87. However, much of this
improvement is coming from increases in capital, rather than an improvement in
efficiency. The rate of growth in multifactor productivity (for the broader Transport
equipment industry) has increased from 1.7 per cent a year before 1986-87 to 2.1
per cent a year after 1986-87. Whilst that improvement is creditable, it appears that
underutilised capacity may have held back a stronger overall productivity response.
There has been a sustained increase in investment from 1985-86 (except during the
recession); and production suffered in the recession and for a few years thereafter.
There are signs of stronger productivity growth, reflecting improved efficiency, in
recent years.

The productivity response has been much weaker in Textiles, clothing & footwear
(TCF) which shows, at best, weak signs of productivity improvement.

Compared with Whitegoods, the exposure of the Automotive and the TCF
industries to reform came much later and less intensely. These industries, and TCF
in particular, appear to be still in the earlier stages of transition.

Review of productivity determinants

The paper develops a framework of determinants of productivity as identified in the
extensive economics literature on growth. The influence of policy reforms is
considered in the context of this framework —  specifically, how reforms might
affect the identified productivity determinants.
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Box 5 Productivity responses in the case studies

Since the late 1980s, microeconomic reforms have made a substantial contribution to
the improved productivity performance in Whitegoods, Automotive, NSW rail freight
and maintenance of the Yarra Valley Water pipes network. In each case, labour
productivity accelerated after relevant reforms. However, the increase in labour
productivity has been more subdued in the case of the TCF industries.

Indexes of labour productivity in the manufacturing case studies industries
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The paper then examines evidence on productivity determinants, by way of general
trends and the five case studies. The combination of general (‘tops-down’) and case
study (‘bottoms-up’) perspectives provides a basis for assessing broad trends
affecting productivity in the economy as a whole, as well as understanding some of
the specific developments and linkages on the ‘shop floor’.

The review of productivity determinants suggests that some of the structural
problems identified in the 1960s, 1970s and 1980s are now diminishing. A process
of ‘renewal’ or modernisation of Australian production is under way.
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Resources are moving more freely to where they can be used more productively.
Businesses are taking a more strategic and focused approach to products and
markets. There is much greater emphasis on business improvement, which is
leading to overhauls of what businesses do and how they do it.

Resources are being more productively allocated

The pace of structural change in the economy has increased since the late 1980s.
There has been ongoing growth in inputs in leisure-related service industries, such
as Accommodation, cafes & restaurants and Cultural & recreational services in
response to consumer demand. But there has also been very strong growth in inputs
to business-related services such as Communication services, Finance & insurance
and Property & business services. In contrast, there has been weak growth in inputs
in ‘traditional’ sectors such as Manufacturing, Agriculture and Electricity, gas &
water, suggesting there has been consolidation in these industries around existing
input usage.

In Manufacturing and Electricity, gas & water, there have been reductions in
employment since the mid-1980s. (Aggregate employment, however, has been
growing.) And while investment growth is low in Manufacturing, it is being
directed towards modernisation in some segments.

The business-related services are relatively high productivity growth industries
(table 1). (Productivity measures for Property & business services are not available.)

Thus, part of the aggregate productivity improvement is coming from:

• high productivity growth in ‘traditional’ sectors, which are consolidating their
use of inputs; and

• growth in business-related service sectors which can provide services more
productively (through economies of size and specialisation) and have high
productivity growth performance and/or potential.

Industry composition effects account for about 0.4 of a percentage point of the
2.4 per cent a year growth in productivity from 1993-94 to 1997-98. This is
unusually high, based on previous experience.

There has also been a change in the nature of investment. A greater proportion is
being directed toward machinery and equipment, and away from buildings.
Expenditure on equipment as a proportion of GDP has increased significantly in the
1990s to reach its highest level for over 30 years. A larger proportion of purchases
of equipment has been coming from overseas since the 1980s (a lot of this being
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computers and telecommunications equipment). This provides access to
technologies developed overseas.

Production is becoming more specialised within industries

There has been rationalisation of products —  concentration of production on a
smaller range of products —  and rationalisation of production facilities through
mergers, takeovers and closures.

Case study examples:

• The number of Whitegoods manufacturers has fallen from 18 in 1978 to 3 in
recent times. The domestic industry now specialises to a much greater degree,
concentrating on larger refrigerators and top-loading washing machines. Plants
specialise in single rather than multiple products to gain more from economies of
specialisation and scale.

• The Automotive industry, which is sensitive to scale, has rationalised from 5
manufacturers producing 13 models of passenger vehicles at 8 plants in 1985 to
4 manufacturers producing 5 models at 4 plants today. Over the same period,
industry production has increased.

• In TCF, production of a number of low-value, standardised products has ceased
and many firms have adopted niche market strategies, shifting into more
customised, higher-value products with strong brand-name identification.
Previous quota assistance had encouraged domestic production of standardised
products and importation of specialised products.

• NSW rail freight services and facilities have been rationalised. For example,
some low-volume, high-maintenance grain branch lines have been replaced by
road haulage. Adoption of better fleet management, better work arrangements
and investment in new rolling stock and infrastructure have enabled the
rationalisation of yards, maintenance facilities and fuel and crew depots.

Greater specialisation is also evident more generally. One indication is increased
intra-industry trade, which refers to the simultaneous increase in imports and
exports of goods in an industry. With increases in intra-industry trade, domestic
producers leave some products to be supplied by imports and concentrate on other
products for supply to both domestic and export markets. An index of intra-industry
trade for manufacturing has increased from 66 in 1984-85 to 80 in 1996-97. (An
index value of zero indicates one-way trade and a value of 100 indicates an equal
level of imports and exports.)
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Firms are reorganising and management practices and workplace arrangements
are improving

Firms are restructuring not only through mergers and takeovers, but also internally
—  for example, by redefining core activities, upgrading management practices and
redesigning workplace arrangements. Businesses are taking a more strategic
approach with a longer-term view, active planning and management of change.

Key features of organisational and management change have included strategic
planning to meet competition, streamlining organisational processes to improve
efficiency, benchmarking performance against leading global firms and adopting
processes and procedures to conform with international quality standards. Advanced
management techniques such as total quality control, just-in-time delivery of
materials, resource planning and value-added management have been adopted more
widely.

The focus on performance has been reinforced with explicit financial incentives
linked to business performance increasingly built into management contracts.

Flexibility in work arrangements has improved. As one indicator, enterprise
bargaining agreements have grown to cover around half of workplaces (with more
than 20 employees) in 1998, from what was a very heavy reliance on the centralised
system in the 1980s. Productivity improvements have been an explicit focus of
many agreements.

Multiskilling has increased flexibility. And less hierarchical work arrangements in
many workplaces mean that those with the best knowledge on the shop floor have
greater ability (as well as financial incentive) to suggest and implement
productivity-enhancing measures, rather than resist them, as often occurred in the
past.

Case study examples:

• In Whitegoods, production methods have been streamlined and new work
arrangements put in place. For example, responsibility and decision-making has
been devolving to work teams on the shop floor, while the coordination function
provided by middle management has been in decline.

• The Automotive industry has adopted the framework of lean production. While
lean production is a system designed to expose and address weaknesses in all
areas of production, the main innovations in the Australian industry have
included work systems employing a multiskilled workforce, better human
resource management and better inventory management. And the adoption of
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lean production in assembly, with its focus on the timing and quality
specification of deliverables, has induced some component suppliers to also
adopt lean production techniques.

• Many TCF firms have implemented new management practices, but the trend
has not been uniform. The more efficient and world competitive firms have
introduced strategies such as benchmarking, quick response production and just-
in-time inventory management. However, business improvement activity in TCF
has been relatively low.

• There have been fundamental changes in the organisational structure,
management practices and work arrangements in NSW rail freight. The former
State Rail Authority was restructured from functional units to business units.
Decision-making was devolved, the number of layers of management was
reduced and accountability for performance was upgraded. Management
information systems have been upgraded, excess manning has been reduced,
jobs have been redesigned and training has been provided to encourage a more
flexible, multiskilled workforce.

• Yarra Valley Water has contracted out pipe maintenance to concentrate on core
activities and to promote flexibility and improve performance. With maintenance
contracted out, labour engaged in maintenance can be better allocated to the
tasks that arise, with less idle time. Contracting out has generated richer
information on reliability and maintenance costs, which in turn has provided a
sounder basis for decisions about new investment, replacement and maintenance
strategies.

The use of up-to-date technologies and innovation have increased

Since the mid-1980s, the adoption of more advanced technologies has accelerated
and there has been greater engagement in innovation and production of innovative
products. The proportion of those manufacturing businesses with 10 or more
employees using advanced technologies increased from 33 per cent in 1988 to
44 per cent in 1997. Expenditure on capital goods from overseas has increased.
Business expenditure on R&D has increased strongly since the mid-1980s (at nearly
10 per cent a year).

However, it should be noted that adoption of more advanced technologies has a
more muted direct effect on measured productivity growth than many would expect.
If technological advances are embodied in capital goods and fully accounted for as
quality improvements in the measurement of changes in capital inputs (as ABS
procedures seek to do), they will not influence productivity measures. For example,
many of the technological advances in telecommunications are embodied in capital
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equipment and are reflected in the large expenditures on equipment and
infrastructure that have taken place over the past decade. In practice, however, some
embodied technological advances are captured in capital inputs and some are not.
Those that are not show up in productivity improvements. Furthermore, adoption of
new technologies can influence productivity indirectly through associated factors
such as organisational and workplace improvements and opportunities to learn by
doing.

Case study examples:

• Whitegoods manufacturers now use world-best technology. The production
flexibility that computer-aided production provides is now considered to be more
important to competitiveness than plant size in this industry.

• Adoption of new technologies in design and production has played a major role
in the Automotive industry.

• TCF industries have devoted a greater share of investment to modernising
production facilities. Technology in some capital-intensive segments is now
comparable to that used by firms elsewhere in the world. However, diffusion of
advanced technology is not even throughout the sector.

R&D expenditure has increased in all three industries —  strongly so in Whitegoods
and Automotive, but R&D expenditure in TCF remains relatively low.

Workforce skills are increasing

The workforce as a whole has become better educated. Rates of retention to final
year of secondary school have more than doubled since the early 1980s. The
proportion of the workforce holding post-school qualifications, including vocational
training, has increased from around 40 per cent in 1982 to over 50 per cent in the
1990s.

The case studies point to increased emphasis on skills and training. This has been in
keeping with more technologically-advanced and flexible production systems and
the development of flexible and multiskilled workforces.
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The links between microeconomic reforms and productivity
determinants

The general and case study evidence suggests that microeconomic reforms have
been a major influence on many of the developments outlined above.
Microeconomic reforms can have pervasive effects on productivity, operating in
both direct and indirect ways.

Directs effects on productivity

Most reforms have some direct influence on input/output relationships in
production. For example:

• protection policy reforms and taxation reforms alter price and other signals
which guide where capital assets, employment, finance and other resources are
better used;

• taxation concessions influence the allocation of resources to R&D;

• industrial relations reform has provided a framework to facilitate the redesign of
work arrangements within enterprises and allocate labour to where it can be most
productively used; and

• reforms can also remove those regulatory barriers that unnecessarily prevent
firms from making productivity-enhancing adjustments to products and
production processes.

Effects on competition and openness

A large part of the impact of reforms has come indirectly by increasing the exposure
of businesses to greater competition and opening the economy to international
developments (box 6). Increased competition provides incentives for businesses to
improve productivity in order to maintain and improve their financial positions.
Competition has been a central catalyst for many widespread and fundamental
changes that have brought better performance (box 7).
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Box 6 Competition and openness in the Australian economy

Domestic producers have been exposed to greater competitive pressure through
liberalisation of barriers to trade in goods and tradable services (the average effective
rate of assistance for manufacturing industries declined from 22 per cent in 1984-85 to
6 per cent in 1996-97). Liberalisation of foreign investment has brought competition
from the entry of foreign producers into local markets. Domestic competition has also
increased through extending and strengthening the operation of competition policy
measures, removing some statutory barriers to competition in some markets, as well
as greater competition for ownership and control of assets through mergers and
takeovers.

The economy has also become more open. Trade intensity (the ratio of imports plus
exports to GDP) has increased from 30 per cent in 1984-85 to 47 per cent in 1996-97.
Inwards foreign direct investment has increased from an average of around 1 per cent
of GDP over the late 1970s and early 1980s to around 2 per cent of GDP from the mid-
1980s to the mid-1990s. Outward investment flows have also increased.

Some argue that competition has a negative effect on productivity, by stifling
innovation. But the evidence from Australia’s experience since the mid-1980s is
quite to the contrary. Competition has been a major stimulus to change, including
increases in R&D spending  (box 7). Openness and competition are important to an
economy such as Australia’s, which is largely dependent on absorbing technologies
from overseas.

Greater openness to overseas trade and investment brings with it greater access to
ideas, technologies, expertise and benefits from specialisation and scale. It provides
many of the means to achieve more rapid productivity improvements that would
otherwise be unobtainable.

Competition was identified as a key driver of change in the case studies.

• In the manufacturing examples, increased exposure to competition came mainly
from imports.

• In NSW rail freight, there has been increased competition from other modes of
transport in some market segments. Since the mid-1990s, the NSW rail freight
market has been opened to competition from other rail freight operators.

• In contracting out of pipe maintenance, the tendering process has provided
opportunities for a number of firms to compete.
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Box 7 Openness and competition as key drivers of change

Greater openness and competition have been linked to many of the business
improvements that have occurred since the 1980s.

The Business Council of Australia conducted a major study of management and
enterprise innovation in Australia. It found (Carnegie and Butlin 1993):

Responding to the ‘carrots and sticks’ of an opening Australian economy has been a
recurrent theme for the majority of the enterprises we saw. Indeed our information confirms
the view that the decision to open the economy has stimulated a large change in competitive
performance. (p. 97).

The internationalisation of the Australian economy and the new performance standards it
requires are the predominate drivers of enterprise innovation. They have led to broad
improvements in standards, moves to increase value to customers, the search for new
products, the ability to turn problems of scale into competitive advantages and the
successes of international niche marketing. (pp. 330–31)

The BIE (1993) conducted a survey of 900 firms which identified the need to create a
competitive advantage as the foremost influence on R&D expenditure.

Referring to the financial, exchange rate and tariff reforms of the 1980s, one study of
organisational change stated:

They created an impetus for organisational change never before experienced in Australia,
apart from the mobilisation of industry for each of the two world wars ...

During this period, changing economic and political forces undermined the foundations of
custom, practice and precedent that had characterised Australian organisational and
institutional life. The pressures on organisations to respond to change were enormous. In
many cases organisational survival dictated that transformational rather than incremental
changes be undertaken. An economic revolution of epic proportions was in the making, and
Australian corporations would never be the same again. (Dunphy and Griffiths 1998,
p. 108–10)

Expectations and the policy and institutional environment

Reform can also influence attitudes and expectations in ways that bring fundamental
change in businesses’ commitment to performance improvement. Businesses form
expectations about the ongoing nature and extent of government support they are
likely to receive for their production activities. This conditions the extent to which
businesses rely on and lobby governments to underwrite their activities or rely on
their own devices to achieve their business goals.

The business environment over the decades prior to reform was conditioned by a
‘made-to-measure’ assistance philosophy which provided assistance to narrowly-
defined products and industries. The ready availability of assistance on this basis
fostered a reliance on government, resistance to change and a short-term business
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outlook. It curtailed the development of a production culture focused on
performance.

The implementation of reform brought a jolt to expectations for many.
Governments started giving less emphasis to product- and industry-specific
assistance in many industries and more emphasis to generally-available measures to
support, for example, the development of skills, technology and competitiveness.
Many businesses realised they could rely less on tailored government support and
they had to take their own measures to secure their future.

The Business Council’s study of management and enterprise innovation found
(Carnegie and Butlin 1993, p. 80):

Tariff reductions and warnings of tariff reductions to come figure among the most
effective triggers for improvement among the enterprises the Study Commission saw.

In the public sector, the conflicting objectives under which government business
enterprises operated and the intrusion of political considerations into operations
stifled initiative and blurred accountability for performance. With little effective
discipline on operating deficits, there was little incentive to improve performance.

Clarification of objectives and accountabilities has changed the environment in
which government businesses and their managers operate. Government businesses
have been given a clear commercial focus, with clear and strong expectations about
performance.

Case study examples:

• The manufacturing case studies illustrate contrasting experiences. The three
industries were all highly assisted in the 1970s. But, since then, the Whitegoods
industry had greater reductions in assistance over a shorter period (box 4). This
brought much quicker adaptation in this industry. Automotive and TCF,
although provided with extensive forms of adjustment assistance, were slower to
adjust and have been much slower to raise their productivity performance
(box 5). Having realised by the mid-1980s that the government policy stance
toward support of the Whitegoods industry had changed, the local industry went
through a period of relatively rapid adjustment to become internationally
competitive.

• In NSW rail freight, the clarification of objectives and accountabilities has
established a clear commercial focus. Management could no longer operate
under the expectation that the government would continue to fund operating
losses. The changes signalled the end to the old way of doing things. To a much
greater extent, what is now done and how it is done is based on market demand
and commercial principles, or on explicitly identified and funded social need.
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The operation has been transformed from a railway run by a bureaucracy to a
customer-focused service organisation seeking ways to extend its business and
improve its performance.

Reforms have also affected many institutions that impinge on business. The
processes for determining workplace arrangements, terms and conditions have
undergone significant evolution. Financial and business service institutions have
become more sophisticated in the provision of access to finance, insurance against
risk and support in business planning and improvement. And corporate governance
and supervision arrangements for businesses have also changed significantly.

These changes provide greater focus on performance and, at the same time, provide
businesses with greater flexibility to pursue improvements. There is also greater
accountability to ensure that performance is delivered and freedoms are not
misused.

The strength of the links between reform and productivity

The indirect effects of reform on competition, openness and the policy and
institutional environment mean that reforms have exerted an influence on
productivity well beyond their specific direct effects.

The importance of ‘signals’ from government suggests a kind of ‘threshold’ effect
which heightens the sensitivity of industry responses to policy changes. Even small
policy changes can have a profound effect if businesses interpret them as signalling
a fundamental change in policy direction. On the other hand, even major policy
initiatives may have little effect if it is perceived that the changes are reversible or
can be offset by other circumstances or policy measures. As a general example, the
‘announcement effect’ of the well-defined program of phased reductions in tariffs
sent a signal to many businesses about the greatly-reduced prospects of gaining
further assistance from government. Adjustments in many cases were set in train
well in advance of the actual annual reductions that unfolded.

The importance of the indirect effects means that a proportional relationship cannot
necessarily be observed between the degree of reform in particular industries,
producer responses and productivity outcomes.

There are also complementarities in reforms. Some reforms may be ineffective
unless there is a basic incentive provided by competition and good corporate
governance arrangements. For example, businesses may be reluctant to take
advantage of more flexible industrial relations arrangements unless they have the
imperative of competitive pressure.
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Complementarities can also be seen in terms of the flexibility businesses have to
adjust to a new operating environment. The flexibility to adjust affects the benefits
from reforms. For example, if producers were faced with reductions in import
protection, but were saddled with ongoing inflexible and inefficient work
arrangements and inefficient capital markets, the benefits from reform could be
limited. But if labour and capital market and industrial relations reforms are part of
the overall ‘package’ of reforms, the benefits from the initial trade reforms could be
substantial.

There are gains that come over the long term. Incentives are sharper for producers
to improve productivity performance in order to add value. This can mean reducing
costs and eliminating waste in the short to medium term. But it can also encourage
businesses to add value and increase returns in other ways. In the Australian
context, moving from a ‘sheltered’ to a more competitive and self-reliant
environment has forced businesses to consider more strategically where their future
lies —  which products and which markets will enable them to add value. This leads
the more entrepreneurial producers to focus on customers and market trends and
specialise in products in which they can deliver on differentiated characteristics,
quality, service and price. Organisational change, workplace design, innovation,
technology and skill development can all then follow. Pursuing new markets, new
products and new ways of doing them delivers productivity benefits over the long-
term.

As noted above, the focus on performance in some key areas of the economy can be
transferred to other areas of the economy. Productivity gains for the economy as a
whole can become substantial.

Finally, the greater emphasis on anticipating and managing change also makes the
economy more resilient and able to maintain good productivity performance. It was
often thought that opening the economy would make it more vulnerable to external
shocks. However, businesses are now explicitly managing change and uncertainty.
The responses of businesses to the economic crisis in Asia (for example, by
switching sales to other markets) suggest that they have greater awareness of
markets, have contingency plans in place and have the flexibility to make more
rapid adjustment. By maintaining sales and output, productivity performance is also
maintained.

Other explanations for the productivity improvement

The evidence points to strong links between reform and productivity. But any
assessment of the significance of microeconomic reforms in the 1990s productivity
surge also requires consideration of:
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• other possible explanations for the improvement in productivity; and

• the possibility that some of the productivity improvement might have occurred
anyway, without the introduction of microeconomic reforms.

Macroeconomic conditions and management have been a factor

Microeconomic reforms have some immediate payoffs. But they are perhaps best
seen as collectively raising the potential for productivity growth over the long term.
The extent to which that potential is realised in the short to medium term depends
also on macroeconomic conditions —  especially demand-side factors, which
stimulate output growth. Even though productivity growth has helped to shape
macroeconomic outcomes in the 1990s, it is undoubtedly also true that improved
management of the macroeconomic environment has helped to maintain demand
and therefore the realisation of greater productivity potential over recent years. This
is particularly true of the response to the Asian economic crisis.

However, the productivity surge required more than stability in demand in the face
of adversity. It required supply-side changes.

Other ‘non-reform’ explanations do not seem to hold up

A number of other explanations for the 1990s productivity acceleration, apart from
the effects of economic reforms, have been put forward. While they have some
influence, they do not appear sufficiently powerful to explain Australia’s very
strong productivity performance.

Effects of the recession. Productivity growth accelerates in the recovery from
recession as excess capacity and underutilised labour are soaked up. While strong
productivity growth could therefore be expected in the recovery from the early
1990s recession, productivity growth has accelerated faster and for several years
longer after the 1990s recession than after previous recessions.

New technologies. It has been suggested that new technologies, particularly in
information technology, are bringing productivity improvements through such
avenues as network economies, increasing returns and spillover effects. However,
the 1990s productivity acceleration is basically an Australian phenomenon in terms
of length and strength. There has not been the same experience in other countries
(except Ireland and Norway for different reasons and the US productivity
acceleration is more recent and less marked). It is difficult to accept that the benefits
of new technologies could be sweeping Australia to such prominent effect, without
doing the same in other economies. (This kind of ‘frontier’ technological advance is
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distinct from greater uptake of existing technologies which, as outlined above, does
appear to be a feature of the 1990s.)

Work intensity. The claim has also been made that the measured increase in
productivity is a result of people working harder rather than any underlying
improvement in efficiency. The greater work intensity is said to stem from
reductions in employment, leaving fewer people to undertake the work task. In the
productivity context, the issue is not about whether people are working longer
(although that can matter for other reasons). Longer hours are reflected in labour
inputs. The issue concerns additional work effort during time worked. While there
are cases of greater work effort at the micro level (many of which are also
consistent with improvements in efficiency), the evidence at the aggregate level
does not stack up. More, not fewer, people are working. Moreover, it is claimed that
greater work intensity would show up in an improvement in labour productivity,
with little impact on efficiency. But, as shown above, the 1990s experience has been
characterised by stronger acceleration in multifactor productivity.

Wages and employment. A related claim is that high wages growth has restricted
employment growth. Since output growth is said to have remained essentially stable
in the absence of true gains in efficiency, this produces an increase in (labour)
productivity growth. Again, the exclusive focus on labour productivity is misplaced
and the evidence from the 1990s experience on output and multifactor productivity
growth does not support the claim.

Measurement error. It has also been suggested that the productivity acceleration
stems from measurement error. This is unlikely. The ABS has recently adopted a
measurement framework considered to be international ‘best-practice’. (The switch
to the improved framework itself made little difference to the estimation of recent
trends.) While this still leaves room for measurement error, it would have to be
argued that mismeasurement has not been systematic but has changed progressively
over the 1990s. A cogent case has not been made.

It is unlikely that such a productivity surge would have happened anyway

Would the productivity-enhancing developments outlined above have occurred
anyway, even without reform?

Some may have. But many would not have. The fact that Australia remained
insulated from the full extent of world developments for so long in the post-war
period suggests that possible productivity improvements may not have been realised
without some fundamental changes in the business environment to encourage and
allow the more vigorous pursuit of productivity improvements.
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There have been advances in technology and disembodied improvements in
production techniques which have been taken up in Australia. But past performance,
prior to reform, suggests that the uptake would have been much less without the
incentives that are much more prominent in today’s operating environment.

Some factors such as an improvement in the educational attainment of the
workforce may have happened anyway (although there have been some education
reforms and the incentives to undertake education and training may have changed).
However, even if education levels did increase to the same extent, this alone could
not explain the extent of the 1990s productivity improvement. There has not been a
surge in education and training of sufficient strength in the 1990s to match the surge
in productivity growth.

The productivity growth outlook

Will the high rates of productivity growth seen in recent years endure?

The expansion of Australia’s productivity potential through reorganisation and
modernisation of production systems and product and market development is likely
to bring long-term gains. However, if an adverse movement in macroeconomic
conditions did take place (due, for example, to a wider slump in export markets)
productivity growth could be set back for a relatively short time.

That aside, part of Australia’s productivity surge appears to stem from a process of
catching up to the production standards of other countries. As these standards are
approached, it is probable that the rate of growth of productivity will slow
somewhat from the high rates witnessed in recent years.

However, equally, it is unlikely that the long-term rate of productivity growth
would slow as far as the average recorded over the 1970s and 1980s. The search for
different ways to add value, the greater focus on development of technology and
skills and a greater entrepreneurial culture will bring ongoing productivity
improvements.

Finally, government policy will also continue to exert a significant influence. A
continuation of reforms is likely to reinforce the prospects for strong productivity
growth.
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1 Scope of the paper

Productivity matters. Productivity growth is the major determinant of long-term
growth in standards of living. Australia’s productivity growth in the second half of
this century has generally been lacklustre by international standards.  But, even so,
it has accounted for about two-thirds of the growth in average incomes of
Australians (IC 1997a).

Australia’s productivity performance has improved significantly in the 1990s (see
chapter 3). Whilst this is welcome, the reasons for the improvement are not
thoroughly understood.

Interest has centred on microeconomic reform as one possible explanation. A series
of microeconomic reforms was introduced during the 1980s and 1990s with the
expectation that, amongst other things, they would help to improve Australia’s
productivity performance. The 1990s productivity surge provides circumstantial
evidence of a dividend from reform.

This paper seeks to go beyond the circumstantial evidence to provide a more careful
and detailed exploration of the links between microeconomic reform and
productivity. In doing so, the paper:

• outlines the nature of reforms and what they were intended to achieve;

• explores the mechanisms through which microeconomic reforms can affect
productivity performance; and

• gathers some evidence through case studies and other general indicators on the
nature and significance of the links between microeconomic reforms and
productivity improvement.

Another motivation for the paper comes from a 1998 conference on microeconomic
reform and productivity conducted jointly by the Productivity Commission and
Australian National University (PC/ANU 1998). This conference helped to identify
several issues of uncertainty and debate in relation to the links between reform and
productivity. These turn largely on whether microeconomic reforms are confined to
static effects from the reallocation of resources, which are claimed to produce only
once-off adjustments in the level of productivity, or whether they also lift the rate of
growth in productivity. This paper also attempts to shed some light on this issue.
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The practical significance of the issue is that, if microeconomic reforms were
confined to static/level effects, their effects on productivity would tend to fade out
at some point, as the full extent of static adjustment is reached. In other words, any
influence of reforms on productivity improvement would not be permanent.

This paper is by no means intended as a definitive treatment of microeconomic
reforms or of their productivity links. The reforms introduced in Australia have been
very broad in compass (chapter 2), covering product and factor markets, competitive
reforms, regulation, taxation, institutional arrangements and so on. However,
reforms of industry protection policy and government business enterprises are the
only ones explored in detail in this paper.

The paper does not attempt a full assessment of the effects of microeconomic
reforms. It focuses on the links between reform and productivity and does not
consider all benefits and costs. As the next chapter points out, microeconomic
reforms can have other potential benefits (for consumers, for the unemployed, for
environmental protection and so on) which are not examined in this paper.

The potential costs of microeconomic reforms are also not examined. Reforms bring
many changes that can impose adjustment costs, at least in the short term. These can
include the costs of finding a new job (retraining, relocation) or a period of
unemployment. Adjustment costs may be more intense in locations that are more
isolated or have narrower economic bases, because alternatives may be more
difficult and costly to find. The costs for certain groups may also be greater —  for
example, if older age groups find greater difficulty in retraining for jobs in demand.

Reforms have also affected a number of institutions that have helped to determine
the distribution of income. A full assessment of reforms would cover their effects on
adjustment costs and the distribution of income; and would consider whether these
effects have been adequately addressed from a policy point of view.

The potential costs of reforms are not explored in this paper, not because they are
unimportant, but because there are limits on the range of issues that can be
addressed adequately in one paper. The Commission has been undertaking other
work to consider employment and social consequences of productivity, reform and
change.
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Broad approach

The paper considers the effects of reform on productivity from the productivity
perspective. The research strategy was to develop a framework of productivity
determinants, and then examine how policy reforms affect the identified
productivity deminants.

This latter task was approached via two paths —  a general approach and a case
study approach. Each has its strengths and weaknesses.

The general approach is used to set out key issues and relationships and to gather
evidence at a broad level. But it is difficult to establish the detail and significance of
the links between reform and productivity at the general level. Case studies provide
more scope in this regard, but they can be limited in the extent to which they
illustrate all relevant issues or provide results which can be generalised.

The general approach is set out in the next three chapters. It commences with a
review of the nature and objectives of reform (chapter 2) and recent productivity
trends (chapter 3). Chapter 4 outlines the framework of factors that are considered
in the economics literature to influence productivity, reviews evidence on these
factors and considers a number of possible explanations for the 1990s productivity
acceleration.

The case studies are summarised in chapters 5 (manufacturing sector) and 6 (public
sector). The full text of the case studies is presented in volume 2 of this report. Five
case studies were conducted, two by independent contractors and three by
Commission staff:

• Whitegoods —  Price Wiggins and Associates;

• Textiles, clothing & footwear —  Commission staff;

• Automotive —  Commission staff;

• pipe network maintenance for Yarra Valley Water —  CTC Consultants; and

• NSW rail freight —  Commission staff.

The selection of case studies was intended to provide some insight into a range of
industries, reforms and responses. One practical issue which also guided the
selection was the availability of historical information and data. In the first three
areas covering manufacturing, some history is available in the various government
reports that have been compiled over the years. In the two areas covering
government services, the focus on particular enterprises eased the information task.
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Some concluding remarks on level and growth rate effects of reforms are made in
chapter 7.
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2 Microeconomic reform, productivity
and living standards

This chapter outlines the reasons, objectives, nature and expected effects of
microeconomic reforms.

The main motivation for introducing microeconomic reforms stemmed from a
concern to maintain and improve Australian living standards. It became increasingly
apparent from the mid-1960s that longstanding government policies — whatever
their successes in the past — were imposing costs in terms of holding back growth
in living standards. Concerns about the effects of these policies intensified in the
1970s and 1980s, as growth in living standards slowed and prospects for recovery
looked grim. Policy reform was introduced to help rekindle sustainable growth in
output and living standards.

2.1 Background to economic reforms in Australia

For most of this century, Australian governments were able to concentrate on broad
development and redistribution objectives: population growth; diversification of
production; and redistribution of the gains from natural resources. Australia’s
abundance of natural resources assured a strong stream of national income. And the
so-called Golden Age of development after WWII also provided a period of strong
growth. With widespread popular support, governments were prepared to pursue
development and redistribution goals, even if that came at some cost to average
standards of living (Pincus 1995).

Several key policies were called upon in pursuit of these objectives:

•  protection policy — shielding local industries from import competition through
tariffs, bounties and quota restrictions — which was intended to:

− redistribute economic activity from land-intensive activities in agriculture
and mining toward labour-intensive, urban-based activities in manufacturing;

− encourage the development and diversification of industries to promote, for
example, economies of scale and greater self sufficiency; and
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− enable wage tribunals to set wages higher than would prevail with more
intense import competition (Anderson and Garnaut 1987);

•  centralised industrial relations and wage determination systems which were
intended to redistribute income, promote social cohesion and raise wages as an
attraction to immigrants;

•  a high rate of immigration which was intended to promote population growth
and development; and

•  government ownership and control of economic infrastructure (roads, transport,
communications, energy, water) which was intended to promote national and
regional development, assist redistribution through provision and subsidisation
of some services, and provide employment opportunities as ‘employer-of-last-
resort’ to some groups and in some locations.

From the mid-1960s, some of these policies came progressively into question — not
so much about their development and redistribution objectives or the benefits they
had brought, but about the costs they imposed. A series of reports commissioned by
government over the 1960s and 1970s documented the consequences of these
policies (appendix A).

The Vernon Committee (1965) report focused attention initially on the way in
which protection policy had been implemented. Protection against imports was
provided on a piecemeal ‘made-to-measure’ basis. This meant domestic producers
were essentially afforded the protection they needed to withstand competition from
imports. Because the made-to-measure principle was implemented for narrowly-
defined industries and products, it had led to a highly complex structure of industry
assistance. (See appendix A for details on implementation of protection policy.)

As outlined in the next section, this in turn had led to a number of problems,
including the proliferation of small-scale production operations, covering a wide
product range, rather than concentration on products that would add most value and
allow gains from scale and specialisation.

The Jackson Committee (1975) review of manufacturing was one of a number of
commissioned reports that detailed production inefficiencies. It stated that
Australia’s relatively poor productivity performance could be explained by a variety
of factors including poor labour relations, outdated or inappropriate technology,
lack of scale economies and inadequate management techniques.

While government assistance was generally lower in agriculture than in
manufacturing, there were arrangements in some industries, such as marketing and
price support schemes, to maintain incomes derived from small-scale farms, many
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of which originated in Soldier Settlement schemes. Again, complexity and diversity
characterised the assistance landscape in this sector.

In areas of infrastructure, governments did not run their business enterprises on
clear commercial principles. Investment and operational decisions also reflected
political considerations: there were cross-subsidies and unfunded community
service obligations; and the businesses were required to be ‘employers-of-last-
resort’. This meant unprofitable and underutilised capacity and poor operational
efficiency. Chronic and seemingly unbounded operating losses were not unusual.

Whilst these adverse policy outcomes were perhaps unintended, they nevertheless
meant that Australia’s productivity performance and growth in living standards
were being held in check. Furthermore, it was recognised that development and
redistribution objectives could be pursued by more direct and less costly means.
Consequently, the costs of pursuing these objectives were not being minimised.

Some tentative steps toward reform of protection policy were taken in the early
1970s and a 25 per cent across-the-board tariff cut was introduced in 1973. But, as
inflation and unemployment took hold in the 1970s, protectionist tendencies re-
emerged.

Concerns about structural weaknesses in the economy intensified in the 1980s as
slow growth in output and living standards persisted (box 2.1), pessimism about
prices for commodity exports took hold and the economy became vulnerable to
exchange rate and current account pressures. By the mid-1980s, Australia’s position
on the league table of average incomes had slipped (from fifth in 1960 to fifteenth
in 19851). And East-Asian countries had not only emerged as strong competitors,
but their strong growth based on exports cast even further doubt on development
strategies based on import replacement.

In short, international competitive pressures and domestic structural pressures were
forcing a rethink of policy direction. The prognosis was that, without a change in
policy direction, growth in the living standards of Australians would slow even
further. A range of macroeconomic and structural policy reforms was required to
rekindle sustainable growth.

                                             
1 These rankings, based on IMF (1990, 1997), do not use purchasing power parity exchange rates

which would likely make some difference to Australia’s absolute position in 1960 and 1985, but
not to the general trend between the two years.
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Box 2.1 Growth in average living standards over the century

Growth in average incomes is commonly used as an indicator of average living
standards. It has some flaws, but nevertheless gives a broad indication of growth in
material prosperity.

The two panels show trends in two measures of Australia’s growth in average incomes.
They are both drawn on a log scale. This means that the slope of a straight line depicts
an average rate of growth.

Panel 1 shows the very long-term picture, measured by real GDP per head of
population. It shows the relatively rapid growth in the post-war era — the so-called
‘Golden Age’ of development.

Panel 1 Real GDP per head, 1900-01 to 1997-98
1989-90 dollars

1900-01 1912-13 1924-25 1936-37 1948-49 1960-61 1972-73 1984-85 1996-97
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Source: ABS Time Series Statistics database on EconData, plus data supplied by ABS.

(Continued on next page)

Australian governments were also facing pressures from the actions of governments
in other countries. Many countries around the world started major policy reform in
the 1980s in response to ongoing stabilisation problems, technological change and
global pressures (World Bank 1997; Williamson 1994). While Australia had its own
reasons to undertake reform, the changes sweeping other countries added pressures
on Australian governments to get their policy houses in order so that Australia could
participate more fully in growth in world trade and investment.
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Box 2.1 (Continued)

Panel 2 shows a better measure — real domestic income per head — which adjusts
GDP for movements in the terms of trade. (It therefore reflects movements in
Australians’ purchasing power.)

Average incomes by this measure grew at an average rate of 3.0 per cent a year from
1959-60 to 1973-74. The rate of growth then slowed to 1.2 per cent a year until
1984-85. Since then, there have been two periods of reacceleration. In the latter part of
the 1980s there was an increase due to strong growth and an expansion of
employment. This was reversed in the early 1990s recession. Since then, there has
been a further and more extended reacceleration which, it is argued in this paper, is
associated with the 1990s productivity surge.

Panel 2 Real gross domestic income per head, 1959-60 to 1997-98
1989-90 dollars

1959-60 1965-66 1971-72 1977-78 1983-84 1989-90 1995-96
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Source: ABS Time Series Statistics database on EconData.

The OECD (1998, p. 11) made the following observation on the international trend.

... OECD governments are taking a critical look at many policy areas. High public debt
burdens, an increasing awareness of the limitations on the government’s role in the
economy, the reduced effectiveness of domestic policies in a rapidly globalising world,
and the end of the cold war are among the reasons for a major reorientation of
government policy over the past decade.

While the fundamentals of governments’ role remain in encouraging the attainment
of economic and social goals, governments have shifted, in some areas such as
economic infrastructure, from active engagement in production activities towards
managing the framework within which others produce and distribute goods and
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services. Particularly with technological advances, governments have increasingly
recognised that in many areas others now have the skills, financial resources,
experience, networks, technical abilities and incentives to produce goods and
services better than they can. Furthermore, with growing concerns about constraints
on raising revenue and their levels of debt, governments have become a less ready
source of funds (for example, to finance large-scale infrastructure projects or even
to finance operating losses).

Governments in many countries have also become less intrusive in their
intervention in markets in response to greater global integration. They have
perceived a need to enhance flexibility in their own economies and minimise
avoidable restrictions and imposts on producers in order to attract foreign
investment and limit any disadvantages for their own domestic producers who have
to operate in competitive and changing world markets.

2.2 Objectives of microeconomic reforms

Microeconomic reforms were intended to correct a number of the problems that had
accumulated under previous policies and were holding back the development of
Australia’s productivity potential and growth in living standards.

Structural problems in the 1970s and 1980s

One of the central economic problems facing Australia was that large parts of the
economy had become inefficient, inward-looking and inflexible — unable to
respond well to the changes and challenges that were arising from rapid advances in
technology, global integration and fiercer overseas competition.

The particular way in which protection policy had been implemented was a major
factor shaping the performance of the manufacturing sector. Whilst the made-to-
measure approach to protection policy had fostered industry diversification, it had
also:

•  allowed small-scale production facilities to proliferate across a wide product
range (rather than promote gains from specialisation);

•  distorted the flow of resources away from industries with the best potential to
add value and prospects for growth and exports;

•  encouraged the manufacturing sector to focus on import replacement, leaving a
continued reliance on agriculture and minerals for export earnings;
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Box 2.2 A businessman’s view of the pre-reform environment

A business leader, John Uhrig, made the following observations about Australian
attitudes and approaches to competition and change in the 1979 Stan Kelly Memorial
Lecture (Uhrig 1979).

‘During a visit to Australia recently, a senior Japanese businessman made the observation
that in Japan, companies are accustomed to having to adjust themselves to new
circumstances in order to survive. He went on to say that the attitude of Australian
manufacturers seemed to be that it was the responsibility of government to change the
circumstances instead.’ (p. 3)

‘… during a very long period in which the absence of rapid change was assured, an
evolutionary process has encouraged the development of managers who are best fitted for
those circumstances. For this reason, the talents of a great many of our managers are
administrative and bureaucratic rather than entrepreneurial.’ (p. 5)

‘Another aspect of Australian business that forms part of its dilemma and results from its
being based on local shortages is the way in which it is geared to the making of profits in the
short term. This leaves our companies without business momentum and in no condition to
face up to competition from other countries where business momentum tends to be of a
much higher order. For a company to build momentum, it must first have a strong sense of
long-term purpose and then it must spend.’ (p. 6)

•  allowed poor management and work practices to develop and become
entrenched;

•  enabled the continued use of out-dated technologies combined with low
innovation and skill development; and

•  fostered a production culture that resisted change and showed weak commitment
to improving performance. (See appendix A for further details.)

Economic performance was poor in the public sector, where government enterprises
provided major services in economic infrastructure — transport, communications,
roads, energy and water. Government business enterprises were driven by a mix of
commercial, social and political objectives, which led to such problems as excess
capacity in highly capital-intensive activities, widespread inefficiencies in
operations, continuation of unprofitable services that could be provided by cheaper
means, and prices unrelated to costs of provision. (See appendix A for further
details.)

There were other policies that affected performance across a wide range of
industries. For example, some regulations imposed unnecessary restrictions on
firms’ ability to adjust production methods. Inconsistent regulation in State and
Territory jurisdictions encouraged smaller-scale production for separate regional
markets, rather than larger-scale production for national markets. Many regulations
prescribed restrictions on competition which, as argued later, acts as a spur to
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productivity improvement. Centralised institutional arrangements for negotiating
employment terms and conditions encouraged a ‘one-size-fits-all’ approach rather
than the development of arrangements at individual workplaces that could be to the
benefit of both workers and firms. There were also restrictions in capital markets,
distortions arising from taxation regimes, problems relating to corporate supervision
and governance and so on. Some of these problems became more evident as the
reform process got under way (see section 2.3).

There were also interconnections between policies which affected performance.
Protection policy and industrial relations arrangements provide a prime example.
The adversarial industrial relations system gave some encouragement to managers
to ‘buy industrial peace’ rather than tackle the difficult task of finding productivity
improvements through, for example, better work arrangements. They could accede
to industrial demands with some confidence that, in the made-to-measure assistance
environment, they could seek — and generally be granted — additional assistance
to cover adverse movements in costs and competitiveness.

The arrangements also provided little incentive for workers to allow the
introduction of productivity-enhancing measures. For example, under a centralised
award system, which prescribed relatively uniform terms and conditions, there was
less incentive for workers and unions to allow productivity-enhancing technology
into a particular workplace. They might get little in the way of additional rewards
and might see some jobs disappear.

There was weak commitment to improving performance. In the manufacturing
sector, the ready availability of government assistance encouraged producers to seek
further assistance as a buffer against the need to lift performance to meet
competition. It encouraged resistance to change. And it stifled entrepreneurship and
encouraged a narrow and short-term business outlook (box 2.2). In the public sector,
the mixture of objectives, diffused accountability for decisions and the lack of
discipline on financial performance reduced the incentive for managers to improve
productivity performance. Operations were run more as a bureaucracy than as a
business with the motives and disciplines to ensure that resources were well utilised.

Economic efficiency

Economists often describe structural problems of the type outlined above as
problems in economic efficiency. Economic efficiency is conventionally described
in terms of three dimensions:

•  allocative efficiency — the extent to which resources are used in ways that
contribute most to community wellbeing;
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Box 2.3 Components of economic efficiency

Economic efficiency is about maximising community wellbeing. Economists commonly
say that, economic efficiency requires satisfaction of three components.

Allocative efficiency, in essence, is about ensuring that the community gets the
greatest return (very broadly defined) from its scarce and valuable resources. A
nation’s resources can be used in many different ways. An allocation of more
resources to one production activity will produce more output and income from that
activity, but reduce output and income produced from other activities where the
resources could have been used. The best or ‘most efficient’ allocation of resources is
the one that contributes most to community wellbeing. This often means an allocation
of resources that generates the most national income. But it may also mean, for
example, that some environmental assets are ‘allocated’ to conservation in order to
meet community values. Prices received for outputs, and costs paid for inputs, are
major factors that guide the allocation of resources (although resources that cannot be
properly priced or costed in the marketplace often require some form of government
intervention to promote the best possible allocation). Improvements in allocative
efficiency bring improvements in living standards because resources are used to
generate more income and satisfy more needs and desires, but in ways that also
reflect community values.

Technical efficiency (sometimes called ‘productive efficiency’) refers to the extent to
which the minimum required inputs of resources are used to produce goods and
services, in accordance with economically-feasible technological and management
standards. If waste is avoided in this way, improvements in technical efficiency can
generate more income and bring improvements in living standards.

Dynamic efficiency refers to the capacity to improve efficiency and generate the most
from resources over time. This can mean finding better products and better ways of
producing goods and services. Investments in education, research and innovation can
be important in this regard. Dynamic efficiency can also refer to the ability to adapt
quickly and at low cost to changed economic conditions and thereby maintain output
and productivity performance in the face of economic ‘shocks’. Improvements in
dynamic efficiency bring growth in living standards over time.

•  technical efficiency2 — the extent to which goods and services are produced
with the minimum required inputs; and

•  dynamic efficiency — the extent to which resources can be used to produce
more output over time and the extent to which production can be altered quickly
and at low cost in response to changes in economic circumstances.

These dimensions of economic efficiency are explained more fully in box 2.3.

                                             
2 Technical efficiency is broadly defined here. In some analyses, the term ‘productive efficiency’ is

used and is defined to encompass technical efficiency plus scale efficiency.
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Some examples of the structural problems of the 1970s and 1980s are now grouped
into these different dimensions of economic efficiency. As discussed below, this is
important in determining the nature and significance of the links between
microeconomic reforms and productivity.

Allocative efficiency

•  Protection policy had led to production of an excessive range of products,
including those to which Australian economic conditions were not well suited
(for example, standardised low-value goods).

•  Government businesses made some large investments with little prospect of
earning satisfactory returns over reasonable time horizons. Many uneconomic
services were continued when cheaper options were available.

•  The centralised industrial relations system reduced the scope for variation in
wages and work arrangements that would have better allocated labour to where it
could be utilised most productively.

•  Financial capital was rationed. The informal ‘guarantee’ from government
assistance was influential in enabling assisted production activities to attract
capital. Activities with higher risk, but long-term potential, had greater difficulty
in attracting finance.

Technical efficiency

•  Protection policy had encouraged small-scale production in manufacturing, often
with out-dated technology.

•  The ‘employer-of-last-resort’ philosophy meant that employment levels in
government enterprises were above minimum requirements.

•  Some restrictive work practices meant excess manning and/or avoidable idle
time.

•  Some regulations were imposing unnecessary costs and restrictions on domestic
producers.

Dynamic efficiency

•  Rates of adoption of advanced technology and innovation were low.

•  Management skills were not strong and a short-term focus worked against
business improvement and planning for the future.
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Box 2.4 What is microeconomic reform?

The term ‘microeconomic reform’ is in common usage but can mean different things to
different people.

Microeconomic reform involves changes in government policies and institutional
arrangements that affect the economic behaviour of particular firms, industries,
individuals and households. Reforms can, in principle, be applied to the processes of
production, distribution and consumption in all areas of the economy. The ultimate aim
of reforms is to improve living standards.

The nature of microeconomic reform depends on the context. As explained in the main
text, the context for reform in Australia in the 1980s and 1990s was the realisation that
some longstanding government policies and institutional arrangements were imposing
some avoidable costs. Without reform, the living standards of Australians would have
suffered — and perhaps dramatically so over the long term.

Consequently, a major theme of reform in Australia has been to reduce reliance on
these costly approaches; and to find better policies and institutional arrangements to
achieve community objectives. Reforms introduced over the 1980s and 1990s have
involved winding back a number of government interventions. Greater emphasis has
been placed on markets to allocate resources, to provide greater choice to purchasers
and to sharpen incentives for firms, individuals and industries to be more productive.
This has involved lower import protection, opening up markets to new operators, fewer
controls on capital movements, less outside regulation of workplace matters,
corporatisation and privatisation of publicly-owned enterprises and so on.

But microeconomic reform does not mean slavish adherence to these methods or to
unbridled market forces in general. There is a role for governments to intervene where
markets fail and their interventions can improve on market outcomes. For example,
some form of regulation is often required to curb any excesses that stem from use of
market power and to ensure that appropriate prudential and other standards are met.
The merits of privatisation need to be assessed on a case-by-case basis. Government
support is required to underpin innovation and the provision of health and education
services in the economy. Effective institutions are fundamental to the rule of law and
good economic and social outcomes. Depending on the context, reform can be as
much about developing and implementing appropriate government intervention as it is
about removing it.

•  The prospect of government assistance to insulate domestic producers from
adverse movements in competition (private sector) and the willingness of
governments to underwrite operating losses and unfunded capital expenditure
(public sector) weakened incentives to seek out productivity improvements.
Businesses did not feel the full consequences of cost increases and failure to
introduce productivity improvements.
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Microeconomic reform and economic efficiency

Microeconomic reforms were intended to address many of these structural problems
and, in doing so, raise Australia’s productivity performance.

However, microeconomic reforms are about more than productivity alone.
Microeconomic reforms are directed ultimately at improving living standards
(box 2.4). They do so by improving economic efficiency. And it is improved
economic efficiency that brings productivity and other benefits (box 2.5).

Microeconomic reforms were expected to improve productivity in the following
kinds of ways:

•  improved allocative efficiency — enhancing flexibility so that investment,
employment and other resources would be drawn to more productive activities;

•  improved technical efficiency — upgrading technologies, management and work
practices towards ‘best practice’ and gaining more from specialisation and
economies of scale; and

•  improved dynamic efficiency — upgrading skills and innovation, providing
greater incentives to seek out productivity improvements and encouraging
greater flexibility to adapt to changing circumstances.

It is the task of chapters that follow to gather evidence on whether expectations
about the productivity-enhancing effects of reforms have come to fruition.

However, it should be noted that the nature and significance of the productivity-
enhancing effects of reform are contested. Some commentators (for example,
Quiggin 1998b) do not consider that microeconomic reforms have major beneficial
effects. Effects are seen as largely confined to allocative gains with modest effects
on productivity and growth (Quiggin 1998a). Effects on technical or dynamic
efficiency tend to be put aside or disputed.

As indicated above, there was a range of allocative, technical and dynamic
efficiency problems prior to reform that were linked to a range of longstanding
policies. It is true that the productivity gains due to the reallocative effects of
reforms of individual policies may be relatively modest. For example, the increase
in output from static reallocation associated with tariff reform is typically thought to
be significant but reasonably modest in relation to total national output (around 1 or
2 per cent of annual GDP). However, if the full range of reforms are considered and
they have been successful in tackling many of the structural problems outlined
above — including technical and dynamic inefficiencies — the effects of reform on
productivity and growth could be substantial.
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Box 2.5 Reforms, productivity and living standards

Microeconomic reforms are not solely about improving productivity. They improve living
standards by improving economic efficiency. And it is improved economic efficiency
that can bring productivity and other gains.

The concept of living standards covers many facets. Average incomes are often used
as a summary indicator of a community’s access to goods and services and the
distribution of income is often used as an indicator of social equality. More specific
elements include quality of health, housing, education, environmental amenity,
employment and conditions of work, leisure and lifestyle (IC 1997a, chapter 2).

Economic efficiency is commonly broken down into allocative, technical and dynamic
efficiency (box 2.3). Microeconomic reforms can bring gains in all three areas.

Microeconomic
reforms

Economic
efficiency

• Allocative

Output

• Inputs

• Productivity

Living
standards

Other factors

• Technical

• Dynamic

Improved allocative efficiency can affect living standards through production effects. It
can mean greater employment of people who have a worthwhile contribution to make.
It can mean improved productivity as a result of more resources being allocated to
production activities that generate more output.

Reforms which improve allocative efficiency can also have ‘direct’ effects on living
standards, for example, through gains to consumers from greater access to their
preferred goods and services in response to changes in relative prices. Or, reforms can
bring environmental gains by ensuring, for example, that some resources of particular
value to the community are conserved.

Technical and dynamic efficiency are more clearly and closely related to productivity
improvements. Producing new or existing goods and services with fewer resource
inputs is, by definition, a productivity improvement and means that available resources
can be used to generate more output and income.
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2.3 The implementation of reforms

While the imperative for reform came from a desire to bolster Australian living
standards and reposition the economy to deal with globalisation, it took some time
for the growing realisation of the need for policy reform to galvanise policymakers
into action (see for example, Snape, Gropp and Luttrell (1998)). As outlined in
appendix A, there were some steps toward reform of the complex and distorting
structure of industry protection, starting in the early 1970s. But there were also
mixed signals later in the 1970s when protective quotas were introduced.

It was not until the mid-1980s that substantial policy reform became an active
priority. It then became a central policy strategy to turn the inflexible, inefficient
and inward-looking production culture around to a more flexible, responsive,
efficient and outward-oriented culture. Amongst other things, the emphasis
switched from import replacement towards international competitiveness and self-
reliance in industry development. (See IC (1998a) for a detailed list of reforms.)

Implementation of reform over time was governed by a number of competing
factors:

•  there was some prior knowledge of major policies that warranted reform;

•  new reform areas and priorities emerged after some reforms were implemented
and revealed other structural weaknesses in the economy;

•  industry protection in some industries was locked in for periods under long-term
arrangements; and

•  there were political pressures and social considerations about the pace and
directions of reforms.

As a result, reform did not proceed according to a predetermined blueprint or
timetable (Garnaut 1994). And, although calls came from a number of quarters for a
broad range of reforms to be implemented in close succession or in optimal
sequence, reforms in Australia were implemented gradually, sequentially in a
number of important respects, and in an order determined in part by opportunity and
political judgment.

The completion of reviews of the financial system presented an opportunity for the
incoming Commonwealth Government to embark on major reform in 1983. The
financial sector reforms had a strong macroeconomic motivation — to bolster the
effectiveness of monetary policy instruments. But changes such as floating the
currency and abolishing exchange controls were important initial steps in
‘internationalising’ the economy.
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There were also active attempts to instil some coherence in industry protection
measures from the mid-1980s. One clear signal was that the Government would not
grant further increases in assistance on the basis of (un)competitive need.
Assistance measures were reviewed and rationalised within broader industry
groupings rather than disparate and narrowly-specified industries and products.
More emphasis was placed on industries adjusting to change rather than resisting it,
improving efficiency and pursuing export opportunities. Such matters as research,
innovation and skill formation were approached in more generic rather than
industry-specific fashion.

However, further into the 1980s, pressures for more substantial product market
reform were building. The property boom was partly attributed to the introduction
of financial sector reform without sufficient accompanying reform in other sectors
of the economy (Hale 1992). More ready access to finance without improving
allocation signals perpetuated a bias in investment away from machinery and
equipment towards property (inflation and tax distortions being other factors
(Thimann 1998)).

In the late 1980s, tariff reform changed gear. The emphasis shifted from reducing
anomalies to reducing general levels of assistance. The Government announced
phased across-the-board reductions in tariffs and bounties in Economic Statements
in May 1988 and March 1991.

As the tariff wall came down, it exposed other structural weakness in the economy.
Manufacturers joined others in calling on governments to broaden the scope of
reform so that their inputs could be available on terms that would enhance their
ability to compete on domestic and world markets. Inputs of labour and the
infrastructure services of government business enterprises (GBEs) were two major
cases in point. GBEs comprise a significant part of the Australian economy and
have been central in providing vital economic infrastructure services which affect
the private sector’s ability to develop and compete.

Governments in the different jurisdictions commenced reforms to improve financial
performance and efficiency of their GBEs at different times in the latter half of the
1980s. Labour market and industrial relations reforms, to encourage more of a focus
on the enterprise and productivity, commenced in gradual fashion in the late 1980s.
The enterprise bargaining principle was incorporated into formal industrial relations
processes from 1991 (Wooden 1999a).
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Garnaut (1994, p. 68) noted that the Government’s relationship with the union
movement imposed limits on tackling labour market reforms in the 1980s.

Given the severe and deteriorating nature of Australia’s long-term economic
weaknesses, these limits slowed structural change and the realisation of the
employment and other benefits of reform to a damaging extent.

Governments in the various jurisdictions started more intense scrutiny of business
regulation in the 1980s to ensure that it did not impose unnecessary costs on
producers or isolate them unnecessarily from market disciplines. In the 1990s, co-
operation between Commonwealth, State and Territory governments brought about
national approaches to regulatory reform (including mutual recognition of
regulation and reform of corporate governance and supervision), infrastructure
reform and competition policy. Governments also began taking steps to ensure that
their own administration of policy programs was more effective and efficient.

Since the mid-1980s, an array of reforms has been introduced to agriculture
(deregulation of marketing arrangements and reductions in price support, tariffs and
subsidies for some commodities), manufacturing (reductions in tariffs, subsidies and
quotas) and services (for example, structural and pricing reforms and deregulation
in infrastructure). A number of major reforms had general application across a
spectrum of industries. Capital and labour markets have been tackled. And areas of
taxation, business regulation, education and training, and innovation have also been
at least partially addressed.

While reforms gathered some momentum over time, there was not a seamless
program of implementation. The enthusiasm for reform varied among governments,
over time and across jurisdictions. Reform in some areas could only be taken so far
and had to be revisited when further problems were identified, lessons were learnt,
or further pressures emerged. Moreover, not all policy changes introduced could be
regarded as true reform in terms of bringing improvement in living standards. For
example, some policy changes had more to do with governments managing short-
term fiscal constraints (PC 1998, p. 8).

The implementation of microeconomic reforms in Australia cannot be characterised
simply. What may have had specific beginnings in the 1960s in misgivings about
protection policy has ended up having far-reaching compass. The scope of reform
has been very broad. A complex set of quite different instruments has been applied
with different intensities at different times by different governments to different
industries and sectors of the economy.

An implication is that there can be hazards in considering reform at a general level.
Ideally, complete assessment of the nature and significance of the effects of
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microeconomic reform would involve some separate consideration of individual
areas of reform.

2.4 Key points
•  Microeconomic reforms were introduced to improve the prospects for growth in

Australian living standards. Growth in living standards slowed in the 1970s. In
the 1980s, the persistence of weak economic performance and a gloomy outlook
for the future focused attention on the need for policy reform. Microeconomic
reforms were intended to raise productivity and help rekindle sustainable growth
in output and living standards.

•  A number of longstanding policies, motivated by development and redistribution
objectives, had been implemented in ways that had the perhaps unintended —
but avoidable — consequence of holding back growth in productivity, output
and living standards.

•  Policies relating to industry protection, government business enterprises and
industrial relations (and others) had penalised industries with the best growth
prospects, and had fostered inefficiencies, an inward-orientation on the domestic
economy, an inflexible industry and production structure and a weak
commitment towards improving performance. Structural weaknesses meant the
economy was ill-equipped to respond to the challenges of technological advance,
global integration and fiercer overseas competition.

•  Some of the specific structural problems of the times were the prevalence of
small-scale production facilities, outdated technologies and poor management
and work practices. Investment and employment were poorly allocated to
provide the best opportunities for growth. And the production culture leant
toward seeking government assistance to resist change rather than to seek out
productivity improvements in order to grow and add value.

•  Microeconomic reforms were intended to address a number of these structural
weaknesses and thereby improve Australia’s productivity performance and lift
growth in output and living standards (as well as improve living standards in
other ways).

•  Some steps in the direction of reform were taken in the 1970s, but they tended to
be sporadic. Substantial policy reform became an active priority in the mid-
1980s. Momentum gathered in terms of coverage and intensity, especially from
the late-1980s and into the 1990s.

•  Reforms have not proceeded according to a predetermined blueprint or
timetable. The overall approach to reform has been gradual and in a sequence
determined in part by opportunity and political judgement; and as reform in one
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area revealed the need for reform in another. Implementation of reforms has not
been seamless or without problems.

•  A wide range of reforms has been introduced by different governments at
different times. Microeconomic reforms have covered a broad range of areas
including capital markets, industry protection, infrastructure services
(government business enterprises), labour markets, business and corporate
regulation, competition policy, taxation, training and innovation.

•  A complete examination of the links between reform and productivity would
ideally involve consideration of the full range of reforms and their collective
success in addressing a range of allocative, technical and dynamic efficiency
weaknesses in the Australian economy prior to reform.
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Figure 3.1 Annual average rates of growth in inputs, multifactor
productivity and output in the market sector, 1964-65 to 1997-98
Per cent per year
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Data source:  ABS 5204.0.

The figure illustrates a number of points.

• Until the 1990s, input growth was the major factor underlying Australia’s output
growth.

−  Input growth (and output growth) was high in the 1960s and early 1970s.
This reflects the continuation and completion of the immigration and
industrialisation phase of development that Australia entered after the second
World War.

−  Input growth (and output growth) was again high in the late 1980s. This was
associated with strong employment growth (in response to lower real wages)
and strong investment, especially in property.

−  Input growth (and output growth) was otherwise low from the mid-1970s
through to the 1990s.

• Peak-to-peak productivity growth was reasonably steady from the 1960s to the
1990s.

−  It went as low as 0.8 per cent a year and as a high as 1.6 per cent a year, but
mostly varied in the range of 1.1 to 1.3 per cent a year.
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• The latest productivity cycle, from 1993-94 to 1997-98, shows a different
pattern:

−  a return to high output growth;

−  record high productivity growth; and

−  relatively strong input growth, especially compared with the bulk of the mid-
1970s to mid-1990s period.

The rate of productivity growth over the latest productivity cycle of 2.4 per cent a
year compares with an average of 1.2 per cent a year recorded from 1964-65 to
1993-94. (Average productivity growth over the entire period 1964-65 to 1997-98
was 1.4 per cent a year.)

Higher growth in inputs and higher growth in productivity, as evident in the latest
cycle, are not necessarily independent outcomes. Improved productivity can create
conditions favourable to additional investment and employment. The relatively
strong input growth is also noteworthy for the fact that it came at a time of
uncertainty created by the Asian economic crisis.

Trend productivity

The record high growth in productivity in the 1990s is further illustrated in
figure 3.2, which shows the year-to-year growth in the trend multifactor
productivity index calculated by the ABS. Use of this indicator reduces the short-
term volatility in productivity estimates and allows trends to be examined on an
annual rather than productivity-cycle basis.

With troughs in the business cycle occurring in 1974-75, 1982-83 and 1990-91, it
can be seen that growth in trend productivity has declined in the lead-up to
downturns in the business cycle. In the 1990s, however, trend productivity has
continued to grow rapidly, with the longest period (9 years) of continuous
acceleration on record.

Trend MFP has grown by more than 2 per cent a year since 1993-94. From 1995-96,
trend productivity has grown at a record high rate of 2.5 per cent a year.



26 REFORM AND
AUSTRALIAN
PRODUCTIVITY

Figure 3.2 Rate of growth in trend multifactor productivity in the market
sector, 1965-66 to 1997-98
Per cent growth over previous year
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Source:   Commission estimates based on unpublished ABS data.

Input and output influences on recent productivity growth

Table 3.1 gives a broad indication of factors underlying the recent acceleration in
productivity growth. The recent productivity cycle from 1993-94 to 1997-98 can be
taken as a period largely unaffected by recovery from the early 1990s recession.
Over this period:

• the growth in both outputs and inputs has been strong, which suggests that the
productivity acceleration has not come from slower input growth;

• the growth in hours worked has been strong by historical standards, which
suggests that the record productivity growth has not come at the expense of
employment; and

• labour and capital productivity have both grown strongly by historical standards.
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Table 3.1 Output and input influences on multifactor productivity growth
Annual average growth rates, per cent per year

Recent cycle
(1993-94

to 1997-98)

History
(1964-65

to 1993-94)

After Golden Age
(1974-75

to 1993-94)

Long term
(1964-65

to 1997-98)

Output 4.6 3.2 2.6 3.3
Inputs 2.2 1.9 1.3 1.9

Labour 1.4 0.9 0.4 1.0
Capital 3.8 4.5 3.8 4.4
Capital-labour ratio 2.4 3.6 3.4 3.4

Labour productivity 3.1 2.2 2.1 2.3
Capital productivity 0.8 -1.3 -1.2 -1.0

Multifactor productivity 2.4 1.2 1.2 1.4

Source:  Commission estimates based on ABS 5204.0.

The fact that labour and, especially, capital productivity have grown strongly in this
latest productivity cycle, compared with the past, is consistent with a strong
improvement in overall efficiency (MFP). All other things equal, an increase in the
capital-labour ratio (capital deepening) raises labour productivity (each unit of
labour has more capital on average with which to produce output) but reduces
capital productivity (each unit of capital has less labour on average with which to
produce output). An increase in multifactor productivity, all other things equal,
raises both labour and capital productivity.2 The historically strong growth in both
labour and capital productivity in the latest productivity cycle therefore comes from
the strength of the growth in overall efficiency (MFP).

It is particularly noteworthy that the improvement in overall productivity in the
latest cycle is sufficiently strong to reverse the historical decline in capital
productivity. Improved efficiency has more than offset the diminishing returns
associated with capital deepening in the latest cycle.3

This suggests that, rather than having to accumulate more and more capital with
diminishing returns in order to promote growth, the capital stock is being used more

                                           
2 Approximate relationships between growth in labour productivity (lp), growth in capital

productivity (c), growth in the capital-labour ratio (k) and growth in MFP (m) can be seen from
the following equations:

mk)1(c
mklp

+−=
+=

α
α

where a is the capital share in total factor income.
3 Capital productivity rose in the late 1980s. But this was due to unusually weak growth in capital

deepening. MFP growth was also low.
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productively to generate output. Possible explanations could include: new
investment is being better allocated to more productive uses; more gains from
specialisation and scale are being accessed; and production arrangements including
organisation, management and work practices are making much more effective use
of resources including the capital stock. (Chapter 4 investigates possible
explanations.)

Implications for growth and living standards

The acceleration in productivity growth in the 1990s has opened up possibilities for
faster output growth not seen in Australia since the 1960s. (Faster productivity
growth can help bring more favourable macroeconomic outcomes in a number of
ways, as box 3.1 sets out.) Figure 3.3 depicts a growth path for the market sector of
the Australian economy since the mid-1960s. It shows the increases in output per
hour worked that have accompanied increases in capital per hour worked (the
capital-labour ratio). (Dividing both output and capital by labour input is a
convenient way of capturing the three dimensions of output and inputs of labour and
capital in a two-dimensional chart.)

Box 3.1 Higher productivity growth and macroeconomic outcomes
While there are relationships between the micro and the macroeconomic that run in
both directions, productivity growth can assist more favourable macroeconomic
outcomes in the following ways.

• Faster productivity growth, if accompanied by competitive or other pressure on
prices, can help to hold down inflation. (Competition can create a ‘virtuous’
productivity-inflation cycle as increased productivity helps to hold down inflation;
and lower inflation helps to improve productivity by reducing uncertainty, allowing
clearer allocation signals to emerge and reducing investment distortions.)

• Faster productivity growth generates additional income which in turn fuels domestic
demand.

• Additional output growth induces employment growth. The extent of employment
growth is influenced by the distribution of productivity gains between wages, profits
and prices. Employment growth is stronger with lower growth in wages and prices,
all other things equal.

• Faster productivity growth gives more room for output growth within the constraints
of weak savings and associated current account vulnerability. When capital
productivity is increasing, as revealed in productivity estimates for recent years, a
lower rate of capital accumulation is required to underpin strong output growth.
Lower growth in aggregate investment means that an imbalance between
investment and domestic savings is not encountered to the same extent. (It does
not mean that current account difficulties will not occur. But it does mean they will
be less severe than they otherwise would be.)
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have been introduced in different forms and at different times in different industries.
Some industry breakdown could therefore help to explore the associations between
productivity performance and reform with greater precision.

Trends in sectoral productivity

The examination of productivity trends at the industry level draws on both labour
productivity and MFP estimates. There are two reasons.

First, the ABS only produces labour productivity estimates at the sectoral level.
These estimates are fully compatible with the output and labour input measures used
in the productivity estimates reported above for the market sector. The ABS does
not yet produce MFP estimates for industry sectors (ABS 5204.0, pp. 8–17).

Second, while sectoral MFP estimates have been constructed, they may be less
reliable. The Commission has constructed MFP estimates for industry sectors,
drawing on ABS data. However, the capital estimates used in these calculations
(and therefore the MFP estimates themselves) should be regarded as potentially less
reliable at the industry sector level than they are at the aggregate level. (An error of
some magnitude in an individual sector may be of only minor significance in the
aggregate picture and errors in individual industries could offset each other in the
total.5)

In principle, labour productivity is not as ideal as MFP as an indicator of efficiency
(although, in practice, measurement difficulties also need to be taken into account).
Growth in labour productivity can reflect reductions in labour inputs or the
additions of new capital (which provide each unit of labour on average with more
capital to produce output). But, if a reduction in labour caused production
bottlenecks or new capital was not utilised efficiently or intensively enough to pay
its way, a labour productivity measure would show an increase, even though overall
efficiency declined. An MFP measure —  effectively, combined labour and capital
productivity —  better captures effects on overall efficiency.6

Equally, however, labour productivity is by no means meaningless as an efficiency
indicator. It does require some care in interpretation. Typically, labour productivity

                                           
5 In calculating MFP growth at the sectoral level, there is also the issue of whether explicit account

should be taken of the higher proportion of materials in total costs (and efficiencies that can be
gained, for example, by contracting out). The estimates presented here measure output in value-
added terms and take no account of materials efficiency.

6 The concept of overall efficiency can be further broadened to include factors such as materials and
energy.
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moves in the same positive direction as MFP, but grows at a somewhat faster rate.
As will be demonstrated below, this reflects the influence of capital deepening —
the general rise in the capital-labour ratio —  which raises labour productivity but
reduces capital productivity, all other things equal.

However, labour productivity should not be interpreted as an indicator of ‘labour
efficiency’ alone —  at least not without due care. It not only reflects the
productivity of work arrangements, but it can also reflect the installation of
additional capital, the quality of management and organisational arrangements, the
advent of environmental controls on production and many other factors.

Labour productivity and MFP estimates are first presented and the interpretation of
trends is then discussed.

Labour productivity estimates

ABS estimates of sectoral labour productivity are displayed in figure 3.6. There is a
wide variation in performance across sectors although, to some extent, this can be
expected. Some of the differences may reflect variations in innate potential for
productivity growth, as well as difficulties in measuring quality improvements,
especially in services. Any differences in rates of investment in new capital capacity
across industries can also produce differences in labour productivity.

Relatively large increases in labour productivity are evident in:

• Electricity, gas & water;

• Communication services;

• Mining; and

• Finance & insurance.

It is also worth noting that the very recent movements are quite even —  and
universally positive, with the exception of Agriculture. Productivity in Agriculture
tends to be volatile, reflecting the vagaries of climate on output, around an overall
positive growth trend.
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Figure 3.6 Labour productivity by industry sector, 1985-86 to 1997-98
Index 1996-97 = 100
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Figure 3.6 (Continued)
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Data sources:  ABS 5204.0 plus unpublished ABS data.
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MFP estimates

Commission estimates of sectoral MFP are presented in figure 3.7. It can be seen
that, in broad terms, the MFP trends follow the labour productivity trends presented
earlier. However, as foreshadowed, labour productivity growth tends to be higher
than MFP growth.

All industries, other than Accommodation, cafes & restaurants (ACR) and Cultural
& recreational services (CRS), show at least solid productivity growth. The
industries which showed relatively strong growth in labour productivity also show
relatively strong MFP growth, albeit with a change in ranking:

• Electricity, gas & water, particularly until 1993-94;

• Finance & insurance;

• Mining; and

• Communication services.

Wholesale trade shows relatively strong MFP growth from 1993-94, after dipping in
1990-91 at the time of the recession.

Manufacturing shows solid, but unspectacular, productivity growth. Its productivity
growth has slowed somewhat since 1993-94. However, Gretton and Fisher (1997)
show that the steady rate of growth in Manufacturing as a whole masks a diversity
in performance within the sector. An update of their results is presented in
figure 3.8. Productivity growth has been relatively strong and/or has increased at
various times in Food, beverages & tobacco; Textiles, clothing & footwear (TCF);
Printing, publishing & recorded media; Petroleum, coal, chemicals & associated
products; and Basic metal products. Basic metal products stands out as showing
improved productivity performance from the mid-1980s.7 There has been recent
improvement in Transport equipment and Other manufacturing, but deterioration in
TCF and Printing, publishing & recorded media. (The MFP trends in TCF and
Transport equipment are discussed in detail in chapter 5.)

There has also been variation in productivity performance across segments of
Agriculture and Mining (PC 1999, pp. 94–101)

                                           
7 Developments in the steel and alumina/aluminium industries are likely to provide the major

explanation for improvement in productivity performance in Basic metal products. Developments
in response to reforms are reported in Demura (1995) and IC (1998b).
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Figure 3.7 Multifactor productivity by industry sector, 1985-86 to 1997-98
Index 1996-97 = 100
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Figure 3.7 (Continued)
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Figure 3.8 Multifactor productivity, by manufacturing industry subdivision,
1968-69 to 1996-97
Index 1989-90 = 100
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Figure 3.8 (Continued)
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Interpretation of labour productivity and MFP trends

The information in table 3.2 helps in the interpretation of labour productivity and
MFP results.

The point made above, that labour productivity growth is normally in the same
direction as MFP growth, but at a higher rate, is evident. Growth in labour
productivity reflects the influence of capital deepening —  increases in the capital-
labour ratio —  as well as improvements in overall efficiency (MFP).8 Capital
deepening raises labour productivity (more capital per unit of labour with which to
produce output). The faster the increase in the capital-labour ratio (through capital
increases or labour reductions), all other things equal, the greater the divergence
between the rate of labour productivity growth and the rate of MFP growth.

Table 3.2 also helps to explain the strong productivity growth in Electricity, gas &
water (EGW). Here the capital-labour ratio has grown strongly, principally due to
strong contraction in labour input. But strong efficiency gains have more than offset
the decline in capital productivity this induces. Capital productivity therefore
increases. Strong efficiency gains also raise labour productivity growth.

                                           
8 See footnote 2.
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The story in Communication services is similar to EGW, except that higher capital
input —  rather than lower labour input —  underlies the increase in the capital-
labour ratio. The very strong growth in labour productivity in Communication
services is attributable to very strong growth in investment. Some of this investment,
perhaps in roll-out of new cable and mobile phone infrastructure, is presumably of a
long-term nature. It does not appear to have translated as strongly into MFP gains in
the short run. MFP growth in Communication services is nevertheless strong.

Mining and Finance & insurance show elements of both —  a slight reduction in
labour input and a large increase in capital. Strong overall efficiency growth offsets
the effect of capital deepening on capital productivity.

Wholesale trade is an industry with relatively high MFP growth, even though labour
productivity growth is not particularly high compared with other industries. The
relatively slow growth in capital input in this industry means that the growth in the
capital-labour ratio is relatively low. This contributes to the relatively low labour
productivity growth result. But it also means diminishing returns on the capital side
are relatively small; and this contributes to the relatively strong, positive result for
capital productivity. MFP growth in this industry sector appears to have come from
relatively low input growth —  especially capital —  combined with about-average
growth in output.


