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Reform in context
Australia has undertaken wide ranging microeconomic reforms which have helped deliver sustained economic growth and seen improvements in living standards for most Australians. While significant improvements in Australia’s economic performance have been achieved, opportunities for further reform exist. The need for further reforms is heightened by the pressures currently being placed on the flexibility of the economy from rapid changes in Australia’s terms of trade, ongoing global competition and environmental pressures, and the future demands of an ageing population. 

In this chapter, the broad achievements of Australia’s past microeconomic reforms are briefly discussed in section 2.1. Section 2.2 then discusses the broad economic context of further reform. 
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Broad achievements of past reforms

Since the early 1990s, Australia has experienced its longest period of continuous economic growth on record and associated rise in household incomes. It has also avoided some of the more severe effects of the global economic downturn associated with the global financial crisis. While the mining boom has played a key role, Australia’s performance has been underpinned by past economic reforms that increased the productivity, competitiveness and flexibility of our economy.

The range of reforms has been extensive. Some, because of their scale, scope, or ongoing impetus, have had a greater impact on the Australian economy than others. For example, the floating of the dollar in 1983 exposed a number of structural weaknesses in the Australian economy but also facilitated structural adjustment. The removal of barriers to foreign capital and merchandise, also had significant effects by heightening competitive pressures on Australian enterprises, in turn leading to greater pressure on governments to institute reforms that reduced business costs, improved their operational flexibility and encouraged efficient investment. Similarly, reforms of inefficient government monopolies responsible for infrastructural services such as energy, telecommunications, transport and water brought improved governance and more competition, yielding higher productivity, lower service costs and improved living standards.

Those latter reforms commenced at the state level, but eventually found more consistent expression in the National Competition Policy (NCP). NCP also incorporated a process for systematically identifying, and testing the justification for, anticompetitive arrangements across the whole of Australia’s regulatory landscape. By the mid-2000s, most of the NCP reforms initially agreed to by the Council of Australian Governments (COAG) were in place. Over the period, these and other initiatives have achieved significant reforms in many areas (box 2.1). 

	Box 2.
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Major Australian achievements in regulation reform

	Trade liberalisation — reductions in tariff assistance (that began in 1973) and the abolition of quantitative import controls gathered pace from the mid-1980s. The effective rate of assistance to manufacturing fell from around 35 per cent in the early 1970s to 5 per cent by 2000.

Capital markets — the Australian dollar was floated in March 1983, foreign exchange controls and capital rationing (through interest rate controls) were removed progressively from the early 1980s. Foreign-owned banks were allowed to compete for corporate customers and then, in the 1990s, to act as deposit taking institutions.

Infrastructure — partial deregulation and restructuring of airlines, coastal shipping, telecommunications and the waterfront occurred from the late 1980s. Across-the-board commercialisation, corporatisation and privatisation initiatives for government business enterprises were progressively implemented from around the same time.

Labour markets — the Prices and Incomes Accord operated from 1983 to 1996. Award restructuring and simplification, and the shift from centralised wage fixing to enterprise bargaining, began in the late 1980s. Further reform occurred in the mid-1990s with the introduction of the Workplace Relations Act 1996.

Human services — competitive tendering and contracting out, performance-based funding, and user charges were introduced in the late 1980s and extended in scope during the 1990s. Administrative reforms were introduced in health, education and community services in the early 1990s.

Competition reform — National Competition Policy in 1995 brought about broad-ranging reforms to essential service industries (including energy and road transport), government businesses and a wide range of anti-competitive regulation was commenced by all Australian governments in a coordinated national program.

Taxation reform — capital gains tax and the dividend imputation system were introduced in 1985 and 1987, respectively. The company tax rate was lowered progressively from the late 1980s. A broad-based consumption tax (GST) was implemented in 2000, replacing the narrow wholesale sales tax system and a range of inefficient state-based duties. And income tax rates were lowered at the same time.

	Source: PC (2011).

	

	


These reforms saw a turnaround in Australia’s relative global performance, allowing for measured standards of living to improve. Indicative of this, prior to the series of reforms, Australia’s GDP per capita relative to other OECD countries had slipped to 14th from a high of 4th in the 1950s (figure 2.1). From the 1990s onwards, reform induced productivity improvements saw Australia’s ranking rise, and, coupled with the recent resources boom, has resulted in Australia having the third highest GDP per capita amongst OECD countries. 
Figure 2.
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Per capita GDP ranking in OECD countries, 1950 to 2010a
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a Measured in purchasers parity prices. 

Data source: The Conference Board Total Economy Database, September 2011, www.conference-board.org/ data/economydatabase/.
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The broad economic context of further reform
Effective economic reform promoted productivity growth and improvements in living standards. In addition, the demands of an ageing population, together with ongoing changes in the global economic environment, technological change and environmental pressures, mean that further reforms are needed if Australia is to achieve its potential for higher living standards in the future. This section examines trends in productivity, the terms of trade and population to provide some context for the assessment of the impacts of COAG reforms. 
Sustaining productivity growth
In the longer-run, the achievement of productivity growth in the Australian economy will be fundamental to the achievement of higher living standards. In this context, reforms that support technological and organisational change will effectively govern the pace of productivity growth and improvements in living standards. Over the past four decades, Australia has experienced multifactor productivity (MFP) growth (market sector), on average, of around 0.8 per cent per annum (figure 2.2). Within this period, measured productivity growth varied from year to year due to influences such as the business cycle and periods of rapid investment growth. 

Figure 2.

 SEQ Figure \* ARABIC 2
Trends in national multi-factor productivity growth
Market sector comprising 12 selected industries, index 2008-09=100
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Data source: ABS (Experimental Estimates of Industry Multifactor Productivity, Cat. no. 5260.0.55.002, 2011).
Despite the cyclical movements, the influence of reform has also been linked to sustained improvements in national productivity. Of particular note was the sharp rise in productivity growth which occurred during the 1990s — the period of rapid ascendancy of Australia’s economic ranking relative to other OECD nations. The cause of this increase in measured MFP growth has been subject to debate, with factors such as an international productivity boom, recovery from recession, higher skill levels and technological breakthroughs cited as potential factors. However, previous Commission analysis has not found any of these factors to be significant in explaining the above average productivity growth, leaving reforms undertaken in the 1980s and 1990s — including National Competition Policy and labour market deregulation reforms, amongst others — as the most likely drivers (PC 2010b). 
But since the 1990s, productivity growth has flattened and, in the last full productivity cycle from 2003-04 to 2007-08, MFP growth declined on average by 0.2 per cent a year. In large part, the recent productivity performance can be associated with a number of special factors relating to three sectors: mining; agriculture, forestry and fishing; and electricity, gas, water and waste services (EGW&WS) (PC 2010b). Mining productivity has declined in line with strong growth in export prices associated with the mining boom, which has seen an expansion in capital capacity ahead of output and development of lower quality resources. Agricultural productivity has been affected by widespread drought, as has EGW&WS. The latter has also been affected by increasing demand for energy. These effects have led to significant increases in capital investment in the sectors (including, for example, in desalination plants), which has depressed productivity growth.

While these special factors account for the recent slowing of productivity growth, continuation of such trends would ultimately erode the standard of living of Australians. Economic reforms that encourage the flexible use of resources, the development of human capital and technological and organisational change are likely to contribute to higher productivity growth in the future. In this context, the impacts of COAG’s reform agenda are likely to contribute to a return to growth in multi-factor productivity. 
Adjusting to changes in the terms of trade and global competition

Australia’s changing terms of trade will also place structural adjustment pressures on the economy. Over the past 140 years, the linear trend of Australia’s terms of trade has been generally flat. Despite this, there has been considerable short-run variability over some periods. Indeed, Australia’s terms of trade is currently at its highest level in history — 65 per cent above the average level for the 20th century (Stevens 2011).
However, the high terms of trade is unlikely to last. Recent modelling by the Treasury assesses that the terms of trade will gradually decline from the current high level (figure 2.3). It is then projected to stabilise from the mid-2020s until the end of the projection period in 2049‑50.

The current sharp increase in the terms of trade, and any subsequent projected unwinding, will lead to pressures for structural adjustment, and importantly, flows of resources between sectors of the Australian economy. Impediments to these flows will materially affect how the labour force and industry adjust to these changes and will therefore have an impact on the standard of living of Australians. 
Figure 2.
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Australia’s terms of trade, past and projecteda
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a( Actual data to 2008‑09. Projections to 2049‑50
Data source: Treasury (2011).
Meeting the demands of population ageing

Another key factor that will place pressures in the Australian economy over the next half century is the changing age structure of the Australian population. Over the past century, the incidence of deaths in Australia in all age groups has declined and the average number of births per women has fallen, shifting the age structure of the population profoundly (figure 2.4). These trends have resulted in an ‘ageing of the population’ where the ratio of older Australians to younger Australians has been increasing. Population ageing is expected to accelerate over the next few decades in Australia, with far-reaching economic implications including reducing the proportion of Australians in the workforce and dampening per capita economic growth.

The main issue with population ageing comes from the changing age structure of the population — namely the ratio of the older Australians to the working age population. In 1970, there were 7.5 people of working age to support every person aged 65 and over. By 2010, this had fallen to an estimated 5 people of working age for every person aged 65 and over. The Treasury projects this ratio to decline to 2.7 people of working age to support every person aged 65 and over by 2050 (Australian Government 2010b). The proportion of the population aged 85 and over is projected to increase even more rapidly, rising from 1.8 per cent in 2010 to 5.1 per cent in 2050.

Figure 2.
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The changing structure of the Australian population, 1925, 2010 and projection at 2050
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Data sources: Australian Demographic Bulletins 1921-1970; ABS (Population by Age and Sex, Australian States and Territories, Jun 2010, Table 9, Cat. no. 3201.0); Commission estimates.

The increase in the proportion of older Australians and continuation of current trends will cause labour force participation rates to fall. This is primarily a result of older Australians having significantly lower participation than those aged under 65. The Treasury projected the total labour force participation rate for people aged 15 and over to fall to less than 61 per cent by 2049‑50, compared with 65 per cent in 2010 (Australian Government 2010b).
The changes in participation rates, however, are not expected to be consistent between men and women and across age groups (figure 2.5). Overall, participation rates by men across most age groups are expected to fall from current levels, with the reverse expected for women. 
Reforms that improve the flexibility of the economy to promote productivity along with policies that foster participation will enable the economy to adjust to the changing age structure and afford benefits. As noted by the Commission in response to pressures identified in its ageing report, any future reform agenda to enhance Australia’s productivity performance needs to be wide-ranging, including economic and social infrastructure, labour markets, taxation, natural resource management, innovation policy and regulatory processes generally. The agenda encompasses all levels of government (PC 2009; PC 2010b). 

Figure 2.
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Participation in the Australian workforce, actual and projected
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Data sources: ABS (Labour Force, Australia, Cat. no. 6291.0.55.001, Data Cube LM8, 2011); PC (2005b).
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Potential gains from reform

Given the pressures discussed above, earlier work by the Commission (PC 2006) identified a number of areas where potential gains existed from further reform. Outer envelope estimates of the long-run potential gains from competition and regulation reforms and reforms targeted at human capital were estimated. 
In the competition and regulation reform stream, reforms pertaining to electricity, gas, road and rail, and ports and business regulation (‘red tape’) were assessed. Overall, the Commission estimated that the achievement of identified competition reforms and reductions in regulatory burdens could increase GDP by nearly 2 per cent (PC 2006). About three-quarters of this flowed from reductions in the cost of business regulation. 

On the human capital side, potential reforms in the area of preventative health, education and training and work incentives (concerning the influence of welfare payments on workforce participation decisions) were assessed. These reforms were found to potentially enhance workforce participation and increase productivity (through health, education and workforce participation reforms) and were projected to deliver even larger gains than in the competition and regulatory area. However, such impacts would materialise over a lengthy period and could be expected to require significant public investment.

The new reform agenda developed by COAG aims to boost productivity, increase workforce participation and mobility and improve the quality of public services (COAG 2008b). The agenda also seeks to address a number of other important social objectives, including affordable housing, Indigenous disadvantage and environmental sustainability. 
The impacts of reform, including those examined in this study, with be occurring at a time where Australia needs to improve its productivity performance, adapt to changes in international conditions (such as changes in Australia’s terms of trade and the after mouth of the global financial crisis), and ageing population and lower (relative) labour force participation. 
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