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The 1990s saw the return of strong economic growth in the Australian economy. Annual growth averaged over 4 per cent for the nine years since 1990-91. This is the longest period of expansion since the early 1970s.
Improved productivity growth has been a major contributor to Australia’s stronger economic growth (PC 1999b). In fact, the Australian economy now relies more heavily on productivity growth as a source of growth than in the past (table 
1.1).

Stronger economic growth means more income for Australians, thus laying the foundation for improvements in living standards. As good economic results continue to be posted, there seems to be growing realisation in the community that improvements in economic prosperity are being sustained. Yet, some apprehension remains.

· The economy may be performing better, but am I better off?

· Do lifestyle and other sacrifices outweigh the economic gains?

· Is the quality of life improving?

· How evenly are the gains being distributed in the community?

· Is the community becoming more starkly divided between those who are able to benefit from today’s opportunities and those who are not?

· Is rural and regional Australia missing out?

Table 1
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Annual rates of growth in output, inputs and multifactor productivity, market sector, 1964-65 to 1998-99

	
	Inputs
	
	      Productivity
	
	Output

	
	%pa
	%
	
	%pa
	%
	
	%pa
	%

	1964-65 to 1973-74
	3.4
	(71)
	
	1.4
	(29)
	
	4.8
	(100)

	1973-74 to 1990-91
	1.9
	(76)
	
	0.6
	(23)
	
	2.4
	(100)

	1990-91 to 1998-99
	2.0
	(57)
	
	1.5
	(43)
	
	3.6
	(100)


Source: PC estimates based on ABS data.
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Objectives and scope of the paper

This paper aims to shed some light on the relationships between productivity growth, income growth and its distribution and improvements in living standards. The specific objectives are to examine trends, particularly over the 1990s, in:

· a range of indicators of Australian living standards (chapter 2);

· factors accounting for growth in average incomes (chapter 3); 

· the distribution of productivity and income gains between labour and capital (chapter 4); and

· other dimensions of the distribution of economic gains such as the distribution of earnings from work, payments to foreigners and the distribution of gains across people in rural and urban regions (chapter 5).

The main analytical task of the paper is to examine the links between productivity growth, income growth and the distribution of income between labour and capital — the ‘functional distribution of income’ (see figure 5.1 in chapter 5). Other dimensions of income and living standards are examined (for example, trends in the distribution of personal income), but in brief and with reliance on material assembled from other sources. 

The paper does not attempt to provide complete and definitive answers to distributional questions. Its scope and limitations can be summarised with the aid of figure 
1.1. The figure outlines influences on a range of distributional dimensions.

· The figure lists a number of distributional outcomes — some, but not all, of which are examined in this paper. 

· The figure also shows several basic endowments of resources, skills, talents and opportunities. These are the factors that fundamentally determine distributional outcomes. Many studies have pointed to the ultimate importance of social factors in determining distributional outcomes. 

· A range of mechanisms, including those listed in the figure, link the endowments to the distributional outcomes. 

· Finally, there are drivers of change, which can influence distributional outcomes by affecting endowments or mechanisms.

The figure is intended to convey the notion that productivity growth is only one of many factors that can influence distributional outcomes. As will be shown in this paper, productivity growth can have an important influence on the growth and distribution of factor incomes. But, at the level of personal and household income, other social factors and policy levers have more immediate and powerful influence. For example, Atkinson (1999) concluded that differences in government policies and social norms explain a large part of the different trends in income distribution across the major high-income countries since the 1970s.

The paper looks at the influence of productivity growth, as a driver of change, on some of the mechanisms listed in figure 
1.1 — wages, employment and profits — and how these affect the functional distribution of income (chapter 4).

Figure 1


 REF _Separator . autotext ChapterNumber. 

 IF _HasChapterNumber = "0" "" "" \* MERGEFORMAT 
1


 REF _Separator .


 SEQ Figure \* ARABIC 
1

Framework for analysis of the distribution of gains 
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But the paper does not attempt to extend the analysis of the influence of productivity growth beyond the functional distribution of income. Thus, while it links productivity growth to the distribution of income between labour and capital, it does not link productivity growth to the distribution of income across labour groups — for example, to changes in the dispersion of earnings between different skill or managerial/non-managerial groups. This is a major gap in the analysis and remains as an area for further work.

The paper does examine some of the other distributional outcomes witnessed in recent years (chapter 5). But it is beyond the scope of this paper to link any changes in the distributional outcomes noted in chapter 5 to the range of possible determining factors — productivity included — in anything more than a cursory way. For example, some of the distributional changes presented in chapter 5 could, in principle, be due as much to changes in social policy as they could be to changes in productivity performance. 
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A brief review of the nature of other studies

Before moving on to the examination of trends in living standards, it may be helpful to place this study in the context of other studies. The following is not intended as a comprehensive review, but rather to highlight the distinguishing characteristics of a range of approaches. 

Selected examples of studies conducted by the Productivity Commission and its predecessors, as well as others published in the economics literature, are briefly described in box 
1.1. The examples are drawn from the empirical literature and do not include the multitude of studies that focus solely on distributional outcomes, without links to endowments, mechanisms or drivers of change.

A number of studies have concentrated on the distribution of productivity gains between higher wages, higher profits and lower prices for purchasers — BIE (1986, 1990, 1996), Fluet and Lefebvre (1987), IC (1997a), Waters and Tretheway (1998).

Other studies have examined the impacts of economic reforms on costs and prices (Winston 1998), factor income distribution (Easton 1996) or personal/household distribution of income (Easton 1996, IC 1996a, IC 1996b, Harding et al. 2000).

Trade liberalisation has also been a focus of empirical research, particularly on its links to growth. The distributional effects of trade liberalisation have tended to focus on the distribution of earnings — Burtless (1995), Murtough, Pearson and Wreford (1998), de Laine, Laplagne and Stone (2000).

Do not delete this return as it gives space between the box and what precedes it.
	Box 1
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Selected studies on the distribution of gains

	‘Micro’ studies of the distribution of productivity gains to prices, profits and wages
· The Bureau of Industry Economics (BIE) produced a stream of case studies examining the impact of microeconomic reform on individual industries, including agri-food, automotive, manufacturing and aluminium. The case studies examined aspects of distribution to various extents. 

· BIE (1986) reported that, over the period 1954-55 to 1981-82, more than half of the gains from manufacturing productivity growth were passed on as cost and ultimately price decreases. However, the BIE (1990) found that, for the period 1969‑70 to 1987-88, only 30 per cent of productivity gains were distributed as price reductions, with over 60 per cent distributed to labour and 8 per cent to capital. The distribution of gains varied during this period and between manufacturing industries. For example, over the period 1984-85 to 1987-88, there was much wage restraint — largely as a result of the wages Accord — and the real return to labour fell by 0.3 per cent a year. 

· The BIE automotive case study (BIE 1996) reported responses from a survey of manufacturers about the perceptions of the distribution of productivity gains, together with more objective measures. Manufacturers perceived that most gains flowed to customers as price decreases and quality increases. BIE analysis supported the view that productivity increases flowed through to customers. Most manufacturers also contended that gains flowed through to some wage and profit increases. The more objective data supported this to some extent. 

· Fluet and Lefebvre (1987) used a price accounting framework to describe how productivity improvements in Canadian manufacturing were apportioned among labour, capital, materials and government through an increase in the price of these factors or through an increase in taxes levied on factor inputs, and consumers through a decrease in industry selling prices. He found that over the period 1965 to 1980 roughly half of the increase in real income generated by productivity advances within manufacturing was redistributed to the rest of the economy through changes in relative prices.
· The Industry Commission (IC 1997a) focused on the distribution of gains from productivity growth between firms (wages and profits) and purchasers (prices). The paper examined distribution at the sectoral level in some detail, together with a brief examination of the aggregate and case study perspectives. Although not conclusive, it suggested that from these three perspectives there was some shift in the pattern of distribution of productivity gains away from wage increases towards lower prices. This coincided with government reforms that led to greater competitive pressures in the economy. The distribution of gains through lower prices magnified the flow-on effects to the rest of the economy.

	 (Continued on next page)
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(continued)

	· Waters and Tretheway (1998) examined the links between productivity and price performance for Canadian railways between 1956 and 1995. Under perfect competition, total price performance — the growth of input prices compared with the growth of output prices — is equal to total factor productivity and all productivity gains are passed on to consumers. In non-competitive industries, comparisons of total factor productivity and total price performance trends might serve as an indicator of whether such firms/industries are becoming more or less competitive. It was found that competitive forces had constrained the railways from raising prices in most of their markets and the productivity gains had not been sufficient to offset the rising prices of major inputs. 

Impacts of policy reforms on distribution

· Easton (1996) looked at trends in factor and personal income distribution in New Zealand in pre- and post-reform periods. He examined factor distribution from the late 1970s to the mid-1990s, including real wages, factor shares between capital and labour, and return on capital. He found that it was not possible to attribute significant changes in factor distribution to the reforms. He also stated that it is difficult to argue that there was a major change in personal (market) income distribution in the period from the reforms, but there was probably a shift towards greater inequality after adjusting for tax paid and benefits received. However, he could not directly attribute this to market reforms. 

· IC (1996a) examined the direct and indirect effects of price reforms for electricity, water, sewerage and drainage on income distribution. It concentrated solely on price effects and assumed that households did not adjust their consumption of goods and services in response to changing prices. It included effects on household expenditure, not only through direct effects on the price of goods subject to reform, but through indirect effects of the reforms on the cost of other goods and services consumed by households. This paper suggests that considering only direct effects of GBE price reform is likely to overstate the negative impact on household expenditure.

· IC (1996b) used an economywide framework to model the effect of a group of four reforms — tariff changes, reforms in electricity and telecommunications, and increasing competitive tendering and contracting of government services — on household incomes. Changes in income through changes in the distribution of employment between industries and occupations and changes in wage and profit levels were examined. Results showed these reforms increased income, on average, for households in all income groups. These income gains were fairly evenly distributed, although households in the middle and higher end of the income distribution gained relatively more than households in the two lowest income groups.

	(Continued on next page)
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	· Winston (1998) evaluated changes in real costs and prices over time, comparing pre- and post-reform periods, for a number of industries deregulated in the US (airlines, trucking, railroad, banking and natural gas). While acknowledging that the entire change could not be attributed to deregulation, he found that the evidence to date suggested that since deregulation each of the industries examined had substantially improved its productivity, reduced its real operating costs (by between 25 and 35 per cent) and not significantly increased its profitability, but instead had passed on gains to consumers as lower real average prices (by between 30 and 75 per cent). He noted that consumers had not shared equally in the gains from deregulation since regulation had often been aimed at equalising prices across consumer groups and geographical areas where market forces would not produce this outcome.

· Harding et al. (2000) examined the distributional impact of year 2000 tax reforms in Australia. Their analysis suggested that particular groups, for example families with children and those in particular income brackets, for example between $38 000 and $50 000, would receive larger gains than other groups in the community. 

Effects of trade liberalisation and technological change on the distribution of earnings

· Burtless (1995) surveyed the literature examining the impact of trade liberalisation on earnings inequality, mainly for the US. He noted the lack of consensus on whether lower trade barriers can explain the decline in the relative wages earned by less-skilled workers in the US and other industrialised countries. He suggested that most authors argue that rising earnings inequality is mainly the result of technological change rather than pressure on unskilled workers’ wages from foreign competition, although some of the more recent literature had suggested that trade played a leading role in rising inequality. 
· Murtough, Pearson and Wreford (1998) investigated whether trade liberalisation by Australia had reduced the wages and/or employment of low-skill workers relative to other employees. It was found that there was no strong support for the claim that trade liberalisation has increased earnings inequality or unemployment in Australia. Other factors appeared to be more significant.

· de Laine, Laplagne and Stone (2000) found that technological change has increased the demand for skilled workers in Australia. The relationship appears to have strengthened in the 1990s. Any trade influences on the demand for skill are weak.
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