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CHAPTER ONE

INCREASING
AUSTRALIA’S
ECONOMIC
GROWTH

Australia has the knowledge
and the resources to achieve

the rapid and sustained growth

needed to improve living
Standards and to make real
inroads into unacceptably high
levels of unemployment. But
we need to improve the
operation of the Australian
economy quickly if we are to
make the most of the
opportunities that are
available to us. This means
both stepping up the progress
on existing reform and
extending reforms {to new
areas. A key issue is to
remove  the  institutional
blockages to reform that are
preventing a better functioning
of Australia’s federal system of
government. More than ever,
Australia needs to establish a
national approach to resolving
truly national problems.

Sustained rapid growth in the
Australian economy is essential if
we are to improve our standard of
living and tackle urgent problems,
especially  high levels of
unemployment.

Sources of growth

Growth overseas — will it
help?

More than a decade ago, the
Commonwealth Government
recognised that Australians could
only secure a better long-term
future by opening the economy to
the rest of the world and
confronting the challenges and
opportunities in global markets.

With a more open economy,
world economic conditions and
Australia’s ability to improve its
productivity performance are of
critical importance for our

prosperity.



Recovery in the major developed
economies  should revitalise
traditional markets for some
Australian exports.  Sustained
strong growth in East Asian
economies  presents  further
opportunities both now and in the
future.  Much of East Asian
growth involves massive spending
on infrastructure development and

increased demand for services
such as finance and tourism which
Australia is well placed to supply.

However, many countries,
especially in East Asia, have
demonstrated an ability to
generate impressive productivity
improvements, making their

growth a two-edged sword for
Australia.




On the one hand, other countries’
growth could be expected to fuel
their demand for imported inputs,
consumer items and services.
This should benefit Australian
exporters. Australian consumers
could also benefit as productivity
improvements overseas reduce the
prices of goods imported into
Australia.

On the other hand, strong

productivity growth by other
countries reduces Australia’s
competitiveness in some markets,
especially in manufactures. That
at least takes the edge off our
export growth potential although
to some extent this could be offset
by real exchange rate movements.

Australia’s export orientation has
increased markedly since the mid-
1980s and our importance in




world trade as an exporter of
services has also increased.
However, we have been
overtaken in importance (by some
East Asian countries) as
merchandise exporters .

Although East Asian growth has
been very good for Australia, it
could be even better. While two-
thirds of the increase in
Australia’s exports has gone to
East Asia, our overall market
share in those economies has
declined (Box 1.1). Improved
productivity is  essential  if

Australia is to lock into the

potential that Asian and other
world markets provide.

The competitive challenge for
Australia is being accentuated by
the  increasing  international
mobility of financial capital. Not
only are Australian firms
competing to match price and
quality on world product markets,
they must also compete to attract
capital to finance investment. For
firms, investment in Australia
becomes more attractive as
productivity increases and unit
costs of production are lowered.
Unless Australia continues to be




attractive to foreign and domestic
investment by continuing to
improve our productive capability,
the movement of capital to other
countries will eventually erode the
productive base of the economy.

An improvement in Australia’s
productivity performance and
investment climate will therefore
promote growth and employment
not only through capturing an
increased share of domestic and
world markets, but also through
securing more investment capital.
This would create the possibility
of a virtuous cycle of growth as
new investment itself potentially
stimulates further productivity
improvements (Box 1.2).

While Australia will undoubtedly
benefit from any pick-up in world
growth, there is also a challenge
to improve productivity at home
so that Australian firms can take
full advantage of the opportunities
as they arise. The lessons from
‘new’ growth theories can help
our understanding of the
processes most likely to
encourage economic growth in the
medium to longer term.

Lessons from ‘new’ growth
theories

In response to the slowdown in
growth in developed economies
there has been renewed interest in
the determinants of long-term
growth. The quantity and quality

of resources devoted to education
and training, research and
development (R&D), and
investment (including in
infrastructure) have long been
seen  as fundamental  to
technological progress and hence
productivity  and  long-term
growth. These activities stimulate
new knowledge and information
that can speed up the rate at
which new technologies and
processes are spread, thereby
raising productivity and growth.
The link between these factors
and growth has been formalised in
the so-called ‘new  growth
theories’.

These theories, which have in fact
been evolving over the past 40
years, focus on explaining the
dynamic processes operating in an
economy. In particular they focus
on the medium-term linkages
between  investment, R&D,
education and training and the
productivity and competitiveness
of the economy. They do not
offer solutions to short-term
fluctuations in economic activity.

The theories have helped to
galvanise agreement about the
preconditions  for  sustained
growth. They raise many issues
which must be tackled to ensure
that Australia is doing all it can to
achieve the sustained lift in
productivity and growth that is
necessary.  Efficiency in the
provision of education and



: c1ent1y flexible to allow peopie to move‘ between _]obs and locatxons émd to

e employees the necessary skills to operate in higher productmty work places
e solunon is to ensure that unpedlments to the efﬁcxent operatlon of labour
‘markets are addressed dzrectly If the search for higher productivity is held back ,
y concerns about job losses in certain sectors of the economy, this wzll
timately be self defeating as productivity across the economy is retarded. ‘
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training, R&D and capital
investment is vital to growth.
These issues are taken up below.

However, the theories are not yet
sufficiently refined and
empirically supported to offer a
consensus  on specific priorities
for government action. In that
practical sense, as yet they offer
little that is new. Nor do they
offer easy or immediate options to
stimulate growth domestically
(Appendix B).

If Australia is to make the best
use of investments in R&D,
education and training, plant and
equipment and infrastructure, the
economy must be flexible enough
to take advantage of the growth
opportunities that those
investments will generate. New
growth theories do not point to
substitutes for ongoing structural
reform of the economy. But they
do give new emphasis to areas
that are part of it.

Structural reform — an
ongoing process

The Commission’s investigation
of overseas prospects and new
growth theories indicates that
there are no quick fixes to
Australia’s  pressing economic
problems — now or in the future.

The policies needed to step up the
attack on Australia’s economic
problems involve a mix of both

macroeconomic  and  micro-
economic initiatives. = But the
effectiveness of macroeconomic
policies relies on a foundation of a
more flexible and productive
economy created through on-
going structural reform.  For
example, structural reform —
especially reform of labour
markets — is essential to tackling
unemployment (Box 1.3).

Because the world keeps
changing, the need for structural
flexibility and adjustment is ever-
present. The opening up of
Eastern Europe, rapid growth in
East Asia and formation of
economic and trading alliances
are presenting threats and
opportunities to the Australian
economy. Even when -current
challenges are resolved, others are
certain to emerge.

The imperative for Australia is to
press ahead with structural
reforms that can raise national
productivity, while ensuring that
the burden of adjustment does not
fall unduly on the few. The
community has a responsibility to
ease the burden of hardship which
some individuals — particularly
the unemployed — face because
of changes that have the potential
to benefit all Australians in the
longer term. This is reflected in
increased expenditure on
retraining and welfare programs.
As the Commission pointed out in
its last Annual Report, the social



problems and economic waste of
high unemployment must be
tackled as a priority, but in a way
that does not bring new problems
in the future.

There have been important
reforms

Fundamental reforms have been
made over the past decade by all
tiers of government. They have
helped to guide Australia towards
a more flexible, outward-looking
economy. Floating the currency,
financial deregulation and
substantial trade liberalisation
were threshold reforms in this
regard. Company taxation has
been  substantially reformed.
Efforts have been made to
introduce mutual recognition of
regulation between Common-
wealth, State and Territory
jurisdictions.  Significant  first
steps have been taken by the
Commonwealth,  States  and
Territories to improve
telecommunications, transport and
energy infrastructure, the
flexibility of labour markets and
aspects of environmental
management and regulation. (For
details on recent reform efforts
see Appendixes L, M and N).

Many of these reforms have been
held in place in difficult
circumstances. For example, the
Commonwealth Government has
resisted strong pressures to retreat
from its program of gradual tariff

reductions, despite the recession
and a widespread but mistaken
belief in the community that tariff
reform has been a major
contributor to  unemployment
(IC 1992d, Chapter 1).

The reforms are producing
benefits

Reforms are producing discernible
gains. They have reduced prices
and costs to many industries and
consumers (Box 1.4). However,
the gains are not always in the
form of lower prices. For
example, putting government
business enterprises on a more
commercial footing has meant
some price increases, but it has
also lifted returns to taxpayers
(admittedly from a low base) and
led to a more efficient use of the
community’s scarce resources
(Appendix K).

Structural reform is one factor that
is contributing to the broad
restructuring which is underway in
the Australian economy (Box 1.5).

There have been some
setbacks and frustrations

Considerable though the reform
achievements have been, much
more remains to be done. The
task of substantially increasing
Australia’s productivity growth is
too important to allow
opportunities for significant gains
to pass.



The pace of reform in some key
areas has been frustratingly slow.
For example, implementation of

systems has been slower and more
troublesome than hoped. Some
States have been slow to enact
mutual recognition of regulation



legislation, denying their
populations considerable benefits

(Box 1.6).

The setbacks are not just in high-
profile areas. While the last
decade has been a period of
substantial reform in many key
areas, they have not been
successfully extended to some
other areas. A web of regulation

continues to retard growth and job
prospects and imposes
unnecessarily high administrative
and compliance costs on industry.

- tha
For ecxample, the development of

important markets to serve
consumer demand for vitamin and
mineral-enriched foods is being
stifled by regulation, any benefits
of which are uncertain. The
National

Food Authority has

i ; ‘mest 1mportant source of growth The challenge for:‘“
trahan ﬁrms 1s to hold on to newly acqmred export markets and at the same
> meet increasin domestic demand.
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Box 1.6

Examples of setbacks and frustratlons in reform
o The delay (until July 1995) in the estabhshment of the national electricity grid

will be of significant cost to the commumty, even though the benefits of other
reforms in the sector are coming through. ,

The opportunity to introduce ffurﬁlerrefprm of the Australian sugar industry
has been missed. Retention of compulsory acquisition and price pooling will
be a brake on further expansion of the sugar industry and thus prevent further
job growth and limit Australia’s export revenue.

A worrying development in the reform process itself is the Government’s use
of industry-based task forces as the last input into the decision-making
process. The task force report on assistance to the sugar mdustry was not

new development allowance to

the highly-assisted MOtor \ cle
$28 million over the penod un

o There have been delays in enactin;
in South Australia and Weste 1
and others. ‘

o The lag in reaching an én
~ unions meant expendi
~ statement) has been

that it was not prepa

proposed new standards to limit
vitamin and mineral fortification of
products which will see the need
for manufacturers to reformulate

well-known brands such as
Nutri Grain and Special K
(Appendix M).

Major new blockages
demand a better reform
process

A striking feature of the reform
process to date is that, as one
reform has been undertaken, it has

made public before a Govermn‘ent’ deci

~ « The Commonwealth Government

~ assistance or protection” by mtroduc‘

L Was taken

ed its earher pohcy to resmct the
with an “absence of any substantial
slation to extend the allowance to
The estimated budgetary cost is

cognition of regulation legislation
imposing a cost upon those States |

t between National Rail and rail
ture (spemﬁed in the One Nation
wealth rnment had stipulated
the rai industry had reformed.
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revealed further rigidities that,
when tackled, hold the prospect of
further productivity gains.

Opening up the Australian
economy has created pressures to
improve the rest of the economy
— including the efficiency of
services like transport and energy
— to remove any unnecessary
burden on the trade-exposed
sectors. The need to change
management and work practices
and wage-determination processes
that were a legacy of an inward-



looking culture is now seen as
critical to  the  successful
internationalisation of the
economy.

Another stumbling block has
become increasingly evident. The
implementational difficulties
discussed above and the
Commission’s recent  inquiry
experience point forcefully to the
difficulties that Australia’s federal
system of government brings in
promoting reforms that call for a
co-operative approach between
governments. Reforms that are in
the interest of Australians

generally are being confounded,
delayed or minimised by narrower
interests of the Commonwealth,
States and Territories.

There is currently a deal of
goodwill within all jurisdictions to

press on with reform. The
commitment extends beyond
tokenism. There are many

examples of beneficial reform
undertaken by all State, Territory
and Commonwealth governments
acting independently.

But the biggest sticking points
arise where implementation of
reform requires  co-operation
between  Australia's  various
governments. In such instances it
is understandable that individual
governments will look to their
own interests; individual States
can be made worse off at least in
the short-term by participating in
reforms that are in the clear




interests of Australians generally.
The problem is that without the
involvement of all, growth
prospects in Australia generally,
including in its constituent States
and Territories, are being held
back (Box 1.7).

While the source of many
benefits, our federal system of
government can in some areas
impose costs on the community.
This has been recognised by all
governments and  worthwhile
attempts have been made to foster
a greater degree of co-operation.
Establishment of the Council of
Australian Governments (COAGQG)
for example, provides a forum for
resolving  important  national
issues  between heads of
government.  Another positive
step was the commissioning of the
Hilmer review of National
Competition Policy, which has
considered a range of possibilities
for encouraging economic reform
across jurisdictions (Appendix
M).

But there is a demonstrable need
to produce better outcomes.
Australia must consider all
options to bring about more rapid
reform. The nation cannot afford
to consign substantial areas of
reform and productivity gain to
the ‘too-hard basket’.

One option is greater use of a
system of qualified majority
voting for some issues at COAG
meetings. This was done in the
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1991 Heads of Government
agreement to introduce nationally
consistent road regulations and
improved charging for heavy
vehicles. In relation to mutual
recognition of  regulations,
Ministerial Councils are to resolve
disputes over anomalies and
determine minimum standards on
the basis of a two-thirds majority
which is binding on all States,
Territories and their authorities.

Such an option would facilitate
solutions which trade off winners
and losers from different reforms.
For example, some States might
be willing to give ground in the
area of electricity reform if they
could see gains were achievable
for them in transport reform. At
the moment, the method of
resolving these issues discourages
such trade-offs across major
issues.

Unquestionably, there will be no
easy solutions. There are major

institutional ~ issues to  be
addressed.  Improving industry
competitiveness and  growth

prospects requires all tiers of
government pulling in the same
direction. The productivity
challenge facing Australia is too
great to allow it to be otherwise.

A broad agenda for reform
to accelerate growth

Many of the reforms in place, or
in the process of implementation,



were initiated some years ago and
efforts need to be reinvigorated to
meet the future productivity
challenges. There are new areas
to be tackled. Some of the key
areas are discussed below.

Labour markets

Further and faster labour market
reform is central not only to
industry  competitiveness and
accelerating economic growth but
also to reducing unemployment.
The Prime Minister has pointed to
the slow progress in implementing
genuine enterprise  bargaining
throughout the economy.

The Commission’s inquiry
experience has shown that
benefits  have  flowed to
companies and public authorities
that have been able to use the
flexibility now available in the
system. For example, its forest
products inquiry revealed that
Australian Paper Manufacturers

has instituted reforms that have

led to greater production
efficiencies flowing from better-
trained employees and more

tightly staffed shift operations.
The Federal Timber Industry
Award has provided a clear focus
for enterprise-based consultative
committees to vary existing award
conditions, on site, and subject to
certain conditions, without further
reference to the Industrial
Relations Commission.
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Flexibility in the current system
has, however, been unevenly
exploited. =~ As managers and
workers become more aware of
the flexibility within the system
and, with experience, more adept
at negotiation, there should be
additional productivity benefits.

Further benefits are to be gained
by increasing competition and
flexibility in the labour market.
There is evidence that
impediments to direct negotiation
of agreements between employers
and employees at the enterprise
level are holding back
productivity gains and
development. During its inquiry
into impediments to regional
industry adjustment, the
Commission has frequently heard
in country areas that the scope for
negotiations based on local
circumstances are heavily
constrained by  arrangements
struck at the national level. This
is retarding regional development.
Direct negotiation and agreement
between management and
employees as a group (with or
without unions) is essential to

achieve the flexibility and
responsiveness needed to cope
with rapidly changing local
requirements.

Provision of social services

Much is to be gained from
ensuring that all areas of social
services are delivered efficiently



as part of Australia’s drive to
accelerate economic growth.

Social infrastructure such as
schools, hospitals and public
housing are as much a part of the
productive economy as
manufacturing, mining or
agriculture. Apart from providing
valuable social and economic
inputs, a large part of the nation’s
resources are tied up in social
infrastructure. For example, the
Commission’s inquiry into public
housing has revealed that the
current value of Australia’s public
housing stocks is about $30
billion, and the Commonwealth
Government alone spends over $2
billion a year on rent assistance
and public housing. With so
much at stake, even modest
reforms can produce big gains to
the community in areas like this.

The Commission’s  inquiry
experience is pointing to ways in
which social equity objectives can
be met more efficiently and at
lower cost — which can mean that
valuable resources are freed up
for other priority uses. For
example, benefits could be had
from separating management of

the  public housing  stock
(construction, purchase, asset
management, repairs and

maintenance) from the provision
of welfare services. These are
issues that need to be tackled by
all tiers of government.
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Governments must continually
seek ways to ensure that other
welfare programs (such as income
support for the unemployed) are
well targeted, delivered in a cost-
effective and efficient manner and
are consistent with the underlying
goals of increased living standards
and employment. They need to
be effective in preserving
workers’ skills and getting people
back to work quickly. Any
unnecessary inefficiencies in
social service provision can place
a heavy burden on taxpayers,
misdirect payments from where
they are most needed and
diminish growth prospects in the
economy generally. These issues
will need to be addressed by the
Commonwealth ~ Government’s
Committee @ on  Employment
Opportunities.

The agreement reached at the
1993 Premiers’ Conference for a
review of Commonwealth and
State services provision is a
positive step toward more efficient
service delivery, It will allow
benchmarking comparisons of
performance and an assessment of
various methods of service
provision. Benchmarking is a
valuable tool. It is a first step that
can help to identify levels of
performance in one system — say
in management and work practices
— that if- adopted widely can
reduce costs. Governments need
to explore ways to provide
financial incentives to increase



efficiency of service provision. In
this way quality can be maintained
or improved with fewer calls on
limited funding and resources.

Economic growth through
investment in human and
physical capital

As discussed above, new growth
theories point to the importance
for economic growth of R&D,
education and training, investment
in production facilities and
infrastructure.

Research and development

Research and development is a
vital source of the knowledge
necessary for innovation and
technological progress.

The case for government
involvement in R&D is well
established where research effort
creates spillover benefits that
cannot be appropriated by those
undertaking research; that is,
where the initiator does not
receive sufficient of the rewards.
Indeed governments are now
active players in and supporters of
research activity. For example,
Commonwealth expenditure on
R&D is estimated to have been
around $3 billion in 1992-93.

However, the desirable nature and
scale of government involvement
is still unclear. For instance, it
remains contentious how far down
the chain to commercialisation of
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products  government  action
should reach, and how best to
strike a balance between industry-
specific assistance and that
available to industry generally.
The Commission will be
examining such issues in its
forthcoming major review of
R&D.

It is important to recognise that
market demand and competition
between firms for market share
provide a powerful stimulus to
innovation. This has been well
established for some time. For
example, as long ago as 1966,
Schmookler analysed almost
1 000 major inventions in four
industries around the world
between 1800 and 1957. His
findings showed that the stimulus
for invention in these firms was
largely in response to economic
pressure and the opportunity to
raise profitability (Schmookler
1966).

To be effective in raising growth,
government R&D policies must
be delivered in the most efficient
way possible. This is never easy.
Since 1990, CSIRO has been
using a promising method of
setting research priorities which
recognises that research proposals
have to compete for limited funds.
The method involves focusing on
the commercial attractiveness of
particular research to Australia
and the feasibility of achieving
research success (IC 1993e). On



the other hand, the Commission
found in its review of one element
of the government innovation
program the  National
Procurement Development
Program — that while it benefited
grant recipients, it did not in its
existing form seek out
community-wide benefits that
could justify public subsidies.

Education and training and
economic growth

It is increasingly recognised that
investment in the knowledge and
skills of the workforce (human
capital) is a crucial determinant of
the innovativeness and
competitiveness of firms and of
growth in the national economy
itself. There is clearly a role for
government in education and
training, regardless of the strength
of the links between education
and growth. Society as a whole
benefits from having a higher
standard of literacy and numeracy
than would result if education
were left entirely to individuals.

Major changes have been initiated
in education and training by all
tiers of government in Australia in
recent years. The level of
educational attainment, retention
rates in full-time education and
TAFE enrolments have all
increased. Apprenticeship
completions have increased over
the past five years, although
numbers in 1991-92 were below
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those in 1985-86. Total
expenditure on education in
Australia as a percentage of GDP
has risen significantly and is now
comparable to the OECD average.

It is by no means clear, however,
that government involvement in
these activities is at a level or

operates in a way which
maximises Australia’s  growth
potential. The performance of

Australia’s education and training
system at all levels, and the
appropriate mix between
secondary, tertiary, vocational and
technical training programs, need
to be regularly assessed from this
perspective.

The value of expenditure on the
various sectors of education and
training also needs closer scrutiny
by all levels of government.
Average costs of public education
differ significantly between the
States. However, whether and
how that translates to differences
in the quality of educational
outcomes is not  readily
discernible.

The Training Guarantee Levy is
one initiative of the
Commonwealth Government that
mandates minimum contributions
to training from medium and large
firms. It seeks to redress the
tendency for individual firms to
underinvest in generic training for
their employees when they cannot
get a sufficient return themselves.



Yet the efficacy and efficiency of
a compulsory levy can be
questioned. One recent study
concluded that the levy is a blunt
instrument for achieving its
objectives and has recommended
a move away from compulsion
and penalties to allowing industry
organisations to levy members
and provide generic training to all
member firms (Clare and Johnston

1993a). The cost of such
initiatives to firms and to
government demands ongoing

evaluation to ensure that they are
meeting their objectives and to
determine whether those
objectives could be Dbetter
achieved by other means.

New growth theories point to the
benefits of a highly skilled and
flexible workforce, particularly at
the level of the firm. Labour
market rigidities and regulations
can diminish the incentives that
firms have to provide appropriate
training to their employees. For
example, minimum wages can
prevent workers from accepting
low wages during a period of on-
the-job training and thus may be
denying workers training opport-
unities and higher wages in the
future. The incentive for firms to
provide training would be
increased if they had flexibility to
immediately use enhanced skills
to raise productivity, unencumb-
ered by inappropriate accredit-
ation procedures and outdated
demarcation lines.
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The role of plant and
equipment and infrastructure
investment in stimulating
economic growth

The slow growth in and increasing
age of the capital stock in
Australia does not lay a
foundation for sustained growth
(EPAC 1993, p. 65). However,
new investment must be soundly
based. The quality of that
investment counts as much as its
level.

Some of the empirical work on
growth theories supports a link
between investment in plant and
equipment or infrastructure and
faster national growth. The
argument put forward is that
investment by firms in some types
of plant and equipment may
generate benefits external to those
firms in terms of a more rapid
diffusion of new technology. But
it is as yet unclear whether, or the
extent to which, these effects
occur across all industries and
whether  government  support
might be required to encourage
optimal amounts of those
investments. At this stage,
understanding how the links
operate at the firm level remains
speculative. Neither theory nor
the Commission’s own experience
can pinpoint rules to help policy
makers to discriminate as to
whether, or where, assistance
should be provided to accelerate
economic growth.



What is clearer is that the overall
efficiency of the existing capital
stock can be raised. Any
regulatory or labour market
impediments which discourage or
limit the most efficient use of
existing capital stock must be
removed.

In addition, governments are
directly involved in the provision
of a substantial proportion of
Australia’s infrastructure.  The
Commission’s inquiry experience
has strongly indicated that
structural reforms in areas of
government provision of
infrastructure such as water, ports,
post and public housing can
significantly improve the use of
existing capital, reduce the need
to augment capital in the future
and thus free savings to be used in
other productive investments.

Conclusion

There is clearly a broad agenda of
reform still to be tackled by all
governments in Australia which
will increase Australia's
productivity and the potential for
increasing economic growth. As
these reforms are fully
implemented, others will emerge.
Achieving the productivity gains
required for Australia to grow and
prosper demands a shared effort,
shared rewards and a sharing of
the inevitable adjustment costs.
Governments at all levels need to
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work more closely to tackle these
issues.

What must be accepted at all
levels of government is that
economic reform is ongoing. It is
often tough to implement but it is
critical to the welfare of all
Australians.
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CHAPTER TWO

OPERATIONS OF
THE COMMISSION

This ych'apte'r detjcizi,lsf the
_ operations

 inquiry "
~ general reporting and
‘research, and

management of the

~ Commission.

of the
Commission over the
last year, including the

21

Role of the Commission

The Government established the
Industry Commission in 1990 as
its major review and advisory
body on industry matters. The
reform agenda at the time had
moved in large measure from
issues of border protection (tariffs
and quotas) to a much broader
range of issues that affect costs,
productivity and competitiveness
in the economy generally. The
Industry Commission was
established to be a catalyst for
broad-based reform.

Three key features characterise
the Commission’s operations.

o It is an independent advisory

body. The Commission
operates as a  statutory
authority through the
provisions of the Industry

Commission Act 1989 rather
than as part of direct
Ministerial and departmental
responsibilities.






o It is open and public. The
Commission conducts public
inquiries and provides
opportunities  for  public
participation in, and scrutiny
of, government policy.

« It has an economy-wide
approach to policy issues. The
Commission has a set of policy
guidelines (see below) that
direct it to  formulate
recommendations that serve
the broad community interest
and not just the interests of
particular groups.

The Commission fulfils its role in
a number of ways. Principally it
conducts inquiries into industries,
activities and issues referred to it
by the Government. Many of
these inquiries are broad-ranging
involving, for example,
substantial areas of transport,
energy, communications and other
aspects of economic
infrastructure. There is also a
general reporting function. The
Commission has a statutory
obligation to report annually on
the economic performance of
industry and the principal factors
affecting that performance, and on

the nature and impact of
assistance and regulations
affecting industry.

The Commission performs its

functions under a set of policy
guidelines (s.8 of the Act).
Specifically, the Commission is
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required to have regard to the
Government’s desire to:

o encourage the development
and growth of Australian
industries that are efficient in
their use of resources;

« facilitate adjustment to
structural changes in the
economy and to ease social
and economic  hardships
arising from those changes;

« reduce regulation of industry
where this is consistent with
the Commonwealth Govern-
ment’s economic and social
policies; and

o recognise the interests of
industry, consumers and the
community likely to be
affected by measures proposed
by the Commission.

The Commission’s inquiry reports
are presented to the responsible
Minister, who is then obliged to
table them in Parliament and
release them to the public.
Governments are not obliged to
adopt Commission recommend-
ations.

Through  the  Commission’s
inquiry program, governments are
able to:

o signal areas that are to be
considered for reform;

o ensure consistent and open
consideration of  industry
policy matters;



« obtain objective and impartial
policy advice that serves the
national interest;

o canvass a number of policy
options to assess their
feasibility;

o stimulate community debate in

advance of detailed consider-
ation of policy proposals;

o gather views from a wide
range of people and submit
information, analysis and
suggestions to public scrutiny;

o gauge reaction to policy
proposals and submit that
reaction to public scrutiny; and

e create an information,
analytical and policy base for
subsequent government action.

In May 1992, the Treasurer
sought to further enhance the role
of the Commission by introducing
category,

a new reference

Industry Development References
(IC 1992d, Chapter 3). These
references are designed to identify
strengths and weaknesses, as well
as impediments to growth, of
particular industries that are
thought to have reasonable
prospects in an environment of
lower tariff assistance.

Inquiry program

In 1992-93, the Commission
completed eight reports which
covered a broad range of
microeconomic  reform  and
industry policy issues (Figure
2.1). These issues included:

o decoupling the linkages

between the raising and
spending of levy funds in the

report on the Australian
Horticultural Corporation
(Box 2.1);




pricing of lumpy and long-

lived assets in the Water
resources and waste water
disposal report, and infra-
structure pricing generally in
the Urban settlement report
(Box 2.2);

the alleged subsidisation of
urban sprawl through infra-
structure pricing in the Urban
settlement report (Box 2.2);

the appropriate  corporate
environment within a govern-
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ment business enterprise to
promote maximum efficiency
and competition in the report
on Port authority services and
activities;

the effects of deregulation and
pricing of airport services in
the Intrastate aviation report;
objectives of efficiency and
sustainability in the Water

resources and waste water
disposal report (Box 2.3); and



o the scope for exposing
government business enter-
prises to greater competition in
the Water resources and waste
water disposal report (Box
2.3) and in the Mail, courier
and parcel services report
(Box 2.4).

The Commission seeks to
encourage participation by all
interested parties in its inquiries.
It gives wide publicity to an
inquiry, receives public

submissions and holds public
hearings in most capital cities and
country areas as required. A draft
report is released for public
comment before a final report is

submitted to the Government.
Public submissions allow
interested parties to place, on the
public record, their views on
issues being addressed by the
Commission, while public
hearings allow these issues to be
discussed in an open forum.

The Commission collects
information and draws on
expertise from a variety of
sources in addition to the public
submissions and hearings. These
include industry visits by
Commissioners and staff,
workshops  (generally of a
technical nature), secondments of
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Promoting competition within statutory monopolies —
- Mail, courier and parcel services (Report No. 28)

Australia Post has, with some exceptions, a statutory monopoly on the right to
~carry letters. This monopoly has been considered necessary to allow Australia
- Post to meet the Commonwealth Government’s social objective of providing
_everyone in Australia reasonable access to a letter service at a uniform postage
rate (presently 45 cents).

_ There is considerable private involvement in related postal services, in particular,
_courier and parcel services. But the efficiency of these services is affected by
\ustralia Post’s activities. The Commission therefore examined ways to improve
e efficiency and quality of services provided by both public and private sector
operators.

The Commission found that, to get the full benefits of a dynamic, flexible and
innovative industry, the legislative environment in which the services are provided
eeded to be changed so as to allow greater competition.

As its preferred approach, the Commission recommended that the Government
eplace the uniform postage rate with a ‘maximum affordable’ charge by
\ustralia Post for standard letters. Australia Post’s monopoly over the letter
ervice would then be abolished. No one would have to pay more than the
maximum charge (initially 45 cents). But many people would pay less, especially
the capital cities, as prices for lower-cost services fell in response to
ompetition.

f the idea of a maximum charge were not immediately acceptable to the
Government, the Commission recommended some other changes to increase the
ompetitive pressure on Australia Post; notably, reducing the minimum amount
which other providers must charge to carry a letter (presently $4.50).

The Commission also recommended ending Australia Post’s exclusive right to
_carry international letters.

staff with backgrounds in specific The evolution of the
subjects, and hiring consultants to Commission’s work program has
undertake detailed analysis of led to far greater involvement with
particular subjects within an the States and Territories in recent
inquiry. In  addition, the years. Much of the Commission’s
Government frequently appoints recent and  current  work
Associate Commissioners with concentrates on matters which
particular  expertise to  help have an impact at a State and
conduct the Commission’s regional level; for example, rail,
inquiries. intrastate aviation, energy and
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water, public housing, urban infrastructure, social infra-
public transport, workers structure, regulation, industry

compensation, and impediments
to regional industry adjustment.

The
program will continue to be
broad-ranging, as is reflected in
the forward work program (Box

adjustment and specific industry
development references (IDRs).
Commission’s inquiry The Government is due
forward work program through to
mid 1995 later in 1993.

2.5). It covers economic
Box 2.5
Inquiries on the forward work program from 30 June 1993
to 1994

Research and development

Defence procurement

Charitable orgénisations

New materials and alloys (Industry Development Reference — IDR)
Tourist accommodation and training (IDR)

Strategies for improving the efficiency of public sector agencies
Private sector infrastructure funding

Strategies for improving Australian business management
Sustainable land management including soil conservation
Review of progress on rail reform

Motor vehicle and marine insurance and repair industries

Impediments to local industry supplying goods and services to the resources
industry

Optical prescription, manufacturing and dispensing industries
Further processing of Australia’s metals (IDR)

Fibre processing (IDR)

Medical and scientific equipment (IDR)

Biological technology industry, including genetic patenting (IDR)
Telecommunications systems and equipment (IDR)

Uniquely Australian products (IDR)

- The Government announced (30 June 1993) that it will be sending the
Commission a reference on the Tobacco industry.
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announce the Commission’s




Government decisions

Final responsibility for deter-
mining industry arrangements,

based on Commission
recommendations, rests  with
Commonwealth, State and

Territory governments. In May
1992, the Treasurer announced
that the Government would seek
to explore new ways to achieve
greater involvement by the States
and Territories (IC 1992d). These
would include establishing agreed
processes for consideration and,
where appropriate, joint
consideration of Commission
reports by the Commonwealth and
the State and  Territory
Governments and seeking an
undertaking from them to
announce responses within a
reasonable timeframe.

The Government has

reviewing the procedures
releasing and  acting

Commission reports.

been
for
upon

General reporting and
research

The Commission has a general
reporting function, which requires
it to report on investigations into
assistance, regulation and other
industry matters. Other functions
include a general research
program to underpin  both
inquiries and general reporting.

The
working

Commission published a
paper on the
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measurement of effective rates of
assistance in Australia (Plunkett e?
al 1992), and a discussion paper
on pro-competitive regulation (IC
1992f) during the year. Papers
and speeches are prepared for
conferences, = workshops and
seminars. The Commission also
prepared a submission to the
Hilmer review into National
Competition Policy.

Annual Report

The Annual Report is the major
vehicle by which the Commission
comments generally on industry
policy matters and publishes the
results of much of its research. It

is the centrepiece for the
Commission to meet its general
reporting obligations and
objectives.

The obligations (under s. 45 of the
Act) cover reporting on the

performance of industry
(Appendixes C to I of this report),
and reviewing regulation

(Appendix M) and assistance
(Appendixes N to S).

Office of Regulation Review

During 1992-93, the Office of
Regulation Review (ORR)
advised the Structural Adjustment
Committee of Cabinet on all

important new regulatory
proposals on its agenda. These
included the prudential

supervision of non-bank financial



institutions, the regulation of
broadcasting and telecomm-
unications, and environmental
matters.

The ORR also administered the
Regulation Impact Statement

process for submissions going
before Cabinet with a significant
regulatory impact on business.

The ORR prepared submissions to
the Senate Standing Committee on
Legal and Constitutional Affairs’
inquiry into Product Liability
reform, and the National Food
Authority Review. It also
provided advice and feedback to
regulatory agencies on various
matters, including ozone
protection regulation, bus safety
standards, and product labelling
(Appendix M).

Assistance evaluation

The Commission continued to
monitor and measure assistance
provided to the manufacturing and
agricultural sectors. Updated
estimates of assistance provided
to these sectors are shown in
Appendix S.

The assistance estimates are
supported by a more detailed
analysis of assistance provided to
exports (Appendix O), document-
ation of budgetary outlays to
industry (Appendix P), State
government budgetary outlays to
the agricultural sector (Appendix
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Q), and an analysis of anti-
dumping action (Appendix R).

The Commission also assisted the
secretariat of the Development
Allowance Authority to develop a
methodology for the calculation of
nominal and effective rates of

assistance. From time to time
assistance was also provided to
the Authority on assistance
measurements  for  individual
cases.

Modelling

The ORANI model of the
Australian economy is an
important  element of the

Commission’s analytical capacity.
This model is used to illustrate the
effects of proposed changes to
government assistance or other
policy initiatives; for example,
removing impediments to the
growth prospects of the forest
products  industry. The
Commission also used ORANI to
provide analysis to Treasury as a
follow-up to its raw materials
pricing report. The Commission
undertook its own enhancements
of the ORANI framework by
further developing a version that
recognises adjustment costs in
investment.

The Commonwealth Government

(through the Commission)
continues to  support the
development of  computable

general equilibrium frameworks



by the IMPACT Project Research
Centre and the Centre of Policy
Studies at Monash University.
The Monash model will be a
significant further development of
the ORANI framework. It is
designed to improve the capacity
to analyse the evolution of the
economy over time and the effects
of economic decisions on the
environment.

The Commission continued the
development and documentation
of Salter, a multi-country model of
world trade sponsored by the
Department of Foreign Affairs
and Trade. The model is designed
to take account of production,
consumption and trade patterns
around the world and to analyse
the economic effects of alternative
trade liberalisation scenarios.

The Commission wused the
Horridge model (developed by the
Centre of Policy Studies at
Monash University) of transport
and locational choice within
Melbourne in the course of its
inquiry into Urban settlement. It
also developed the model further
by allowing for choice between
transport modes and for the time
cost of wurban travel. The
enhanced version of the Horridge
model is being used in the
Commission’s inquiry into Urban
transport.

The Commission was represented

on an interdepartmental working
party which undertook an
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assessment of the impacts of the
greenhouse  response  actions
outlined in the draft National
Greenhouse Response Strategy
(1992). ‘The Commission
prepared an assessment of the
draft  National = Greenhouse
Response  Strategy’s  energy
supply measures, drawing on
relevant  knowledge  gained
through its inquiries into Energy
generation and distribution and
the Costs and benefits of reducing
greenhouse gas emissions. The
working party’s final report was
presented to the National
Greenhouse Steering Committee.

National Performance
Monitoring

Heads of Australian Governments
agreed to the continuation of the
Steering Committee on National
Performance =~ Monitoring  of
Government Trading Enterprises
(SCNPMGTE). Each State and
Territory and the Commonwealth
is represented on the Committee,

which is chaired by the
Chairperson of the Industry
Commission. The Commission

also provides the secretariat and a
research  capability for the
Steering Committee.

During 1992-93, the Committee
focussed on preparing a report on
GTE performance indicators,
which was released on 12 August
1993 (SCNPMGTE 1993). The
suitability of the current indicators



and the widening of the study to
cover more GTEs will be
reviewed by expert groups before
the next study is undertaken. It is
intended that data on the
performance of GTEs will be
collected and published each year.

The Steering Committee has also
initiated work on the treatment of
community service obligations,
the estimation of total factor
productivity (TFP), the calculation
of economic rates of return
(ERR), and the valuation of
assets. This work is intended to
improve existing performance
indicators and develop more
useful measures. It should be
completed and publicly released
over the next few months.

The Industry Commission is also
continuing its own research and
inquiry work on calculating
economic performance indicators
for GTEs, and updating earlier
estimates of TFP and ERRs.

Relations with other
agencies

The Commission maintained its
contact with Commonwealth
government departments and
other economic research agencies
during 1992-93. In particular, this
involved the Australian Bureau of
Agricultural and Resource
Economics, the Bureau of
Industry Economics, the Bureau
of Transport and Communication

32

Economics, the Economic
Planning Advisory Council, and
the Trade Practices Commission.
Furthermore, numerous depart-
ments and agencies at both the
Commonwealth and State levels
made submissions and provided
data and research support for
inquiries.

Consultation with the States

With the increasing focus on State
issues, the Industry Commission
and individual State and Territory
Governments have moved to
improve their communications.
During 1991-92, the Chairperson
of the Commission met with
Premiers and Chief Ministers.
Those meetings were repeated
this year, along with a more
extensive  consultative  forum
involving State and Territory
government departments.

The objective of these meetings
was to exchange information of
mutual interest. They presented an
opportunity for the Commission to
provide information on its inquiry
program, and to gain a better
understanding of reform and
implementation  issues facing
different jurisdictions. Further-
more, the consultations with the
State and Territory governments
provided opportunities to discuss
priorities for the Commission’s
forward work program.



Management of the
Commission

Move to Melbourne

Following the announcement in
May 1992 of the Commission’s
relocation to Melbourne, the
Treasurer announced in April
1993 that the Commission will
also retain a presence in
Canberra, involving about a third
of the Commission’s staff.

The Melbourne office is being
progressively built up. It opened
in November 1992 at temporary
accommodation in the Rialto
North Tower. By June 1993,
staffing totalled 44, comprising
four inquiry teams and associated
support staff.

Melbourne office staff will double
to around 90 by early 1994,
following the opening of the
Commission’s permanent
accommodation in Collins Tower
in December 1993. The office
should be fully established by
June 1995 when staff numbers
reach 155. The bulk of the
corporate support staff will be
located in Melbourne.

Growth in the Melbourne office
will be offset by a reduction in
Canberra staff to around 70 by
June 1995. The Canberra office
will have the capacity to conduct
four inquiries and associated
research, and will include the
Office of Regulation Review. As
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part of the contraction of the
Canberra office, the Commission
will examine options regarding its
longer term  accommodation
requirements in Canberra.

Performance-based pay

Senior Officer Grades A, B and C
first became  eligible for
performance-based pay during
1992-93. The scheme calls for
senior officers to enter into a
performance agreement with their
supervisor and to undergo
performance appraisals at six
monthly intervals. The appraisals
provide a performance rating
which determines the level of
performance pay. Officers
receive the same payment for the
same rating, but there are varying
amounts for different ratings.

Administrative matters

Appendix T contains further
information on the administration
of the Commission, including:

» summary financial
information;

o structure;
« staffing; and

o Commission appointments.

Evaluation of performance

The Commission has highlighted
in previous Annual Reports its



commitment to evaluating its
performance in reporting to
government and in managing its
resources. That commitment
continued in 1992-93.

Evaluation of the
Commission’s reports

The Commission continuously
monitors views about its reports
in a number of ways. There are
consultations as part of the inquiry
process with government,
industry, union and consumer
groups. In addition, staff monitor
public and media reaction to
issues papers, workshop and
conference papers, and inquiry
draft reports. In 1992-93, there
was a specific assessment of the
Annual Report.

Annual
review

Report  readership

The Commission conducted a
review among readers of the
1991-92 Annual Report
(Appendix V). The review
attempted to gauge the impact of
the report and obtain views on
how to enhance its quality and
make it more useful to readers.
Responses were sought from a
range of government, industry,
academic and consumer groups.

The responses indicate that
readers found the Annual Report
made an important contribution to
the policy debate and was a useful
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source of statistical and reference
material. Some specific
suggestions from respondents
have been followed up.

Evaluation of management
performance

The Commission seeks to provide
an environment which enables
staff to optimise productivity
within an  overall  budget
allocation. To assess its
effectiveness, the Commission
reviews the performance of
different areas  within its
operations on a rotating basis and
surveys staff to determine how
well they believe they are being
managed.

Review of the Office of
Regulation Review

As part of ongoing efforts to
ensure efficient operations within
the Commission, the management
and organisational procedures of
the Office of Regulation Review
were assessed during the year
(Appendix M). It was carried out
by an external reviewer, with
support from the Commission.

Recommendations included that
the ORR be retained within the
Industry Commission, that more
effort be devoted to an educative
role in the formation of
regulations, that more resources
be devoted to research on areas of
particular regulatory importance,



that a Commissioner with specific
responsibility  for  regulation
review policy be appointed, and
that fewer resources be devoted
than currently to the provision of
comments on Cabinet
submissions. The Commission
plans to consider the review in
detail after the release of the

Hilmer review into National
Competition Policy.
Management performance
survey

As part of the Commission’s
ongoing program of management

improvement, all available
Commissioners  and Senior
Executive Service officers
participated in a  program
‘Managing People for
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Performance’. The program
consisted of an evaluation of
existing relationships between
managers and their teams as
revealed by the responses to a
questionnaire  filled out by
managers and their staff. The
questionnaire was followed by
discussion and workshops
designed to improve individual
and organisational performance
through the more effective
management of staff.

The Commission wishes to
thank its staff for their
continued efforts, dedication
and support during what has
been a particularly difficult
year.










hn

e
e

L

o

da
1

R

L
e
s

e

s
s

s

Eai
Gt
ik
et

PR
s
i

L
3

EL

‘%

S i‘;:

e
e
‘f{“

i
-
%3’

Sh
28827
i

£
i

i ks
iR

Bt
o3
-
iz
5

£
1 pmlles s

2
sile
peoEas

3;;7
S
o

L
e

i
e

TR
TR
i

i
Eesgu

penpE s
S

=
.

il
RGeS i
e
=
e

e

i
¢
i

e
1
e

H i
AL

7

s,

9
ikl

g

s

T
o

e

...m
e
A
i
ARt
e taad

Sere
aied i
e

ShesiidiEi
it

i

At

S
i .

ERguomsiely
e

3

i
pEeE e

e

:
i

3 qa%s

2aRis

Ay
j,‘x:;.u 2oy
£re

i
£
o8

-
e
eSS
FEal

e
o

o
foinciaany
e
e hoe
oeodn

et

e
5
e

SEEEs

ek

S e
L
e
Eidisneie mn L
e

i n s

o

iR
Bt
L i
SEEslaman il s S
B ssnaniy sPRC T e b
S
B e

SEpua

e
e

i
Feiiad
Rt

Eaganbaiad
SR
e
o

S
e
S
e

e
Sk
G

Lol
i
z bk
Lo
e
e

e
e

i

heasinienk
ey
i

L

L
Eeflebecy
-

s
3

i
s
e

i

s
15

it
e

i
seais

i

i
eael

o

i

it
Sieegie

L

B
o

s
R

e

,
ot
Sh

o

chel
=

L

Eipuaand

-

S
o

i
ces

2

L

L

bhseas i
o

,.

e
Fasi

T

-
R

S
-

i
L

il
s
s

HE
s e
LECASEE

fuk

o
i
4

Tl

Eamea:
pigasey
i

i
ees

-

-

e

-

yE

S
e
AT sl

2

o
e

7
T
ik




APPENDIX A

ASSESSING THE IMPACT OF COMPETITIVE
PRESSURES ON AUSTRALIAN INDUSTRY
USING THE SALTER MODEL

The economic performance of countries in East Asia and elsewhere
poses both promise and challenge to Australia. The promise comes
in terms of additional demand for our exports as these economies
grow. The challenge comes from their increased competitiveness,
especially through productivity improvements.

The Salter model provides a framework for exploring these links. An
important message is that highly mobile international capital flows
will have a crucial bearing on Australia’s future. With
internationally mobile capital, any deterioration in Australia’s
productivity performance compared with other countries makes us a
less attractive place in which to invest and compounds the difficulties
in reducing unemployment. Conversely, if we at least narrow the
gap in our productivity performance, mobile capital will make the
task of reducing unemployment easier.

Australian trends in growth, employment and industrial composition are the
net result of internally generated developments as well as those occurring
overseas. This makes it difficult to assess the extent to which these trends
can be influenced by domestic policy actions. The Salter model of the
world economy can illustrate separately the impact on Australia of
developments at home and developments in other countries.

There are many factors that affect growth in other countries and not all of
these are beneficial for Australia. Some developments overseas can pose a
competitive challenge. Productivity gains in other countries can improve
their competitive position, and even growth in their populations can pose a
challenge if it constrains their real wage growth. Competitive forces can
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pose an additional challenge through capital markets, by making other
countries relatively more attractive destinations for investment. The threat
is to Australia’s prospects for employment growth. However, domestic
action to improve competitiveness can attract investment and put people
back to work.

Putting people back to work will be difficult but, if capital is highly mobile,
it may not be as difficult as some commentators have suggested. One way
to create jobs is by restricting real wage growth (as occurred in the mid-
1980s). Another is by faster productivity growth. Both could make
Australia a more attractive destination for investment, yielding an
additional bonus. With very responsive capital flows, the positive
influence of attracting capital would allow us to make faster inroads into
unemployment than would otherwise be the case.

The Salter model

Salter is a computable general equilibrium model of the world economy
originally developed by the Commission for the Department of Foreign
Affairs and Trade. It models the production and consumption patterns for
37 separate industry/commodity groups in 16 regional economies.! It also
shows how the 16 regional economies are linked through trade, modelling
how production, consumption and trade patterns throughout the world
would adjust to change via the responses of relative prices and regional
incomes.

Like all models, Salter simplifies reality in a number of ways. For
example, it does not model tourism well. Nominal exchange rates are
assumed to be fixed, although the model allows changes in wages and
other production costs to affect real exchange rates. The model is designed
to produce projections of the impact of policy changes at some single point
of time in the future. Such projections would show how future levels of
production, consumption and trade in each regional economy would differ
from what they would otherwise be. The model has only a limited
treatment of dynamics, a treatment also designed for comparative static

1 The regional economies covered in the model are Australia, New Zealand, Canada,
the United States, Japan, the Republic of Korea (hereafter Korea), the European
Community, Indonesia, Malaysia, the Philippines, Singapore, Thailand, the People’s
Republic of China (hereafter China), Hong Kong, Taiwan and the Rest of the world.
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policy analysis. Further, the method by which growth trends are examined
in this appendix is relatively simple.2 The model is nevertheless able to
track the recent experience of overall GDP growth in Australia and
overseas reasonably accurately.

Simulating productivity and labour force growth

The main sources of GDP growth in the model are growth in labour,
growth in capital and growth in total factor productivity (sometimes called
technical change).

Salter is like other neoclassical models in that it does not explain how
improvements in total factor productivity occur. It can nevertheless assess
how changes in total factor productivity, either in Australia or elsewhere,
affect our relative economic performance.

Nor does Salter attempt to explain the growth of labour supply. But Salter
can assess the impact on the Australian economy of labour supply growth
both here and overseas.

Unlike some neoclassical models, Salter makes provision for
unemployment, so that growth in the labour force need not translate one for
one into growth in employment. The approach here is to allow
employment growth to keep in step with labour force growth. Real wages
in each economy are assumed to adjust if necessary to ensure that this
occurs.

The final source of GDP growth in an economy is growth in its capital
stock. The Salter model makes allowance for the way capital is
accumulated in each regional economy and how it can move between

2 The model’s results measure percentage deviations between a ‘business as usual’
base case at some point in the future and an alternative state of the economy at the
same point in time. The current exercise compares a base case of no growth in
population and technology with an alternative case of population and technology
growth. The overall supply of capital in the future should be the sum of two
components. The momentum component would measure capital accumulation
through time resulting from positive net investment in the base case (no growth in
population or technology). The response component would measure how changes
in income lead to changes in saving, investment and the capital supply in the
alternative case relative to the base case. The comparative static treatment of capital
accumulation is designed to measure the response component while excluding the
momentum component, but for short-term growth projections both components are
relevant.
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economies over the longer term. In the model, the world capital stock will
grow in response to total factor productivity growth or increases in labour
supply — both of which would tend to boost the profitability of capital —
but is constrained by the pool of world savings available for investment
purposes. The model assumes constant private and government savings
rates in each economy.

The world capital stock is allocated between industries and regional
economies in the longer term so as to eliminate abnormal returns to capital.
The implication is that capital is assumed to be perfectly mobile
internationally. The model keeps track of the extent to which capital
growth in each economy can be financed from domestic savings, or
whether the economy also needs to borrow externally. The additional
capital from overseas adds to productive capacity, but the foreign debt
service payments are deducted from GDP in order to measure national
income, that portion of the returns from activity retained by the residents of
that economy.

Table A1 shows the trend annual employment growth recorded throughout
the world over the period 1980 to 1991, along with estimates of total factor
productivity growth in each economy.? The employment growth estimates
are averaged over a relatively long period so as to reflect trends in
population growth (including migration) and participation rates, rather than
year-to-year cyclical influences. The longer-term employment trends are
therefore taken to be good representations of trend growth in the labour
force of each economy.

3 Employment growth for most regions was calculated from ILO (1992). For the EC
it was calculated from OECD (1992c) and for Taiwan from Council for Economic
Planning and Development (1990). Employment growth in the rest of the world
was proxied by employment growth for the industrial countries from IMF (1992).
For New Zealand, employment data prior to 1986 was taken from OECD (1992c),
for Indonesia prior to 1985 population estimates from IMF (1992) were used, and
for Thailand for the years 1989 to 1991 population estimates from IMF (1992) were
used. Total factor productivity estimates for Australia, New Zealand, Japan, and the
EC were from Englander and Mittelstadt (1988). Other sources were Rao and
Preston (1983) for Canada, Kendrick (1992) for the United States, Kim and Park
(1985) for Korea, Ikemoto (1986) for Indonesia, Malaysia and Thailand, Austria
(1992) for the Philippines, Kim and Lau (1992) for Singapore and Hong Kong, Li,
Gong and Zheng (1992) for China and Ho (1992) for Taiwan. The value for the rest
of the world was chosen judgmentally based on World Bank (1991) estimates that
productivity growth has been negative in Africa and Latin America, but positive in a
broad group comprising Europe, Middle East and North Africa.

42



ASSESSING THE IMPACT OF COMPETITIVE PRESSURES ON AUSTRALIAN INDUSTRY

Labour force  Total factor productivity growth
growth? Period of
198091 estimation Estimate

1.86 1979-86 0.50
0.01 1979-86 0.60
1.29 1974-80 -0.04
1.48 1981-90 0.90
1.27 1979-86 1.70
2.78 1963-82 3.14
European Community 0.48 1979-90 1.30

Indonesia 3.04 1975-80 1.80
Malaysia 3.34 1975-80 1.80
Philippines 2.73 1950-87 -0.51
Singapore 3.23 196488 -0.60
Thailand 2.87 1975-80 1.70
China 291 1979-90 2.53
Hong Kong 1.87 1959-88 1.30
Taiwan 2.59 1981-89 5.15
Rest of the world 0.62 1973-87 0.00

Measuring total factor productivity growth is typically subject to a number
of limitations in data and method. For most economies, several different
sources of estimates for total factor productivity growth could be found.
The particular estimates recorded in Table A1 were chosen either because
they were thought to be the most reliable, or because they were relatively
conservative and therefore likely to be more representative of longer-term
trends. They are not always the most recent estimates available. They can
be taken as indicative of historical productivity performance in the longer
term, rather than necessarily being precise.

Table Al records negative total factor productivity growth for several
regions. The negative estimate recorded for Canada is a weighted average
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of estimates for separate industrial sectors, which show that Canada’s poor
overall productivity performance was largely the result of negative
productivity growth in Canadian agriculture and mining. Englander and
Mittelstadt (1988) also report negative overall productivity growth for
Canada of -0.3 per cent. The negative productivity estimate for Singapore
is supported by Young (1992), who argues that Singapore’s rapid GDP
growth has been generated largely by growth in capital and labour inputs
whereas Hong Kong’s rapid GDP growth has been generated more by
growth in productivity. Kim and Lau’s (1992) estimates for these
economies are nevertheless chosen in preference to Young’s because they
are more conservative.

The estimates for several other economies deserve comment. Available
productivity estimates for China varied widely, from -4.2 per cent for the
1980-84 period (McGuckin et al 1992) to 6.2 per cent for the 1981-89
period (Ho 1992). It is likely that China’s productivity growth has indeed
varied over time. The figure shown in Table A.1 was estimated over a
relatively long time period and was considered to be the best indicator of
sustainable longer term trends.

The productivity growth estimate for Taiwan is not the most conservative
that could be found, but it was felt that the alternative estimate of 1.3 per
cent from Kim and Lau (1992) probably underestimated Taiwan’s
productivity growth relative to other economies. Nevertheless, Taiwan is
the only economy for which the Salter model projections of overall growth
exceed the true historical average. In all other economies, the growth
projections undershoot the historical average but, as noted, are reasonably
close.

The estimates in Table Al show the forces for growth that might be
expected, abstracting from cyclical upswings as economies recover from
recession and assuming productivity trends of the past are repeated in the
future. Based on these, the Salter model can provide estimates for each
economy of the corresponding trend growth in real GDP, capital stocks,
and so on. Salter can also be used to separate Australia’s trend growth in
real GDP into the component arising from its own trend labour and
productivity growth and that arising from labour and productivity growth
elsewhere, while taking account of the implications of this breakdown for
growth in each economy’s capital stock. This is how it is used to
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disentangle the effects of internally generated growth from the effects of
growth in other economies.

Simulation results

The Salter model was used to simulate the impact of trend and labour force
growth of the magnitude listed in Table Al. The results are shown in
Table A2.

The model’s estimate of 2.2 per cent for Australia’s trend annual growth in
real GDP (in the third column) compares with the growth of 2.6 per cent
actually recorded in Australia over the period 1980 to 1991.4 The first two
columns of Table A2 show the impact on the Australian economy of
productivity and labour force developments here (column 1) and elsewhere
(column 2). Because the first two columns simply decompose the sources
of Australia’s overall trend growth, they add up to the third column by
construction.

Impact of internal productivity and labour force growth

As modelled, domestic productivity and labour force growth are projected
to improve Australia’s competitive position. With labour and productivity
growth here not matched by growth overseas, costs and prices would tend
to fall relative to those overseas. Strong export growth would contribute to
a balance of trade surplus, although at the cost of a decline in Australia’s
terms of trade. This decline is projected mainly through declines in the
export prices for wool and coal, with smaller price declines for wheat, meat
products and non-ferrous metals. These are commodities for which
Australia has a significant share in at least some segments of the world
market.

4 The actual growth figure comes from IMF (1992). In producing the growth
projections, the total factor productivity growth estimates for each economy have
been introduced into the model as uniform improvements in the productivity of all
primary factors — labour, capital and land — in all industries in that economy. The
exception is in Canada where the sector-specific estimates that underlie the overall
figure of Table Al have been used directly. The results are not sensitive to the
assumption that total factor productivity growth affects the productivity of all
primary factors. An alternative growth scenario in which overall total factor
productivity growth was assumed to affect only the productivity of labour in each
economy produced results very close to those in Table A2.
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~ Table A2
1 lmpact on Austra ~
productivity and labou

’ Impact of productngy and labour force growth

Australia Overseas Combined
National accounts
~ Real national income 1.86 0.26 2.12
. Real GDP 2.38 -0.19 2.19
_ Real national consumption 1.86 0.27 2.13
~ Real investment 2.14 -0.39 1.75
| Export volume 3.51 -0.28 3.22
 Import volume 0.90 1.29 2.19

_ External account (% of GDP)

_ Balance of trade 0.29 -0.08 0.21
Net interest income from abroad -0.31 0.11 -0.20
Net capital inflow from abroad 0.02 -0.04 -0.01

~ Primary factors

~ Labour employment (by assumption) 1.86 . 1.86
 Capital stock 2.14 -0.67 1.47

_ Prices

~ GDP deflatorb -1.07 -0.01 -1.08
Consumer price index? -0.92 -0.14 -1.06
Export price indexP -0.90 -0.05 -0.94

mport price index? .. -1.20 -1.20

~ Terms of trade -0.89 1.15 0.26

~ World real bond rate . 0.06 0.06

~ Real wage 0.34 -0.10 0.24
Sectoral output

~ Agriculture 1.99 0.50 2.49

~ Mining and other primary 3.75 0.08 3.84

~ Manufacturing 3.09 -1.05 2.04

Services 2.25 -0.16 2.09
~ Sectoral exports

Agriculture 1.52 1.46 297
- Mining and other primary 4.45 0.89 5.34
~ Manufacturing 4.06 -1.13 2.93

Services 3.80 -0.90 2.89

- Source Salter mode
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An improved competitive position would also make Australia an attractive
place in which to invest. The investment is projected to add to Australia’s
productive base. Not all the investment would be financed internally. An
increase in net capital inflows explains the projected rise in net interest
payments overseas as Australia would incur more debt service payments to
foreigners.5 Overall, domestic labour and productivity growth is projected
to contribute to a net capital inflow (implying a corresponding current
account deficit).

The productivity improvements and induced capital inflow would allow
employment growth to be accompanied by an increase in real wages. But
the overall growth in real national income would be smaller than the
growth in real GDP, reflecting the increased debt service payments to
foreigners.6

At the sectoral level, output growth from the model would be stronger in
mining and manufacturing than in agriculture and services. Agricultural
expansion is somewhat constrained by the assumed fixed supply of
agricultural land, but would also be discouraged by the decline in export
prices, particularly for wool. However, this terms of trade decline is
projected to encourage further domestic downstream processing of
agricultural products into manufactured goods, since Australia would have
the potential to increase its share of the world market for these goods more
easily. A similar increase is projected to occur in downstream processing
of mineral products, although less at the expense of exports and output of
the unprocessed products.

These factors in turn explain why the growth of agricultural exports is
projected to be lower than the growth of agricultural output. They also
help to explain the relatively more favourable growth projection for the
manufacturing sector, where the downstream processing of the agricultural
and mineral commodities would take place.

Overall services sector output growth would be constrained because of the
importance of government services and ownership of dwellings —
industries whose fortunes are tied to the growth of national consumption

5 The model assumes bonds are the only financial instrument traded internationally.

6 Real national income is defined as net national product (gross national product net
of depreciation) deflated by the national (household plus government) consumption
price index.
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spending. Nevertheless, services export growth is projected to exceed
services output growth, largely because of a projected increase in exports
of trade and transport services and of private services such as advertising,
consulting and data processing. The model does not capture any increases
in expenditure on domestic services such as accommodation brought about
by an increase in tourism.

Impact of external productivity and labour force growth

By contrast, productivity and labour force growth elsewhere in the world is
projected to be detrimental to activity levels and GDP in Australia, though
not to our national income. Productivity and labour force growth
elsewhere unmatched by increases at home would certainly yield Australia
a terms of trade gain and significantly raise Australia’s exports of
agricultural and mining products to particular destinations. This accounts
for the projected overall growth in agricultural and mining output. For
example, growth in China and the ASEAN countries would increase their
imports of Australian wheat, growth in Japan and Korea would increase
their imports of Australian coal and other minerals, growth in the United
States, the European Community, Japan and China would increase their
imports of Australian wool and growth in Hong Kong and Taiwan would
increase their imports of Australian non-ferrous metals (eg gold and
aluminium). '

However, productivity and labour force growth elsewhere would also pose
a competitive challenge to Australia. Part of the challenge would occur in
product markets. The forces for growth elsewhere would tend to lower
costs and prices overseas, particularly for manufactured goods and
services, relative to those in Australia. Where the growth created
additional export opportunities in these areas, Australia would not share in
the export growth if it had not matched the competitive gains elsewhere.
Hence, overall Australian manufacturing and services activity is projected
to decline. To the extent that Australia did share in the export growth, it
would tend to be in areas where productive capacity in all other countries
was particularly weak. Hence productivity and labour force growth
elsewhere is projected to benefit Australian agriculture more than mining,
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because Australia tends to face less global competition in wool than in
coal, and somewhat less in wheat than in iron ore.”

Productivity and labour force growth in other countries would generally
tend to increase export opportunities. As other countries grow their total
imports rise. But the effect is projected to be stronger in the more open
and/or more specialised economies. While Australia is projected to be
unable to share in growth elsewhere if it cannot remain competitive on
price, the income effects in some of its traditional markets are also
projected to be relatively weak. In large, diversified economies such as the
United States and, to a lesser extent, Japan, much of the additional demand
induced by internally generated growth can be met internally because their
production and consumption structures are relatively closely matched. In
these economies, the induced total import expansion is projected to be
particularly weak. In the European Community total import growth is
projected to be stronger, but much of it can be met from intra-EC trade.

Even without gains in local competitiveness, Australian aggregate exports
and real GDP are projected to rise in response to internally generated
growth in New Zealand, Canada, Japan, Korea, Malaysia, Singapore,
Thailand, Hong Kong or Taiwan. However, they are projected to fall in
response to internally generated growth in other regions, particularly in the
United States, the European Community or the Rest of the world. The
largest losses in Australia from growth in these economies are projected to
occur in manufacturing industries such as footwear, transport equipment
and other machinery and equipment.

Productivity and labour force growth elsewhere would pose a competitive
challenge for Australia not just in product markets, but also in the global
market for capital. In the longer term when capital is mobile, this would be
at least as important a challenge. Productivity and labour force growth in
the rest of the world is projected to make Australia a relatively less
attractive destination for investment. Indeed, the model results suggest that

7 The model projections hold constant the major interventions affecting world trade.
These include the price and income support measures affecting agricultural and food
production in many economies (including the EC’s variable import levies), the non-
tariff barriers affecting coal in the European Community and Japan, the Multifibre
Arrangement affecting world trade in textiles and clothing and the voluntary export
restraints affecting Japan’s exports of transport equipment to Canada, the United
States and the European Community.
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in the absence of increases in savings rates around the world, productivity
and labour force growth elsewhere would in fact reduce the investment
channelled into Australia and hollow out our productive base.! The
increased demand for investment funds elsewhere is also projected to bid
up world interest rates and increase the cost of operating capital in
Australia. In the absence of matching productivity improvements at home,
part of the loss in competitiveness from this source would be cushioned by
the projected decline in real wages. Indeed, without such a decline, the
reduction in overall activity would be greater and employment in Australia
would be projected to fall.

While the higher required return on capital would increase its cost of
operation, it is also projected to add to national income because most of
our capital is owned by Australians. Higher capital income is projected to
offset lower wage income, so that total factor income would be kept
roughly constant in nominal terms. The projected growth in real national
income comes about from two main sources. The first arises because
Australians are projected to contribute to financing investment overseas. In
the longer term, Australia’s net debt to the rest of the world would be
reduced, with a consequent reduction in debt service payments despite
higher world interest rates. The second source of real income growth is a
projected reduction in the consumer price index, driven in part by cheaper
prices for imported manufactures.

Productivity and labour force growth in the rest of the world is therefore
projected to make us richer, but not necessarily busier. The model
suggests why Australia cannot look to growth in the rest of the world to
accommodate real wage increases at home in the longer term, nor to cure
our current unemployment problems in the shorter term. Productivity and
labour force growth elsewhere also poses a competitive challenge to
Australia.  Since capital tends to be more internationally mobile than
labour, Australian workers would inevitably bear the brunt of any

8 This model result is not sensitive to the mix of productivity and labour force growth
overseas. When only labour force growth in other economies is modelled,
unaccompanied by growth in their total factor productivity, the results are
qualitatively similar to those in the second column of Table A2. Labour force
growth elsewhere would increase the relative scarcity of capital, raising its relative
profitability. Real wage reductions elsewhere would help to ensure the labour force
growth was absorbed into employment, raising the absolute profitability of capital.
Thus there is still a projected diversion of investment away from Australia.
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additional challenge from overseas. In a world in which capital is mobile
internationally, it would be the internally generated forces for growth that
would attract the investment to put people back to work.

Accelerating growth

Historically, productivity and labour force growth in other economies has
combined with our own productivity and labour force growth to produce
the real GDP and real income performance we observe in the data. As
noted, the projected trend GDP growth for Australia in the third column of
Table A2 is close to the historical average. However, this trend growth is
associated with employment growth that is assumed simply to match labour
force growth. A major policy question currently is how to accelerate
employment growth above its longer term trend.

The analysis so far suggests that Australia may not be able to do so by
simply relying on faster growth in the rest of the world. Australia will need
faster growth, but it will need to be generated at home.

One way is by restricting real wage growth below what would otherwise
be achieved. Another way is by faster productivity growth. By now these
principles are reasonably well accepted. In order to make serious inroads
into unemployment over a reasonable time frame, the question remains as
to how much of the first option would need to be taken (and how
unpalatable it might be) or how much of the second option would need to
be taken (and how realistic that might be).

In a recent comparison of employment trends between Australia and the
United States, Gregory (1993, p.65) noted that

If Australian unemployment had maintained its 1960s relationship with that of the
US, the average unemployment rate would have been 2.7 per cent during the
1980s rather than 7.2 per cent... If real wages had not increased relative to the
US over the 196676 period they would be 35 per cent less... In the absence of
exceptional rates of technological change, there can be no prospect of real wage
increases for a decade or so if Australian unemployment is to decline significantly
... the sheer magnitude of the adjustment of these crucial determinants of living
standards within this model are sobering (emphasis in original).

But if higher total factor productivity growth or lower real wage growth
were to yield an additional bonus by making us a more attractive place in
which to invest, then at least some of the apparent difficulty of curing
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unemployment may be overstated. Indeed, additional results from the
Salter model suggest that, with highly mobile capital flows and with total
factor productivity growth remaining at 0.5 per cent a year, real wage
reductions of only 0.2 per cent a year would be required to generate 4 per
cent annual employment growth. This would be sufficient to reduce the
unemployment rate to 7 per cent in two years and to 6 per cent in less than
three. Alternatively, with real wage growth remaining at the level shown in
the first or last column of Table A2, productivity growth would need to be
raised to 0.8 per cent. As a middle course, employment growth could be
raised to 4 per cent by holding real wages constant and raising our total
factor productivity growth from 0.5 per cent a year to just over 0.6 per cent
a year.

The model results certainly exaggerate the ease with which unemployment
could be reduced because, over a two or three year period, capital would
be less than perfectly mobile internationally (as assumed in Salter). But
capital is equally not likely to be perfectly immobile over a two or three
year period, so that real wage reductions or productivity improvements
need not be the sole mechanism at work to reduce unemployment.

The truth is likely to lie somewhere in between. And with an additional
bonus from even moderate productivity improvements or real wage
restraint in the form of a better investment climate, Australia could make
inroads into unemployment at a much faster rate than would otherwise be
the case.
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THE CONTRIBUTION OF NEW GROWTH
THEORIES

There has been renewed interest in recent years in the longer-term
determinants of growth. This appendix reviews the development of
‘new’ growth theories and attempts to draw out some of the policy
insights. While the theories do not yet provide practical policy
guidance on priorities for government intervention, nor spell out
specific actions that governments should take, they do provide a
reminder of the importance of education, research and development,
and investment and infrastructure in establishing the conditions for
growth.

There have been periods of strong economic growth throughout history, but
it is only over the last two centuries that such growth has been relatively
sustained in the industrialised world. Even then, the growth machine has at
times faltered severely, with periods of economic contraction and
considerable distress.

The realisation that growth rates in industrialised countries in the 1980s
were considerably lower than in the 1950s and 1960s, and the apparent
increase in the natural unemployment rate, has sparked renewed interest in
trying to understand the driving forces behind growth, and whether
governments can intervene to increase the rate of growth. Efforts to
understand the ‘engines’ of growth have been formalised in ‘new’ growth
theories.

This appendix explores these new growth theories a little further. The
purpose is not to review the technical detail of the theories, but to draw out
some of the policy implications and to understand their relevance to
Australia.
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Stage of development of new growth theories

Understanding what drives medium to long-term economic growth is
clearly important. It is, however, a complex issue in which the economics
profession is still feeling its way.

New growth theories — developments in formal analysis

Economists use models as workable simplifications of real world
complexities. Models can be used to explain (how things relate to each
other) or predict (what will happen if some things change). Formal models
involve explicit relationships between factors of economic interest.

Understanding wealth creation has been a concern of economists since at
least Adam Smith two centuries ago. Formal analysis of economic growth,
however, is more recent and dates back to the late 1930s.

The early contributions to the formal analysis of growth of Harrod and
Domar in the late 1930s and 1940s focused on the role of investment in
explaining growth. In these earliest models, investment could only speed
up the rate at which the economy reached a predetermined rate of growth;
it could not increase the growth rate itself. This was a controversial finding
that did not sit easily with economists, businesspeople or politicians.

Solow and Swan in the 1950s and 1960s used growth accounting models to
attribute growth to various sources. They found that growth is increased
by increasing the use of labour and capital, but that improvements in the
productivity with which labour and capital are used is by far the main
contributor to growth.

For example, Stern (1991) reported studies which found that over 50 per
cent of the growth rate in industrialised countries is due to productivity
growth.  These productivity gains were attributed to technological
progress, but the models had little to say about how that technological
progress occurred. Thus, although economists and others may have had
informed opinions about what was needed for growth, as far as the early
growth models went, the major ‘engine’ of growth — technological
progress — was treated as something that ‘just happened’.
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In addition, one of the key predictions of the models of the 1950s and
1960s — that income levels in different countries would tend to converge
— has not been uniformly observed.

In a broad sense, the development of ‘new’ growth theories can be seen as
an attempt to respond to these perceived deficiencies in formal models by
delving into the factors that explain technological progress. That is, they
aim to enrich both formal analysis and policy guidance by improving the
understanding of what drives long-run growth. They explore what are
thought to be the three main driving forces behind technological progress:
the acquisition of human skills and know-how, research and development,
and investment. This work has identified some factors which are open to
government influence, and may thus provide a positive role for government
in stimulating growth.

New growth theories are diverse in approach

The so-called ‘new’ theories are characterised by the inclusion of factors
that attempt to explain productivity growth. These types of models began in
the 1960s with the work of Kaldor and Mirrlees (1962) and Arrow (1962)
who argued that capital investment raises productivity. The models of the
1960s, however, were only able to explain short-run changes in growth, or
how an economy might speed up the rate at which it reaches a long-run
equilibrium growth rate. They still could not explain how this long-run
growth rate itself might change.

A further stream, initiated by Romer (1986), attempted to explain the long-
run growth rate. This stream of new growth theory has focused on the
roles of education and training, research and development, and investment,
in stimulating technological progress and growth.

Because new growth theorists have explored different ‘engines’ of growth,
new growth models have not yet provided a clear understanding of which
engines of growth are the most important.

Sheshinski (1967, p.32), for example, argued that capital formation is the
key to learning:

Capital formation is ... the source of the learning process ... the creation of a
skilled labour force ... depends on the availability of capital.
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The models of Lucas (1988) and Romer (1990), in the tradition of Uzawa
(1965), emphasise the importance of generating human capital through
direct investment in new ‘ideas’, rather than the indirect generation of
knowledge through investment in new production techniques.
The essential feature of these models ... lies in identifying a sector specialising in
the production of ideas. ... What these models possess in common is an emphasis
upon the importance of human capital as being the crucial determinant in the

growth process. Production of human capital is more important than the
production of physical capital (Shaw 1992, p.616).

Auerbach (1992, p.162) also notes that:

... there is some suggestive evidence of an empirical association across countries
between economic growth and investment in machinery and equipment.
However, these empirical relationships fall short of demonstrating a causal link
from investment to growth. They demonstrate correlation more than causality,
and alternative explanations exist for the strength of the correlation, such as the
unmeasured effects of human capital accumulation.

Empirical support is very limited

The empirical evidence to support human capital, R&D, or investment in
plant and equipment or infrastructure, as engines of growth is limited,
partly because the empirical side of new growth theory has been pursued
somewhat separately from the theoretical side.
... the two streams of ‘new growth theory’ ... have been developing ... largely
independent of each other. There has been little formal testing of the new
theories, and at the same time the new evidence which is accumulating on

patterns of growth has only been partially absorbed by those formulating the
theoretical models (Dowrick 1992, p.3).

There are also difficult attribution and measurement problems in empirical
work. In practice, growth may be due to other factors not included in the
models, and what may be important for one country at one time may not be
important for other countries or for that same country at another stage in its
development.

Clearly, further work needs to be undertaken before general confidence is
built up in the empirical validity of new growth theories.
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There are some common threads

There are currently many approaches to analysing growth, and there is no
general consensus on the importance which should be placed on different
‘engines’ of growth. Nevertheless, there are some common threads.

Knowledge is clearly crucial to technological progress. Knowledge can be
specific — knowledge of new technologies and processes, of new ways of
doing things — or can be quite general. General knowledge is thought to
create information spillovers that speed up the rate at which knowledge of
new technologies and processes are spread.

Education and training, R&D, and investment are considered to be the keys
to this general knowledge. Perhaps the most widely accepted explanator
so far is the importance of education and training as a generator of
knowledge.

The spillovers from having an educated, skilled workforce are thought to
stimulate growth in two ways. First, industries with highly educated
workers are more likely to invest in new technology.

... the higher the stock of human capital ... the higher the rate of absorption of the
leading technology and hence, the higher the ... growth rate (Barro 1992, p.207).

The second way in which a skilled workforce stimulates growth is by
raising the productivity of workers. Human capital can be defined as the
general level of skill. This general skill level, or knowledge, drives the
level of productivity, and in turn, the growth rate. General skill levels can
be raised through formal education as well as through on-the-job training.
It is still an open question as to which sort of training system is best in
terms of securing long-term growth opportunities.

Research activities lead to new knowledge. Because the patent system
does not provide absolute property rights over knowledge, not all the
returns to new knowledge can be captured by the originator. This is
especially true where knowledge assumes a ‘pure’ public good nature.
Thus knowledge generated by research also benefits other people and
organisations, raising their productivity in the process.

The relationship between investment and knowledge is still far from
completely understood. It is argued that investment in capital that
embodies new technology stimulates growth through spillovers in
knowledge from the new technology. That is, firms learn and raise their
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productivity not only from their own investments, but also from
investments made by other firms.

Policy implications

While education, R&D, and investment in capital equipment and
infrastructure are the keys, there is as yet no practical guidance as to the
‘right’ amounts of these factors required to improve long-run growth
performance. This is largely because the theories are not yet sufficiently
refined and empirically supported.
Barro (1991) presents evidence from a very broad cross-section of countries
which appears to support the hypothesis that human capital formation, measured
by years of schooling, is an important contributor to growth. But there is as yet
little substantial evidence to support the hypothesis of Lucas and others that
human capital formation and learning by doing have substantial externality effects
(Dowrick 1992, p.11).
There is as yet no firm conclusion about where our education and training
dollars should be focused. Different countries have different educational

strengths.

The Germans are not the best educated at the top (America, with its superb
graduate schools, is far better at this level), nor are they the best educated at the
very bottom (the Japanese win there), but they are the world’s very best over a
broad range of midlevel, noncollege skills (Thurow 1992, p.55).

But the theories are not yet rich enough to explain how the emphasis on
different forms of training in different countries might affect their relative
economic performance.

R&D, ranging from basic (pure) research, undertaken simply for the sake
of knowledge, to research which commercialises new ideas or inventions,
is an important source of knowledge.

In the past, technological innovation has not always required an
understanding of the scientific principles involved. For example, food was
first canned well before it was understood how canning actually preserved
food. Other technological advances have been based on incorrect scientific
understanding — the mistaken belief that heat gave off a lighter-than-air
substance did not stop hot air balloons from working — or on no new
scientific knowledge or research, such as the typewriter or barbed wire.
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It seems, nevertheless, that scientific understanding is becoming
increasingly necessary for technological innovation:
In the nineteenth century the US was known as a nation of copiers ... After
America caught up at the end of the nineteenth century, it eventually learned to

be inventive in the twentieth century. ... It did not sprint ahead of the rest of the
world until it became a scientific leader at midcentury (Thurow 1992, pp.248-9).

It has also been argued, however, that the knowledge spillovers from R&D
can just as easily come from imported technology as from domestic R&D
(Pazderka 1991). Thus new growth theory does not necessarily provide an
argument for domestic R&D as opposed to simply being open to the
importation and adaptation of technologies from other countries.

Similarly, in the case of investment it is not yet clear which kinds of
investment are likely to be most important. For example, de Long and
Summers (1991) found that countries with high rates of investment in
machinery and equipment had higher rates of growth than others, and
therefore argue that such investment carries substantial external benefits
and could significantly boost productivity.

Aschauer (1989), on the other hand, found that investment in ‘core’ public
infrastructure including streets, highways, airports, mass transit, sewers and
water systems, provided the best explanation of productivity growth.
Recent empirical work by the OECD has cast doubt on Aschauer’s results.
It found little support for the hypothesis that infrastructure spending in
Australia has led to much improvement in productivity (Ford and Poret
1991).

Finally, Auerbach (1992) argued that if the contribution of investment to
growth comes from spillover effects, more needs to be learned about the
nature of these spillovers and about which investments generate the
greatest spillovers:
... does all investment contribute equally to growth, or are some types ... more
productive than others? ... Are spillovers provided by increases in the capital
stock, net investment, or additions of new capital, gross investment? Is

equipment utilizing new technologies more important to the growth process than
that which does not? These are not easy questions to answer (p.162).

The need for a better understanding of the nature of spillovers and their
contribution to growth is also true for education and R&D. The empirical
evidence is not yet sufficiently developed to indicate whether more or less
needs to be spent on education, R&D or investment, whether it needs to be
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spent in different areas within each of these categories, whether the mix
between public and private funding needs to be changed, and so on. For
example, there may be support for skills training, but no specific guidance
on how current spending patterns or levels should be changed, or whether
the potential for growth could be enhanced by switching expenditure to
another field entirely.

Selective intervention

Some have used the links in new growth theory between investment, R&D,
education, and growth, to advocate promotion of particular infrastructure
projects, R&D projects, commercialisation projects, and so on.

There has been some support provided in the growth literature for
particular kinds of intervention. Kaldor and Mirlees (1962) argued for
more scientific education, expenditure on research, and higher quality
business management, to stimulate the technical dynamism of the economy.

Sheshinski (1967, p.32) argued for subsidies for capital investment as the
source of a skilled labour force, although he could only support such a
policy prescription at a very general level — a subsidy for all capital. He
could not find a case for “direct protection of any individual industry”.

Lucas (1988) provided some justification for an industry policy to subsidise
the production of high-technology goods as a way of encouraging human
capital through learning by doing, although the rationale for such a policy
only held for a closed economy.

Thus, while various authors have provided support for various forms of
intervention, it is still at a very general level, rather than providing support
for specific projects or industries. In the absence of stronger empirical
evidence of the contribution of education, R&D, and investment to long-
run growth, it would appear that new growth theories provide little real
support for selective intervention. Most of the messages to date are
pitched at a much broader level of support for, for example, skills training
or basic R&D, without being specific about how current spending patterns
and levels should be changed.

This need for caution is also echoed in more general works on industry
policy. For example, a number of Japanese writers, commenting on the
Japanese experience, concluded that:
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... it is not clear whether it is appropriate to attribute to industrial policies...the
unprecedented high growth. ... [A] number of other factors — an extremely
competitive market environment ... rapid and steady expansion of domestic as
well as foreign markets, an abundant supply of imported foreign technology ...
were also responsible ... (Itoh ef al 1991, p.19).

Other policy contributions

While the literature on new growth theory pursues the analytical and
empirical foundations of growth, there have been other important
contributions which have focused directly on providing possible policy
directions for government in pursuing growth and competitiveness. In
particular, the importance of human capital and skills training is a theme
echoed in the recent works on competitiveness by Reich (1991), Porter
(1990), and Thurow (1992).

The common theme of these authors is to warn about relying solely on
natural factor endowments for competitive advantage, and to postulate that
future competitiveness for all nations will also depend on increasing the
quality of human resources.
Comparative advantage based on factors of production has intuitive appeal, and
. has informed much government policy toward competitiveness.
Governments have, rightly or wrongly, implemented various policies designed to
improve comparative advantage in factor costs. Examples are reduction of
interest rates, efforts to hold down wage costs, devaluation that seeks to affect

comparative prices, subsidies, special depreciation allowances, and export
financing addressed at particular sectors (Porter 1990, pp.11-12).

There is now a growing recognition that competitiveness based on price
must be backed up with a competitive edge based on a skilled labour force.
This is even being reflected in the popular press, with the following
appearing in a recent issue of The Bulletin:
It’s one thing to compete against a low-cost nation when you have a skill
advantage; it’s another, as Germany is finding out today, to compete when your
qualitative advantage is fading but your costs remain high (Burger 1993, p.61).
It is high productivity that allows high wages to be paid without having to
charge high prices on world markets. What seems to be important for
growth based on high wages, is the need for policies that continually
strengthen the education and skill levels of the workforce at all levels, from
management down, as well as efficient labour markets that provide the
appropriate wage signals about which skills are needed.

61



APPENDIX B

Firms have to be able to use new computer-based ... technologies, employ
statistical quality control, manage just-in-time inventories, and operate flexible
manufacturing systems. ... To do this requires the office, the factory, the retail
store, and the repair service to have average workers with levels of education and
skill that they have never had to have in the past. ... In a global economy where
goods can be sourced in low-wage Third World countries, the effective supply of
unskilled workers has expanded enormously. As a consequence, wages must fall
for the unskilled who live in rich countries (Thurow 1992, p.52).

The policy agenda

New growth theories provide some important leads, but there are still some
gaps. What should the priorities for government intervention be? What
specific actions should governments take? How do new growth theories
relate to particular countries such as Australia?

The key feature of new growth theories is that knowledge gained from
education, R&D, or investment generates spillovers that benefit not only
the original producer of the knowledge, but other firms as well. The
question for policy makers is how to ensure that adequate knowledge is
still generated given that these externalities and spillovers will reduce the
private market’s incentive to invest in knowledge-generating activity.

The fact that the jury is still out on new growth theories does not mean that
there is no role for governments in promoting growth.

Governments clearly have a role to play in education, R&D and
infrastructure funding. It is uncontroversial to argue that governments
should support certain of these activities where there are substantial
spillover benefits to society in excess of the benefits that accrue to the
individual.

Spillovers are not confined to the potential for enhancing growth. In the
case of education, for example, society as a whole benefits from having a
higher standard of literacy and numeracy than would result if education
were left entirely to private individuals.

In this sense, new growth theories offer few new insights. Governments
are already heavily involved in a range of activities that have the potential
to generate spillovers — not because they lead to growth, but because they
would be underprovided without such government support. For example,
Australia spends roughly 1.3 per cent of GDP on R&D, and just over 5 per
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cent of GDP on education, each year. Although this is less than some other
countries spend, it is still a considerable amount.

Nevertheless, it is by no means clear that government involvement in these
activities is at a level or occurs in such a way as to maximise Australia’s
growth potential. There is a series of questions to be raised about the
efficacy of such involvement, the precise links between education, R&D
and investment and growth, the appropriate role of government in their
provision, and so on.

What can governments do in specific cases? There is clearly scope for
governments to get involved where spillovers are large and there would
otherwise be underprovision or underexpenditure. However, there is also
need for considerable caution. Intervention raises a number of thorny
issues:

. Government support will not be warranted in all cases where a
spillover can be identified, given the costs of intervention itself.
Priorities will be needed, perhaps targetting only ‘big’ spillovers, for
example, or those that have a more direct impact on economic growth.

There is thus a need to assess the relative importance of spillovers —
even if only qualitatively — in order to guide the extent of government
involvement. But spillovers are, by their very nature, difficult to
measure. This would suggest that broad classes of spillovers —
certain kinds of education or R&D or investment — should be
targetted, rather than specific projects.

There is also a need for better understanding of the linkages between
the spillovers from education, R&D, and investment in stimulating
growth. For example, education clearly affects our ability as a nation
to undertake world-class R&D. To maximise Australia’s growth
prospects, is government involvement necessary in education and
R&D and investment, or is it best focussed on education, for
example, where the spillovers are better understood and the linkages
with the other activities ensuring that R&D and investment also
receive an indirect benefit?

. Even in the presence of spillovers, some activities provide sufficient

private benefits to proceed without government support. This raises
the question of whether the spillovers are substantial in relation to
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returns on other investments. Government intervention should be in
the areas which bring the greatest social returns.

. It is also important to have some idea of what the costs of supporting
such activities would be if it turns out that the spillovers do not
actually lead to growth. In other words, governments can get it wrong
just as the market can.

Conclusion

While new growth theory lends support for education and training, R&D,
and investment, as sources of learning, it does not provide any particular
guidance as to how best to pursue these policies. There are no magic
levers that can be pulled to achieve sustainable economic growth.

For one thing, new growth theories do not give any guidance as to the
relative importance of education versus R&D versus investment, nor of
different types of education, R&D, or investment. The policy implications
that can be drawn are thus very general.

Furthermore, education, R&D and investment are not the only determinants
of growth. Many other factors are also important. For example, some
societies are better at creating and making use of knowledge, and hence are
more technologically dynamic, than others. The role of factors such as a
society’s cultural values and diversity, its tolerance of new things, and its
institutional openness to change, are not part of standard new growth
theories.

Differences in national economic structures, values, cultures, institutions, and
histories contribute profoundly to economic success (Porter 1990, p.19).

Such influences as cultural traits, social values, and institutional structures
are even more difficult to understand and model than the ones already
discussed in this appendix. Perhaps the main lesson that can be drawn is
the need for social and institutional flexibility in order to create a climate in
which new ideas and knowledge can emerge.
What made the West successful was ... an ever-changing panorama of technically
creative societies ... and the continuous competition between political units for
political and economic hegemony. Upon those foundations rested the institutions
and incentive structures needed for sustained technological progress. But the

structure is and always will be shaky. There are no sufficient conditions for
creativity in any society (Mokyr 1990, p.302).
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APPENDIX C
AUSTRALIA’S COMPARATIVE ECONOMIC
PERFORMANCE

Australia’s economic performance is often judged against the past.
But how Australia is currently performing compared with other
economies is also important. The rate of growth and development in
other economies affects the level and nature of trade opportunities
for Australia.  However, improved competitiveness of other
economies can place pressure on us in markets at home and
overseas. These factors in turn help to determine how Australia’s
living standards develop compared with the rest of the world. This
appendix shows that, while Australia’s recent economic performance
has been respectable by OECD standards, it has been outstripped by
the performance of East Asian economies. While East Asia’s growth
provides us with opportunities, their increased competitiveness is
also a challenge.  Although Australia’s trade orientation has
increased, it has been outperformed by other economies especially in
East Asia. Australia’s performance in terms of per capita income is
holding up, but may to be overtaken by a number of East Asian
economies within the next decade.

This appendix compares Australia’s recent economic performance with its
top sixteen trading partners as defined by their share of total exports from
Australia (Figure C1). All except Hong Kong and Thailand are also in the
top sixteen in terms of their share of Australian imports.

The comparisons are based on readily available data. In a number of
cases, data are somewhat dated or not strictly comparable between
countries. Bringing about consistency in inter-country comparison is
demanding and beyond the scope of this current exercise. Nevertheless,
the Commission has decided to present these data as a first attempt to bring
together information that would help assess Australia’s comparative
economic performance.
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The appendix is in four sections: summary economic indicators,
competitiveness, Australia’s trade links with East Asia and living
standards.

Summary economic indicators

Various performance indicators can be called upon. But, in keeping with
the issues raised elsewhere in this report, the focus is on indicators related
to output, employment, trade, research and development, and education.

In recent times (since 1992) Australia’s rate of growth has been above the
OECD average. However, taking a broader sweep of time and countries,
Australia’s relative growth rate has been poorer. The annual rate of growth
in real GDP for each economy from 1988 to 1992 is shown in Figure C2,
presented in descending order of compound annual rate of growth over the
period. Australia had the fifth lowest rate of growth of all the economies
shown. All of the East Asian economies have had higher rates of growth
than the other economies shown. Australia, the United States, Canada, the
United Kingdom and New Zealand have all experienced recession in the
last year or two with negative rates of economic growth. In contrast, the
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Figure C2

International comparison of annual growth in real GDP3,
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East Asian economies have maintained comparatively high positive rates of
growth. Australia’s more recent and improved growth performance is still
behind that shown for East Asian countries.

Australia has performed better on employment growth. The compound
annual rate of growth in employment for the period 1981 to 1991 is shown
in Figure C3, with the economies presented in descending order. Australia
has a middle ranking on this indicator, with relatively strong growth over
the 1983 to 1990 period (Appendix H). Australia had a higher rate of
growth in employment than most of the OECD economies shown, but a
lower rate than many of the East Asian economies.

Despite the relatively strong growth in employment, Australia’s
unemployment rate has steadily increased (Figure C4). The economies are
presented in ascending order of their average rate of unemployment for the
years in which data were available. By 1992, Australia had the second
highest rate of unemployment among these economies. In contrast, the
East Asian economies have had relatively low levels of unemployment,
most of them less than half Australia’s rate.
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Figure C3
International comparison of rate of growth in employment,

1981 to 19912
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Figure C4
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Figure C5
International comparison of exports and imports of goods
and services as a percentage of GDP from 1988 to 19912
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The importance of trade varies markedly between countries. Exports and
imports of goods and services expressed as a percentage of GDP (shown in
Figure C5 in descending order of exports) provide an idea of the trade
orientation of an economy. But these indicators are not necessarily
indicators of performance, in the sense that high levels are necessarily
superior to low levels. The appropriate level will depend on the diversity
of the economy’s industrial structure, its size, location and resource
endowment.

However, it is striking that the East Asian economies (excluding Japan)
appear to be much more trade-oriented than the other economies. The high
degree of trade orientation in East Asia is sometimes associated with their
high rates of GDP growth. This has led to suggestions that one way for
Australia to increase its rate of economic growth is to become more trade-
oriented, in particular by increasing trade with the rapidly growing
economies of East Asia.
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Australia has become more export-oriented in the last decade with the
volume of exports as a proportion of GDP rising from around 13 per cent
to around 20 per cent (Figure C13). However, Australia’s trade orientation
has not increased as much as other developed countries (Appendix E).

The East Asian economies have lifted their ranking as world exporters in
striking fashion (Table C1). From ranking in the 20s and 30s in terms of
world importance in 1980, they tended to be in the teens in 1990.
Australia’s ranking slipped from 18 to 22 in merchandise trade, but
increased from 23 to 20 in services. Australia’s trade links with East Asia
are examined in a section to follow.

Merchandise Services
1980 1990 1980 1990
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The East Asian economies are also distinguished by their saving and
investment as a share of GDP (Figure C6). In all cases, the rates of
domestic savings and investment in 1990 in the East Asian economies are
higher than the levels in OECD countries.

The balance between domestic saving and investment also reflects whether
economies run surpluses or deficits on current accounts and their status as
net providers of capital to other countries or as net drawers of foreign
investment and/or debt.

The recent report to the Treasurer on Australia’s saving argued for policies
that encourage national saving (FitzGerald 1993). It noted that Australia’s
saving in 1992 had fallen to 16 per cent of GDP and that the gap between
saving and investment requirements were financed by foreign debt. In
addition, it argued that Australia could not sustain growth over the 1990s
and into the next century by going progressively further into foreign debt
and that the interest rate premium associated with higher foreign debt only
increases Australia’s costs in servicing that debt. In conclusion, the report
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called for stronger national saving by all sectors to facilitate and sustain
growth in the economy.

The different rates of investment between countries is one factor that may
affect the growth performance of countries — although the nature of
investment is important, as well as its level.  The links between investment
and growth are discussed elsewhere in this report (Appendix B).

Other factors considered to be important engines of growth are research
and development (R&D) and education and training (Appendix B).

R&D assumes greater importance for different countries. Figure C7
compares the level and growth of R&D expenditure. Some developed
economies have high levels but low rates of growth of expenditure on
R&D (UK, US, Japan, France and Germany). Others (in East Asia) have
lower levels but higher rates of growth of expenditure on R&D (Korea,
Singapore and Taiwan). Australia is one of the remaining economies
which had both a low level of, and a low rate of growth in, expenditure on
R&D over the period (although expenditure has increased in recent years).

BN
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Figure C8
International comparison of enrolment rates in secondary
school and higher education?, 1989 '
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It is likely that economies in this last group largely rely on imported
technology. Similar data in the latest Science and Technology Budget
Statement show that generally the difference between the economies with
high and low levels of expenditure reflects the differences in the level of
R&D expenditure by the private sector (Schacht 1993).

The importance of education, as measured by participation rates, also
varies between economies. Figure C8 compares enrolments in secondary
and higher (post-secondary) education in the various economies.
Generally, the OECD economies have greater participation rates in higher
education compared with the East Asian economies. However, Korea and
Singapore have higher participation rates than Australia.

Another influence on productivity and growth is the level of technical and
scientific skills of the workforce. Comparable data in this area are hard to
come by. Figure C9 shows science graduates as a percentage of total
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graduates. Singapore, China and Hong Kong have a higher percentage of
science graduates than Australia, with Korea just behind Australia. The
limits of this indicator are well demonstrated in Japan’s low ranking,
despite the very high technical skills of its workforce.

Competitiveness

Assessments of competitiveness are often complicated and involve a
number of measures (eg profitability, comparisons of cost structures,
productivity indicators and market share analysis). Profitability and cost
structures comparisons between countries are particularly difficult in the
absence of consistent and reliable data. Some available indicators are
presented here.
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Indonesia, Malaysia, Thailand
Singapore & Philippines

One indicator of competitiveness often presented at the macro level is the
real exchange rate.! Figure C10 shows Australia’s real exchange rate
relative to those of its trading partners (by grouping).

Australia’s competitiveness against its South-East Asian trading partners
rose until 1985 as the Australian dollar depreciated, and subsequently
declined as the dollar strengthened. Improvement in competitiveness in the
mid-1980s was larger against Japan and other industrial economies due to
the lower Australian dollar value in 1985 and 1986. There was also a
small improvement in competitiveness against some of the North-East
Asian economies (Hong Kong, Taiwan and Korea) around 1985, but this
was not sustained. However, there has been some improvement in 1991
and 1992.

1 In index form, the real exchange rate can be defined as the nominal exchange rate in
units of Australian currency per unit of foreign currency, times the ratio of the
foreign price index to the Australian price index. If Australia lowers its costs of
production through improved productivity relative to other countries, its price index
should fall relative to the foreign price index and the real exchange rate should rise.
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One way — and arguably the best way — for Australia to increase its trade
orientation, improve its rate of economic growth and reduce its
unemployment rate, would be to enhance its competitive position by
improving productivity. This would require that productivity gains are not

16 (13) |
114 (16)
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totally absorbed by the factors of production (labour and capital) in the
form of higher factor incomes (wages and rates of return). That is, it would
require that some of the gains be used to lower prices of outputs.

Figure C11 shows labour productivity as measured by GDP per person
employed from 1989 to 1991, while Figure C12 shows its annual rate of
growth during the period 1983 to 1991. Australia stands out as a
particularly poor performer with the third lowest rate of growth in labour
productivity. It should be noted, however, that this was a period of strong
employment growth in Australia.

The disadvantage in looking only at labour productivity is that it can be
influenced by an increase in output due to the introduction of labour-saving
technology, which could lead to a decline in the productivity of capital, so
that overall productivity is unchanged. For this reason it is desirable to
examine overall productivity using total factor productivity (TFP). TFPisa
quantity index of output divided by a quantity index of the factors of
production used to generate the output. Comparisons of the rate of growth
in TFP between economies are presented in Appendix A. These relate to
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(3US
To share of
To North  European To East total
Total America Community  Asia increase
(%)

44.1 42 4.5 32.9 74.6
10.6 -0.4 2.6 7.2 67.9
19.8 23 1.9 13.3 67.2
359 -1.5 9.9 20.7 57.7
18.0 4.0 2.9 9.6 53.3
Singapore 36.5 7.1 5.9 18.4 50.4
Hong Kong 66.9 14.1 30.8 46.0
39.1 17.8 45.5
New Zealand 39 14 1.7
58.9
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different time periods and rely on different data methods. Nevertheless,
they do put Australia well toward the lower end of TFP growth.

While it would be wrong to be precise about the labour productivity and
TFP comparisons, the overall impression is that Australia is not shaping up
well against other OECD economies, and looks particularly weak against
the East Asian economies.

Australia’s exports to East Asia

Australia’s links with East Asia are of particular interest, given the
importance of trade with that region for Australia’s future. Moreover, the
above indicators suggest there is a strong competitive challenge from the
region, in addition to the opportunities that its strong growth provides.

The growth in Australia’s exports has been impressive. Figure C13 shows
Australia’s increased export orientation. In volume terms, it has been quite
marked — particularly since the mid-1980s. However, because of
declining terms of trade, the increase in the value of exports has been less
impressive.
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East Asia has been a major focus of the increase in Australia’s exports.
About two-thirds of the increase since 1985 has gone to East Asia
(Table C2).

However, despite the strong growth, Australia’s overall market share in
East Asia has declined from around 4.3 per cent in the early to mid 1980s
to around 3.8 per cent in the early 1990s (Figure C14).

The decline in Australia’s market share measured in value terms could be
due to a number of factors.2 First, declining prices could have reduced
Australia’s market share. Australia’s exports are largely non-manufactured
commodities and relative declines in the prices of these commodities would
have affected Australia more heavily than other economies.

Second, East Asia’s imports may have changed in ways that do not favour
Australia. As these economies develop, they are importing more

Raw materials, Machines,
Food and live minerals Basic transport &
animals and fuels manufactures equipment
1980 1991 1980 1991 1980 1991

146 44 18.8 11.2 208 164 25.6
10.3 5.1 12.1 4.5 30.1 238 22.4
119 4.1 20.7 16.7 18.9 16.1 33.5
8.1 4.7 46.2 26.5 11.0 163 22.4
104 5.8 196 83 164 15.8 38.8
4.1 357 159 . 13.1 29.8

6.1 42 392 179 : 14.5 27.9

31 43

- o

36.8 152 9 2438 22.8

iy o

2 Due to insufficient data, it was not possible to measure market share in volume
terms.
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1987-88 1990-91

North-East Asia 41.8 43.1
ASEAN 7.3 12.0

5.3 4.9
USA 114 11.1

EC12 15.7 12.1
Other 18.5 16.8

100.0

Simply transformed manufactures (STMs)
Elaborately transformed manufactures (ETMs)
ASEAN

Non-manufactures

STMs

ETMs
World

Non-manufactures

STMs

ETMs

manufactures relative to primary commodities (Asia-Pacific Economics
Group 1993). This is reflected in Table C3, which shows the general and
marked shift in emphasis from food items and raw materials to
manufactures, especially machines, transport and equipment.
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Two reports by the Department of Foreign Affairs and Trade (DFAT
1992a, 1992b) provide assessments of Australia’s trade with South-East
and North-East Asia. Table C4 shows that North-East Asia is the most
important destination for Australian exports and that ASEAN is the fastest
growing destination.

The structure of Australia’s exports to the two regions is quite different.
Australia’s exports to North-East Asia are very intensive in unprocessed
bulk commodities and have become increasingly so (Table C5).

Australia has maintained market share in Japan, gained ground in Korea
and Taiwan and lost ground in China and Hong Kong (Table C6) (DFAT
1992b, p 50). One explanation for the loss of market share in China and
Hong Kong (via which many Australian exports are destined for China) is
the growth in China’s imports of machinery and equipment. Australia has
not traditionally been a competitive supplier of these items.

Exports to South-East Asia, by comparison, are still intensive in
unprocessed bulk commodities, but manufactures are more represented.
Over the 1987 to 1991 period, Australia has maintained its market share in
Singapore and the Philippines, gained ground in Indonesia, Vietnam and
Cambodia, and lost ground in Malaysia and Thailand (Table C7).

A third explanation for Australia’s loss of market share is that the
economies could be expanding so rapidly that supply constraints in
Australia prevent us from keeping up with demand. DFAT (1992a) offered

Hong Kong
China
North East Asia
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;i Table C7 ; ‘ -
~ Australia’s share of tmports by mdmdua
: 4countnes, 1987 to 1991 .
Australtan Change in Australian
market share 1991 market share (1987-91)
; (%) (percentage points)
~ Cambodia 6.8 +6.8
~ Indonesia 53 +1.7
~ Malaysia 3.2 -0.9
_ Philippines 3.2 0.0
~ Vietnam 2.2 +1.5
~ Singapore 1.9 0.0
~ Thailand 1.5 03
~ Brunei 0.8 2.7
~ Laos 0.3 +0.2
- Source’ BFAT (L

this as a possible explanation in relation to exports to South-East Asia.

A fourth explanation would be a decline in Australia’s competitiveness. If
Australian firms were unable to match quality, price and reliability in
individual markets, their share would decline. The information to judge
this possibility in a detailed way is not available. Nevertheless, the
previous section suggested that Australia’s general competitiveness in
relation to East Asian countries has been varied.

Fifth, the decline in Australia’s share could simply be due to distance
between economies. That is, East Asian economies are trading with
themselves, while other economies outside the region are disadvantaged by
distance (transport costs and/or frequency of service). On this view,
Australia could be expected to do better in exports to East Asia than
possibly the US and EC, but not as well as the East Asian economies.
However, in the reverse direction, transport factors do not appear to have
inhibited East Asian economies from exporting to other economies outside
the region (Table C2).

Without being definitive, it would appear that Australia’s decline in market
share is most likely due to the gap between what East Asia increasingly
wants to buy and what Australia can most readily offer. But, whatever the
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reasons for Australia’s declining market share in East Asia — be they on
the demand or supply side — it seems that, despite the impressive changes
that have already occurred, Australia is not yet taking full advantage of the
potential that East Asia offers.3

Living standards

Australia’s concern to find ways to improve its economic performance is
driven by the desire to raise the standard of living of its citizens. While
there is no single measure that covers all of the attributes associated with
the term ‘standard of living’, several indicators are widely used.

3 The Department of Foreign Affairs and Trade has pointed to evidence that direct
foreign investment is trade creating. While Hong Kong and Singapore received
about 11 per cent of Australia’s total direct investment overseas, the remaining East
Asian economies received less than 2 per cent.
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Although GDP per capita is a popular indicator, a better one is real GDP
per capita, measured using purchasing power parities (Figure C15).4 The
economies are presented in descending order of per capita income in 1990.
Australia is ranked sixth, although many economies have similar levels.

Comparisons within OECD economies, based on detailed investigation of
goods and services, produce slightly different ranking (United Nations
1986). However, the Penn World Tables were used to allow inclusion of
the East Asian economies (Summers and Heston 1993).

4 Purchasing power parities (PPP) are the rates of currency conversion that equalise
the purchasing power of different currencies. This means that a given sum of money,
when converted into different currencies at PPP rates, will buy the same basket of
goods and services in all countries. Thus, when expenditures in price levels between
countries are converted into a common currency by means of PPP, they are, in
effect, expressed at the same set of international prices so that comparisons between
countries reflect only differences in the volume of goods and services purchased.
(OECD 1992d). Distortions to domestic prices that might arise, for example,
through import protection, are eliminated. Quality differences are also taken into
account.
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Australia’s ranking at around sixth may not hold on current trends. At
present, Hong Kong is the only East Asian economy with higher per capita
income than Australia. If recent growth rates (Figure C16) continue for
another decade or so, several other East Asian economies (starting with
Singapore and Korea) will have higher per capita incomes than Australia.
Whilst the recent recession is an obvious factor, the figure shows that
Australia’s position pre-recession was also relatively weak.

Even when measured at purchasing power parity, GDP per capita is
sometimes criticised as a measure of living standards. This is because
other ‘quality of life’ attributes are overlooked.

The United Nations Development Programme (1993) has endeavoured to
overcome some of these limitations by developing an indicator it calls the

Human Development Index (HDI). The HDI is a composite of three
factors: longevity, knowledge and income, each being given an equal

Flgure C17
International companson of the Human Development
, Indexa 1970 and 1990 '

index
;1,00»‘

e
060
040

020

000

Ej .28 B 8ot 2§ oo
‘g’agzg‘—fééi %%'6%
o
% & E ,(%-z.‘-: E
i
M W 1970 ; B[] 1990

a Data for 1970 were not available for China and Germany.
Source: United Nations Development Programme (1993)
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weight.> The HDI takes on values between zero and one. A value of one
indicates that all factors corresponded to the highest levels observed in the
sample. A value of zero indicates that all factors corresponded to the
lowest levels observed in the sample.

The HDI for 1970 and 1990 is shown in Figure C17. Among the East
Asian economies, Japan, Hong Kong, Korea and Singapore (in that order)
have levels closest to those of Australia. The levels of other OECD
countries are almost the same as Australia’s.

Dowrick and Quiggin (1993) make further allowances in OECD country
comparisons for employment, hours of work, and consumption, investment
and leisure patterns. Their work does not alter Australia’s middle-order
ranking in living standards within OECD countries. However, they give
special attention to Japan and conclude that Australia’s high consumption
of cheap food, land and leisure reverses the GDP per capita comparison
that favours Japan ahead of Australia.

5 Longevity is measured as life expectancy in years at birth. Knowledge is measured as
two-thirds times the literacy rate plus one-third times the average years of schooling.
Income is measured as income per capita using purchasing power parity. Income per
capita is scaled differentially between ranges to reflect the assumption of declining
marginal utility of income. Income can be further scaled by multiplying by one minus
the Gini coefficient of income distribution to adjust for differences in the income
distribution between countries. The income distribution adjusted HDI is not reported
because the ranking is similar to the standard HDI for the economies shown. There
has been some debate about the strengths and weaknesses of this indicator (see
United Nations Development Programme (1993); Doessel and Grounder (1991);
and McGillivray (1991)).
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APPENDIX D
INDUSTRY CONTRIBUTIONS TO
ECONOMIC GROWTH

Over the past two decades, the Australian economy has grown by
around 2.7 per cent a year. All sectors — agriculture, mining,
manufacturing and services — have contributed to that growth.
However, most of the growth has come from services — in particular
finance, communications and community services.

This appendix investigates which industries have been most important in
contributing to growth in the Australian economy over the past two
decades.

Contributions to growth

An industry’s contribution to overall growth in output depends on the
extent to which it grows and how important it is in the national economy.
Either a small growth from a large industry or a large growth from a small
industry can make a significant contribution to national growth. Figure D1
shows the relative size of each industry grouping and Figure D2 shows the
growth in each industry grouping over the period 1975-76 to 1992-93.!
(The industries which make up these groupings are displayed in Table D1
below).

The Utilities, public and personal services sector had the largest share of
output and above average growth. It increased its share in the economy to
43 per cent in 1992-93. Finance activities had the strongest growth, but
still represent a much smaller part of overall activity. Manufacturing had

1 The measure of output adopted is gross product which is value added, measured as
use of inputs plus any indirect taxes paid by the industry. Economy-wide output or
GDP is obtained by adding together the gross products of each industry. Gross
product is valued at average 1989-90 prices.
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- Saume Comm:ss:on estlmates based on ABS Cat no. 5206.0

Flgure D1

1975-76 and 1992-93

_ Share of national ou!
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public and Manufacturing Utilities,
personal 18% public and
services personal
39% services
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. Trade and
Finance transport
and 24%
business
services
10%

1992-93
Primary
9%
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14%
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transport
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12%

Measuted at average 1989—-—96 prices.

Flgure DZ

Average annual growth in output by ssec:tor@I
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Per cent
4
< Eeseaaeansesy [N R TR .
g4 o L
1
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a  Measured at average 198990 prices.
Source: Commission estimates based on ABS Cat no. 5206.0
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the lowest growth and its share in total output declined from 18 to 14 per
cent.

Growth has been at a variable pace for the different industry sectors
(Figure D3). The output of the primary industries has been quite volatile,
reflecting the vagaries of weather and developments in overseas markets.

Growth in Trade and transport industries moved very closely with GDP.
The Utilities, public and personal services group also broadly followed the
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economy, although it held up better in cyclical downturns of 1982—83 and
1990-91.

The manufacturing sector suffered the effects of recession more than other
sectors. It experienced heavy output losses in the recession of 1982-83
and did not recover in line with the national average for the next four years.
From 1987-88 to the present, manufacturing has remained below, although
more closely aligned with, economy-wide changes in output.

The Finance and business services group grew above the average from
1983-84 to 1989-90 and, indeed, in the late 1980s, showed much stronger
growth than other sectors. The period of above-average growth followed
the deregulation of financial markets and the boom in asset values.

Figure D4 summarises the average annual industry contributions to national
growth between 1975-76 and 1992-93. The measures reflect the
combined effect of an industry’s share in national output and its own
growth. The figure shows economy-wide growth of around 2.7 per cent.
The contributions of the composite sectors add to that 2.7 per cent figure.

Figure D4
Average annual contributions to growth by sector?,
1975-76 to 1992-93

Per cent

3

2 ,,,,,,,,,,,,,,,,,,,,,,,,,

1 ,,,,,,,,,,,,,

;
: Primary Manufacturing Trade and Finance and Utilities, Total
transport business public and
services personal

services

a  Annual rates, measured at average 1989-90 prices.
Source: Commission estimates based on ABS Cat no. 5206.0
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The Utilities, public and personal services group was the largest
contributor to growth over the period (1.4 percentage points). It was well
ahead of the rest with Trade and transport being the next biggest
contributor at 0.5 percentage points. Despite Manufacturing being ranked
ahead of Primary industry and Finance and business services in absolute
size, its slow growth translates into the smallest contribution to national
output growth (0.2 percentage points).

Some of the growth of the services sector can be explained by increased
specialisation in the economy. Over the last two decades, the main
activities behind service industry growth were, finance, property and
business services, and community services. To some extent, their growth
is due to:

. increased specialisation in financial and business services and the
displacement of in-house services through contracting out (such as
information and communications technology, training, design and
security services);

. higher specialist financial service requirements for the management of
deregulated financial markets;

. higher specialist personal service requirements to support higher
participation rates (particularly of females) in the workforce (such as
household cleaning, child minding, and food preparation and
presentation services); and

- additional private and government expenditures on education, health
and welfare services.

Table D1 provides additional industry detail on growth contributions.
Community services stands out within the Utilities, public and personal
services group. However other industries within the group, apart from
Ownership of dwellings, made more modest contributions. Indeed, their
contributions were more modest than that of Manufacturing.

Table D1 also shows the variation in contributions over time. The Trade
and transport industries increased their contribution to growth in the late
1980s and early 1990s. On the other hand, Finance, property and business
services were important contributors to growth up to.the mid-1980s but
have declined in importance in recent times as did Community services
activities — the largest single industry within the Ultilities, public and
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personal services group. Value added from the ownership of dwellings
provided a larger contribution to growth than manufacturing.

Table D1
Contributions to growth in Australla s GDP by sector and
industrya, 1975—76 to 1992—93 (percentage points )
; 1975-76 1981-82 198788 1975-76
 Industry/sector to to to to :
' 1980-81 1986-87 1992-93 1992-93
(6yrs) (6yrs) (6yrs) (18yrs)
 Primary industries 0.1 04 03 0.2
_ Agriculture, forestry, fishing and hunting . 0.2 0.1 0.1
- Mining . 0.2 0.2 0.1
 Manufacturing 0.3 0.1 0.2 0.2
_ Trade and transport 0.6 0.4 0.6 05
 Wholesale and retail trade 0.3 0.3 0.4 0.3
~ Transport and storage 0.2 0.1 0.2 0.2
Finance, property and business services 0.3 0.6 0.3 0.4
 Utilities, public and personal services 1.6 1.4 1.3 14
_ Electricity, gas and water 0.1 0.1 0.1 0.1
. Construction 0.3 . . 0.1
~ Communication 0.1 0.1 0.2 0.1
. Public administration and defence 0.1 0.1 0.1 0.1
~ Community services 0.5 0.5 0.4 0.5
- Recreation, personal and other services 0.1 0.1 0.1 0.1
- Ownership of dwellings 0.5 0.3 0.3 0.3
_ Import duties . . 0.1 .
Imputed bank service charge . . 0.1
_ Growth in output of Australian 2.9 2.8 2.5 2.7
economy ‘
.. Nilorless than 0.05 per cent. '
~a  Measured by gross product at average 1989-90 pnces as deﬁned in the Austrahan
~ National Accounts.
~ Source: Commission estlmates based on ABS data
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Contribution of industries within manufacturing to
economy-wide growth

The manufacturing sector is further examined for contributions to growth.
Table D2 shows the share of 12 individual industries within the
manufacturing sector for the 17 year period, 1976—77 to 1992-93.2

Changes in the importance of manufacturing in national output have been
spread across activities rather than being confined to very large changes for
individual areas of activity. This is reflected in the fact that shares in
manufacturing output remained fairly stable. Paper and paper products was
the best performer and increased its share from 7.3 to 9.3 per cent of
manufacturing output.

1976-77 1981-82 1987-88 1976-77
ndustry to to to to
1980-81 1986-87 1992-93 1992-93

(Syrs) (6yrs) (6yrs) (17yrs)

152

ood, beverages and tobacco 21.2 20.8 21.3 21.1
extiles 2.0 2.1 22 2.2
lothing and footwear 43 4.5 3.8 42
Wood, wood products and furniture 4.8 4.8 5.0 49
aper and paper products 73 8.2 93 83
hemical, petroleum and coal products 9.5 9.7 9.9 9.8
on-metallic mineral products 5.1 5.0 4.8 4.9
asic metal products 11.0 11.5 11.6 11.4
}  Fabricated metal products 6.4 6.2 7.0 6.5
~ Transport equipment 12.6 12.4 10.5 11.7
| Other machinery and equipment 10.8 10.0 10.1 10.3
} ‘Miscellaneous manufacturing 45 4.6 4.8 4.6
~ Total manufacturing 100.0 100.0 100.0 100.0
{ - Manufacturing share in national output 18.1 16.4 5

~ Source: Commission estimates base&mABSda:ta

2 Data for the full 18 year period used in the previous section are not available from
the ABS.
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However, this overall result masks the considerable year-to-year variation
in the output of individual industries. The growth experience of individual
manufacturing industries, for the slightly shorter period 1977-78 to
1992-93, is shown in Figure D5. In the majority of years, individual
industries have either positive or negative growth in common with the
manufacturing total, but the magnitudes of change varying substantially.

The general picture is one of diversity of experience, reflecting different
impacts of changes in consumption, investment and export demands.
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INDUSTRY CONTRIBUTIONS TO ECONOMIC GROWTH

Figure D6 summarises the average annual industry contributions to growth.
These measures reflect the combined effect of an industry's share in
manufacturing output and its own growth. The annual average
manufacturing output growth over the period was 1.2 per cent and the
contributions of the composite sectors sum to that figure (subject to
rounding).
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Food, beverages and tobacco — the largest industry in manufacturing —
was also one of the largest contributors to manufacturing growth.
Nevertheless, working from smaller bases the paper, chemicals and basic
metals industries provided comparable growth contributions.  The
Transport equipment component is the second largest industry within
manufacturing, but made a negative contribution to manufacturing growth.
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APPENDIX E
AUSTRALIA’S RECENT TRADE
PERFORMANCE

Throughout the 1980s and into the 1990s, the Australian economy
has become more trade exposed. The volume of trade (imports plus
exports of goods and services) has increased from the equivalent of
about 30 per cent of the output of the economy in 1982-83 to nearly
40 per cent in 1992-93. The growth in trade was dominated by trade
in goods . Trade in services also grew over this period, but still only
accounts for about 20 per cent of the volume of trade in 1992-93.

Manufactured exports have grown strongly, but from a small base.
Imports of manufactures still far outweigh exports and Australia
continues to be a resource-based exporter. In 1992-93, minerals
and processed mineral products accounted for about 40 per cent of
the volume of Australia’s exports and agricultural and agriculture-
related commodities a further 25 per cent.

This appendix documents changes over the last decade in the trade
orientation of the Australian economy and in the industry composition of
that trade. The analysis is an extension of that provided in the
Commission’s 1991-92 Annual Report. In that analysis, trade values were
deflated by the implicit price deflator for GDP to obtain a broad indication
of changes in the purchasing power of Australia’s trade. This analysis also
measures movements in the volume of trade, calculated as the value of
trade deflated by commodity-specific price indexes.

Australia’s trade growth and trade orientation

The value of Australia’s trade (exports plus imports) has risen more than
ten-fold over the period 1959-60 to 1992-93. However, the volume of
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Flgure E1 « ’
~ Volume and value of tradea 1959—60 to 1992—93
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AUSTRALIA'S RECENT TRADE PERFORMANCE

Annual growth

Country rateb

; (%)

- Australia® 1.36

~ Canadade 2.48

. Francede 2.72
' 2.71
2.99
2.23

. Netherlandsde 227

~ New Zealandd:e.f 1.64
Switzerlandd- 2.64

trade (which excludes the effects of price increases over the period) has
shown less of an increase (Figure E1).

With the strong growth in trade, Australia's trade orientation, as measured
by the volume of exports plus imports expressed as a percentage of real
GDP, has also grown significantly. The volume of trade was equivalent to
about 30 per cent of real GDP in 1982-83 but had grown to around 40 per
cent by 1992-93 (Figure E2).

The growth in trade orientation was achieved by strong growth in the
volume of both exports and imports which grew by 6.4 and 5.4 per cent per
annum respectively. The growth rate in imports resulted in a 60 per cent
rise in the volume of imports over the period 1981-82 to 1992-93. This
growth was in excess of growth in the volume of goods and services
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purchased in Australia over this period. Thus the economy experienced
greater import penetration with imports accounting for about 15 per cent of
real gross national expenditure in 198182, rising to around 19 per cent in
1992-93.

The growth in trade orientation is not unique to Australia. Indeed,
Australia achieved a relatively low growth rate in trade orientation over the
period 1963—64 to 1991-92 (Table E1).

Composition of trade

The volume of trade in goods and services grew by some 90 per cent in the
decade to 1992-93. This comprised a 95 per cent growth in the volume of
goods traded and a 70 per cent rise in the volume of services traded.
However, the share of services in the total volume of trade (20 per cent in
1992-93) changed only marginally over the period. Trends in imports and
exports of goods and services are shown in Figure E3.
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More detail on the industry groups which provided the growth in goods
traded is given in Figure E4. Data on merchandise trade are classified
according to six industry groups for the years 1981-82 and 1992-93.1

The strong growth in exports occurred in Agriculture-related
manufacturing, Mining and Mining-related manufacturing. Strong growth
was also observed in Other manufacturing exports. However, this growth
was achieved on a smaller base.

Imports continue to be dominated by goods classified to the Other
manufacturing category and, to a lesser extent, the highly-assisted TCF and
PMV industry groups. Imports of Mining-related manufacturing also
increased markedly.

1 For a description of the six industry groups used in this appendix, see IC (1992d,
p.60).
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Overall, Australia remains a net exporter of agricultural and mining
commodities (and related manufactures) and a net importer of
manufactures.

Traditional export industries have provided the main contribution to the
increase in export orientation of the economy. While there have been
substantial movements in the trade orientation of particular manufacturing
industries, they have generally been from a small export base
(Appendix F). Consequently, while their export growth is significant for
the industry concerned, it has yet to contribute substantially to the overall
trade orientation of the economy. Thus, as shown in Table E2, ten
industries in agriculture, mining and related areas accounted for about 60
per cent of merchandise exports in 1992-93. These same industries
contributed about 65 per cent of merchandise exports in 1981-82.

en largest contributors to the value of merchand:se -
- xports 1981-82 and 1992-93 (per cent) .
| Industry 1981 82 1992-93
~ Black coal 12.5 13.3
Cereal grains, sheep and cattle 21.0 8.9
Meat (except small goods or poultry) 9.2 7.7
- Non-ferrous metals nec, smelting, refining, 0.6 6.7
_ extruding
Oil and gas 1.7 5.4
Iron ores 6.5 5.1
Alumina 6.0 4.1
Petroleum refining 2.9 2.6
Aluminium 0.9 2.6
Iron & steel basic products 22 2.2
Total above 63.5 58.5
Total exports (& bllhon) 18.3 56.6
Source: ABS, Foreign dee Statxsncs on magnetlc tape
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Industry 1981-82 1992-93

Electronic equipment nec 4.8 10.7
Motor vehicles and parts 8.5 10.6
Industrial machinery and equipment nec 5.7 5.7
Oil and gas 8.1 3.9
Aircraft 2.7 3.0

Electrical machinery equipment nec 3.2 2.9
Measuring, professional & scientific equip nec 1.9 2.9
Organic industrial chemicals nec 2.4 2.9
Petroleum refining 52 2.7
Radio and TV receivers, audio equipment 2.4 2.7

Total above 45.0 47.9
Total imports ($ billion) 233 59.1

Similarly, in 1992-93, about half of Australia’s merchandise imports came
from ten industries and these same industries accounted for a similar share
of merchandise imports in 1981-82 (Table E3).
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APPENDIX F
TRADE ORIENTATION OF
MANUFACTURING

Australia’s manufacturing sector is primarily driven by domestic
demand. However, there has been a steady increase in the trade
orientation of the sector, with both exports and imports assuming
greater importance.

This appendix examines the trade orientation of Australia’s manufacturing
sector. Manufacturing output has grown since the mid-1970s, but slower
than services (Appendix D). Manufacturing has been particularly hard hit
by the fall in domestic demand in the recent recession. On the trade side,
there has been increased exposure to international competition through
lower border protection, while export prospects have been enhanced by,
among other things, export assistance and facilitation schemes
(Appendix O).

The information base for the appendix comes from two sources. A data
series commencing in 196869 can be used to illustrate changes in
manufacturing’s trade orientation. A series commencing in 1980-81 is
used to examine changes in trade volumes.

Trade orientation

Figure F1 shows the increase in the trade orientation of manufacturing
since 1968-69 as measured by the share of exports in domestic
manufacturers’ sales and the share of imports in domestic sales. The value
of exports and imports have both increased over the period — exports
slightly more than imports (14 per cent annual average growth versus 13
per cent for imports). The importance of exports picked up in the late
1980s, and now represents some 20 per cent of total sales.
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Imports of manufactures have remained substantially above exports.
Australia’s status as a net importer of manufactures reflects its comparative
advantage as a net exporter of commodities (Appendix G).

Export orientation

The importance of exports varies markedly between industries in
manufacturing (Table F1). For many industries, growth in exports has been
developing from a small base. Basic metal products stands out as an
industry in which the importance of exports is not only high, but has
increased markedly to represent over half of total sales. Export orientation
has increased in Textiles and Other machinery and equipment .

The importance of exports as a source of growth for manufacturing as a
whole is reflected in Figure F2, which removes price effects to concentrate
on sales volumes. On this basis, exports contributed about two thirds of
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196869 1975-76 1981-82 1987-88 1968—69
to to to to fo
1974-75 1980-81 1986-87 1992-93 1992-93

(7yrs) (6yrs) (6yrs) (6yrs) (25yrs)

ood, beverages and tobacco 21.7 241 19.4 20.2 21.4
extiles 9.1 15.0 26.0 31.3 19.9
lothing and footwear 1.0 0.8 0.7 2.5 1.2
- Wood, wood products and furniture 2.2 5.0 5.8 6.9 4.9
Paper and paper products 1.6 1.7 2.0 2.7 2.0
hemical, petroleum and coal
roducts 44 5.8 14.8 11.6
on-metallic mineral products 1.0 1.1 1.2 1.8
asic metal products 234 346 39.4 53.4
abricated metal products 33 2.8 2.5 54
ransport equipment 5.2 3.5 5.6 8.8
ther machinery and equipment 7.2 8.5 10.7 15.9
Miscellaneous manufacturing 54 54 53 8.5

- Total manufacturing 109 134 14.2 17.2

growth in manufacturers’ sales since the beginning of the 1980s.! This is
despite the fact that domestic sales are considerably larger than export
sales.

The export contribution to growth in manufacturing has been most
pronounced in the 1990s (Figure F3). Indeed, when growth in the volume
of sales to the domestic market declined in the early 1990s, export volumes
expanded and had a stabilising impact on overall manufacturing output.
This additional growth contribution from exports did not occur in the
recession of 1982—83.

1 The export market’s contribution to manufacturing sales growth depends on export
growth weighted according to its relative size in total sales.
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However, declining export

. prices relative to domestic
Average contribution F | prices partially offset the
domestic and ex salesto | expanding export volumes as a
arowth in total volun ’ | source of revenue to

manufacturing. From

1980-81, export prices, in
general rose relative to
domestic prices in periods of
high domestic demand but fell
in times of lower domestic
demand (Figure F3). This was
particularly the case in the
early 1990s.

Table F2 provides details for
industries within
manufacturing for the six years
to 1992-93. It shows the
contribution of exports and
domestic markets to sales
volumes. The importance of
exports in the 1990-92 period, seen for manufacturing as a whole, applied
to individual industries. Indeed, for the domestically-oriented Other
machinery and equipment industry, export volumes provided the only
positive source of industry growth from 1988-89 to 1992-93. The very
large increase in exports of Textiles in 1990-91 and 1991-92 stands out.
Wool prices went down and exports of partly processed wool rose relative
to exports of raw wool.

McKinsey (1993) suggests that many exporters have developed new
markets and intend to supply them even when domestic demand picks up.
Exporting has stabilised manufacturers sales and more so in recent times.
However, a history of switching between domestic and export markets and
the recent decline in export growth from 1991-92, may be cause for some
caution in making judgements about future sources of growth.

112



TRADE ORIENTATION OF MANUFACTURING

Import penetration

The growth of domestic manufacturing activity is determined not only by
its ability to compete for sales in export markets, but also by its ability to
secure sales in the domestic market against import competition.

Imports have grown in importance as a source of supply of manufactures
for the Australian market (Table F3). While the importance of imports
varies markedly between manufacturing industries, that importance has
grown in all cases over the period. Textiles, Transport equipment, Other
machinery and equipment and Miscellaneous manufacturing have shown
strong growth in imports.
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Table F2

(percentage points)

Contributions of domestic and export sales to total volume
of sales, by manufacturing industry?, 1987—88 to 199293

D Domestic demand.
E Export demand.

.. Nil or less than 0.05 percentage points. .
a  Growth in domestic and export sales weighted according to its base period share in
total sales. The sum of each contribution is equal to growth in industry sales.
_ Source: Commission estimates based on ABS data

1987 1988 1989 1990 1991 1992
88 89 90 91 92 93

Food, beverages and D 7.2 49 2.6 2.8 -3.1 0.1
tobacco E 07 -1.6 2.3 1.7 0.8 23
Textiles D 13.0 58 42 -237 -43 123
E -71 -59 -22 232 180 -13
Clothing and footwear D 8.4 32 -133 76 -44 2.4
E 0.3 0.2 0.8 0.2 0.6 0.6
Wood, wood productsand D 13.9 32 71 712 27 23
furniture E . . . .. . .
Paper and paper products D  16.2 73 -132 -03 99 40
E . 0.3 0.4 0.2 0.2 0.6
Chemical, petroleum and D 8.6 9.7 305 2.0 0.9 1.1
coal products E 2.0 0.3 1.0 3.1 0.9 1.8

Non-metallic mineral D 77 113 06 -11.3 -35 24
products E -12 -05 0.1 0.9 1.3 .
Basic metal products D 1.9 44 -54 -110 -16 -1.7
E 2.4 03 105 10.0 5.8 2.1
Fabricated metal products D  18.4 60 -69 -68 -73 -6.0
E 0.1 2.5 0.4 0.1 1.3 -0.6
Transport equipment D 132 9.1 56 -123 94 0.6
E 22 1.1 0.8 27 -03 1.7
Other machinery and D 9.6 98 -89 -05 36 -25
equipment E 1.3 0.4 2.5 3.7 2.5 6.2
Miscellaneous D 7.7 39 -74 20 -12 22
manufacturing E 1.5 1.0 0.5 2.3 24  -0.1
Total manufacturing D 9.4 65 -12 -40 37 -04
E 08 -03 2.2 35 2.1 1.7
Total sales 10.2 6.2 1.0 -04 -1.6 1.3
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Table F3
Share of imports in value of domestic sales, by
manufacturmg industry, 1968-69 to 1992-93 (per cent)

196869 1975-76 1981-82 1987-88 196869

to fo to to to
1974-75 1980-81 1986-87 1992-93 1992-93

(7yrs) (6yrs) (6yrs) (6yrs) (25yrs)

. Food, beverages and tobacco 4.7 6.4 7.8 8.2 6.7
Textiles 28.0 33.0 39.4 40.0 34.8
Clothing and footwear 11.8 202 22.5 26.4 19.9
Wood, wood products and furniture 8.3  11.3 12.9 13.1 11.3
Paper and paper products 172 179 18.6 17.9 17.9
Chemical, petroleum and coal

products 245  28.1 29.8 25.6 26.9

- Non-metallic mineral products 10.0 10.2 11.1 12.2 10.9

- Basic metal products 83 8.5 12.0 18.4 11.7
Fabricated metal products 92 103 11.9 13.9 11.2
Transport equipment 26.5 313 36.6 38.6 33.0

- Other machinery and equipment 37.0 463 57.0 59.7 49.5

Miscellaneous manufacturing 223 281 32.1 33.0 28.6

' Total manufacturing 18.0 222 26.3 27.6 233

Source: Commission estimates based on ABS data

Imports now supply about 30 per cent of the domestic market for
manufactures (Figure F1). Even though imports represent a smaller
proportion of the domestic market than domestic supplies, they have made
the larger contribution to growth in the domestic market since 1980-81
(Figure F4).

The growth in importance of imports in supplying domestic markets has
resulted in two main changes:

. Foreign suppliers now have a larger share of the domestic market and
an expanded base from which to compete with domestic producers.
In this environment, domestic costs and supply conditions are more
likely to be influenced by the international environment than was the
case at the beginning of the period.
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. Increases in domestic
demand for manufactures
would, when weighted by
the average  import
penetration, generate a
larger volume of imports
than was the case two
decades ago.

As  with  exports, the
importance of imports varies
from year to year (Figure F5).
While imports and domestic
supplies both declined during
recessions, imports  have
provided the main source of
supply in the years following
the recession with some lag in
the pick-up of local sales. In
other years, nearly all growth
is contributed by sale of local
manufactures (eg 1986-87 and
1987-88).

To some degree, changing relative prices have counter-balanced changes in
import volumes (Figure FS5). For example, in the three years to 1987-88,
higher relative import prices increased the import bill, although import
volumes were not growing. After that time, import prices grew slower than
domestic prices balancing the growth in import volumes.

Table F4 provides details for each manufacturing industry for the six-year
period to 1992-93. It shows the contribution of local produce and imports
to growth in domestic sales volumes. Sales by domestic industries were
generally the major contributors to year-to-year supply changes (which
may constitute either positive or negative growth).
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Not all industries have common experiences. In the case of three diverse
industries — Food, beverages and tobacco, Clothing and footwear, and
Basic metal products — import penetration has increased against a
background of large fluctuations in the demand for domestic supplies.
There is no clear year-to-year pattern for either imports or domestic
supplies for the industries Other machinery and equipment and
Miscellaneous manufacturing.
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1987
-88

1988
-89

1989
-90

1990
—91

Food, beverages and
tobacco
Textiles

Clothing and footwear

Wood, wood products and
furniture
Paper and paper products

Chemical, petroleum and
coal products
Non-metallic mineral
products

Basic metal products

Fabricated metal products
Transport equipment
Other machinery and
equipment

Miscellaneous
manufacturing

. Total manufacturing

SU EUKXUKXUZLULULURUREUOZEURURURUT

8.4
0.5
12.5
33
6.9
3.6
13.1
1.0
13.5
1.8
7.1
23
7.0
1.2
3.0
0.8
16.8
1.4
9.8
0.5
5.0
6.8
5.7
2.5

85
23

10.8

5.7
1.3
5.1
6.0
2.5
1.2
3.0
22
6.1
0.9
8.1
4.8
10.1
2.5
7.1
3.1
5.5
24
7.1
17.5
5.1
12.6
29
4.9

59
5.8

11.6

-2.9
0.4
-3.4
1.5
-10.6
23
-6.5
-1.5
-11.1
-1.0
24.7
2.6
0.5
0.2
-8.2
1.6
-6.3
1.2
3.8
3.6
-4.3
4.6
-5.4
1.6

-1.0
1.8

0.8

3.2
0.2
-17.9
-5.8
-5.8
2.5
-6.6
-1.8
-0.2
-1.3
1.7
-0.8
10.0
-1.8
18.9
1.5
-6.1
-2.1
-8.2
-3.0
-0.2
-4.7
1.4
2.2

-3.4
-1.7

-5.1

-3.6
0.3
-4.2
2.0
-3.3
1.0
2.5
1.1
-84
2.8
0.8
-0.6
-3.2
0.1
-3.2
4.5
-6.7
0.2
-6.4
-2.4
-1.8
3.6
-0.9
2.7

0.1
0.3
14.1
1.0
1.8
1.8
2.2
0.2
-3.2
1.2
1.0
4.5
2.2
-0.4
-3.7
23
-5.5
0.6
0.4
-0.8
-1.2
73
-1.6
1.6

04
2.3

1.9
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APPENDIX G
INTRA-INDUSTRY TRADE

Intra-industry trade (IIT) refers to the simultaneous export and import of
goods produced within the same industry classification. A significant
proportion of this trade, particularly in manufactures, may not be explained
by traditional theories of comparative advantage based on factor
endowments, but may be due to a variety of factors associated with
industrialisation, such as product differentiation, consumer taste for variety,
the global integration of production and government intervention designed
to promote exports.

Inter-industry trade occurs when trade within an industry is one-way and is
complemented by one-way trade in the reverse direction in another
industry. For example, the pattern of trade between Australia and Japan is
predominantly inter-industry in nature. Historically, Australia has exported
commodities and imported manufactured goods, while Japan imports
commodities and exports elaborately transformed manufactures.

Australia’s pattern of trade is significantly different from the pattern of
trade between other industrialised nations which has been characterised by
a significant growth in IIT of highly differentiated consumer goods, and
highly specialised parts and intermediate goods. In the context of trade
liberalisation, the growth of IIT in the manufacturing sector has potential
policy implications as adjustment costs and restructuring problems may be
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reduced if trade expansion takes the form of IIT rather than inter-industry
trade.

Box G1
‘The measurement of liT

A significant body of literature exists on the question of intra-industry trade.
Much of this literature contains considerable debate about the best measurement
- of two-way trade in similar goods (IIT). However, the most popular and simplest
‘measure is the unadjusted Grubel and Lloyd (1975) index which measures
o-way trade as a percentage of total trade. According to their formula,
NT=[(X+M)-|X-M|}/X+M, where X = exports and M = imports.

e IIT index measures the extent to which imports within the industry
classification under study are ‘balanced’ by exports. The balanced trade is taken
to be intra-industry trade, and the residual industry trade surplus or deficit is

ken to be inter-industry trade. Thus perfectly balanced trade produces an IIT
dex of 100. One way trade in an industry — imports with no exports or vice
ersa — produces an IIT index of 0.
or this study, the IIT index was calculated for 200 industries at the 4-digit level
f ASIC (Australian Standard Industrial Class1ﬁcat10n) and 55 industries at the
-digit level of ASIC. While the index measures the value of ‘balanced’ trade as
percentage of total trade, it gives no indication as to the size of that balanced
ade. To measure this, the total value of two- -way trade in each industry is
ummed as a measure of the value of 1T for total merchandise trade (mining,
grlculture and manufactmng), for total manufacmnng, and for mdivldual
‘ se‘categorles - . ..

nce t tween the mdex and

": dex mdlcates that trade is becommg
That is, adjustment pressure or
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Total merchandise

'
'
'
'
v
'
h

This appendix reviews some of the trends and influences on Australia’s IIT
in merchandise.

Overall trends in lIT

Australia’s IIT has grown since 1981-82, reaching a peak in 1992-93 of
29 per cent of total merchandise trade and 31 per cent of total
manufacturing trade, measured at the 4-digit ASIC level (Figure G1). The
most noticeable increase came with the onset of the 1990s. The earlier
increase in 1982—83 proved to be transient. However, despite the overall
increase, Australia’s IIT is still low when compared with levels recorded
for most European and North American countries of over 60 per cent since
the 1960s.

The increase in the average IIT index shown in Figure Gl masks the
dramatic changes that have occurred in the volume of total trade since
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Table G1
Industries contributing most to the increase in the value of
intra-industry trade, 1981-82 to 1992-93 (per cent)

Industry Share of increase  Dominant trade
Oil and gas 15.2 X
Electronic equipment nec 7.4 M
Petroleum refining 73 M
Motor vehicles and parts 7.0 M
Inorganic industrial chemicals nec 4.5 M
Industrial machinery and equipment nec 3.9 M
Iron and steel basic products 3.2 X
Pharmaceutical and veterinary products 3.1 M
Fabricated metal products nec. 2.5 M
Non-ferrous metals nec, rolling, 24 M
drawing, extruding

Total above 56.5

Source: Commission estimates based on ABS, Foreign Trade on Magnetic Tapes

Table G2
Industries contributing most to the increase in the value of
inter-industry trade, 1981-82 to 1992-93 (per cent)

Industry Share of increase  Dominant trade
Black coal 10.7 X
Electronic equipment nec 8.7 M
Non-ferrous metals nec, smelting 7.5 X
refining

Motor vehicles and parts 7.0 M
Meat (except smallgoods or poultry) 5.5 X
Iron ores 33 X
Industrial machinery and equipment nec 33 M
Aluminium smelting 2.6 X
Alumina 25 X
Cereal grains, sheep and cattle 24 X
Total above 53.4

Source: Commission estimates based on ABS, Foreign Trade on Magnetic Tapes
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1981-82 (Appendix E). This analysis of IIT relates to the value rather
than volume of trade and covers ‘balanced’ trade, rather than total trade.

The increase in IIT is not widespread but is due to a significant increase in
the value of two-way trade in a few large industries (Table G1). There has
also been a significant increase in the value of inter-industry (unmatched) -
trade in a few large industries (Table G2). The value of IIT is growing
slightly faster than the value of inter-industry trade and this is producing a
gradual rise in the IIT index.

Composition of IIT by industry sector

Trends in IIT can be shown according to industry sectors — along the lines
set out in Appendix E. For that analysis, Agriculture and Mining were
separately identified, but total manufacturing was split into four categories:
Mining-related, Agriculture-related, Highly-assisted and Other (non-
resource based) manufacturing.  For this analysis, highly-assisted
manufacturing is further split into Passenger motor vehicles (PMV) and
Textiles, clothing and footwear (TCF). PMV has been subject to an export
facilitation scheme (since 1982), which is explicitly designed to facilitate
IIT in the presence of tariffs.

Figure G2 shows that trends in IIT by industry sector differ significantly.

. Agriculture: The low and relatively constant IIT index reflects the fact
that Australia is almost self-sufficient in agriculture and imports are
insignificant in most industries (Figure E4 in Appendix E). A high
level of two-way trade exists in only a few small industries, eg
plantation fruit, orchard and other fruit, and agriculture nec.
Agricultural imports actually declined in 1992-93. Exports are
dominated by cereal grains (mainly wheat), but there has also been
some impressive growth in exports from some small industries, eg
grapes, plantation fruit, rock lobsters, oyster farming and inland
fishing.

. Agriculture-related manufacturing: The IIT index is higher than for
Agriculture because many small industries in this category produce
highly differentiated consumer goods and with a high level of two-
way trade, eg fruit products, tobacco, confectionary, processed
seafood. However, the volume of trade for many of these industries is
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low and carries a low weighting overall. This sector is dominated by
exports from three large industries: meat, raw sugar and wool
scouring. There has also been impressive export growth in a number
of smaller industries: butter, cheese, prepared animal and bird foods,
wine and brandy, cotton ginning, pulp, paper and paperboard, and
leather tanning.

Mining: Mining IIT is relatively low because trade is largely one way
and dominated by exports of iron ore and black coal. The one
exception is oil and gas where two-way trade is significant.

Mining-related manufacturing: This has the highest IIT of all sectors.
This sector contains several industries producing highly differentiated
intermediate goods which have a high IIT index and value of two-way
trade, eg synthetic resins and rubber, inorganic industrial chemicals,
petroleum refining, iron and steel basic products and non-ferrous
metal basic products. The average IIT has fallen mainly as the result
of significant growth in exports from the alumina and aluminium
smelting industries where imports are insignificant.
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PMV: The IIT index for PMV has fluctuated sharply over the period
reflecting cyclical factors and the placement of large orders, eg the
loss of sales to the NZ market and the sale of the Ford Capri to the
Us.

Other manufacturing: The average IIT index for Other manufacturing
trended upward over the period, mainly as a result of a significant
increase in the value of exports from a number of large industries, eg
electronic  equipment industries (mainly computers and
telecommunication equipment), industrial machinery and equipment,
pharmaceutical and veterinary products, and fabricated metal
products, but also as a result of some rapid growth in exports from
smaller industries, eg ships, aircraft, wood and metal working
machinery, photographic and optical goods, measuring, professional
and scientific equipment.
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. TCF: The IIT index for TCF has followed the trend for other
manufacturing, but from a lower base.

Figure G3 shows the contribution of each sector to the total value of IIT
from 1981-82 to 1992-93. A significant proportion of the value of
Australia’s IIT is accounted for by the resource-based sectors. This share
has fallen from 61 per cent to 53 per cent, due largely to a decline in share
held by Agriculture and Agriculture-related manufacturing from 19 to 14
per cent. The share held by PMV has not changed significantly, but the
share held by Other manufacturing has grown steadily over the period from
31 to 37 per cent. The ten industries accounting for over 65 per cent of
growth in the value of IIT in Other manufacturing (including PMV and
TCF) are shown in Table G3.

Composition of lIT by end use

A feature of international trade between industrialised nations since World
War II has been the growth in IIT in highly differentiated consumer goods
and also highly specialised parts and components for assembly. Studies
have shown that industrialised nations are becoming increasingly

Share of increase

Electronic equipment nec 15.1

 Motor vehicles and parts 14.2
~ Industrial machinery and equipment nec 8.0
~ Pharmaceutical and veterinary products 6.2
~ Fabricated metal products nec 5.0
__ Electrical machinery and equipment nec 4.0
~ Ships 3.7
~ Aircraft 3.7
~ Measuring, professional and scientific equipment nec 2.9
~ Photographic and optical goods 2.8

, _ Total above 65.8
~ Source: Commission estimates based on ABS data .
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interdependent at the intermediate level of production. To illustrate the
extent of Australia’s ‘interdependence’, the following snapshot of
Australia’s IIT by end-use was created using the Broader Economic
Classification of Trade (BEC).! Results are displayed in Table G4.

The IIT index for most categories of consumption goods and
transport equipment is very low.  Trade in these categories is
dominated by imports. = Within transport equipment, the only
industries recording a high IIT are ships, parts and accessories for
aircraft and motor vehicles. = Within the consumption goods
categories, there are only a few small industries with high IIT, eg
nurseries, tobacco products, and paper and stationery.

The value of trade is high but the IIT index is relatively low within
the industrial supplies group. Imports and exports of processed
goods are roughly equal, but the average IIT for this category is
relatively low. This means there is significant specialisation between
industries rather than within industries. Within the processed
industrial supplies group, industries where trade is dominated by
exports include the basic non-ferrous metal group of industries
(alumina, aluminium, copper, silver-lead-zinc, nickel and gold).
Industries in which imports dominate include: man-made fibres, yarns
and broadwoven fabrics, cotton yarns and broadwoven fabric, resawn
and dressed timber, chemical fertilisers, organic industrial chemicals
nec, plastic products nec, and ceramic tiles and pipes.

The IIT index for capital goods is relatively low. Exports have
increased rapidly in recent years but are still low in comparison with
imports. The results are dominated by a few large industries, eg
electronic equipment, electrical machinery and equipment, industrial
machinery and measuring, professional and scientific equipment.

Figure G4 shows the share of the total value of IIT held by each end-use
category. The main feature is the small share accounted for by highly
differentiated consumer, capital goods and transport equipment categories.
Over 60 per cent of the value of IIT is accounted for by food and
beverages, industrial supplies and fuels and lubricants. The snapshot

1 The analysis was carried out at the 4 digit level of ASIC within each BEC category.

The overall average differs slightly from other analyses because many 4-digit ASICs
are split between various BECs, particularly goods used as intermediate industrial
supplies and those used as final consumer goods.
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indicates that Australia’s pattern of trade is still very much influenced by
our natural resources.

Table G4
Snapshot of intra-industry trade by end use, 9 months to
March 1993

Imports  Exports ar
(8 million) (8 million) (%)

Food & Beverages
111 Primary — for industry 128.8 1951.7 3.8
112 Primary — household consumption 2923 967.7  39.1
121 Processed — industry 179.8 12179 43

122 Processed — household consumption 1389.7 43395 262

_ Industrial supplies not elsewhere specified

210 Primary 514.1 8063.5 7.4

220 Processed 11690.8 12 164.1 27.5
_ Fuels and lubricants

310 Primary 1683.8 6985.3 38.9

321 Processed — motor spirit 78.0 1223 779

322 Processed — other 1047.6 1962.8 65.4

Capital goods (except transport equipment)
410 Capital goods (except transport equip) 8 026.1 1167.6  24.5

420 Parts and accessories 4113.9 963.6  36.8
~Transport equipment

510 Passenger motor cars 2 306.8 3492 259

521 Industrial 2317.2 230.2 16.4

522 Non- industrial 221.4 58.1 11.5

530 Parts and accessories 2734.1 704.6  41.0
L . Consumer goods not elsewhere specified

610 Durable 2077.4 2045 179

620 Semi-durable 3209.0 3335 185
4 630 Non-durable 2378.0 500.7 332
- Goods not elsewhere specified 1542 10909 13.8
| Non merchandise 24852 3577 252
~ Total 470282 437353 265
. Source Commxssxon esnmates based on ABS Fareagn Trad ’on Magnettc Tapes
. Imports3 and Exportsl -
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Although the industrial
supplies group has a low
level of IIT overall, there
is nevertheless a number
of large industries in this
group with a high value
of  two-way trade,
indicating a high level of
specialisation: iron and
steel basic products,
inorganic industrial
chemicals, pharmaceut-
ical and veterinary prod-
ucts, fabricated metal
products, photographic
and optical goods, and
electric and telephone
cable and wire.

Within the fuel and
lubricants group, trade is
dominated by exports of
black coal ($5.6 billion), but there is also a high value of two-way trade in
oil and gas and petroleum refining.

Influences on lIT

The global economy is currently undergoing dramatic structural change and
many factors are likely to influence IIT in the 1990s, both in Australia and
overseas. These include: rapid growth in the newly industrialising
countries in Asia; spread of trans-national companies and the globalisation
of production and consumer tastes; evolving patterns of international
specialisation; managed trade overseas; cyclical factors; trade liberalisation
and programs that encourage IIT at home.

This appendix has not attempted to disentangle these varied and often
conflicting influences. However, the possible influence of a number of
factors can be highlighted.
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Cyclical factors

An increase in IIT within a particular industry could reflect growing
specialisation within that industry or, alternatively, could be due to
temporary adjustment or cyclical factors. Historically, Australia’s pattern
of trade has been noticeably affected by cyclical factors. During
recessions, import growth declines in response to weak domestic demand
and local producers off-load excess capacity on international markets at
below domestic prices. Although IIT has trended upwards since 1968—69,
Figure G5 indicates the level of IIT has fluctuated significantly around the
trend line. The increases during the downturns of 1982-83 and 1990-91
suggest the influence of cyclical factors.2

2 This analysis is conducted at the broader 3-digit level of ASIC and produces a
slightly higher average IIT than shown in Figure G1. The pattern is similar.
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For most manufacturing industries, imports far outweigh exports. The IIT
index will increase either when imports decline and/or exports rise. The
decline in the IIT index in the 1970s was due to a substantial increase in
imports. In contrast, the growth of IIT during the 198283 recession was
due to a fall in imports. As noted before, the increase in IIT was transient.
The sharp rise in IIT during the 1990-1992 recession was due to a fall in
imports combined with a rise in exports (Appendix F). The extent to which
the growth in IIT since 1989-90 has been due to cyclical or structural
factors will become more evident with time. However, in 1992-93, IIT
declined in 30 per cent of industries in Other manufacturing.

Trade liberalisation

Trade liberalisation will normally lead to greater international specialisation
within and between industries in the production of goods and services.
Trade liberalisation reduces barriers to importing goods and services that a
country is normally not as good at producing and removes impediments to
exporting goods and services that a country has greater advantage in
producing. While the value of IIT could be expected to increase in some
industries as a result, the overall trend in IIT will depend on whether the
major adjustments following trade liberalisation are inter-industry
(resources moving out of some industries and into others) or intra-industry
(resources moving between activities within the same industry).

There have been two main episodes in trade liberalisation in Australia —
the 25 per cent across-the-board tariff cut in 1973 and the program of
phased reductions in tariffs commencing in the late 1980s. Figure G5
suggests that it is impossible to disentangle the effects of trade
liberalisation. In part, this is due to the short-term and simultaneous effects
of cyclical factors. The 25 per cent tariff cut was associated with a
dramatic increase in imports of manufactured goods and a corresponding
fall in the average IIT for the rest of the decade. The domestic economy
was seriously overheated at the time and the stated policy intention of the
tariff cuts was to increase imports. In contrast, the phased reduction in
tariffs in the late 1980s coincided with the onset of the recession. Imports
fell significantly and the level of IIT for manufactured goods jumped as
local producers switched sales abroad.
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The across-the-board tariff cut may have had some long-term effect,
contributing to the general increase in IIT. But that is impossible to
attribute necessarily from casual observation of the figure. Similarly,
insufficient time has elapsed for the longer-term effects of the current
program of trade liberalisation to show up definitively.

Changes in export assistance

During the 1980s, the Commonwealth Government introduced a number of
industry-specific programs designed specifically to improve international
competitiveness and to facilitate IIT in particular manufacturing industries,
eg information and communication industries, motor vehicles, aerospace
and pharmaceuticals. These industries are dominated by transnational
companies and production is becoming increasingly globalised. The stated
rationale for these programs is that Australia’s future participation in these
industries will depend on our ability to link into these global networks.
The programs take various forms and are described in Appendix O,
together with other industry-specific programs which are designed
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specifically to assist exports. To help identify and compare the influence
of these industry-specific programs on IIT trends, manufacturing industries
have been grouped according to the type of program.

Industries subject to export facilitation schemes (EFSs). EFSs are
designed specifically to facilitate IIT. The export facilitation scheme
for PMV was introduced in 1982 and expanded in 1991. The import
credit scheme for TCF was introduced in 1991. Since 1989, TCF
industries have also received structural assistance designed to improve
international competitiveness. Most of this assistance takes the form
of grants for capital investment.

Industries subject to partnership/offsets/target programs. This
category includes programs with multiple objectives such as Factor f.
The partnership schemes were introduced in 1987, while the Factor f
scheme was introduced in 1987 and expanded in 1992. The common
characteristic of these programs is the specification of targets in
relation to exports, R&D and local product development. Some firms
within these industries are also recipients of the computer bounty.

Industries receiving direct bounties/grants designed to improve their
international  competitiveness. Examples are shipbuilding
(longstanding bounty), photographic and optical goods (bounty
assistance from 1989-90 to 1992-93), wood and metal working
machinery (longstanding bounty).

No industry-specific program. This group includes industries that
receive minor amounts of bounty assistance and generally-available
marketing and financial export assistance through AUSTRADE (see
Appendix O).

Figure G6 shows trends in IIT for industries classified by type of industry
program. The level of IIT has increased in all categories.

The IIT index for partnership/offsets/target programs has increased
significantly since the late 1980s, with strong export growth. It is
difficult to measure the cost of the assistance provided or to assess if
the exports would have occurred in the absence of assistance.
However, the increase in the value of exports is impressive.

The average IIT for Other (no industry-specific assistance) has
trended upwards in similar fashion since the mid-1980s, although it
levelled off during 1992-93. Nevertheless, some industries within
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this group have recorded a significant and sustained increase in IIT,
eg pesticides, chemical products nec, and various industries in the
fabricated metal and industrial machinery and equipment group of
industries.

The IIT index for TCF continued to trend upwards in 1992-93,
reflecting an improvement in international competitiveness in several
industries in receipt of capital grants and, perhaps, the initial impact of
the import credit scheme.

The growth in IIT in industries receiving direct bounties has been
more marked in the 1990s. With the exception of shipbuilding, the
size of the bounty assistance has been small in relation to the growth
in exports.

PMV has shown the most erratic change in the IIT index. Although
the average IIT has continued to rise for most categories since the
onset of the recession, the IIT for PMV has declined since 1990-91
despite a significant widening of the provisions of the export
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facilitation scheme in 1991 and the significant assistance provided by
this scheme as a proportion of the value of exports (Appendix O).

Figure G7 shows the change in share of the value of IIT accounted for by
each category between 1981-82, 1987-88 and 1992-93. The main feature
is the increase in share held by industries subject to bounties and
partnership/offsets/target programs reflecting the very large increase in the
value of exports for some industries in recent years; in particular
pharmaceuticals = and  electronic = equipment  (computer  and
telecommunication equipment), ships and photographic and optical
equipment.

Although the share held by Other (no industry-specific assistance) has
declined steadily over the period, there has been a significant increase in
the value of IIT overall and in a few industries. For example, the industries
downstream from the steel and aluminium industries — the fabricated metal
group of industries and industrial machinery and equipment industries —
are emerging as major export activities.

Conclusions

Although Australia’s average IIT has trended upwards in recent years, it is
still very low in comparison with other industrialised nations. Much of this
two-way trade is determined by Australia’s natural endowments — for
example, we import heavy crude and export light crude oil. Australia still
has a relatively low level of IIT in highly differentiated consumer goods
and specialised capital goods and parts.

Because of the advantages enjoyed by Australia’s ‘traditional’ exports in
mining and agriculture, those sectors will continue to run significant trade
surpluses. At the same time, and partly for that reason, it seems that we
may continue to run a considerable trade deficit in manufactures.
Accordingly, the proportion of Australia’s trade which is intra-industry is
likely to be significantly lower than the level of infra-industry trade
enjoyed by industrialised nations which do not have our resource
advantages and consequently do not have the same opportunity to engage
in beneficial inter-industry trade.

Trade liberalisation can be expected to lead to specialisation both within
and between industries. This study has shown that the value of intra- and
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inter-industry trade is currently growing strongly in Australia, particularly
in a few large industries. The growth in the value of IIT in non-resource
based manufacturing appears to be due to a mixture of influences including
fluctuations in macroeconomic activity, trade liberalisation, continuing
strength in a number of basic industries such as heavy industrial machinery,
and government programs designed to facilitate and assist exports in
manufacturing industries running significant trade deficits.
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STRUCTURE OF LABOUR MARKETS

Labour markets are a key area in which the performance of the economy is
judged. It has also been widely recognised that labour markets need to be
more flexible to respond to structural changes and contribute to
productivity growth. Labour markets are thus a focus of the reform effort.
This appendix reviews recent developments in labour markets and their
structure.

Aggregate trends

The Commission’s 1991-92 Annual Report focussed on the problem of
persistent high unemployment.

The onset of the recession in 1990 led to a significant increase in
unemployment. While the number of job seekers has increased by 330 000
since then, there are now around 125 000 fewer jobs than in 1990.!

1 Employment was 7 809 100 persons in February 1990, and 7 684 900 persons in
August 1993 (ABS Cat no. 6202.0 and 6203.0).
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. Figure H1 , -
~ Labour force, employment and unemployment,

1970 to 19932

: million persons

[J Unemployed

M Employed

1970 1973

_a August 1993 figures a
. Source: ABS Cat no. 6101.0,

Table H1
Annual growth in the labour force and employmenta,

1975 to 1993P (per cent)

1975-82 1983-89 1990-93

Labour force 1.6 4.8 0.8
full-time 1.1 3.5 -0.01

~ part-time 4.5 11.0 3.6
Employment 1.3 3.6 -0.6
full-time 0.7 2.9 -1.7
part-time 4.7 6.8 3.2

a  Average annual rates of growth.
b  August figures used in all years. 1993 figures are preliminary.
Source: Commission estimates based on ABS Cat no. 6101.0, 6203.0
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The attention on the current downturn has, however, obscured the fact that
high unemployment has persisted for a long time. The gap between the
number of job seekers and positions available has grown steadily since the
1970s (Figure H1). There was strong growth in employment during the
1980s (Table H1). But there was also strong growth in the labour force
during this period. Consequently, there were already nearly 600 000
unemployed before the recent recession.

Thus, there are two distinct factors responsible for the current high
unemployment — a cyclical downturn compounding an underlying
structural problem. The underlying structural problem mentioned above is
evidenced by the ‘ratcheting’ effect in unemployment. After a period of
high unemployment, such as the early 1980s recession, unemployment fell,
but not to the pre-recession levels (Figure H2). If the unemployment rate is
adjusted for hidden unemployment, there is also evidence that the under-
employment rate passed 10 per cent in 1983 and has not dropped below
that level since then (Junankar and Kapuscinski 1992).
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In addition, long-term unemployment has become more prominent. The
ratio of long-term to total unemployment grew rapidly from 1974 to 1980,
before falling briefly from 1980 to 1982 (Figure H6).2 It then climbed
rapidly again until 1984, and declined slowly until the recent recession. In
absolute and relative terms, long-term unemployment has remained well
above the levels of the 1970s. Long-term unemployed are increasingly
male, older and less well educated (Box H1).

2 ABS defines the long-term unemployed as those unemployed for 52 weeks or more.
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Annual average
Employment 1993 growth rates
million persons  percentage of total 1983-1993

4.0 51.8 0.8
1.9 24.4 23

0.5 5.9 6.5
1.4 18.0 5.0
7.7 100.0 2.1
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Another broad feature of the structure of labour markets has been the
growing importance of part-time employment. Growth in part-time
employment accelerated during the 1980s and has still managed to outpace
full-time employment in the 1990s (Table H1).

Women provided most of the growth in part-time employment. Although
their annual average rate of growth is slightly lower than that of males,
their growth has been from a larger base (Table H2).

Changes in employment by industry

The industry composition of employment has changed markedly over the
last decade. While employment in the economy generally grew by 23 per
cent from May 1983 to May 1993, employment in primary industries fell
by 6 per cent. Agriculture’s share in total employment fell from 7 to 5 per
cent over( the period. Manufacturing employment fell by 4 per cent and its
share in the total from 18 per cent to 13 per cent. In contrast, services
employment increased by 33 per cent or from 73 to 79 per cent of total
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employment. Figure H7 shows the extent to which employment in
industries within the services sector has been growing ahead of
employment in other sectors.

However, Figure H7 masks the volatility of employment growth in different
sectors over time (Table H3). The mining industry has recently exhibited
marked declines in employment. Manufacturing has shown a long-term
employment decline, with even the high-growth period during the 1980s
insufficient to offset the dominant trend. Even within the services sector,
which has exhibited high overall employment increases, there has been
wide variation between industries.

Labour mobility is an important indicator of how the labour force, and the
economy in general, adjusts to structural change. If people can move from
one place of work or industry to another easily, then unemployment should
be easier to avoid and overcome. On the other hand, if labour is relatively
inflexible within particular industries and occupations, then unemployment,

1975—82 1983—89 1990—93 | 1975 93

Agriculture, forestry, fishing & hunting 0.4 -0.2 -2.8 -0.1
Mining 2.1 1.9 -1.6 0.8

_ Manufacturing -0.8 1.5 2.6 -0.7
 Electricity, gas & water 2.9 -3.0 -2.2 -0.4

| Construction -1.3 7.6 2.0 0.4
| Wholesale & retail trade 1.1 4.7 -0.8 2.0
~ Transport & storage 1.8 1.8 -2.3 0.7
Communication 0.5 -0.1 -7.1 -0.4
Finance, property & business services 4.5 73 -1.9 3.9

_ Public administration and defence 0.5 0.5 0.9 1.7
Community services 42 39 1.1 3.5

. Recreational, personal & other 1.2 : 43 3.0

.

L

1.6
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and in particular long-term unemployment, will be more prevalent.

One measure of labour mobility is the number of people who have changed
employer and/or locality in the past year. By this measure, labour mobility
has increased greatly in the past 10 years, although there has been a decline
more recently, which is to be expected in a period of high unemployment
(Table H4).

Labour mobility is lowest in the agriculture and manufacturing industries
(Table HS5). However, a greater proportion of people from these industries
who did change jobs went to completely different industries. This
undoubtedly reflects the relatively fewer employment opportunities in
agriculture and manufacturing.

People returning to the workforce are by far the largest group of long-term
unemployed, at 60 per cent of total long-term unemployment. These
former workers are defined to be those who have previously worked full-
time for two weeks or more, but not in the past two years. First jobseekers
represent 13 per cent of long-term unemployment. The remaining 27 per
cent are those who have maintained attachment to the workforce and may
be traced back to particular industries.

Amongst those who can be traced back to industries, several industries are
more common — Manufacturing, Wholesale and retail trade, and
Construction (Table H6). All of these have been affected by cyclical
pressures (Appendix D). Manufacturing may also have been affected by
structural factors (Appendix F).

The sector that stands out as currently contributing to long-term
unemploymernt is Manufacturing, which accounted for 14.5 per cent of
employment in July 1993, but was the source of over 26 per cent of the
industry affiliated long-term unemployment (Table H7).3 The Construction
industry also appears to have produced a disproportionately large number

3 Table H7 shows three things. The first column shows the percentage of the long-
term unemployed whose last job was in a particular industry. For example, 19.6 per
cent of long-term unemployed with an industry affiliation (or 6 per cent of total
long-term unemployed) were last employed in Wholesale and retail trade. The
second column shows the percentage of the unemployed whose last job was in a
particular industry. For example, 8.2 per cent of unemployed persons were last
employed in Community service jobs. The final column shows the shares of total
employment in each industry.
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1990 1992
220 197

changed employer/business 11.4 14.8 186 16.6
changed locality but not employer/business 34 4.8 34 3.1
Did not change employer/business or locality 85.1 80.3 780 803

100.0 100.0

Changed job ‘
withinthe toa
same  different

ndustry Workforce  number  industry industry
, (°000)  (°000) (%)% (%) %)
Agriculture 364.4 25.2(7) 47 53
. Manufacturing 1039.4  108.0 (10) 56 4
Construction 4822  67.8(14) 66 34
Wholesale & retail trade 1416.1 2049(14) 63 37
_ Transport & storage 363.8 43.2 (12) 65 35
Finance, prop. & bus. services 8142 124.0(15) 72 28
- Public admin. & defence 352.2 40.4 (11) 59 41
- Community services 1336.0 146.0 (11) 79 21
Recreation & pers. services 528.2 80.7 (15) 62 38
~ Other 330.4 349 (11) 60 40

66

 Total 7026.9  875.0 (12) 34
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Table H6
Long-term unemployed by industry of last full-time job2,
1988 to 1993b ('000 persons)

1988 1989 1990 1991 1992 1993

Agriculture 25 23 1.8 33 55 42
Manufacturing 77 53 9.6 239 312 21.7
Construction 3.1 19 58 129 13.8 126
Wholesale and retail trade 9.6 6.4 49 18.1 238 20.0
Transport and storage 2.1 1.6 1.7 49 6.0 5.7
Finance, prop. & bus. services 1.6 1.0 13 39 100 6.9
Public admin. & defence 2.4 06 26 3.1 3.5 2.6
Community services 36 24 29 46 79 6.0
Recreation & pers. services 24 27 32 59 87 97
Other 24 08 03 22 32 21

a Flgures wﬂl not reconcile with those in Flgure Hé6 because ﬁrst job seekers and former
workers are not included. ~

b 1993 figures are for July. Other years are for August.

Source: ABS Catno. 6101.0, 6203.0

Table H7
 Long-term and total unemployment by industry affiliation,
May 1993 (per cent)

Employed

Long-term Sull-time

; unemployed® Unemployed®  workers
Agriculture 7.5 6.5 5.1
Manufacturing 26.1 20.9 14.6
Construction 11.0 13.1 7.2
Wholesale and retail trade 19.6 21.8 21.7
Transport and storage 7.4 4.8 49
Finance, prop. & bus. services 5.9 6.8 11.2
Public admin. & defence 2.6 3.8 4.9
~ Community services 7.1 82 19.4
Recreation & pers. services 9.0 10.2 8.4
Other 4.1 4.1 2.5
Total 100.0 100. 0 100.0

a Calculated asa percentage of total long—term unemployed thh an mdustry aﬂ"ihatlon
b Calculated as a percentage of total unemployed with an mdustry affiliation.
Source: ABS Catno. 6101. 0 6203.0
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of long-term unemployed, accounting for only 7 per cent of employment
but 11 per cent of the industry affiliated long-term unemployment. On the
other hand, the extent of long-term unemployment from Wholesale and
retail trade does not appear to be out of line with its numbers employed or
unemployed.

Employment by occupation

The demand for particular occupations has also changed. Notable has been
the growth in the services occupations, such as sales, professions and para-
professions, and the fall or slow growth in trades and other blue-collar
occupations (Figure HS).

In the latter part of the 1980s, the highest occupational employment growth
was in the white collar area — particularly professionals and salespersons
(Table H8). In the 1990s, employment of managers, professionals,
salespersons and personal services workers continued to grow, but at a
slower rate than previously. Most other categories exhibited a general
decline.

1986-89  1990-93

Managers 2.6 0.9
Professionals 5.0 0.7
Para-professionals 3.8 -1.7

Tradespersons 2.3 -1.6
Clerks 33 -1.2
Salespersons & personal services workers 59 1.6
Plant and machine operators, and drivers 3.4 -2.2
Labourers & related workers 4.0 -1.2

Total 38 -0.5
e o , .

148



STRUCTURE OF LABOUR MARKETS

Labour mobility by occupation (Table H9) exhibits less variation than
labour mobility by industry. However, mobility does vary between
occupations. With the exception of Managers and administrators, a higher
proportion of people in the higher-skilled occupations stayed in the same
occupations when they changed job. For example, 84 per cent of
Professionals who changed jobs moved to other professional jobs. On the
other hand, in lower-skilled occupations, although the majority who
changed jobs stayed within the same industry, a greater proportion moved
to different occupations. However, most moved to an occupation requiring
similar, rather than higher, skill levels (ABS Cat no. 6209.0).

Table H10 shows long-term unemployment by occupation, former workers
and those looking for their first job. While labourers make up only slightly
more of the labour force than professionals, they make up a
disproportionately large number of the long-term unemployed with
occupational affiliation (Table H10). There were over five times as many
long-term unemployed whose last occupation was labourer in July 1993 as
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there were ex-professionals. The other categories generally associated
with blue-collar labour, such as Plant and machinery operators and drivers
and Tradespersons, also show a disproportionate share of long-term
unemployment.

White collar workers are experiencing fewer adjustment problems, as
evidenced by lower unemployment and long-term unemployment ratios
(Table H11). This is undoubtedly due to the expansion of the services
sector.

In addition, the last occupation of a relatively high proportion of the
(workforce-attached) long-term unemployed — such as tradespersons,
plant and machine operators, and labourers — overlap considerably with
the manufacturing and construction industries.

11191 61 ‘
875.0 (12)
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Managers and adnumstrators
Professionals
Para-profess1onals

lookmg forﬁrstjob 155 5 033 414430
formerworkers - - 95.8 678 765 948 1582 200.0
1534 1084 127.0 2 13.1 33

Employment by firm size

In its last comprehensive survey of small business in 1989-90, the ABS
found that small businesses represent around 96 per cent of all businesses
in Australia, and employ around 48 per cent of all employees (ABS Cat no.
1321.0).4

The Bureau of Industry Economics (BIE 1993a) noted that, in September
1992, small business employment was actually greater than its pre-

4 Small businesses are defined as manufacturing establishments of less than 100
employees; non-manufacturing establishments of less than 20 employees; and
agricultural establishments with an estimated value of agricultural operations of less
than $400 000.
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Long-term
unemployed Unemployed people

Managers & administrators 2.9 4.9 11.5

Professionals : 53 5.8 13.4

Para-professionals 3.7 3.6 5.8

Tradespersons 20.1 21.0 15.0

Clerks 8.8 10.3 16.6

Sales & personal services workers 12.8 14.1 15.8
12.8 9.5 7.0
33.6 30.8

mler the pe;'iod
1989 to 1991 1991 to 1992
(%) (°000) ) (

-31.1 -2.8 3.2

-7.2 -35.2 -0.2

Construction -10.9 -39.9 9.5
Wholesale & retail trade -3.5 -26.6 53
Transport & storage -14.1 -19.0 15.1
. Finance, prop. & bus. services -2.6 9.3 16.2
Community services 1.5 2.9 20.3
Recreation & pers. services -2.8 -8.4 6.4

Total -5.3 -138.3

s
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recession peak and is expected to continue growing, while larger
enterprises continued to shed staff.

Table H12 shows that, in aggregate, small business is actually increasing
employment, at a time when total employment has been falling. In fact, the
small business sections of the Community services, Finance property and
business services and Transport and storage industries have increased
employment substantially.

Facilitating change in the structure of labour markets

There are many factors that influence the structure of labour markets. Two
are briefly examined here — the move to enterprise bargaining, and the
provision of education and training programs.

Enterprise bargaining agreements

The need to improve labour market flexibility has been widely recognised;
although some argue that the scope for flexibility in the current industrial
relations system has not been fully exploited. Enterprise bargaining is
being introduced into the industrial relations system.5 It has the potential to
influence not only the productivity, pay and conditions in the workplace,
but also the level and industry and occupational structure of employment,
the development of skills, and so on.

Processes of enterprise bargaining

Several systems have been developed under different jurisdictions. Under
the Commonwealth system there are currently two commonly used ways to
secure a formal enterprise bargaining agreement (EBA) and both come
under the Industrial Relations Act 1988.

. The first is by use of consent agreements under s.111(1)(b). These
agreements must be ratified by the Australian Industrial Relations
Commission (AIRC), which must take into account the ‘public interest
test’ of 5.90. The 1991 National Wage Case decision set out criteria

5 Flexibility in the award system has also been introduced through ‘facilitative
provisions’ and ‘enterprise flexibility clauses’.
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under the Enterprise Bargaining Principle which these agreements must
satisfy;

. The second is use of certified agreements under Division 3A —
introduced in July 1992 (replacing s.115 certified agreements). These
do not require the AIRC to apply the public interest test, except in the
case of multi-employer agreements.

While it is possible for consent agreements to be made without the
involvement of unions, the practical extent of consent agreements without
the formal participation of unions is quite low. Division 3A agreements
require union involvement. The majority of EBAs have been registered
under Division 3A since its introduction (see below).

All States also have their own enterprise bargaining legislation. Victoria
has the Employee Relations Act 1992, NSW has the Industrial Relations
Act 1991, and in Western Australia the Workplace Agreements Bill is
presently before Parliament. In South Australia, the guidelines for EBAs
were set out under the State Wage Case of 1992. Tasmania has the
Enterprise Agreements and Workplace Freedom Act 1993.

Queensland has three types of enterprise agreements. The first is similar to
the Commonwealth’s Division 3A agreements and requires the
involvement of unions. The second, the traditional type of enterprise
agreement, is via an Industrial Agreement, which also requires union
involvement. The third type of agreement is one under s.10(1) of the
Industrial Relations Act 1990 and does not require union involvement.
This final type of agreement is rarely used.

Since the Northern Territory and Australian Capital Territory have no
constitutional power to make industrial relation laws, any EBAs in these
jurisdictions are covered by the Commonwealth legislation.

Extent of enterprise bargaining ¢

The great majority of EBAs, in terms of both numbers of agreements and
employees covered, are under the Commonwealth system. Under
Commonwealth legislation, 1135 agreements were registered by

6 Information provided by the Commonwealth Department of Industrial Relations,
Victorian Employee Relations Commission, SA Industrial Court and Commission,
WA Industrial Relations Commission, and Office of the Enterprise Commissioner,
Tasmania.
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September 1993, covering an estimated 763 000 employees. To date,
around half of these agreements have been consent awards or certified
agreements under the Enterprise Bargaining Principle, with the other half
being Division 3A (s.134) certified agreements. If agreements processed
under the metals workplace bargaining framework agreement are excluded,
certified agreements represent approximately 80 per cent of agreements
processed since the introduction of Division 3A (DIR 1993).
Approximately 62 percent of employees covered under EBAs are in the
public sector and 38 per cent in the private sector.

Under the NSW system, enterprise agreements covering 7209 employees
were registered in the first twelve months of operation (Rowe 1993). Most
were for small enterprises (though the absolute number of employees was
higher for larger business groups) and most (83 per cent) were for only
partial regulation of conditions (ie they were additions to, rather than
replacements of, awards).

In Victoria, only 119 collective employment agreements had been lodged
with the Employee Relations Commission by August 1993. Only 100
individual employment agreements had been notified to the Commission by
July 5, 1993 (although there are likely to be a larger number of unregistered
agreements).

In Queensland, 48 enterprise bargaining and certified agreements were
registered by August 1993. More than 50 per cent were in the
manufacturing sector.

In South Australia, 63 enterprise agreements were registered between
February 1992 and August 1993.

By August 1993, 54 agreements were registered with the Western
Australian Industrial Relations Commission, mostly from large enterprises.

In Tasmania, four agreements were registered by September under the new
legislation, although more occurred under s.55 of the Tasmanian Industrial
Relations Act 1984 (the previous means of registering an enterprise
agreement) .

As enterprise bargaining has become more widespread, several issues have
come to the surface. The Prime Minister has expressed the view that:
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We need to find a way of extending the coverage of agreements from being add-
ons to awards, as they sometimes are today, to being full substitutes (Keating
1993b, p.12).
This reflects the widespread belief that the potential of EBAs to bring
productive changes within workplaces remains considerable.

The benefits of enterprise bargaining have been limited by the slow spread
to date in the formal system, its concentration in the metals industry and the
public sector and the more restricted access of non-unionised workplaces
to certified agreements. As most non-union workplaces are small to
medium sized businesses, this restriction in the Commonwealth (and hence
Australian Capital Territory and Northern Territory), Queensland and
South Australian systems could limit the use of formalised bargaining other
than in large businesses.

The Commonwealth Government has indicated its intention to introduce
legislative reforms to the industrial relations system to further facilitate
enterprise bargaining (Brereton 1993).

Outcomes of EBAs

Several criticisms of the enterprise bargaining system have been raised.
Due to a perceived push in the metal trades industry for wage increases not
“linked to achieved productivity” via enterprise bargains, the Metal Trades
Industry Association (MTIA) advised that its members exercise caution in
engaging in enterprise bargaining. Specifically, the MTIA (1993, p.4)
warned that:

.. wage ... increase(s) ... not offset by productivity increases should not be
acceptable.

On the other hand, in its inquiries, the Commission has found evidence of
genuine reform through enterprise bargaining.

In its inquiry into Mail, courier and parcel services, the Commission noted
that the enterprise agreement between Australia Post and its major unions
(certified by the AIRC in October 1992) “should improve further Australia
Post’s labour force productivity” (IC 1992e, p.45).

The Commission also noted some of the improvements gained through
implementation of EBAs and rationalisation of unions and awards in its
report on Port authority services and activities (IC 1993d).
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In its draft report into Adding further value to Australia’s forest products,
the Commission noted that EBAs had ‘facilitated’ change and reform (IC
1993e).

Labour market and retraining programs

Education, training and re-training have an important bearing on the ability
of the workplace to match changing work and skill requirements.

The Commonwealth government provides funding for a wide variety of
training and labour market programs. These include the following:

. Entry-level training programs such as the Commonwealth Rebate for
Apprentice Full-time Training, Australia Traineeship System, and the
Career Start Traineeships. These subsidise the costs of hiring
apprentices and providing training for young people.

Skills training programs which provide funding for projects associated
with the development of competency-based approaches to training, and
the implementation of a reform agenda for such things as competency
standards and curricula and assessment procedures. These programs
are directed at increasing the level and quality of skills training
undertaken by industry and the promotion of training reforms.

. Labour market programs to help the unemployed find jobs, such as the
JOBSTART, JOBTRAIN, SKILLSHARE, JOBSKILLS programs etc.
In addition the Mobility Assistance Program (MAS) provides access to
jobs that are not locally available, while the Office of Labour Market
Adjustment assists workers who have been retrenched from industries
affected by tariff reductions and structural change.

Total Commonwealth outlays on training and labour market programs will
be approximately $1.3 billion in 1993-94. As can be seen in Table H13, a
considerable amount is spent on programs such as JOBSTART and
JOBSKILLS, which help the long-term unemployed re-enter the labour
market.

State governments are also involved in the provision of training programs.
These vary according to State, but the vast majority aré provided through
the TAFE system. In 1992, total expenditure on the TAFE system by the
States totalled around $2.5 billion. Of this, Commonwealth funding
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accounted for approximately 14 per cent of recurrent spending and 65 per
cent of capital spending.

Conclusions

Unemployment, and long-term unemployment in particular, are major
problems for the Australian economy and the people affected. They also
appear to be problems that are getting worse, rather than better, over the
long-term.

A return to strong economic growth may go some way to cutting into
unemployment and long-term unemployment. But the experience of the
1980s has shown that this will not be sufficient to completely offset these
problems.

Another factor that may become increasingly important is labour market
flexibility. Enterprise bargaining and labour market training programs can
facilitate improved labour market flexibility.
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CONTRIBUTIONS TO GROWTH IN
EMPLOYMENT

Over the last two decades, output increases have been the dominant
influence on employment growth. However, because of factors such
as greater capital intensity and productivity, even more output
growth is now needed to provide growth in employment.

Employment has grown by nearly 30 per cent from 5.9 million persons in
1975 to 7.5 million persons in June 1992. If each unit of output required
the same amount of labour input in 1992 as it did in 1975, the employment
increase could be attributed entirely to the growth in output of goods and
services. But in fact, there have been other factors affecting employment
such as the substitution of capital for labour, changing working hours and
general productivity improvements.

This appendix disentangles the main factors that have been associated with
employment growth. It is a statistical decomposition rather than a causal
analysis. For example, a productivity increase will show up in the analysis
as a reduction in labour requirements — employment per unit of output.
However, that productivity increase may have contributed to an overall
employment increase if it stimulated sufficient output increases through
enhanced competitiveness.

It is not possible to analyse the employment changes for the economy as a
whole. The analysis must be restricted to the ‘market sector’ which is
detailed in Table I1. The market sector accounts for about two thirds of
national employment. The ‘non-market’ sector is excluded from the
analysis because, in data collections, output is largely measured in terms of
labour inputs.!

1 One component of the non-market sector — ownership of dwellings — employs no
labour and is excluded for that reason.
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Methodology

The methodology used to decompose employment changes is based on an
analysis of changes in output and relating them to changes in inputs.

Changes in employment over the last two decades are explained by first
decomposing changes in value added per person employed (labour
productivity) into the parts associated with:

. the reduction in labour inputs (ie hours worked) per person. A
reduction in hours worked by each person employed would increase
the number of persons needed to produce a given level of output;

. relocation of labour inputs between industries. Relocation of labour to
more capital-intensive activities would reduce the number of persons
needed to produce a given level of output;

. growth in capital inputs per unit of labour. Growth in capital inputs per
labour input would reduce the number of persons needed to produce a
given level of output;

. relocation of capital between industries. Relocation of capital from
labour-intensive activities to more capital-intensive activities would
reduce the number of persons needed to produce a given level of
output; and

s e

Other activities

Agriculture, forestry, fishing and Finance, property and business
hunting services
ini Public administration and defence
Community services
Ownership of dwellings
Plus
Import duties
Imputed bank service charges
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. growth in multi-factor productivity to take account of the influences of
factors such as technical change, the quality of labour and capital, and
the intensity with which capital and labour are used. An improvement
in multi-factor productivity would reduce the amount of capital and
labour needed to produce each unit of output and, by implication, the
number of persons needed to produce that output.

The estimation and disaggregation of labour productivity requires
independent estimates of labour and capital inputs and outputs in the
market sector. Although results are reported as sector-wide totals, the
underlying estimation is undertaken for individual industries in the market
sector. The results tabled are aggregated to market sector totals on the
basis of the value added contribution of each industry.

Once the changes in labour productivity are decomposed, changes in
employment can be attributed to the separate effects of growth in output
and labour productivity.

For the market sector, growth in employment, labour and capital inputs and
output have been estimated independently for each industry by the ABS.
Details of the methodology and data sources are set out in the Annex to
this appendix.

Results

Growth in the service industries — not included in the market sector
analysis — has provided the main source (about 75 per cent) of
employment growth in the national economy over the period (Table 12).
Growth of employment in the finance and community services industries is
mainly responsible (Appendix H).

Growth in output has provided the core source of employment growth in
the market sector over the last two decades. It has overwhelmed the effect
of lower employment due to lower labour requirements. Table 12 shows
that labour requirements to support this output growth have been reduced
by changes in industrial composition towards more capital-intensive
activities, the use of additional capital per unit of output, and improvements
in multi-factor productivity. In line with the methodology, fewer average
hours worked shows up as a positive influence on labour requirements.
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The net employment requirement per unit of output has steadily declined by
about 1.5 per cent per annum over the past 17 years (Figure 11). The
decline in labour requirements is, of course, the obverse of the increase in
labour productivity (for international comparisons, see Appendix C).

Figure 12 summarises the substantial year-to-year variations in labour
requirements around the trend annual decline of about 1.5 per cent. The
largest variations occurred around the 1982—83 recession and its aftermath.
The rise in the employment requirements in the mid-1980s coincided with a
period of strong employment growth (Appendix H). Since 1987—88, there
has been a steady reduction in the labour required to produce each unit of
output.

sector activities

4359 1571

1559

nput growth and usage
Reduction in labour input per person 567

employed

Relocation of labour input between -399
industries

Growth in capital per unit of labour -1 007
input

Relocation of capital between industries 94
Growth in multi-factor productivity -441
Other 53
Total -1133

Net change (output and inputs) 426 1188 1615

mployment 1991-92 4785 2759 7 544
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Actual

e Trend
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The causality behind the changes in the employment requirements of output
cannot be deduced from the analysis. Nevertheless, some statistical
importance can be obtained. Figure I3 summarises the annual average
contribution of different factors to changes in labour requirements. The
sum of the components of change add to the trend reduction (ie 1.5 per
cent) in those employment requirements. Changing capital intensity and
productivity has been most influential in the statistical sense (in reducing
labour requirements or increasing labour productivity). Relocating labour
to more productive industries has been a lesser influence. However, these
influences have been counter-balanced to some extent by reductions in the
number of hours worked (labour input) by employees.

Implications for future employment growth

Output growth provides the main source of employment growth. It has
overwhelmed the effect of lower labour requirements. However, because
of falling labour requirements, even more output growth is needed to
provide employment growth in the future. Alternatively, if growth
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prospects favoured the development of more labour-intensive
internationally-competitive activities, the output growth required to
increase employment would be less in comparison to growth sourced to
capital-intensive activities.

However, that in turn will require more, rather than less, productivity
growth. As outlined elsewhere in this report, improved productivity of
labour and capital is essential to securing future output and employment
growth without a decline in living standards.
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ANNEX
Methodology and data used to analyse employment growth

Methodology

The classical approach to studying the productivity of labour and capital in production
begins with an aggregate production function of the form:

M Y=4f (K,L)

where Y is output measured in terms of value added (ie gross product) and K and L are
measures of capital and labour inputs. f'is a function, with constant returns to scale, of
factor inputs K and L* that defines the expected level of output in year ¢, given the
conditions and technology in the base period. A is a shift term reflecting influences
such as technical change, quality of labour and capital and the intensity with which
capital and labour are used.

In percentage change form, (1) can be written as:

Q) y=a+Spk+(1-Sp)I"

where y, a, k and 1*are the percentage changes in Y, 4, K, and L* respectively, and S, is
the elasticity of Y with respect to K. Under the assumptions that:

. constant returns to scale apply, the elasticities Si and (1-Sg), sum to one; and

. capital and labour are paid according to their marginal products, S is the capital
share in the value of output.

By subtracting the change in employment, / , from both sides of equation (2) and
rearranging, the percentage changes in output per person employed for each industry i
in the market sector can be shown as:

* *
3) Vi—h =0 =)+ Sy (k=1 ) +aq
Equation (3) expresses the percentage change in output per person employed (labour

productivity) as the sum of three terms:

. (l: —1;) which is the percentage change in labour input per person employed. An
additional unit of labour input from each person would have a positive effect on
average productivity. By adding and subtracting the term (/ - [) for the market

sector as a whole, this change can be disaggregated to show the change coming
from increased hours worked by all people in the market sector and the relocation
of labour between industries in the market sector. That s,

G =B =" =D+ -~ =D}
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. Siy (k; — l:) which is the percentage change in the capital to labour ratio (k; — l;)
multiplied by the elasticity of output with respect to capital input (Sjz). An
additional unit of capital relative to labour would have a positive effect on the
level of output per person employed. This change can be disaggregated to show
the change coming from increased capital inputs in the market sector and the
relocation of capital between industries in the market sector. That is,

Sie (ki —57) = Sy (k=1")+ (S (ks =1, — Sy (k—1")}

. a, which is the percentage change in total factor productivity. An increase in total
factor productivity would have a positive effect on the level of output per person
employed.

Having obtained changes in output per person employed, it becomes possible to also
obtain changes in employment for each industry in the market sector. When
aggregated, these provide changes in employment for the market sector as a whole.

Data

All data is sourced to Australian National Accounts, National Income and Expenditure
(ABS Cat no. 5204.0, 1991-92 issue).

Output is estimated by gross product by industry at average 1989-90 prices as
reported.

Employment comprises all labour engaged in the production of goods and services by
industry. The annual figures are simple averages of available observations during the
year.

Quantities of labour inputs , ie hours worked, are published indexes derived by the ABS
by multiplying average hours worked from the labour force survey by industry
employment.

Quantities of capital input are measured as published indexes of aggregate fixed capital
stocks at average 1989-90 prices. To allow for the fact that the service life of assets
does not decline in proportion with the depreciated value of the asset, the index of
capital inputs adopted in this study gives equal weight to the gross value and the
written down value of fixed assets.

Labour and capital input shares are estimated by the share of wages, salaries and
supplements , and gross operating surplus in gross product at factor cost by industry.
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APPENDIX J
RATE OF RETURN TARGETTING

Governments are increasingly setting rate of return targets for their
government business enterprises (GBEs). They are performance
targets designed to improve the efficiency of operation of
enterprises and to reduce calls on taxpayers’ money to fund deficits.
However, narrow and rigid reliance on financial targets can
undermine efficiency and create problems for other industries if
GBEs inappropriately raise prices and/or reduce the quality of
service to meet targets. Financial targets are useful if set in the
context of a range of other (non-financial) performance measures,
and efficiency improvements are stimulated by direct means. The
other use of rate of return targets — to evaluate the merit of new
investment proposals — is much less controversial and much
underplayed in GBE reform programs.

Commonwealth and State Governments have used rate of return targetting
in the monitoring and control of public enterprises. It is seen to bring some
disciplines on public sector performance which apply to the private sector.
The Commonwealth Department of Finance (1988, p.6) states:
... the fundamental rationale of the rate of return reporting approach ... is to allow
a measiire of decontrol of GBEs in an environment in which they are explicitly

subject to performance requirements related to levels of achievement in the
private sector.

Governments have several objectives in rate of return targetting —
monitoring performance, improving enterprise efficiency and improving
efficiency in the economy generally.

Applications of rate of return targetting

Rate of return targets can be distinguished according to hurdle rates for
new investment and financial targets for past investment.
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Hurdle rates for new investment

The first application of rate of return targets is in the evaluation of new
investment proposals. A minimum expected return on the investment is
required before the investment can go ahead.

The appraisal of investment projects may be conducted according to a
financial objective or broader economic objectives. In the latter case, cost-
benefit analysis is used to take account of a range of costs and benefits of
different projects which are not captured by the enterprise and therefore do
not form part of its financial appraisal. The value of the rate chosen and
whether it is based on the social rate of time preference, the opportunity
cost of capital, or some composite of these is the subject of much debate.

Hurdle rates contribute to the wise investment of the community’s
resources. New investments of GBEs are typically very large and long-
lived and involve large capital expenditures. These resources need to be
employed as efficiently as possible, rather than contribute to wasteful
expansions of capacity. The use of hurdle rates and careful investment
appraisal procedures provides an important precaution against entering into
investments expected to be unprofitable.

Financial targets for past investment

The other application of rate of return targetting is to set performance
requirements on all existing investments and monitor the results.
Governments often specify a rate of return they expect their enterprises to
earn over time on the total assets under their control. This is a financial
target.

Many governments set financial targets for GBEs with the aim of securing
better performance. Improved cost recovery and improved economic
efficiency are often-stated goals.

However, there is a potential tension, even conflict, between the use of
rigid financial targets to improve cost recovery and profitability, on the one
hand, and the goal of improving the efficiency of GBEs on the other. The
degree of tension is determined by the market structure in which GBEs
operate. The circumstances in which conflict between these objectives
may emerge is discussed in the following sections.
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For the most part, the Industry Commission has concentrated on the role of
financial targets in improving the performance of GBEs (Box J1). It has
advocated the use of rate of return targets to encourage GBE managers to
focus more on full cost recovery and improve economic performance. The
Commission has acknowledged also that rate of return targets can distort
pricing and investment decisions, especially in cases where monopoly
elements are present. As a result, some caution should be exercised in
interpreting rate of return performance against specified targets in different
GBEs operating in different market environments. The Commission
generally has emphasised the need for non-financial performance targets to
complement financial targets.

Current practice in rate of return targetting

Ex-post or financial targets have figured prominently in the GBE reform
programs of governments. Setting guidelines for investment appraisal and
decision-making by GBEs has not featured as strongly, although for several
GBEs it has been a long-standing practice.

Investment appraisal and discount rates

Most governments have developed public guidelines for investment
appraisal by their public enterprises. Several GBEs use sophisticated
procedures for investment appraisal.

The approach recommended by the Commonwealth Department of Finance
has been adopted, in a modified form, by some States. This approach calls
for a cost-benefit analysis to be undertaken to compare the net present
value of alternative investment proposals.

The basis for selecting a discount rate (as a hurdle rate) is the main area of
difference between governments.

The Commonwealth Department of Finance and Queensland Treasury have
developed a two-tiered approach to investment appraisal.  Both
differentiate between commercial and non-commercial activities of
government. Commercial activities are to use the Capital Asset Pricing
Model (CAPM) to choose a project-specific discount rate as long as there
are analogues in the private sector. Non-commercial activities are treated
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g particular ~
nd wider economic factors will all affect reSults (p 53)

The Commission considers that performance targets need to be set or"port

uthorities, and that performance monitoring should be rigorous and transparent.
roviding clear objectives and more management freedor a board will only
mprove efficiency if there are established methods to assess the board’s
erformance against targets appropriate to the authonty s objecmves and to the
esources it utilises. This is especially so as there is no share price for pubhc ,
uthorities, which can serve to reflect their performance (p 59).

. setting performance targets, such as rates of return on kasssts, is one way to
duce them to improve their economic performance and accountability (p.126).
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differently by the two departments. The Department of Finance uses the
social opportunity cost of capital to set the discount rate and recommends 8
per cent as a target, while Queensland uses the social rate of time
preference and recommends 6 per cent.

The South Australian and Victorian Governments have chosen uniform
targets for investment appraisal of 8 and 7 per cent respectively.

The Tasmanian Government does not have formal guidelines for the
appraisal of investment projects of GBEs. Proposals over a certain
financial amount are decided on a case-by-case basis by a Public Works
Committee. The major GBEs in Tasmania, as elsewhere, have developed
their own formal investment appraisal procedures.

Financial targets

Most governments in Australia require their GBEs to meet financial targets.
The targets are usually set in real terms.

While most GBEs have financial targets, the need for some flexibility is
acknowledged. For example, the South Australian Government has set 8
per cent as its required target, but it does recognise that in the shorter term
GBEs may not be able to attain it, or they may need to accommodate other
objectives. In NSW, the target is negotiated between the GBE and the
relevant minister and formalised in a Statement of Financial Performance.

There is substantial variation between governments in the target rates of
return selected, the treatment of risk and taxation in selection of targets, the
asset base used and its valuation, and how community service obligations
are treated.

Victoria and NSW favour a target that provides a return comparable to that
achievable on alternative commercial investments — the social opportunity
cost of capital. Queensland prefers an economic rate of return which is to
be determined for specific GBEs by observing the rate of return that similar
enterprises or activities achieve. Where similar returns cannot be observed,
the target would be set according to the long-term bond rate plus a risk
margin. South Australia and Tasmania have elected to set uniform targets
of 8 and 4 per cent respectively.
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States also vary in their treatment of risk between enterprises. For
example, South Australia’s target of 8 per cent does not differentiate
between utilities. Queensland, however, proposes that where targets are
set, they would vary across enterprises according to risk exposure.

The measured rate of return on assets will vary according to the method
used to value the assets of an enterprise. Asset valuation techniques vary
between enterprises and jurisdictions. Assets are often valued by
enterprises on an historical cost basis but, increasingly, depreciated
replacement cost or current market values are used. In some cases, asset
values reflect a mixture of these methods so that some assets have been
revalued and others have not. A technical sub-committee of the Steering
Committee on National Performance Monitoring of Government Trading
Enterprises is in the process of developing a consistent set of guidelines for
asset valuation and expects to finalise its recommendations soon.

The requirement for GBEs to meet community service obligations (CSOs)
can influence the financial performance of those enterprises. The preferred
approach of many governments to CSOs is to fund them directly from
revenue. However, the practice remains in many cases that CSOs are
funded through cross-subsidies and/or lower rates of return. For example,
Queensland accepts that if direct funding is not practicable, options such as
cross-subsidies and a lower rate of return would be considered.

Financial targets and performance monitoring

Financial targets provide a means of monitoring the financial performance
of past investments by GBEs. The owning government compares the rate
of return performance of enterprises against benchmark targets it has set
for them. A similar process occurs in private firms.

Central issues in using financial targets to assess performance include
setting the target, the rate of return measure to be used and the approach to
asset valuation and depreciation.

Used as a performance benchmark, financial targets can assist governments
in determining priorities for the use of community resources. Comparing
returns against a financial target can indicate whether a business unit within
an enterprise should be expanded or contracted. Sustained rates of return
greater than the benchmark could signal new capital expenditure; sustained
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economic returns less than the target could suggest a contraction in
capacity is required.

Failure by a GBE to achieve an acceptable return on assets over time could
suggest a change in the commercial policies of the enterprise and possibly
a change in the management of the enterprise. However, differences
between rate of return outcomes and expectations are inevitable. As the
Commonwealth Treasury (1990, p.89) notes, a divergence of an
enterprise’s achieved returns from the target may not necessarily indicate
that a change in strategy or management is required. It is first necessary to
establish the cause of the lower than expected return; for example, whether
it is due to diminished operational efficiency, past bad investment
decisions, a temporary divergence within the normal range, or a reflection
of general economic conditions.

Industry-specific and economy-wide influences will be important
considerations in the assessment of outcomes. A review of economy-wide
trends in returns and the performance of private sector firms with similar
characteristics may provide some guidance as to the effect of market
conditions on divergences between achieved rates of return and financial
targets.

There can be pitfalls in relying on financial measures of GBE performance
without reference to other indicators. There is a possibility that increased
financial performance may be achieved by stripping assets and reducing
overall quality of service. Similarly, the absence of competition may
permit enterprises merely to increase prices to achieve the required rate of
return.

On its own, the financial target is not a sufficient test of performance. It is
only one of a number of measures that should be used.

Non-financial indicators may include measures of quality of service,
efficiency and effectiveness, and may be specific to particular industries.

Formal procedures for auditing the performance of GBE investments are
another means of supplementing financial targets. Audits of capital
expenditure are now undertaken by many private sector companies. They
help identify problems, review the accuracy of forecasts and suggest
questions that should have been asked before the project was undertaken.
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They can provide useful information in the next round of decision-making
on capital investments.

Thus, financial targets are just one among several procedures for evaluating
the performance of GBEs.

Financial targets and efficient pricing

As mentioned earlier, one of the objectives of governments in using
financial targets is to improve enterprise efficiency. This goal can be
frustrated if enterprises merely raise prices, rather than attack costs, to
meet their financial targets. The ability of GBEs to use the price
mechanism in this way depends on the degree of competition they face.

Competitive markets

In fully competitive markets prices usually reflect short-run marginal costs
— that is, the cost of producing and selling an additional unit of output.!
This pricing practice generally leads to efficient production and use of the
relevant goods or services.?

In fully competitive markets, the pressure of competition dictates pricing
policy. GBEs will only shift their pricing away from the dictates of the
market at their peril. If the financial targets exceed prevailing rates of
return in the market and if GBEs raise their prices above their competitors
to meet the target, they will likely lose market share and fail to meet the
financial target with the existing asset base.

Competition puts pressure on GBEs to reduce their costs and set prices to
achieve a market rate of return. Financial targets have little contribution to

1 Capital costs are not included in short-run marginal cost. However, in principle,
there is no contradiction between short-run marginal cost pricing and the goal of full
cost recovery. Marginal cost pricing will result in full recovery of costs and efficient
use of resources so long as demand forecasts are not over-optimistic. This is so
because, with a given technology, there is usually a point in production beyond
which additional variable costs exceed average costs. Consequently, there is no
need to incorporate capital costs directly into pricing policy in these market
conditions. The level of profit or cash flow is derived from appropriate pricing and
efficient operations; it is not a determinant of pricing policy and the scale of
operations.

2 For further discussion see IAC (1989).
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make in this regard except for the planning purposes of enterprises.
Indeed, Gravelle (1976, p.14) argues that financial targets of any kind are
redundant. Rees (1986, p.321) states:
The important point to note is that once the opportunity costs of inputs,
especially capital, are properly computed, and an appropriate pricing policy is
implemented, then the enterprise profit is fully determined — a ‘profit target’

cannot have a separate and independent existence ... the kind of financial target
envisaged cannot be an instrument of achieving allocative efficiency.

In fully competitive markets, therefore, financial targets should not be
applied rigidly. They should be treated as indicative planning goals which
are secondary to efficient pricing objectives. Otherwise, GBEs may be
pressured to adopt unsustainable pricing practices.

A complication, however, in considering the relationship between financial
targets and pricing policy arises where practical considerations, such as
administrative and transactions costs, preclude pricing at short-run
marginal cost. In these circumstances, enterprises may adopt avoidable
cost or average incremental cost as an achievable benchmark for efficient
pricing.3 Here, prices need to be set to cover the (marginal) hurdle rate of
return on new investments, rather than the (average) financial target rate.

Approximation of marginal cost, usually some long-run version, remains
paramount for efficient pricing by GBEs. Price is determined at the
margin, by the cost of additions to output. Incorporation of average
financial targets in pricing would lead to inclusion of incorrect capital
costs. Consequently, the goal of making the most efficient use of the
community’s resources could be undermined.

3 Avoidable cost is an approximation of marginal cost. It incorporates longer-run
costs so that it represents some mixture of short-run and long-run marginal cost. It
includes all costs associated with the provision of an additional block of output.
These are the average incremental variable costs of the extra output and the
estimated additional capital costs of the additional capacity.

4 Ideally, the rate of return to be expected on new investments would coincide with
target rates of return for assessing the performance of existing assets. But, in
practice, this is not always possible, particularly in the case of long-lived assets. The
cost of capital changes over time and not all expectations held for past investments
will have been fully met. Valuation of specialised assets is likely to be difficult.
Moreover, it may not be practicable to liquidate assets which are not performing to
the current expected rate of return, for example, because of government policy.

179



APPENDIX J

Non-competitive markets

Where GBEs are protected from competition by legislative barriers to
entry, financial targets can reinforce inefficient pricing practices. Targets
can be achieved by adopting any one of a number of different pricing
policies. For example, the targets could be met by simply raising prices to
cover average costs.

If prices in general are raised, users may or may not be inappropriately
‘taxed’ by higher charges.5 It would depend on whether the increase in
prices was instituted to achieve satisfactory performance in terms of the
enterprise’s cost recovery. It would also depend on whether the
enterprise’s financial performance was best improved by raising revenue or
reducing costs.

Efficient pricing remains a key requirement for GBEs operating in
imperfect markets. It would rule out cross-subsidisation in general and
would base prices on the relevant costs of production. Efficient pricing can
be encouraged by introducing as many market disciplines as possible or by
some form of regulatory arrangement.

With costs contained and properly identified and prices set appropriately
there is little place for financial targets in improving cost recovery and
efficiency of GBEs.6

The significant exception to this conclusion occurs in markets characterised
by natural monopoly where pricing at long-run marginal cost will result in
losses for the enterprise. Several GBEs operate in markets which contain
elements of natural monopoly. Here, imposition of a financial target offers
an alternative to sustained losses by requiring the enterprise to price above
long-run marginal cost and recover full costs including a return on capital.
A financial target in this sense is simply another form of indirect taxation.
The choice is essentially between taxation methods. The inefficiency
involved in raising a toll above marginal cost to reduce enterprise losses
must be weighed against the inefficiencies incurred elsewhere in the
economy by distortionary taxes levied to finance the losses of GBEs.

5 If a GBE met its target by cross-subsidisation between different activities, some
users would be inappropriately taxed by higher charges.

6 But, as outlined above, where practical considerations dictate pricing to cover long-
run marginal cost or avoidable costs, the (marginal) hurdle rate of return expected
on new investments would be included in the costs to be recovered.

180



RATE OF RETURN TARGETTING

In the case of a single product natural monopoly, incorporation of a
financial target in pricing is straightforward. Prices can be set at average
cost, including the required return on capital. The required financial target
is directly incorporated into the price set. An alternative is some non-
uniform pricing structure, such as a two-part tariff, which would promote
certain efficiency properties compared to average cost pricing. In the more
general case of multiproduct enterprises, however, pricing is more
complicated and the role of financial targets in contributing to (relatively)
efficient pricing is more indirect.’

Whatever way financial targets are incorporated in the pricing of the
products of natural monopolies, the problem remains that these enterprises
are able to raise prices to cover the target without necessarily operating at
minimum cost. Consequently, it is likely that use of financial targets in
natural monopoly pricing will need to be accompanied by regulation to
encourage efficient pricing and/or cost minimising behaviour.

The circumstances of under-recovery of costs provides another
qualification. Here, financial targets may have a transitional role in
improving cost recovery. Increasing prices to raise revenue may be the
expected outcome.

7 One way to allocate the financial target among different products is to implement a
price discrimination policy such as Ramsey pricing. Under Ramsey pricing, all
prices are set to exceed marginal costs in a pattern which satisfies the need to earn a
specified level of profit and to minimise the impact on consumption decisions.
Products where the quantity demanded varies relatively little as prices change are
given a large mark-up and products where quantity demanded is more elastic as
prices vary are subject to a lower mark-up. If the enterprise was not previously
recovering marginal costs, prices to all customers will rise as a result of Ramsey
pricing but the increase will be more for some customers than others.

Ramsey pricing is a means of obtaining consistency between financial targets and
(relatively) efficient pricing. But, in this case, the financial target is not directly
incorporated into the prices set. Prices are set subject to a fixed and exogenously
determined profit constraint. It may indicate a minimum or maximum level of profit.
The level of prices charged, as distinct from the structure of prices for different
products, is determined by the level of profit to be achieved. This absolute level of
profit can be derived from the rate of return expected on the enterprise’s asset base.

The informational administrative and regulatory costs of Ramsey pricing are severe
and more practical price setting arrangements can be employed to promote cost
minimising behaviour on the part of the enterprise and which also incorporate a
financial target.
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Financial targets and enterprise efficiency

Financial targets are sometimes viewed as a means of stimulating and
assessing managerial performance. The idea here is that the profit target
puts pressure on management to cut costs and eliminate waste and
inefficiency in operations. Its validity hinges on the premise that managers
will choose to meet a specific financial target by reducing costs and
improving efficiency in operations, rather than by putting up prices.

The likelihood of an improvement in technical efficiency from rate of return
targeting depends on the existence of rewards to and sanctions on the
manager. Security of tenure and rigidity in remuneration arrangements
could be a barrier to the enforcement of rewards and sanctions. For
financial targets to be effective in promoting managerial efficiency, it
should be clear what penalties will be imposed on the enterprise if the
target is not achieved. Without appropriate penalties and rewards, the
failure to achieve targets could result in subsequent price increases in order
to be able to realise the target in future. If this were to occur regularly, the
target would not be an effective way of promoting enterprise efficiency.

In the absence of competition, the difficulty is to provide managers with the
right incentives. Financial targets provide no guarantee of cost-minimising
behaviour and may even support cost-padding. Unless there is some
discipline on prices, targets may be achieved by increasing prices rather
than by cutting costs. Sanctions and rewards for managers can help, but
these need to be determined on the basis of incentives to reduce costs.

The effects on allocative efficiency of arbitrary financial targets for GBEs
not derived from efficient pricing policies have led some to conclude that:

Managerial efficiency can better be pursued when divorced from pricing policy
(Lintner 1981, p.31).

... the pursuit of technological and managerial efficiency should be divorced from
the question of profitability, and should be undertaken directly, rather than
indirectly through pricing policy (Rees 1984, p.156).

Rees advocates efficiency audits as a more appropriate instrument for
ensuring improvement in enterprise efficiency than financial targetting. He
sees these audits as a means to stimulate managerial and technological
efficiency which is consistent with greater decentralisation of pricing and
investment decisions (see also Rees 1986). Many overseas efforts at
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reform, where competition is not prevalent, incorporate incentives for cost-
minimisation as a means of ensuring enterprise efficiency.

Where possible, competition must remain the primary mechanism for
promoting public enterprise efficiency. In its absence, the financial targets
provide, at best, an indirect means to more efficient operations by
improving transparency. Assessment of financial performance against
financial targets provides a basis for asking questions of enterprise
management. As a well-known textbook on corporate finance states:
Financial ratios seldom provide answers but they do help you to ask the right
questions (Brealey and Myers 1991, p.696).
Supplemented by a range of non-financial indicators, financial targets can
be used to provide a source of public pressure on management
performance.

Conclusion

Proper investment appraisal procedures by GBEs are fundamental to
improvements in the allocation of resources to different activities and the
productivity of enterprises. Improvement in allocative efficiency requires
investment appraisal procedures to ensure that new investment achieves a
satisfactory rate of return. To date, the reform of investment appraisal
procedures and choice of hurdle rates of return have perhaps not received
the focus they deserve in improving GBE efficiency.

In contrast, setting financial targets has been a major focus of GBE reform
programs. Financial targets aim to provide a direct incentive for
enterprises to pursue cost recovery and reduce the drain on government
budgets. To this extent, they have an important transitional role in GBE
reform especially where cost recovery has been low. They serve to
improve the commercial focus of GBE operations while other structural
reforms are being implemented.

This use of financial targets should be subject to several qualifications.
Most importantly, they should be used in a way which is consistent with
pricing and investment policies to promote efficiency in GBEs. They
should be complemented by other indicators of GBE performance.
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Financial targets are not a general instrument for directly promoting
economic efficiency. They can create a conflict of objectives for
enterprises between achieving specified profit outcomes and efficient
prices. The danger is that continual rigid application of targets will direct
enterprises to focus more on achieving the target rather than efficient
pricing and responding to competition with consequent implications for
efficiency. This danger is compounded in situations where GBEs are
protected from potential competition by legislative barriers to entry to an
industry. Depending on the existence of other disciplines — especially on
pricing — financial targets do not necessarily contribute directly to
improving managerial and technical efficiency in enterprises.

Once structural reforms are implemented and GBEs operate on a fully
commercial basis, subject to actual or potential competition, the role of
financial targets is to facilitate monitoring performance and to assist in
financial planning. Imposing rigid financial targets may preclude efficient
pricing by GBEs in a market structure of actual or potential competition.

Where practical considerations dictate pricing to cover longer-run costs,
including the capital costs of new investment, the appropriate rate of return
to be incorporated is that expected on the additional capacity and not the
average rate of return targetted for the total asset base of an enterprise.

Financial targets can make a direct contribution to improving economic
efficiency in the case of decreasing long-run costs, where governments
have rejected the approach of directly funding deficits in favour of full cost
recovery. Here financial targets contribute to a ‘second best’ approach to
improving allocative efficiency.
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DIVIDEND AND OTHER PAYMENTS BY
GOVERNMENT BUSINESS ENTERPRISES

,',Many government busmess enterprtses ( GBEs) are now requzred to
 make dividend and other payments to governments While these
‘ payments have mcreased in recent years, there is wide variation
 between lndustrzes and jurisdictions in dividend polzczes the baszs on

‘ whzch they are set, and the level of payments. The monopoly position

o Joyed by many GBEs has the potentzal to support excessive
~ dividend payouts to fi nance government budgetary programs. There
~ have been examples of very ‘high dividend payments but the overall
- pzcture seems to be that payments to government remam too low
~ rather than too hzgh Many GBEs make ezther no dzvzdend payments
or very low payments - -

Increasingly, governments are calling on GBEs to make dividend payments
and other contributions. This appendix reviews trends and practices in
dividend and other payments to government. It assesses whether GBEs are
being required to pay excessive dividends.

Dividend policies

All governments now require dividend payments from at least some of the
GBEs operating in their jurisdictions. Dividends can be broadly defined as
payments by a company out of profits to its shareholders as a return on
their equity.

Dividends come in many forms. The most common for GBEs is a regular
cash dividend out of current profits. If current profits are inadequate,
enterprises can be required to make payments from reserves established
from profits of previous years. At times, GBEs are required to make
special cash contributions to government. Some GBEs pay a regular
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statutory contribution to government, in lieu of dividend payments, which
are usually treated as dividends for reporting purposes.

Dividend policies vary between governments in Australia, as does the
range of GBEs covered by these policies.

The Commonwealth Government determines dividend requirements on the
basis of after-tax profits of enterprises. The Victorian Government is also
moving towards a policy of determining dividend payments on the basis of
after-tax profits. The previous Victorian Government set dividend
payments on the basis of several factors including a percentage of public
equity.

The dividend payments by NSW GBEs are determined as part of a total
payment to government which incorporates tax-equivalent payments. GBE
payments to the Government of NSW are expected to be at least 50 per
cent of pre-tax profits. The Victorian Government is implementing a tax
equivalent payment regime for selected enterprises and which may be
extended to other enterprises.

Some enterprises pay a regular statutory contribution to government which
is set on the basis of sales revenue. For example, the Electricity Trust of
South Australia (ETSA) pays five per cent of sales revenue to the South
Australian Government and the State Energy Commission of Western
Australia (SECWA) pays three per cent of sales revenue to the Western
Australian Government. This serves to maintain payments to government
despite any decline in operating profit. For example, even though
operating profit had slumped, SECWA’s payout ratio was 778 per cent of
pre-tax profits in 1989-90 because sales revenue was maintained. In other
cases, statutory contributions to government are determined without regard
to the financial circumstances of enterprises.

In some jurisdictions, a common dividend rate is fixed by government for
all the GBEs required to pay dividends. The fixed rates often vary between
jurisdictions, even for GBEs operating in the same industry. In other cases,
the rate of payment is determined for individual GBEs from year to year.

A number of public enterprises are not required to pay dividends to
government. Examples include water authorities, such as the Engineering
and Water Supply Department of South Australia and the Hobart Regional
Water Board, and the port authorities of Darwin and Geelong. Extensive
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losses by enterprises in the rail and urban transport sectors generally
preclude regular dividend payments to governments.

Several Queensland GBEs will be required to make dividend payments
under new legislative arrangements being implemented by the Queensland
Government. Three of the four major port authorities in Tasmania have
been making ‘voluntary’ contributions to the Government as an interim
arrangement prior to amendments to the legislation. The new arrangements
require port authorities to make income tax equivalent payments to the
Government but do not mention dividend payments.

In addition to regular dividend payments, some governments require some
of their GBEs to make special dividend payments or statutory contributions
to government. For example, the Gas and Fuel Corporation of Victoria
(GFCV) is required to make an annual Public Authority Contribution to the
Victorian Government in addition to ordinary dividends. It is currently set
at 30 per cent of total gas revenues. In 1991-92, it amounted to $258
million on a revenue of $1.1 billion. The payment is in recognition of the
economic rent implicit in the gas resources of the State. In the same year,
the Sydney Water Board paid a special dividend to the NSW Government
of $100 million. In October 1992, the new Victorian Government
announced special dividends to be payable by the State Electricity
Commission of Victoria (SECV), the GFCV and Melbourne Water. These
special dividends were estimated at $98 million for 1992-93 and rising to
$178 million in 1993-94 (VCA 1993, pp.342-3).

Trends in dividend payments

A recent study published by EPAC (Clare and Johnston 1993b) indicates
that total dividend payments as a percentage of earnings after interest and
tax have increased in aggregate for Commonwealth and State GBEs paying
dividends. Over the three years to 1991-92, the proportion has increased
from 36 per cent to 58 per cent.

For Commonwealth GBEs, the ratio has more than doubled over the three
years, from 18 per cent to 43 per cent. In the case of State government
GBEs the ratio declined from 85 per cent in 1989-90 to 69 per cent in
1991-92. This change largely reflects a decline in dividend payments in
the energy sector from 214 per cent in 1989-90 to 70 per cent in 1991-92.
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The Steering Committee on National Performance Monitoring of
Government Trading Enterprises (SCNPMGTE 1993) has published data
on the dividend payout ratios (dividends as a proportion of operating profit
before tax and after abnormals) of GBEs in several core industries. These
data are summarised in Figures K1 and K2.!

From Figure K1 it can be seen that, over time, governments have been able
to obtain substantial dividend payouts from their gas and electricity GBEs.
Generally, lower payouts have been obtained from water, ports and a group
of major Commonwealth GBEs which include Telecom, Australia Post and
the Federal Airports Corporation; but exclude the Snowy Mountain Hydro-
electric Authority and the Pipeline Authority. The average payout ratio for

1 Railways and urban transport are excluded because in general they do not make
dividend payments. The ACT has been excluded as only ACTEW provides a
dividend. The Northern Territory has also been excluded as none of its GBEs
provide a dividend.
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'

port and water. authorities has fluctuated significantly over the period, but
was quite low in 1991-92. Payments from Commonwealth GBEs remain
low but have been increasing in recent years. Urban transport and railways
are in loss making situations and therefore do not generally contribute
dividends to government.

Figure K2 shows the average dividend payout ratio for GBEs in different
jurisdictions.2 While there have been fluctuations, dividend payments have
for the most part increased over the period. There have been some
significant differences in the level of payments between jurisdictions.
GBEs in NSW, Victoria and South Australia have paid a higher proportion
of profit before tax in dividend payments than GBEs in other jurisdictions.

2 In 1988-89 SECWA had a dividend payout ratio of 778 per cent. This caused the
Western Australian 1988-89 weighted dividend payout ratio to be over 450.
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The dividend payouts by GBEs in NSW, Victoria and South Australia are
similar to those of the private sector. Aggregate dividend payout ratios in
recent years for private sector companies, constructed from Australian
Stock Exchange data, have been 70 to 80 per cent of earnings. In the case
of industrials, the payout ratio has been between 80 and 90 per cent of
earnings (BIE 1993b, p.17). At times, the dividend payout ratio of GBEs
in NSW, Victoria and Western Australia has been relatively high, at least
in comparison with the private sector. In general, dividend payments by
Commonwealth, Queensland, Western Australian and Tasmanian GBEs
remain substantially below those of the private sector. Commonwealth
enterprises make quite low dividend payments. For example, in 1991-92,
Australia Post had a dividend payout ratio of 21 per cent, Telecom 28 per
cent, the Federal Airports Corporation 6 per cent and the Australian
National Line made no payments (SCNPMGTE 1993).3

Some concerns have been expressed about the trends in dividend payments
by GBEs to governments. There is concern that governments, recognising
the monopoly power of many GBEs to increase prices, could use payments
from these enterprises to support budgetary objectives in the face of a
declining tax base and limitations on Commonwealth financial grants.
Payments of dividends by GBEs making losses, dividend payments which
exceed annual profit and special contributions required by governments
have been cited as evidence of governments using GBEs as ‘milch cows’.
However, as discussed in the next section, high dividends are not
necessarily evidence of ‘excessive’ dividends.

There are several examples of GBEs which have paid dividends to
government while making losses (earnings after interest and taxation). For
example, ETSA paid contributions to the South Australian Government in
1984, 1985 and 1987 despite returning losses in all those years (ETSA
1992, p.61). In NSW, the State Transit Authority paid a dividend of
$58.35 million in 1991-92 and the State Rail Authority paid a contribution
to government of $7.8 million, despite both enterprises incurring losses on
their operations (Fahey 1992, pp.3.11-3.12).

3 The Commonwealth Government has announced a dividend benchmark of 50 per
cent of profit after abnormal items and tax. Payout in any given year will take into
account the effect on a GBEs operations and its capital structure so that payment by
a GBE in any year may be higher or lower than the benchmark (Dawkins and Willis
1993, p.4.36).
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Many GBEs at some time in the past five years have paid dividends greater
than their profit figure or an extraordinarily large percentage of their profit
in dividends. For example, the Port of Melbourne Authority paid a
dividend of $10 million in each of the years 1991 and 1992, but the return
on equity in the years preceding the payment of these dividends was less
than the dividend payments and in one year was negative (IC 1993d, p.57).
SECWA made a profit in 1988-89 of $4.2 million but paid a statutory
contribution to the Government of nearly $33 million (SECWA 1992,
p-37). The SECV has stated that between 1982-83 and 1991-92 it earned
$1.1 billion in profit and paid $954 million in dividends and that these large
dividend payments impeded it in achieving a fully cost competitive position
(SECV 1992, p.5). Sydney Electricity had a payout ratio of 237 per cent in
1989-90, the Gas and Fuel Corporation of Victoria has made payments in
excess of 100 per cent for the years 1990-91 and 1991-92, the Pipelines
Authority of South Australia made a payment of 168 per cent in 1989-90
and the South Australian Government has taken 100 per cent of the
operating profit of the Department of Marine and Harbors in dividends in
each of the last four years (SCNPMGTE 1993).

The Commission has noted that some energy authorities have been required
to meet ‘extraordinary dividend’ or other ‘ad hoc’ payments to government
(IC 19910, Vol.Ill, p.69). It has stated that these arrangements may well
be counter-productive by creating uncertainties in investment and cash flow
planning.

In its report on Port authority services and activities, the Commission
stated that several State Governments have used port authorities as revenue
raising mechanisms irrespective of their profitability (IC 1993d, p.59). It
said that the lack of competition between ports has facilitated the fulfilment
of high dividend requirements by raising prices to users.

Some issues

Many GBEs remain protected from competition and can thereby exercise
some monopoly power which creates scope for governments to use GBEs
to meet revenue needs. In some circumstances, the practice could have
serious implications for the efficiency of public enterprises. One possible
effect is to cause prices to the users of GBE services to be higher than they
otherwise need be. This may occur directly through increased prices to
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meet any excessive dividend requirements or indirectly as a result of
increased borrowing by GBEs, running down their asset base and/or
postponing new investment in capacity to meet the payments.
Alternatively, the ability of enterprises to finance new capital projects from
retained earnings may be inhibited, particularly in the presence of
restrictions on external borrowings by enterprises. This could result in
increased costs because of reduced capacity and flexibility to respond to
changing demands.

The absence of competition for many GBEs and the use of financial targets
set at inappropriate levels provide incentives for governments to extract
excessive dividends. The extent of their success could inhibit moves to
structural reform through either competition or by change of ownership.

For these reasons, it is necessary to monitor the extent to which
governments improve their revenue raising capacity through GBEs without
regard to the effects on users and to consider how the potential for such
‘milking’ can be reduced.

As noted above, there are specific examples of what appear to be high
dividend payments to governments by GBEs. The dividend payout ratio in
the energy sector, for example, has been very high at times — over 100 per
cent for electricity in 1988-89 and for gas in 1987-88.

However, it is difficult to form judgements as to whether examples of high
dividend payments by GBEs can be considered excessive and an abuse of
market power. Several factors need to borne in mind before reaching
premature conclusions about the significance of such examples.

A high payout ratio may mean little in the absence of information about the
financial and economic performance of an enterprise. For example, an
enterprise may be paying out a high proportion of its profits in dividends
but its real rate of return on assets may be very low because prices are too
low and/or costs too high. In such a case, it is the financial and economic
performance of the enterprise which is to be questioned rather than its
dividend policy.

The average payout ratio in the private sector is substantial. Although
similar payout ratios are achieved by some GBEs, the overall picture of the
dividend performance of GBEs seems to be one of payout ratios which are
too low, rather than too high. As noted above, there are many
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Commonwealth and State GBEs which pay very low or no dividends.
Also, large losses are incurred regularly by a number of GBEs, particularly
in the transport sector, which, in general, are not able to make dividend
payments. The available data do not suggest systematic use of GBEs by
governments to extract excessive dividend payments.

The increases in dividend payments that have occurred may reflect a move
away from past practices of underpricing of services, low or negative rates
of return and low or no dividend requirements. Some cases may reflect the
normal practice of linking dividend payments to profits in the previous
year.

Examples of high dividend payments may also mean little in the light of
exemptions from a range of taxes and charges. Many enterprises are not
liable for the full range of Commonwealth, State and local government
taxes and charges.# Some are not required to make payments which reflect
actual or imputed government guarantees on major borrowings.> Excessive
dividend payments could be seen as payments in lieu of these exemptions.
Nevertheless, it seems difficult to sustain this argument in relation to
income taxes when losses are being incurred by enterprises. This is not to
deny the argument in relation to other taxes and charges which are not
based on profit levels.

Apart from these considerations, there are arguments both for and against
relatively high levels of dividend payments by GBEs. Governments as
shareholders can claim that taxpayers should receive appropriate benefits
from public ownership of firms. Efficient pricing requires allowance to be
made for the true costs of the capital employed. Retained earnings cannot

4 Several States have indicated their intention to implement tax equivalent payments
by GBEs. Premiers and Chief Ministers have agreed in principle to apply the full
range of government taxes and charges to all commercial GBEs through the creation
of tax equivalent payments encompassing both Commonwealth and State taxes
(Premiers and Chief Ministers 1991). The Commonwealth and State Governments
have agreed to establish a Commonwealth/State working party to explore the scope
and mechanisms for the States to consider subjecting their GBEs to Commonwealth
income and wholesale sales tax in return for compensation from the Commonwealth
(Dawkins 1993).

5 Several GBEs are subject to charges to reflect actual or implicit government
guarantees on their borrowings. Commonwealth GBEs are subject to a borrowing
levy on outstanding loans at the rate of 0.125 per cent. Some State Governments,
including New South Wales, Victoria and Queensland, have legislation which
provides for a levy on GBE borrowings to reflect government guarantees on
borrowings.
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be reflected in an increase in the value of shares on the stock market and
sale of equity is not common. The only method for obtaining a benefit
from the increased capital value of a GBE is through dividends.

As owner, a government may decide legitimately to seek to reduce its
equity in an enterprise. This may be part of a program to reduce the scope
of activities of the enterprise and its investment program or to encourage it
to take on increased debt to maintain the level of operations. Withdrawal
of funds by requiring high dividend payments is one way to reduce equity
in an enterprise.

On the other hand, there is the ever-present possibility that short-term
considerations such as impending budgetary constraints may lead
governments to require excessive dividend payments. Also, GBEs need
additional capital to fund investment and must rely to some extent on their
retained earnings in the face of unwillingness or inability of governments to
provide additional equity capital or access to increased borrowing.

Whatever weight is given to these conflicting considerations in forming
judgements, reduced incentives for efficient pricing through the lack of
competition provides ongoing opportunities for governments to maintain
excessive contributions from GBEs. Financial targets may reinforce the
traditional inefficient pricing practices of GBEs, particularly in the absence
of competition (Appendix J). Financial targets can serve to support
requirements for high dividend payments by GBEs. Indeed, it could be
suggested that reform programs for GBEs which focus on administrative
reform and financial targets but neglect efficient pricing and the need to
promote competition are more likely to lead to taxation of consumers
through dividend policies than to improvements in economic efficiency.

GBE reform and dividend policy

Removal or reduction of the incentives for governments to extract
excessive dividend and other payments from GBEs can only occur through
effective reform of the environment in which GBEs operate. Structural
reform of GBEs and focus on efficient pricing provide the main
mechanisms to avoid governments using GBEs as ‘milch cows’. The
practice is not sustainable in the long-term under competitive conditions;
or, at worst, no more sustainable than for shareholders in the private sector.
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The real difficulty, however, arises in the case of natural monopolies.
Creating the potential for competition (by removing barriers to competition,
vertical separation, intermodal competition, etc), performance monitoring
and regulation provide the main means of avoiding governments using
GBE:s as ‘milch cows’.

Improved performance monitoring and public disclosure of results have a
contribution to make.

The actual level of dividend payment in a particular year should be the
subject of a recommendation by the board of the GBE to its shareholder,
the government, taking into account relevant information on shareholder’s
funds at current market valuation, past and prospective profitability,
proposed levels of capital investment, proposed pricing structures and the
associated funding requirements. @ While there may be room for
negotiations between the boards of GBEs and government about the
appropriate level of dividends, it is the government, as owner, which
should ultimately take the decision. It is a decision for which it should be
publicly accountable.

As with private sector companies, the return to the shareholder arises
through dividend payments and the potentially realisable increase in the
market value of the shareholder’s funds arising through retained earnings
and capital appreciation of assets. The market value of the shareholder’s
funds is the overall market value of the enterprise, less the market value of
debt in the enterprise. Comparing dividends with the current value of
shareholder’s funds provides a basis for assessing the adequacy of
dividends from a commercial perspective, and in a way which takes into
account the amount of the income stream needed to service the debt.

One benchmark from which to assess the outcomes and government
decisions is the rate of dividend payment by equivalent-risk private
companies, but allowing for the payment of government taxes and charges.
But, such a benchmark cannot be absolute. The actual dividends to be
declared will depend on the specific financial circumstances and
investment outlook of different GBEs, among other factors.

Public scrutiny could be promoted by standardisation between jurisdictions
of the definition of dividends and what is classified as dividends as well as
by consolidation of the range of payments to government by GBEs on a
common basis — according to whether they are dividends, special

195



APPENDIX K

dividends, taxes or charges. Setting dividend payments on the basis of
profit will better ensure that payments more accurately reflect the financial
situation of enterprises.

Many GBEs still retain exemptions from several Commonwealth, State and
local government taxes and charges. As long as these exemptions remain,
dividend policies and other contributions to government will continue to be
somewhat difficult to assess. It is difficult to determine if contributions to
government are excessive if enterprises are not required to meet taxes and
charges expected of private firms or pay an amount which reflects
government guarantees on their borrowings. It points to the need to
continue to advocate reforms which remove special exemptions and
constraints on GBEs which do not apply to private firms.

While exemptions from government taxes and charges remain in place, it is
possible to assess the total contribution to government by taking into
account taxation equivalent payments as well as dividends. As noted
above, several governments now require their GBEs to make taxation
equivalent payments. One possible approach is that recently announced by
the NSW Government in its new financial distribution policy for GBEs.
Under these new arrangements, the total of both dividend payments and
taxation equivalents is determined as a proportion of pre-tax profits.
Structuring the total pay-out target to government on a pre-tax basis
explicitly recognises the government role as both owner and tax collector.
It also allows for some consistency in approach between GBEs which pay
some government taxes and charges and those which do not. The 50 per
cent floor for the pre-tax profit target used in NSW is fairly conservative
compared to the average payout ratio on a pre-tax basis for private
companies of about 70 per cent during the 1980s.
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APPENDIX L
PROGRESS ON MICROECONOMIC
REFORM

Since 1989-90, the Commission’s Annual Report has included a list
of microeconomic reforms undertaken by Commonwealth, State and
Territory Governments. This appendix collates the responses from
Governments on their microeconomic reform progress in 1992-93.

This appendix is intended as a general overview of the scope and depth of
recent reform. The focus is on reforms implemented in 1992-93, as
opposed to providing a full measure of net progress in each jurisdiction.

The information is provided by Commonwealth, State and Territory
governments in response to a Commission request. Apart from general
checks on consistency, however, the extent to which the Commission can
verify the nature and extent of the benefits listed is very limited. In some
cases, there are likely to be differences of view about the nature and extent
of benefits. For example, an amendment to workers’ compensation
arrangements in one State is listed as a reform, but would appear to be at
odds with the Commission’s recent draft report on Workers’ compensation
in Australia.

As in previous years, the material presented has been categorised in the
following sections:

. industry-specific reform;

. general reforms;

. labour market reforms;

. environmental management; and

. government business enterprise (GBE) reform.

Some general impressions can be drawn from the responses. Some reform
has been innovative and experimental in nature and is indicative of a
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willingness to extend the reform effort on a broad front. For instance, in
the Victorian health sector, casemix-based funding for inpatients at public
hospitals has been introduced, whereby hospitals will be paid the same
amount for equivalent work, rather than on the basis of historical budgets.
The NSW Government has privatised the Gumly Gumly Irrigation District
near Wagga Wagga; this represents the first measure of this type to be
undertaken in Australia.

Some other general impressions from the categories of reform are:

Substantial progress has been made in industry-specific reforms
through the reduction of assistance and the promotion of competition.

In the area of general reform, improvements to local government
procedures have been implemented in NSW, Queensland, Tasmania
and Victoria. These reforms have resulted in increased autonomy for
and accountability of local government.

Labour market reforms have been implemented by all States and
Territories, particularly to facilitate the spread of enterprise
bargaining. The education system has also been the focus of
significant reform, particularly in vocational education and training
where student places have been greatly increased.

Environmental management has concentrated on improved resource
management. For instance in NSW, guidelines have been prepared to
encourage more innovative and cost-efficient approaches to land
drainage.

In reforming GBEs, some States are promoting reforms which should
lead to increased competition. The State Electricity Commission of
Victoria is one such example.
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Industry-specific reforms

Sector Jurisdiction  Date Nature of reform Significance
Primary industry
Mining and mineral Tas 1992-93 Declaration of zones of high prospectivity. If the To provide industry with the confidence to
exploration development of mineral reserves identified by undertake capital expenditure needed to
exploration is prevented by any change in the discover new ore bodies.
land status, the government of the day would be
bound to compensate the developer.

Tas 1992-93 Revocation of a portion of the south-west Enhances access to an area that although
conservation area and limitation of the depth of  previously available to industry was seen to be
national parks to 50 metres in most cases. difficult to access.

Qld completed  Review of restrictions applying to exploration Increase in land available for exploration

June 1993  and/or mining on certain areas of land. and/or development.
Mining (healthand Qld 1993 Commencement of Exmark certification licence = Enhanced safety in the work place, ready
safety regulation) scheme for explosion protected electrical identification of safety products and equipment
equipment. certified for use in areas of hazard. Reduced
uncertainty and costs to employers of
complying with safety requirements.
Coal mining Qld completed  Review of current coal mining lease conditions  Inappropriate conditions have been identified
May 1993  to identify restrictive and/or inappropriate and amendments to lease conditions are now

conditions in relation to coal mining and sales.

being negotiated and implemented.
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Sector Jurisdiction Date

Nature of reform

Significance

Coal exploration

Agriculture

Animal quarantine

Meat and livestock
industry

Qld

Tas

Tas

Vic

WA

Qld

1993-94

1992

1991

July 1993

1993

1992-93

Removal of restrictive access conditions to land
prospective for coal exploration in Central Qld
Coal Area. It is intended that 12 areas of known
prospectivity will be made available on a
competitive basis and that a modified cash
bidding system will be used to select the
successful applicants.

Fertiliser Act/Pests, Diseases and Weeds Act
introduced streamlined and simpler
administrative procedures.

Review of animal quarantine procedures to
streamline and dismantle older procedures.

The Victorian Meat Authority replaces the
licensing activities of the Abattoir and Meat
Inspection Authority. This provides for moves
towards self regulation, cost efficient quality
assurance programs, and more effective
registration and inspection requirements.

Amendment of the Meat Marketing Act 1971
and the Abattoir Act 1909.

Agreement to splitting of the regulatory,
commercial and policy functions of the existing
statutory marketing authority into three bodies.

Complete overhaul of complex regulatory
arrangements with legislation due by late 1993.

Allows industry to dictate pace of exploration
and development based on commercial
considerations.

Cost savings and increased productivity for the
industries.

Producers have faster access to clean breeding
stock while still maintaining disease free
status.

Improves efficiency of quality licensing
framework and should result in cost savings.
More competitive arrangements for service
delivery.

Rationalise government involvement in meat
marketing and processing.

Restructuring will provide each new body with
a clearer focus and increased accountability.

Replacement of prescriptive licensing regime
with quality assurance accreditation.




Lo¢

Dairy industry

Egg industry

Barley industry

Qld

Vic

WA
SA

Vic

Qld

Vic

1993
ongoing

November

1992

1993
1992-93

June 1993

1993

March
1993

Total restructuring of industry, including
introduction of a scheme to rationalise milk
distribution (vendors) sector and termination by
December 1998 of post farm-gate market
intervention arrangements eg price controls.

Passage of Dairy Industry Act 1992 to
deregulate and re-structure part of the industry.
The VDIA can now enter into joint ventures with
private industry.

Amendment of the Dairy Industry Act 1973.

New Dairy Industry Act abolishing the
Metropolitan Milk Board and creating the Dairy
Authority of South Australia. Fixed retail price
of milk has been abolished.

The Egg Industry (Deregulation) Act 1992
provides for deregulation of the Victorian egg
industry and the vesting of the property rights
and liabilities of the Victorian Egg Marketing
Board (VEMB) into an industry cooperative.

Restructuring of egg industry organisations to
form a single (grower-owned) State-wide
marketing body with statutory powers to be
phased out by December 1998.

New barley marketing legislation allows
stockfeed barley to be sold to the Australian
Barley Board (ABB) or to private sources; and
allows maltsters to source barley through the
ABB or deal direct with growers. Prices and
terms for these options are freely negotiable.

A more competitive industry with enhanced
prospects for long term viability.

Queensland will be brought into line with other
States.

The Dairy Industry Act 1992 is a first step in
achieving the Government's policy of post
farm-gate deregulation of milk pricing.

Removal of unnecessary regulation.

A move to reduce regulation of the dairy
industry by giving more responsibility to the
industry for its own pricing mechanisms and
quality control.

Deregulation of the egg industry, promoting
competition and benefiting consumers.

Will deregulate the industry and allow for
significant marketing improvements.

Provides growers with greater marketing
choices. Introduced in line with South
Australia.
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Industry-specific reforms (continued)

Sector Jurisdiction  Date Nature of reform Significance
SA 1992-93 Amendment to Barley Marketing Act. The new  Provides for elements of domestic competition
Act establishes a consultative Committee to whereby barley processors are able to more
provide grass root advice to the Australian readily source grain direct from producers.
Barley Board.

Potatoes WA 1993 Amendment of the Marketing of Potatoes Act Move towards eventual commercialisation of

1946. the activities of the Potato Marketing
Authority.

Navy bean industry  Qld 1993 Removal of statutory powers of the Navy Bean ~ Will deregulate the industry and allow for
Marketing Board including power of compulsory significant marketing improvements.
acquisition, and grower-owned co-operative
association.

Fisheries WA 1993 Legislation to enable the Fisheries Department to Safeguard the resources of the State's fisheries
manage the State's fisheries into the next and improve the performance of marine based
century. industries.

NSW 1992-93 Implementation of Fisheries management plans ~ Encourages greater operational efficiency
comprising of property rights to ensure within the fisheries.
sustainable fisheries while improving economic
viability of the industry.
Vic June 1993  Introduced new process for setting seasonal More flexible use of the resource.
catch rates for the scallop industry.

Forestry Tas 1993-94 The establishment of a new Forestry Corporation Potential productivity gains through

of Tasmania as a statutory authority. commercial focus and increased financial
return to Tasmanian stakeholders.
Tas 1993-94 Establishment of crown softwood resources. Greater potential gains in productivity through

commercialisation and the concentration of
softwood resources to new entrants.
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Tas

Tas

Tas

Services — transport

National road Joint
charging and

regulatory system

Transport ACT
Roads C'wealth

November
1992

July 1992

1992

August
1992

ongoing

December
1993

Increased access to crown sawlog resource on a
competitive tender basis.

Increase in product differentiation between
pruned and unpruned sawlogs.

New and more commercial contracts between

Tasmanian Forestry Commission and Tasmanian

sawmillers.

The National Road Transport Commission
released its first determination that was
subsequently approved by majority vote of the
Ministerial Council for Road Transport for full
implementation by 1995.

ACT/Commonwealth agreement to permit ACT
legislative process to act as catalyst for
development of national legislation and charging
regimes.

The Commonwealth will assume funding
responsibility for the National Highway System
(NHS) — to consist of existing systems plus
Sturt and Newell and link roads in capital cities.
Other Commonwealth road programs will end.

Establishes access of a significant amount of
crown sawlog resource to new entrants.

Allows market to decide the quality and price
combination to select rather than accepting the
average royalty rates.

Increases the interstate and international
competitiveness of Tasmanian sawmillers.

Movement towards user-pays charging and
uniformity of regulations for heavy vehicles
should avoid the costly duplication of separate
regulations for each State and Territory and
should lower input cost to industry.

Allows national legislation to be instituted
without infringing on States’ rights issues.

Establishment of a clearly defined NHS and
rationalising the role of each level of
government will remove overlapping and
confusing road funding responsibilities; and
improve government accountability.



Industry-specific reforms (continued)

Nature of reform

Jurisdiction  Date Significance
Vic February Introduction of permits for use of longer semi- Increases carrying capacity and efficiency.
1993 trailers (Increased from 12.5 to 13.7m).
Vic January Introduced permits for longer vehicle Allows use of vehicles with better stability,
1993 combinations (up to 19m). driver ride and crash protection.
Vic May 1993 Introduction of a General Permit for 4.6m high  Increases efficiency.
livestock vehicles, expanding the network of
routes available to the industry.
Vic May 1993  Permits introduced for step-deck semi-trailers to  Efficiency improvements of 50 per cent.
carry hay bales up to an overall height of 4.6m
on high livestock routes.
Vic December A standard 12.5m long semi-trailer permitted at ~ Greater fleet flexibility and productivity.
1993 rear of B-doubles.
Qld ongoing Establishment of a Road Reform program to Efficiency gains of around $50 million realised
since achieve productivity improvements in in 1992-93. Efficiency gains of $150 million
1992-93  Commonwealth and State funded projects, targeted by the end of 1995 (equivalent to 20
through greater competition in tendering and per cent of 1992-93 works program).
sound prioritisation of projects.
Tas April 1993 Increase in maximum height limits (between Easing of regulations.
0.2m to 4.5m) for vehicles over an appropriate
network of routes.
NT ongoing Phasing out of day labour for construction or By 1994-95 it is anticipated that the day

maintenance.

labour force for the Department of Transport
and Works will have been phased out and that
all road maintenance will be undertaken by
contractors.
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Road freight

Road construction

School bus system

NSW

NSW

Tas

Vic

Tas

July 1992

1992-93

ongoing

1992-93

1993-94

Improved road access for high productivity
trucks. Trial extension of routes for road train
operations in Western NSW. Provides an
additional 3800km of routes for road trains.

Roads and Traffic Authority has identified and
published maps of approved routes for road
trains and B-doubles.

Road network development.

Introduction of innovative approaches to
contracting including ‘partnering’(working with
contractors) and ‘design and construct’ which

allows tenderers to work with designs which best

suit their methods and materials.

Provision of school bus services.

Increased productivity for the road freight
industry.

Increased industry productivity.

The streamlining of the Government’s road
construction resources, the partial untying of
State road works and the successful move to a
project management approach in the Transport
Infrastructure Program of the Department of
Transport and Works.

Provides cost savings and greater flexibility;
reduces disputation between client and
contractor.

The development of a process to rationalise
services and establish an environment to
upgrade bus standards and service levels.
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Industry-specific reforms (continued)

Sector Jurisdiction  Date Nature of reform Significance
Aviation C'wealth 1992-93 « The International Air Services Commission ~ Multiple designation on overseas routes will
was established to allocate rights to introduce greater competition. Ansett, for
Australian airlines to fly international routes. example, has been allocated rights to fly
« In-principle agreement between Australia and 1r%ternat10na1 services to Malaysia, Indonesia,
New Zealand to establish a single trans- Singapore and New Zealand.
Tasman aviation market.
o The introduction of multiple designation of
Australian airlines on trans-Tasman route
and the operation of these flights from
domestic terminals.
« Carriage of domestic passengers by Qantas.

Intrastate aviation =~ NSW May 1993  Approval given for the simultaneous Introduction of greater competition into the
deregulation of air services on the expiry of industry. Greater choice of flights, departure
existing licences in 1996. times and fares.

Ports SA January Department of Marine and Harbours introduced Removes cross-subsidies between services and

1993 stage 2 of its new charge structure based on links charges to costs of services.
types of services provided.

Intrastate ferry SA 1992-93 Performance-based subsidy agreement Reduced Government subsidy level.

services established for the operator of the Government
sponsored ‘Island Seaway’ ferry with inbuilt
performance incentives for 2 years to June 1994.

Marine Vic May 1993  Length of vessel not requiring compulsory Reduction in costs to vessel operators.
pilotage extended from 30m to 35m and above.

Rail transport Tas July 1993  Removal of fees payable by road based Removal of artificial barriers.

operators when competing with rail. Phased out
July 1993 to July 1995.
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Public transport

Vic

Vic

Vic

Vic

SA

SA

May 1993

March
1993

May 1993

April 1993

1993

1992-93

First step in implementing automatic fare
collection (AFC) with evaluation of tenders for

the provision of automatic ticketing systems for

metropolitan train, tram and bus services.

Introduction of Driver Only Operation of trams

after 8.00pm Monday to Friday and at weekends

on certain routes.

Introduction of Driver Only Operation of
suburban and country trains. The expected
completion date is the end of 1996-97.

The country passenger services network
structure has been altered with the replacement
of some publicly provided train services by
privately operated coach and rail services.

Expansion of local community transport as part

of the reform of metro urban public transport.

Development of integrated transport/urban

development strategic plans at a regional level in

the context of the Metropolitan Planning
Strategy.

Reduces operating costs for the Public
Transport Corporation (PTC) and boosts
revenue by reducing fare evasion.

Cost savings and productivity improvements.
The Driver Only Operation program will be
implemented with the introduction of AFC.

Reduction of operating costs for all train
services. Introduces best practice work
arrangements.

Increased private sector involvement and
efficiency in public transport provision.
Significantly reduces government
infrastructure asset requirements for rolling
stock, track, signalling, structures and land.

Initiative allowed local councils and
community organisations to tailor community
transport services to their needs and enable
restructuring of metro mass transit services.

Achievement of true integration of strategic
plans for transport and urban and economic
development at a regional level.
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Industry-specific reforms (continued)

Sector Jurisdiction  Date Nature of reform Significance

Services — general

Electricity NSW July 1993  The Electricity (Amendment) Act 1993 The Act promotes the safe and efficient use of

distribution consolidated legislative provisions for the electricity. Minimises legislative and
electricity supply industry into one Actandtoa administrative requirements.
single administration (Minister for Energy).

Electricity council ~NSW 1992-93 Standardisation and rationalisation of electricity ~Guaranteed levels of quality for suppliers of
supply industry policies, procedures and services and materials.
practices including: technical specifications of
equipment, saving the industry $9 million — and
adoption of Quality Assurance guidelines by
suppliers of services and materials to electricity
distributors.

Shop trading hours ~ Vic November Passage of Capital City Shop Trading Act 1992 Liberalisation of retail trading provides

1992 provides unrestricted trading for shops in benefits to the community, retailers and the
Melbourne’s central business district and tourism industry.
Southbank.

Building NSW ongoing The NSW Government is using its purchasing Greater certainty to the industry resulting from
power to implement reforms through codes of a consistent approach. Expected longer term
practice covering industrial relations, work savings in building costs as a result.
practices, contract administration and tendering.

Tas 1993 Legislation enabling implementation of the Uniform building controls will be adopted
Building Code of Australia. through the Building Code of Australia.
Construction Qld August Introduction of a Tenderer's Register for State Pre-registration of tenders will reduce
1992 Government building construction contracts. Government exposure to risk of non-

performance by contractors.
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Crushed stone

Legal services

Water and sewerage
provision

Public housing

Housing

Health services

Qld

Vic

NSW

NSwW

Tas

NSw

ACT

1993

1992-93

1992-93

ongoing

December
1992

July 1993

by 1996

Introduction of the Mixed Use Development Act

1993 which represents a new code for
development, subdivision and management.

Self regulation in the crushed stone and ready
mixed concrete industry.

Introduction of the Conveyancers Licensing Act

1992 allows licensing of non-legally qualified
but competent conveyancers, in addition to
solicitors who previously monopolised

conveyancing services. Formally takes effect on

1 July 1993.

Public Works has issued asset management
guidelines for water supply and sewerage
schemes.

Closure of Department of Construction division

for building construction and maintenance.
Move to 100 per cent construction and
maintenance by private sector through open
tendering.

Landcom, the Government’s land development
and land banking agency, to be folded into the

NSW Property Services Group and operate on a

more commercial basis.

Consolidation of two hospitals onto one site.
There is now a two Public Hospital System
comprising one principal hospital and one
community-based hospital.

Planning approaches can be tailored for each

project, there will be an increase in the use of
shared facilities and project financing will be

easier.

Reduction in delays and compliance costs for
industry and decreases in costs for the Roads
Corporation through less direct enforcement.

Promote greater competition in the
conveyancing market. Encourage greater
efficiency and a lowering of costs and fees.

Improved overall performance by councils
resulting in lower costs of services to
customers and reduced need for government
assistance.

20 per cent reduction in house unit
construction price, up to 15 per cent reduction
in recently let maintenance contract price
schedules.

Improved efficiency of operations.

Reduced overheads and eliminated some
duplication by improved utilisation of
infrastructure.
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provision of public patient maternity services.

Sector Jurisdiction  Date Nature of reform Significance
ACT ongoing To change the mix of hospital occasions of Target of 36 per cent of all surgical admissions
service from emphasis on overnight care to day- are day only, rising to a target of 40 per cent
only service. in 1995-96. Improved utilisation of beds
contributing towards length of stay reduction.
Vic July 1993  Introduction of casemix based funding for System rewards lower cost hospitals and gives
inpatients at public hospitals, whereby hospitals incentive for additional throughput.
will be paid the same amount for equivalent
work, rather than on the basis of historical
budgets.
Tas ongoing Continued rationalisation of public sector aged  Provision by private sector recognising
care nursing home beds including transfer of Commonwealth-private sector services funding
facilities to the private sector. and provision models, allowing cessation of
quasi-hospital bed provision. State resources
redirected to the community-based sector.
Tas Ongoing Continued implementation of community Achievement of quality of life improvement,
integration in Disability Services and Mental while pursuing reduced direct service provision
Health programs. by the Department. Funding through
community organisations with service
agreements involving clear output and outcome
standards.
Tas June 1993  Contract with North-west private hospital for the Rationalise provision of public patient services

in a community with maternity case rate too
low to sustain private and public facilities.
Avoidance of major capital cost and
operational overheads by negotiated fee-for-
service based on DRGs.
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Education Vic

Community services Vic

Vic

December
1992

July 1993

July 1993

Introduction of contract cleaning in government
schools.

Kindergartens to be funded on per child basis
rather than payment of teacher salary.

Funding of maternal and child health centres to
be based on 10 key outcomes in early childhood
development rather than salary subsidy.

Improved efficiency and effectiveness in school
cleaning at a significantly reduced cost.
Savings used to provide additional tertiary
places.

Promotes more flexibility in use of teachers,
buildings and other resources.

Enables flexibility in how service is to be
provided.
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General reforms

Sector Jurisdiction  Date Nature of reform Significance
Mutual recognition  Joint March The Commonwealth Mutual Recognition Act Increased competition between States leading
of standards and 1993 1992 commenced. Introduction of mutual to lower prices for consumers and lower costs
regulations recognition in Qld, NSW, NT, Vic and ACT. to business. Lowers red tape and compliance
Legislation passed in SA and Tas. costs. Also encourages competition between
regulatory regimes as operators may relocate
to the most efficiently regulated State.
Small business C'wealth May 1993  Integration of business licensing databases in all Improves access to licensing information and
licensing databases States and Territories. thereby assists new business starters as well as
avoiding duplication, overlap and
inconsistencies of information a