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Introduction
At its 28 March 2008 meeting, the Council of Australian Governments (COAG) agreed to a new reform agenda. The agenda is aimed at boosting productivity, increasing workforce participation and mobility, and improving the quality of public services. It also seeks to contribute to the broader goals of improving social inclusion, closing the gap on Indigenous disadvantage and environmental sustainability.

The agenda is underpinned by an Intergovernmental Agreement on Federal Financial Relations between the Commonwealth, States and Territories. In the Agreement, all governments acknowledged that ‘coordinated action is necessary to address many of the economic and social challenges which confront the Australian community’.

The reform agenda is wide ranging (box 1.1). Its components can be categorised into three broad reform streams:  

· a competition and regulation stream (consisting of reforms in the areas of: business regulation and competition; and infrastructure provision);

· a human capital stream (consisting of reforms in the areas of: education and training; health, ageing and disability; housing; and Indigenous reform); and

· an environment stream (consisting of reforms in the areas of: water; and climate change).

In addition, there is a miscellaneous group of other reform matters including in the areas of national security, community safety and emergency management.

	Box 1.
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The COAG reforms at a glance

	· Business regulation and competition reforms include measures to create a seamless national economy, particularly through the establishment of national or harmonised regulatory systems. Other areas include implementing previously agreed energy, national transport and other infrastructure reforms, as well as establishing more effective regulatory review and evaluation processes.

· Education and training reforms include measures to improve early childhood development, school and vocational education outcomes, including through improvements in literacy and numeracy and in teacher quality and accountability. Vocational education and training reforms seek to increase skill levels and provide additional training places for job seekers and existing workers.

· Health, ageing and disability reforms focus on improving the quality of, and access to, health services and the effectiveness of the health workforce, as well as policies to prevent disease and illness, by addressing levels of obesity, smoking, diabetes, physical activity and healthy eating and measures to enhance the quality of life for people with a disability and their carers.

· Housing reforms are aimed at improving access to affordable housing, improving access to housing by Indigenous people, enhancing the capacity of the community housing sector and improving housing supply.

· Indigenous reforms are intended to close the gap on Indigenous disadvantage, particularly by increasing access to early childhood education, schooling, vocational education and health services and promoting safe communities and improved governance arrangements.

· Water and climate change reforms include the establishment of new governance arrangements for the Murray-Darling Basin, the facilitation of national water markets and the introduction of a National Renewable Energy Target scheme.

· Other reforms include measures to improve national security, community safety, emergency management and other initiatives.

Associated with these specific reform areas, the COAG reforms also include changes to Commonwealth-State financial relations to facilitate long-term policy development, to clarify the roles and responsibilities of each level of government, to improve public accountability, and to improve the quality and effectiveness of government service delivery. The reforms:

· rationalise the number of Specific Purpose Payments from over 90 to five; 

· remove restrictions on how those payments can be spent; and

· introduce National Partnership Payments to support the delivery of specified outputs or projects, facilitate reforms, or reward those jurisdictions that deliver on nationally significant reform.

	Sources: COAG (2008a); Australian Government (2010a).
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Background

In 2010, the Australian Government asked the Productivity Commission to report every two to three years on the ‘impacts and benefits’ of specified aspects of the COAG reform agenda. The Commission is also asked to consider the extent to which Australia’s reform potential is being achieved and opportunities for improvement. 

For the first report in this series, the Government has directed the Commission to focus on the impacts of two reform areas:
· aspects of the ‘seamless national economy’ deregulation priorities; and
· vocational education and training (VET) reforms and initiatives that support successful transitions from school.
The letter of direction asks the Commission to provide a discussion draft in December 2010 and a final report in March 2012. The reporting date was subsequently extended to April 2012. 
This study complements a wide range of other studies and inquiries undertaken by the Commission on regulatory and national reform matters. In the last decade, the Commission has released:

· Review of National Competition Policy (NCP) in 2005; and

· Potential Benefits of the National Reform Agenda in 2006.

The Commission has also undertaken several detailed studies on regulatory issues and matters allied to national reform streams. It has reported on matters subject to legislative and regulatory reviews including in the areas of consumer policy, building regulation, gambling, third party access to infrastructure, professions and occupations and water supply and management. It has also undertaken a series of studies on performance benchmarking of Australian business regulation and annual reviews of regulatory burdens on business. 

This study complements a parallel study by the Commission on the identification and evaluation of reforms (Productivity Commission 2011). That study reported on frameworks and approaches to identify areas of regulatory reform and methods for evaluating reform outcomes. The Commission is also examining the role of local government as a regulator as part of a series on performance benchmarking of Australian business regulation, and undertaking a study of Commonwealth, State and Territory regulatory impact analysis processes. 
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The Commission’s assessment role in this study
In its reporting on the impacts and benefits of COAG reforms, the Commission is required to: 

· report on the realised and prospective economic impacts of these reform streams; and
· report on the nature of reforms and timescale over which benefits are likely to accrue.

The Commission is asked to identify any emerging concerns about the potential impacts of reform and, where appropriate, make an assessment of the extent to which Australia’s reform potential is being realised and opportunities for improvement. 

In reporting on the nature and timescale of the impacts of reforms, the Commission has been asked to recognise the different nature of productivity-based and human capital reforms and time paths over which benefits from the respective streams are likely to accrue. 

Reporting framework

In preparing for its reporting on the impacts of COAG reforms, the Commission was initially required to report on the approach to be taken. Its research report, entitled Impacts and Benefits of COAG Reforms: Reporting Framework, was released in January 2011 (PC 2010a). This framework report set out in broad terms the Commission’s proposed approach to assessing the impacts of the COAG reforms. 

The framework embodies an economy-wide approach to assessments of reform impacts. It recognises the direct impacts of reform, including additional transition and implementation costs, and wider flow-on effects of the reforms. Within the framework, key impacts of the COAG reforms on national economic activity, employment and income are quantified.

In its reporting on the nature of reforms, the framework recognises that social and environmental impacts are also relevant in assessing benefits. In the context of the current report, these considerations are of more immediate relevance to the Commission’s assessment of VET reforms than regulatory reforms. 

In assessing the impacts, the effects of reforms have, as far as practicable, been categorised into three broad groups: 

· realised — where reforms have been implemented and impacts are already accruing;

· prospective — where reforms have been implemented (or are at implementation), but impacts are yet to occur; and

· potential — where reforms have yet to be implemented, or where there is scope for further reform to deliver additional benefits.

While reforms being assessed are diverse in nature, both within the regulation stream and between the regulation and VET streams, a similar assessment procedure has been applied across the streams. This has involved:

· reporting on the scope of the reform and the progress of implementation;

· identifying which groups in industry or the community are most likely to be directly affected and how;

· assessing the direct impacts of the individual reform streams on sectoral productivity (and business and government costs), prices, and workforce participation and productivity — so as to generate policy scenarios for the modelling of the economic and fiscal effects of COAG reforms being assessed; and

· economy-wide modelling of the flow on effects of these impacts (figure 1.1). 

Figure 1.
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Analytical framework 
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Data source: PC (2010a).
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The approach 

Estimating direct impacts

A major task in preparing this report was determining the likely direct impacts of reforms. In principle, these impacts should be measured against the situation of no reform — the ‘business as usual’ case. By and large, this base case reflects the economic settings prevailing in the different areas associated with the regulatory reforms around the time of COAG’s agreement to proceed with its reform agenda. 

As most reforms assessed in this report have either just been implemented or remain to be implemented, the impacts reported in this study are based on what the effects of reform are likely to be, that is, ex ante analysis. For the regulation reform stream, this reporting mainly entails reference to regulation review statements and business cases for reform (where available), assessments of the economic activity directly affected by reform, earlier studies of the impacts of national reforms and other information obtained during the study. 

In the case of VET, it has also entailed the estimation of special models linking educational attainment from either current or future policy initiatives with workforce productivity and participation (the relevant modelling frameworks are outlined below).  

Where estimating the direct impacts is based on ex ante assessments or incomplete information, the estimates by and large relate to what could be considered possible with full implementation of the reforms. The estimates cannot be construed as indicating outcomes from the reform process. Rather they provide information on what may be possible if the reforms were fully funded and implemented, and all impediments to the achievement of reform objectives were removed. Where there is a range of possible outcomes, the range has been used to inform the Commission’s assessment of likely impacts. And, where agreed policy initiatives were not fully implemented, the relevant direct impacts have been designated as ‘potential’ according to the Commission’s nomenclature. 

Because of information gaps and uncertainties, the preparation of assessments of the direct impacts was demanding. It required judgements to be made about the effects of reforms just implemented or at implementation. It has also required judgements to be made about the (uncertain) time scale over which the direct productivity, workforce participation and other changes induced by reform are likely to become evident. For these reasons, there remains a significant degree of imprecision concerning the estimates of direct impacts and the timescale over which they could accrue that need to be taken into account in the interpretation of the estimates. 

Modelling frameworks

Economy-wide modelling

To assess the economy-wide impacts of reform it is necessary to examine changes in resource use by different sectors and groups within the economy. These changes and their effects will depend on, amongst other factors, changes in relative prices, effects on the terms of trade and the removal (or creation) of economic inefficiencies. Computable general equilibrium models are designed to trace the economy-wide effects of economic impacts.

The Commission has used economy-wide, computable general equilibrium, modelling on four previous occasions to illustrate the impacts of widely-based national reform (IC 1995; PC 1999; 2005a and 2006). 

In each of these studies, the model was applied in a longer-run ‘comparative-static’ framework. The framework is comparative in the sense that it compares pre- and post-reform economies and assumes full adjustment to reform induced change. It is static in that it does not trace out the adjustment path. 

For this study, the model was applied in the longer-run comparative static framework to project the longer-run impacts of reforms being assessed in both the regulatory reform and VET streams. The fiscal analysis in this study follows the approach in the 1995 and 2006 exercises. In common with those exercises, the fiscal implications of reform are reported holding real public spending constant.
 

For this study, the Commission has also applied a dynamic approach, for the first time, in reporting on the impacts of national reform. The adoption of this approach has enabled the Commission to report on the timescale over which benefits are likely to accrue. Under the dynamic approach, policy scenarios incorporating shocks that represent the impacts of reform are compared over time with a projected reference case. The differences between the policy scenario and reference case represent the effects of the reform over time (box 1.2). 

	Box 1.
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Comparative static and dynamic approaches to assessing economy-wide impacts

	The Commission used a ‘comparative static’ approach to quantify the potential economy-wide effects of National Competition Policy (IC 1995, PC 1999 and PC 2005a) and more recently in its assessment of the National Reform Agenda (PC 2006). Under a comparative static approach, the impact of a policy change is measured against the representation of the economy in a benchmark period. It compares the economy pre and post full adjustment to the policy change. There is only limited scope to take into account changes in the demographic and economic structure of the economy that may affect the cost of implementation or the nature or level of benefits, or analyse the transition path between the initial state at implementation and the final outcome after all impacts have been realised (left panel). 

Economy-wide modelling approaches

Comparative static
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The comparative static approach does not trace out a transition path or take into account significant changes in the structure or level of activity that may influence the ultimate impacts of reforms or illustrate the possible economic environment in which the impacts of reform could occur (particularly for reforms involving long gestation or implementation periods). 

Under the dynamic approach, policy scenarios incorporating shocks that represent the impacts of reform are compared over time with a projected reference case. The differences between the policy scenario and reference case represent the effects of the reform over time (right panel).

The dynamic approach provides a means of taking into account possible changes in the structure of the economy and the interaction of such changes with the effect of reform. Such an approach provides a framework for assessing the impacts of reform of the economy in the period when the impacts of reform are likely to emerge.

	

	


The reference case itself represents a projection of the path of the economy over time. The reference case adopted for this study is based on standard assumptions about changes in population, terms of trade, and productivity. Because there are information gaps and uncertainties surrounding the progression of the economy into the future, the Commission has adopted simplifying assumptions in order to meet its reporting requirements. 

As the focus of this study is on the economic impacts of reforms being assessed rather than on the reference case, as such, the Commission has presented the results as percentage changes from the reference case, rather than in terms of the level of activity with the COAG reforms in place.

An overview of the MMRF model is provided in box 1.3, with additional detail in appendix B. The approach and key modelling assumptions adopted in the modelling reference case are also outlined. Further details of modelling the reference case will be presented in a supplement to this report (to be made available on the Commission’s webpage for this study). 
Vocational education and training sector modelling
As MMRF does not model the links between educational attainment and workforce productivity and participation, it was necessary to employ purpose built frameworks to take account such linkages. 

The first model, termed the Education and Labour Market Outcomes (ELMO) model, was developed to estimate the effects of changes in incentives on young learners, aged 15-24. The ELMO model is an optimisation model in which representative individuals are assumed to invest in an educational options, based on the net returns they can expect from this decision over the 42 years assumed to be their working life. 

The second model, termed the Mature Learners (ML) model, was developed to estimate the effects of policy initiatives on 25-64 year-olds. Due to the complexity of motivations for undertaking training later in workers’ careers, this was not modelled as an optimisation process. Returns and other indicators were estimated, based on an average remaining working life of 18 years. 

A separate framework was also developed to estimate the effects of VET literacy and numeracy initiatives. 
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Overview of the MMRF model

	The Monash Multi-Regional Forecasting (MMRF) model is a multi-regional applied general equilibrium model developed by the Centre of Policy Studies (CoPS) at Monash University. It models the six States and two Territories as separate economies, recognising:

· domestic producers classified by industry and State;

· eight State-specific household sectors;

· an aggregate foreign purchaser of Australia's exports;

· eight State and Territory Governments; and

· the Australian Government.

The model contains explicit representations of intra-state, inter-state and international trade flows based on State input-output data developed at CoPS. It also includes detailed data on State, Territory and Australian Governments' budgets. Second round effects are determined on the basis of the model's input-output linkages, assumptions about the economic behaviour of firms and households, and resource constraints. Important elements of the theoretical structure of MMRF include the following:

· producers respond to changes in the competitiveness of Australian industry;

· demand for Australian exports responds to the export price of Australian products;

· producers alter their use of labour, produced capital and agricultural land in response to changes in the relative cost of these factors;

· households vary consumption of commodities in response to changes in household income and relative prices of goods consumed; and

· productivity improvements reduce resource costs. 

Key outputs from the MMRF model include projected changes in:

· national and state outputs as measured by gross domestic and state products; and

· revenues and expenditures for each level of government.

The basic model is described in CoPS (2007).

	

	


Each model was used, in turn, to estimate the likely implications of VET reforms on workforce productivity, participation and occupational mix for the population cohorts covered. Estimates were also made of the additional funding needed to achieve the higher levels of educational attainment. The estimated productivity, participation and educational outlay changes (that is, modelling scenarios) were then employed to project the economy-wide impacts of the VET reforms in the MMRF framework. 

Details about each of the VET analytical frameworks are provided in volume 3 of this report. 
Assessing reform potential and opportunities for improvement

The Commission has been asked to report on whether, in its assessment, Australia is reaching its reform potential and whether there are opportunities for improvements. 

The Commission has considered these matters in relation to the 17 regulation reform areas being assessed and the VET stream. In making its assessment in relation to the current agenda of reforms and implementation plans, the Commission has considered factors such as: 

· agreement about the nature and extent of the problem to be addressed;

· settled reform priorities, and identifiable and agreed implementation goals;

· availability of tractable and cost-effective solutions commensurate to the scale of the problem and reform goals;

· achievement of implementation;

· momentum for change with implementation arrangements vested with institutions that have an interest and clear responsibility for successful outcomes, rather than aspirational goals; and

· effectiveness of monitoring processes with real accountability. 

More broadly, the Commission also considered whether there is scope for achieving further benefits by:

· continuing or extending traditional reform approaches in the areas investigated (including harmonisation of legislation and adopting common codes of practice);

· adopting more flexible arrangements (including opt in arrangements); and

· pursuing opportunities for more fundamental change.

A summary of the Commission’s findings with respects to the streams of reforms being assessed is provided in chapters 3 and 4, respectively, of this overview volume. Additional detail of the individual reform areas and opportunities for improvement are provided in the supporting volumes on each reform area.  
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Consultations

During the course of this study the Commission released:

· an issues paper on 31 August 2011 outlining the range of matters on which it was seeking information and advice;

· a background paper on 10 October 2011 on VET and youth transitions; 
· a discussion draft on 20 December 2011 setting out the Commission’s preliminary findings; and

· a supplement to the discussion draft was released on 17 February 2012 setting out details of the Commission’s economy-wide modelling framework, including a modelling reference case for assessing the timescale over which the benefits of reform are likely to accrue. 
The preparation of this report benefited from informal consultations with a range of interested parties and feedback from a number of workshops. The workshops were attended, as appropriate, by representatives of State, Territory (hereafter referred to as ‘States’) and Australian government agencies and the COAG Reform Council, as well as other interested parties and experts. The Centre of Policy Studies at Monash University attended the modelling workshops to provide a progress report on the MMRF model update (the workshops and attendees are listed in appendix A). 

The preparation of the report was also informed by submissions made to the study. Twenty submissions were received prior to the release of the Commission’s discussion draft in December 2011 while a further 31 were received in response to the draft (listed in appendix A). 

The consultations helped refine and improve the proposed approach, and drew attention to areas of particular policy importance. In particular, the feedback on the modelling of the VET reforms proved particularly useful in refining and advancing the preliminary analysis. Feedback on the assessments of the impacts of regulatory reforms also enabled the Commission to test the scale of possible reform-induced changes. While the consultations were informative, responsibility for judgements made to complete this report remains with the Commission. 

As noted, details of consultations and workshops supporting the report as well as submissions received are provided in appendix A. The public submissions can be accessed through the Commission’s webpage. 
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Structure of this report

Chapter 2 outlines the broad economic context in which reform will be undertaken. Chapter 3 reports results from the Commission’s modelling of the economy-wide and regional effects of the 17 Seamless National Economy deregulation priorities assessed. It also summarises the Commission’s assessment of whether Australia’s reform potential is being achieved and opportunities for improvement in these priority areas. Chapter 4 reports on these matters in relation to COAG’s VET reforms. 

This overview volume is supported by two separate volumes on the Commission’s analysis on the two reform areas referred to the Commission for assessment. These volumes are available in printed form on request and on the study website at pc.gov.au. The study is also supported by a supplement outlining the economy-wide MMRF model and the Commission’s application of this model to quantify the economy-wide, regional and fiscal impacts of the reforms assessed. This supplement will be made available on the study website.
�	The framework report for this study (PC 2010a) and its supporting annex provides additional details on the COAG reform agenda and a catalogue of agreements and other initiatives. 


� 	The 1999 and 2005 studies focused on total national expenditure rather than revenue implications for governments of reform. In those studies, budget neutrality was maintained in nominal terms, with any revenue gains being transferred to households.
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