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Productivity

Productivity – what we get by way of dollar value of goods and services produced, for every hour of work that we put in – as Paul Krugman famously said (before he became a left-leaning columnist for the New York Times), “isn’t everything, but in the long run it’s nearly everything”. In particular, productivity growth is the only sustainable source of long-run improvements in people’s real incomes, and in their standard of living.

Australia experienced a surge in (labour) productivity growth in the late 1990s and early 2000s, peaking at 2.5% pa over the five years to 2002-03. But since then it has slowed to just 0.8% pa over the five years to 2022-23.

Australia’s experience of declining productivity growth isn’t unique – it’s been apparent in most ‘advanced’ economies over the past two decades. So the most plausible explanations for the productivity growth slow-down are most likely factors common to ‘advanced’ economies rather than peculiar to Australia.

Those explanations include an apparent slowdown in the rate at (and even extent to) which advances in productivity at so-called ‘frontier firms’ (which invent new technologies) are diffused to ‘laggard firms’ in the same industry or in different industries (which adapt and use them). This may be in turn partly inherent in the nature of the new technologies being developed at ‘frontier firms’, but almost certainly owes something to the ‘market power’ which ‘frontier firms’, especially in the ICT area, are able to exercise, including by being allowed to ‘swallow up’ potential rivals before they get large enough to mount a serious challenge to the established position of those ‘frontier firms’.

Another important explanation is an apparent decline in the ‘dynamism’ of ‘advanced’ economies – that is, in the movement of labour and capital from less productive to more productive uses, both within and between industries. This is evident in Australia in the decline in rates of business entry and exit, and in the decline in ‘job-switching’ by employees – to which the proliferation of ‘non-compete clauses’ in employment contracts may have contributed – paralleled by an increase in the average length of time which employees remain with the same employer.

Declining competition and increased monopoly power in many markets, in Australia and in other ‘advanced’ economies appears to have been a factor as well. When firms can increase profit margins by increasing mark-ups, they have less incentive to innovate, or to increase productivity.

And then there is the almost complete dearth (in Australia) of any productivity-enhancing reforms, under governments of both major political persuasions, at both the federal and state levels, since the late 1990s – as Paul Keating rightly bewailed on the occasion of his 80th birthday.

But it’s not simply the absence of productivity-enhancing reforms that has been a problem, in Australia at least. There have also been a series of productivity-detracting policy measures enacted by governments in pursuit of other objectives.

I’m not talking about the plethora of productivity-reducing measures that have been instituted by successive governments with the purported aim of enhancing ‘security’ at airports and in countless other places over the past 22 or so years – much as that’s been a favourite hobby-horse of mine over that interval.

Let me instead give you two instances of what I mean by ‘productivity-detracting policy measures’. First, what I call ‘manufacturing fetishism‘ – the apparent belief that manufacturing is an inherently more noble or worthy form of economic activity than agriculture, mining, or any kind of service provision, and that manufacturing jobs are more important to retain or create than any jobs in any other sector.

This belief has informed a range of bad policy decisions over the past two decades (indeed, it was a major driver of some very bad policy decisions from Federation until the late 1980s).

Gross value added in manufacturing per hour worked in Australia in the 2022-23 financial year was $79.20. That’s $9.88 per hour, or 11.1%, below the average for all industries. In other words, while manufacturing may be a ‘high-productivity’ sector in some other economies, in Australia it’s a low-productivity form of economic activity.

By definition, therefore, policy interventions designed to support more activity or employment in manufacturing than would otherwise be the case detract from overall labour productivity.

As an aside, labour productivity in South Australian manufacturing is $13.80 or 18.2% lower than productivity in manufacturing Australia-wide. So policy interventions designed to promote manufacturing in South Australia – otherwise known as defence procurement policy – have an even bigger detrimental effect on overall labour productivity.

The second type of ‘fetishism’ that I think has adversely impacted Australian productivity growth is what I call ‘small business fetishism’ – the seemingly widespread, almost universal, belief that there is something inherently more noble or worthy about running a small business than about working for a big one, a government agency or a not-for-profit, and that therefore people running small businesses deserve a range of subsidies not available to people in otherwise similar circumstances, and should pay less tax on any given amount of income than people earning the same income in the form of (for example) wages or salaries.

Such preferential treatment is routinely defended on the basis of assertions that “small business is the ‘engine room’ of the economy’.

Excuse me, but that’s (to use an expression that will be familiar to our British friends here today) bollocks.

Yes, I know, small business accounted for 41.7% of total private sector employment in 2021-22. I also know that 10 years earlier, small businesses (those with fewer than 20 employees) accounted for 43.3% of total private sector employment. And that fifteen years earlier it accounted for 49.9% of total private sector employment. Over the past decade, small businesses have accounted for just 20.4% of total private sector employment growth (ie less than half their share of total employment).

I also know that labour productivity in small businesses is 19% lower than the average for all businesses.

Even if you exclude the mining sector, which is dominated by large businesses and in which labour productivity is exceptionally high (because it’s so capital-intensive), labour productivity in small businesses is 12% below the average for all businesses.

So, simply as a matter of arithmetic, policies which favour the retention of labour and capital in small businesses simply because they are small and for no other reason – such as the 5 pc point discount on the company tax rate payable by companies with annual turnover of less than $50 million, preferential tax write-offs for investments by small businesses, “entrepreneur’s tax offsets”, exemptions from payroll tax for small businesses and so on, not only do nothing to create jobs or spur innovation, but actually detract from productivity growth.

Preferences for small businesses, simply because they are small, should be replaced by preferences for new  businesses – which of course will almost always be small, but which are also much more likely to create jobs, much more likely to innovate, and which cannot help but eventually become ‘old’ businesses and hence no longer eligible for preferential treatment, unlike many small businesses which choose to remain ‘small’ so as to remain eligible for preferential tax treatment and access to a range of subsidies.

Two other points to note about recent trends in productivity in Australia.

First, there has been a significant shift in the composition of employment towards intrinsically low-productivity industries  – such as health care and social assistance, retail trade, accommodation and food services, and art and recreation services. The share of total hours worked which were worked in the seven sectors where the level of labour productivity is more than one-third below the all-industries average rose by 3 pc points between 2012-13 and 2022-23. This is in line with consumer and community preferences, so it would be wrong to seek to over-ride it: but it underscores the need to foster faster growth in labour productivity in other sectors if it is not to result in a permanent reduction in the rate of overall labour productivity growth.

Second, there’s something ‘odd’ happening to labour productivity in the mining sector, which has dropped by 23% since the December quarter 2019, reflecting an increase of 19% in mining industry employment (and a 23% increase in total hours worked in the mining sector) but a 3.6% drop in mining industry output. I’m not sure what’s going on there, but it has had a significant impact on overall labour productivity – subtracting more than 3% from the economy-wide level of labour productivity over the past three years.

Tax reform

There haven’t been any successful serious attempts at tax reform since the Howard-Costello reforms of 2000, which saw the replacement of the wholesale sales tax, and a range of inefficient and (as the High Court had ruled) unconstitutional state taxes replaced with the GST, accompanied by wide-ranging reductions in personal income tax.

There have been some serious attempts at tax reform which weren’t successful, such as Joe Hockey’s aborted ‘Re:think’ exercise, and some changes to individual taxes which were ‘successful’ in the sense that they were implemented, but which (in my opinion) don’t amount to ‘tax reform’. 

I include in that category the repeated rounds of personal income tax cuts in the last two terms of the Howard Government, the substantial increase in the tax-free threshold under the Gillard Government, the introduction and abolition of the carbon tax, the 5 pc point reduction in the company tax rate for “small” businesses introduced by the Turnbull Government; and the ‘Stage 1, 2 and 3’ tax cuts introduced by the Morrison Government, and the re-casting of the last of those by the Albanese Government.

The Howard-Costello tax reforms of 2000 were ‘successful’, politically as well as economically, because the Government was able to say, truthfully, that all Australians were better off as a result of them.  And that was possible because the Howard Government was able to draw down on a very large Budget surplus in order to ensure that no-one was worse off, and indeed everyone was better off, either through reductions in income tax or increases in social security benefits which more than compensated for the impact of the GST on their disposable income.

That isn’t possible today, and seems unlikely to be possible at any time in the foreseeable future, unless you believe that the iron ore price is going to remain above US$100/tonne forever (more on that later).

Rather, it seems to me that any sustainable reform of Australia’s taxation system is going to have to entail making at least some people worse off, in order to raise additional revenue to fund the additional spending that the Australian people clearly want, or which they’re going to get, whether they want it or not.

What I mean by that is that it seems very clear, from all the medium- and long-term projections of budgetary aggregates that have been published by governments of both political persuasions since 2020 is that Commonwealth Budget payments are going to constitute around 26½% of GDP for the foreseeable future – which is about 1½-1¾ pc points of GDP more than the average between 1975-76 and 2019-20.

That’s partly because the Australian public clearly wants more spending on health, aged and disability care – and woe betide any political party aspiring to form government which suggests it might not deliver it – and, additionally, whether they want it or not, the Australian public is going to get more spending on defence, and on public debt interest.

I can’t think of any politically saleable way of sustainably reducing Commonwealth Budget payments in other areas by the equivalent of 1½-1¾ percentage points of GDP.

More importantly, nor could the Abbott, Turnbull or Morrison Governments during their nine years in office.

So unless we are willing to fund that additional government spending by borrowing – that is, by running deficits of the order of $50 bn a year in the mid-2020s rising to almost $70 bn a year by the mid-2030s – any serious tax reform exercise has to include some way or ways of raising an additional 1½-1¾ pc pt of GDP in revenue.

It’s a telling indication of how dysfunctional our tax system has become, that personal income tax is now taking a record proportion of personal income, and of GDP, and so is company tax: yet total Commonwealth taxation revenue is still less, as a proportion of GDP, than the record high attained in 2000-01.

We can’t fill the hole on the revenue side of the Budget by lifting rates of personal or company income tax – at least, we can’t fill it that way without a raft of adverse and unwanted consequences. Rather, we should be looking at broadening the base of our tax system, including income tax but also other taxes.

Our top rate of personal income tax is in the middle of the range of ‘advanced’ economies. But the income level at which the top marginal rate becomes payable is very low by OECD standards. For example the top tax threshold for a single taxpayer in the US is about A$780,000 at current exchange rates; in the UK it is about A$286,000; and in Germany it is about $444,000.

But one of the striking things about Australia’s income tax system is that a lot of income which in theory should be taxed at the top rate, in practice isn’t. In 2020-21, according to the ATO’s Taxation Statistics, 47% of the taxable income accruing to people in the top tax bracket (as opposed to just 17% of people whose taxable income is less than $180,000) is in some form other than wages and salaries – that is, capital gains, dividends, rental income, business income, income from superannuation funds, and income received through trusts    – which is typically taxable at less than the marginal rate applicable to wage and salary income.

So a desirable tax reform – one which would be economically efficient (in the sense of reducing artificial incentives to convert income into forms which attract lower rates of tax), equitable (in the sense of treating more equally people in similar circumstances), and politically ‘saleable’, would be to raise the top tax threshold to something more in line with that in other comparable countries, but to also ensure that all income above that threshold was taxed at the top rate.

That might even raise enough revenue to fund a reduction in the top tax rate to something which, in Paul Keating’s words, was less “confiscatory”.

Another sensible reform of the income tax system would be to reduce, or even abolish, Australia’s unusually high tax-free threshold.

There are obviously sound reasons of equity as to why people on very low incomes should not be expected to pay income tax. But there are better ways of achieving that outcome than exempting the first $18,200 of everyone’s taxable income from tax – for example through something similar to the US’ Earned Income Tax Credit, or the Low Income Tax Offset.

Why should the first $18,200 of someone earning (say) $250,000 be completely free of tax – especially if by taxing that first $18,200 (which would have absolutely no adverse incentive effects) it might then be possible to reduce the tax rate on the last (say) $50,000?

Such a reform would necessarily entail reducing the capital gains tax discount (which is way too generous), getting rid of negative gearing, reducing the generosity of the tax treatment of superannuation fund earnings and/or payments out of superannuation savings (which again are more generous than they need to be to encourage people to save for their own retirement), and taxing trusts as companies.

In principle, I’d be in favour of broadening the base and/or raising the rate of the GST. The revenue raised by Australia’s GST represents only about 3¼% of GDP, or a bit of 11% of total tax revenues, compared with the OECD average of about 6½% of GDP and more than 20% of total tax revenues.

But increasing the rate or broadening the base of the GST isn’t going to fly if the Federal Government is going to have to wear the odium of raising it, and carry the cost of ‘compensating’ pensioners and other low-income earners for the impact of raising it on them (something which hasn’t been deemed necessary in other countries), only for the states and territories to get the kudos for spending the resulting revenues.

And I certainly wouldn’t support raising the GST or broadening its base, only for an unjustified share of the resulting revenue to be handed over to the only government in Australia (indeed one of very few in the world) which is running persistent budget surpluses, so that it can run even bigger ones, and so that the citizens of the richest state in Australia can enjoy better public services and lower state taxes than other Australians – which has been the outcome of what I regard as the worst public policy decision of the 21st century thus far, namely, the corruption of the long-standing arrangements for distributing the revenue from the GST among the states and territories by the Morrison Government (with the support of the then Labor Opposition) in order to retain (or gain) House of Representatives seats in Western Australia, at a moment in time when they were critical to the outcome of two federal elections.

This decision undermined the purpose of the biggest single spending program in the federal Budget – $92bn in 2023-24, cf. $58bn for the second-biggest program, ‘support for seniors’, and $42bn for the third-biggest, the NDIS.

That intent, first promulgated in the aftermath of the 1933 ‘Wexit’ referendum, was to ensure that, as far as possible, each state and territory had the capacity to provide a similar range and standard of public services to its citizens whilst levying on them a similar burden of state taxes.

That objective – which is one of the things that has made Australia a ‘better’ country to live in than the United States, or Canada – delivered Western Australia more than (to put in the language that Western Australia uses) ‘more than 100 cents in the dollar’ of whatever ‘untied’ federal grants to the states and territories were going around, for the best part of seven decares.

But when, through no great effort on the part of any Western Australian state government, WA became the richest state in the country (as measured by per capita gross state product), by a much larger margin than any other state had ever been, and hence was required to put into the pot from which it had happily drawn for almost 70 years, threw a giant tantrum and wanted the rules changed to what is, effectively, a system under which “heads WA wins, tails the federal government loses”.

The ‘no-worse-off transitional guarantee’, necessary in order to cajole the other states and territories into acceding to something that was so obviously otherwise against their interests, was supposed to cost the federal budget $8.2bn over eight years, on the assumption that the iron ore price would remain at US$55/tonne over that period. With the iron ore price instead having exceeded US$100/tonne for all but four months since then, and with the Albanese Government having extended the ‘NoWO’ until 2029-30, the cost to the federal Budget has now officially blown out to $39.8bn over 11 years  – assuming the iron ore price drops to US$60/tonne by September. If the iron ore price stays where it is until 2029-30, the cost will be at least $50bn over 11 years. That’s the largest cost ‘blow-out’ of any single policy initiative ever, with the possible exception of the NDIS.

It’s certainly a much larger cost-blow out than the much more well-publicized cost over-runs in ten major defence procurement projects. How many more Hunter Class frigates could we have afforded if we weren’t gifting $40-$50bn over 11 years to Western Australia?

Turning to other taxes, for years ‘every galah in the pet shop’, to deploy another Keatingism, has been calling on state governments to replace stamp duty on land transfers with a more broadly-based land tax. Former NSW Premier and Treasurer Dominic Perrotet – the only state leader to have seriously entertained this proposal – described it as “the most important state economic reform of the last half century” – although in the end, he too put it in the “too hard” basket.

But if the states won’t do it, why shouldn’t the Federal Government impose a federal land tax – as previous Federal governments did between 1910 and 1952 (when it was abolished by the Menzies Government as a sop to the states for the Federal Government having assumed a monopoly of income tax as a ‘temporary war time measure’ in 1942, something which the Menzies Government (like all its successors) was reluctant to reverse).

One final thought on tax reform is, why not re-introduce some form of inheritance tax? Australia is one of only 12 OECD countries that don’t levy inheritance or estate taxes – and among those who don’t are Sweden and Austria, who don’t tax assets on death because they tax assets annually while taxpayers are alive. Both the US and the UK – whose tax systems are the ones most commonly used as benchmarks for Australia’s – do levy estate duties, and have never seriously considered abolishing them. Neither Margaret Thatcher nor Ronald Reagan (and nor for that matter Sir Robert Menzies) ever proposed getting rid of estate duties.

As the OECD (the shop run by former Australian Finance Minister Matthias Cormann) says, “well-designed inheritance taxes can raise revenue and enhance equity, at lower efficiency and administrative costs than other alternatives”.  

Caring for aging baby-boomers in their final years is going to cost a lot of taxpayers’ money over the next thirty years – most of it raised from younger taxpayers who will also be supporting their own children. Why shouldn’t some of that be ‘clawed back’ from the estates of those same baby-boomers who have profited mightily from the same house price inflation which has made it so much harder for succeeding generations to become home-owners?

None of the suggestions I’ve made here are going to be very palatable – especially, I suspect, to this audience.

But the point I make in concluding this discussion is, if you’re not prepared to contemplate measures like these, the only remaining alternatives are some combination of never-ending ‘bracket creep’ so that Australia becomes even more reliant on personal income tax than we already are, or on-going budget deficits which burden future generations with ever-increasing levels of debt. Is that what you really want?

‘Peak China’

For most ‘advanced’ economies, the emergence of China as the world’s second largest economy has been a net negative. Most ‘advanced’ economies (apart from Australia, Norway and, to a degree, Canada) are exporters of manufactured goods and importers of commodities. So the emergence of China as the world’s largest exporter of manufactured goods, and the world’s largest importer of commodities, has put downward pressure on the prices of the things that most other ‘advanced’ economies export, as well as displacing many of the things that they produce for themselves; whilst simultaneously putting upward pressure on the prices of the things that they import.

But Australia is a net importer of manufactured goods and an exporter of commodities.

So China’s rapid growth and industrialization over the past 45 years has put upward pressure on the prices of the things that we export, and downward pressure on the prices of the things that we import.

No ‘advanced’ economy has derived more benefits from the rapid growth and industrialization of China over the past 45 years than Australia. We are one of only six ‘advanced’ economies which runs a bilateral trade surplus with China – and ours is the second-largest such surplus, after Taiwan’s.

Australia’s real gross domestic income is now 50% higher than it would have been had our terms of trade (the ratio of the prices we get for our exports to the prices we pay for our imports) remained where they were in mid-1986, when Paul Keating notoriously said that if they kept heading in the direction they had been, Australia would end up as a ‘banana republic’. China has been, overwhelmingly, the reason why they didn’t, but instead rose by more than 125% since then.

And on top of that, there’s been a 20% boost from the increase in the volume of resources exports since then, most of which has also been driven by China.

There has of course been a ‘downside’ to this. Australia is now more dependent on China, both as a market for our exports and as a source of our imports, than we have been on any single country since the early 1950s (when most of our trade, in both directions, was with what we used to call ‘the mother country’, the UK).

China couldn’t have sought to coerce the US, or the UK, in the way that they sought (unsuccessfully, as it turned out), to bend Australia to its will through the use of trade sanctions between 2020 and 2023 – because they don’t import much from either of those countries.

China imported only US$20bn of goods from the UK last year, compared with US$155bn from Australia: Emperor Qianlong’s 1793 letter to King George III , in which he said his country “has no use for your country’s manufactures”, remains true to this day.

China’s era of unprecedented sustained rapid economic growth is almost certainly over. In 2022, China’s economy grew at a slower rate than that of the world as a whole, for the first time in at least 42 years. And in 2023, China’s economy shrank in US dollar terms, for the first time since 1994.

The slowdown which China is now experiencing has a cyclical dimension to it – in particular as a result of the policy-induced contraction in its real estate sector, which had been a major driver of economic growth between 2008 and 2018. In contrast to every other major economy in both the ‘developed’ and ‘developing’ world, China is experiencing deflation, rather than inflation. Yet the ‘Chinese authorities’, as they’re always referred to, are doing remarkably little, either to ward off deflation or to rekindle economic growth.

But from a longer-term perspective the slowdown in the Chinese economy is primarily structural, rather than cyclical.

Looked at through the “three Ps” (population, participation and productivity) framework that the Australian Treasury has used to derive long-range economic projections in the succession of Intergenerational Reports over the last two decades:

	China’s population has been shrinking since 2021, and will decline at an accelerating pace over the next 50 years (0.7% over this decade, 2.7% over the 2030s, 4.7% over the 2040s, 8.2% over the 2050s, according to UN projections);
	because China’s population is also ageing, the decline in China’s working age population will be even more dramatic (1.6% over the course of this decade, 10.9% in the 2030s and 11.5% in the 2040s);
	as a result, the proportion of China’s population which is employed has already fallen by 5.1 percentage points since it peaked in 2007, and will decline at an accelerating rate over the next three decades;
	China’s labour productivity growth rate has slowed from an average of nearly 9% pa over the two decades to 2010, to between 4½% and 5½% pa over the past four years, depending on whose figures you use (The Conference Board or the International Labour Organization) – reflecting among other things that the process of shifting people out of peasant agriculture into manufacturing (a major source of productivity growth between 1979 and 2015) has now run its course, and the fact that the long decline in the share of the Chinese economy under the control of state-owned enterprises has gone into reverse under Xi Jinping.


Additionally, China’s share of global export markets appears to have peaked – not least because other countries are less willing to allow their domestic markets to be penetrated by Chinese suppliers than they had been when China first entered the WTO. There are to be sure some product markets where China will make further market share gains – most obviously motor vehicles (and in particular electric vehicles) – but these are being offset by declines in market share in other products.

Finally China under Xi Jinping has become more hostile to – and less attractive as a destination for – foreign direct and portfolio investment.  As a result, foreign investment inflows into China have come to an almost complete halt – totalling just $US551mn in 2023, down from a peak of US$521bn as recently as in 2021.

Combined with a shrinking current account surplus (equivalent to just 1.5% of GDP in 2023, down from a peak of 10% of GDP in 2007), the collapse in foreign investment into China raises the risk that China’s fixed exchange rate regime may become untenable should the current account slip into deficit, given the wide divergence between China’s level of foreign exchange reserves (which has been more or less unchanged since the financial crisis of 2015-16) and the continued rapid growth of domestic credit since then.

India is not going to do for the world economy, or for Australia, what China did between the mid-1980s and 2020. It is still too protectionist; it is too suspicious of economies of scale; it wastes too much human capital through various forms of systematic discrimination on the basis of gender, caste and (increasingly nowadays) religion; and it hasn’t invested nearly enough in the basics of health care and education to sustain the sort of growth rates which China did for forty years.

And there are no other Chinas or Indias ‘out there’ – no economies with populations anywhere near as large as China or India, and most of those economies which do seem capable of enjoying rapid economic growth over coming decades (such as Indonesia) are much more self-sufficient in commodities than China and India.

The very likely prospect that China’s economic growth rate will slow to less than 4% pa over the remainder of this decade almost certainly means that commodity prices, and hence Australia’s terms of trade, will decline between now and 2030.

That in turn means that, in the absence of a substantial pick-up in productivity growth, Australia’s real income – and hence the material living standards of Australians – will continue to grow at a slow pace, possibly slower than they did during the 2010s (which was in turn the slowest rate of growth in real incomes over any decade since the 1930s).

The prospect of a substantial decline in commodity prices also underscores how unfair the GST ‘deal’ with WA is – because there is a ‘floor’ under WA’s share of GST revenues (relative to its share of Australia’s total population) when commodity prices are high, but no ‘ceiling’ on its share when commodity prices are low. In other words, ‘heads WA wins, tails the federal government loses’. Another reason why it’s the worst public policy decision of the 21st century so far, and ought to be reversed.
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           Saul’s presentation to the CEDA (Committee for Economic Development of Australia) Annual Economic & Political Outlook conference, Hobart, 29th February 2024
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           Saul Eslake spoke with the ABC News Channel’s ‘Afternoon Briefing’ presenter Greg Jennett about ‘the worst public policy decision of the 21st Century’





       
			
			 Is ‘price gouging’ a major contributor to inflation?


       Recent Media Interview | 19th February 2024       

       

     
       
          
           Saul Eslake talks to the host of Disrupt Radio’s ‘Moolah’ program, George McEncroe, about whether ‘price gouging’ by corporations has been a major contributor to inflation, and about the outlook for interest rates.





       
			
			 The massive $50bn GST revenue distribution blow out (with Andy Park)
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           Saul Eslake spoke with ABC RN’s presenter Andy Park about the massive blow-out in the cost of the changes to the distribution of revenue from the GST to the states and territories made by the Morrison Government (with the support of the then Labor Opposition) in 2019, at the behest of Western Australia. Saul’s essay on this topic is available here.
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       Economic Policies, Recent Media Interview | 14th February 2024       

       

     
       
          
           Saul Eslake spoke with 6PR’s Mornings presenter Gary Adshead about the massive blow-out in the cost of the changes to the distribution of revenue from the GST to the states and territories made by the Morrison Government (with the support of the then Labor Opposition) in 2019, at the behest of Western Australia. Saul’s essay on this topic is available here.
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       Recent Media Interview, Tasmania | 13th February 2024       

       

     
       
          
           Saul Eslake joined WorkPlace Demographer Lisa Denny and Emeritus Professor Michael Rowan on ABC Radio Hobart’s “Mornings” program hosted by Leon Compton to discuss the findings of the Productivity Commission’s recent Report on Government Services findings with regard to the performance of Tasmania’s education system. and in particular our abysmally low Year 12 retention and attainment rates. All three of them have been long-term advocates for fundamental changes in Tasmania’s senior secondary education system so that Tasmanian students can have access to the same opportunities as their peers in every other state.





       
			
			 Distribution of GST Revenue: the Worst Public Policy Decision of the 21st Century to date.
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           An essay about the consequences of the Morrison Government’s decision (supported by the then Labor Opposition and continued, indeed extended, by the current Albanese Labor Government) to change the way in which the revenue from the GST is carved up among Australia’s states and territories, at the behest of Australia’s richest state, Western Australia.

Initially, my concerns were mostly about the implications for the smaller states & territories (for whom the GST accounts for a larger share of their revenues than WA, NSW and Victoria) when the ‘transitional guarantee’ that none of them would be worse off as a result of these changes expired, as it was originally set to do at the end of 2026-27. But with that can having been ‘kicked down the road’ until 2029-30 – which in turn makes it likely that it will be kicked another three or more years down the road if iron ore prices are still above US$55 per tonne then – the issue is now more about the cost to the Federal Budget (already more than four-and-a-half-times what was originally envisaged), the corruption of the intent behind what is the biggest single expenditure item in the Federal Budget, and the equity of giving $40 billion over a decade to the richest state in Australia so that its citizens can have better public services and lower state taxes than everybody else.
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Australia takes ‘horizontal fiscal equalization’ – the distribution of money from the federal government to the states and territories so as to allow each of them to provide roughly similar public services whilst levying roughly similar burdens of taxation – further than any other federation in the world. That’s one reason why the differences in material living standards between Australia’s richest and poorest states are much smaller than those in other federations. But the process by which this is achieved has been egregiously undermined by the changes made to the carve-up of GST revenues among the states and territories by the Morrison Government in 2019, with the support of the then Labor Opposition, and continued (indeed extended) by the Albanese Government. I regard it as possibly the worst Australian public policy decision of the 21st century thus far. But very few people understand it. This is an attempt to correct that.

The distribution of revenue from the GST to the states and territories is the largest single expenditure program in the Federal Budget. According to 2023-24 Budget Paper No 1, it will amount to $92.5 billion in the 2023-24 financial year (or 13.6% of total payments), rising to $105.3 billion (13.8% of total payments) in 2026-27. That compares with $58.9 billion in 2023-24, rising to $67.5 billion in 2026-27, in “support for seniors” (mostly the age pension); and with $41.0 billion in 2023-24, rising to $55.1 billion in 2026-27, for the National Disability Insurance Scheme. The distribution of GST revenues accounts for a larger share of total Budget expenses than the fourth, fifth and sixth largest programs (aged care services, medical benefits, and assistance to the states for health care services), combined.

So it’s important.

Yet very little attention is paid to how it’s done.

From the introduction of the GST in 2000-01 through 2020-21, the revenue from the GST was distributed to the states and territories in accordance with recommendations from the Grants Commission, which were in turn based on the principle of “horizontal fiscal equalization” which had been used by previous governments since 1981 to determine the distribution of financial assistance grants – that is, grants which the states and territories were free to spend as they saw fit, rather than in accordance with directions laid down by the Federal Government, as with ‘National Partnership Payments’, formerly known as ‘specific purpose payments’ – among the states and territories.

That principle held that financial assistance grants – or, after 2000, revenue from the GST – should be distributed among the states and territories in such a way as to enable each state and territory to provide public services of a similar range and ‘quality’ as the average of all states and territories, whilst imposing state taxes of similar ‘severity’ as the average of all states and territories. Whether any given state or territory chooses to do that is, of course, a matter for them: the objective of ‘horizontal fiscal equalization’ is that they have the capacity to do so.

In practice, what this principle has meant is that the revenue from the GST was, between 2000-01 and 2020-21, distributed in such a way as to bring the ‘fiscal capacity’ of each state and territory up to the ‘fiscally strongest’ state (or territory).

Throughout the twentieth century, the ‘fiscally strongest’ state was either Victoria or New South Wales. For most of the twenty-first century thus far, it has been Western Australia.

That’s of particular interest, because the principle of ‘horizontal fiscal equalization’ was developed in the aftermath of what, if it were to have happened in recent years, would no doubt have been called the ‘Wexit Referendum’, at which, on the 8th April 1933, Western Australians voted by a majority of two to one to secede from the Commonwealth of Australia.

Secessionist sentiment in Western Australia had been driven by the adverse impact of the protectionist policies which Victoria, as the pre-eminent colony at the time of Federation, had foisted on the new nation, to the particular detriment of Western Australia’s then, as now, agriculture- and mining-dominated economy, especially during the Great Depression.

The referendum was held simultaneously with a state election, at which the government which had promoted the referendum was defeated (with the incumbent Premier losing his own seat). The incoming government, though opposed to secession, nonetheless petitioned the British Parliament to amend the Australian Constitution (which it theoretically had the capacity to do, since it was originally an Act of the British Parliament) to allow Western Australia to secede – something which a joint committee of the British Parliament concluded it no longer had the power to do following the passage of the Statute of Westminster in 1931. Thereafter, the secession cause lapsed.

The 1933 secession referendum nonetheless prompted the Federal Government of Prime Minister Joe Lyons to establish the Commonwealth Grants Commission, to provide the government with “impartial and independent” advice on the distribution of grants to the states.  In its Third Report, published in 1936, the Commission promulgated the principle which, from then on, underpinned its recommendations on the distribution of Commonwealth grants to states:

“… special grants are justified when a State through financial stress from any cause is unable efficiently to discharge its functions as a member of the federation and should be determined by the amount of help found necessary to make it possible for that State by reasonable effort to function at a standard not appreciably below that of other States” (Commonwealth Grants Commission 1936, page 75).

As a result of the application of this principle, and the way in which the distribution of (at different times between the Commonwealth’s assertion of a monopoly over the collection of personal income tax in 1942 and the introduction of the GST in 2000) ‘tax reimbursement grants’, ‘financial assistance grants’, and ‘tax sharing grants’ were distributed among the states (and eventually territories), for more than seventy years Western Australia received a larger share of ‘untied’ Commonwealth grants than it would have done had they been distributed on the basis of population shares, a more favourable outcome (from Western Australia’s standpoint) than for any other state except Tasmania. (see Chart 1).



That was as it should have been, in accordance with the principle enunciated by the Grants Commission in 1936, given that Western Australia incurred above-average costs in providing public services to a relatively small population thinly spread over a vast area, and that its capacity to raise revenues from its own sources was dampened by low commodity prices for most of this period (in the second half of the 1980s, for example, the iron ore price averaged less than US$12 per tonne).

But then, from about 2004 onwards, Western Australia got, to adapt one of Paul Keating’s more infamous phrases, “kissed on the arse by a rainbow”.

The iron ore price rose to over US$100 per tonne by the end of 2009, stayed above that level until mid-2014, fell to a low of just over US40 per tonne at the end of 2015, but thereafter started rising again, and has been above US$100 per tonne again for all but four months since June 2020. The prices of most of the other commodities produced in Western Australia, including LNG, nickel, aluminium and lithium, have also been much higher, on average, over the past two decades than they were in the second half the twentieth century.

In addition, there has been an enormous increase in the volume of Western Australia’s mineral and energy production since 2010. Iron ore production rose from 151 million tonnes in 1999-2000, to an average of 835 million tonnes per annum in the past six years.

The value of Western Australia’s iron ore production has thus risen from just $3.7 billion in 1999-2000 to an average of $111 billion per annum in the past six years.

The value of Western Australia’s lithium production has risen from less than $25 million twenty years ago to over $20 billion in 2022-23. The value of gold production has risen from just under $3 billion in 1999-2000 to an average of $17 billion in the past four years. The value of WA’s LNG production has risen from under $2 billion in 1999-2000 to $56 billion in 2022-23.

All of this (and more) has seen Western Australia’s per capita gross state product increase from around 7% above the national average at the turn of the century, to more than 60% above the national average in the past three years (Chart 2).

Put differently, Western Australia’s per capita gross product has in recent years been more than 70% above the average for the rest of Australia (what Western Australians like to call ‘the Eastern States’). To the best of my knowledge there has never been another time, at least not since Federation, when one state has been ‘richer’ – as measured by per capita gross product – than the rest of the country by as large a margin as Western Australia has been in recent years. During the past 45 years during which ABS estimates of gross state product have been available, the ACT’s per capita gross product has never been more than 24% above the national average; Victoria’s has never been more than 12% above the national average, and New South Wales’ never more than 8% above the national average.

It would be surprising if during the first 75 years after Federation, any of the other states would have been ‘richer’ than the rest of the country by anything like this margin.

It’s worth emphasizing in this context that this extraordinary improvement in Western Australia’s economic position relative to the rest of Australia is overwhelmingly the result of ‘good fortune’, rather than ‘good management’.

Yes, successive Western Australian state governments have assiduously courted investment in WA’s minerals and energy resources; and some individual Western Australians have contributed significantly to bringing those resources into production. But neither the WA State Government nor any individual Western Australians put those resources under the ground, or under the seas surrounding Western Australia; nor did they drive the prices of those resources up to stratospheric levels. Most of the capital required to fund the enormous expansion of production capacity came from shareholders in the Eastern States, or overseas. And so did a good deal of the labour – either as a result of people moving to Western Australia, or on a ‘fly-in, fly-out’ basis.

As a result of the enormous increase in the value of mineral production, the Western Australian State Government has reaped an enormous increase in revenue from mineral royalties – from less than $700 million in 2000-01 to an average of almost $11.5 billion a year over the past three years (Chart 3).

Western Australia’s right to levy these mineral royalties is not in question. Under Australia’s legal system, Western Australia’s mineral resources belong to the people of Western Australia, and mineral royalties are a payment by mining and energy companies to the Government of Western Australia for the use of those resources.

But this bonanza has substantially enhanced Western Australia’s capacity to fund the provision of public services and infrastructure to its citizens.

It is therefore entirely in keeping with the principles of ‘horizontal fiscal equalization’ from which Western Australia benefited for the best part of seven decades that Western Australia’s share of revenue from the GST should have fallen significantly, relative to its share of Australia’s population – as indeed it has done since 2008 (Chart 4).

Successive Western Australian Governments have bleated that this is ‘unprecedented’ and ‘unfair’ – that “we are getting less than 30 cents in the dollar of our GST”.

Yes, it is ‘unprecedented’ in the sense that there has not been any previous instance of a state or territory receiving as small a share of GST revenues (or, prior to 2000, other forms of ‘untied’ grants from the Commonwealth), relative to its share of the national population, as Western Australia has received since 2009.

But that’s only because, as shown earlier, there has never been an instance where one state has been so much wealthier than, and its ‘fiscal capacity’ so much greater than that of, other states and territories as Western Australia has been over the past 15 years. That’s unprecedented, too.

Far from being ‘broken’, as successive Western Australian governments have tried to argue, the system of ‘horizontal fiscal equalization’ was working exactly as it should have.

It was no more ‘unfair’ for Western Australia to be receiving “as little as 30 cents in the dollar” of what it (allegedly) “pays” in GST, than it was for Western Australia to have received over 50% more than it would have under an equal per capita distribution of ‘untied’ Commonwealth grants between 1947 and 1970, as shown in Chart 1 above.

Certainly, no Western Australian state government ever complained about that.

And in truth, no-one actually knows how much GST has been paid by Western Australians, or the residents of any other state. The Australian Taxation Office doesn’t publish a state-by-state breakdown of GST revenues, because it doesn’t know either. When I buy wine from Margaret River wineries, as I often do, the GST I pay on that purchase would be recorded as having been collected in Western Australia (if such records are kept) – even though it has actually been paid by a Tasmanian. When a Western Australian books a flight between Perth and Sydney, the GST on that airfare is recorded as having been collected in Sydney or Queensland, depending on whether the booking is with Qantas or Virgin, even though it has actually been paid by a Western Australian.

I don’t blame successive Western Australian state governments, of both political persuasions, for making these specious arguments for over a decade. Voters expect their state governments to screw as much money out of the Federal Government as they possibly can.

Rather, it is Federal politicians, of both political persuasions, who deserve blame for failing to see through these arguments, and for elevating narrow political calculations above the requirements of good public policy, and the national interest.

Western Australia finally found its man in Scott Morrison, as Treasurer in the Turnbull Government, a government which had five Western Australians in its Cabinet. In May 2017, Morrison tasked the Productivity Commission with undertaking an inquiry “into Australia’s system of horizontal fiscal equalisation (HFE) which underpins the distribution of GST revenue to the States and Territories”, with Terms of Reference which read as if they had been written by the WA Treasury, so replete were they with the arguments which Western Australia had long been using in support of its demands for changes in the arrangements from which it had, until the onset of the ‘mining boom’, benefited so much.

The Productivity Commission inquiry was conducted in a most un-PC-like fashion, with scant regard paid to the evidence presented to it. In particular, having been invited by the Terms of Reference to consider whether the long-standing HFE principles created “disincentives for reform, including reforms to enhance revenue raising capacities or drive efficiencies in spending”, the Commission couldn’t find any evidence to support this assertion.

But rather than acknowledging that there was in fact no evidence to support it – as Nick Greiner and John Brumby had, when asked by Wayne Swan to review the HFE system in 2011 – the Commission instead asserted that “absence of evidence doesn’t mean evidence of absence”. That was of course the same logic that George W Bush, Tony Blair and John Howard used to justify the invasion of Iraq in 2004, even though United Nations weapons inspectors had been unable to find any evidence that Saddam Hussein possessed “weapons of mass destruction” (and, as it turned out, he didn’t). Yet despite that comparison being pointed out to them at a public hearing on the Commission’s ‘Preliminary Draft Report’, the Commission repeated the same glib phrase, verbatim, in their Final Report.

It’s my understanding that there was considerable disquiet among some of the staff who worked on that inquiry with the way in which it was conducted – and that one of them subsequently resigned in disgust.

The Morrison Government’s response to the Productivity Commission’s report, resulted in two major changes to the principles on which the revenue from the GST would be distributed among the states and territories henceforth.

First, instead of raising the ‘fiscal capacity’ of each state and territory to that of the fiscally strongest state – which in most years since 2008 has been Western Australia – the benchmark would become the stronger of either New South Wales or Victoria. This change would be ‘phased in’ over six years, beginning in 2021-22.

Second, a ‘floor’ would be placed under the ‘relativity’ of each state and territory’s GST share – that is, the proportion of GST revenue which it would receive, relative to its share of Australia’s population – such that in 2022-23 and 2023-24 no state or territory could receive less than 70%, and from 2024-25 less than 75%, of what it would have received under an ‘equal per capita’ distribution of GST revenues.  The only state to which this ‘floor’ would apply was, of course, Western Australia. Between 2019-20 and 2021-22, the Morrison Government made additional untied grants to Western Australia to achieve the 70% ‘floor’, before the phasing in of these changes had commenced.

These changes (when fully implemented) will have two significant practical consequences. First, when Western Australia is the fiscally strongest state – as it has been for most of the past decade, and seems likely to be over the remainder of the current decade – a smaller proportion of the ‘GST pool’ will be used to raise the ‘fiscal capacity’ of the fiscally weaker states, because their ‘fiscal capacity’ will now only be raised to that of the stronger of New South Wales or Victoria, rather than to that of Western Australia, as would have occurred under the principles which applied before 2022-23. And second, if Western Australia’s share of the ‘GST pool’ were to fall below 70% (in 2022-23 or 2023-24) or 75% (in 2024-25 or beyond) of what it would have received under a notional equal per capita distribution, then its share will be raised to the level dictated by that ‘floor’, and the other states’ and territories’ shares reduced commensurately.

Conversely, however, if Western Australia is not the fiscally strongest state – as would likely be the case in the event of a sharp fall in iron ore prices – then its fiscal capacity, along with that of all the other states and territories, would be raised to that of the stronger of New South Wales or Victoria.

In other words, “heads Western Australia wins – tails, the other states and territories lose’.

In order to cajole the other states and territories into accepting a set of arrangements which was (or should have been) so obviously disadvantageous to them, the Morrison Government agreed that the Commonwealth would ‘top up’ the ‘GST pool’ so that, until 2026-27, no state or territory would be worse off (that is, would get less revenue from the ‘GST pool’) than it would have done under the principles which applied up to 2021-22.

The projected cost of the ‘no-worse-off transitional guarantee’ was predicated on an assumption that iron ore prices would fall back to, and remain at, US$55 per tonne. That in turn meant that, in practice, Western Australia’s share of GST revenues wouldn’t fall below the 70% or 75% of equal-per-capita floors, and either NSW or Victoria (rather than Western Australia) would be the ‘standard’ to which all states’ and territories’ fiscal capacity would be lifted. And that in turn would mean that the ‘transitional guarantee’ wouldn’t cost the Federal Budget very much – just $8.95 billion over the ten years to 2028-29, according to the Morrison Government’s initial response (in July 2018) to the Productivity Commission’s Final Report on HFE.

As things turned out, the iron ore price didn’t fall back to US$55 per tonne, but has instead remained above US$100 per tonne for all but four months since June 2020.

And so the ‘transitional guarantee’ has cost far more than originally envisaged – because the 70% floor for Western Australia’s share has been binding, and because the fiscal capacity of the eastern states and territories hasn’t been raised to that of the fiscally strongest state (Western Australia), as would have been the case in the absence of the changes legislated in 2019.

Inclusive of the Albanese Government’s decision to extend the ‘no-worse-off transitional guarantee’, the changes legislated in 2019 are now estimated to cost the Federal Budget $39.2 billion over the 12 years to 2029-30 (Chart 5).



That represents a transfer of almost $40 billion from the Federal Budget (which ran budget deficits totalling $252 billion between 2019-20 and 2021-22, and which after recording surpluses in 2022-23 and, probably, 2023-24, was most recently projected in the 2023-24 Mid-Year Economic and Fiscal Outlook to incur deficits totalling $189 billion between 2024-25 and 2029-30) to the Western Australian state government – the only government in Australia, and one of very few in the world, which is running and expects for the foreseeable future to run persistent budget surpluses – so that they can run even bigger ones.

It represents a transfer of almost $40 billion over 12 years to the government of the richest state in Australia, which (as measured by per capita gross product) is richer than the rest of Australia by a vastly larger margin than any other state has ever been, at least since Federation, so that the citizens of that state can enjoy better public services and lower levels of state taxation than the citizens of the rest of Australia.

How that can be reconciled with any sensible concept of equity, let alone fiscal prudence, is surely beyond comprehension.

So why did it happen?

The answer lies in the crudest of political calculations, made by politicians on both sides of the Federal Parliament.

Since the 2013 election, the Liberal-National Party Coalition had held all but three of Western Australia’s seats in the House of Representatives. After their narrow victory in 2016, they knew that if they were to have any chance of retaining government at the 2022 election, they needed to retain all eleven of the 15 WA seats which the Liberals had won in 2016.

Conversely, the Labor Opposition knew that if it were to have any prospect of winning government at the 2019 election, they had to win at least some of those seats from the Liberals.

Thus the Orwellianly-titled Treasury Laws Amendment (Making Sure Every State and Territory Gets Their Fair Share of GST) Bill 2018 passed both houses of Federal Parliament with overwhelming majorities.

And the same grubby political calculus applied ahead of the 2022 election. The Coalition couldn’t afford to lose any of the seats it held from Western Australia if it were to have any prospect of attaining a fourth term in government: and the Labor Opposition had to win some of them if it were to have any prospect of winning government at that election – which, aided by the extraordinary popularity of then Labor Premier Mark McGowan, they did.

The 2018 legislation provides for another inquiry by the Productivity Commission “to assess whether the “updated [sic] system” is operating efficiently, effectively, and as intended”, to be completed before the end of December 2016.

It’s not clear whether this wording precludes the Productivity Commission from inquiring and reporting on whether the “updated system” has resulted in “equitable” outcomes, or on whether the more-than-fourfold blow-out in its cost to the federal budget is at odds with the objectives of “efficiency” and “effectiveness”.

By rights, it should be allowed to consider such issues, and more. It is important that the Terms of Reference for this inquiry are not written in such a way as to pre-determine the outcome, as was the case with the 2017-18 inquiry.

Indeed, it might be sensible for the Productivity Commission – perhaps in conjunction with the Grants Commission – to be tasked with the objective of designing a completely new system, one which retains the objective promulgated by the Grants Commission in 1936 of ensuring, as far as possible, that each state and territory has the capacity to provide its citizens with a similar range and standard of public services, without imposing state taxation regimes of very different severity, but does so in a simpler and more transparent fashion than that which had evolved over decades.

It could for example consider whether the use of ‘proxies’ for ‘fiscal capacity’ such as gross state product per head (bearing in mind that most state taxes are paid, at least in the first instance, by businesses, not households) might result in a simpler, more transparent, more predictable and more comprehensible (to the general public) way of assessing differences in revenue-raising capacity. Similarly it could consider whether there might be simple but nonetheless suitable proxies for differences in ‘expenditure needs’ – such as the proportions of state and territory populations over the age of 65 (and perhaps also over 80) and under the age of 16, the proportion classified or identifying as Indigenous, and the proportion living with disability.

But above all the Review should be conducted with a clear consciousness that it is considering the largest single expenditure item in the Federal Budget – and hence that its conclusions will be of enormous import.
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