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Foreword

One of the key determinants of Australia’s long-term economic prosperity is
robust productivity growth. This is because productivity growth is strongly
associated with high living standards.

Australia experienced a significant productivity growth surge in the 1993-94 to
1998-99 productivity cycle, averaging 2.3 per cent. This surge moved Australia to
an internationally high level of productivity which it still enjoys. However, since
the surge in the 1990s, productivity growth has declined, with an estimated
decline of around 0.4 per cent in multifactor productivity in the incomplete cycle
from 2003-04 to present. Ironically, much of this decline can be attributed to
burgeoning growth in the mining sector which has brought unprecedented
increases in Australian living standards since the start of the productivity cycle.

Income and productivity growth will occur in firms that embrace technological
change and achieve technical efficiency. However, increases in the prices of
outputs will not necessarily lead to increases in income or productivity. The high
levels of income per capita that Australians currently enjoy are a result of
favourable commodity prices and thus strong terms of trade. Therefore, in order to
secure long-term economic growth Australia will need to focus on improvements
in the technical efficiency of firms and their utilisation of technological advances.

The challenges presented by a larger and ageing population, climate change, and
the current constrained fiscal environment, make strong productivity growth
essential to Australia’s economic future. Productivity growth is one way of
generating the economic growth required to provide the goods and services the
Australian community expects.

The Australian Government cannot directly drive productivity growth within
firms. It can, however, facilitate aggregate productivity growth by maintaining a
stable economic environment which fosters competition between firms and
flexibility within workplaces. Australian governments also have an important role
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in capability building by providing firms with access to appropriate public
infrastructure and investing in the quality of Australia’s workforce, our “human
capital’, to facilitate more productive behaviour by firms. In addition, firms which
have access to technological advances, employ innovative production processes,
and have robust management and organisational capabilities enjoy higher levels
of technical efficiency, that is, they are more productive.

Productivity growth is important; however it is not an end in itself. Productivity
growth is desirable to maintain or achieve higher living standards. This means we
need to be cognisant of the importance of sectors of the economy within which
productivity growth is static. Some areas of the economy, which, by their very
nature have low productivity growth, are vitally important to producing quality
outputs that feed into the inputs of production. An example is education and skills
training.

It should also be noted that productivity growth alone is not a good measure for
evaluating public policy because productivity is not the sole determinant of
community wellbeing. Notwithstanding this, nations with high living standards
are more likely to display higher levels of community wellbeing.

However, the fact that productivity growth is not the ultimate goal does not mean
Australia can be complacent about its recent decline.

The committee also recognises the difficulty in accurately measuring productivity
growth in many industries in the services sector where outputs are not necessarily
expressed in increasing volumes but may be seen in improved quality.

During the course of the inquiry, the committee received evidence on a range of
issues, including measurement of productivity, productivity growth trends in
Australia, challenges associated with raising the rate of productivity growth, and
how governments can promote productivity growth in the economy. The
committee has recommended that:

» the government introduce a national aggregate productivity growth
target for the medium-term to 2030;

= anational productivity forum including governments, business, unions
and non-government organisations be convened;

» the Council of Australian Governments adopt a specific national
productivity agenda;

» the Productivity Commission undertake modelling on the effect of
human capital investment on Australian productivity growth;

» the Australian Bureau of Statistics investigate alternate ways of
measuring multifactor productivity in the services sector;



m cost-benefit analysis be mandatory for all policies aimed at increasing
aggregate productivity growth; and

= any national productivity agenda should include public sector service
provision.

On behalf of the committee I would like to thank all of the organisations and
individuals that participated in this inquiry, particularly those who have written
submissions or given evidence at public hearings.

Mr Craig Thomson MP
Chair



vi




Contents

FOTBWOTT ... bbbttt ii
Membership of the COMMILEE ........ccviiiii s Xiii
TEIMS O TEIEIEINCE ...ttt XV
LISt OF @DDIEVIALIONS ..ot XVii
LiSt Of reCOMMENTALIONS ...t Xix

REPORT

L INEOTUCTION ..o 1
BACKGIOUNG ...ttt 1
ODJECLIVES ANU SCOPE ...ttt bbb 3
SCOPE OF tNE INQUINY ...ttt 3
Key factors influencing Australia’s productivity growth rate.............ccceeeeeeeessssseeeeeenens 3
PUbIiC POIICY DACKAIOP .....cvvvviiiis e 5
Key growth rates and reform timeline since the 1980S............ccccovvviiiinniicessee, 6
CoNAUCE OF tNE INQUITY ...t 8
Reader guide and structure of the repOrt..........ccceeeiiiiini e 8

2 Productivity growth and itS IMpPOrtance .........ccccoovveceieieneinisseeeeee e, 9
The economic concept Of ProAUCTIVILY ... 9

The components of PrOQUCTIVILY ........coviiiiiiiiics s 10



viii

Productivity growth is not production growth ... 12
Productivity levels versus productivity growth rates ..........cccocovvvevrsssssssssseeenns 13
PrOQUCHIVIEY CYCIES......eiiiiicii sttt 13
The importance of productivity growWth..........ccociirni s 14
ECONOMIC GrOWEN.....coceii s 15
LIVING SEANAAITS ..ottt 16
COMMILEEE CONCIUSION ...ttt ettt 19
The official ProdUCHIVILY MEASUIES .......ccoviririiiiriiiiirisisisesr sttt 20
What they are desSigned t0 MEASUIE ........ccoviiiiriririiee et 20
The ABS MENOAOIOGY .....cvvvriririeieieieieieiieie e 21
Productivity growth measurement—statistical limitations .............c.ccccceceveevcsseceenen, 25
International comparability of Australian productivity MEasUres.............cccceeverereerererereeeeenennns 28
COMMILEEE CONCIUSION ...ttt ettt 29
Productivity growth trends ...........cceeeeiiriniie e 31
Long term produCtivity Growth ... 31
Performance in Australia in the 19705 and 1980S ..........ccccuvriiennnnieesseeeesesenes 31
Government response to lagging productivity growth ...........cccceeeeeiiiiriniiies e, 32
The productivity roWth SUIGE.......c.ciiiieiirreees s 36
What caused the high productivity growth of the 1990S? ..o, 37
Declining productivity growth Since 2003-04 ... s 47
Key reasons for the productivity growth decling ..........ccceeeeeiinnnnii e 48
COMMILEEE CONCIUSIONS ...ttt 57
Productivity in other NALIONS ... 61
International trends in developed COUNTIIES.......cccvviiiiiriiiei s 61
International productivity leaders thisS CENLUIY ... 62
The United StateS Of AMEIICA ......cceiiiriiiiieiee s 62
INOTWAY ...t R ettt r et et 64
FINTANG ..t 64
SINGAPOIE ..ttt bbb 64
FIAINCE ...t bbbt 65
Productivity in developing BCONOMIES..........cccviirrieeee s 65

CRINA AN INGIA ..ttt ettt e et e e e et e et e see e st e ees e et et eateeseeesetesneesreeneeannes 66



Problems with international COMPAriSONS ...........cocviiiiinree s 66
DiIfferences IN MEASUIEMENT .......c.cuvueeieieeereeeeee ettt s e seses 67
ECONOMIC GIfIEIBNCES ......vviicceee st 67
What can we learn from other NAtIONS? ..........covviiiirrrs s 67
COMMITEEE CONCIUSIONS......viiiicieieiisit bbbt 68
Australia’s future productivity growth rate—the challenge...........cccooo........ 69
The Australian economy in the 21SE CENTUNY ......covovivieieieiiieece e 69
The challenge presented by structural Change ..o 71
The 1iSe Of the SEIVICES SECION .....cuvueviririieiiiirie et 72
The dominance 0Of the MINING SECTOT ..........ceviiiiieeeirr e 80
Other major challenges for future productivity growth ...........ccccovvvninnnneieeeeeeenes 81
Australia’s growing POPUIALION. .........cviiiiririiiiie s 81
The ageing POPUIBLION. .......cviviieiieieiirieii b 84
WOrKfOrce PartiCipation ...........ccceuerereeeieiiieieie et n s 86
Impacts of climate change and the mitigation of climate change ..........cccocovvivvrnivncen 87
Macroeconomic POlICY CONSITAINTS .........vveeeriririiireieieisiiee s 90
Setting a productivity growth target.........cccoeeeiiiiiiis s 90
COMMILEEE CONCIUSIONS ...ttt 93
The economics of productivity gQrowth ..., 97
The production PoSSIDIlItY FrONTIET ...........cciiiice s 97
How productivity growth can be boOoSted............cccveviiiiiiiiii e 98
IMMEAIALE CAUSES .....vvivviiiicere ettt s 98
Productivity growth in the 8CONOMY .......cccoiiiiiii s 105
Government policies to influence productivity growth ... 105
COMMILIEE CONCIUSION.....cvviiicieieie sttt 109
Promoting future productivity growth ..........cccocevvceeciciiiicseeeeeeen s 111
The national policy approach to facilitating productivity growth ............ccccccoevvviviiiiiinnns 111
Key productivity drivers and current policy frameworks ..........ccccoovveiinnieesinens 113
Human capital INVESIMENT..........cciiiiiere s 114
Physical and spatial Infrastructure INVESIMENL ... 120

INNOVALION NG RED ...ttt ettt ettt et e e et e et e st e st e e e e e et eereenreeneeeens 126



Regulatory reform, harmonisation and reducing red-tape ..........cocoevvvvesscssssseeeeenas 129
Continuing COMPELItIoN frAMEWOTKS ......c.vviiiiiiiiis e 132
Maintaining flexibility in WOTKPIACES............cviiiiecr s 133
The importance of careful PoliCy SEIECHION..........ccoviiiiii s 134
COMMILEEE CONCIUSIONS ...ttt 136
8 Beyond official productivity StatiStiCS ........ccorvirvreiiirrir e 141
Productivity is not a perfect measure for evaluating PoliCY.........ccccovveennnniensnnnnns 141
The non-productivity determinants of WellDeING ........cccvvrierriceeees s 142
COMMILIEE CONCIUSION.....cvviiiiicie ittt 145
The need for a policy evaluation framework............cccovenrnceese s 145
COMMITEEE CONCIUSION ...ttt 146
GOVErNMENE SEIVICE PrOVISION ....c.cuiviiiiiiiiiieiiie s 147
The exclusion of the VOIUNTAry SECTO ... 149

APPENDICES

AppPendiX A — SUDMISSIONS ......ooviviciciccciiei e 153
Appendix B — PUBIIC hearings..........cccccciiiiiiceccciicssee e 155
Appendix C — EXNIDILS ..o 159
Appendix D — Glossary Of termMS ........cccciciiiiiis e, 161

TABLES

Table 1.1 Growth rates and economic reform backdrop for productivity cycles since 1981 ......7
Table 3.1 Recent growth in multifactor productivity by industry classification ........................ 54

FIGURES

Figure 3.1 Australia’s productivity growth (Percentage average annual rate of growth)........... 36
Figure 3.2 Multifactor productivity in the market sector excluding EGW, mining and
agriculture, 1996-97 10 2007-08 ........coovvriririririririirsrsss e 55



xi

Figure 4.1
Figure 4.2

Figure 5.1

Figure 5.2

Figure 5.3

Figure 5.4
Figure 8.1

MFP growth in selected OECD countries®, 1985-20070)...........ccccoevvrvvvrvrrrrirrrnnn, 62
Australia chasing the productivity frontier Australian labour productivity

as a percentage of the United States level, 1950 t0 2008...........ccccceevvvninninrerennns 63
Market sector MFP index and average growth rates within productivity cycles,
1964-65 to 2007-08 (Index 1999-2000 = 100) .....cvevvrvrrererrrrerirerererersiseseseesessesennnes 70
Changes in the composition of the Australian economy 1962-63 to 2001-02

(CUITENE PFICES) v.vvvvererereririeeie ettt n e 74
Impact of including additional service industries on aggregate productivity

1994-95 10 2008-09 MFP [EVEIS ........vvviicsssscse e 75
Growth in labour productivity and capital deepening over productivity cycles......... 77
Labour productivity and utilisation in FTaNCe .........ccccoeeeeeereierenrinininneeseseens 143



xii




Membership of the committee

Chair Mr Craig Thomson MP

Deputy Chair The Hon Kevin Andrews MP
(to 3/2/10)
Mr Jamie Briggs MP
(from 11/2/2010)

Members Mr David Bradbury MP The Hon Bruce Billson MP (from 3/2/2010)
The Hon Joel Fitzgibbon MP ~ Mr Luke Hartsuyker MP (from 3/2/2010)
Ms Sharryn Jackson MP The Hon Sussan Ley MP (from 3/2/2010)
Ms Julie Owens MP Mr Scott Morrison MP (to 3/2/10)
Mr Jim Turnour MP

Committee secretariat

Secretary Mr Stephen Boyd
Inquiry Secretary Ms Sharon Bryant
Research Officers Mr Chris Kane

Administrative Officers Mrs Renee Burton



Xiv




Terms of reference

Increased economic productivity has been responsible for much of the

improvement in Australia's living standards over the last 25 years. However,
Australia's productivity has declined since the 1990's.

The factors responsible for Australia's current lower rate of productivity growth
should be examined, with the objective of identifying key 'levers' which will assist
in returning the Australian economy to a trajectory of robust growth in
productivity.

The Committee will inquire into, and report on, the key factors influencing
Australia's productivity growth rate, focusing on, but not limited to:

trends in Australia’s productivity growth rate during the past 20 years and
reasons for the recent trending decline

trends in productivity growth rates against other OECD countries;
the adequacy of productivity growth measures;

the contribution made by microeconomic reform to the permanent
improvement in the growth rate of productivity and the continuing
effectiveness of the microeconomic reform agenda;

the willingness and ability of small and medium enterprise to adopt best
practice technology;

the adequacy of the level of investment in physical capital;
the adequacy of the level of investment in public infrastructure;
the level of resources devoted to research and development;

the adequacy of resources devoted to training and development of the
labour force; and
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i) the key reforms and measures that can be undertaken to lift Australia’s
permanent rate of productivity growth.

In conducting the inquiry the committee should focus on how relevant factors
contribute generally to the productivity growth rate. The committee should not
undertake detailed assessments of individual industry sectors or specific industry
assistance measures.
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List of recommendations

5 Australia’s future productivity growth rate—the challenge

Estimating multifactor productivity (MFP) for the services sector is very difficult
as it requires carefully assessing the quality of services —quality is more likely to
change in this sector than quantity of input or outputs. Capturing quality changes
in data is challenging. The committee believes the Australian Bureau of Statistics
should undertake work to consider alternative ways of estimating the economic
contribution of industries which do not have neatly quantifiable outputs.

Recommendation 1 (paragraph 5.108)

That the Australian Bureau of Statistics (ABS) investigate alternative ways of
measuring the optimal available use of economic resources used in services
industries in the economy, either by:

M Excluding those services sectors which do not have straight-forward
quantifiable input and output data from the aggregate MFP estimates and
instead developing a separate services sector index which is not necessarily
based on traditional productivity constructs; or

M [nvestigating ways to develop robust services sector MIFP estimates for all
services industry categories for inclusion in the aggregate MIFP estimates.

The government should ensure that the ABS is funded appropriately to conduct
the study.

Achieving MFP growth rates above Australia’s long-term average of 1.1 per cent is
a critical long-term national goal. The committee supports the adoption of a
national productivity growth target for the market-sector. This will ensure
productivity remains a key consideration in relevant policy development.
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Recommendation 2 (paragraph 5.115)

That the Australian Government introduces a national aggregate productivity
growth target for the medium-term to 2030; and that modelling is undertaken by
the Productivity Commission to assess the appropriate level for the target.

7 Promoting future productivity growth

The committee believes that public policy to boost the aggregate productivity
growth rate should be primarily directed at maintaining competition in the
economy and allowing firms flexibility in their workplace arrangements. In
addition to policies which improve the macroeconomic and microeconomic
environment that firms operate in, the Australian government’s role in supporting
productivity growth should be through assisting to strengthen firm capabilities.
Key aggregate capabilities include Australia's human capital stock and enabling
firms to utilise evolving technology by ensuring there is appropriate infrastructure
for these new platforms. Access to evolving technology will stimulate innovation.

The committee notes that significant investment in information technology and
communications, infrastructure and R&D will contribute to future productivity
growth. The committee also recognises that measures to increase workforce
participation are also essential for future economic growth.

Improving Australia’s productivity growth rate is a broad nationwide challenge
which should involve all levels of government. The committee therefore believes a
summit represented by all levels of Australian government, together with relevant
business and union and non-government organisation representation, be
convened by the federal government to discuss and lead the establishment of a
specific and integrated productivity growth agenda.

Recommendation 3 (paragraph 7.127)

That at the commencement of the 43" parliament the federal government
convenes a national forum represented by all levels of government, business,
unions and non-government organisations to discuss the key ingredients of a
national productivity growth agenda.

The committee supports the development of a specific national productivity
agenda to be agreed by COAG which incorporates aspects of the current COAG
reform agenda but which extends upon this.
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Recommendation 4 (paragraph 7.129)

That COAG adopts a specific national productivity agenda. This agenda should
be guided by the outcomes of the national forum outlined in Recommendation 3.

The committee believes investment in an ambitious long-term human capital
agenda is not only important to boost Australia’s capabilities but that it will
automatically feed into the inputs of all firms in all sectors. The committee
recognises that prioritising a long-term broad human capital agenda over other
public policy investments has opportunity costs. The committee therefore believes
more accurate modelling of potential human capital investments, and likely
returns, should be undertaken to ensure Australia’s investment in its aggregate
capabilities is optimised.

Recommendation 5 (paragraph 7.136)

That in the next eighteen months the Productivity Commission undertakes
modelling on various aspects of human capital investment on productivity
outcomes in the Australian economy and the likely time-line for returns.

8 Beyond official productivity statistics

The main aim of economic policy is to improve community wellbeing, with
improved living standards central to this. Productivity growth is one way of
achieving improved living standards however using productivity as the sole
policy evaluation criteria is limited because it is only one determinant of
community wellbeing. The potential for policies aimed at improving productivity
to have a positive or negative impact on other government objectives highlights
the need for a policy evaluation framework that will consider all of the impacts of
a policy aimed at improving productivity.

Recommendation 6 (paragraph 8.27)

The Australian Government mandates cost benefit analysis for all policies aimed
at improving aggregate productivity growth.

The official market sector productivity estimates do not include government
services, yet the quality and efficiency of government services can have a
significant impact on aggregate productivity growth. Additionally, government
services are an input into the production processes of businesses and the quality of
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these services can affect the productivity of these businesses, which will be
captured in the official productivity estimates.

Recommendation 7 (paragraph 8.40)

Given the size and importance of government service provision in its own right
and as an input into the production processes of other businesses it is important
that any national productivity agenda includes public sector service provision.





