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ESSAY
Time for a new consensus
Fostering Australia’s comparative advantages
Jonathan West and Tom Bentley
AUSTRALIA’S POLITICAL CULTURE feels strangely frozen. Widespread public dissatisfaction with national politics and the performance of federal governments has become intertwined with the faltering Australian economy and a broad anxiety about the future.
Years of uncertainty have been punctuated by global financial crisis and recession, and by the struggle of policy-makers around the world to find coherent, convincing responses to the new conditions they encounter. These global conditions are marked by economic seizure, political fragmentation and social and environmental malaise. Yet Australian politics seems stuck in the 1980s.
By many measures, the global economy is in the worst shape in living memory. Deflation, stagnation, corporate and even government bankruptcy abound. Europe appears to be coming apart before our eyes. Even China has slowed sharply. As they struggle to resuscitate growth, central banks have pushed real interest rates in much of the world to lows not seen for five hundred years, since the time of the bubonic plague.
These conditions should force Australia to consider, like the rest of the world, how it will sustain prosperity in the decades ahead. So far, there’s little sign any such reconsideration has begun.
In one sense, Australia is a victim of its own success over the last quarter century. Australia’s recent economic success arose from a political consensus forged in the 1980s, which became globally influential. Precisely because it was successful in the prior era, it is now constraining the country’s ability to find its way towards new policies that will achieve future prosperity.
The consensus is so dominant it is rarely questioned, and so pervasive it inhibits discussion of many of the most pressing challenges. Productivity growth, hours worked and real wages have stalled. Business investment is feeble. After the long income surge of the mining boom, the predicted tapering of mining investment is not leading to the expected transition to growth driven by non-mining sectors. In effect, Australia has emerged from a spectacular resources boom without any clear approach to achieving growth beyond it.
The fact that Australia avoided the global recession in 2009 only reinforced confidence in its existing economic consensus. That confidence, in turn, hardened assumptions that have dominated since the 1980s and which were apparently validated by the long period of uninterrupted growth, which reached twenty-five years in 2016. But the faltering performance of the economy and the logjam of national policy in recent years show that a different direction is now needed. Many lament the quality of political debate and blame that shallowness for a lack of effective policy. It may indeed be true that the economy is held back by narrow, short-term decisions, self-serving partisan politics and strong incentives for decision-makers, commentators and rent-takers to be myopic. But the deeper problem is that the assumptions underpinning the current consensus no longer fit Australia’s circumstances. As a result, the policy actions that the consensus allows are failing to achieve traction in the economy or to stimulate new sources of growth.
It is time to question those assumptions and renew the consensus about what matters, what works and what is possible.
Our task here is to explain how and why the consensus influences what is possible, why the current consensus is no longer working, and to propose some core ideas around which a new one might be built.
We conclude that a new consensus must focus on new ways to construct comparative advantage in the Australian economy, by shifting from static, one-off efficiency reforms to dynamic, capability-enhancing investments.
Exactly how this can be achieved needs to be the focus of robust public debate, informed by evidence from widespread practical experimentation.
THE CONSENSUS THAT frames political discussion in Australia arose in the 1980s as a social democratic project, despite its embrace of neoliberal economic reform. It was driven by the need for a political project that could ensure all citizens benefited from modernisation of the economy, and the pursuit of a stable, consensual set of institutional arrangements by which to govern.
As we discuss below, the success of that consensus can be measured partly by its adoption and acceptance on both sides of politics. Occasional attempts to overturn its dominant assumptions, such as that of the Abbott government of 2013–15, have been unsuccessful. The challenge of reforging the consensus – recognising the limits of the current framework and finding a new route to sustained prosperity – is open to all interested parties. The Turnbull government is searching for a new formulation of its agenda that can somehow meet public expectations, lift economic growth and prove acceptable to the Coalition’s core constituencies. While its banners of ‘moderation’ and ‘innovation’ are relatively popular, they have yet to be translated into a coherent or substantive policy agenda. The Labor party has, over the last century, occasionally risen to the challenge of embracing major economic change while ensuring that the whole population benefits from it – but today has not yet moved beyond the success of the 1980s.
In the vacuum that arises from the current stalemate, would-be reformers must choose between two divergent paths. One is based on increasing tax, spending and borrowing – ostensibly acting on behalf of the ‘public interest’ to redistribute profits and income across the community. This road leads inevitably towards a more dominant government: more bureaucracy, welfare dependency and centralization of economic power, inducing over-reliance on the coercive and directive powers of the state.
An alternative path, which we prefer, is based on augmenting and distributing more widely among the population opportunities, capabilities and the ownership of assets. We believe this approach has much greater probability of creating sustainable prosperity, but it implies a radical rethink for the role of government, institutional and market design, policy priorities, investment and accountability.
Central to achieving this more desirable path of economic development is accepting, even embracing, the need to build comparative advantage – those activities in which an economy can specialise and thrive amidst global competition – rather than simply exploiting advantages that are inherited. Comparative advantage is achieved by building capability, and the task of constructing capability is necessarily social and interactive. An orientation to capability leads to a policy agenda focused on the pivotal role of the innovation system.
This second path is preferable. But it requires a comprehensively different agenda, and a rethink of core economic ideas, public power and democratic legitimacy. Our question, then, is what would it mean to construct a consensus around these central ideas and pursue them towards an enduring settlement in Australian politics?
TODAY, MAINSTREAM AUSTRALIAN public policy discussion takes place almost exclusively within a narrow consensus. The power of this consensus stems not so much from its ability to withstand scrutiny as from the fact that it largely escapes scrutiny. Its very pervasiveness and ubiquity mean that, far from being interrogated, it passes mostly unseen, especially by its adherents and participants. It is the air they breathe and the water in which they swim. Rather than ever being assessed as a challengeable ‘point of view’, a set of opinions or debatable propositions, the key elements of the consensus seem so natural to those inside its walls that any alternative appears manifestly misplaced or irrelevant.
The current consensus incorporates the defining framework of assumptions and rules within which economic and social policy deliberation takes place. By pre-selecting the language for debating economic choices and policy, it delineates the assessment of costs, benefits and trade-offs in the decisions to be made. ‘Permissible’ tools are delimited in advance, as are the range of issues defined as meaningful. This consensus circumscribes what topics are understood to be important and what issues are defined as ‘problems’, and prescribes the range of ‘allowable’ solutions.
Yet the current consensus is a historically contingent set of debatable propositions, not revealed truth. Our argument here is not so much that the consensus is ‘wrong’, but rather that it is historically limited and, in the fourth decade of its lifespan, it has reached the outer bounds of its efficacy. It is particularly important to understand the origins, constituent elements and limits of the contemporary consensus because it also defines a wide range of increasingly present issues as ‘non-problems’. Lacking the language or tools with which to address these new challenges, the consensus thought-blocks us from even considering them as real issues.
The 1980s consensus spawned and grew within the Labor Party as it grappled with the limitations of the previous consensus amidst the economic stagnation and political turmoil of the 1970s. Where free-trade ideas had previously been simply ‘out of bounds’, the Labor Party increasingly recognised the interests of consumers and the drawbacks of government-guaranteed monopoly behind tariff walls. But if Australia was to move towards free-trade liberalisation, how to preserve commitments to Australia’s social justice ideals in the face of ever-increasing exposure to market forces?
The key was a new, Labor-originated policy framework. Economic growth would be driven by productivity and efficiency gains, the outcome of exposing Australia’s economic actors – individuals as well as firms – more and more directly to market forces. In return, a series of social insurance schemes would provide for those unable to prosper in markets, and share the burden of ensuring all citizens had access to basic social services. Wage growth would be spread widely across the working population. Each generation of government, especially each generation of Labor government, would introduce a package of market liberalisation reforms, coupled to a signature social insurance scheme.
To properly understand the context of the 1980s consensus, we need also to understand what it replaced, where that prior consensus came from and how it was overturned. The prior consensus was replaced not because it was ‘wrong’, but because it had reached the end of its value as a development path for Australian society and its economy. The dominant economic and social consensus of the twentieth century arose in the decade following Australia’s federation, and survived largely unchallenged until the late 1970s. Between 1901 and 1909, five policy planks were broadly agreed among the contending Labor and anti-Labor political forces, which coalesced into Australia’s two-party system, and for the next sixty years all ‘relevant’ political debate took place within that framework. What became known as the ‘Federation Settlement’ laid the foundations upon which Australia became a nation. Former Liberal Party research director Professor Ian Marsh defined the essential elements of the settlement in Australia Can Compete: Towards a Flexible Adaptable Society (Longman Cheshire, 1988):
Five political foundations in effect constituted the terms for the creation of the national economy. They were racial and workforce insulation; justiciable industrial relations and needs-based wages; tariff-based manufacturing development; equalisation of revenues between states; and the adoption of a welfare role by the federal government.
This consensus chartered an agreed development path towards the prosperous and relatively egalitarian society Australia became in the twentieth century. For two-thirds of a century, it achieved its goals. ‘Racial and workforce insulation’ meant the White Australia Policy, designed to protect Australian workers from low-wage Asian competition; ‘justiciable industrial relations and needs-based wages’ meant sector-wide wages set by special courts to meet the needs of an ‘average’ Australian family; ‘tariff-based manufacturing’ promoted the development of a broad-based industrial economy and industrial working class, backed by resource exports; ‘equalisation of revenues’ reduced inequality among regions; and national government welfare supported those unable to participate in the emerging industrial economy.
The underlying framework mirrored similar understandings that prevailed across much of the Western world, especially the United States, though its peculiarly Australian form stemmed from Australian societal values. These values survive today, at least as aspirations. As Professor Marsh noted in 1988:
For the subsequent years, political debate has in broad terms been about the limits of the role of government and concept of citizenship then established. The most significant development – institution of the welfare state and managed economy after World War II – involved extension and refinement of the protectionist view of government and its meliorist aspirations, concepts introduced in the 1901–09 period. The welfare-state-managed economy involved extension of the material rights and entitlements of citizenship. The most spectacular political failures have been caused by attempts to undermine elements of the 1909 settlement. The foundations then laid for Australia’s collective life have proved durable. All attempts to change those basic values and aspirations have failed. Of course, events have from time to time retarded, even halted, progress towards achieving those aspirations. But such periods have been seen as a departure from the norm, with political parties usually competing on the basis of their capacity to ‘restore’ the rightful order.
The key to this previous consensus was coupling support for business and industry, in the form of tariffs, to support for social justice in the form of ‘needs-based’ wages. Most importantly for our present purposes, from 1909 until 1979, policy debate took place within this consensus, not about it. The consensus was successful and unchallenged for a prolonged period, and it purposefully transformed the structure of the Australian economy. Investment and employment shifted from farming and mining into manufacturing. Farming and mining declined from 30 per cent of the workforce in 1901 to 12 per cent in 1968, while manufacturing employment rose over the same period from 12 per cent to more than a quarter. Services (termed ‘Other’ in the statistics) remained largely stable, shifting only from 58 per cent to 62 per cent. This transformation was not a ‘natural’ shift or a simple response to ‘market forces’, but a consciously targeted and implemented political and social vision. It was a deliberate, and successful, effort to build a particular type of economy that would shape a particular type of society – essentially the one Australians live in today. Australia’s success at primary industry – principally wool and gold at first – was not interpreted as an imperative to narrow the economy to a few advantaged sectors, which would export while the rest of the things the nation wanted to consume were imported, but as a source of finance to build the kind of economy that would support the liberal democratic, diversified, middle-class nation in which Australians aspired to live.
In the 1970s, however, as its historical limits became apparent, the Federation Settlement consensus came under increasing challenge. The aspiration for a White Australia clashed with Australians’ shifting values, and demographic and social change made the policy difficult to maintain. Court-determined needs-based wages undermined Australian industrial competitiveness, especially as women increasingly entered the workforce. Tariff-protected manufacturing had grown beyond the ‘infant industry’ stage and, lacking exposure to international competition, Australian manufacturing was increasingly inefficient and costly. And the incremental expansion of welfare had moved beyond support of those unable to participate towards enablement of a welfare-dependent underclass. Policy debate was increasingly about the consensus, and no longer solely within it.
The 1980s consensus was Australia’s version of the neoliberal economic policy revolution sweeping the world, particularly the Anglo-Saxon part of it. It succeeded because, rather than seeking to abandon or overturn foundational values of fairness and government-guaranteed citizenship participation, it incorporated them within the drive to increased efficiency by market exposure. Both the economic reforms and the social insurance reforms proceeded in a coupled sequence, with the politically easiest and highest pay-off reforms coming first.
Market liberalisation began with capital markets, proceeded through product markets and finally reached labour markets. Vitally, the liberalisation agenda included an amended vision of the role of the government itself. That vision was a broadly agreed conviction: economic growth and productivity would be maximised if market forces were permitted to allocate economic resources as freely as politically possible to their highest-profit use. Many of the reforms simply required ‘deregulation’ – the removal of government-mandated limits on market trading. Others called for privatisation of government assets or the deliberate encouragement of new competition through limitations on monopoly and restrictive collusion. Still others included an exit from government engagement with economic issues, new forms of state financing, and explicit limitation of the role of government in industrial development.
In capital markets, controls on exchange rates were removed, allowing the Australian dollar to fluctuate according to global supply and demand; domestic interest rates were deregulated (although they continued to be shaped by Reserve Bank policy); new bank entry was permitted; and new financial instruments and institutions were allowed. The result was that by the late 1980s, Australia’s capital markets had morphed from one of the most restrictive and government-controlled in the non-Communist world to one of the freest.
In product markets, tariffs protecting many industries from foreign competition, particularly the largest manufacturing industries, were progressively dismantled. New agencies were established or strengthened to police monopolising behaviour and recommend action to increase competition in domestic markets. As an indication of the new philosophy of market competition, the Australian Competition and Consumer Commission, established as successor to the Australian Trade Practices Commission and the Prices Surveillance Authority, explicitly defined its role as to favour neither consumer nor producer but to achieve a competitive market without artificial restrictions. A ‘competitive market without artificial restrictions’ was understood ipso facto to be desirable. Its role was to prevent anti-competitive conduct, enforce Australian consumer law through the courts, and regulate telecommunications and energy industries (the latter through its constituent, the Australian Energy Regulator), all with the over-arching goal of supporting free markets.
TO ENCOURAGE FURTHER domestic competition and expose a greater range of the overall economy more directly to market forces, both Labor and Liberal governments at federal and state level embarked on one of the world’s most aggressive privatisation campaigns. The campaign proceeded with little debate in the mainstream. Qantas, the Commonwealth Bank of Australia, Telstra, Commonwealth Serum Laboratories, Commonwealth Industrial Gases, Commonwealth Oil Refineries, electricity and natural gas supply companies in Victoria, ports and associated logistics infrastructure in most states, state-owned betting agencies in most states, most long-distance and urban passenger railway services, all freight railway services, public transport in Melbourne, most state-owned banks, the Government Printing Service (New South Wales), the Government Cleaning Service (New South Wales), the Government Insurance Office in New South Wales, and Sydney Airport were all privatised.
The cumulative effect of these measures was to increase Australia’s annual productivity growth, especially labour productivity, from less than 1 per cent at the outset of the 1980s to more than 3 per cent by 2000. As firms in sectors across the economy were forced to confront new competition and subject to the profit incentive, whether through removal of government protection or by being placed in private hands, they sought to cut costs, especially labour costs, and to increase profitability. They introduced measures to utilise their new assets more efficiently.
A conceptual example illustrates this process. Consider a private equity group that purchases a major airport from the government. Prior to this privatisation, the airport had been managed by a government body, possibly a ‘government business enterprise’ (GBE). The managers of this body are responsible to a government department, and ultimately to an elected minster. They are required to report their performance each year. What is important to the minister, and what are they required to achieve to be regarded as successful? First, they need to abide by (and in most cases actually spend) their allocated budget. Second, they need to keep the flying public and logistics corporations happy. Third, they need to keep as many employees in work as is feasible, subject to the first two constraints, and probably to keep the relevant unions satisfied.
So far, so good. Now, however, the airport has been privatised and is managed by a group responsible to private-equity shareholders. What must this new group do to be seen as successful? Clearly they must increase the rate of profit on the equity fund’s investment in the airport, subject of course to service-level constraints imposed by the government that sold them the asset. How can the new management group achieve such profit increases? Almost certainly, two processes will be initiated upon taking control of the airport: one to determine how many jobs might be eliminated without unduly breaching the service-level requirements; the other to identify which additional services offered by the airport might now be ‘monetised’, that is, charged for, or charged more for.
The invariable result of these processes is a reduction of employment levels and increase in charges for services such as parking, taxi collection, and landing rights. In economic terms, these changes represent an improvement in productivity: more economic output is generated for less input, especially less labour. And assuming sufficient demand for labour exists elsewhere in the economy, general ‘economic welfare’ has increased, at least statistically speaking.
But note two features of this process, which have important consequences for the long-term impact of privatisation across the whole economy. First, the process is essentially one of utilising existing assets more efficiently, not of creating new assets or capabilities. Some upgrade and capacity expansion may take place subsequent to privatisation, but no more than would likely have taken place under government ownership. Second, productivity gains of this type are essentially a one-off: no process is initiated by which this productivity advance could be made continuous. In order to gain economy-wide, ongoing productivity improvements, ever more ‘privatisable’ assets must be found.
Note also that there is a new cost associated with ensuring adherence to social goals under this type of privatisation. Whereas previously non-profit social goals, such as a trouble-free and pleasant travel experience, had been ensured more or less directly through ownership, control and management, under the new regime such goals need to be advanced by new layers of regulation from outside. These goals must be written into quantifiable and enforceable rules. What had once been established simply as a direct managerial target now needs to be mandated from outside the ownership-and-control entities by laws, regulations and newly created oversight bodies. All these required additional personnel, record keeping, compliance monitoring and, when required, enforcement.
As a result, along with the society-wide productivity gains resulting from privatisation came an offsetting rise of compliance bureaucracy. At some point, as the costs of compliance continually increase and the productivity-enhancing benefits of privatisation taper off, so too do the marginal gains in productivity.
In short, each year such privatisations take place, productivity will likely rise. But as the available pool of assets runs dry, so too do the potential productivity gains. Expressed perhaps too simply, this is precisely what Australia’s productivity data over three decades reflect (among, of course, many other factors influencing productivity): as the sequence of privatisations is initiated, annual productivity growth increases; as the privatisations and other market-oriented reforms taper off, productivity gains return to their pre-privatisation levels.
And, of course, all such privatisations and other free-market reforms that aim to increase productivity create new costs, including social and political costs. People’s lives are disrupted, formerly free services are now monetised, and personal economic security is jeopardised. Whatever the society-wide benefits, these reforms undeniably impact upon the lives of particular groups of individuals. There is a social overhead. Normally, political scientists would predict such burdens would lead to resistance.
Part of what made this aggressive program acceptable to Australians was that it was coupled with an equally aggressive program introducing new social investments. The very same governments that undertook waves of privatisation and market-exposing reforms also offered Australians new economic security. This came particularly in the form of new social insurance schemes, in which risk was pooled and borne by statistically large groups managed by government.
The list of these additional social insurance programs is impressive: universal health insurance was introduced in 1975 (and re-established in 1984), higher education loans from a self-replenishing pool in 1989, compulsory superannuation for retirement in 1992, and national disability insurance in 2013.
Along with these key schemes, Australian governments supported generous minimum wages – at least by comparison to most other developed nations – and commitments to funding education and health initiatives consistent with the path of rich, ageing populations. The labour movement and other stakeholders were included in these ‘consensus’ arrangements, offering long-term benefits to their members in return for wage moderation and active participation, and thus avoiding the direct, ugly confrontations between government and unions that occurred elsewhere.
Taken together, the schemes provide insurance for health, education, retirement, and disablement – four out of the five principal demands faced by individuals that can lead to unexpected or substantial financial commitments and jeopardise their life chances (the fifth being housing, which we address below).
In short, the consensus that increased the efficiency of Australian economic assets in the 1980s and 1990s could only be achieved politically because it also shared risk and mitigated exposure to personal disaster to an extent unparalleled anywhere else in the world. This distinctively Australian ‘markets-plus-social-insurance’ approach became globally influential in the 1990s, as more nations faced the need to make market-oriented reform politically acceptable and socially equitable. But even as its influence spread, the underlying conditions that made it successful in Australia were crumbling.
BY THE EARLY twenty-first century, the limits of the 1980s consensus were rapidly emerging. Just as the previous ‘protection-and-welfare’ Federation Settlement consensus eventually collided with its feasible limits, three powerful forces eroded the economic and social foundations of the 1980s consensus: declining marginal efficiency gains from new rounds of market reform, coupled with escalating political costs of these reforms; declining marginal returns to the population from new social insurance programs, along with escalating fiscal costs; and exhaustion of the fortuitous two-decade economic boom that underpinned government’s ability to fund mounting expenditure.
New iterations of the model were progressively less and less achievable, and even where feasible, less and less effective. Now, Australian governments are caught in a scissor trap between declining marginal benefits of both new market reforms and new social insurance programs, and the increasing economic and political costs of introducing them.
To understand how this has come about, we need to examine what happened during the quarter century in which Australia’s GDP has continuously grown. Through the 1990s, Australia moved from the high-water mark of a liberalising economic reform agenda to the high point of a resources boom. Despite a recession, a change of federal government from the Labor dominance of the Hawke–Keating period to the Howard–Costello years, and the Asian Financial Crisis, circumstances conspired to prevent serious questioning of the 1980s consensus.
The Australian approach became globally influential, shaping the working philosophies of Tony Blair and Bill Clinton. Their third-way policies sought to advance a model of market-friendly, pro-globalisation government that actively invested in education, health, technological innovation and poverty reduction. During the 2000s, Australia transited the peak of the resources boom, through another change of federal government in 2007, to the impact of a financial crisis and global recession from 2008 onwards.
Throughout both decades, the central tenets of the consensus – market liberalisation plus social investment – remained intact. Perhaps the simplest and most persuasive explanation for the absence of any challenge is that the Australian economy had continued to grow. In that sense, the 1980s consensus was successful. Australians enjoy higher incomes than they did in 1991 or 1982. Yet the combined, or cumulative, effects of economic change during this period have not positioned Australia to succeed amidst the global economic conditions that now apply.
In order to understand why, we must examine how the Australian economy has changed during those two decades, and how those changes are related to the influence and limitations of the 1980s consensus. The 1990–91 recession destroyed jobs and capital in certain sectors of the Australian economy and lifted unemployment for a prolonged period, peaking at 10.8 per cent. It also accelerated the structural changes in the economy initiated by the market-oriented shifts of the 1980s, especially as the Hawke–Keating government, in an effort to lift government revenue, responded to recession with further sales of public assets and deregulation of telecommunications. As the 1990s unfolded, GDP growth was fuelled by the rise of professional, business and financial services, alongside the expansion of global trade. One-off productivity improvements arising from privatisations and deregulation joined with the effects of new technologies and working practices, especially the widespread use of computing for business processes and logistics. The social investment reforms of the previous decade, especially compulsory superannuation and loan finance for higher education, fuelled the expansion of the education and finance sectors. The onset of a new global interest rate environment in the mid-1990s encouraged borrowing for private consumption, especially housing. Job growth during this decade reflected the structural shift in the economy, as professional, business and technical services grew dramatically while employment in manufacturing and primary industries shrank.
Most significantly, a boom in prices for Australia’s raw materials exports, driven by the rise of China and India and vast demand from a transforming Asia-Pacific region, opened in the late 1990s and pushed Australia’s terms of trade to a level previously reached only once before. The extraordinary surge in resource prices made possible the auspicious economic climate that underwrote the later stages of the market-reform consensus. Spiralling commodity prices spurred tax royalty payments to state and national governments, which in turn financed new social expenditure programs with little impact on government balance sheets. While many of the consensus’s social programs were billed as pooled insurance schemes, in reality most were underwritten by government expenditure commitments made possible only by rising royalties and taxes derived from commodity exports. Higher resource prices also induced higher investment in mining projects and rapidly rising wages. In turn, these added to rising house prices. And further driving the spiral, surging resource prices pushed up the Australian dollar, which enabled Australian financial institutions to borrow overseas to finance housing investment far beyond Australia’s domestic savings pool.
This influx of investment and revenue largely masked the underlying changes in the structure and capability of the non-mining economy, and created a surge of revenue that the Howard government could use to fund policy initiatives, avoid difficult decisions and secure political agreement. As David Hetherington showed in After the Party: How Australia spent its mining boom windfall (Per Capita, 2012), the Howard government used this windfall in three ways: it was divided between tax cuts, increased spending on government programs and services, and debt reduction. Notably, it was not invested in new capability or capacity.
The Howard government pursued privatisation and deregulation where it could, and its rhetoric espoused a conservative approach to public spending. But the data reveal that it rapidly increased government spending as windfall revenues grew during the boom years of 2001–07, and then cut taxes in its later years, after the tax-to-GDP ratio peaked in 2004–05 at 26.3 per cent.
Howard did not challenge the social investment side of the 1980s consensus, both because short-term fiscal circumstances allowed his government to spend more and because restructuring health, education, welfare or wages was politically difficult.
On only one occasion did the Howard government attempt to restructure the social settlement, and that was through the deregulation of industrial relations – WorkChoices – in 2006. That effort was swiftly and decisively rejected by the public at an election the following year. What Howard and Costello did achieve, however, was to reduce personal income taxes and other taxes (including capital gains) to levels that, once mining royalties declined, pushed balancing the national budget beyond reach.
As a result, the resource boom financed a consumption boom in Australia that far outstripped the investment boom in resource projects. This shift from investment to consumption was entirely consistent with the core assumptions of the 1980s consensus: emphasising the rationality of consumer decisions, the efficiency of competitive markets and the benefits of an ever-increasing market scope. It did make many Australians better off in the short term, including many who in previous decades would have been on the margins of economic security and reliant on the social safety net.
Rising disposable income was an important benefit. But it is striking that most Australians also believed that, despite higher incomes, emotional wellbeing and the quality of personal relationships deteriorated during this period. This is an important clue to social priorities and public concerns, which matched a growing preoccupation around the world with wellbeing and life satisfaction during the 1990s and 2000s, and a consequent growth in concerns about potential negative impacts of economic growth, including inequality and environmental damage.
Over the same period, as public net debt was temporarily eliminated, private debt rocketed. Amazingly, Australia emerged from the once-in-a-century resources boom more indebted than when it entered. Bank lending increased between 1985 and 2015 from just above 20 per cent of GDP to almost 130 per cent. Much of this debt is sourced overseas. The finance, insurance and real estate sector soared as a proportion of the Australian economy. Finance and real estate increased between 1975 and 2015 from 7 per cent of gross value added to 12 per cent, while mining grew only from 6 per cent to 9 per cent; manufacturing declined from almost 20 per cent to 7 per cent. Finance sector profits increased from less than 1 per cent of GDP in 1985 to more than 5 per cent in 2015. The finance sector now makes up almost half (47.5 per cent) of the ASX200’s entire market value.
The resources boom enabled this debt accumulation by underpinning a high Australian dollar and encouraging an influx of cash into Australia. This was further magnified after the 2008 financial crash, as Australia came to be perceived (temporarily) as a safe haven for investment and lending.
The data reveal that the private debt accumulated by Australians is largely for housing, and largely foreign. Australia has the world’s highest ratio of housing debt to total lending (54 per cent compared to, for example, 16 per cent in the US, 20 per cent in France, 40 per cent in the UK and 14 per cent in Hong Kong), and the world’s second-highest ratio of mortgage debt to GDP (at 99 per cent, behind only Switzerland, whose debt is primarily domestic, not foreign), and among the world’s most overpriced housing.
As a nation, Australians took advantage of favourable circumstances to shift investment from new industries and businesses towards driving the price of existing houses to giddying and obviously unsustainable heights. This is perhaps most obvious outside large cities: every city in the Anglo world (the US, Canada, the UK, New Zealand, Australia) with a population less than 100,000 and house prices above five times median income is in Australia. But because the economic consensus focuses only on its own central ideas – efficient markets, reduced public liability, private consumption and government spending focused on social priorities – the cumulative economic impact of this run-up in private debt has been largely ignored.
This approach – in effect a national economic strategy dedicated to housing – has some manifest drawbacks. Dizzying levels of mortgage debt place the nation at risk in the event of a downturn in housing prices, and housing is, in an economic sense, largely unproductive. Privately owned housing is either direct consumption (owner-occupied) or speculative investment (rental returns are below interest rates, implying that buyers are hoping for future capital gains to make the investment pay). The limits of a national development path reliant on debt-financed consumption and unproductive investment should be obvious.
Of even greater concern is that Australia’s productive base outside of mining actually narrowed or declined over this period. Exports were concentrated into mining. Rising wages and currencies hollowed out domestic industry. For two decades, the impact has been masked by mining investment, rising house prices and associated transactions, and by escalating government expenditure.
One of the most worrisome effects is that lop-sided lending for private housing has diverted finance away from business investment, which could be devoted to the development of new products, services, infrastructure and jobs in non-mining sectors. In spite of resource boom finance, housing finance increased from less than 25 per cent of credit outstanding in 1990 to more than 60 per cent today; business lending declined from near 65 per cent to less than 35 per cent over same period. (Finance for new houses declined from 35 per cent of new commitments to 15 per cent today.)
AUSTRALIA’S MORE RECENT history of political and policy turbulence reflects the uncertainty and unpredictability of the economic environment of the last decade. Awareness of new challenges on the horizon was a major factor behind a change of government in 2007, after more than a decade of political dominance by John Howard’s Coalition. The incoming Rudd government felt unable to challenge or reverse the late Howard tax cuts, and maintained the recently established tradition of promising both economic deregulation and increased social investment, in the hope that short-term revenue would cover the cost, and that over time new sources of growth would emerge. Rudd’s early agenda pursued policies designed to increase human capital through education, business growth through fast broadband, workforce participation through health and welfare reform, wider productivity growth through increased infrastructure investment, and greater resource efficiency through carbon pricing.
These new policy directions were derailed in 2008, when the global financial crisis and ensuing recession scythed through the financial system, crushing consumer and business confidence and, along with them, tax revenues. Paradoxically, Australia’s very success in averting recession in 2009 reinforced the expectation that continuing with the existing consensus was the only possible path. Although leadership instability in the Rudd and Gillard governments focused attention on the individuals at the top of government, tensions and conflicts originating in the contradictory impacts of the global crisis were much deeper and more influential.
The first of these was the need to prevent a recession and a large spike in unemployment. Second was an imperative to continue ambitious investments, from a national broadband network to carbon pricing, school and hospital funding agreements, the National Disability Insurance Scheme, and road, rail and port projects. Third was the need to address the consequences of the resources boom for the wider economy, and plan for the tapering out of that boom. Fourth was the pressure to manage international relationships effectively, especially with China, the US and the Asia-Pacific region, across strategic, military, economic, and environmental pressures. Fifth was public finance, and the expectation that the Commonwealth budget would be returned to surplus and levels of public debt reduced.
In the political battles of 2010–15, these tensions surfaced repeatedly, as different leaders and different governments struggled to achieve a workable synthesis. Continuing the tradition of previous Labor governments, the Gillard government moved further towards both economic liberalisation and new social investment, but was repeatedly set back both by political conflict and the Australian economy’s failure to revert to ‘normal’ as expected, especially in tax revenue.
The Gillard government undertook some significant budget measures by creating new levies for disability insurance, means testing the private health insurance rebate and finding budget savings to offset its new spending commitments in the short term. And, of course, it implemented a carbon price, aimed at reducing carbon emissions as GDP and jobs continued to grow, a goal that was achieved between the scheme’s implementation in July 2012 and its repeal in July 2014. Gillard also laid the foundations of an extended social safety net via the National Disability Insurance Scheme, the Gonski school funding reforms, new mental health services, and welfare partnerships designed to reduce social exclusion and increase workforce participation.
The Gillard government could not resolve the tension, however, between pressure for economic liberalisation through free trade, tax cuts and deregulation, and the relentless insistence on public spending commitments for social investment priorities while simultaneously returning the budget to surplus within a few years, as it committed to doing in 2010, following the financial crisis of 2008–09. The result was that it was unable to progress these policy commitments while also restoring the budget to surplus, unable to find a widely acceptable approach to business and personal tax reform, and unable to create sufficient time or political space for itself to demonstrate that its approach was actually maintaining relatively healthy levels of GDP and employment growth.
One reason for this was that almost any time the question of financing of public spending commitments through redistributive measures was raised, the possibility of such change was rejected in vitriolic terms, often from within Labor’s ranks. The precedent for this tone of debate was set by the response to the Rudd government’s mining tax proposals, and was enthusiastically maintained by a series of stakeholders and political players.
The Abbott government blamed its predecessor for every perceived failure, while acting in a way that magnified the same contradictions. Abbott and Hockey appeared genuinely surprised when growth did not spontaneously jump back up to ‘normal’ levels as a result of them simply being elected. Spending, deficit and debt were all significantly higher after two years of Abbott as prime minister, but employment, business confidence and forecast GDP growth were all weaker. Abbott’s attempt to address the impasse through the 2014 budget – a proposed reduction of the social safety net – was swiftly rejected by the public, in the same way that Howard’s WorkChoices policy had been in 2007. That failure to mount a convincing public rationale for radical changes to health, education and welfare funding, and a consequent inability to move key policies through the Australian parliament, precipitated Abbott’s downfall.
The more lingering issue to emerge from this short-term failure is persistent confusion between ‘cutting public spending’ and ‘economic reform’ in the current political vocabulary. Capitalising on the mistakes of the Rudd–Gillard period, Abbott attempted to equate the task of eliminating government budget deficits with that of achieving a strong economy that would grow sustainably. His proposed budget measures met resistance because Australians remain attached to the values forged at the moment of Federation – a social safety net and its egalitarian roots – and fear being cut adrift by government during a period of economic uncertainty. The Abbott government signed major free trade agreements with China, Korea and the Trans-Pacific Partnership, and sold Medibank Private – extending the narrative of the current consensus. But little evidence can be found that these measures on their own will create significant growth or jobs in the Australian economy. Indeed, a World Bank analysis showed that the Trans-Pacific Partnership, the biggest free trade deal, would contribute virtually no benefit at all to the Australian economy.
Scott Morrison, Joe Hockey’s successor as federal Treasurer, has continued the same confusion. When he took the job he declared that Australians wanted to see the national economy grow and create jobs, and the federal budget returned towards surplus, while at the same time protecting the framework of social service and support. Morrison and Turnbull have demonstrated a grasp of the current consensus that Abbott and Hockey tried to assume away. But, like them, they show little sign so far of knowing how to resolve the underlying conflicts.
As Prime Minister, Malcolm Turnbull has struck an intentionally more moderate tone than his predecessor, and sought to grasp the mantle of the future by emphasising the central importance of innovation to Australia’s economy and encouraging social partners, including the Australian Council of Trade Unions and the Australian Council of Social Services, to join in discussions designed to encourage a sense of ‘consensus’ about future ‘reform’ (a method also used consistently by Julia Gillard as prime minister). But his government is mired within the same constraints as its predecessors. While Turnbull has gestured towards new sources of economic and public policy dynamism, he has not yet indicated a path to more substantive policy solutions. The prevailing assumption that ‘innovation’ will be driven across the economy by digital technologies and the ‘start-up’ of new entrepreneurial firms does not come close to being an economic strategy.
A FINAL FACTOR highlights the exhaustion of the prevailing consensus: its inability to respond to public concern about growing inequality of wealth. Australia’s 1908 settlement limited income inequality through both the wage-setting system and welfare. These egalitarian economic foundations have roots in the distinctive way in which Australia’s settlement required the distribution of economic assets and opportunities to working people and small-scale entrepreneurs. The result was that income inequality was contained throughout the twentieth century, and rising disposable income distributed relatively evenly across the population.
Yet the 1980s consensus, despite its period of GDP and income growth, has been accompanied by mounting inequality of assets (capital wealth), which both constrains the economy’s performance and undermines Australia’s social settlement. This change is in line with the global trend during the same period. Both Margaret Thatcher and Tony Blair ignored the accumulation of wealth by a small percentage of the population, while the globalisation of markets and financial systems accelerated the growth of inequality and the private returns to asset ownership and speculation.
As anxiety about the effects of growing inequality has risen around the world, Australian policy debate has paid little attention, on the grounds that its record of economic growth and social investment made such concerns redundant, as long as policies to address the needs of the most disadvantaged Australians – the 10 or 15 per cent who are comprehensively marginalised from opportunity and wealth – are properly advanced. Again, Australia’s performance through the global financial crisis encouraged the view that the contrasting fortunes of different wealth deciles and generational cohorts evident in other countries, from Greece to the US to Spain to India, did not apply in Australia – a country where the ‘fair go’ meant that it was worth encouraging everybody to ‘have a go’.
The impacts of the global recession – falling most heavily on those with fewest assets – and the policies designed to recover from it, have exacerbated these pressures. At the same time, the economic explanation and critique of widening wealth inequality has sharpened and hardened. The results of asset inequality are impossible to ignore. Recent statistics show that wealth inequality is higher than ever before in Australia, and the wealthiest fifth of households hold nearly two-thirds of Australia’s net wealth. Housing wealth, not surprisingly, plays a considerable part in this picture, as does the ability of wealthier Australians to use the superannuation system to increase their wealth. One and a half million Australian households now own more than one residential property, while two-thirds of those under thirty rent their home.
With real wages stagnating this issue will resurface, driven again by the desire of Australian voters for economic security. Australia is not immune to the global forces that have increased returns to capital relative to returns to labour, leaving millions of workers facing a decline in real living standards and highlighting their over-dependence on share market and housing price increases for income security. Without sources of employment that can contribute to sustained productivity growth and export income, it is difficult to see how the long-standing expectation of continuously improving real wages can be met.
Escalating inequality is not only undesirable from a public-interest perspective and in conflict with the values held by most Australians, it also reinforces a tendency towards over-concentration of risk and reward in the wider Australian economy. As economic rewards become concentrated among relatively small groups of owners and administrators in a small number of mostly transactional sectors (real estate and superannuation in particular), management, productivity growth, innovation and long-term dynamism are retarded.
Long-term economic development and growth is supported by institutions that distribute opportunity and reward as widely as possible to make hard work, creativity and risk-taking worthwhile. Extractive regimes, which allow the capture of productive resources by smaller, dominant groups, encourage both inefficient practices and social unrest, returning societies towards instability and political conflict on a regular basis. In that sense, Australia’s earlier history, combining British institutions with new levels of egalitarianism and therefore including a wider spectrum of society in the incentive to work, invest and innovate, helped to explain its economic success in the nineteenth century.
The more recent twin booms in mining and housing, and the policies that have encouraged them, have concentrated risk and returns in small segments of the economy – rewarding those in the right place at the right time – and limited the flow of investment and opportunity towards a wider range of activities that, over time, would increase output and growth.
This tendency towards over-concentration of assets in the hands of a few reinforces the drift towards inequality and systemic risk. Returns increasingly take the form of economic rents to those who possess capital assets and can access global financial markets. Social and economic risk is concentrated increasingly among those in the Australian population with the fewest resources and capabilities, who are pushed out of employment, nudged to the edge of cities, seduced into over-priced debt and services, and end up bearing the brunt of disability and ill-health.
Yet the 1980s consensus has almost nothing to say about the forces driving global wealth inequality, or how to respond to it. Because it is reliant on the idea that the expansion of liquid markets is the only pathway to greater economic output, it cannot acknowledge or explain a dynamic in which the workings of ‘free’ markets generate and reinforce inequality.
This assumption – that ‘free’ exchange is what creates economic value – lies at the root of the push towards deregulation and liberalisation. It is shared across both sides of politics, among bureaucrats and members of parliament, journalists and academics. Under this assumption, the goal of economic reform should be to create more free-flowing markets, removing the peculiarities and distortions of specific geographies and institutions. But this account cannot address the fact that growing inequality produced by the operation of markets will, in turn, unravel the social cohesion the 1980s consensus was designed to maintain, and over-concentrate wealth and power among sectors and institutions whose vested interests then become barriers to economic vitality and development.
As a result, the narrow groups earning most from the largest firms and funds in the Australian economy cannot avoid developing a vested interest in the economic status quo, which steadily increases their incentives to ignore, discredit and undermine proposals that challenge that status quo.
MAINSTREAM ECONOMIC POLICY debate in Australia is now limited almost exclusively to two questions: how to finance the state, and which sectors might be deregulated next to goose up productivity. These are issues the ‘market-and-insurance’ consensus permits to be considered ‘real’ and ‘important’. They are allowable within the ‘government-as-rule-maker-and-umpire’ framework. Which taxes might be increased incrementally, which services trimmed to close the government’s budget deficit gap, and which markets might be exposed to further open competition dominate newspaper columns and earnest Canberra-based conferences. Various schemes are proposed and tossed back and forth. Nothing much emerges year after year.
In reality, neither is particularly impactful or important. Australia could readily solve any budget deficit problems with what would be by international standards relatively small increases in a choice of taxes. Public debt in Australia remains low, again by international standards. While the volume of policy commentariat discussion might suggest otherwise, Australia faces nothing like the scale or depth of public finance over-commitment of Europe or the US. Nor is it likely to.
The public debt challenge in Australia is, if anything, political rather than economic – a matter of public awareness. As soon as the Australian public is convinced government budget deficits are a genuine problem, and accepts the need for tax increases or service reductions, relatively small steps in either direction will readily solve the ‘problem’. Similarly, some fields are certainly available for deregulation, but the overall productivity impact of these marginal sectors will likely be small.
As a path to economic growth and development, however, public finance and market deregulation reform offer little remaining promise. The highest impact, and politically easiest, market-exposing reforms were implemented twenty years ago – the next generation of reform in the same vein offers only smaller and smaller gains at higher and higher political cost.
This is particularly noticeable as market-oriented reforms move from capital markets to product markets to labour markets. Labour market reform always looms as a threat to long-established working conditions and living standards, and is always vulnerable to portrayal as an attack by the wealthy on wage earners. It is therefore difficult for conservative governments and impossible for Labor governments. Similarly, new generations of social insurance schemes benefit smaller sub-groups within society, usually at greater per-individual cost.
These two shifts – less return and greater financial and political cost – go a long way to explain why the market-oriented consensus is reaching its natural limit. As policy debate remains mired in the same old arguments and appears to be going nowhere, media commentators call for greater ‘courage’ from politicians. By ‘courage’ they mean politicians should enact reforms that are unpopular but allegedly good for the nation in the long run. For most politicians it is an unappealing formula, especially when the same journalists also punish those politicians relentlessly for ‘poor judgment’ and weakness of character when they become unpopular. Not surprisingly, the calls for more ‘courage’ and ‘daring’ usually fall on deaf ears, and are more attractive from opposition than government.
In any case, the prescription rests on the assumption that only political cowardice is standing in the way of implementing deregulatory economic reform that would deliver prosperity if it were enacted. The ingrained assumption is that deregulation will automatically produce greater market efficiency and better economic outcomes, and that lower taxes and a smaller share of GDP as government spending are inherently better and more efficient.
In reality, Australia’s failure to achieve a decisive policy direction in recent years is a sign that the status quo is not meeting the needs or expectations of the community and that the institutions of government are trying to reconcile conflicting pressures within a framework that is too narrow to allow successful resolution. Remove the consensus-blinding glasses and other much bigger and deeper issues emerge. Australia’s economy exhibits two distinctive features that make it an outlier among developed nations: an export portfolio overwhelmingly concentrated in unprocessed raw materials; and one of the world’s highest foreign private debt ratios, mostly devoted to housing. Overseas, these are widely regarded as clear and present dangers to the future of Australia’s prosperity. The dominant Australian consensus, however, excludes either from being regarded as problematic. Neither is seen in Australian policy-making circles as particularly worthy of comment, let alone priorities to be altered. This exclusion from visibility is a striking example of the way in which a consensus so dominant as Australia’s can create blind spots that block debate and action on national problems until too late.
These two distinctive features are interrelated, and together pose severe long-term challenges to Australian policy-makers. Twin booms in resources and housing have underpinned the market-and-social-insurance consensus, making it appear to deliver larger and easier returns than it actually has. At the same time, the twin booms have made more Australians dependent on private credit and speculative increases in asset prices for their future income, and made it more difficult for non-mining firms to secure investment, skilled workers and growth. The reversal of these booms will frame the next generation of economic challenge for Australia and the emerging new consensus.
CAN AUSTRALIA FIND its way into a new framework for sustained prosperity? Not all of a nation’s sectors must be globally exposed and export focused for an economy to thrive. In the long run, however, all nations need a sufficient scale and diversity of competitive, dynamic sectors capable of innovating to take advantage of new opportunities and earn export dollars. Equally, the sectors that are more domestically focused on providing services and meeting local needs must also be capable of adapting to meet changing social demand. Both elements – dynamic, export-earning sectors in the traded economy and adaptive, service-based sectors that may be more labour intensive but remain both affordable and effective – are essential for the long-term performance of the economy.
Given the depletion of the 1980s ‘market-and-social-insurance’ consensus, the next consensus must be based on a shift to dynamic capability. Australia’s policy consensus needs to move from targeting static, one-off efficiency reforms to dynamic, capability-enhancing investments.
Each element of this transition is important: static to dynamic; efficiency to capability enhancing; reforms to investments. Capability allows for better performance of the tasks that matter in economic competition, and dynamic capability incorporates an inbuilt pathway to improvement. With investment in dynamic capability, productivity increases sustainably and cumulatively over time. Prior investments set the stage for subsequent.
The framework for the new policy consensus ought to be a deep understanding of Australia’s actual and potential comparative advantage and their implications for policy. Economic capability is the essential foundation of comparative advantage.
A move to dynamic capability as the goal of economic and social policy would imply a large shift in political thinking and policy-making for Australia. Proponents of the current consensus will query why such a task should not simply be ‘left to the market’.
To answer this obvious question, we must recognise that ‘the market’ is the realm of transactions, not of capability, even in the private sector. The term ‘market’ is commonly employed in Australia loosely when what the speaker has in mind is ‘private sector’. ‘Leave it to the market’ often means ‘leave it to the private sector’. This broad usage of the term reflects the subconscious dominance of market thinking in the current consensus. But ‘market’ and ‘private sector’ are far from synonymous.
The market is a space within which transactions and exchange takes place; the private sector is composed of economic actors, most of which are organisations or institutions – small businesses, large businesses, families and business networks. While interactions among economic actors commonly take place through a market, by no means is it true that the market establishes goals, allocates resources, determines behaviour, undertakes productive activities or monitors outcomes. These tasks, even in the private sector, are undertaken by groups of human beings who discuss, debate, deliberate and decide. And, ultimately, these are the tasks that matter in creating prosperity.
The market might be thought of as equivalent to the rules in a football game and their enforcement by umpires, and the private sector as the players and teams. Changing the way markets operate, for example by deregulating, no more creates new economic capability than changing the rules in football makes any player or any team better at running, passing, tackling, strategising or kicking goals. Improving the ability of teams to play the game is the outcome of deliberate investment of resources and effort to identify and secure talent and to increase the capacity of individual players and improve the ability of individuals to co-ordinate their activity under pressure. This is the vital role of list managers, trainers, analysts and coaches. It requires acquisition of the best equipment and constant striving for improvement. Changing the rules or their implementation might put teams under pressure to play in different ways, but it does not enable them to do so.
The new consensus for Australia needs to be based more on improving the ability of the nation’s industries to play the game, and making sure they compete in the right game at the right levels, than on new rule changes. It ought to also be based on recognition that Australian teams need to compete with others from around the world, not only those at home.
Government will need to move from seeing itself solely as a rules committee or umpire towards understanding the part it can play in helping Australia’s firms and industries acquire the capabilities to succeed in competition. (Just to assuage the fears of market loyalists, this no more implies governments should play the economic game on behalf of firms than coaches should run onto the football field and substitute for players.)
The concepts of economic capability and comparative advantage go hand in hand. Comparative advantage provides the discipline that guides the nation to allocate its resources to the fields that can gain the most productive return. And allowing the law of comparative advantage to operate provides the best defence against the inherent tendency within government towards bureaucracy and administrative centralisation.
What the law of comparative advantage actually says turns out to be quite different than what many think it says, even those educated in economics. Never expressed better than in 1817 by its originator, David Ricardo, the theory states that nations should concentrate economic resources into their most efficient industries, and trade with others to obtain products not able to be produced as efficiently at home. A radical implication is hidden in this apparently simple statement: even if one nation is more able than another to produce many or even all types of goods (Ricardo gave the example of England with textiles and Portugal with wine), but relatively better at one than the other (Ricardo pointed out that England was more productive in textiles than wine), both countries would benefit if they both specialised in the industry that enjoyed relative advantage at home. Ricardo concluded that both England and Portugal would be better off if England produced all the textiles needed by the two countries and Portugal all the wine. The idea is to allow free markets to allocate resources to the sector(s) in which a nation has a relative productivity advantage and then trade freely to enjoy the benefits. In turn, if untrammelled, free trade nudges the economy to concentrate on its comparative advantage.
This proposition has had enormous influence in economics, and is perhaps the single most powerful idea in the entire field. It is taught to every undergraduate and reproduced in every introductory textbook. It has all the hallmarks of a great theory: non-obvious, logically irrefutable and with sweeping implications. Comparative advantage stands today at the core of the free trade ideology that dominates public discourse about Australia’s future. Advocates of the static market-exposure consensus have interpreted this theory to propose that Australia stop trying to produce goods or services in which we lack a relative advantage − say, manufacturing and tradeable services − and focus instead on exporting those in which we do, namely resources. And that’s exactly what the Australian economy has been doing in recent years: narrowing towards reliance on resources, largely with the support of official policy. As the burden of protection increased in the 1970s, with a long-term decline in resource- and farm-based global commodity prices (relative to the price of imports), Australia’s manufacturing and service industries were generally incapable of competing globally. They had not built a comparative advantage – unsurprisingly, since they were never intended to. The progressive removal of tariffs in the 1970s and 1980s dramatically shrank the trade-exposed portions of manufacturing and services. Manufacturing declined as a share of gross domestic product, from a high of 28 per cent in 1956 to less than 7 per cent in 2015; and of employment, from a high of 28 per cent in 1954 to less than 8 per cent today. In recent years, the narrowing of Australia’s economy, especially its export portfolio, has accelerated. Today, the nation’s exports are more dominated by resources than almost ever before. Minerals alone accounted for 59 per cent of merchandise exports in 2015. This concentration in resources is in marked contrast to any other developed country, even other resource-rich nations such as Canada that have broadened their economies and exports.
Yet, despite its logical power and promise of a reliable path to superior economic performance, this static interpretation of comparative advantage has always struggled for supremacy in Australia. Over the course of Australia’s economic development, this view of comparative advantage has repeatedly been dethroned by another proposition: that rather than narrow its focus to resources, Australia should broaden its economy, using its natural resource advantages as a platform from which to build other sectors.
Australia is so obviously blessed by a compelling comparative advantage in resources, why would it bother to invest in anything else? The answer is that as a guide to the economic future, and policy-making to shape the future, static comparative advantage theory turns out to be fatally flawed. As a snapshot fixed in time, and limited to the economic sphere, it is beyond reproach. Examined over time, however, it ignores three vital dimensions of economic development: differential industry growth, technological improvement, and the divergent social consequences of concentration in different types of economic activity. Amazingly, in its original and static Ricardian form, the theory of comparative advantage actually ignores economic development entirely − including the vital issue of the origins of comparative advantage itself.
These three dimensions present serious problems for any policy based on implementing comparative advantage: they all demand a shift from one-off static advantage to cumulative dynamic advantage. First, industries tend to grow at very different rates as societies mature and develop. As nations emerge from poverty, demand for meat grows faster than for rice, it then tapers off once citizens can afford to eat their fill; demand for automobiles similarly at first grows faster than for bicycles, then tapers off, before (in the richest countries) reversing, as citizens place a premium on fitness; demand for televisions grows faster than for radios. These differentials suggest a potentially big problem for nations specialising in their field of natural comparative advantage. Even taking Ricardo’s own illustration, history shows that as Europe emerged from the centuries-long grip of poverty, demand for England’s textiles grew much faster – by up to five times – than did demand for Portugal’s wine. Clothing is much more ‘income elastic’ than wine; as people broke free from poverty they bought many more sets of clothes than they did casks of cheap wine. The result was that by specialising in their respective comparative advantages, Portugal’s economy stagnated, growing only as fast as population, but Britain’s soared. It turns out that precisely which products your economy specialises in and enjoys comparative advantage for matters a great deal. The East Asian nations that have improved so dramatically in recent decades have done so by specialising in fast-growing manufacturing sectors, not slow-growing traditional parts of the economy.
Second, as with growth rates, industries manifest very different technological potentials over time. England’s textile producers spectacularly increased their output during the industrial revolution by introducing new machines and new techniques, driving productivity to hitherto unimagined heights; Portugal’s wine makers, by contrast, were forced to continue growing grapes and pressing juice from them, with only marginal increases in output over time. This effect is even more marked today, with huge disparities in average technology-driven productivity growth rates among industries, particularly in the fields closest to the twin revolutions of information technology and biotechnology.
Third, and perhaps most importantly, different industries bring divergent social consequences. Some industries generate more equality and greater opportunity for workers by relying far more on labour than machines or software. These usually drive higher skills and learning and allow wages to capture a much greater share of value added. Others bifurcate into a small number of high-wage employees and a great amount of technology. Some provide opportunity for a wider range of the population to build wealth; others tend to concentrate wealth in equity owners. In precision engineering and specialty chemicals, wages account for two-thirds of value added, and the operating surplus (from which equity holders draw their return) accounts for a mere 6 per cent. By contrast, in computers and life sciences, wages account for only 11 per cent and 7 per cent respectively of value added.
The conclusion is that the industries a society specialises in can exert an important influence over the type of society that emerges: its relative equality, its social cohesion, its propensity for democracy and even its ability to sustain such intangibles as personal self-respect and the arts. The English textile industry created new classes of skilled workers, managers, fashion designers, equipment engineers and dye chemists, all of whom were well rewarded for their skill and experience. The industry further supported a network of educational, technical and scientific institutions, which in turn spawned further technological advance. The textile industry also demanded increasingly sophisticated and complex machinery, which led to the birth of other industries, in a virtuous cycle. The Portuguese wine industry, with its time-honoured – and massively unequal – mix of peasants, winemakers and rent-extracting landowners, needed and generated little external support.
Indeed, it can be argued that the textile industry was important not only for creating the wealth that made England the richest country in the world in its day, but also for laying the foundations for the broadening of democracy to the majority of the population, and the flowering of science and the arts in eighteenth- and nineteenth-century Britain. Portugal’s wine industry offered no such potential. In general, a society dominated by industries in which artisans and small enterprises are the natural form of economic organisation (textiles) can be expected to develop a very different character to one in which a single wealthy and powerful landowner employs the other members of society (Portuguese winemaking), or in which most people work for – or receive income without work from – the government.
Had the eighteenth-century Portuguese been able to divine the future, they would have been much better off ignoring Ricardo’s advice and imposing a prohibitive tariff on English textile imports, giving their own textile industry a chance to survive and potentially even expand.
The proponents of static comparative advantage and free trade might respond that Portugal’s citizens would have seen their living standards lowered by any such decision, and that in any case England might retaliate with a tariff on wine. They would be right. Residents of Portugal would have had to put up with lower-quality and probably more expensive clothes, and would likely have sold less wine. But in Ricardo’s example, there was no other way for Portugal to escape what became its fate over the next two centuries.
Without deliberately setting their sights on industries outside their existing comparative advantage but possessing future potential, Portugal could not develop. And indeed, no country has broken the grip of underdevelopment without ignoring the static version of the theory, at least as it was traditionally understood. The US in the nineteenth century, Japan in the twentieth, Europe after World War II, East Asia in the 1980s and 1990s, and China today: all nations that have developed have done so contrary to the precepts of static comparative advantage. Far from being a guide to good policy for aspiring nations, the theory has been a poverty trap.
IN THE PRINCIPAL industries that have driven economic development over the past two centuries – manufacturing and services – comparative advantage is not static but created, not endowed by nature but by human effort, ingenuity and organisation. Comparative advantage can be brought into existence by deliberate investment and sustained commitment. This recognition makes all the difference. Because the theory in Ricardo’s form is mute on the origins of comparative advantage and how it changes over time, it offers no guidance to how it can be constructed. Instead of insisting that nations stick to what they start with, we should ask how comparative advantage is created and what can be done to change a nation’s destiny.
The real reason most proponents of the ‘market-exposure-efficiency’ consensus espouse a static view of comparative advantage and free trade has nothing to do with economic theory; it stems from political judgment. Adherents of the prevailing consensus fear that conceding the possibility that comparative advantage might be created by the tools of government policy – tariffs, quotas, import prohibitions, low-interest loans, tax exemptions, subsidies, targeted education, government-funded research and development, military spin-offs, to name but a few – will open the floodgates to government-mandated protection for monopolies that have no hope of ever standing on their own feet. They worry that government will be captured by special interests, and industry policy will become merely a cloak for the kind of inefficient and expensive government-connected industries that are so common in the Third World. They commonly fear that democracies are especially prone to such capture, and that rather than building the industries of the future the slogans of ‘nation building’ will merely shelter dinosaurs.
But if it’s true that comparative advantage can be created deliberately, and that a vital part of that deliberate creation is government action, then those nations that are best able to focus their resources on building comparative advantage in the most favourable sectors will prosper and leave others behind. The ability to conceive and implement strategies at the national level will become vital to the success and failure of nations.
This poses a great challenge to Australia as it attempts to move beyond the 1980s consensus, in which ‘market efficiency’ is the only rational or defensible way to allocate economic resources and direct long-term effort. Because the market consensus has regarded the role of government as limited to neutral rule-maker and enforcer, diligently hunting down and eliminating sources of ‘rent-seeking’, Australian political institutions and the venues that house policy discussion have almost entirely shed the capability to analyse, formulate and implement strategies at this level. The consensus holds that it would be entirely improper for policy-makers even to consider these issues, and most of the questions raised in this article are rendered invisible and ignored.
The temptation to rely only on nature-based comparative advantage, to the detriment of human-created advantage, is strongest in resource-based economies. These societies commonly develop political institutions and an associated policy culture that reinforces that dependence. Australia’s ‘market-efficiency’ consensus is a distinctive form of such a culture. Resource-rich societies tend to come in two variants: either the resources are privately controlled, usually by a shrinking number of larger companies, or the government gains control, ‘redistributing’ the wealth to a wider or narrower swathe of the population. In the long run, even if successful – and there are many examples of failed resource-exporting nations – neither offers an attractive future. While privately controlled resource-rich nations may enjoy high average incomes, the average almost always disguises a bifurcated population: a few rich who own or are employed by the resource-extraction industries, alongside many poor who aren’t, with little in between. The all-important middle class is absent, and with it the economic and social bulwark of democracy and opportunity. Government is usually captured by the resource owners. And resource industries have traditionally proven to be weak multipliers of income and opportunity across society. In particular, they provide few opportunities for education- and skill-based advancement, and almost none for entrepreneurial achievement (outside of a very few exploration and service companies, usually critically dependent on connections with government and the large companies).
It is not an attractive picture. Fortunately, however, this is the least likely scenario for Australia. Most Australians would strenuously resist such an outcome, and the long-term strength of its democratic institutions would almost certainly prevent the nation evolving into a kind of Saudi Arabia Down Under. Much more probable in Australia, given the nation’s history and social expectations, is that government will incrementally expand its control over the resource industries, seizing an ever-expanding share of the proceeds. Around the world, from Russia and Brazil, through Norway and the Middle East, this is the model towards which resource-rich nations have gravitated. It is the one that fits best with the long-term Australian commitment to government as a guarantor of living standards, welfare and economic risk-bearing.
But following this path would also mean fewer of the well-paid, skill-intensive jobs that are elsewhere found in manufacturing, advanced services and other non-resource-based parts of the economy. What would such a government-dominated society look like? As government is able to provide for its citizens more and more directly, its share of national economic activity would inexorably expand, and with it the dependence of the citizenry on government for economic wellbeing. The result would be a society in which the ability to undertake a task effectively is less important than getting along well with government, a society in which politics dominates self-reliance, a society with less institutional, intellectual and corporate diversity. It’s ultimately a society in which the citizens are infantilised, as they remain lifelong mendicants of government. This can occur directly, with a growing proportion of the population dependent on government payments (in Tasmania, a third of households now have as their sole or primary source of income a Commonwealth Government payment), or indirectly, with a rising proportion of the population employed by government or government-owned entities.
Could Australia use its nature-based comparative advantage to avoid – rather than fall into – this fate? It did in the past, through tariffs and domestically focused manufacturing. But that will not work in the future. With vastly improved freight to reduce import costs, and dramatically cheaper manufacturing in China and elsewhere, the cost gap of any attempt to resurrect the Federation Settlement and manufacture most items in Australia would be prohibitive. That path, in practical terms, is blocked. Any simple-minded reintroduction of tariff protection won’t achieve the aim of building comparative advantage in desirable industries. It will breed non-capable industries, possessed of comparative disadvantage, sheltered behind ever more expensive walls.
OTHER PATHS TO development are available to Australia in the twenty-first century, based on different combinations and concentrations of industry sector, technology, capital and skills, and building on historical endowment. But any sustainable path that maintains both economic vitality and high social investment will not be achieved by market forces alone, or by following a static, nature-based definition of comparative advantage. Instead, the new consensus must focus on capability creation through commitment, investment and learning. Australian communities, institutions and governments must themselves develop the capability to do this. It will not be easy.
But Australia has successfully done it before. The shift from the 1909–79 Federation Settlement consensus to the 1980s market-oriented consensus meant overhauling each of its elements, and these overhauls were actually not as dramatic as many believe. Ongoing commitment to Australia’s fundamental social values limited the reach of market ideology. The White Australia Policy was transformed into an educated-migrant policy; needs-based wages became award wages based on industries’ capacity to pay; tariff-based manufacturing became tariff-free market competition; revenue equalisation was largely maintained, with some increase for certain states from mining royalties; social welfare became social insurance (but with a substantial subsidy from general revenue).
Can the equivalent shifts take place today?
One necessary condition for creating a new consensus is the shared acknowledgement that a shift is needed: that continued adherence to the status quo will not get us where we want to go. Some signs suggest that this realisation is dawning across different parts of Australia and its institutional elites. And rather than demanding that a fully formed version of a new consensus be developed and unveiled overnight, a second requirement is that individuals and organisations join an open, robust process of discussing, debating and learning from trial and error focused on how to realise the central goals and ideas of a new strategy. Informed accounts of the 1980s confirm the importance of this process in establishing the success of that consensus – a process of shared problem-solving that developed ideas collectively and tested them in practice.
An equivalent process is needed today.
Unfortunately, media coverage of economic issues is unlikely to be of much assistance. The media rarely focus on economic capability, but tend to dwell instead on eye-catching stories of managerial blunders or power struggles, mergers, acquisitions, business cycles, currency exchange and interest rates, taxes, or fluctuations in energy prices. None of these is fundamental. They can at best be thought of as contributing to shallow capability: short-term pricing and cost issues. Shifts in exchange rates, tax levels and interest rates might buffet companies’ business and financial performance, inflating or deflating earnings for a year or two, but they are surface phenomena. Underlying the dramas that surround these topics are the permanent or enduring factors that determine sustainable prosperity.
Because the media focuses on the shallow factors, so too often do political leaders, ignoring the deep capabilities that develop more gradually and last longer. These include accumulations of strategic resources and proprietary knowledge, which demand organisational routines and employee commitment for their realisation and in turn enable superior problem-solving. Deep capabilities, then, are those aspects of the economy that are difficult for others to emulate and support ongoing gains in competitiveness.
A change in direction is possible, as Australia and other nations have shown before. Political parties and their leaders can respond to incentives and encouragement towards deeper, longer-term policy thinking. Media commentators who determinedly deny inconvenient facts can be checked by high-minded challenge and even humour.
The essential foundation of a new consensus is ultimately that it reflects what the wider Australian community wants its political economy to deliver.
IN THESE LAST sections, we will outline what should be the central focus of a new consensus, and sketch the main roles of key institutions and players in a new settlement. The focus arises from three characteristics of economic capability that, when combined, exercise a crucial influence on the ways comparative advantage can be constructed, and therefore on the design of strategies to pursue it.
First, in their traded sectors, economies tend to specialise according to their comparative advantage. That is, they concentrate on the fields in which they have acquired or built deep capability. Products and services from these sectors in a particular geography can generally out-compete those from others.
While all developed economies include large and relatively similar proportions of non-trade-exposed sectors − health, education, community services, security, home-building, retail, personal services − in their traded sectors economies can be remarkably concentrated. The traded sector is especially important because it can generate far greater expansion, by accessing distant and overseas markets, than non-traded sectors, which generally grow only roughly in line with population and per capita income. In a modern economy, especially a small one, many of the goods and services citizens want can be obtained only from afar; generating the income to pay for these imports depends on what the community can sell to the world.
The economic fate of nations can thus rest on a surprisingly narrow base of capability in very few fields. Ensuring the long-term strength of these sectors ought to be a high priority for any community and its government. In a sense, though, this is good news for Australia: we don’t need to outcompete larger nations in a wide variety of sectors; just a few additional strengths on top of resources can be sufficient to ensure the nation’s long-term prosperity. Understanding which sectors could achieve such strength, and how to pursue it, is now an urgent task.
Second, capability is often geographically concentrated. Successful industries show a marked tendency to cluster in quite small regions. Such clusters include famous names like Silicon Valley in information technology and the City of London and Manhattan in finance, but also less-known locations such as Aalsmeer, twenty kilometres south-west of Amsterdam, the global cut-flower trading capital (with 60 per cent of the global trade), and Surat, in the Indian state of Gujarat, which cuts 92 per cent of the world’s diamonds.
Capability concentrates regionally because much of the basis for capability within firms exists and is maintained outside firms, in educational and research institutions, finance, local industry and community bodies, support and allied service industries, and community memory. The combination of these elements can be thought of as the local capability platform, and the dynamism of these platforms is of vital interest to the future of these communities.
Third, capability takes quite different forms, and is created by different processes in different sectors. If capability is the ability to perform tasks that matter in competition, what matters in competition varies industry by industry. As a result, the specific institutional arrangements, investments and activities that will strengthen performance are diverse and heterogeneous from place to place, sector to sector.
These three observations combine to produce an important implication: the construction of comparative advantage implies geographic and sectoral decentralisation. To promote capability and comparative advantage effectively, government policy and institutional investment should focus on specialised sectors of the economy, and since different regions will specialise in different tradeable sectors, policy must be geographically specific.
Perhaps the most important insight from studying the long-term determinants of comparative advantage – the sectors and regions around that world that have succeeded in using innovation and investment to turn initial endowments into sustained economic performance – is that these determinants are often collective or shared resources. As we noted earlier, many of the factors and infrastructures firms draw on in order to solve problems, access new markets and build capability actually exist outside of firms. It is this complete environment of rules, networks, co-ordinating arrangements, places of exchange and interpretation, investment and learning flows that shapes, over time, both economic performance and capability. Many of these resources are expensive, risky and slow to build. This is precisely why they require shared investment, and the underpinning structures that only governments can help to provide. This broad, encompassing system – an interdependent set of relationships – is precisely what a successful consensus frames and maintains.
It follows that creating these shared resources, and optimising them for the specific conditions and opportunities of specific sectors, is therefore the necessary and legitimate focus of efforts at economic development. Learning to design and improve these complex, interconnected systems of investment, exchange and collaboration (only some of which are under the direct control of government) is the challenge for policy and investment strategy.
This conclusion has radical implications for the prevailing wisdom that economic policy is best achieved through the enforcement of neutral, transparent rules uniformly across national (and global) markets. As far as economic development and the construction of comparative advantage are concerned, there can be no effective one-size-fits-all, ‘best’ economic policy. So what is involved in successfully pursuing comparative advantage over time? How do we avoid undesirably narrowing and atrophying it on the one hand, and also avoid coddling long-term state mendicants on the other? The answer is that we must both expose candidates for strengthened comparative advantage to competition and improve their ability to survive in that competition.
Consider coal and iron ore, Australia’s most important exports. While a necessary precondition for the nation’s prominent position in international trade in these sectors is a surplus of raw materials over domestic needs, this alone does not create global comparative advantage. In commodity competition, it is not sufficient simply to have been endowed with a surplus of the material in the ground. The tasks that matter in such commodities are the ability to deliver the right product (that is, with precisely the right specifications), to the right customer, in the right place, in the right quantity, at the right time – and all at the right price.
Achieving this requires far more than a mere surplus endowment. Otherwise, Africa would dominate almost every commodity sector. To be successful in the coal and iron ore sectors, Australia has had to develop a wide capability that ultimately comprises its comparative advantage, and much of it has been supported or provided by government and other non-firm institutions.
To begin with, these industries require effective systems for financing and performing mineral exploration and discovery. Australia has built these: it possesses the world’s foremost risk-capital market for financing early stage mineral discovery, with highly sophisticated market rules and governance for ensuring that potential investors can properly compare claims and evaluate risk in exploration ventures. The Australian Stock Exchange has invested in this capability over many years, and Australia leads the world in the field, meaning it possesses the world’s broadest and deepest markets for financing mineral exploration. The ASX includes hundreds of firms active in these fields – firms that must be able to tap a body of geological expertise and methodologies for engaging knowledge to create efficient search systems. Again, the country has invested in these, and leads the world in this field.
The rules for controlling ownership and access to raw materials must be designed and enforced without corruption. Australian government bodies are ahead in this area. Beyond discovery, highly complex and scale-intensive development projects must be financed. Australia’s banks, financial institutions and resource companies lead the world in large-scale project finance and management. Logistics systems of great complexity must be designed, constructed, maintained and operated. Australia has built these. (To understand the scale of these systems, it is necessary only to note that more than half of all world trade, by weight, is in a single product: iron ore.)
Australia has built similar, if not yet so obvious, comparative advantage in other fields. Consider wheat, humanity’s most important food source. Wheat is grown on five hundred million acres worldwide, taking more space than any other crop. Australia produces a surplus over domestic needs, and while it is not one of the world’s largest growers of wheat it is able to be a major trader. Its farmers produce high yields. But comparative advantage in this case comes also from superior genetics – Australia is pre-eminent in wheat genetics and genomics, an unsung national treasure – along with superior logistics and trading.
These examples illustrate not only that comparative advantage in the modern world must reach far beyond natural endowment, even in areas that would appear most dependent on nature, but also that comparative advantage is continuously dynamic, changing all the time. Possession of comparative advantage must be intentionally led, to ensure that it stays abreast of the future. Because of the nature of economic capability, and the shared processes that create it, such decisions cannot be exclusively made by individual firms competing in a market. Neither is it a question of governments trying to plan and control what firms and other non-state actors do. Rather, achievement of comparative advantage over time depends on strategic, distributed investment, and learning to create the capabilities, incentives and rules through which private industry can succeed in competition.
Comparative advantage stems from the combination of all these capabilities: individual, organisational and institutional. Capabilities at each level must be deliberately nurtured and sustained, often through downturn periods when private firms don’t yet want to pay for them. The interaction between these capabilities and actions must also be co-ordinated. Markets will not ‘naturally’ co-ordinate the investment of resources over time that is necessary to support capability at each of these levels; this is a role for government and community not-for-profits, including educational institutions.
This broad alignment and co-ordination of activities over time to support the sustained creation of comparative advantage is the best way to understand the scope and function of ‘innovation systems’ in twenty-first century economies. Innovation systems perform five essential functions related to the formation of capability. They identify new opportunities, develop new production functions (firms), create and spread knowledge and skills, invest in shared infrastructure, and manage and spread risk. How they do this – the specific institutional arrangements – can and should vary widely between different sectors and regions. In a federal system of governance such as Australia’s, comparison and rivalry between different jurisdictions, different cities and different industries should spur healthy competition and encourage more rapid learning. Understanding what is required at each of these levels, for specific, individual geographically concentrated sectors, will form the basis of the new consensus.
OTHER FUTURES ARE possible for Australia, beyond the slow, painful stagnation of the status quo and the unappealing scenario of a narrowed, resource-dominated economy remorselessly pushing Australian society towards an extractive, zero-sum politics. Alternatives would focus on building new human-derived comparative advantage on the back of natural advantage, and test themselves in global competition. One possible scenario looks to value-adding in resources, by employing the income flows from minerals and energy to support massive new infrastructure and capital equipment investment. Another seeks to build on traditional strengths in industries where the product is low-technology, such as food, by adding science and know-how to provide safer, more environmentally sustainable solutions. Others will be possible too. How they are articulated depends on the extent of open-mindedness and persuasion across the whole community of citizens, experts, leaders and commentators.
Perhaps the biggest shift, and the greatest opportunity for creating a cascade of economic and social benefits, lies in recasting the place of housing in our economy, to support a path of economic development focused on building more dynamic city-regions, reducing the concentrated pressure on capital city centres and inner suburbs, and making rewarding jobs and affordable housing available across a much more widely dispersed range of communities. This would be a distinctively Australian way to refresh the combination of economic dynamism, social investment and environmental sustainability, though it echoes a shift in economic governance already taking place around the world. In this nascent vision may also be the seeds of a solution to what has become one of Australia’s most intractable problems: its dependence on over-priced private housing and the immobility and inequality that it fosters. An agenda for economic development that effectively decentralised Australian city-regions and pioneered a more accessible and sustainable version of connected, rewarding work and family life grounded in diverse, competitive industry clusters, would be a worthy reinvention of the longstanding Australian dream.
Implicit in this agenda is a radical strengthening of the policy-making role and authority of cities and regions, and a renewed commitment to their vitality. Cities – and their various governance institutions – play perhaps the formative role in shaping the conditions under which sectoral comparative advantage can be created. In Australia, this implies state and city governments joining together to demand new investment and delegation of powers from Canberra, and to forge innovative new platforms and partnerships to underpin sector growth and capability formation.
Creating capability is an entirely different task for government than increasing the efficiency of markets by lowering the costs and increasing the transparency of transactions. A market-oriented consensus implies centralisation: it is desirable to have a single agency create the same transparent rules for the largest possible units – ideally the entire nation – and ultimately for global markets. Under the market consensus, the important tasks in Australia are performed in one place: Canberra. But it is not possible for any central government located in Canberra to understand and decide on the needs of multiple different industries across dozens of regions.
CAPABILITY BEGINS WITH individuals. Educational institutions must offer not only the technical and collaborative skills needed by all citizens, but also the specific training and research needed to support industries that matter in particular regions. Education should not be seen as a business in its own right, but as part of the support for the interest of particular communities in the local industries that underpin their livelihoods.
But industrial capability is more than just the cumulative capabilities of individuals. The organisational and institutional levels are equally important. Organisations can be educated to perform tasks that matter, just like individuals. Companies that are able to succeed in international competition take time to nurture and grow, and cannot simply be switched on and off according to the vicissitudes of currency fluctuations and trade winds.
Similarly, at the ‘institutional’ level, capable industries require infrastructure that is specific to their needs and which, because of market-failure issues such as risk of hold up, is rarely provided by the public sector. Relevant infrastructure consists not only of physical logistics infrastructure – roads, railways, ports – but also communications technology, knowledgeable and experienced finance and legal personnel, and relevant environmental and social regulatory regimes. Analysing and investing to build such infrastructure, and securing the commitments needed to make it happen, are essential roles for government.
UNDER THE MARKET consensus, government support for industry has been reduced to the administration of competitive financial grants to firms and universities, where government’s role is largely to ensure a ‘fair’ process. Competitive grants have a dismal history of actually building strong industries. At most, they can retard the decline of uncompetitive sectors. Efforts by central government in recent years to implement programs beyond simple grant administration have strikingly revealed the lack of broader capability. Witness the insulation and Aboriginal housing failures of recent years.
Australian governments have shed any ability they once had to conceive, initiate, evaluate, co-ordinate and manage the programs necessary to build economic capability, or the personnel, structures, resources and experience to do so. The agenda sketched here cannot be implemented through competitive grants and it cannot be implemented through central Canberra-based bureaucracies. Proponents of the new agenda need to be close to the sources of local expertise and must themselves evolve specialised capabilities, which will largely occur through effective collaboration.
Government should concern itself much more with how the investment climate for productive growth and capability formation can be improved, by examining the climate of business lending, the design of capital markets and by developing vehicles for ongoing investments in innovation, whose performance would be subject to competitive discipline and guided by specialised expertise. Many of the world’s leading nations in innovation performance have created both specific endowments and agencies dedicated to building specialist innovation capability, and taxation and procurement regimes designed to incentivise such growth.
The new agenda therefore implies a great challenge – and opportunity – for government and public agencies to redesign their purpose and re-create their capabilities over time. Achieving comparative advantage requires government capabilities that have withered or been ignored during two decades in which the oversight of abstract regulations, the design of spending and social programs, and the annual cycle of budget wrangling have come to dominate the perspectives and skills of public servants. The agenda implies an entirely different set of capabilities for the public sector itself, focused on knowledge and learning, projects and partnerships, problem-solving and market design.
And while our focus has largely been the traded sectors of the economy, a similar capability-building agenda is required for the successful redesign of social investment, health, education and welfare to harness social and user-driven innovations, invest in the capabilities of the population and learn to improve outcomes cost-effectively, rather than veering between incremental funding increases for a bureaucratic status quo and ineffective attempts to increase ‘efficiency’ by more ‘contracting out’.
This agenda also implies a wholesale shift in Australian corporate culture, a greater diversity of ideas and practices, and a much stronger emphasis on investment for long-term capability. Perhaps the place to start would be a more honest and robust debate about the role of the financial sector in driving investment priorities and the distortions arising from the current status quo. A growing focus on supply chain collaboration, entrepreneurship and shared problem-solving needs to be led from the private sector as well as from government and expert bodies.
Finally, and intriguingly, the success of a new consensus rests in part with the capacity for reinvention and renewal among trade unions, whose influence on the evolution of the Australian economy will depend on their readiness to embrace a new vision of highly dispersed assets and wage-earning capabilities, more entrepreneurship and the collaborative pursuit of competitive, high-performing firms and sectors.
THE NEW AGENDA is slowly emerging. State governments are beginning to pay attention to the health of the industries that matter in their jurisdiction and are looking to integrate urban planning with relevant industry development. Universities are seeking partnerships with appropriate industries in their region, and looking to provide targeted training and research programs. Industry bodies are calling for more attention to the needs of growth-potential sectors in technology and services.
Without an over-arching policy framework, however, these efforts swim upstream. They are accused of ‘protectionism’, government meddling in the ‘market’ and wasteful featherbedding. They face a wall of contradictory incentives and guidelines built into policy under the prevailing consensus. To move these initiatives forward and integrate them into a coherent alternative requires a new set of priorities at the centre of policy debate and political competition.
Once the central ideas of the new consensus are accepted, a wide range of policies need to be reviewed and tested for inclusion in its agenda: incentives for universities, project-based organisations, infrastructure and communications regulation, taxation, social and environmental regulation, social investment, financial risk-management, institutional regulation, affordable housing, lifelong learning – the list goes on. But the crucial shift is not in which specific items reach the top of the list. The crucial shift is to move the underlying assumption that drives institutional life: away from abstract, centralised rules aimed at speeding up and reducing the cost of market transactions and towards achieving widely desirable outcomes in a stronger community. That shift is possible, but it will not occur without deliberate effort.
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