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1. Overview

This submission responds to the call for submissions as part of the Productivity Commission’s 2022 Productivity
Review.

Productivity isnolongerjustanissuefor thelongerterm.lthasbecomearedlineissueimpacting oninflationary
pressures thatare building on the supplyside of the economy, the need to revive lacklustre wages growthand
the needto starttackling a trillion-dollar public debt. Every additional 1 per cent GDPincrease meansthe
economy isaround $20 billionlarger anddelivers around $5 billionextra tax revenue.

Future governments cannot afford to ignore this productivity review.

Thelist of possible productivity-enhancing reformsis long. This submission does notattemptto listthem all but
focuseson thekey priorities froma business perspective needed to turn around Australia’s productivity
performance.

Drivers of productivity growth

The Business Council agreeswith the Productivity Commission’s assessment that “lifting productivity growth
ratesis the only sustainable way to ensure Australians experience income growth similar to thatof the past few
decades."

Productivity growth has slowedand plateaued for two decades. Thisis atthe core of the recent weaknessin
GDP, realincomes and real wages growthin Australia. The weakness in labour productivity growthiseven more
pronounced on an employment basis compared with an hours basis. Thisis due to falling average hours worked
and pointsto theimportance of lifting participation.

Figure 1: Rolling 10-year average labour productivity growth, hours vs employment basis
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Theonly way to sustainably grow real wagesis through faster GDP and productivity growth. Thisrelieson an
ongoingprocessofimprovementin our human andphysical capital, and innovating to produce existing goods
andservicesin a better way or developing new ones.ltis also aboutallowingour resources to be allocated
wherethey can create the mostvalue.

Thatin turn means lifting investmentand making Australia a more competitive economy. To do this, Australia
musthave competitive tax and regulatory settings, and remain open to global markets for goods, services, talent

'"Productivity Commission, Australia’s productivity performance: Call for submissions, February 2022.
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and new capital - critical elements for promotinginnovation. It also means making sure our educationand skills
systemisset up to help young people prepare for their future and for all workers to undertake life-long learning.
Another element means ensuring we remove barriers to participation in the workforce, ensuring all our working
age populationhave the opportunity to make their best contributionto the economy.

Productivity matters for living standards

The 2010s were the worst decade for growth in livingstandardsin 60 years. On projectionsreleased by the
Treasury, the 2020s will be even worse. Labour productivity has been by far the single mostimportantdriver of
Australia’seconomic growth overthelong term. Ithas accounted for 80 per centof theimprovementin average
income growthover the past40 years.

Figure 2: Contributions to growth in average real per capita incomes
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Investment matters for productivity
While productivity drives growthitisinvestment thatdrives productivity.

Both the Productivity Commission and the Treasury have acknowledged the importance of investment - capital
deepening - for Australia’s long-run growth prospects. Over the past40 years, investmenthas been the main
driver of labour productivity growth, accountingfor two-thirds of the growth.

B Thismeansinvestmenthasdriven over half theimprovementin living standards (average income growth)
over the past40 years.

Labour productivity growth has beenbelow the long-term average of 1.5 per centfor several years. And for the
fiveyearsprior to the pandemic, itaveraged growth of less than half a per centa year. When looking atthe
individual components drivinglabour productivity growth:

B Capital deepening (i.e. how much companies invest) has declined as new business investment remains
weak dueto a broad-baseddeclineandin 2021 was atarecordlow asashare of GDP.

B Multifactor productivity (i.e. how innovative companies are) has notgrownsince 2001-02, and fell the past
threeyears.

Thisweaknessin the coredrivers of labour productivity growth should therefore be of paramountconcern. To
illustrate, the contribution of capital deepening to labour productivity growth fell significantly the pastfive years.
Ifitheldupatits 20-year average, then average incomes would be around 5 per centhigher today, or around
$4,000.
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Figure 3: Over time, business investment has been the main driver of labour productivity growth
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Investment is weak when Australia needs it most

New businessinvestmentwas atarecordlowin2021asashare of GDP. Prior to COVID-19, business investment
was already on a weak trajectory. In part, this reflected the fall from the peak of the resources investment boom,
butit also reflected weaknessin non-mining investment. Non-mining investment averaged around 11 per cent of
GDPfromthe mid-1970sto the onsetof the global financial crisis. ltsubsequently fell to around 8 per cent of
GDPandis yetto recover to pre-crisis levels.

Figure 4: New business investment as a share of GDP
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Investmentis also flowing out of Australia whenwe mostneed it. Australiahas been a netcapital importer for
mostof the past200 years. Thatis, foreign investors have tended to invest morein Australiathan Australians
haveinvested offshore. Those investors have brought with them technology and new ideas that have helped
drive our productivity growth. However, in 2019-20 there was a net outflow of capital for thefirsttime since the
1970s and anotheroutflow in 2020-21. The two consecutive years of outflows are a firstsince the late 1940s.

The capitalaccountdeficitis a mix of both falling investmentinto Australiaand increased investment offshore. If
directinvestmentinto Australiahadheld atthe average of the previous decade, Australia’s capitalaccount would
almosthavebeenin balancein 2019-20and surplusin 2020-21.

Figure 5: Australia’s capital account balance
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Foreigninvestmentis turning away

Therearemany factors thatinfluence foreigndirectinvestment (FDI) inflowsinto Australia. From a
macroeconomic perspective, Australia’seconomy has outperformedthat of many other advanced economies
the pasttwo years. Indeed, thisisreflected in FDI data with FDlinflows bouncingbackin 2021. However, while
global FDlinflows have recovered globally, they remain well below pre-COVID levelsin Australia.

Looking ahead, thereare no guarantees thatglobal capital flows will returnto previouslevels any time soon. The
COVID crisishas turned many countries inward, and risinggeopolitical tensions may further discourage cross-
border capital flows. This could raise the bar on attractingglobal capitaland Australiacannotassume that capital
will flow hereinthe sameway thatit did in the past.
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Figure 6: FDIl inflows as a share of GDP
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Australia mustsend clear signals to foreigninvestors thatitis open for business. Poorly designed foreign
investmentscreeningcan dampen investment. The pervasive nature of Australian‘sforeign investmentregimeis
increasingly putting sand in the wheels of even Australian firms making domestic investments - simply because
they haveinteractions with a foreign-ownedbusiness. The Business Council's recent submission on the foreign
investmentreforms provides further detail.

What are the drivers of weak investment?

There have been a number of governmentreviews of the weakness in investment, including Treasury's 2017
Intergovernmental Review of Business Investment. There has been a tendencyto explainaway weakinvestment -
and productivity - asdueto a ‘mix of factors’ and influenced by global factors outside of our control. While there
hasbeen a global declineininvestmentand productivity growth, there are many factorsthatare within the
control of governmentand levers thathave notbeen pulled to shift the dial on investment. Andwe need to think
more carefully aboutthe global factors affectinginvestmentand how we respond to them.

Business Council member companies have identified the cumulative burden of regulation as a significantissue.
Investors wanting to bring innovationand investmentto Australiaface a regulatory ‘house of horrors' with the
frontdoor being anincreasingly formidable FIRB process. Attractingthe investment we need and protecting our
security and sovereignty are not mutually exclusive. Once throughthefrontdoorinvestors are faced with
duplication/inconsistencies across the Federation, frequentchanges to laws and regulations, and a poor
understanding frompolicymakers and regulators of the complexity, time and costto implement changes. For
example:

B Amajorretailer with a national presence must deal with over 500 differentlaws, regulations and inquiries. In
addition, thereare more than 500 local councils with their ownsets of rules.

B Therewerealmost400 public health ordersissued as atthe height of the Delta outbreak across all states
andterritorieslastyear.

B Theregulatorycosts of our cross-bordertrading systemare $4 .3 billion every year, due to complex,
duplicative or manual regulatory requirements. Around a fifth of cross border trade regulationsare
duplicatedin some way across agencies.

The patchwork of regulation that exists across Australia hasa chilling effect on investmentand dynamism, adds
significant costs to businessesoperatingacrossmultiple jurisdictions, creates barriers to entry for new firms, and
is ultimately a barrier for companiesgrowingand expanding - letalone tradingacross state lines or overseas. For
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example, in 2018 SMEs accounted for 14 per cent of Australia’sexports compared with a G7 average of
25 per cent.

The COVID-19 pandemic has also had a significantimpact on investment, such as through elevated uncertainty
and measures to containits spread. Ithas also changed the way welive, workand consume, while fiscal support
measuressuchastemporaryfull expensing and loss carry back sought to arrest the decline and support the
transition. While these measures have supported arecent uptickin investmentin real terms, ithas been
concentratedin thetypes ofinvestment that benefitfrom temporary tax incentives. This willinvolve an element
of bring forward andinvestment could go backwards when they expire. There will be aneed to drive a
sustainableincreasein investmentin the medium term.

Box 1: The decline of Australian competitiveness

A key indicator of business competitiveness - and a measure closely related to productivity performance -isthe
measure of real unitlabourcosts. Simply put, thisis the cost of labour adjusted forlabour productivity.

Unitlabour costs will decrease (orincrease by less) as workers are supported by more capital and as multifactor
productivity increases.In Australia, real unitlabour costs have beenfalling the past severaldecades butthis
consistentdownward trend has changed since the global financial crisis.

Aninternational comparison of manufacturing unitlabour costs reveals Australia has experiencedone of the
biggestincreasesin unitlabourcosts the past two decades. This means the competitiveness of Australian
businesses hasfallen relative to most othercountries. It highlights the vital importance of lifting investmentand
productivity growth andshows that what Australia is experiencing is notjust a global phenomenon - other
countries are performing better on arange of metrics.

Figure 7: Growth in manufacturing unit labour costs 1998-2018, USD basis
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The caseforinvestingin Australia has been made more difficult

The equation acompany anda board goes throughwhen makinginvestment decisions revolves around
assessing the portfolioof potential investments across different entities, projects and countries. These
investments compete for afinite pool of capital within companies. Questions are raised about theriskandreturn
from each investment, whichin turnisbased on factorssuch asregulatory conditions and approvals, operating
costs, certainty, and after-tax returns. The planning approvals system in particular can create significant
uncertaintyandrisk around a project’s outcome - in addition to substantialadditional costs and delays.

Theless competitive Australiais on any of these factors, the more roadblocks stand in the way of companies
investing in Australia. Thattakesjobs and investmentthat could have been in Australia and putsthem
somewhereelse. We do notknow all the investment Australia may have missed outon asitisnottypically
broadcast - butitis felt throughless new investmentand slower jobsgrowth.

For morethan adecade, regulation andinterventionareincreasingly thefirstresort of policy makers to deal with
a perceived marketfailure and cost-benefitassessments of new policies are either by-passed or given merelip
service by governments. For example:

B overthepastfive years, around half of regulatory impact statements (RIS)were considered’best practice’
B between2009-10and 2012-13 there were 31 RIS exemptions given.

Recentyears have seen governments abruptly change therules of the game, increasing risk premiums for future
projects. There hasalso been alongline of ‘one-offs’and measures that give broad scope and power for
unnecessary andexcessive interventions in business practices suchas aroundenergy divestiture and critical
infrastructure. When taken together, they areincreasing risk and chilling decisions to investin Australia. Fines
have also been dramaticallyincreased, for example:

B aone-daylateincometax returncan attracta $111,000 penalty for alarge business
B failuretolodgeaPayment TimesReportingSchemereportcan attracta $66,600 penalty per day

B notproviding apointof contactunderthe news media bargainingcode can attracta penalty of up to
$1,332,000

B minorbreachesoftheincreasingly complex FIRB legislationcan carry fines of over $300,000 while major
breaches can attractfines of up to $555 million.

Businesses with the largest balance sheets have been the target of ad hoc tax increases, additional compliance
measures, increasedreporting requirements, andadditional/higher penalties While business acknowledges the
rightof governmentsto regulate in the national interest, the cumulative effect of changes and their broader
impacts on economic performance (also part of the national interest) can be overlooked.

Allthings considered, these actions undermine the incentives that drive businesses to investand innovate in
Australia, drive acompliance culture and are not conducive of rekindling confidence.
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Globalinvestment landscapeis changing

Australia alsofaces challengesin respect of how it attracts investmentin the new industries that will drive
productivity and growthinto the future.

These opportunities will be less focussed on traditionalareas of strength. Instead, the global push towards clean
technologiesand therevolution in digital technology will present significant opportunities for new investment.
Australia hassome natural strengthsin these new and emerging areas butalso faces challenges.

Environmental social and governance (ESG)investing hasalso gained tractionin recentyears asinvestors
increasingly consider long term outcomes and alignment with climate and sustainability objectives. In turn, this
willimpact productivity growthin both the shortand long term. Australia mustensureitis on therightside of the
shiftto ESG investment, leveraging itasan advantage nota new source of disadvantage.

The smallsize of our domestic marketand distance from key markets in North America and Europeisa
disadvantage in getting new technologies to scale. In addition, ourrelatively small domestic talent poolmakesiit
moredifficultto competein emerging industries where human capital can be moreimportant than physical
capital. Market participants have also suggestedthat our ability to deploy capitalquickly relative to other markets
can be held back by policy and regulatory constraints.

We need to ensure we have atax and regulatory system that overcomes some of our areas of disadvantage and
helps us be more competitive. And itbecomes even moreimportantthat we develop ourhuman capitalto
succeed in new industries. This meansgetting ourimmigration settings right and gettingthe most out of our
workforce throughraising participation (e.g. improvingaccess to child care) and skilling up the workforce.

Human capital willbecome more critical

The global trend towards lower investmentas a proportion of GDPreflectsin partatransitioninto less
capital-intensive businesses, especially in the technology sector. Whethernew less capital-intensive industries
expand rapidly in Australia depends onseveral factors, including havingready access to the human talent
required to build the companies. This means building an onshore talent pool but this will require reformin our
skillsand education systems. Italso means being able to recruitrelevantemployees fromoffshore to workin
Australia asitwill continue to be the case that much of the innovation occurs offshore, and the new skills
supporting thatinnovationwill first be developed offshore.

Climate transition will be a new source of productivity growth

Australia’sresponseto climate change can no longer be considered a discussion about environmental values but
has becomea central economicissue. Australia’s economic fortunes will increasingly depend on how well it
manages the energy transition associated with a lower carboneconomy. This transition will provide opportunities
forinvestmentinto new technologies. Cleaner, cheaper technologies canhelp shiftthe dial on our productivity
performance.

This transition will nothappenorganically. It will require public andprivate investment in the technologies that
will drive cleaner energy. It will also require investmentin the skills needed to supportthe transition whichcomes
backto the question of human capital.
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2. Lifting productivity growth

Itis possibleto writeavery long ‘To-Do List’ of the reforms needed to improve Australia’s productivity
performance. Butsucha list will be of no value withouta changein mindset. The starting pointof thatchangein
mindsetis recognising that the productivity challengeis an urgent priority, not something to worry about
sometimeinthefuture.

The Business Council considers the game-changers for turning around Australia’s investment and productivity
performance as:

Maintaining an open economy that is more competitive on the world stage. Fundamental to thisis keeping
the borders open. Italso means building relationships to advance Australia’s economicintegration in the
Indo-Pacific. We have a small domestic marketand will only ever reach efficient scale by accessingglobal
markets. It also means sending a more positive message to foreigninvestors.

A very practical concern is securing international supply chains. While Australiacannotcontrol the global
shipping andfreightcrisis thatis hampering supply chains, itcan reformathometo reduce costs and remove
pressures. The Productivity Commission inquiryinto Australia’s Maritime Logistics System will help in this regard,
as will continuing to progress the work of the Simplified Trade System Taskforce. Australia should also consider
removing remainingtariffs whichnow raise minimalrevenue but create a massive bureaucracy andimpose
significantred tape.

Tackling tax reform. The currenttax system is a handbrake on investmentand productivity . Without
re-prosecuting the argumentsin this submission, itis sufficientto note that problems with the tax system have
been shown in multiple reviews and tax isa major lever governments can use to promaote productivity growth.
Addressingissuessuchasthe over reliance on direct taxation, the mismatch between federal and state taxes
andspending, the volatile and inefficient state tax base, a globally uncompetitive tax rate for companies with
turnover above $50 million, and fragmented payroll tax regimes all need to be on the table for reform.

Undertakingreforms of government services to improve productivity in the public sector andmanage funding
pressuresin key programs. The Productivity Commission’s last productivity review in 2017, Shifting the Dial, made
a series of recommendationto improve delivery of governmentservices.

Changing the regulatory mindset. All governments shouldcommit to delivering best practice regulation
making by being clear about the problem to be solved for, ensuring Regulatory Impact Statements identify risks
andensurethey aretracked overtime, and reviewing the existingstock of regulation on a regular basis to ensure
it remains contemporary and fit for purpose. Business and the public sector shouldwork collaboratively to solve
the right problem, with the rightregulationin theright way.

As partof this, National Cabinet should committo aregulatory reformprogramfocused onencouraging
governmentsto reformtheir regulations in line with the best performing jurisdiction and a focus on improving
the ease of doing business. The Productivity Commission should be charged with informing and prioritising this
agenda, for example this could include planning approvals and road user charging/electrical vehicles. In this
context, the Business Council notes thateven smaller reforms can produce significant cumulative benefits. To
illustrate:

B Amovetoa paperless cross bordertrading systemcouldlift GDPupto $1.7 billion a year.

B Reformsto allow companiesto hold virtual meetings, distribute electronic documents andelectronically
execute documents are estimated to deliver savings of around $450 millionayear or $4 5 billiona decade.

B TheNSW Governmentevaluated and announced it willmake permanent the relaxation of many regulations
thatwere temporarily eased during COVID, helpingto realise benefits of $3.1 billionover a decade.

Asoutlined above, regulation should also be considered as partof the barriersitcreates to risk taking.
Consideration could alsobe given asto theimpact of Australia'sinsolvency framework for risk taking and
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business dynamism. A more flexible and streamlined system was recently introduced for small businesses, and
considerationshould be given asto how theinsolvency framework could beimproved for all businesses.

Investing in human capital to develop the capability for success. Technological andeconomic changes will
provide opportunities for new and better jobs, butonly if the nation hasan agile education and skills system that
keeps pace. In schools, performancein literacy and numeracy, whichhas been slippingfor too long despite
sustainedincreasesin funding, needs to be urgently turned around.

In respectof higher education, the National Skills Commission projects that 90 per centof the million new jobs
created outto 2025 will require a post-secondary school qualification, with over half requiring a bachelor degree
or higher. Asitstands, close to 30 per centof thelabour force lacks these post-school qualifications. A stronger
emphasisis also needed on lifelong learning so that Australians can refresh andupdate their skills throughtheir
careers.

Continued commitmentto our migration program will also be importantto ensuringwe attractindividuals with
new and emerging skills. Thismeans maintaining migration in sufficient numbers to bring in these skills butalso
thinking carefully aboutthe composition of the migration programto ensureittargets therightskillsand
provides enoughflexibility for employers to access those skills.

Ensuring the workplace relations system encourages the new investmentand innovationneeded to drive
productivity growth. Right now, the outdated and clunky nature of the system acts asa handbrake on labour
productivity. This has seen a significant decline in the use of enterprise bargaining, whichwasintroduced in the
1990s so employers and their teams could work together for mutually beneficial productivity improvements. The
Productivity Commission’s 2015 report on the Workplace Relations Framework setouta roadmap for reform.

Actively supporting new industries to modernise and diversify the economy. If Australiais to shiftto a path of
higher growth and higherwages it needs to find new sources of productivity growth. Thisis fundamentally tied
to the question of how we attractinvestmentin the new industries that will drive productivity and growth into the
future.

Asis wellunderstood by the Productivity Commission, modernindustry policy cannotbe about propping up
unsustainable industries. The worldhas moved on andwe need a more sophisticated debate. The challengeiis
oneofadaptingto achanging environmentand producing to scale to be globally competitive. Itis about
creating the conditions for industry to adaptand for goodideas to be commercialised andscaled up through
collaborativeresearchand development. Itis aboutfinding adjacencies andvalue add opportunitiesin existing
industries where we have a comparative advantage in global supply chains.

In practice, Australia needs to build consensus aroundthe priorities identified in the Modern Manufacturing
Strategy. A focused and concerted effortin these key sectors will be needed over a decade or longer to give
businesses the certainty to make the long-term investments neededto grow and create jobs.
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The role of the Productivity Commission

The Productivity Commission must be empowered to examine priority areasimpacting on Australia’s
productivity. The Productivity Commission was originally establishedto take a step back from the more complex
issuesimpacting productivity andprovide the balanced andexpert advice needed to help governments solve
difficult problems. ltisimportantthatitagain playsthisrole.

Therearearange of emerging pressures that will impact Australia’s productivity performance, as well asits
ability to deliver key services. Theseinclude:

B provisionofchild careandearly education

B addressingreformofFederationin the delivery of critical services like health, aged care and vocational
education

B afocusonharmonisationacrossthe Federation with state and territory governments encouraged to reform
their regulationsin line with the best performing jurisdiction, such as for planning approval systems

B reviewingthestructure andfunding of major programs like the NDIS and aged care.

The Productivity Commission isuniquely placedto work throughthese issues and provide the impartial advice to
inform differentlevels of government.

Mission creep on the partof regulators hasseen regulation andinterventionincreasingly seen as thefirstresort,
withoutsufficient scrutiny of the additional regulatory burdenbeing imposed.

Toreally shiftthedial on productivity itisimportant the Productivity Commission is able to give thisadvice and
thatthis adviceislistened to and acted on by governments.
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