R W  Australian Government

£ Productivity Commission

PC

PRODUCTIVITY
INSIGHTS

AUSTRALIA'S LONG TERM PRODUCTIVITY EXPERIENCE

A

B

Appendices

Reducing barriers to trade
National Competition policy

Caveats, critiques and
alternative explanations

Motivations for protectionism

Was Australia’s income lead
the result of mismeasurement?



© Commonwealth of Australia 2020

Except for the Commonwealth Coat of Arms and content supplied by third parties, this copyright work is
licensed under a Creative Commons Attribution 3.0 Australia licence. To view a copy of this licence, visit
http://creativecommons.org/licenses/by/3.0/au. In essence, you are free to copy, communicate and adapt the
work, as long as you attribute the work to the Productivity Commission (but not in any way that suggests the
Commission endorses you or your use) and abide by the other licence terms.

Use of the Commonwealth Coat of Arms

Terms of use for the Coat of Arms are available from the Department of the Prime Minister and Cabinet’s website:
https://www.pmc.gov.au/government/commonwealth-coat-arms

Third party copyright
Wherever a third party holds copyright in this material, the copyright remains with that party. Their permission
may be required to use the material, please contact them directly.

Attribution
This work should be attributed as follows, Source: Productivity Commission, PC Productivity Insights 2020:

Australia’s long term productivity experience, Appendices A-E.

If you have adapted, modified or transformed this work in anyway, please use the following, Source: based on
Productivity Commission, PC Productivity Insights 2020: Australia’s long term productivity experience,
Appendices A-E.

An appropriate reference for this publication is:

Productivity Commission 2020, PC Productivity Insights: Australia’s long term productivity experience,
Appendices A—E, Canberra, November.

Publications enquiries

Media, Publications and Web, phone: (03) 9653 2244 or email: mpw@pc.gov.au

The Productivity Commission

The Productivity Commission is the Australian Government’s independent research and advisory
body on a range of economic, social and environmental issues affecting the welfare of Australians.
Its role, expressed most simply, is to help governments make better policies, in the long term
interest of the Australian community.

The Commission’s independence is underpinned by an Act of Parliament. Its processes and
outputs are open to public scrutiny and are driven by concern for the wellbeing of the community
as a whole.

Further information on the Productivity Commission can be obtained from the Commission’s
website (www.pc.gov.au).



http://creativecommons.org/licenses/by/3.0/au
http://creativecommons.org/licenses/by/3.0/au
https://www.pmc.gov.au/government/commonwealth-coat-arms
http://www.pc.gov.au/

Contents

A Reducing barriers to trade 1
B National Competition policy 3
C Caveats, critiques and alternative explanations 5
D Motivations for protectionism 7
E Was Australia’s income lead the result of mismeasurement? 19
References 24

APPENDICES A-E iii






A Reducing barriers to trade

One key pillar of Australia’s microeconomic reform agenda was opening markets to
international competition. After Federation, tariffs, quotas and other import controls were
deployed to protect local industry from foreign competition, especially in manufacturing.
Often the stated justification for these policies was an ‘infant industry’ argument: that is, that
Australians needed to subsidise manufacturing in order to build scale and sustain long-term
economic growth. These policies may have been effective in their goal of growing the
manufacturing base (for a time) but ineffective as a source of economic growth. Average
working families paid for these industrial policies in higher costs for cars, clothing and
footwear, and other (non-manufacturing) exporters paid more for inputs.

After fierce debate, these barriers were primarily removed in the late-1980s to mid-1990s
(with a one-off reduction in the early 1970s).1 In both agriculture and manufacturing, these
tariff reductions were associated with higher productivity growth (figure A.1). Agriculture,
in particular, has been a story of economic success. Since 1990, output in this industry has
increased by about 65 per cent while combined labour and capital usage has fallen 9 per cent.

In manufacturing, the reforms of the 1980s and 1990s seem to have coincided with an
increase in inputs, outputs and productivity of the sector. However, after a period, inputs fell,
productivity flat-lined and output fell. Over the past decade, the predominant effect has been
a redistribution of labour and capital out of this sector and into other parts of the economy.
The same pattern has been evident in other advanced economies, reflecting the rising scale
of manufacturing in China and other emerging economies. Indeed, the declines in the
Australian manufacturing sector have been similar to those experienced in the US or
Germany during this period (Langcake 2016).

1 The removal of these trade barriers got off to a false start in 1973 with a once-off 25 per cent
across-the-board cut to tariff rates, which were rapidly offset by industry assistance and not matched by
similar further cuts for nearly 15 years. The momentum towards openness really began in 1988 with a series
of phased reductions in tariffs in most sectors that was so comprehensive that by 1996, almost all tariffs
had fallen to 5 per cent or less (Banks 2005, pp. 4).
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Figure A.1
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B National Competition policy

A second pillar of microeconomic reform was the suite of policies that came under the
banner of ‘National Competition Policy’ (NCP). A major part of this policy set was the
reformation of state-owned enterprises. As recently as the 1980s electricity, gas and water
were provided by state government entities, with little commercial discipline and unclear
governance structures. The Australian Government held a monopoly over telephone services
(Telecom Australia), as well as running one of the country’s largest financial corporations
(Commonwealth Bank of Australia).

Following liberalisation of trade and capital markets, as well as other competition enhancing
reforms in the 1980s and early 1990s, policymakers expanded the scope and application of
competition policy to enhance productivity growth (PC 2005, pp. 1-2). The 1991 Prime
Ministerial statement, Building a Competitive Australia, echoes this feeling:

The benefits for the consumer of expanding the scope of the Trade Practices Act could be
immense: potentially lower professional fees, cheaper road and rail fares, cheaper electricity.
(Hawke 1991, p. 1766)

This led to the establishment of the independent Committee of inquiry into a National
Competition Policy for Australia (the Hilmer inquiry) (Hilmer 1993), which established the
principles and the policy blueprint for NCP. These recommendations were adopted by the
Council of Australia Governments in 1995 as part of a six year reform program, later
extended to 2005 (PC 2005, p. 2).

The overriding principle of NCP is that competition is beneficial, and governments should
only erect barriers to competition if the benefits of doing so outweigh the costs and these
benefits can only be achieved by restricting competition. Whilst this may seem
uncontroversial, at the time government businesses and unincorporated enterprises were not
subject to competition regulation and there were numerous examples of anti-competitive
behaviour without clear benefit to the public. Following NCP, there was significant
corporatisation, some privatisation and a general opening-up to competition of government
monopolies (as well as removal of barriers to entry in a number of private markets).

Early reviews of NCP found the benefits of the reform were both positive and substantial — for
example, the Commission (PC 2005, p.51) undertook modelling that suggested NCP had
increased real GDP by about 2.5 per cent (mainly from productivity improvements in the
telecommunications and electricity sectors). That said, for electricity, gas and water services it
appears all of the early productivity gains, realised primarily through reductions in labour inputs
in the 1990s, have since been reversed (figure B.1). The causes of this are discussed below.
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Figure B.1  Corporatisation, competition and deregulation produced
sharp improvements in productivity (though in electricity,
gas and water, these proved transitory)
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C Caveats, critiques and alternative
explanations

A number of commentators have cast doubt on, or downplayed, the role that microeconomic
policy reform played in this economic turnaround, especially the high rate of multifactor
productivity growth in the late 1990s. One such criticism is based on the observation that it
is difficult, statistically, to identify any structural change in Australia’s annual productivity
growth during the 1990s (Hancock 2005). Others have pointed out that the measured
productivity gains could be illusory by virtue of unmeasured increases in hours worked
(Quiggin 1998, 2006). It has also been noted that certain reforms, especially of utilities,
delivered only temporary productivity improvements (Quiggin 2001). Each of these points
has some validity. Nonetheless, as will be discussed below, none of them refute the view
that microeconomic policy reform has played some role in raising Australia’s relative
productivity growth over the past 30 years.

It is true that, by itself, the MFP surge in the late 1990s does not, establish the causal effect
of the policy reforms noted above (Hancock 2005). However, there is additional domestic
and international evidence pointing to the beneficial role that microeconomic policy reform,
especially reforms liberalising international trade and NCP, has had on productivity.
Domestically, following the productivity surge of the late 1990s, the Commission undertook
a series of case studies in industries that were affected by microeconomic policy reform and
found beneficial effects on productivity (PC 1999, p. XXIV). There is also international
evidence about the role of microeconomic reform in raising productivity that suggest a causal
connection. This evidence includes studies on:

« deregulation — reducing both labour and product market regulation is associated with
faster MFP growth (Kent and Simon 2007, pp. 18-19)

. trade openness — trade enhances productivity growth through three2 main channels:

— increased competition leads to resource allocation away from unproductive firms and
towards productive ones (Melitz and Trefler 2012)

— increased market size for exporting firms raises the returns on both developing and
adopting new innovations (Acemoglu and Linn 2004)

— increased economic integration creates more opportunities for knowledge flows,
leading to faster diffusion of innovation (Crespi, Criscuolo and Haskel 2008).

2 Thereisalsoa (non-productivity related) consumer welfare gain accruing from the greater variety of goods
that is possible with international trade (Melitz and Trefler 2012).
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« corporatisation — moving government businesses from a broad public welfare mandate
to a for-profit firm objective leads to improvements in productivity3 (Aivazian, Ge and
Qiu 2005; Megginson and Netter 2001).

For some industries, the productivity gains of the 1990s appear to have been lost, with
productivity falling below their 1990 levels. As noted above, the electricity, gas, water and
waste services industry had strong initial productivity gains but then lost these by about
2010. And some features of the utilities sector reforms, especially in electricity
(Quiggin 2001), were criticised even before these productivity gains were lost. However,
this apparent failure in the utilities industry does not completely discount the role
microeconomic reform played in Australia’s post-1990 economic revival.

Firstly, similar reversals were not observed for other industries affected by microeconomic
reform, indicating that the failures were likely specific to the problems of implementation for
this sector. Secondly, although Australia’s recent productivity performance has not matched
the gains of the 1990s, we have performed at least as well as most other OECD countries
(PC 2020). Thirdly, it is an open question as to what caused input growth (especially capital)
to outpace output growth in the electricity industry. While the Commission (2013) has
previously noted that the high levels of capital expenditure by some network operators was
‘not easily justified’, and may indicate flaws in ‘incentive regulation’ (which sits at the heart
of the reforms in this sector), other factors were also blamed. For example, state ownership of
network distributors, overly rigid reliability standards (both hangovers from the old regulatory
regime) were also implicated in the increased cost of electricity (ACCC 2018).

3 Thereis disagreement about whether such corporatisation needs to be accompanied by privatization in order to be
successful. One review of the literature (Megginson and Netter 2001) argued that either it is necessary or at least
superior to have privatization accompany corporatisation, while other studies have found that corporatisation is a
helpful intermediary step even if the end goal is full privatization (Aivazian, Ge and Qiu 2005).
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D Motivations for protectionism

Summary

Australian protectionism was thought to encourage industrialisation which in turn was thought
to drive numerous beneficial social and economic outcomes. Chief among these were:

o creating a highly productive sector that would otherwise not exist (‘infant industry’
arguments)

« redistribute incomes away from landowners towards workers through higher real wages
« attracting migrants and foreign capital

« diversifying the economy away from its reliance on primary product exports (whose
prices were more volatile than manufactured goods) and limit dependence on foreign
imports that could be cut off in times of war

« reducing the outflows of foreign currency exchange reserves, which would help maintain
the balance of payments (a priority under a fixed exchange rate).

In addition to these, there were also a host of special interests that benefited from
protectionism, though that will not be the focus of this appendix.

In view of the suite of policy options available to governments now, none of the above
arguments establishes a first-best-case for tariff protection. However, in view of the limited
scope and size of government when protectionism was initially implemented, there was some
justification for tariff protection. In particular, the redistributive and balance of payments
concerns would have been difficult to solve given the policy constraints of the time (though
in the former case, the effects of protectionism are difficult to determine).

An overview of Australian protectionism

Australia’s history of protectionism is long and complex, so this discussion can only
capture some of the highlights. It is useful to discuss this history in four stages:
pre-Federation, early Federation to World War One (WWI), the interwar period, the
post-World War Two (WWII) period and the current era beginning in the 1980s (the latter
of these already discussed in appendix A).

It is not possible to accurately quantify the level of protectionism throughout Australia’s
history. The preferred method of doing so would be to use effective rates of assistance (ERA)
but Commission estimates of ERA only go back to the early 1970s (PC 2019). That said,
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there is evidence that Australia was relatively open in the Nineteenth Century# with a small
increase in protectionism from Federation to WWI (figure D.1). This was followed by large
increases in tariff protectionism in the interwar period and then post-WWII, an initial
transition away from tariffs and towards import licensing that was later reversed. Finally,
Australia has been reducing its barriers to foreign trade since the 1980s and now has very
low levels of effective assistance.

Pre-Federation, tariff levels were typically low and mainly concerned with revenue
collection rather than protecting local industry. The exception to this was Victoria which set
higher average tariffs with the aim of protecting and nurturing the local manufacturing
industry (Lloyd 2017). Due in part to compromises made at Federation, the early Australian
Government implemented tariffs that were closer to those prevailing in Victoria than in the
relatively free-trade orientated New South Wales, with the result that country-wide tariffs
increased (Pincus 2009).

However, the great acceleration of tariff protection occurred during the interwar period. Of
the many consequences of WWI, two augmented the case to protect infant industries, during
the interwar period. First, despite an exodus of 64 700 workers, the war provided the
manufacturing sector with a significant boost and the sector faced rapid contraction if the
reinstatement of pre-war competition from overseas occurred (Ville and Withers 2014, pp.
339). Second, some of these manufacturing industries included steel manufacturers and
motor-body building, and therefore protecting manufacturing industries was linked to
national defence. In response, the Australian government significantly increased the number
and intensity of tariffs after the war.

In 1921 the Greene Tariff was introduced, in part to protect infant industries after the war.
Average amounts of duties payable doubled from the Lyne tariff (1908) and the range of
dutiable imports increased significantly. At the same time the Tariff Board was established,
acting as a conduit through which industries and special interest groups could lobby their case
to increase tariffs. Out of 180 cases that were brought before the Tariff Board between 1923
and 1930, Hall (1958) identified that one hundred of these resulted in a recommendation of an
increase, 61 to keep the tariff unchanged and only 19 to reduce it (Wilson 2014).

During the Great Depression, Australia, along with most advanced economies, greatly
increased its tariff protection (figure D.1) with the stated goal of boosting wages and
employment in the manufacturing sector (Wilson 2014). While today most economists
would argue for subsidies over tariffs to reduce the distortionary effects on domestic
consumption (Corden 1996), at the time the government preferred to raise tariffs. This is
likely because the former resulted in an increase in government revenue while the latter
resulted in an increase in government debt.>

4 Anderson and Garnaut (1987, p. 14) show that, compared to similar sized economies in 1870, Australia had
a relatively high ratio of exports and imports to GDP.

5 Government debt climbed significantly following WWI, and then in 1929 international capital markets
collapsed as Australia’s cost of serving debt increased, significantly reducing the government’s ability to
spend during the Depression years (McLean 2013).
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Figure D.1  Australia’s history shows significant protectionism from
Federation until very recently
Average tariffs in the six colonies pre Federation?,post Federation and in
manufacturing® and agricultured from 1825 to 2005
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Source: Butlin, Dixon and Lloyd (2015, pp. 578-580); Lloyd (2008, 2017).

Following WWII, it appears tariff rates fell (figure D.1) but this is not indicative of a fall in
the overall level of protectionism. During the 1950s, when import licensing became more
important as an instrument of protectionism (a legacy of the non-convertibility of the sterling
following WWII), there is evidence that overall protectionism increased before falling to
pre-WWII levels in the 1960s (Anderson and Garnaut 1987). Moreover, following the
phasing out of import licences in the early 1960s, there appeared to be no further reductions
in protectionism until the trade liberalisation that began in the 1970s and greatly accelerated
in the 1980s (appendix A).

Redistribution and welfare

Individuals emigrate with the hope of finding a future better than the present. As a nation of
convicts and immigrants, Australia was founded on an egalitarian attitude that sought to
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overcome class inequalities. So, it is unsurprising that income inequality became a concern
of the early Federal Government. And they had some reason for concern. By 1921 the
top 1 per cent of income earners held a higher proportion of income (11.63 per cent) than at
any other point in that century (4.61 per cent in 1981 and 9.18 per cent in 2003) (Atkinson
and Leigh 2007). However, the limited size and scope of governments at the time (and the
Australian Government specifically) left policymakers with fewer options (and revenue) to
address income inequality.

At the time of Federation, the Federal Government’s primary source of revenue was tariffs
rather than income tax and therefore redistributive options such as welfare payments were
mostly unavailable.6 Additionally, the consensus of economists of the early Twentieth century
was that the cost of protectionism was born by export industries, namely by owners of fixed
assets and in particular farm owners. At the time it was thought that tariffs were reducing
inequality by acting as a transfer of income from primary producers to workers in the urban
sector (Anderson 2020). Economists have since proposed a model of trade more appropriate
to the Australian context which casts doubt on the efficacy of this transfer (box 1.1).

Empirically, the limited evidence does also not support either protectionism or trade
liberalisation as having a very significant effect on the distribution of earnings in the Australian
context. Modelling and empirical analysis undertaken close to the event of trade liberalisation
(as well as broader microeconomic reform) find that this had minimal effect on the structural
changes in employment at the time or the distribution of earnings (relative to other factors) (de
Laine, Lee and Woodbridge 1997; Murtough, Pearson and Wreford 1998).

Recent modelling by the Commission (2017, pp. 41) on the effects of a hypothetical increase in
global protection (similar to the 1930s) showed that while incomes fell for all income deciles,
they fell to far lesser degree for those in the lowest ends of the income distribution. Although
this modelling would appear to be prima facie evidence for protectionism lessening income
inequality, the absolute incomes of the bottom deciles still fell. Therefore, despite having a larger
share of total income, the lower income deciles’ ability to purchase goods and services fell.

There is some evidence on the effect of protection on the level of income for the period when
these policies were first greatly expanded (Clemens and Williamson 2004), but there is little
on the distributional effects. Looking at the overall movements in the distribution of income
in Australia, there appears to have significant levelling of incomes between 1820 and 1870,
so at the latter end of this period there was a relatively equitable distribution of income
(Panza and Williamson 2017, 2019). There was then an apparent rise in inequality occurring
sometime before 1918, although at this time Australia still had a lower proportion of income
going to those in the top 1 per cent than in the United Kingdom or the United States
(Atkinson and Leigh 2010, pp. 40). Thereafter, Australia experienced marked decline in
inequality but given this occurred in most developed nations, it is difficult to determine the
effect of local policy.

6 There were some welfare payments available, in 1908 Andrew Fisher introduced a national aged pension
under the Invalid and Old-Aged Pensions Act 1908. A national invalid disability pension was started in
1910 and a national maternity allowance was introduced in 1912 (ABS 1988).
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Box D.1 Theory on the redistributive effects of tariff protection

The ‘specific factors model’, popularised by Jones (1971) and Samuelson (1971) is most suitable
for understanding the effects of tariffs in the Australian context, as is argued by Anderson (2020).
The specific factors model is a simple variant of the Hecksher Ohlin Model that accounts for the
immobility of primary factors such as land (e.g. agricultural land is a factor that specific to, or rather
is only useful in, the agricultural sector). In this model, a tariff will incentivise the import competing
sector to increase their production in response to the increase in price. As a result, labour will move
from the export sector (in Australia’s case, agriculture) to the import-competing sector (in Australia’s
case, manufacturing). All else equal, owners of land used for agriculture will be worse-off after the
tariff and owners of manufacturing plants better off. While the transfer of wealth from landowners to
the producers of manufacturing is unambiguous, the effect on workers is unclear.

In response to the higher price (due to the tariff), the import-competing sector will expand production
by attracting new workers through an increase in nominal wages. In response, the export sector will
also increase nominal wages to remain competitive in the labour market. At face value this may
seem like a direct transfer of wealth to labourers, (the conclusion from the from Stolper Samuelson
(1941) model) however, the specific factors model differs from Stolper Samuelson (1941) in its
interpretation of the real wage impact. Namely, that in the latter real wages unambiguously go up
after the tariff whereas in the former real wages may go up or down depending on the degree to
which tariffs increase the price of manufactured goods and how often workers consume them. All
else equal, according to the specific factors model whether workers are better or worse off after the
tariff depends on their consumption bundle, the more manufactured goods they consume the more
likely their real wages will fall after a tariff.

Ultimately, tariffs will redistribute wealth, but assessing general equilibrium effects depends on
many factors, including the model used. An early review of tariffs by the Brigden Committee in
1929 concluded that they would result in a transfer of income from landowners to the labour force
but later work from Dixon et al (1982) disagreed, finding that transfers would impact high and low
skilled workers differently and perhaps even negatively (Australia. Committee on Economic
Effects of the Tariff 1929).

The question of whether workers, in all industries, consumed enough manufactured goods to
negate their income gains from protectionism is beyond the scope of this paper. But even if one
accepts the argument that the redistributive effect was primarily from capital owners in primary
production towards workers in all industries, it is unclear that is will always be redistributing from
the top end of the income distribution towards the lower end. The fortunes of primary production
were highly volatile and dependent on both international prices and domestic weather conditions.
In times of prosperity, such as the terms of trade boom in the 1950s, the redistributive effects
would have likely been equitable but during less favourable periods, for example the drought in
1895 to 1903, the effect would have less equitable.

In acknowledgement of this complicating factor, protectionism was sometimes also extended to
agriculture (McLean 2013). But this resulted in a shell game where one tariff redistributes from
farmers and miners to manufacturers while another tariff redistributes from manufacturers and
miners back to farmers. And these tariffs were often maintained even after the agricultural sector
had recovered, diminishing the effect of the manufacturing tariffs.

In summary, the theoretical redistributive effects of protectionism are complex and depend on
the level, and targets of protection as well as the consumption preferences of workers. And the
limited empirical evidence does not show a very significant effect in the Australian context.
Ultimately, if tariff protection did have its intended effects on income distribution (taking from
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land owning primary producers and giving to workers) it was likely still a second-best policy
option compared to the policy options available today. It is only in the circumstances of the early
Twentieth Century, with its more limited and constrained governments, that protectionism could
be a plausible strategy for redistribution (though its actual effects are unclear).

Building a nation: protectionism and extensive growth

Early Australian policy makers were concerned with ‘nation building” — attracting migrants
and foreign direct investment (FDI) to rapidly grow the population and build up
infrastructure. As discussed in the main document, this was partially a strategy of national
defence. The familiar post-war slogan ‘populate or perish’ sums up the logic. By becoming
a larger, more formidable country, Australia stood a better chance at surviving in an
increasingly hostile international environment.

While a raft of policies could variously be described as nation building, this section only
focuses on the protectionism that was thought to promote migration and FDI.

Intensive vs extensive growth and other constraints

Policymakers in early Australia, as now, faced trade-offs between intensive
(productivity-driven) growth and extensive (input-driven) growth. There are numerous
modern examples of this trade-off: massively increasing Australia’s intake of low-skilled
migrants would increase total GDP but may lower average productivity or even GDP per
capita. Likewise, a large increase in FDI due to some regulatory change would increase the
capital stock but not necessarily result in capital being used more efficiently.

In the late Nineteen and early Twentieth Century, a trade-off existed between extensive and
intensive growth. Namely, the desire to increase population growth to the maximum extent
but to also maintain real wages. This was a key constraint that formed the basis of discussions
about migration (McLean 2013, p. 156). High wages also came to be a principal method of
attracting migrants.

Policymakers also had self-imposed constraints on migration. As Dyster and Meredith
explains:

The first legislative initiative of the newly formed Commonwealth in 1901 was to codify
Australia’s immigration laws. ...

The objective of the policy was to maximise immigration from Britain and Ireland, but to restrict
or prohibit immigration from elsewhere. With only minor modifications, this remained the basis
of Australia’s immigration policy until 1973. (2012, p. 16)

By restricting migrants to those of European descent, policymakers greatly restricted the
potential flow of new migrants. Given this constraint, it is unsurprising that policymakers came
to believe that high wage employment and other incentives were necessary to attract migrants.
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Tariffs to attract migrants

Australia has always been dependent on migration for much of its population growth. But
during various parts of the early Twentieth Century (especially after Federation and the
Great Depression), migration fell to historically low levels (figure D.2). Governments tried
a variety of policies to raise migration including subsidising passage over from Europe and
subsidies for setting up farms and infrastructure (McLean 2013, p. 154). But as the migration
situation worsened, governments increasing turned to protectionism to promote migration.

Figure D.2 Migration fell significantly for much of the early Twentieth Century
Migrants as a proportion of ten-year total population growth@ from 1870 to 2015
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a 30 for 1870, the figure represents the total number of migrants from 186170 divided by the total population
change over the same period.

Source: ABS (Historical population statistics 2016, Cat. no. 3105.0.65.001).

In the late Nineteenth Century, Victoria adopted relatively heavy tariffs on manufactured
goods to increase wages and employment in the manufacturing industry. The logic was that
for the manufacturing industry to expand to meet domestic demand, they would drive up
employment and wages in this sector. At Federation, the Victorian policy was adopted as a
compromise and this protectionism greatly expanded through the 1920s and 1930s (in part
as a strategy to tackle unemployment) (Pincus 2009). Clearly this approach rests on the
assumption that potential migrants are primarily seeking manufacturing employment, and
that they do not consume protected manufactured goods to a large enough degree to offset
the benefits of higher wages.

In part to ensure wages did not fall as migrants came, and to attract new migrants, industrial
courts begun increasing basic wages in the 1920s (Wilson 2014). As discussed in the main
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document, this was accompanied by rapid growth in average real earnings that far
outstripped GDP per capita.

Attracting foreign investment

Protectionism was implemented under the belief that tariffs would attract foreign capital into
import substituting industries. And several old surveys of Australian subsidiaries of
multinational manufacturing firms showed that avoiding tariffs was indeed a motivation for
investing in Australian (Corden 1996). However, the effect of tariffs on total foreign
investment is quite complex. While import competing industries receiving protectionism
would see higher profitability and increased foreign investment, there would likely be fall in
profitability in export-orientated sectors (in Australia’s case, primary production). This
would likely decrease the level of foreign investment in this sector with an ambiguous net
effect on total foreign investment. The overall effect will only be to raise total foreign
investment if the industry receiving protectionism is relatively capital intensive and the
export oriented industries are relatively labour intensive (Corden 1996).

That said, if tariffs raise migration (above), then this would raise the profitability of further
investment in numerous industries (by increasing demand for their products) and so
potentially attract greater foreign investment (Dyster and Meredith 2012, p. 217).

Did protectionism help build Australia?

There is little evidence on the effect of Australian protectionism on the real wages of workers
(especially in its early days, above) or the effect of higher real wages on migration. However,
the fact that migrants comprised more than two-thirds of the net increase in the
manufacturing workforce in the 1950s (Dyster and Meredith 2012, p. 216) indicates that they
may have indeed had a preference for these industries, somewhat vindicating protectionism
as a means of boosting migration. Ultimately, whatever the effect of protectionism on the
level of migration, it was likely a second-best policy compared to directly subsidising
migration. Such a policy would have given financial incentive to migrants without the
distortions on consumption and productivity (Corden 1996).

The infant industry argument

Government protection of domestic industries from foreign competition is often justified on
the grounds of building an ‘infant industry’. That is, that a new industry (usually in
manufacturing) can only be viable if it is able to sell at a price comparable to international
competitors. But because some industries benefit from significant economies of scale, an
‘infant’ industry would be unable to compete with international competitors if it has not built
up sufficient scale. So, by implementing temporary protectionism (usually through tariffs)
now, it is argued, these infant industries can build up scale and then soon be able to compete
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with imports without the need for protection. Moreover, it is argued that without government
protections, many industries that would otherwise eventually become competitive would
never come into existence due to the high fixed costs of building up scale (Corden 1996).

Economists recognise there are circumstances where, in principle, protection of infant
industries may be justified (Corden 1996). First, private capital markets are not willing to
support large initial investment. Second, if the public and private sector have large differences
in how they evaluate the likely returns to an infant industry. Third, private risk aversion may
be larger than public risk aversion, reducing the likelihood of the private sector supporting an
infant industry.” Finally, assistance may be justified if there are significant externalities, for
example, if new ideas and innovations seep out of the infant industry into the wider economy.

Even where assistance to infant industries is justified in principle, tariffs themselves are very
rarely the first-best solution (Corden 1996). Increasing the price of manufactured goods will
effectively lower the relative price of all other goods, causing individuals to consume less
manufactured goods and more non-manufactured goods. This will result in a movement
away from competitive equilibrium in all markets of the economy not just the manufacturing
sector leading to significant economic inefficiency. An equivalent subsidy to the
manufacturing sector would avoid the economy-wide distortion while providing the same
support as a tariff. While introducing their own market inefficiencies, other alternatives such
as fixing capital market inefficiencies, export subsidies and import quotas are generally seen
as preferable to tariffs (Melitz 2005).

Empirically, there is evidence supporting infant industry arguments in some cases. However,
the timing of Australia’s actual protectionism seems to correspond to the portions of history
where protectionism is found to have a negative relationship with economic growth. For
example, Australian protectionism (though this is difficult to measure) appears to have been
highest during the interwar period and during the ‘Golden age’ after WWII. However,
multi-country panel evidence shows tariffs correlate positively with economic growth
(controlling for numerous other factors and including fixed effects) only from the Nineteenth
Century up to WWI. That is, they only correlate with growth during the period that Australia
had relatively low levels of protection. During the interwar period, there appears to be no
correlation between growth and tariff protection, and post-WWII this correlation becomes
negative8 (Clemens and Williamson 2004).

7 These first three arguments are essentially the same: that capital markets may be inefficient for some reason
or another with respect to high fixed cost investment industries.

8 The reason the correlation between tariffs and growth changes direction is difficult to assess. Clemens and
Williamson (2004) argue that the reason is that post-WWII, most countries (excluding Australia) began
lowering tariffs in the GAAT, eventually leading to the lowest levels of tariffs in a century and half. And
that in such an environment, low tariffs were more likely to promote growth than when protectionism was
the norm. So overall, the empirical evidence appears to show that Australia maintained its protectionism
right at the point when the returns to doing so were becoming negative.
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Diversification — was protectionism a valid risk
management strategy?

Government protection of certain industries is often justified as ‘diversifying’ the economy
to insulate it from outside shocks. That is, by shifting the economy away from a concentrated
production schedule toward a diverse one, the economy will be less vulnerable to outside
influences as it is more self-sustaining. According to this logic, the more self-reliant the
Australian economy is the less it is exposed to negative external shocks such as reductions
in the terms of trade or, relevant to the current period, trade shutdowns due to COVID-19.
However, diversification will also insulate Australia against positive shocks such as a terms
of trade boom, not allowing us to take complete advantage of the prosperity they offer.

In evaluating the reasonableness of protectionism for diversification, one must establish who
faces the economic risks inherent in having a narrow range of exports. If the risk the
government is concerned with is borne by workers or capital owners, it is unclear why more
direct measures such as taxation or welfare would not have been better alternatives to tariffs.
Granted, in the early Federation, both of these instruments were poorly developed, but given
Australia’s early adoption of welfare measures such as the Aged Pension that did not emerge
until later in the history of other countries, it is certainly conceivable that some policy could
have been developed to limit the detrimental effects of commodity price swings on workers
and capital owners.

Governments might instead be concerned about the volatility of their own revenue stream due
to commaodity price fluctuations. Then protection might be justified, if government’s ability to
borrow in times of low commodity prices was limited (due to liquidity constraints) and
governments myopically failed to save the windfalls accruing during periods of high
commaodity prices for the periods of low commodity prices. Though even in this case, creating
some kind of sovereign wealth fund would be preferable to tariff protection (Corden 1996).

Governments also face an inherit trade-off between the level of income and its volatility
when using protectionism. This is because diversification is a movement of resources away
from large sectors (they may be small on aggregate but large relative to other countries
percentage of production) to small sectors, reducing productivity for at least two reasons.
First, comparative advantage is what allows a sector to be large. Without intervention,
resources naturally flow into these sectors because they are efficient. Therefore, moving
resources from these high productivity (large) sectors to low productivity sectors (small) will
lead to a reduction in aggregate productivity as we move resources away from a relatively
efficient to a relatively inefficient sector. Second, by allocating resources away from large
sectors, Australia does not take full advantage of economies of scale reducing our aggregate
productivity (Corden 1996).

Empirically, prior to the 1970s, it appears that volatile terms of trade are associated with
lower long-run negative growth in Latin America, Africa and Asia but not in the English-
speaking world. Some authors argue that Australia’s tariffs prevented deindustrialisation
during terms of trade shocks (Bhattacharyya and Williamson 2011); but many countries in
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the developing world adopted some form of protectionism and import substitution. Most
likely this result confirms the findings of the ‘resource curse’ literature (Ploeg 2011), which
finds that countries dependent on natural resource exports have often suffered, particularly
if resource discoveries did not take place in a strong institutional environment.

In summary, protectionism was likely not the first best government policy to manage the
economic risks stemming from volatile commodity prices. Some combination of taxation,
welfare and sovereign wealth funds would have allowed governments to reduce their
economic exposure to commodity price risk without requiring them to trade-off the level of
income against its volatility.

Balance of payments

For most of Australia’s history, the demand for capital (to build infrastructure and
accumulate private capital) has exceeded the small pool of domestic savings. Given this,
Australians had the choice between severely curtailing present consumption to fund
investment or borrowing from abroad. They have typically chosen the latter, leading to
persistent current account deficits (CAD, figure D.3). Under flexible exchange rates, which
have been in place since 1983, fluctuations in the CAD would typically be accommodated
by fluctuations in the exchange rate with minimal disruption to the economy.

However, under fixed exchange rates (which was the case, with some interpretations from
1910 to 1983) or monetary union (de-facto use of British currency® was the norm prior to
1910) sudden CAD fluctuations can be destabilising (Dyster and Meredith 2012, pp. 127-
128). During periods of economic growth, CADs can build as foreign lenders supply capital
to local entrepreneurs, leading to higher incomes and higher imports (reducing the net trade
balance by an amount that maintains zero balance of payments). However, if foreign lenders
lose confidence in the ability of domestic borrowers to make repayments, as occurred in the
1890 depression, this can lead to a sudden shortage of foreign capital. This lowers investment
and incomes, leading to an improvement in net exports (often induced by a recession).

9 various foreign currencies and even barter were used in pre-Federation Australia but foreign borrowing
almost exclusively was denominated in the British Pound (Dyster and Meredith 2012).
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Figure D.3  Current account deficits have been a persistent feature of
Australian economic history
Current account? (% of GDP, annual) from 1861 to 2010
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& The current account deficit is the sum of the net trade balance (exports minus imports) and net primary
income (income on investment received from foreigners minus income from investment paid to foreigners).

Source: Butlin et al (2015).

This cycle of CAD deficits followed by crises was a justification for tariff protection. By
limiting the demand for foreign imports, it was thought, Australia could reduce its CAD deficit
before a crisis of confidence occurred. This was clearly a goal of the Australian Government,
and indeed most foreign governments, during the Great Depression when concern grew about
the drying up of global capital markets (Dyster and Meredith 2012, pp. 127-128).

Neither restricting imports or capital controls is first best policy for preventing balance of
payment crises even under a fixed exchange rate regime. Instead, a devaluation of the currency
can increase net exports by an amount that would offset the fall in foreign exchange reserves
resulting from sudden capital outflows (Corden 1996). Governments could also have restricted
the type of foreign financing that could occur (emphasises long-term rather than short-term debt
or equity rather debt or even limiting the recourse of foreign lenders) or, given that governments
themselves were often the borrowers, default on or restructure their obligations if payment
became difficult. However, mainly due to the strong cultural and political ties between Australia
and its chief financier, Great Britain, none of these options were used in the 1890 depression and
devaluation was only very reluctantly used during the Great Depression (McLean 2013).

It is beyond the scope of this paper to determine how well protectionism worked in practice (not
just in theory) in addressing the issue of balance of payment crises and whether the benefits of
doing so outweighed the costs of reduced competition. That said, if one takes the policy
constraints on exchange rates and capital controls as given, it is difficult to see what better
alternatives existed to deal with balance of payment crises than protectionism. Though, these
protectionist measures became unnecessary once the currency was floated in 1983.
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E  Was Australia’s income lead the
result of mismeasurement?

Summary

Official Australian GDP statistics by the ABS begin in 1959-60, with some earlier estimates
from its predecessor, the Bureau of the Census, for the years 1939-40 to 1958-59, leaving
the period up to about 1940 as lacking official estimates of output. The most widely accepted
estimates between 1788 to 1860, and 1861 to 1938-39 come from Noel Butlin (Butlin 1962;
Butlin and Sinclair 1984). Comparisons of GDP levels between countries are made using
purchasing price parity (PPP) conversion estimates constructed by Bolt et al. (2018).
Together, these estimates have formed the basis of comparisons in the main document.

However, these statistics are not without their detractors. Haig (2001) criticises Butlin’s
estimates on the grounds that the GDP deflators used are based on non-representative price
data, leading to overestimation of real output in the late Nineteenth Century. Accepting
Haig’s alternative estimates somewhat reduces the lead Australia had in relative
GDP per capita, as well as reducing the size of the subsequent fall. Other estimates try to
look beyond the national accounts approach and tend to focus on ‘social indicators’ instead.

The different criticisms and alternatives estimates each have different interpretations on the
size of the income gap with the US in the late Nineteenth and early Twentieth Centuries.
Because Haig’s estimates only effect real GDP (not nominal estimates), it does not affect the
level comparisons of income in the two countries. However, if one does accept Haig’s
estimates of real output while retaining nominal estimates of Butlin and the same PPP
convertors from Bolt, then the causes of Australia’s decline change slightly. It becomes less
of a story of declining productivity and more about unfavourable price effects (perhaps due
to terms of trade movements).

Other criticisms tend to focus on estimates of other social and economic indicators, to assess
the reasonableness of the large boom in the late Nineteenth Century and the economic
stagnation that occurred between 1890 and the Second World War. On the boom, Panza and
Williamson’s (2018) alternative estimates of PPP adjusted GDP per capita would slightly
diminish Australia’s income lead in the late Nineteenth Century, and imply it would have
come about suddenly in the 1860s and 1870s. Likewise numerous authors have shown
various ‘social indicators’ that raise either questions about whether Australian incomes were
truly stagnant as Butlin initially estimated or raise doubts the link between average incomes
and living standards in this period.
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It is beyond the scope of this paper to evaluate the reasonableness of other estimates, except to
note that Butlin’s and Bolt’s figures are still widely accepted. Though, various alternative
estimates raise questions about the timing and size of Australia’s rise and fall in relative income,
none of them fundamentally question that a rise and fall (albeit perhaps smaller) did occur.

In some respects, the divergence of views on economic statistics made before the
establishment of the ABS is understandable. Estimation of Australia’s relative production
and income during this time period suffers from numerous issues: the need to imputel0 the
value of final production that is consumed by producers, patchy coverage of statistical
surveys, an absence of meaningful market prices in the convict colonies and the absence of
comprehensive price data more generally. That said, relative to other countries, Australia’s
economic statistics before the establishment of the ABS are unusually good. As Noel Butlin
wrote in his seminal work:

Few, if any, countries in the world can claim to possess official statistics comparable to those of
Australia during the years 1861-1939. (Butlin 1962, p. Xv)

In part, the continued debate on the precise level of Australian living standards before WWII
reflects the wealth of different sources that can be compared and contrasted.

Haig’s alternative GDP estimates

Haig presents several critiques of the methodology Butlin used to obtain his GDP estimates
and provides alternative estimates (figure E.1). Haig’s main issues with the estimates of
Butlin are:

« ‘the inadequacy of price data needed for deflation’

« lack of a framework for compiling the figures potentially leading to double counting or
missing certain economic activity.

As an alternative, Haig uses direct measures of physical output (or proxies thereof) to avoid
the issue of deflating current price measures of output.

While the two numbers are broadly similar over a wide period of time, they paint very
different pictures for shorter intervals. For example, Butlin shows more rapid income growth
between 1870 and 1890. Consequently, Butlin’s estimates portray the period of 1890 to 1911
as being one of zero income growth, on average, while Haig’s estimates show growth that
was broadly similar to what came before (figure E.1). Similarly, Haig also finds that GDP
per capita growth between 1911-12 and 1938-39 is significantly faster than Butlin (the latter
found real incomes were basically flat over this period).

10 This is an issue in modern economic statistics, but was far more common in the early colonial economy
when producers would often have to construct their own buildings (Butlin 1962).
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Figure E.1  Haig and Butlin’s Australian GDP estimates show similar
long term trends but very different levels at particular points
GDP per capita? indices (1861 = 100) estimated by Butlin and Haig
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& The estimates of real GDP come from Butlin et al. (2015) and Haig (2001) separately while the population
estimates come from Butlin et al. (2015).

Sources: Butlin et al. (2015); Haig (2001).

Relative incomes in the Nineteen Century

In a recent paper, Panza and Williamson (2018) attempt to construct alternative estimates of
PPP converters using bundles of goods in Australia, the UK and the US respectively. The
results are shown in table E.1. The main differences these results have from Bolt et al. (2018)
are that Australian GDP per capita starts from a higher base and only begins catching up to
US levels in the 1860s, much later than in Bolt et al’s. (2018) estimates. And Panza and
Williamson’s (2018) estimates show a smaller peak in relative income in 1870.

Overall, even accepting these alternative estimates for this period would not change any of
the Commission’s conclusions.
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Table E.1 Broadly similar stories of Australia’s rise, though with
different timing
Ratio of GDP per capita in Australia compared to the United States (US = 100)

Decade Bolt et al Panza & Williamson

US =100 US =100
1820s 35.5 43.9
1830s 51.2 58.0
1840s 74.6 44.3
1850s 107.8 43.4
1860s 105.4 74.7
1870s 128.9 119.9

Sources: Bolt et al. (2018); Panza & Williamson (2018).

How stagnant were incomes in the early Twentieth
Century?

Various studies!! have looked at a suite of ‘social indicators’ that test the reasonableness of
Butlin’s finding of stagnant incomes from 1890 to WW!II. These tend to show that Australian
living standards continued to improve even while incomes were apparently flat. McLean and
Pincus illustrate some of the apparent discrepancies:

An Australian born in 1940 faced an expectation of life of 65 years; one born in 1890 faced only
50 years. At the outbreak of the Second World War the average working week for urban
Australians was 45 hours; in 1890 it had been 52 to 54 hours. ...

In the late 1930s there was a telephone for every ten Australians, a motor vehicle for every eight,
and a radio for every six; in 1890 the telephone had only just been introduced, horseless carriages
were highly experimental, and radio lay in the realm of science fiction. (1983, p. 192)

A selection of other social indicators are presented in table E.2. These, as well as some others,
together cast doubt on how stagnant Australian living standards were during this period.

That said, there are explanations that would be consistent with stagnant GDP per capita and
these observed improvements in other measures of living standards. First, some of them,
such as infant mortality or life expectancy, are clearly more driven by hygiene and medical
improvements than income. Second, it is possible that while GDP per capita was stagnant,
household consumption was not due to borrowing or drawing down on savings. Haig and
Anderssen’s (2007) estimates of consumption do not lend much support to this possibility,
but as with Butlin’s estimates of GDP, these estimates of aggregate consumption for such a
long time ago are not above scrutiny. Thirdly, one would have to look at the improvement

11 This discussion draws heavily from McLean (McLean 2013, pp. 173-175)
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of similar indicators in countries that appeared to have better growth in GDP per capita over
the same period to make strong conclusions about whether Butlin’s estimates might be
inaccurate. Put differently, it could be that with greater growth in GDP per capita, these
indicators could have improved at even faster pace. Fourthly, the falling working hours of
the typical worker is a part of the cause of stagnant incomes over this period, indicating a
trade-off between consumption and leisure. Finally, the distribution of incomes is known to
have improved from 1914 onwards, and this may explain why the living standards of most
could improve while average incomes effectively stagnated.

On the whole, what these social indicators may show is that even a country with relatively
stagnant incomes can improve its living standards given the right social and institutional
arrangements.

Table E.2 Social indicators cast some doubt on the likelihood of stagnant

incomes
Infant mortality, housing statistics and educational attendance between 1891
and 1947
1891 1911 1933 1947
Infant mortality (per thousand) 115.3 68.5 39.5 28.5
Housing
Rooms per dwelling 5.05 5.04 4.94 4.82
Inmates per dwelling 5.12 4.78 4.26 3.96
Rooms per inmate 1.09 1.15 1.28 1.35
Education (% attendance)
Age 5-14 62.2 67.7 79.5 88.9
Age 15-19 NA 7.6 11.4 11.3
Age 20-24 0.43 0.75 1.7 49

Source: McLean (2013, p. 174).
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