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The challenge facing all economies or societies is that we have unlimited wants, but limited
means or resources to satisfy those wants. This is not just about material benefits, but also
broader societal benefits. The economic challenge of using scarce resources to satisfy
insatiable appetites applies equally to individuals and to governments.

This is why many economists say that, in the end, it is only productivity that matters if we
wish to raise the living standards of our citizens. Productivity is about getting more value
from our limited resources so that we can all benefit from higher living standards, including
ensuring that those resources are directed to areas that society values the most.
Microeconomic reform is the primary policy lever available to governments to improve
productivity.

The overarching purpose of this Microeconomic Reform Inquiry is to identify a package of
microeconomic reform measures® that the Western Australian Government could
implement to improve the efficiency and performance, and hence productivity?, of the
Western Australian economy.

Professor Fred Hilmer AO, the architect of the national competition policy reforms of the
1990s, has identified two broad categories of microeconomic reforms: enablers and
incentives.3

Enablers increase the capabilities in the economy and are the foundations that support
businesses and individuals in their work. Enablers include infrastructure, training and
education and legal frameworks. For instance, the Government can encourage or facilitate
the development of infrastructure at crucial times to enhance the productivity of labour and
capital.

Incentives are mechanisms that encourage businesses and individuals to improve their
performance. Incentives can improve the productivity of an economy by: reducing
unnecessary regulation or regulatory barriers; ensuring taxes comply with the core
principles of good tax design; and increasing competition as competitive markets will
generally serve the interests of consumers and the wider community.

The ERA considers that both enablers and incentives are important to the productivity of
the Western Australian economy and that the Government should not focus on one to the
exclusion of the other. However, it is incentives that provide the impetus for economically
efficient behaviour, productivity gains and innovation. In the absence of these incentives,
the provision of additional enablers may not deliver productivity improvements.

Hilmer notes there has been a shift in focus since the reforms of the 1990s away from
incentives and towards enablers.* One reason for this shift in focus is that changing

1 Microeconomic reform can be defined as government policies or initiatives aimed at improving the productivity of
specific industries or sectors in the economy. Forsyth, P. A Perspective on Microeconomic Reform, in Forsyth, P.
(ed) Microeconomic Reform in Australia, Allen and Unwin, Sydney, 1992,

2 Productivity measures how effectively an economy uses resources (labour and capital) in order to deliver the goods

and services demanded by consumers. An increase in productivity represents an increase in output created from
a fixed set of inputs (that is, productivity is about working smarter rather than working harder).

8 Hi |l mer , F., 6Compet i ti dresefaidniocthg Bukimess @oumcd & Rustrialia on2l® Feldridary
2014, 2014.
4 Hilmer, F., OCommpmel9 92 dresefatidnitottd Bukiness Council of Australia on 13 February

2014, 2014.



incentives is often more politically difficult than changing enablers. Microeconomic reform

often involves winners and losers and even though society overall might be better off as a

result of a particular reform it is often the case that the losers are a very vocal minority i

one personodstrbyarcgdrerbd oaremit her personédés protec
makes reform politically challenging. Additionally, a focus on enablers (for example, more

infrastructure, better education) is often a far easier political debate.

A final point from Hilmer is worth noting. If reducing unemployment is a key objective then

the research suggests that the real driver of employment is the growth in new businesses.

Hi |l mer considers that Awhat we should be doi ng
businessesare e nc o ur a g € dhistrenfofces theneed to focus on incentives as

well as enablers, particularly by removing regulatory barriers to entry or new technology

and letting the forces of competition drive innovation.

In this Inquiry, the ERA has given consideration to how the productivity of the Western
Australian economy could be enhanced by addressing enablers, incentives and the
interaction between enablers and incentives.

The ERA has made 38 recommendations for reform across 17 different areas® of the
Western Australian economy. These recommendations, if implemented, are expected to
generate considerable benefits to Western Australians and ensure the Western Australian
economy remains resilient in the face of national and global economic change.

Quantifying the benefits of reform can be challenging: in many situations the ERA has not
been able to source sufficient data or information to undertake a robust quantification. The
benefits of the suggested reforms have not been quantified but the ERA considers that they
would be significantly greater than $622 million per annum’, or $245 per year for every
Western Australian resident, as this accounts only for the benefits from State taxes, the taxi
industry and the potato market.®

The benefits from remaining reforms identified in the Final Report have not been quantified.
These benefits would be derived from better provisioning of infrastructure, more efficient use
of existing infrastructure, reducing regulatory burden, deregulating retail trading hours, and
rescinding the domestic gas reservation policy.

5 Hil mer, F., O6Competit i dresemalidnitothg Bukimess@oumch &Ff Rustrialia on2lB Feldréary
2014, 2014.

6 The 17 areas being: congestion charges; State taxes; the taxi industry; the potato market; Royalties for Regions;
Government project evaluation; electricity time-of-use/cost-reflective charging; public/private partnerships;
unsolicited proposals; divestment of Government assets; fit for purpose investment; innovative funding sources;
State infrastructure strategy; reducing regulatory burden; retail trading hours; domestic gas policy; and Government
involvement in the housing sector (including developments and Keystart).

7 Thisis based on the estimated benefit of $580 million from reform of State taxes, $38 million from reform of the taxi industry
and $3.8 million from the reform of the potato industry.

8 The Australian Bureau of Statistics estimates the Western Australian residential population as being 2,535,701 as at
September 2013 (ABS data set: 3101.0).



Economic Regulation Authority

In addition, the recommended reforms will remove barriers to entry or new technology and
growth in a number of areas. The ERA expects substantial benefits to be derived from
growth in the retail trading sector, the taxi industry and the seed potato industry. The ERA
also expects that the removal of regulatory burden on business will result in the entry of
new businesses, greater competition, and growth in employment.

Lyndon Rowe
Chairman, Economic Regulation Authority
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In August 2013, the Treasurer requested that the ERA undertake an Inquiry into
Microeconomic Reform in Western Australia.

As part of this Inquiry, the ERA was required to develop a package of microeconomic reform
measures to improve the efficiency and performance of the Western Australian economy.
In particular, the Treasurer asked the ERA to focus on areas of reform that will:

1 improve productivity and flexibility of the Western Australian economy;
 increase choice for consumers and business;

9 increase opportunities for Western Australian businesses to compete nationally and
internationally; and

1 remove or reduce unnecessary regulation.
In developing its recommendations, the ERA was required to:

1 assess the efficiency of the Western Australian economy compared to similar
national and international economies;

9 identify areas of the Western Australian economy whose contribution could be
improved through reform;

1 identify options for improving the economic efficiency of these key areas;

9 prioritise reforms based upon their potential to improve economic efficiency and
future growth; and

1 recommend a small number of specific key reforms or sectors that require further
investigation by the ERA and/or policy development by the Government.

The terms of reference for the Inquiry are broad ranging, and as such, the ERA has been
highly selective in determining the areas of reform that could be examined in this Inquiry.

The ERA developed a list of potential areas for consideration in this Inquiry based on
submissions in response to the Issues Paper and Discussion Paper, meetings with
government departments and agencies and from ideas generated within the ERA.

The ERA prioritised reforms that it considered would have the largest potential benefits to

society and that would be relatively easy to implement by the State Government. Figure 1
provides an overview of the ERA®Gs approach to p
potential benefit versus difficulties in implementation.

By necessity, the ERA had to limit the scope of its Inquiry to areas that would have the
largest potential benefits to society and could be examined in the timeframe available for
this Inquiry. The Terms of Reference for the Inquiry also required the ERA to recommend
a small number of specific key reforms or sectors that require further investigation by the
ERA and/or policy development by the Government.
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Figure 1 E R A @proach to assessing potential reforms
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Issues considered in the Inquiry

The ERA has broadly grouped the issues that it has dealt with in this Inquiry as follows:

T

Infrastructure: State funded infrastructure is a key driver of productivity and has
the potential to have a significant impact on our future prosperity, but the State only
has limited resources to fund infrastructure. The ERA examines how we can
maximise the productivity of this important enabler of growth through better decision
making, potentially divesting some public assets to the private sector, and providing
incentives to use infrastructure efficiently through user charges.

Addressing disincentives: Reducing unnecessary regulation will assist existing
and new firms and industries to react to changes in demand and technology,
allowing them to capitalise on these changes to become more productive. Ensuring
taxes comply with the core principles of good tax design, which stipulate that taxes
should be efficient, simple and equitable, will reduce behavioural distortions and
lower the efficiency costs associated with State taxes.

Removing barriers to competition: Removal of barriers to competition will provide
the incentives for new businesses to enter the market. An increase in suppliers is
beneficial as it encourages innovation, efficiency and can drive growth in
employment. In this section of the Final Report the ERA examines regulation of

Inquiry into Microeconomic Reform in Western Australia: Final Report 5



retail trading hours, regulation of the taxi industry, regulation of the market for
potatoes, the domestic gas reservation policy, and Keystart home loans.

Strong relationships exist between infrastructure investment and productivity, which in turn
is the major determinant of standards of living over the long term. This is because
infrastructure is an enabler of productivity; it increases the capabilities of the economy and
provides the support that businesses and individuals need in their work. Hence, a failure to
deliver the right level and mix of infrastructure will lead to lower standards of living than
would otherwise be the case.

Infrastructure expenditure in Western Australia is significantly higher on a per capita basis

than other jurisdictions, reflecting not only higher economic activity, but also that the

Government is more active in more sectors of the economy than is the case in other

jurisdictio n' s . This has been a contributing factor i
that led to a credit rating downgrade in September 2013.

The Stateds net debt | evels and the Governmentod
Government to place some form of constraint on infrastructure expenditure as it is simply
unable to afford many of the projects that it would like to implement.

The ERA considers that a review of the way that the Government makes decisions on new
infrastructure, the way it utilises existing infrastructure, and on the assets that the
Government owns, will deliver significant productivity benefits to Western Australia.

The ERA has sought to identify ways to improve decision making around infrastructure to
deliver greater benefits to the economy. Improved decision making and utilisation may in
turn assist the Government to fund the infrastructure that consumers want, while reducing
pressure on the State budget. The ERA has identified several areas in which infrastructure
processes could be improved.

The Government already has good processes in place for infrastructure planning that are
simply not consistently applied. To facilitate effective decision making, the Government
should provide stronger leadership in the consistent and rigorous application of proper
process. The most effective way of ensuring that consistent quality information is supplied
is to provide an appropriate incentive framework and structures for information sharing to
centralise some, but not all, expertise and to require that established processes are followed
in all cases.

An effective project selection and evaluation process may identify alternative projects that

can appropriately address the original problem for a fraction of the cost. Currently,

infrastructure projects that cannot be afforded are delayed or cancelled entirely. A better

way of approaching the situation may #Hoe to 1id
purposeod0 projects t habeingdeivetedieartiee mard cost-dffectivalyo | ut i on
and in a way that better meets the needs of consumers.

The ERA concluded in its Draft Report that hypothecation of royalty income to Royalties for

Regi ons i s not an i deal way t dment ¢of regeomat t he
development. The ERA also noted that the impact of hypothecation of royalty income on

the budget has been compounded by the offsetting effect increases in royalty income has

on the GST revenue grants.



As part of the 2014-15 State Budget (which was handed down after the release of the Draft
Report), the Government implemented a $1 billion expenditure cap that will limit expenditure
from Royalties for Regions to a level well below the amount that would otherwise be
allocated (assuming 25 per cent of royalty income is hypothecated to regional projects). The
ERA considers that its recommendation in the Draft Report to restrict regional funding has
effectively been implemented with the introduction of the expenditure cap. Under these
circumstances, the ERA considers that optimal expenditure on regional priorities can now
be achieved provided that the Government actively manages the expenditure cap and
follows good process for project selection.

There are a number of areas in which existing infrastructure could be better utilised. Before
considering new infrastructure expenditure, the Government should investigate demand
management tools that may obviate the need for such expenditure. For example, in many
cases the more efficient use of existing infrastructure may delay or reduce the need for
expensive capacity enhancement. In this review the ERA has considered time-of-use
electricity charging and road congestion charging as measures that not only reduce the
need for infrastructure enhancement, but provide significant productivity gains as a result
of changing the behaviour of consumers.

Currently, most Western Australians pay a flat rate tariff for electricity that is applicable at
all times of the day. This pricing structure does not take into account the fact that the
demand and the cost of supply for electricity can fluctuate significantly throughout the day,
with clear peak periods in the afternoon when people return from work. The generation and
distribution network is built to accommodate peak periods of demand that only occur for a
few days each year that can be further exacerbated by extreme weather (for example,
during very high temperatures air conditioner use is dramatically higher).

Accordingly, the ERA considers that a move to time of use charging (charging users more
to use electricity in peak periods and less in periods of lower demand) could smooth demand
for electricity by encouraging customers to consume less electricity during peak periods.
This could reduce the peak capacity requirement of the network and therefore delay the
need for expensive network enhancements.

Additionally, current electricity tariff structures do not fully recover the cost of providing
electricity. The ERA considers that Western Australia should progress towards fully cost-
reflective tariffs.

The inefficient use of infrastructure can impose considerable costs. The under-pricing of
road use in Western Australia has resulted in rapidly increasing traffic congestion, with the
cost of congestion in Perth expected to reach $1.6 billion by 2015.° This cost is composed
of increased travel times, less reliable travel times, pollution costs and additional fuel costs.

Congestion in Perth is typically confined to morning and afternoon peak periods as people
commute to and from work. In order to alleviate congestion, road users must be given
incentives to either travel outside of peak periods or switch to public transport. Many urban
economists agree that the best method for achieving this is some form of congestion
charging scheme?? that charges road users for using particular road facilities or for entering
the confines of a restricted area.

The ERA considers that a trial of a congestion charge should be implemented for vehicles
that enter the CBD during peak periods in the morning and afternoon. Evidence from other

9 See for example, Bureau of Infrastructure, Transport and Regional Economics, Estimating urban traffic and
congestion cost trends for Australian cities, 2007.

10 Based on a study by Small and Gomez-lbanez. (Small and Gomez-lbanez, Road pricing for congestion
management: the transition from theory to policy, 1998.).



cities shows that congestion charging is a highly effective traffic management solution that
also brings about reductions in vehicle accidents and inner-city pollution, and has
consistently reduced congestion by around 15 to 30 per cent where it has been
implemented.*! The evidence also shows that congestion charging schemes generally gain
public approval once the benefits become evident, despite initial public resistance.?

Congestion charging schemes do require significant up-front expenditure for payment
management systems and the public transport investment necessary to accommodate an
increase in peak hour demand. However, experiences in other cities indicate that this need
not impose a substantial burden on the Government. Elsewhere, revenue from congestion
charges has paid back the initial set-up costs in a relatively short period (ranging from
around 6 months in Milan, through to 4 years in Trondheim) while also covering all operating
expenditures. Ongoing revenue from congestion charging schemes is also frequently used
to improve and expand public transport facilities.

Time of use pricing and congestion charges are designed to incentivise consumers to
change their behaviour, not raise funds for the Government. However, there are situations
where the Government should introduce user charges purely as a means of funding
infrastructure. Developing innovative sources of funding can ease budgetary pressures and
allow the continued maintenance and provision of public infrastructure. The ERA has
considered the potential for widening the use of developer charges and user charges.

The ERA supports the implementation of user charges to fund and maintain infrastructure
in place of general government funding as it enables a more equitable outcome by charging
only the people who use that infrastructure. Additionally, the ERA considers that widening
the base of developer charges could benefit Western Australia. It is reasonable that the
developers and individuals that benefit from the infrastructure should incur all or part of the
cost of its provision.

Finally, the ERA considers that the Government is not the only source of infrastructure
investment proposals and in some cases not the best source. Developing a mechanism by
which the private sector is encouraged to present unsolicited projects may result in a source
of innovative solutions to infrastructure backlogs. Such a mechanism needs to balance the
protection of private sector intellectual property with the over-riding requirement for value-
for-money from government procurement.

The Western Australian Government owns a large number of infrastructure assets and
Government Trading Enterprises that are owned and operated by the private sector in other
jurisdictions. Government ownership of assets and businesses has become a topical issue
foll owing the |l oss of the Stateds AAA credit ra8

The State Government has announced that it is reforming its Business Model and Asset

l nvest ment Program with the aim of recovering
Government will initially focus on a process to facilitate the sale of underutilised land

holdings, discrete port assets, and certain electricity assets.

11 Ernst & Young, Communauté métropolitaine de Montréal: Portrait des experiences de tarification routiére en milieu
urbain, 2012; The Urban Mobility Portal, Traffic Reduction Data, 2014, http:/eltis.org/index.php, (accessed
4 June 2014); European Platform on Mobility Management, Durham City: First Road User Charging Scheme in the
UK, 2014, http://www.epomm.eu/index.php?id=2771&langl=en&study id=169, (accessed on 4 June 2014);
Button, K., The Economics Behind Transport Congestion, Mercatus Center Seminar, Washington D.C, 2007.

2. Mugz, I, Why the Attitude? An analysis of attitudes towards the congestion charge in Gothenburg prior to
implementation, 2013.
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The ERA supports the Governmentodés review of it
should focus on sales that will improve the efficiency of the economy rather than focusing
strictly on the impacts on net debt.

Historically, the Government has owned an asset or business to ensure that certain goods

and services are delivered in a manner consi st
and businesses have been used as a way of achieving government policy objectives.

However, there are less invasive forms of intervention that the Government can undertake

to ensure that goods and services are efficienti
wants.

Divesting government assets, where appropriate, has the potential to increase the efficiency
and productivity of the asset, which in turn may benefit consumers. It may also help to
address conflicting objectives that arise from Government ownership (for example, trying to
maximise profits from government business enterprises while also seeking to achieve social
objectives). Greater private sector involvement in infrastructure also has the potential to
reduce costs given that the private sector often has a greater incentive to operate more
efficiently than government.

The ERA has developed a set of criteria for the Government to apply in reviewing the
reasons for ownership of a business or asset. These criteria are summarised in Figure 2.

The ERA has applied the criteria to selected government assets to assess their suitably for
divestment (including Western Power, Synergy, the Water Corporation and the Port of
Fremantle). This review is not considered to be comprehensive, but it does provide some
guidance on how the criteria developed by the ERA could be applied.

A debate is needed about government ownership of assets and businesses, informed by
periodic reviews guided by a framework. Such debate should lead to decisions that resolve
conflicting objectives, provide appropriate commercial incentives to maximise net benefits
to the community and, in the case of divestment, provide funds for retiring debt and/or
investment in new infrastructure.
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Figure 2 Criteria for Government ownership of a business
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Addressing disincentives

The ERA examined how incentives in the Western Australian economy could be improved
by reducing unnecessary regulation and ensuring taxes comply with the core principles of
good tax design.

Inquiry into Microeconomic Reform in Western Australia: Final Report 10



Well-designed regulation is one of the tools that allow governments to achieve policy
objectives such as promoting efficient markets, encouraging public health and ensuring
responsible development. Good regulation should have net benefits and the benefits
should be greater than the benefits of other possible interventions.

However, regulation results in a burden on citizens and businesses when it is unnecessary,
obsolete, or poorly designed. It imposes a net cost on society, can raise the price of goods
and services, and discourages entrepreneurs from establishing new and innovative
businesses and business practices.

The State Government has responded to public concerns about regulatory burden through
a number of initiatives in recent years (including the Red Tape Reduction Group and Repeal
Week). These initiatives have had a considerable impact, but there is still scope for
reducing regulatory burden.

The ERA has made recommendations in the Final Report that aim to further reduce existing
regulatory burden and to prevent the introduction of poorly designed regulation in the future.

Addressing existing regulatory burden

To reduce the existing regulatory burden in Western Australia, the Government needs to
improve co-operation between different government agencies, make better use of
technology to improve service delivery, and pinpoint the recurring problems faced by users
of government services.

The ERA considers that this can be done by establishing a State-wide regulatory reform
programme to continue the good work that has already been done in this area. It also
recommends that:

1 the Government establish a division to assist departments in using technology to
provide online services and information;

1 government departments be required to report publicly on how well they have met
their customer service standards each year; and

1 key performance indicators be applied to senior government officials relating to their
success in removing regulatory burden, and the degree to which their department
has met its customer service standards.

The ERA also considers it essential that the Government frequently reports on the progress
of the reform programme, and that it ensures that citizens and businesses are closely
involved throughout the process.

Safeguards against future regulatory burden

The Government currently uses a process called Regulatory Impact Assessment to vet
proposed new laws and policies and protect against the introduction of further regulatory
burden. The process is a tool that helps the Government make better decisions by
considering the likely consequences of a proposal, and any practical alternatives.

Western Australiadb s Regul atory | mpact Assessment gui del
internationally, and throughout Australia. Unfortunately, while the guidelines themselves
are good, the Statebs process suffers from sign



A major concern is that it is potentially relatively easy for new regulations to escape scrutiny.
Exemptions are available for election commitments and the Minister for Finance can also
exempt any other regulation from scrutiny at any point in the decision-making process.
There is no requirement to advise the public of the reason for an exemption, or even that
an exemption has been granted. The Government does not publish enough information to
determine how often these options are used, but the fact that these exemptions are
available reduces confidence in the ability of the process to provide genuine protection.

The role of public consultation in the process could also be significantly improved through

better disclosure of information, and by ensuring stakeholders have sufficient time to

comment. This would help ensure the Regulatory Impact Assessment process is used to
genuinely improve policies rather than being us
decisions that have already been made.

The ERA considers that the best approach in preventing future regulatory burden is to retain

the current process and take steps to strengthen it. This includes passing legislation to give

|l egal force to the existing guideli ntgtegransi gni f i
exemptions, substantially improving public disclosure of relevant documents and findings

at all stages of the process, and directing the Office of the Auditor General to undertake

periodic reviews of the implementation of the process.

It is also important to recognise that appropriate and effective regulation that has been
scrutinised may still become inappropriate or obsolete over time. This can be done by
establishing a set of guidelines to assist the Government in identifying laws that require a
periodic review.

State taxes are an important source of revenue for the Western Australian Government,
estimated to account for a third of #he Governr

However, State taxes impose significant efficiency costs on the Western Australian
economy by distorting the decisions that taxpayers make because of those taxes. The
ERAGs consultant h aefficiemcy tastmarisireg dront three tof Westarn
Australiabds | ar g e sdenttlaansdesduty gnadlgnd tax) tb betindhe order e s i
of $1 billion per annum.4

In general, an efficient tax is one that minimises changes in behaviour (including incentives
to work, save, invest or consume).'> The efficiency cost of taxes are reduced when the tax
base is kept broad (that is, there are few concessions and exemptions), which in turn allows
the tax rate to be kept low while still raising sufficient revenue. The combination of the broad
base and the low rate reduces the incentives of taxpayers to change their behaviour in order
to avoid taxes.

Businesses have the incentive and the opportunity to invest time and effort into activities to
avoid or minimise the amount of tax they pay when a tax is applied at high rates with a large

13 Western Australian Treasury, Budget Paper: Volume 3 Economic and Fiscal Outlook, 2014, p. 88.
“Synergies Economic Consulting calcul ated t h-rermfaiergger e by ap
efficiency costs to 2012/13 collections of payroll tax (22 cents), transfer duty (31 cents) and land tax (6 cents) as
sourced from page 2 of Overview of State Taxes and Royalties to calculate the pre-reform efficiency cost. Source:
KPMG Econtech, CGE Analysis of the Current Australian Tax System, 2010 p.2 and Western Australian
Department of Treasury, 2013/14 Overview of State Taxes and Royalties, , 2014, p. 10.
15 The main caveat to this being taxes that are deliberately designed to change behaviour (for example, when
externalities are present).



number of exempt activities. The following are distortions available for businesses to
reduce their payroll tax liabilities.

1 Attempting to engage employees as independent contractors (because payments
made to legitimate independent contractors are not subject to payroll tax) to reduce
payrol | tax and other payroll related
compensation).

1 Sending parts of their operations off-shore, where wages and tax liabilities are lower.
The Chamber of Commerce and Industry of Western Australia (CCIWA) advises
that some of its professional services members are hiring staff in South East Asian
countries to complete work that could otherwise be done in Western Australia as a
way of reducing staff numbers and not increasing their payroll tax obligations.

1 Deciding not to employ additional staff to avoid exceeding the exemption threshold
for payroll tax and finding alternative means to grow their businesses (such as
greater use of capital) or simply not growing the business at all.

Such behaviour, as well as reducing State tax collections, impedes the growth of the State
economy by diverting activity to other jurisdictions, dampening overall activity, and acting
as a distraction to business owners (as the time and effort spent on minimising tax liabilities
comes at a cost of other more productive activities, such as growing businesses).

Inefficient taxes also distort the behaviour of individuals. The most obvious implications for
individuals arise from transfer duty on the sale of residences. Transfer duty is a significant
impost with a maximum rate of 5.15 per cent® applied to the cost of buying a dwelling in
Western Australia. Transfer duty may influence home-owners not to move house when it
would be desirable for them to do so in the absence of transfer duty. This can have a
number of negative effects on individuals, State tax collections and the economy more
generally including:

9 acting as an impediment to labour mobility T for example, an individual may choose
not to relocate for work because of the cost of transfer duty associated with buying
a new home; and

9 inefficient use of housing stock i people may stay in particular dwellings when it no
longer suits their needs and thereby prevent other people from accessing a dwelling
of a suitable size. For example, empty-nesters may not downsize their homes and
people with growing families may decide to extend their home rather than moving to
an established dwelling of an appropriate size.

The ERA has examined two main options for reforming payroll tax, residential transfer duty
and land tax in Western Australia in order to reduce the efficiency costs. Both reform
options are revenue neutral for the State Government.

1 Broaden the base and lower the rate of all three taxes to increase their
efficiency. This option involves:

o} broadening the base of payroll tax, transfer duty and land tax by
removing all concessions and exemptions identified by the Western
Australian Treasury in its Statement of Tax Expenditures; 1’ and

16 Western Australian Department of Treasury, 2013/14 Overview of State Taxes and Royalties, 2010 p. 10.

17 Significantly reducing the payroll tax free threshold has similarities to the arrangements that applied when the States
were granted the payroll tax base from the Commonwealth in 1971. The tax free threshold at that time was $20,800.
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o} lowering the rate for payroll tax, transfer duty and land tax, such that the
revenue raised by each tax stays the same.

1 Increasereliance on efficient taxes and reduce or abolish the inefficient taxes.
This option involves:

o} removing all concessions and exemptions on land tax and raising the
rate (while retaining the progressive scale) and therefore significantly
increasing the amount of revenue raised by land tax; and

o} removing all concessions and exemptions on payroll tax and lowering
the rate such that the total net revenue raised by payroll tax remains the
same; and

0 abolishing transfer duty on residential property.

Any reforms to the taxation system that are revenue neutral for the Government will result
in winners and losers. This is because a reduction in the taxation liability of an individual or
business will have to be paid for by an increase in the liabilities of others.

However, the ERA considers that there a strong advantages of proceeding with reform of
State taxes, notwithstanding that it will result in winners and losers, because of the
significant efficiency gains that are expected to accrue from reform.

A preliminary investigation indicates that the efficiency benefits of reforming State taxes are
likely to be considerable. Broadening the bases and lowering rates will reduce the
distortions to behaviour and have been estimated to have the potential to add $460 million
to $580 million per annum to the State economy. Reforming State taxes will also ensure
that the State Government has access to a stable and growing source of revenue.

However, the ERA recognises that there are practical barriers to reforming State taxes,
including the difficulties of convincing the business community and the general public of the
need to forgo existing exemptions and concessions in State taxes for the broader public
benefit of lower tax rates applied to broader bases. However, the immediate impact on
losers from the taxation reforms can be softened by adopting a staged-approach to the
implementation of any reform measures. For example, the Australian Capital Territory
Government has commenced phasing out transfer duties on conveyance over a 20 year
period and adopting General Rates as a broad based land tax for revenue replacement.®

Reforming State taxes will do little to address the imbalance between the Western
Australian and Federal Government in revenue raising capacities and expenditure
obligations. Such reform can only be achieved through cooperation at a national level
between the Federal Government and State and Territory Governments.

Nevertheless, the ERA considers that the two main tax reform options outlined in this Final
Report are worthy of more detailed consideration.

Over the years, successive state governments have put in place regulations that stop
competition in various markets. These regulations result in situations whereby some groups
are subsidising the incomes of other groups, and are ultimately costing society overall.
Regulations also result in consumers having less choice (for example, choices about when

18 ACT Department of Treasury, 2012-13 Budget Paper No. 3: Taxation Reform, 2012.



and where they can shop, choice about the variety of potatoes they can purchase) and
paying higher prices (for example, higher taxi fares).

Such barriers to competition are now the exception rather than the norm, as many
restrictions have been addressed. The ERA considers that there is a need to address the
few remaining barriers to competition that have persisted.

Retail trading hours in Western Australia have been extended in recent years, but continue
to be some of the most restrictive in Australia.!®

Governments have restricted retail trading hours in the past for various reasons. These
have included the observance of the Sabbath, to protect different types of retail business
(for example, large or small retail businesses) and for social purposes such as ensuring that
employees in the retail sector can have family time on weekends.?°

The ERA considers that these arguments in favour of restricting retail trading hours do not
have the same weight as they did in the past, particularly given the considerable changes
to society and technology since restrictions on trading hours were first introduced. For
example:

1 Changes to the composition, and working hours, of households (such as the greater
prevalence of dual income and single parent households and the increase in fly-in
fly-out workers) make it more difficult for households to shop within restricted retail
trading hours.

i Regulatonof r et ai l trading hours disadvantages

to on-line retailers, which are free to trade whenever they wish. The significant
increase in online shopping in recent years has made the regulation of retail trading
hours less relevant.

The regulation of retail trading hours primarily benefits small retailers, which have few or no
restrictions on their trading hours by protecting them, to some extent, from competition from
retailers with more restricted trading hours. Protection of small business suggests that they
are inherently preferable to large retail businesses. The ERA found no justification for this
restriction on competition, a fact that has been consistently supported by other independent
reviews of retail trading hours.

Rather than being of benefit, regulation of trading hours imposes considerable costs on
customers and those retailers with restricted trading hours.

Regulation of retail trading hours reduces the choice and convenience of customers by
preventing people from shopping when and where they choose. People, for various
reasons, want to shop at times and places that are currently unavailable.

Data collected by the ERA demonstrates the extent to which customer behaviour is limited
by the existing retail trading hours. On weekends in particular, there is a clear spike in
shopping activity immediately after shops open and a significant drop in shopping activity
immediately prior to shops closing. These sudden changes demonstrate that retailers are
being forced to close during times when there is considerable customer demand. These

19 Productivity Commission, Relative Costs of Doing Business in Australia: Retail Trade, Productivity Commission
Interim Report, 2014, p. 89.

20 National Competition Council, Assessment of Governmentsd Progress i
Policy and Related Reforms, 2001, p. 21.

n

I mpl en



abrupt changes also contrast greatly with the behaviour observed in the deregulated trading
markets of Victoria and New South Wales. Customers have greater choice about when they
shop in jurisdictions with deregulated trading, and this is reflected in more gradual increases
and decreases in shopping activity over a 24 hour period.

The ERA considers that consumer choice, rather than government regulation, should
determine which shops open and when. Retailers will respond to consumer demand by
opening when it is profitable for them to do so and closing when it is not. Deregulation of
retail trading hours will generally not result in shops being open 24 hours a day, seven days
a week, although a small number of retailers may choose to if it is profitable to do so.

Restrictions on retail trading hours imposes costs on retailers with restricted hours. These
costs include: lost sales from being required to close when it may be profitable to be open;
greater capital costs due to the need to have extra capacity to deal with greater peaks in
customer activity; and compliance costs from needing to deal with complex retail trading
regulations.

The regulation of retail trading hours also distorts the manner in which some businesses
grow. Many small businesses make use of their longer trading hours because it is profitable
to do so. Confronted with the choice of growing (and no longer being able to operate during
these extended trading hours) or remaining the same size (and continuing to benefit from
unrestricted trading hours), some retailers choose not to grow, or to grow in a distorted
manner that ensures they retain the ability to enjoy unrestricted trading hours.

The ERA recognises that deregulation of retail trading hours will disadvantage some
retailers, particularly existing small retailers, which have enjoyed a degree of protection from
competition. The greater competition will be most harmful to the retailers that are least
capable of meeting customer demand and reflecting customer tastes and preferences (that
is, the most inefficient and inflexible retailers). However, these retailers will be replaced by
businesses that can and do cater to customer tastes and preferences, and will create a
more competitive and vibrant retail environment.

Furthermore, small retailers have already adapted to substantial liberalisation of trading
hours in Western Australia, and the structural adjustments that would arise from full
deregulation are not anticipated to be as significant.

Reflecting these considerations, the ERA recommends that retail trading hours be
deregulated in Western Australia with the exception of Christmas Day, ANZAC Day morning
and Good Friday. This is similar to the models implemented in Victoria and Tasmania.

The taxi industry in Western Australia is highly regulated. Regulations administered by the
Department of Transport determine: the number of taxi license plates on issue in Western
Australia;?! the maximum price that may be charged for taxi services; and the vehicle
standards and driver behaviour and aptitude standards that must be met.

The ERA has concluded that standards for taxi vehicles and driver aptitude and behaviour
have a net benefit, while the restrictions on the number of taxis have a clear net cost. Caps
on maximum fares appear to be necessary when there is a restriction on the number of

2l Taxi plates give the owner of the plate, or their agent, the right to operate a taxi. The Department of Transport
restricts the number of taxis permitted to operate in Western Australia by limiting the number of taxi license plates
on issue. The practical outcome of this is that there are fewer taxis operating in Perth than there would be in the
absence of this restriction.



taxis operating to prevent the abuse of market power. The need for caps on fares would
diminish if restrictions on the number of taxis were removed.

The ERA could not identify a market failure in the market for taxi services that justifies the
imposition of restrictions on the number of taxis that can operate. To the contrary,
restrictions on the quantity of taxis have resulted in taxi services in Western Australia being:
over-priced by around 16 per cent; and under-supplied and unreliable, with booked taxis in
Perth being 15 minutes late or longer on 115,000 occasions in 2013.

The ERA estimates that the benefit to taxi passengers of lower fares and reduced waiting
times as a result of removing the restrictions on the quantity of taxis would be in the order
of $70 million per annum. Of this, $18 million would be at the expense of private taxi plate
owners (who are generally not drivers) in the form of income foregone.

Taxi drivers will generally be unaffected by the reforms and may in fact benefit from greater
opportunities to own and operate their own taxi businesses, rather than working for a plate
owner. Drivers may also benefit from more job opportunities, with demand for taxi services
expected to increase by between 4 and 10 per cent as fare prices fall.

However, around 1,000 taxi drivers who lease their plates from the Government would lose
a portion of their income, estimated to be around $4,000 per driver per year. These drivers
have enjoyed an advantage over drivers that lease from private plate owners under the
current arrangements.

The ERA estimates that the net benefit to the Perth community of removing quantity
restrictions would be between $13.6 million and $38.5 million per year. In practical terms,
removing restrictions on the number of taxis will mean that: there are more taxis available,
with shorter waiting times and more reliable services; cheaper fares; and more innovative
and competitive services (such as alternative ways of booking and paying for taxis).

Opponents of deregulation of the taxi industry argue that many of the jurisdictions that have
removed supply restrictions experienced a decline in the quality and safety of taxi services.
The ERA notes regulations restricting the number of taxi are not designed to achieve quality
and safety standards. The Government should ensure that quality and safety standards
are maintained through regulations specifically designed to achieve the desired outcomes
and ensuring that these regulations are enforced.

The development of smart phone technology is starting to have a profound effect on the
way passengers purchase taxi and related services. Smart phone technology has the
potential to generate significant benefits for passengers and drivers, and as such these
technologies should be welcomed rather than discouraged. However, the full potential
benefits of smart phone technology will only be realised if the Government removes quantity
restrictions on the taxi industry and removes the barriers that prevent small charter vehicles
from competing with taxis (including minimum fares).

Technological advances mean that it is no longer practical to maintain the current
protections of the taxi industry. Most notably, the launch of Uber in Perth has started to
facilitate greater competition between the taxi industry and the small charter vehicle
industry. The ERA considers that it would be better for the Government to be proactive and
to adjust regulations in a planned and orderly manner, rather than try to respond when there
is no choice other than to deregulate.

Reflecting these considerations, the ERA recommends that the Government establish a
process to: effect the complete removal of quantity restrictions on the number of taxis



operating in Western Australia; and remove the restrictions that prevent small charter
vehicles from competing directly with the taxi industry.

Ideally, once the reform model has been agreed, removal of quantity restrictions in the taxi
industry would occur completely and in a single stage. This will result in the greatest and
earliest benefits to taxi passengers in the form of lower prices and will reduce opportunities
for the deregulation process to be derailed by interest groups. The ERA does not consider
that restrictions on the number of taxis should be removed slowly over time; a long transition
process is not needed to allow the industry to adapt because this is already occurring in
response to new technology.

Some additional regulations of Small Charter Vehicles (SCVs) may be required if they are
to be permitted to pick up rank and hail passengers, to ensure the safety of both passengers
and drivers. For example, some form of external signage would be important to allow
passengers to easily differentiate between registered taxis and private vehicles so they do
not inadvertently accept a ride from a driver that is not part of that industry. SCVs may also
need to include in-vehicle cameras and GPS, as is currently required for taxis.

Removing restrictions on the number of taxis that are permitted to operate will erode the
value of taxi licence plates and the ability of plate owners to generate an income from these
plates in the form of lease fees. However, the ERA recommends that the Government does
not compensate owners of taxi license plates for the loss of value of income, including for
the following reasons.

1 Plate holders have been able to reap windfall gains from past government policy
choices without these being taken back, so it is reasonable to expect plate owners
to bear windfall losses without compensation.

1 New technologies are likely to erode the value of plates, irrespective of whether or
not the Government removes quantity restrictions, and so there is no case for
compensation to be provided by the Government.

1 The risk that the Government may remove the restriction at some point in the future
should already be incorporated into taxi plate prices.

In Western Australia it is illegal to sell fresh potatoes grown in Western Australia for human
consumption (ware potatoes) without a licence from the Potato Marketing Corporation,
which is a statutory marketing organisation of the Western Australian Government.

The Western Australian ware potato industry was regulated after the Second World War in
order to ensure supply and to control price levels. Virtually every other agricultural industry
has since been deregulated, with the Western Australian ware potato market being one of
only two regulated agricultural industries remaining in Australia.??

The Potato Marketing Corporation undertakes a number of functions under Marketing of
Potatoes Act 1946 (the Act) that restrict competition in the market for ware potatoes. These
functions (among others) include determining the quantity and the colour?® of potatoes
produced, issuing licences (Domestic Market Entitlements) to grow potatoes, setting the

22 The New South Wales Rice Board being the other (Australian Bureau of Agricultural and Resource Sciences,
Australian Agricultural Productivity Growth: Past Reforms and Future Opportunities, 2014, pp.14-15).

23 Potato varieties are grouped into colours such as whites, blues, reds and yellows.



price that growers will receive, licensing wash packers and acting as the monopoly seller of
potatoes to the wholesale market.

The Potato Marketing Corporation has some onerous regulatory powers under the Act,
including powers to search premises where potatoes are grown, stop and search vehicles
suspected of carrying more than 50 kilograms of potatoes, impound crops for evidence, and
prosecute farmers.?* The Potato Marketing Corporation?® and Australian Venture
Consultants?6 note that these are arcane powers that have not been used for many years.
Nevertheless, the Potato Marketing Corporation can and has taken legal action against
potato growers that have failed to comply with legislation.?’

The ERA considers that restrictions on potato marketing have raised the incomes of potato
growers in Western Australia. However, this has been at the expense of Western Australian
consumers, who have paid higher prices than would otherwise have been the case, have
had limited choice of potato varieties and have endured poor product quality.?® The
restrictions have also limited productivity growth in the industry. The ERA estimates that
approximately $87 per tonne would be passed through to consumers in the form of lower
prices should the industry be deregulated.

The Potato Marketing Corporation argues that its activities simply counter-act the market
power of Coles and Woolworths in the purchase of wholesale potatoes in Western Australia.
In doing so, the Potato Marketing Corporation argues that it is merely redistributing some
of the monopoly rents?® earned by the supermarkets to potato growers. The ERA disagrees.
The ERA found that there is substantial, but not perfect, competition in the wholesale
purchase of ware potatoes and that, if farm-gate prices for potatoes fell, most of the price
reduction would be passed through to consumers. However, the extent to which any falls
in the price of Class 1 potatoes (of which Coles and Woolworths purchase a significant
share) would be passed on to consumers is likely to be less than the average for the total
ware potato market.

The main reason why consumers in Western Australia have a limited choice of varieties
relative to their counterparts in eastern Australia is that the Potato Marketing Corporation
has not been as effective as a free market in meeting the demands of consumers. For
example, the Potato Marketing Corporation is only now planning to shift a large proportion
of the Stateods Do mens fromcwhitddoryé&llew varieties®*i Hdowever,
yellow varieties have been a large share of consumption for some time in eastern Australia.
The ERA considers that a free market will always respond more quickly to consumer
demand than a regulated market.

The ERA has found that the regulation of the ware potato market is hampering the
development of a seed potato export industry in Western Australia. Western Australia has
ideal conditions for growing seed potatoes; it has the right climate and is free from many of
the diseases that are present in other potato growing areas. There is a significant

24 Marketing of Potatoes Act 1946, http://www.austlii.edu.au/au/legis/wa/consol_act/mopal946232/
25 Potato Marketing Corporation (8 May 2014)

% Australian Vent ure Consultants (on behalf of Réspons®  ERA Draft Gr ower s 0O
Report: Inquiry into Microeconomic Reform in Western Australia, 2014, pp.4-5.

27B.Thompson,6 Tony Gal ati pot aTheWeshfastraianslulydls8 20p3p e d 6 ,
http://au.news.yahoo.com/thewest/a/18042008/tony-galati-potato-charges-dropped/ (accessed 23 June 2014).

28 McKinna et al, Strategic Analysis of the Western Australian Ware Potato Supply Chain: Final Report, 2011, p.iv.

29 Economic rent is the return over and above opportunity cost (or the normal rate of return) necessary to keep a
resource in its current use.
30 ACIL Allen Consulting (A report to the Potato Marketing Corporation), Regulation and the potato industry in WA,
2014, p.22.
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opportunity for Western Australian growers to export seed potatoes to Asia, the Middle East
and the Eastern States.

Despite this, there has been a reluctance to invest because seed exporters are prevented
from selling any seed tubers3! that cannot be exported on the domestic ware market unless
the exporters have a Domestic Market Entitlement. This constraint reduces profitability and
investment in the industry.

Overall, the ERA estimates that the restrictions on the Western Australian ware potato
market have a net cost of $4.1 million per annum. This equates to a present value of
$33.23 million over a 15-year period.

The ERA notes that a consultant engaged by the Potato Marketing Corporation (ACIL Allen)
also found that the regulation of the potato industry imposes a net economic cost to Western
Australia.

Proponents of the regulation of the ware potato industry have put forward a number of
arguments in favour of retaining the restrictions and have made a number of criticisms of

the ERAOG6s analysis. The ERA has addressed

and does not consider that there are any substantive arguments in favour of retaining the
regulations.

The ERA concludes that the existing regulations on the potato market are holding back the
industry and are not serving the Western Australian public well. As such, the ERA
recommends that the Marketing of Potatoes Act 1946 and Marketing of Potatoes
Regulations 1987 be repealed.

In October 2006, the Government of Western Australia adopted the Western Australian
Government Policy on Securing Gas Supplies. This policy requires a commitment from
liquefied natural gas (LNG) proponents to reserve the equivalent of 15 per cent of the LNG
production from each export project for the domestic (Western Australian) market.3? This is
known as the domestic gas reservation policy (DGR policy).

The rationale for the DGR policyistofiensur e secur e, affordabl
me et Western Australiads long term energy
devel opment and val /% adding investmento.

The ERA notes that other issues, such as the joint marketing arrangements of domestic gas
supply and retention leases may also affect the domestic gas market in Western Australia,
but has particularly focussed on the DGR policy.

The implementation of the DGR policy appears to have been the Western Australian
Government 6s r djsimenhly the rhadcet that invlved a sharp spike in gas
prices and tight supply of domestic gas. However, after careful consideration of the current
gas market, the ERA is of the view that the DGR policy is not required; indeed, the DGR
policy is likely to inhibit development of the Western Australian gas market in the long term.

31 The tuber is the part of the potato plant that is eaten.

%2 The 15 per cent commitment can be met from offsets from sources other than the fields producing exports, although
this has not occurred to date.

33 Department of Premier and Cabinet, Western Australian Government Policy on Securing Domestic Gas Supplies,
2006.
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Historically low domestic gas prices were driven by legacy contracts (such as the North
West Gas Development (Woodside) Agreement Act 1979). These long term contracts did
not reflect the contemporary market conditions and prices, which have moved significantly
from when the legacy contracts were signed. It was therefore inevitable that domestic
customers would have to face a sharp increase in prices on the termination of the legacy
contracts.

However, introducing a policy that artificially restrains price rises does not necessarily
provide a sustainable approach to achieving efficient outcomes. Rather, removing barriers
and providing incentives for more investors to enter the market is more likely to achieve an
efficient and sustainable market to the long term benefit of consumers in Western Australia.

The ERA also notes that Fortescue Metals Group, which is a major gas user, has recently
called for a transition away fromthe DGRpol i cy t o a transparent
i t 0 ap pretenton leasds.&

The ERA believes that the DGR policy should be rescinded as soon as practical. The costs
that this policy imposes on the Western Australian economy far outweigh any benefits that
it is believed to have. At the very least, the DGR policy has the following negative
consequences:

1 It reduces the incentive for investors to invest in the gas industry in the longer term,
reducing future levels of gas available for domestic or international use.

1 It perpetuates the existence of industries that may not have a comparative
advantage in Western Australia at the expense of investment in other industries.

T It inhibits dynamic efficiency and technological innovation. For example, the policy
artificially depresses domestic prices, which discourages domestic gas users from
investing in technologies to lower or substitute their gas consumption.

9 It increases reliance on subsidised gas prices, leading to over consumption of the
resource.

The ERA acknowledges that rescinding the reservation policy may involve some structural
adjustments in the domestic market. Gas will go to its highest market value use and, in the

short-term, prices may have to rise beyond the O6éexport

market anomalies. Gas intensive industries will need to adjust by being more efficient,
switching fuels, or passing on some costs. However, in the longer-term this will result in
sustainable prices, more competition, and greater security of supply.

The Housing Authority is tasked with increasing the range of affordable housing options
available in Western Australia guided by the Affordable Housing Strategy 2010-2020. The
Housing Authority applies a number of policy instruments to increase the availability of
affordable rental and home ownership opportunities, including land and housing
developments, shared-equity arrangements and loans for rental bonds and the purchase of
a property.

34 This was a result of research done by Deloitte Access Economics on behalf of Fortescue Metals Group into Western
Australiads gas sect or DeloittéAccessroonomics, FoftescuenMetals Group: $Veseern
Australia gas sector analysis, 2014 and Fortescue Metals Group Ltd, Australia must maximise its natural gas
advantage, 2014.
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The Housing Authority is active in a number of commercial markets in order to deliver these

policy instruments, exposing the State Government to financial risk. Major risk areas

include the market risk associated with completing housing developments and the credit

risk associated with Keystart Loans Limited (Keystart) , t he Governmentds | ow
loan scheme. The ERA expressed concerns about these risks in its Draft Report and
recommended greater transparency and accountability in t h e Housing Aut ho
development activities and the abolition of Keystart.

In response to the Draft Report, the ERA received 19 submissions opposing its
recommendation to abolish Keystart. Submitter
risk that is posed by Keystart and were of the view that Keystart helped households

transition from public housing to home ownership.

Notwithstanding these submissions, the ERA considers that it is unlikely that Keystart is
having a net impact on the level of home ownership amongst low income households. The
reason why the ERA holds this view is because the housing market in Western Australia
has a supply constraint i it is therefore likely that when a Keystart client is successful in
making a purchase, another buyer is unsuccessful. In addition, by adding to demand in a
market with constrained supply, Keystart may be inadvertently increasing housing prices.

Further, the ERA considers that there is no compelling reason why Keystart should be
publicly owned ifallthe r i sks are accounted for in Keystar
the private sector could replicate this model. Accordingly, the ERA recommends that the

Government explore options for the divestment of Keystart.

In the Draft Report, the ERAexpressedconcerns that the Housing Aut
activities expose the Government to significant risk and could lead to significant financial

losses for Government. The ERA received one submission disputing its analysis of the

Housi ng Aut hpmentagiviies. A lkey emhcern was the lack of consideration

given to the mandate and strategy that governs the activities of the Housing Authority and

the analysis of the One on Aberdeen project.

The issues raised about the activities of the Housing Authority have been responded to in
this Final Report. Further consultation with the Housing Authority indicates that it has
obtained returns on its development activities that are consistent with the returns that would
be expected by the private sector.

However, the ERA observes that direct investment in infrastructure may not always be the
most efficient way for the Government to achieve policy objectives. For example, the
Housing Authorityés range of devel ophaefacnthtat act i vi
affordable dwellings are not typically built by the private sector. This may in part be caused
by other Government policies (such as State and local government regulations that increase
the cost of housing developments and encourage the development of higher cost
dwellings). Addressing regulatory burden could help to improve the supply of affordable
housing without the cost and risk to Government that is associated with development
activities. Reflecting this, the ERA considers that a review into State and local government
regulation of dwelling construction and residential land development should be undertaken.

The ERA considers that the Housing Authorityos
of affordable housing should be temporary (given the current market conditions and the

apparent lack of incentive for the private sector to construct an adequate supply of

affordable housingj)and, i deally, the Housing Authorityés
demonstration of new and innovative designs.



Overall, the ERA has concerns about the effectiveness of the policy instruments that the
Housing Authority applies to improve housing affordability and the risk that some of its
activities pose to Government finances. The ERA considers that these issues warrant
further investigation by the Government, reflecting the complexity of housing affordability
issues and the policy response of the Housing Authority.

The ERA notes that while the implementation of the recommendations contained in the
Final Report would be beneficial to the economy overall, in many instances the reforms
would lead to winners and losers. Often, with reforms such as the ones recommended in
this report, there are many winners and, while their individual gains are small, their number
means a significant economy-wide benefit. In contrast, there are often only relatively few
losers, but their losses may be individually significant.

The losers from reform are often those that have benefitted from a degree of protection by
existing restrictions on competition and could experience a reduction in income or wealth
as a consequence of the removal of those restrictions. As a general rule, the losers from
reform can be expected to resist any reforms that will penalise them. This resistance will
come in two main forms:

9 trying to prevent the reforms from occurring by using any influence that is available
to them and by attempting to discredit the analysis upon which the assessment of
the relative benefits and costs of the reform are based upon; or

9 should reform proceed, lobbying for compensation for lost income or wealth arising
from implementation of the reforms.

Payment of compensation does not change the outcome of whether the removal of
regulations is beneficial to the economy or not. It merely transfers money from one group
to another on the basis that the receiving group is somehow more deserving of that money
than those funding the compensation.

The main areas of this Final Report that are likely to generate claims for compensation are:
reform of State taxes; deregulation of the taxi industry; and deregulation of potato
marketing. The matter of compensation is discussed in the specific chapters relating to
each of these three areas.

The ERA considers that there should not be any general rule on compensation and that
groups or individuals need to explain why they deserve compensation on a case-by-case
basis. There should not be an automatic presumption that individuals and businesses will
be compensated for changes to government policies that have an adverse effect on them.

This is partly because different groups, or individuals within groups, can be affected
differently by the same reform. For example, some holders of production licences®® (such
as taxi plates or potato licences) may have received those licences for free, while others
may have purchased them for considerable cost. Licence holders may have held these
licences for long periods of time and gained more than their initial investment in the form of
high prices, or they may have recently purchased the asset and so have not had the chance
to recoup their investment.

35 Production licences only have value because of government regulations. The regulations provide value to the asset
holder because of the additional income that is associated with the restrictions. In the absence of the regulations,
there would be no substantial value associated with holding a licence.



The ERA considers that investors should be aware of the risks associated with any
investment they make. Licences have a value because of a potential future revenue stream

that can be generated from owning the asset, arising from the Government restriction. This

revenue stream is the consequence of the above normal profits that can be generated while

the restriction remains in place. Investors will be aware of the risk that the Government may

remove the restriction at some point in the future and this risk will be incorporated into the

value of the licence® | nvestors woul plpibneg 66 diofubt Reydi wer e
compensation from the removal of the restriction because they would already have been

receiving above normal profits as a result of the restriction.

The counter argument to this is that the Government has effectively forced people to
purchase the asset in order to enter the market or expand their operations, and therefore
should compensate investors if reforms result in the value of the asset being eroded.
However, investors or producers may have recouped the value of the asset through a higher
income generated from being part of an artificially restricted group of sellers, and if this is
the case, there is no need to compensate for the loss of value of the asset.

The ERA notes that there are precedents for providing compensation for the removal of
restrictions on competition. For example, as discussed in more detail in Chapter 7 of this
report, assistance was provided for dairy farmers during the deregulation of the industry
between 2000 and 2008. The ERA considers that there are no established practices in
Australia for compensation following policy reforms and governments have acted on a case-
by-case basis, reflecting the particular circumstances of the industry concerned.®’
Nevertheless, the Government may consider that compensation is appropriate in particular
circumstances.

The Terms of Reference for the Inquiry requires the ERA to recommend a small number of
specific key reforms or sectors that require further investigation by the ERA and/or policy
development by the Government. The ERA has categorised these areas as follows.

1 Areas that were simply too large in scope to be considered as part of this Inquiry
and would justify separate investigation. These areas include: health; education;
procurement, IT and communications; occupational licensing; and water and
wastewater services.

1 Areas that were examined by the ERA as part of this Inquiry but which would warrant
further examination. These areas include: reform of State taxes; policy responses
to ensure availability of affordable housing; restructuring electricity tariffs;
government ownership of assets; and innovative sources of funding such as more
extensive use of user charges and developer charges.

9 Areas that were identified in public submissions or during the course of the Inquiry,
that are worthwhile areas of examination but were unable to be included in this
Inquiry due to the need to prioritise areas with the greatest potential benefits, or due
to time and resourcing constraints. These areas include the forestry sector, bulk
handling of grain, operations and expenditures of government, liquor licensing,
waste management, government expenditures on safety, the Western Australian
industrial relations system, and regional air routes.

3% Even if an investor is not aware of this risk, the risk should be reflected in the purchase price of the asset as long
as there are enough buyers and sellers in the market for the asset.

37 Taxi Service Commission, Final Report: Customers First i Service, Safety, Choice, 2012, p.238.



Economic Regulation Authority

Summary of recommendations

Infrastructure

1 Apply project evaluation processes, including cost-benefit analysis,
consistently and rigorously to all major infrastructure projects.

Subject all election commitments to rigorous project evaluation processes
before being included in the State Budget.

Publish the outcomes of all major project evaluations.
Proactively manage the Royalties for

Ensure Royalt i es f o r goRmante aneaswes are adhered to, and
review the effectiveness of these measures periodically.

Establish a trial congestion charging scheme for vehicles entering the CBD
during peak periods. The trial should be supported by comprehensive
technical and cost benefit analysis, and should take into account:

a. the most appropriate timing for the trial, particularly with regard to any
anticipated increases in public transport capacity;

the most cost effective approach to increase public transport capacity to
the level needed to support the trial;

the | ength of tri al t hat woul d be
initial investment;

the appropriateness of retaining the Perth Parking Levy;

the appropriate boundaries, fee structure, and electronic equipment
required; and

the measures to be used to assess the effectiveness of the scheme at the
end of the trial period.

7 Progress be made towards implementing fully cost-reflective electricity tariffs
for households and small businesses.

8 Investigate the feasibility of introducing flexible electricity charging schemes
such as time-of-use and critical peak pricing.

9 Expand the use and scope of Public Private Partnerships to procure public
infrastructure, particularly in cases that will result in core services being
delivered for better value for money.

10 Develop a process and guidelines for considering unsolicited infrastructure
proposals from the private sector.
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Economic Regulation Authority

11 Conduct a full investigation into the divestment of assets that pass the
threshold criteria for private ownership.

Reducing the cost of complying with regulation

12 Appoint a lead reform agency (either the Department of Premier and Cabinet,
or alternatively the Department of Finance, or a combination of the two) to
work closely with senior departmental staff across all areas of the Government
to develop regulatory reform targets and monitor, enforce, and publish
performance against the targets.

13 Set Key Performance Indicators for regulatory reform targets for senior
departmental staff, including Directors General and Chief Executive Officers.

14 Establish an Information and Communications Technology (ICT) office within
Government (ideally within the Department of Premier and Cabinet) to:

a. identify technology based strategies to reduce regulatory burden in
Western Australia;

develop and implement a policy and implementation plan for ICT reform in
the State; and

provide ongoing support to the Western Australian public sector, in the
areas of service delivery, strategic ICT policy and planning, public sector
innovation, and information management, focusing on reducing the level
of regulatory burden.

I5Update the Red Tape Reduction Group
burden in Western Australia, to measure current levels of regulatory burden
in the State. The findings of this assessment should be made publically
available.

16 Require departments with a regulatory role to:

a. establish a customer service charter with clear and measurable service
standards;

have this customer service charter reviewed by a lead reform agency
responsible for the reform programme;

publish this customer service charter online, and display it in areas where
staff provide services to the public;

include a report on actual performance against the service standards in the
departmental Annual Report; and

set Key Performance Indicators for service standards for senior
departmental staff.
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Economic Regulation Authority

17 Replace the Regulatory Impact Assessment Guidelines for Western Australia
with a statutory mandate establishing the Regulatory Impact Assessment
process, and defining the roles and responsibilities of the Regulatory
Gatekeeping Unit.

Establish a five-yearly recurring review of the implementation and
effectiveness of the Regulatory Impact Assessment process, to be
undertaken by the Office of the Auditor General.

Transfer responsibility for the central publication, but not preparation, of
Regulatory Impact Assessment documentation from individual agencies to
the Regulatory Gatekeeping Unit, including the timely publishing of:

Preliminary Impact Assessments;
Consultation and Decision Regulatory Impact Statements;
Compliance Notices and advice of non-compliance;

statements of the supporting rationale for any non-compliant proposals
adopted by Government, to be provided to the Regulatory Gatekeeping
Unit by the Government;

notices of exemptions (including the supporting reasons for approval of the
exemption);

notices of any changes made between a Consultation Regulatory Impact
Statement and the subsequent Decision Regulatory Impact Statement, to
be included with the Decision Regulatory Impact Statement; and

a current list of all proposals undergoing Regulatory Impact Assessment,
including the status of each, with the exception of cases where Cabinet-in-
Confidence restrictions apply.

20 Require that all regulatory proposals submitted to Cabinet and the Executive
Council be accompanied by the relevant Preliminary Impact Assessment
documents.

21 Amend the Guidelines (or their legislated replacement) to:

a. limit applications for exemptions to the period immediately after the
requirement for a Regulatory Impact Statement has been triggered;

limit the granting of exemptions to exceptional circumstances (such as
emergency situations) where a clear public interest can be demonstrated;

remove the capacity for exemptions to be granted in the case of election
commitments; and

require timely publication of the reasons for all exemptions granted.
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Establish a training and resourcing initiative to ensure that all government
departments involved in the preparation of Regulatory Impact Statements and
Preliminary Impact Assessments have the capacity to conduct key analytical
work (such as cost benefit analysis) in-house.

Determine and mandate an appropriate minimum consultation period for
Regulatory Impact Assessments, in cases where consultation is undertaken
as a part of the Regulatory Impact Assessment process.

Empower the Regulatory Gatekeeping Unit to require, review, and publish
post-implementation reviews for all non-legislative proposals that have been
subject to a Regulatory Impact Assessment.

Direct the Regulatory Gatekeeping Unit to perform an audit of legislation
overdue for review, report the results of the review to Cabinet, and to make
the findings available to the public. Where legislation is overdue for review,
the relevant Minister should direct the appropriate department or review body
to conduct the review as soon as practicable.

26 Establish a review policy to be applied to all new legislation, specifying:
a. criteria triggering the mandatory inclusion of a Review of Act clause;

b. criteria for identifying the most appropriate Government Department or
external organisation to perform the review;

criteria to guide legislators in identifying how frequently a review should be
performed; and

d. standard wording for the Review of Act clause.

27 Request that the Depart ment o fondeliveran
a response paper and implementation plan to Cabinet, giving regard to:

a. the timing and prioritisation of reforms; and

b.the | evels of funding and resourci
recommendations.

State taxes

28 Consider options for reforming payroll tax, residential transfer duty and land
broadening the base and lowering the rate of all three taxes to increase
their efficiency; or

increasing reliance on efficient taxes (land tax and payroll tax) and
reducing or abolishing the inefficient taxes (residential transfer duty).
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Retail trading

29 Amend the Retail Trading Hours Act 1987 such that retail trading hours in
Western Australia are fully deregulated, with the exception of:

a. Christmas Day (12:00am - 11:59pm);
b. Good Friday (12:00am - 11:59pm); and
c. The morning of ANZAC Day (12:00am i 12pm)

during which time only filling stations and retailers that employ eighteen (or
fewer) staff may open.

Taxi industry

30 Establish a process to effect the removal of all quantity restrictions on the taxi
industry in Western Australia in a single stage.

31 Reduce taxi lease fees such that they reflect the cost of issuing the licence.

32 Remove the restrictions on small charter vehicles that prevent them from
competing directly with the taxi industry including the regulations that:

a. establish different vehicles standards for taxis and small charter vehicles;
b. require small charter vehicles to charge a minimum fare price; and
c. require small charter vehicle services to be pre-booked.

33 Equalise safety requirements for taxis and small charter vehicles, including
requiring small charter vehicles to be fitted with a security camera and a global

positioning device.

Do not compensate owners of taxi license plates for the loss of any fall in taxi
plate values.

Require all taxis and small charter vehicles to display their fare schedule such
that it may be easily observed by passengers from outside the vehicle and
within the vehicle.

Require all taxi and small charter vehicle companies to lodge their maximum
fare schedules with the Department of Transport 24 hours prior to
implementation.

Equalise the driver training requirements between taxis and small charter
vehicles.

Remove the mandatory dispatch network affiliation requirements for taxi
vehicles.

Make the Department of Transport guidelines on fatigue management
compulsory.
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40 Maintain maximum price regulation in the short-term and keep a watching
brief on price behaviour to determine whether maximum price regulation can
be removed.

Potato marketing

41 Repeal the Marketing of Potatoes Act 1946 and Marketing of Potatoes
Regulations 1987.

Domestic gas reservation policy
42 Rescind the domestic gas reservation policy as soon as practicable.

43 Ensure the renewal of retention leases process is open and transparent so
that it is not used to warehouse acreage.

The housing sector

44 Explore options for the potential divestment of Keystart.

45 Conduct a review of State and local government regulation of dwelling
construction and residential land development.

46 Conduct a review of housing affordability and the effectiveness of the current
policy response.
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The Treasurer of Western Australia has given written notice to the Economic Regulation
Authority (ERA) to undertake an Inquiry into Microeconomic Reform in Western Australia.

The Inquiry was referred to the ERA under section 38(1)(a) of the Economic Regulation

Authority Act 2003, which provides for the Treasurer to refer to the ERA inquiries on any
matter relating to an industry that is not a regulated industry.

The Terms of Reference for the Inquiry requires the ERA to develop the most advantageous

package of microeconomic reform measures that the Western Australian Government could

implement to improve the efficiency and performance of the Western Australian economy,

with a focus on areas of reform that have the potential to achieve the following outcomes:
1 improved productivity and flexibility of the Western Australian economy;

9 increased choice for consumers and business, leading to net economic benefits to
Western Australia;

1 increased opportunities for Western Australian businesses to effectively compete for
national/international market share; and

1 removal or streamlining of unnecessary regulation.
In developing its recommendations, the ERA was required to:

1 assess the current level of efficiency of Western Australia's economy, including a
comparison with other relevant national and international economies;

1 identify those areas in the economy where reform could enhance their contribution
to the overall Western Australian economy;

1 identify options for improving the economic efficiency of the key areas identified
above;

9 prioritise key areas of reform based upon their potential impact on overall economic
efficiency and future growth; and

1 recommend a small number of specific key reforms or sectors that require further
investigation by the ERA and/or policy development by the Government.

A copy of the Terms of Reference is provided in Appendix 1.



The findings of this Inquiry have been informedby t he ERAOGs own internal
analysis, a public consultation process and the receipt of technical advice from consultants
engaged by the ERA.

The ERA sought to consult extensively with the public in undertaking this Inquiry and
developing its recommendations. Al | public submissions are av.
website.

The ERA released an Issues Paper on 9 August 2013 and sought feedback on issues
relevant to microeconomic reform in Western Australia. Fifty seven submissions were
received from a broad cross-section of the Western Australian community in response to
the Issues Paper.

The ERA subsequently released a Discussion Paper on 8 November 2013, which provided
further detail on a number of specific issues raised by the public and government
departments in response to the Issues Paper. A further 27 submissions were received from
the Western Australian community in response to the Discussion Paper.

The ERA published its Draft Report on 11 April 2014. The ERA sought feedback on its
analysis and draft recommendations contained in the Draft Report. Eighty submissions
were received in response to the Draft Report. The views expressed in the submissions
have informed the development of this Final Report.

The ERA presented this Final Report to the Treasurer on 30 June 2014. The Treasurer has
28 days to table the Final Report in Parliament.


http://www.erawa.com.au/

The Terms of Reference for the Microeconomic Reform Inquiry requires the ERA to identify
the most advantageous package of microeconomic reform measures that the Western
Australian Government could implement to improve the efficiency and performance and
hence productivity of the Western Australian economy.

Microeconomic reform can be defined as government policies or initiatives aimed at
improving the productivity of specific industries or sectors in the economy.38

The purpose of this chapter is to provide: a high level description of productivity and its
importance.

Productivity measures how effectively an economy uses resources (labour and capital) in
order to deliver the goods and services demanded by consumers. An increase in
productivity represents an increase in output created from a fixed set of inputs (that is,
productivity is about working smarter rather than working harder).

The benefits of increased productivity at an economy-wide level can be observed in two
forms:

1 producing more with less occurs when the production of various goods and services
increase relative to the amount of inputs used to produce them. This will lead to a
combination of greater income for producers and lower prices for consumers, with
the exact distribution of gains depending on the structure of each particular industry;
and

9 Dbetter utilisation of resources occurs when productivity growth allows resources
(capital and/or labour) to be released from those industries that can now produce
the desired level of output with fewer inputs. This frees up resources to be used for
additional leisure or production elsewhere, expanding production choices and
increasing the standard of living.

Productivity gains have real and tangible benefits to individuals and businesses (that is, in
the form of higher incomes or profits and concomitant standards of living). Reflecting this,
Governments should have as an objective implementation of policies to enhance
productivity. Microeconomic reform is the primary policy lever available to governments to
do this.

Microeconomic reform directly impacts productivity by influencing the input/output
relationships in the economy. For example, restricting production of a good by licensing
producers can result in higher prices and fewer products available to consumers. A reform
that removes licence restrictions, which do not have a public interest justification, can lead
to lower prices and a greater supply of the product or service.

Microeconomic reform also results in indirect effects on productivity; these include an
increase in competition and openness®® of the economy. In order to compete, businesses

%8 Forsyth, P. 'A Perspective on Microeconomic Reform', in Forsyth, P. (ed) Microeconomic Reform in Australia,
Sydney, Allen and Unwin, 1992.

%9 Openness in economic terms refers to the ease with which goods, services, innovations, technologies and capital
can flow between participants in an economy and the international community.



will generally become more productive. The opening of the economy also allows greater
access to technology, expertise, trade and investment, all of which result in higher
standards of living for individuals.

Professor Fred Hilmer AO, the architect of the national competition policy reforms of the
1990s, has identified two broad categories of microeconomic reforms: enablers and
incentives.4°

Enablers increase the capabilities in the economy and are the foundations that support
businesses and individuals in their work. Enablers include infrastructure, training and
education and legal frameworks. For instance, the Government can encourage or facilitate
the development of infrastructure at crucial times to enhance the productivity of labour and
capital.

Incentives are mechanisms that encourage businesses and individuals to improve their
performance. Incentives can improve the productivity of an economy by:

9 reducing unnecessary regulation or regulatory barriers to entry to allow existing and
new firms and industries to react to changes in demand and technology, allowing
them to capitalise on these changes to become more productive;

1 ensuring taxes comply with the core principles of good tax design, which stipulate
that taxes should be efficient, simple and equitable; and

1 increasing competition as competitive markets will generally serve the interests of
consumers and the wider community by providing strong incentives for suppliers to
operate efficiently, be price competitive and to innovate, thus maximising the
production of goods and services from the scarce resources available.

The ERA considers that both enablers and incentives are important to the productivity of
the Western Australian economy and that the Government should not focus on one to the
exclusion of the other. However, it is incentives that provide the impetus for economically
efficient behaviour, productivity gains and innovation. In the absence of these incentives,
the provision of additional enablers may not deliver productivity improvements.

Hilmer notes that there has beenashiftfin f ocus since the reforms of

incentives and towards enablers.*! One example of this is the changing role of the National
Competition Council since delivering upon the National Competition Policy reforms. The
role of the National Competition Council is now largely limited to making recommendations
on third party access, whereas it had a much wider remit in the 1990s involving reviewing
the implementation of National Competition Policy reforms. In contrast, Infrastructure
Australia, whic h advi ses on Australiabés infrastr
established in 2008, when there was a much greater focus on enablers.

One reason for this shift in focus is that changing incentives is often more politically difficult
than changing enablers. Microeconomic reform often involves winners and losers and even

4% Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866¢400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).

4 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
2eb96866¢400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).
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though society overall might be better off as a result of a particular reform it is often the case

that the losers are a very vocal minority T one per sonds barranagher t o ent
personods protecti on Thi§ makes refanm pdaitically ichallenging.

Additionally, a focus on enablers (for example, more infrastructure, or better education) is

often a far easier political debate.

Again, as Hilmer notes, inthe ear | y 19906s Awe had seffidegtnant p
government monopolies and heavily regulated non-traded services. But we had a

bi partisan consensus 0% Therais d neesl tomebuddthatfcansensuse f or m] .
if the potential benefits from microeconomic reform in terms of improved living standards

are to be maximised.

A final point from Hilmer is worth noting. If reducing unemployment is a key objective then

the research suggests that the real driver of employment is the growth in new businesses.

Hi |l mer considers that Awhat we should be doi ng
businesses ar e e nThis reiafgesthetneed tb fnqusod incentives as

well as enablers, particularly removing regulatory barriers to entry and letting the forces of

competition drive innovation.

42 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866c400/Fred Hilmer Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).

43 Hilmer, F., Competition Policy from 1992 to 2014, Presentation to the Business Council of Australia on 13
February 2014, 2014, http://www.bca.com.au/docs/d9695dfb-9c05-49b5-b5a5-
aeb96866c400/Fred Hilmer_Competition Policy from 1992 to 2014 FINAL 21.3.2014.pdf (accessed 25
March 2014).
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Western Australiads recent economic performanc
economic choices made in the State, covering a broad range of factors such as capital

investment, labour, involvement in international and domestic markets, and investment in

innovation.

Evaluating Western Australiads economic perfor
performing well or performing poorly, and allows the positive and negative impacts of past

choices to be evaluated. This understanding can be used to assist the Government in

allocating its resources, and in making economic choices that are informed by past

experiences.

This Chapter provides information about the current and forecast performance of the

Western Australian economy, providing context to subsequent sections of this Final Report,
and covering:

the recent and forecast growth of the Western Australian economy;

measures of Western Australiabds producti vi t)y
the financial position of the State Government;

employment in Western Australia;

the effect of population growth on the Western Australian economy;

the cost of living in Western Australia; and

the economic relations between Western Australia and international economies.

= == =4 -4 -4 -8 -2

Western Australia has benefited from strong economic growth over the past decade,
outpacing the broader Australian economy, and recording an average annual growth rate
of 4.6 per cent per annum between 1995/96 and 2012/13.44

This economic strength has given the Western Australian Government a degree of freedom
in its investment choices, particularly in relation to infrastructure projects. However, the
same prosperity has also sheltered Western Australia from the impact of sub-optimal
investment choices and inefficiencies in other areas of the economy that are overdue for
reform.

The Stateds strong growth has been driven | arg
than uniform growth across all areas. This has resulted in the development of an
increasingly specialised economy. Pri voatt e i nv
markets all illustrate a focus on the resources sector, and consequently, the emergence of
China as Western Australiads dominant export pa

However, recent slowing of growth rates in Western Australia and a national contraction of
the resources sect or hi ghlights t he need to i ncrease
infrastructure prioritisation and expenditure. This also serves as a reminder that the boom

44 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 56.



in the resources sector has a | imited |ifespa

vulnerability to international economic conditions.

In light of this slowing growth, the ERA considers that it is time for Western Australia to
address the current inefficiencies in its non-resources markets, to establish a stronger
framework for infrastructure spending, and to implement reforms that will allow the State to
transition from a specialised resources economy to a more diversified economy in the
future.

In the 2014/15 Budget, the State Government noted that Western Australia is likely to see
more modest economic growth rates in coming years, after growth of 7.3 per centin 2011/12
and 5.1 per cent in 2012/13.454¢  QOther recent forecasts have also anticipated slowing
economic growth in the coming year, both in Western Australia and across the country.4748

Private investment in the State has also declined. The Department of State Development
has indicated that business investment fell by an estimated 9 per cent in 2013, although this
was offset to some degree by a 6.25 per cent increase in merchandise exports.*

The prospect of economic contraction is of particular concern for the Western Australian
Government, since its budget position has
sound economic performance. The reasons for this deterioration are discussed in detail in
Section 3.3. The slow-down will further increase pressure on the Government to make
prudent and well-considered investment choices, and particularly to prioritise spending
more effectively. In Chapter 4, the ERA discusses this issue extensively, and provides
recommendations to improve government decision-making around infrastructure spending.

This section provides a broader context t
It considers productivity and productivity growth in Western Australia, discusses the factors
that have contributed to high productivit
future economic growth.

Productivity is a measure of how effectively an economy uses its resources (labour and
capital) in order to deliver the mix of goods and services required by its citizens.
Consequentl vy, productivity provides an
operation.

The microeconomic reforms recommended in this Final Report are aimed at improving
productivity by increasing the outputs that are generated using existing labour and capital,

45 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 3.

46 Growth in export volumes is expected to increase in coming years, with a move away from business investment
towards exports due to the completion of a number of large resources projects. This will likely occur because of a
general transition from the construction phases of major projects to the production and export phases.

47 Western Australian Department of Treasury, Mid-year Economic and Fiscal Outlook 2013-14, 2013, p. 3.
48 Reserve Bank of Australia, Statement on Monetary Policy i February 2014, 2014, p. 60.
4 Department of State Development, 2014, Western Australian Economic Profile i March 2014, p. 1.
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leading to further increases in income and wealth. With this higher income, all else
remaining constant, the average standard of living® of individuals increases.>!

How is productivity measured?

Gross Domestic Product (GDP) for the Australian economy measures the productivity of
the national economy. Gross State Product (GSP) is the equivalent measure for Western
Australia. This indicator is developed by calculating the total market value of all final goods
and services produced within the economy, providing an estimate of the level of monetary
value being produced by the economy.

There are two main types of productivity. These are:

9 labour productivity, which indicates the volume of output produced per hour of labour
used in production;? and

1 Multi Factor Productivity (MFP), which measures the part of output growth that
cannot be attributed to the growth of labour or an increase in capital inputs. MFP
can result from business process innovations, advances in technology, and similar
types of improvement in the efficiency of a firm's operations.3

Western Australiabs Gross State Product
Western Australi ad6s contri bution to the value of
has increased steadily since 2005. Over

of Western Australia GSP is expected to remain below the 4.9 per cent Western Australian
10 year average rate until 2017/18, but is projected, on average, to remain above the
Australian growth rate.%® This trend can be seen in Figure 3.

50 standard of living refers to the overall level of material comfort, as measured by the goods and services available
to an individual, group, or nation.

51 1t is important to note that this is not necessarily equivalent to an evenly spread increase in the standard of living

across all Western Australians, a factor that is taken

52 Australian Bureau of Statistics, Productivity Glossary, 2010.

a

3 Australian Bureau of Statistics, Productivity Glossary, 2010.
4 Australian Bureau of Statistics, Catalogues 5220 and 5206, http://www.abs.gov.au/ (accessed 14 March 2014).

[Sd

5 Department of State Development, Western Australia Economic Profile, 2014, p. 1.
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Figure 3 Western Australia GSP and Australia GDP growth rate, 1994/95 to 2017/18
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Source: ABS Catalogue 5220 and 5206, Department of State Development, 2014, Western Australia Economic
Profile and Australian Treasury, 2013, Western Australian State Budget Paper No.3 2014/15.
Note: Light blue bars represent forecast GSP.

Over time, the difference between Western Australian and national economic growth rates

has resulted in a substantial di fference betwe
that of other States and Territories. For exampl e, by 2012/ 13, t he
was 48 per cent higher than the national average.®

Labour productivity in Western Australia

Figure 4 provides a comparison of the labour productivity growthof Austr al i ads St a
Territories for the period 1991 to 2010. We st €
highest in the 19906s and, while sl owing, remai

was observed across all jurisdictions between 1991 and 2010, with the exception of the
Northern Territory and the Australian Capital Territory in a number of periods.

The increase in labour productivity represents an improvement in the amount produced per
hour of work performed. The trend may be influenced by a range of factors, but is generally
consistent with what would be expected when an economy experiences growth in a capital
intensive industry, such as mining.

56 Western Australian Department of State Development, Western Australia Economic Profile - February 2014, 2014.
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Figure 4 Average annual labour productivity growth, States and Territories, 1991 to 2010 (%)
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Source: Victorian Competi ti on and Efficiency Commission, Securing
Agenda, Productivity Information Paper, Victoria.

Multi Factor Productivity in Western Australia

Figure 5 shows a comparison of MFP growth across Australian States and Territories

between 1991 and 2010. Steady declines in growth rates were seen in all States from 2000
onwards, after strong increases in the Ihmte 199
consistent with those seen across the rest of the country, after somewhat higher than

average growth between 1991 and 1995.

Figure 5 Average annual Multi-Factor Productivity growth, States and Territories,
1991-2010 (%)
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Source: Vi ct ori an Competition and Efficiency Commissi on, Sec
Agenda, Productivity Information Paper, Victoria.

The decline in MFP growth across Australia has variously been attributed to the fading
effects of the micr oeconomi ¢ r ef o% and a gerieraltlabkeof nkv@ refordss

 For more detail, MicreeasmanicRefoem in WesteritRigtralia Issues Paper, 2013.
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focused on productivity. The decline in MFP growth has also been attributed to labour
shortages, declines in the adoption of new technologies, and increases in productivity-
stifling legislation and regulation.5®

l ncreases in Western Australiabés income have b
investment®® and growth of the labour force, rather than gains in MFP.

The relationship between productivity and industry structure in Western Australia

The value of goods produced and exported from Western Australia rose by 9 per cent in

2012/13 and was the largest contributor to Western Australian GSP growth in 2012/2013.°
Western Australia produced 4 8porjeekim202d3 fThisasf t he n
particularly notable in light of the fact that Western Australia represents just under 11 per

cent of Austr &liads popul ation.

Western Australiabés economic devel opment has be
and resources in recent decades.®? We st ern Australiabds reliance or
particularly vulnerable to global shocks. Investment in the States resources sector has

begun to decline as major construction projects near completion and transition to a

production and export phase.®®* Recent falls in commodity prices have also resulted in a

number of mining companies re-evaluating their investments in Western Australia.®* These

trends can be seen in Figure 6.

Figure 6 Western Australian private capitalex pendi ture (2011/12 $6000)
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Source: Australian Bureau of Statistics, Private New Capital Expenditure and Expected Expenditure,
Catalogue 5625.0.

The relationship between productivity and income in Western Australia

Figure 7 indicates that Western Australia has moved from being on par with most other
State economies in terms of GSP per capita in 2003/04, to being considerably more
productive per head of population by 2011/12. In 2011/12, the national average GDP
percapita was around $65, 000, c o nperxapkadfatound West er

% Grattan | nst iPRroductwity Chaliesge, 2041, p. 4.0 s
9 Capital refers to any non-financial assets that are used in the production of goods and services.
60 Western Australian Department of State Development, 2014, op. cit.
61 Western Australian Department of State Development, 2014, op. cit.

2 The mining and petroleum exports comprised of -1%ouxer cent o
Department of Mines and Petroleum, Western Australian Mineral and Petroleum Digest 2012-13, 2013.

63 Western Australian Department of Mines and Petroleum, Western Australian Mineral and Petroleum Digest 2012-
13, 2013, p. 7.

64 Western Australian Department of Mines and Petroleum, 2013, Ibid.
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$100,000. This indicates that Western Australia produces a greater value of goods and
services per person than other States and Territories, and is consistent with the high value
produced per hour of wor kslapamrpfoductivtg. d seen i n t he

Figure 7 Gross State Product per capita (2011/12 $)
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Source: Department of Treasury, State Accounts and Australian Bureau of Statistics, Catalogue 5220.0.

However, the West er n rearded as lhtively 6apitaléenteisiver®hadye i s

to the magnitude of the Stateds resources i ndus
productivity may not account for the entirety of the increase in GSP per capita. The increase

may also be driven by other factors, such as an increase in capital investment per worker,

a shift in the types of goods produced (that is, a shift to mining production), or an increase

in the value of the goods or services produced (such as iron ore). However, it is difficult to

draw precise conclusions, as the information needed to understand the relationship

between labour and capital is not collected on a State level.®®

33 The Gover Rineeqa Rosition

There has been a significant de cidniinmeeentiyearst he Gov
This is a particular concern, as it suggests that the State may not be in a strong position to

adapt to any contraction of key economic sectors, and may not have made best use of the

benefits delivered by the mining boom.

Thissectiondi scusses some of the Stateds economic vu
a result of the Governmentdés current financi al
measures, and their implications for government finances, including:

the State Govern ment 6 s credit rating,;

the State Governmentds financial targets;

1

1

1 capital expenditure by the State Government;

T the State Governmentds net operating bal anc:i
1

General Government revenue; and

8 KPMG and Chamber of Minerals and Energy, Economic reach of the Western Australian Resources Sector, 2013,
p. 9.

6 The Productivity Update provides some recent research on the state of productivity. Productivity Commission,
Productivity Update: May 2013, Australia, 2013.
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1 General Government expenses.

What is a credit rating?

A credit rating is an indicator of the likelihood that a company or government will be able to
pay back its debt. This is not based on a formula, but on the assessment and analysis of
credit ratings agenciesasadciMoady&sand&sde &t Pab
reflects the agenciesd perception of the riskir

Credit ratings have practical implications for governments, in that they influence the interest
rate paid in the debt markets. However, strong credit ratings also have a marked impact on
business confidence, providing a signal to investors that the State is a stable, safe and low
risk place to invest.®” Similarly, weak credit ratings can deter investment in the State.

WesternAustraliads credit rating downgrade

I n spite of the Stateds sound economic perfor ms
is now in a challenging financi al position. O
downgraded Western AdrentAAAtbAfads credit ratin

Forewarning of the credit rating downgrade was given as early as January 2009, when
ratings agency Moodyodés highlighted growing pr
expenditure. By late 2012, both ratings agencies revised their outlook for the Western
Australian economy from stable t o negative,
one-in-three chance of a downgrade within the following two years.

In August 2013, the State Government responded to the threat of a credit downgrade by

launching the Fiscal Action Plan as part of the 2013/14 State Budget.’® The Fiscal Action

Plan contained a range of expenditure and revenue measures designed to address
weaknesses in the Stateds the Departmentadf Trgasuyi t i on.
modelling, the Budget showed total public sector net debt hitting $86.4 billion by 2022/23,

in the absence of successful corrective measures. Consequently, the Fiscal Action Plan

contained measures to reduce the public sector wage bill, defer unnecessary infrastructure
expenditure, raise taxes, and rationalise existing Government programs that were deemed

not to provide value for money.®°

However, the Government withdrew support for two key measures of the Fiscal Action Plan
within weeks of seRd nBudckgetohisser,elSdandard and P

Stateds credit rating, citing fAlimited politic
November 2013,"* Standard and Poor 6s highlighted the Stateo
sectords cyclicality and volatility, and Wester

budget flexibility.

e a detyihighi onal r

Standard and Poorés also noted th
of wutilities and unwillingness

public ownership

67 Hon Troy Buswell MLA, Treasurer, Rating agency warning spurs State Government budget resolve, Ministerial
Media Statement, 28 January 2009.

%8 The Government considers the significant challenges to be a moderation in economic growth, weaker tax forecasts,
softening in commodity prices and continued deteri or ati on in the Stateds share of nat
Western Australian Department of Treasury, 2013-14 Budget Fact Sheet, 2014, p. 6.

89 Western Australian Department of Treasury, 2013-14 Budget Paper No. 3, 2014.

0

~

Including tuition charges for the children of overseas 457 visa holders and solar power feed-in tariffs.
“Standar d aSuppleRemtary Analysis: Western Australia (State of), 2013.



credit rating Awould be put wunder further down

120 percent of <consolidated revelQtuats®e®ds fEIRMa mooideell
indicates that even if the Fiscal Action Plan is 80 per cent effective, current government
policies wildl result in the Stateds credit rat

2020. This threatens the effectiveness of government initiatives to restore the credit rating
to its former AAA status, and highlights the importance of structural measures contained in
the Fiscal Action Plan.

A further downgrade (or threat of a likely downgrade) will weaken the investment market in
the State, potentially driving businesses to seek alternative opportunities.

The Government Financial Responsibility Act 2000 requires the Western Australian
Government to set financial targets. The current Government updated its financial targets
in the 2013-14 State Budget to better reflect the criteria assessed by rating agencies. The
State Governmentébés new financi al targets seek t

1 ensure that general government sector expense growth does not exceed revenue
growth;

I maintain a cash surplus from operating activities for the general government sector
of at least 50 per cent of infrastructure spend per yeatr;

1 maintain the total non-financial public sector (TNPS) net debt to revenue ratio at or
below 55 per cent;

1 maintain a cash operating surplus for the TNPS of at least 5 per cent of operating
cash receipts; and

1 provide a fair and efficient taxation system that is competitive with other Australian
States.

The Western Australian Government is currently in the process of further reducing capital
and operating expenditure i n r escprdtmatng. Talkdle t he do
1, taken from the 2014/15 State Budget, showsthe Gover nment 86s most recent
expected performance against these financial targets. The forecast outcomes reflect the
current challenges facing the State Government and, as stated in the Budget papers, the
poor outlook underlies the recent negative assessments from the credit rating agencies.”?

72 Western Australian Department of Treasury, 2014-15 Budget Paper No.3, 2014.



Table 1 Western Australian State Government financial target compliance, 2013/14 to 2017/18

2014-15 BUDGET FINANCIAL TARGET COMPLIANCE

Ensure expense growth does not exceed revenue growth
- Current estimate (revenue growth minus expense growth)
- Compliance

Maintain a cash surplus from operating activities for the general
government sector of at least 50% of infrastructure spend
- Current estimate
- Compliance

Maintain TNPS net debt at or below 55% of revenue
- Current estimate
- Compliance

Maintain a TNPS cash operating surplus of at least 5% of
receipts
- Current estimate
- Compliance

Maintain the State's tax competitiveness
- Compliance

2013-14

Estimated
Actual

-0.3
No

38.8
No

58.8
No

5.1
Yes

Yes

2014-15

Budget
Estimate

Yes

39.6
No

61.2
No

583
Yes

Yes

2015-16

Forward
Estimate

-0.6
No

53.6
Yes

60.8
No

54
Yes

Yes

2018-17

Forward
Estimate

0.2
Yes

62.4
Yes

60.4
No

53
Yes

Yes

2017-18

Forward
Estimate

0.7
Yes

79.9
Yes

61.5
No

57
Yes

Yes

Source: Western Australian Department of Treasury, 2014-15 State Budget Paper No.3, 2014.

The Govermemeapésahing

The Western Australia

thatb6at | ess than 1% of

bal

ance

refers
expenses and its revenue for a given period. A net operating surplus indicates that
government revenue has been greater than expenses, whereas a net operating deficit
shows that expenses have been higher than revenues.

Depart ment
operating balance in coming years. The 2014/15 State Budget forecasts an operating
surplus of $175 million for 2014/15, following a surplus of $183 million in 2013/14, stating
revenue
fluctuations in key revenue parameters such as the exchange rate or iron or price.8® This
illustrates how vital it is that the State Government plans to provide effective protections
against any economic consequences arising from unforeseen circumstances.

of

t hese

to the

di

Treasury

operat.i

Figure 8 shows the estimated net operating balance for 2011/12 to 2013/14, and forecast

balances for the period until 2017/18.

73 Department of Treasury Western Australia, 2014, op. cit.
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Figure 8 State Government Net Operating Balance, 2011/12 to 2017/18
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Source: Western Australian Department of Treasury, State Budget Paper No.3 2014-15
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The Government has taken action to offset this worsening in the net operating balance. The

Fiscal Action Plan discussed in Section 3.31i s intended to address
chall enges faci ng ™ TheplaB spant thednext four years) aneé ams ¢

enhance existing sources of revenue, create new revenue streams, and reduce government

expenses. The plan includes are-pri ori tisation of t he Gover nme
Program, and is predicted to increase government revenue and decrease expenses by

around $6 billion over the next four years to 2016/17. The need to improve the prioritisation

of government infrastructure investment is discussed in detail in Chapter 4.

The 2014/15 Budget cautioned that full realisation of the Fiscal Action Plan was subject to
a number of key risks, being:

1 successfully limiting wage and conditions increases to projected growth in the CPI,

1 related to the above point, agencies meeting the CPI cap on salaries expenditure;
and

9 achievement of planned savings from the program evaluation initiative announced
in | ast yeardés Budget

The Budget also addressed the consequences of a failure to achieve the targeted savings,
stating that:

firhe projections contained in this Budget are based on the assumption that agencies
will be able to deliver these savings measures. If agencies do not have the appropriate
tools or strategies to fully achieve these savings, there will be a deterioration in the
general government sector operating balance and net debt estimates contained in this
Budget.d®

7 The Government considers the significant challenges to be a moderation in economic growth, weaker tax forecasts,
softening in commodity prices and conti nue devedue.tSourégeor ati on i

Western Australian Department of Treasury, 2013-14 Budget Fact Sheet: Fiscal Action Plan, 2014 p. 1.
S Western Australian Department of Treasury, 2014-15 State Budget, 2014.
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3.1.1.2 General Government revenue

General Government revenue’® refers to the income the Government earns from its

investments and business, in addition to any Commonwealth grants it receives. The
majority of the Western Austr al i an Governmentds revenue comes
income and other Commonwealth Grants. A breakdown of general Government revenue

for 2014/15 is given in Figure 9.

Figure 9 Sources of general government revenue, 2014/15

GST revenue

8% Other Commonwealth

grants
23%

Taxation
33%

I Other revenue

2%
Public Corporations
5%
Sales of goods and
services
8%

Royalty income
21%

Source: Source: Department of Treasury, State Budget Paper No.3 2014-15

Growth in tax revenue between 2011/12 and 2012/13 is likely to have been derived from an
increase in tax revenue of 16.3 per cent over the period.”” The rise in tax revenue was

6 The ABS Government Finance Statistics 2010/11 explanatory notes defines the function of general government
expenditure is to provide non-market goods and services (e.g. roads, hospitals, libraries) primarily financed by
taxes, to regulate and influence economic activity, to maintain law and order, and to redistribute income by means
of transfer payments. It also includes agencies and government authorities under departmental administration that
are engaged in the provision of public administration, defence, law enforcement, welfare, public education and
health. Also included are non-departmental bodies that independently perform the government functions of
regulation (e.g. Nurses Registration Boards and the Maritime Safety Authority), provision of non-market services
(e.g. the Australian Broadcasting Corporation) and redistribution of income.

Total Public sector is the consolidated total of general government, public non-financial corporations and public
financial corporationés sect-Birsandhal m@ompbdbuati onadasofPREBE) |
and services that are predominantly market, non-regulatory and non-financial in nature, and financed through sales

to consumers of these goods and services. Enterprises in the PNFC sector differ from those in the general

government sector in that all or most of their production costs are recovered from consumers, rather than being

financed from the general taxation revenue of government. Some enterprises, however, do receive subsidies to

make up for shortfalls incurred as a result of government policy, for example, in the provision of ‘community service
obligations' at concessional rates. Public financi al cCor p
enterprises which engage in financial intermediation ( trade in financial assets and liabilities), such as the Reserve

Bank of Australia, government owned borrowing authorities and insurance offices and home lending schemes

77 Western Australian Department of Treasury, 2012-13 Budget Fact Sheet, 2012, p. 2.
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driven by strong labour market conditions and several large one-off stamp duty
assessments of large commercial property transactions.”® These gains were patrtially offset
by a 7.9 per cent fall in Commonwealth Grants, most notably the GST revenue grant.”
Further reduct i oadsandServidehTax (SSTpealloeabos weBe announced
ininMarch2 01 4, reducing Western Aow®traliabds share t

General Government revenue grew by 8.8 per cent in 2013/14, well above the 2 per cent
growth recorded in 2012/13. The large increase in general Government revenue in 2013/14
was driven by an increase in the iron ore royalty rate to 7.5 per cent. However, this contrasts
to overall revenue forecasts, with the Budget projecting growth of 2.6 per cent in 2014/15,
and average growth of 3.5 per cent per annum to 2017/18. 8 This raises a concern that
the overall growth rate may not be sufficient to cover increasing demand for government
services, in spite of the strong general revenue growth seen in 2013/14.

3.1.1.3 General Government expenses

General Government expenses represent the money the Government spends in providing
public goods and services. (It does not include the purchase of non-financial assets.)

Figure 10 provides a breakdown of government expenses for 2014/15, with law and order,
health, and education being the largest single areas of expenditure.

Figure 10 Sources of general government expenditure, 2014/15

Transport, Rall and | | water Subsidies
Roads 2%
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27%
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10%
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Disability Service
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Health 2%

28%
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16%

Source: Western Australian Department of Treasury, 2014-15 State Budget Paper No.3, 2014.

78 Western Australian State Department of Treasury, 2012-13 Annual Report on State Finances, 2013, p. 3.
® Western Australian State Department of Treasury, 2012-13 Budget Fact Sheet, 2012, p. 17.

80 ABC News, GSTcarve-up: WAOGs proportion slashed to re200drd | ow as NSW
http://www.abc.net.au/news/2014-03-28/was-share-of-gst-slashed-to-record-low/5352570, (accessed
1 Apr 2014).

81 Western Australian Department of Treasury, Government Mid-year Financial Projections Statement, 2013, p. 12.
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Figure 11s hows the Governmentos actual and estimat e
2013/14, and forecast government expenses for 2014/15 to 2017/18. Expenses increased

by 8.4 per cent in 2013/14, in part due to the once-off cost of voluntary redundancies in the

public sector. The rate of increase is expected to fall to an average of 3.6 per cent per

annum between 2015 and 2017.

Figure 11 General Government expenses, 2011/12 to 2017/18
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Source: Department of Treasury, State Budget Paper No.3 2014-15

3.1.14 Government assets and capital expenditure

The Western Australian Government is the main p
including water and electricity. As shown in Table 2, these represented a substantial

proportion of both current government assets, and of budgeted expenditure in 2014. In

recent years,the St at eds budget constraints and heavily
resulted in a low level of expenditure on electricity transmission and distribution. The level

of expenditure for electricity utilities in 2014 reflects the need to upgrade ageing assets.

Roads, educational facilities, and public housing also form large components of the
Government 6s portfolio of assets, and signifi
budgeted.
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Table 2 Distribution of Government assets and capital works by sector, 2013/14

Sector Total Value 2014 Expenditure Description of assets
Water Corporation 15,483 1,000 Desalination plant, pipe networks
Public Transport Authority 6,683 543 Trains and Buses
Main Roads 41,434 1,086 Roads and bridges
Housing Authority 18,593 904 Social Housing / land & housing development
Electricity Utilities 20,585 1,568 Generation, transmission & distribution
Corrective Services 1,493 94 Prisons
Education 13,943 582 Schools
LandCorp 1,380 422 Land
Health 7,063 1,119 Hospitals
Ports 1,694 167 Ports
Other Agencies 46,555 1218 Stadiums, Metropolitan Redevelopment

Authority, regional projects, et cetera.

Total $ 174,905 $8,702*

Source: Western Australian Department of Treasury, 2013-14 State Budget, 2013.
* Adjusted from the State Budget headline total, which includes a provision for underspend that is not allocated
to individual agencies. The headline total is $7,451.

In Chapter 4, the ERA provides a detailed analysis of Government infrastructure spending
and government ownership, followed by recommended reforms.

3.4 Employment and Gross Value Added

Whil e capital investment has played a dctery
labour is likely to become an increasingly important factor as the economy diversifies. This
section identifies the industries that make the largest contribution to employment in Western
Australia, and discusses the implications of the participation rate for the State economy.

This section uses Gross Value Added (GVA) as a key indicator of economic performance.
GVA is a measure of the difference between the selling price of goods and services, and
the cost of producing those goods and services.®? When the GVA for an industry is
compared with the level of employment in that industry, the ratio indicates the value added
per employee. This is an indicator of the productivity of the industry.

3.4.1 Employment in major industries

rol e

In 1999, the mining sector was responsible for 3 per cen't of Western Aus

employment. By 2013, this had grown to around 8.5 per cent. While the sector employed

lessthan10perc ent of t he Statebs worlpdreentoé, the Geneed

GVAin 2011/12.83

However, other sectors of the State economy have also experienced growth as a result of
the devel opment of the resources sector

82 For example, if the input costs of a creating a table were added it cost $100 and the finished table was sold for
$150, the gross added value of that table is $50.

8 The Australian Bureau of Statistics also stated that, in 2006/07, around 25 per cent of Western Australian sales and
services income was attributable to mineral product manufacturing (Manufacturing Industry, Catalogue 8221.0).
Note: GVA differs from GSP in that it excludes net indirect taxes.
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industry is dedicated to mineral processing and manufacturing mining equipment.
Additionally, a large share of the construction industry relates directly to mining projects.

After resources, the biggest contributor to the Stated $5VA is the services and sales

i ndustry, responsible for around one third of t
and retail trade, transportation and storage, and professional and technical services.
Consequently, in contrast to the resources sector, the services and sales industry includes

many of the Stateb6s small businesses.

Employment increased across all sectors between 1999 and 2013, with the exception of the
agriculture sector and the forestry and fishing sector, which contracted slightly.

Bet ween 2000 and 2010, Western Australiabds pop
that of any other state or territory. While the State has seen consistent interstate migration

during the last decade, the increase in population has been primarily driven by overseas

migration.

Figure 12 shows the rate of population growth over the last decade in Western Australia
compared to that of Australia as a whole as well as Northern Territory and Queensland. As
illustrated, Western Australia has consistently had the highest rate of population growth in
Australia since 2007. This growth in population is largely due to increased migration rather
than an increase in birth rates. This has resulted in an increase of workers, driving a higher
demand for government goods and services such as infrastructure and utilities, and
increasingt h e Go v e linoome taxtrevenue.

Figure 12 Population growth in Western Australia and Australia, 2002 to 2012
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Source: Australian Bureau of Statistics, Regional Population Growth Catalogue 3218.0.

Western Australiads shar e perfcentinghe Junergqaatter2003p ul at i o
and the Australian Bureau of Statistics projectsittoriseto 12.2perc ent of Austr al i a
population by 2022/23.84

The most recent Australian Bureau of Statistics (ABS) population projections for the Perth
metropolitan area are shown in Table 3. The projection suggest ongoing increases to
Per t h 6 sionglengity. IThe rightmost column provides an indicative measure of density
for a scenario where the metropolitan area, as currently defined by the State Government,

84 \Western Australian Department of State Development, 2014, op. cit.
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remains unchanged. Since the Western Australian population is largely focused in the
Metropolitan areas; this may materially change patterns of demand for government
services.

Table 3 Population projections for Perth

Period Regional Metropolitan Percentage of Western Indicative Metropolitan
Australian Population .
in Metropolitan area Density
30 June 2007 0.6 million 1.6 million 73% 240 persons per km?
30 June 2012 0.6 million 1.9 million 76% 285 persons per km?
Projected 2026 0.7 million 2.3 million 76% 345 persons per km?
Projected 2056 0.9 million 3.4 million 79% 510 persons per km?

Source: ABS(midpoint projections, Series B), Catalogue 3222.0, Economic Regulation Authority.

3.6 The Cost of Living

Since 2006, the cost of living in Perth has increased somewhat more rapidly than the
average for all Australian capital cities. This is shown in the Consumer Price Index (CPI)8®
shown in Figure 13. The CPI measures the average change over time in the prices paid by
households for a fixed basket of goods and services.

Between 2006 and 2012, the average CPI across Australian capital cities increased at an
average annual rate of around 3 per cent, while the Perth CPI increased at a rate of around
3.2 per cent. This means that the price of goods in Western Australia rose on average by
0.2 per cent per annum more than the price of goods in other capital cities. While a
0.2 per cent difference in a single year does not appear to be a large difference, Western

Austral i-thénsa vieir plger CP I growth over multiple

cost of living shifting farther above the national average in each subsequent period.

Figure 13 Perth and Australia Consumer Price Indices (CPI), 2001 to 2013
145.0 ~
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100.0 ] ] ] ] ] ] ] ] ] ] ] ]
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e Perth === A|| Capital Cities
Source: Australian Bureau of Statistics, Consumer Price Index, Catalogue 6401.0.

8 Growth in CPI is often used as a benchmark estimate of inflation. Source: Treasury of Western Australia, 2013,
Budget: Glossary.
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CPl is an important factor in assessing standards of living. Where CPI (reflecting the cost
of goods and services) rises more quickly than income, citizens will be worse off.

The Wage Price Index (WPI) is a measure of the average growth of income. 8 The Western
Australian WPI has averaged 4.3 per cent between 2006 and 2012. Figure 14 provides a
comparison of the two indices.®” It shows that, since 2006, WPI has outpaced the growth
of CPI in the State. However this should not be taken as conclusive evidence of consumer
welfare, as it does not reflect the distribution of that income growth.8

Figure 14 Western Australia Wage Price Index growth and Perth Consumer Price Index
growth, 1999 to 2013
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Source: Australian Bureau of Statistics, Consumer Price Index, Catalogue 6401.0 and Wage Price Index,
Catalogue 6345.0, ERA analysis.

Furthermore, the cost of living varies markedly across Western Australia, with areas in the
north-west generally reporting a significantly higher cost of living than those closer to the
metropolitan area. The most recent Regional Price Index report, published by the
Department of Regional Development and Lands (relating to 2013) compares the costs of
a common basket of goods and services across a number of regional locations, to the costs
of the same basket of goods and services in Perth.

The northernmost regions of the State show the greatest disparity, with the overall cost of
living being 19 index points higher in the Pilbara, and 17 index points higher in the
Kimberley, than in Perth.®® This means that, for instance, the same basket of goods and
services in the Pilbara costs 19 per cent more than it would in Perth. %

Substantial increases in the cost of living in regional areas, where these are not offset by
increases in income, may result in hardship conditions that require additional government
expenditure in the region. Further, government organisations operating in the region will
also have increased expenses, due to the high cost of procuring goods and services.

8 The WPI is an index of the cost of a fixed basket of jobs, it is designed to measure changes in wages over time for
a fixed quantity and quality of labour input. Source: Treasury of Western Australia, 2013, Budget: Glossary.

8 Note that the WPI refers to the whole of Western Australia and the CPI refers only to Perth.

8 For instance, a decrease in the income of low-earning citizens in combination with a large increase in the income
of high-earning citizens may still show the WPI outpacing CPI, even though standards of living have reduced for
the low-earning sectors of the community.

©

9 Western Australian Department of Regional Development, Regional Price Index 2013, Australia, 2014.

“This gap has closed reduced since the Depart menit20Hf
where the cost of living was 37 points higher in the Pilbara, and 20 points higher in the Kimberley, than in Perth
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3.7 International Considerations

The Western Australian economy has strong ties to economies outside of Australia, due to
the significance of its export markets. However, while opportunities for international trade
have allowed Western Australia to develop a strong resources-based export market, they
also mean that the State is particularly vulnerable to international markets, and to economic
and political changes in those markets, over which it has little control.

This section discusses Western efatismalreeohomg 6s cur
and considers:

T Western Australiads international trade act.
1 the impact of Terms of Trade on Western Australia; and

T Australiabés rankings in the Global Competit:i
Western Australia.

3.7.1 International trade

In 2012, over half of Western Australiads
goods and services. This was a significantpor t i on of Australi ads
contributing 46 per cent ($114 billion) of total national exports in 2011/12. Around $100 billion
of this amount came from the mining industry, while the remainder was largely attributable to
the agricultural and manufacturing sectors.®!

As shown in Figure 15, t he composition of the Statebo
shifted significantly over the past decade, seeing a decrease in diversification largely due to
increasing trade with China. The Chinese market accounted for less than 10 per cent of the
Stateds exports by v alpereentibyn201P/239 apad and the Regublia
of Korea have maintained significant shares of Western Australiab s e s pvbile the
proportion accounted for by the United States and United Kingdom has decreased significantly,
as has the share exported to céiguetl5.i es rep

Figure 15 International export destinations, Western Australia (by $ value)
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Source: Australian Bureau of Statistics, International Trade in Goods and Services, Catalogue 5368.0.

91 Australian Bureau of Statistics, State Accounts, Catalogue 5220.0.
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Chinese and South-East Asian imports into Western Australia have also become
increasingly important t o tHgere Bt dhiskhadssomeaonomy,
the expense of the United States, Japan, and the Republic of Korea to some extent.

However, the range of countries from which Western Australia imports goods is relatively
diverse, compared to the Bdguatlsebs export profile

Figure 16 Import country of origin, Western Australia (by $ value)

Source: Australian Bureau of Statistics, International Trade in Goods and Services, Catalogue 5368.0.

The Terms of Trade index (ToT) i s the ratio of prtoctlepricdsor Aus
for its imports.

Anincrease in Au s t r adT diredilysraises living standards in Australia. An increase in
A u st r @oll ocaudssf export prices are rising relative to import prices,

Aithen the income accruing to Australian pr o
for a given volume of exports, a larger volume of imports can be purchased. Thus

changes in the terms of trade reflect changes in the real purchasing power of the
Australian ec®nomy overall .o

As Australiabs exports are predominantly resour
throughout t he 2 0roaftribigabléta the urbanisagienland inBust@alisation

of Asian economies (particularly that of China) that required resources to build and expand,

resulting in higher demand that drove up prices.%

The demand for Australi abs edsmoaDd9cas the globabm Chi n
supply has expanded. This has resulted in a decrease in commodity prices that is reflected
in the recent deterioration of Australiabés To°

92 A comparable figure for Western Australia is not produced by the Australian Bureau of Statistics, as Western
Australia trades with eastern Australia, for which there are no reliable data.

93 1350.0 - Australian Economic Indicators, Feature Article - The Terms of Trade and the National Accounts, 2005
<http://www.abs.gov.au/AUSSTATS/abs@.nsf/Previousproducts/1350.0Feature%20Article500Apr%202005?0pen
document&tabname=Summary&prodno=1350.0&issue=Apr%202005&num=&view=> (accessed 20 June 2014).

9 An increase in demand for Australian goods and services from overseas results in an increase demand for Australian
dollars and therefore an appreciation in the AUD.


http://www.abs.gov.au/AUSSTATS/abs@.nsf/Previousproducts/1350.0Feature%20Article500Apr%202005?opendocument&tabname=Summary&prodno=1350.0&issue=Apr%202005&num=&view=
http://www.abs.gov.au/AUSSTATS/abs@.nsf/Previousproducts/1350.0Feature%20Article500Apr%202005?opendocument&tabname=Summary&prodno=1350.0&issue=Apr%202005&num=&view=










































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































