Australia v New Zealand: Ideology to the rescue 

by Nicholas Gruen, director, Lateral Economics
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I

Like barrackers watching the Wallabies play the All Blacks, since each became pioneers of economic reform in the mid 1980s Australians and New Zealanders have found something new to barrack for – the fortunes of their respective economies. 

Ideological as well as national pride is involved. New Zealand moved further and faster from the mid 1980s to the mid 1990s. Australia’s failure to measure up to New Zealand’s example became a right-of-centre talking point on both sides of the Tasman. But New Zealand’s poorer performance became progressively less easy to disguise by judicious selecting from the basket of economic indicators. And though it continues to be offered, the excuse that Muldoon made more of a mess than Whitlam and Fraser is surely wearing thin. Muldoon’s reign ended 25 years ago. 

As someone with an interest in the question, I’ve never read anything that convinced me that the author had really got to the bottom of the mystery of why the two countries’ economic performance has been so starkly different given the broad similarity of their policy trajectories. 

But some of those who were lecturing us then about the superiority of New Zealand reform still seem to be in lecture mode. Now it’s the New Zealanders who are getting the lecture. In 2002 Roger Kerr gave voice to what has become a new orthodoxy amongst the economic reform advocates in New Zealand. 

There has been more continuity in Australian policy. The political consensus for change has been stronger, and there has been limited backsliding despite changes of government . . . . Indeed, by contrast with New Zealand’s record of stop-start reform . . . Australia has adopted a remarkably consistent, coherent and credible strategy of economic reform over the last two decades. 

This makes me wonder whether the ’stop start’ nature of the reform might have had something to do with the excesses of the early reform efforts in NZ and the excesses of its advocates. I may be wrong, and I'd be glad if someone set me straight with evidence to the contrary, but the evidence doesn’t seem to have brought forth much soul searching from the champions of New Zealand reform about their own possible role in the ecology of ’stop-start’ reform.

Unfortunately the Centre for Independent Studies latest contribution to the debate doesn’t take us very far. Authored by Phil Rennie Why is Australia So Much Richer than New Zealand? is a study in tendentiousness. It is unimaginative in the things it doesn’t look at, blinkered in the things it looks at only to look away, and simply wilful in the way it proposes lessons from its study. 

II

The paper moves from one putative explanation for the divergence in performance to another finding most explanations wanting. It offers what I call the ‘body language’ of an explanation. As it’s author said in the ‘op ed’ of the report

Trying to solve this mystery is a bit like trying to solve a murder-mystery. We need to round up the likely suspects, interrogate them and look for enough clues to satisfy the judge and jury.
But a careful read reveals something else. To continue the courtroom analogy, suspects are interrogated with very different levels of scepticism and diligence. Some leave the stand having answered barely any questions while others are dismissed just when their testimony starts to get interesting. And others get a dream run, having only to recite some favoured line to have their testimony accepted as unimpeachable. 

And the study never really defines the period over which it focuses. One would imagine it was the reform period from the mid 1980s on. Of course there would be nothing wrong with occasional asides about more contemporaneous events. But facts that relate only to comparatively recent events in this period are treated as if they referred to the whole period. 

III

The paper rules out Australia’s mineral boom as a major explanation. New Zealand’s terms of trade have improved by a similar amount and, being smaller, New Zealand is more trade exposed than Australia. In any event, the terms of trade improvements are not much more than half a decade old and so don’t explain the much longer running underperformance of New Zealand. 

Having quoted reputable research claiming that as much as 50% of the gap in economic performance between NZ and other OECD countries is due to its smallness of size and distance from major markets the paper concludes rather flippantly “Over the last thirty years, New Zealand hasn’t moved further away from the world, and Australia hasn’t moved any closer.”

IV

The major explanation the paper offers for New Zealand’s underperformance is Australia’s greater capital investment per worker. 
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There seems little doubt that this is an important part of the explanation, though I doubt it’s the only one. The paper then considers if the problem is a lack of capital or a lack of opportunities to invest.

Lack of capital seems to turn up in the country’s accounts. The paper claims that “New Zealand’s long-term real interest rates are similar to Australia’s” but despite the inflation credibility of their Reserve Bank they’ve been on average around fifty basis points higher over the last four years, not a small amount relative to the yield on ten year bonds of around 600 basis points. The differential at the time of writing was about half the differential over the period quoted. 
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Source: Good Returns at http://www.goodreturns.co.nz/article/976491714.html
Short term interest rates have been much higher in New Zealand. New Zealand has very little investment abroad (around 10% of GDP - which seems very low for such a small country). Australia had around that in the late 80s and has roughly tripled that figure. The capitalisation of Australia's stock market has approximately doubled as a share of GDP since the early 90s in Australia while its remained stagnant in New Zealand. All this suggests a big difference in the amount of capital washing around. 
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Source: World Bank World Development Database available at http://devdata.worldbank.org/query/default.htm
Then there's NZ's savings rate and current account deficit - both of which look awful. Current account deficits record domestic investment outstripping domestic savings. Yet, despite substantially lower investment than Australia, current account deficits yawn even wider for New Zealand than they do for Australia – and look like doing so for as long as we can reasonably foresee.

	
	2007
	2008
	2009
	2010
	2011
	2012

	Current-account balance (% of GDP)
	-8.1
	-7.5
	-7.1
	-6.8
	-7.0
	-7.2


Source: The Economist
When considering the availability of capital the paper moves – as it frequently does – from a diagnostic mode to something in which immediate policy implications seem to loom larger – undermining the pertinence of the analysis. The paper makes a reasonable point that a lack of access to capital “seems strange when there is a glut of global savings”. A fair point, but only one that applies to the last third of the period under study. From the mid 1980s to the late 1990s there wasn't a savings glut, so if the availability of capital hypothesis doesn't fit the most recent period (during which growth was better in NZ) mightn’t it fit the earlier period? Unfortunately our investigator has no further questions for the witness.

Having dismissed the ‘lack of funds’ explanation the paper proposes that the real culprit is ‘lack of investment opportunities’. But this argument seems awfully thin. The paper argues that investment has been scared off by NZ’s ’stop-start’ approach to reform. But this causal chain has several steps each of which calls for corroboration. Again New Zealand didn’t have stop-start reform for at least the first half of the reform period. Australia’s reform also slowed down under the Howard Government. Indeed it was a tad ‘stop start’ itself. There was little action from 1996 until mid 2000 at which time there was a major tax overhaul. Major reform went back into dormancy until the introduction of Workchoices well into the last three year term of the Howard Government.

And if stop start reform is the culprit, the thing that has scared away capital investment in New Zealand, there’d be corroborating evidence - like investment and perhaps equity premiums changing at important times when reform stopped and/or started. The paper provides no such evidence. 

The things that the paper cites as things that scared off capital have occurred recently – so they can’t explain New Zealand’s historical underperformance. They are also pretty tame in any event – the kind of thing occurs in most countries – not least Australia. Thus we’re told that the New Zealand government has issued instructions to its major telecommunications carrier. The same happened here. Air New Zealand, and Personal Injury insurance have been re-nationalised. We’ve not renationalised anything much, but our state run workers' compensation systems tend to go through similar cycles of policy intervention with both the regulatory regime governing workers' compensation and its underwriting. In any event this is pretty small beer, the stuff of political decision-making in all democracies. John Howard left government notorious for the ubiquity, if not necessarily the magnitude of his pork barrelling. Likewise with reform was humming along nicely in the Hawke years there were any number of small compromises. Kodak got tossed $26 million to persuade it to keep operating. And so it goes. 

V

The paper then heads into more controversial and more interesting waters, exploring the implications of Australia’s “more rigid, unionised system of industrial relations.” The paper suggests there might be a trade-off. By driving up labour costs labour market regulation gives businesses a greater incentive to invest in their workforce – not least in labour saving capital equipment but also other productivity enhancing investment including investments in training the workers themselves. 

Is this part of the secret of Australia’s success and confirmation of the school of thinking that holds that judiciously used labour market regulation generates benefits for both workers and economic prosperity more generally? The idea was probably the orthodoxy in economics a generation ago – a shibboleth of the Keynesianism of the time. Lee Kwan Yew supported it in Singapore for a while, and it makes occasional somewhat surprising reappearances – as for instance when the Australian Productivity Commission proposed that the margin pressure placed on businesses from tariff reductions led to a ‘cold shower’ effect that caused them to smarten up their act. 

On the other hand, even if you concede the marginal potential for this kind of ‘win-win’, if it is not practiced with great judiciousness, or perhaps with the very generous supplementary labour market programs we see in Nordic countries, labour market regulation is likely to price some labour out of the market. 

What side are you on as this trade-off is made? Personally I give getting people on the fringes of the labour market a job a very high weighting. The paper deals with this tension by cashing some chips to score a quick ideological point and then moving on to other subjects. Thus after citing Australia’s higher unemployment rate, the conclusion is immediately drawn that “clearly, many of its workers are being priced out of the labour market.” It may be clear, but an alternative or supplementary explanation is that Australian welfare payments are higher. 

Though it has just mooted the possibility that stronger labour market regulation might be responsible for higher investment in Australia, the paper goes on to assert – without evidence that what seems to be relatively mild re-regulation of the labour market that has been implemented recently in New Zealand is depressing investment. However since the recent changes, judging from the chart of capital invested per hour worked capital intensity seems to have done just what it’s done in Australia – risen.

VI

So what are the lessons from all this? The paper takes no interest in various things that occur to me as worthy of further thought. Here is a grab bag of ideas – in no particular order, and the latter of which are not inspired by any existing policy differences between Australia and New Zealand. 

· New Zealand’s recent KiwiSaver scheme is to savings policy what Australia’s HECS was to funding university education – a world first that will be adapted around the world. Compulsory superannuation would help lift New Zealand’s savings rate and so develop the pool of capital available to the most competitive New Zealand firms. 

· Removing tax distortions - NZ has no capital gains tax which I expect diverts domestic investment into fancy schemes to launder income as capital gain rather than in productivity enhancing investment. It’s also notable that NZ property investors don’t seem to have been scared off real estate investment despite the central bank ramping up short term interest rates to well above those of other countries. One would expect investors’ resilience to such punishment to have something to do with those tax free capital gains.

· Given the current and likely future significance of public savings in New Zealand’s total savings effort, it should continue to innovate in building institutions to prevent politicians competing higher surpluses away.

· Better incentives for innovation. The OECD recently observed that “New Zealand should strengthen its support for research and innovation to boost economic growth”.

· Further, labour market diversity. I wonder if the diversity of Australia’s workforce may be generating better opportunities. As I understand it NZ’s population is less diverse. 

· I think our skilled migration program is more aggressive than New Zealand’s - certainly our ability to pay higher wages can’t hurt in attracting better migrants! This point has a dynamic dimension to it. Once a country has a lead, it may be difficult for the other to claw its way back as it becomes harder and harder to retain or attract skilled labour.

· Finally and in the same vein, I wonder whether NZ is suffering from some geographical problem in which its distance from the rest of the world has started to matter more. An analogy is what's happening in regional Australia where small towns are dying but regional centres – ‘sucker cities’ – are growing. Australia may have sufficient scale to attract its share of regional headquarters, retain at least most of its manufacturing, have a capital market that's acquired critical mass. All this adds to its agglomeration economies. Perhaps NZ is just finding it progressively harder in these areas. If this is the case, I agree with the paper, that it is difficult to craft policy interventions to arrest the problem. 

VII

Instead of discussing these issues, the paper has five policy suggestions which can be grouped under three themes.

The fourth and fifth suggestions are for better regulation. Suggestion four is for more ‘light handed regulation’. I have nothing against light handed regulation. As Ghandi said when asked what he thought of Western civilisation - I think it would be a good idea. But we need much more detail to make sense of the proposal. I don’t think we’ve got more light-handed regulation in Australia than New Zealand has. In fact given the way the complications of federation louse up regulation and the ‘purity’ of some NZ regulatory and management regimes, I expect NZ has always been somewhat in front here, though no doubt it depends on what areas are examined.

Suggestion five is that the Regulatory Responsibility Bill be passed into law. This looks like a relatively harmless piece of red tape which cranks up requirements to justify regulation beyond existing requirements for regulatory impact statements. Since these kinds of requirements have been beefed up previously – on numerous occasions in numerous countries – with relatively little effect on regulatory excess (Ambler and Chittenden, 2007) this seems unlikely to offer any breakthroughs. 

The third suggestion is that the quality of public spending should be improved an assertion with which one cannot argue. The issue is pursued in greater detail in another CIS paper. Then again Australia’s public spending has been getting progressively less disciplined since the last major fiscal contraction in first half of the Howard Government’s first term. 

The first two policy suggestions argue for lower taxes. Australia has a lower tax burden than NZ - and that the gap has been larger in the past (though a reasonable proportion of the current difference represents NZ’s higher government surplus rather than higher spending). 

The paper then claims that “clearly” New Zealand’s higher level of taxation will slow economic growth.” To revert to the earlier analogy note how little hostile questioning this suspect receives in the witness box. I expect there are plenty of spending initiatives of the New Zealand government that I'd be happy to do without to secure somewhat lower taxation. But it’s actually hard to find strong econometric evidence that higher tax rates hurt growth. And given that, if a relationship does exist it’s likely to be a weak one – and one that’s unable to explain the difference in economic performance between the two countries.

There is evidence however that some kinds of tax reductions can be growth enhancing. Just not the ones the paper proposes! It proposes returning to a top marginal tax rate of 33% - reversing its increase to 39% a few years ago by the incoming Labour Government – as “its the first tax priority because it will have the strongest impact on growth”.

Several things stand out about this proposal. Firstly there is no mention of corporate tax. There is in fact a strong correlation between countries’ rates of economic growth and their corporate tax rate. Here are the findings of Hassal and Mathur (2006) from a source that the CIS would find congenial. “Our empirical results indicate that domestic corporate taxes are negatively and significantly related to wage rates across countries.”

The same authors further conclusion is worth taking on board precisely because of the authors’ candidness in reporting it as contrary to their ideological priors. “Our results for personal income taxes are surprising. We find that tax rates do not significantly impact wage rates.”.

Lee and Gordon (2005) likewise find a strong correlation between a country’s economic growth and its company tax rate - but virtually none between its economic growth and its top marginal tax rate.

So there you have it. Australia has performed much better since the 1980s with much higher top marginal tax rates but the top tax priority is to further lower New Zealand’s top marginal rate. Ideology to the rescue. 

I guess it could have been worse. New Zealand might have compared its performance to that of a country of similar population size (though one in a very different location and economic circumstance). If there’s one country that’s clearly out-performed Australia during the relevant period, indeed one that has roughly doubled our per capita GDP growth it’s Ireland. Cutting corporate tax was the engine behind its extraordinary movement into a range of economic niches. Its corporate tax rate is 12.5%. It’s top personal marginal rate? 42%!

VII

Finally what to make of this new argument that New Zealand is suffering from ‘stop start’ reform? As indicated above, I'm not sure that Australia hasn’t suffered from something similar. Substantial reform was sporadic and infrequent under Howard with lots of improvised pork barrelling along the way. 

But if there is something in the argument from whence might such a ‘stop start’ tendency come? Phil Rennie, the paper’s author, argues that “Australia has a stronger political consensus around policies for growth” which seems plausible.
 Here we enter a highly contestable and subjective realm about which people will differ, but I offer some impressions and observations for what they’re worth. 

Though I have no idea from whence it might have sprung culturally, it has always struck me that New Zealand politics and political debate more generally is both more ideological and more strident. The contrast between the Treasurers that launched reform in both countries is instructive. Both Australian Treasurer Paul Keating and New Zealand’s Finance Minister Roger Douglas were ambitious in the reform agendas they proposed and fought for. But Douglas was far more so. 

I recall leafing through David Lange’s autobiography in a bookshop and reading of a meeting between himself and Roger Douglas. According to Lange Douglas proposed reforms of such radicalism – from memory not dissimilar to those later championed by ACT, the party he later founded – that Lange was left wondering if he had flipped his political lid. Douglas was famous also for proposing a reform style that in Australia is associated with Gough Whitlam - ‘crash through or crash’. It relied on reforming sufficiently comprehensively and quickly that it robbed its political enemies of time to mobilise. Clearly the unitary state and unicameral nature of the New Zealand Parliament made this more enticing because it was much more possible.

Other examples spring to mind. When one compares the New Zealand Business Roundtable with its Australian counterpart the Business Council there is a clear difference. I think the Roundtable is more principled in the stances it takes – clearly something that can be a good thing. One might also argue that it was less pragmatic and flexible, and more ‘ideological’. I suspect that the Business Roundtable has not played the kind of role in consensus building for reform between labour and capital that the BCA participated in in the 1980s and early 1990s. 

In Australia reform began with an accord between the ALP government and the union movement. Though it never formally included business, it was in fact drawn into negotiations with the official Accord partners. This process of involving social partners in the design of reform appears to have built a stronger constituency for it as well as greater attention to compensating those who might otherwise lose from reform.

My impression of New Zealand party politics is also consistent with the picture I am painting. In the last election in New Zealand there were strong differences in the economic strategies of the two major political groupings. On the reports I read at the time, the Nationals’ promised tax cuts of sufficient ambition that they would have very substantially reduced the surplus. Rightly or wrongly this reminded me of the Republicans in the US and their more or less overt strategy of taking whatever opportunity offers to reduce taxes in order to ‘starve the best’ – that is to make smaller government an inevitable result.

By contrast for some time now, despite the inevitable jockeying for position, there has been broad bipartisanship on the stance of fiscal policy. Indeed in the Australian election we’ve just had the Opposition base its own tax cut proposals on those offered by the then governing Coalition. The only difference was that the ALP proposed to shave tax cuts at the top of the income scale to enable the funding of other spending priorities.

VIII

That brings me back to the paper under consideration. In identifying cutting the top marginal tax rate as the highest tax priority the paper described New Zealand Labour’s move back towards a more ‘Australian’ schedule of tax progressivity – its increase of the top marginal rate of tax from 33% to 39% as “symbolic, destructive, and completely unnecessary.” So many adjectives! 

In my judgement this was not particularly economically destructive, though I would agree with raising the threshold at which the top rate cuts in as a worthwhile priority. Beyond that if I were cutting taxes, as I’ve intimated above, I could think of much better places to cut them – for instance with company taxes. However my first tax priority would be introduce a capital gains tax – I think New Zealand is the last Western democracy without one – and to recirculate the revenue raised with tax cuts. 

But what of that other adjective ‘symbolic’? I have little doubt that though it was economically defensible – it raised a substantial amount of revenue – in some measure the tax increase was symbolic. Politics is like that. I guess cutting it to 33% was equally symbolic. Isn’t it the essence of a more conciliatory approach to political debate – one that’s more likely to build a broad constituency for reform that one respects the symbols of the other side of the debate, at least when they’ve won adherence to them in the crucible of democratic politics? 

Mightn’t it be more conducive to productive debate to let the winning side have its victory and to seek to engage it on matters that might be of similar (I would argue much greater) import rather than simply upping the symbolic ante? At least for a time? I suspect, I hope that that’s what we’d do in Australia. Certainly, however much it might dislike some of the symbols that the Howard Government established – for instance its vigilance on border protection – the ALP Government has no intention of moving rapidly to dismantle anything but the most egregious elements of the policy, for instance the farcically expensive offshore detention centres: That is the very excesses that the Coalition would now concede should not be defended. 

Of course in doing this the new ALP Government is guided by its sense of its own political interests. But then that’s all part of building a deeper constituency for reform. I'm hoping that the new Australian government won’t be trying to settle ideological scores or scores of any kind, but that it will husband its energies to focus on the fundamentals of good policy as well as forging new reform paths like HECS and KiwiSaver. 

I'm aware that this is just a personal wish of mine - no more than a fancy. But I'm also thinking that, as the government rides the political roller coaster and prays for sufficient good luck to survive, the path I’ve proposed is also the greatest contribution it can make to its own long term survival. I'm hoping we’re keeping our powder dry for the gradual unfolding of reforms that make a major contribution to the prosperity and quality of our lives.
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