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Economic Strategy 
 

Problems in Productivity 

Political choices may cost productivity.   

 
Two RBA economists, Patrick D’Arcy and Linus Gustafsson have published an analysis of 
Australian productivity growth (Reserve Bank Bulletin, June Quarter edition 2012).  They tell us 
that growth in productivity is the key driver of growth in per capita income and living standards in 
the long term.  Productivity growth is determined by the development of new technologies and 
how efficiently labour capital and fixed resources, such as land, are organised in the production 
process.   
 
Trend productivity growth is an important determinant of the pace at which the economy can grow 
over the medium term without generating inflationary pressure.  During the 1990’s and early 
2000’s, Australia experienced unusually rapid productivity growth.  Trend productivity growth then 
slowed down over the latter part of the 2000’s.  Weaker productivity outcomes have been 
especially pronounced in the mining and utilities industries where the level of productivity has 
actually fallen.  There has also been a marked slowdown in trend productivity growth across most 
other industries.   
 
The authors discuss several measures of productivity.  Labour productivity measures output 
produced per hours worked.  Multifactor productivity measures output for a given amount of both 
labour and capital.   
 
They also discuss capital deepening.  Capital deepening occurs as investment in more capital 
leads the capital-labour ratio to grow over time.   
 

Table 1: Decomposition of Trend Productivity Growth – Annual average percentage 
change 

 

 
 
 

Source: ABS;  RBA  

Table 1 above shows us the growth rate of Australian productivity for three time periods. The first 

is the period from 1973-74 to 1993-94.  We can see that labour productivity grew at 1.8% per 

annum over that 20 year period.  Steady capital investment meant that the capital labour ratio 

increased by an average 1.3% per annum.   Total multi-factor productivity grew at an average rate 

of 0.6% per annum.   

The second period is a ten year period from 1993-94 to 2003-04.  This was the golden age of 

productivity.  During this time labour productivity grew by 3.1% per annum.   Capital deepening 

proceeded at the same rate of 1.3% per annum.  However, total multifactor productivity grew at an 

average rate of 1.8% per annum.   
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The third period is the period since 2003-04.  During this time, labour productivity has grown at an 

average rate of 1.4% per annum.  Capital deepening has actually accelerated to 1.8% per annum.  

However multifactor productivity is actually declining at a rate of 0.4% per annum.  The problem 

here is mining and utilities.  When we take these two out, labour productivity growth rises to 1.7% 

per annum, capital deepening slows back to the long term average of 1.3% per annum.  However, 

multifactor productivity rises at a rate of 0.48% per annum. 

The deterioration in multifactor productivity growth has been most pronounced in the mining and 

utilities industries.  Both of these industries experienced a large fall in multifactor productivity.  In 

the case of the mining industry, the fall in productivity is partly a natural consequence of the rapid 

run-up in commodity prices.  This has led to the mining of more marginal deposits.  The more 

marginal deposits produce less ore for the same level of inputs.  Hence productivity falls when this 

ore is mined.     

Utilities are another matter.  There has been additional investment to improve the reliability of 

supply in the electricity and water industries, which has only made a marginal contribution to 

additional measured output.  One example is recent investment in desalinisation plants.  These 

produce water more expensively than dams.  In high rainfall times such as now, they produce no 

water at all.  My view is that the investment in desalinisation plants instead of dams has been for 

political rather than economic reasons.   

Similarly, some of the additional investment in the electricity sector has been associated with the 

need to meet an increase in peak demand relative to base-load demand.  In addition, 

environmental considerations have required new investments in water recycling and low carbon 

emission electricity generation.  My view is their investments were made for political reasons 

rather than economic ones.  The authors note that these investments decrease measured 

productivity and increase the unit cost of production.   

The General slowdown in productivity growth 

The authors say that there has been a broad-based slowdown in multifactor productivity growth 

that cannot be fully explained by the special circumstances affecting the mining and utilities 

industries.  One possible explanation for the surge and subsequent decline in multifactor 

productivity growth in Australia, and perhaps other developed economies, over the past two 

decades is the pattern of adoption of information and communication technologies (ICT).   

The widespread adoption of these technologies through the 1990’s was largely complete by the 

early 2000’s.  This would have been reflected in strong multifactor productivity growth in the 

1990’s, with the contribution of productivity growth moderating in the 2000’s once rates of use had 

stabilised.   

Regulatory reform and economic efficiency 

The authors note that the most widely accepted explanation for the acceleration and subsequent 

deceleration of productivity growth over the past two decades relates to the gradual waning of the 

impetus to productivity growth initiated by the economic policy reforms of the 1980’s and 1990’s.    

The overall effect of all of these reforms was to increase competitive pressures on firms in product 

markets such that improvements in productivity became an imperative for economic survival, 

while at the same time increased flexibility in capital and labour markets ensured that economic 

resources were allocated more efficiently among competing firms.   

I note that many writers have stressed the importance of flexible labour markets in allowing firms 

to absorb new technology and in turn generate higher productivity growth.  The result of the re-

regulation of the Australian labour market over the past five years is again an example of political 

choices which reduce productivity growth. 

The authors note that some commentators have argued that there has not only been a lack of 

further productivity in enhancing regulatory reforms over the past decade, but the introduction of 

new inefficient regulations may have created a drag on productivity growth.   
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The authors note that the domestic burden of lower productivity growth is most evident for the 

utilities sector, where the fall in multifactor productivity has resulted in higher unit costs and higher 

real consumer prices.  The authors also suggest that the result has been stronger non-tradable 

inflation over the past decade compared to the 1990’s.  This means that domestic services costs 

have been increasing at around 4% while overall inflation has averaged 3%.   

The authors point out that unless there is a pickup in productivity growth, this will imply slower 

growth in real incomes in the future.   

Conclusion 

D’Arcy and Gustafsson show us that Australian productivity growth has been slowing since 2004.  

Their work, and that of others, suggests that this productivity decline is in part the result of political 

choices.   

The political choice to build desalinisation plants instead of more dams has resulted in a decline in 

the productivity of water infrastructure.  The political choice to re-regulate the labour market has 

reduced the rate at which new technologies can be absorbed into small and medium enterprises, 

thereby reducing the productivity growth rate of these firms.   

We make political choices all the time.  However, if we want high productivity growth we have to 

make political choices which support it. 
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