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Preface: The accumulated insights of State of the Regions reports

Core objectives

The core objectives of the State of the Regions (SOR) reports (of which this is the eleventh) are to:

1. present the latest statistical indicators (for this report to 2007-08) describing how Australian
regions are performing;

2. analyse trends in equality and inequality between Australian regions;

3. make suggestions for the policy implications of current Australian regional performance;
4, steadily expand the indicators used to measure regional performance;

5. describe the reality of regional economics;

6. assist local government to understand their own region and compare performance with other
regions; and

7. to provide local government with useful planning tools.

The 2008-09 SOR builds on the accumulated knowledge of previous SORs to provide a coherent
framework for analysing, and for improving the understanding of regional development. The reports
also provide a base of accumulated knowledge and insights which can assist with planning and policy
development. SOR reports identify a region’s economic development issues as well as assessing the
effectiveness of policies in removing roadblocks to regional economic development.

The benchmarks used in SOR are derived from the concept of convergence and divergence. In order to
understand the forces of divergence and convergence in economic performance, successive reports
have developed a list of Stylised Facts.

Stylised Facts are “facts” which, in relation to a specific driver, influence regional development, and
describe its most probable effects. The “facts” do not apply to all regions.

Each successive SOR report, either, adds to the list of Stylised Facts, and/or, adds additional
validation to the operation of the “facts”. This 2008-09 SOR report adds further evidence to reinforce
previous conclusions as to the nature of the facts. Accordingly, the Stylised Facts of previous SOR
reports have been summarised with additional supporting evidence.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



The Stylised Facts

Introduction

Over the years the conclusions of the successive SOR reports have been summarised as stylised facts.
These conclusions do not apply to all regions and LGAs, but apply in the majority of LGAs and
regions.

In general the stylized facts have been determined from Census data. The 2006 Census results have
been used in this year’s SOR.

Stylized Fact One

High-income economies, apart from those with a unique and extensive natural resource base,
now depend on sustained innovation as the core driver of long-term economic growth.

Stylized Fact Two

The capacity to innovate depends on knowledge and networks at the regional level. Most high-
income countries which have maintained sustained growth have done so because they have
established successful knowledge based regions.

The figures below demonstrate the relevance of this Stylized Fact in Australia. One indicator of
capacity to create knowledge and innovation is patent activity. The figures below show that there is a
good correlation between the economic success of a region measured in terms of non-mining gross
regional product per person employed and patent activity. The data in the figure is for the regions of
this report.

GRP (minus mining) per person employed (2001)
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High Tech business startups versus patents per 100,000
capita

Patents per 100,000 capita
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0 50 100 150 200
Business startups per capita

Stylised Fact Three
Regions with high productivity have high household incomes and low unemployment rates

The two figures below provide strong support for the stylised facts.

Non-farm productivity versusaverage household income
1998-2008
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Stylised Fact Four

The young are leaving low-income, high unemployment regions and migrating to high-income,
low unemployment regions.

The following two figures provide the support for this stylised fact.

60

Inflow 0-20 year olds per cent of all inflow versuswages and
businessincome 1998-2008
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Inflow 0-20 years per cent of all inflow versus unemployment
rate 1998-2008
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Stylised Fact Five

The old are leaving high-income (high cost regions) and low unemployment rate regions and
migrating to low-income (low cost) and high unemployment regions.

The following two figures provide empirical support for this stylised fact.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Inflow of 55+ per cent of all inflow versus unemployment rate

1998-2007
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Stylised Fact Six

Low productivity regions are rapidly ageing, while high productivity regions are ageing
relatively slowly.

Because of the strong correlation between income and productivity, high productivity regions have
low rates of decline in the share of population aged under 24 and slower rates of increase in the share
of population aged over 55 (see the following two figures).

A corollary to stylised fact six is that low productivity/high unemployment regions may be locked into
a vicious cycle of rising unemployment and rapid ageing. Currently this mechanism is being blunted
by high levels of construction activity spreading across the nation. When the building cycle turns
down, rapid ageing and rising unemployment could quickly return to these regions.

Average disposable income per capita 1998-2008 versusinflow of age
55+ percent of all inflow
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Average disposable income per capita 1998-2008 versus0-20 year old
inflow as per cent of all inflow
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Stylised Fact Seven

Successful knowledge based regions have a high concentration of highly skilled (scientists,
engineers, etc.) global knowledge workers. These workers tend to migrate to regions with scale
and diversity of social and community infrastructure and cultural and lifestyle choices.

The figure below shows the strong relationship between global knowledge worker concentrations and
knowledge creation (that is, patent activity). The 2002 SOR also showed a high correlation coefficient
between community infrastructure/lifestyle choice and concentrations of global knowledge workers
across Australian regions.

The following figure shows the clear link between patents (and hence business productivity), therefore
the inferred high correlation between high technology start-ups and the presence of global knowledge
workers.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Patents per capita versus global knowledge workers
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Stylised Fact Eight

The regional centres which have contributed strongly to the improved economic performance of
the rural regional group have had high employment growth relative to population growth. This,
in turn, has occurred in provincial cities that:

O maintained a population growth rate in excess of 0.3 per cent per annum;
O developed diversified lifestyle and cultural choices for residents;

O concentrated on attaining large-scale production in selected non-mining, non-agricultural
industries; and

O developed inter-regional export capacity in business and/or education services.

Stylised Fact Nine

Regions are successful because enterprises in them are successful. To assist enterprises to grow,
policy must explicitly focus on developing and strengthening the emerging flexible
entrepreneurial supply lines of industry clusters on which knowledge based economies are
founded.

Policies to establish a successful regional economy require complex policy strategies involving a
whole of government approach. Important components are policies designed to strengthen the
networks that link the institutions, organisations, enterprises and key personnel within regions and to
strengthen regional supply chains.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Stylised Fact Ten

Unfortunately, current policies to encourage regions to develop and increase their productivity
are acting perversely. They are imposing barriers preventing low productivity/high
unemployment regions from increasing productivity.

Example 1

Lagging regions have poor access to quality telecommunications infrastructure, preventing efficient
Internet usage and, therefore, reducing the possibilities for exporting and attracting high technology
firm start-ups.

The following two figures show that in mid 2006 average download speeds available to households
and firms by industry was highly positively correlated with household income per capita and
negatively correlated with NIEIR unemployment rate.

This report estimates that if download speed differentials are not equalised, the cost the lagging
regions will be $2.7 billion in 2005 prices in foregone gross regional product and 30,000 employment
positions will be lost.

Average ADSL download speed 2006 versus per capita
income
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Average ADSL download speed 2006 versus unemployment
rate
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Example 2

Low productivity/economic regions have relatively high local government tax rates because the cost of
delivering basic services to the community is relatively high.

The following two figures provide the evidence of this. This report estimates that additional resources
of $2.3 billion would be required to provide lagging councils with the resources to reach current
average standards. In addition, another $112 million per annum (cumulating each year) will have to
be found to prevent further increases in current local government financial imbalances.

The lack of local government resources for some councils means that they cannot effectively take the
steps required to attract the skilled households in order to lift the productivity of their regions.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Rates to business value added ratio average 2001-2005 versus

unemployment rate
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Stylised Fact Eleven

High levels of debt apply generally to all regions.

Australia has one of the highest debt to income ratios in the world. High debt to income ratios apply
to all regions with the highest debt ratio being concentrated in the middle and outer suburbs of the
metropolitan areas and the provincial cities which currently have, or did have, a strong manufacturing
base.

In any economic contraction, it will be the high debt to income regions that will disproportionately
bear the cost of an adverse macroeconomic environment.

Stylised Fact Twelve

Wealth is distributed unequally across Australian cities.

Those households with the highest wealth in Australia are concentrated in central metropolitan regions
with almost double the wealth of households in non-metropolitan regions.

Stylised Fact Thirteen

The costs of climate change (enhanced water security costs, loss of production and carbon
prices) will fall disproportionately on non-metropolitan regions. Non-metropolitan region
households will have up to double the cost of climate change, compared to metropolitan regions,
with only a quarter to half the capacity of metropolitan regions, in terms of income and wealth,
to absorb the additional costs of climate change.

National Economics/Australian Local Government Association State of the Regions 2008-09
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson
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Executive summary

E.l Introduction

This is the 11™ State of the Regions (SOR) and this report again adds to the accumulated knowledge of
the previous SOR reports in the critical area of climate change. In Chapter 5 Reaping two whirlwinds,
the report brings together the financial crisis and the economic implications of climate change ‘At the
time of writing (October 2008) the returning whirlwinds are mere dust devils compared to what is to
come’.

The Report explains the underlying factors that have created the global financial crisis and discusses
the economic implications of the Federal Government’s emissions trading scheme known as the
Carbon Pollution Reduction Scheme and the Garnaut Climate Change reports and their findings. At
the local government and household level, the report considers the impact of the emissions trading
scheme on households because of rising energy costs as well as highlighting a range of strategies
which can be used by local government to assist their communities in adapting to climate change. The
report includes Local Government case studies which showcase a selection of these council strategies.
The Report also provides some insights into the ways in which Germany and the United Kingdom are
responding to climate change and the policies and actions that result.

The state of Australia’s households is examined. Topics explored include household wealth and debt,
the baby bounce, migration patterns and employment.

The Regional Telecommunications Independent Review Committee Report 2008, Framework for the
Future, was tabled in the Federal Parliament on 15 October 2008. This SOR reviews what progress
has been made towards creating an equitable broadband service throughout Australia as well as
considering progress over the last 12 months towards more effectively enabling the knowledge
economy. The distribution of patent activity is considered in this context.

An extensive appendix of regional indicators underpins the findings in the main report and forms a
valuable economic analysis of the state of Australia’s regions.

The report demonstrates a troubling convergence of factors that will have an impact on regional
economic development. Coming together, as they now appear to be doing, these factors in
combination are likely to have a much greater impact on regional economic development than would
otherwise have been the case. These factors include the following.

1. The impending costs of climate change and the further costs of greenhouse gas emissions
abatement.

The global financial crisis.
The record highs in household debt.
The lack of progress in developing a National Broadband Network.

The likelihood that, in Australia, the knowledge economy has failed to spread outside of the
existing knowledge-intensive regions.

6. In terms of the migration flows, the tendency for young adult Australians to avoid the
knowledge-intensive regions and head north and west to resource and lifestyle regions or
perhaps overseas to knowledge-intensive regions in other countries, while young adults from
overseas (including overseas returned Australians) are seeking their future in the knowledge-
intensive regions in Australia. These trends indicate increasing divergence between the
cosmopolitan knowledge-intensive core-city regions and the relatively poorly-educated
periphery.

a > DN

National Economics/Australian Local Government Association State of the Regions 2008-09 (i)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



7. The need to convert the economy to a low carbon emissions future will require a greater level of
investment and a greater commitment to research and development and to innovation.

8. The resource based regions, which are vulnerable to the global downturn and to falling demand
for emissions intensive commaodities, and the rural regions, which are vulnerable to the impacts
of climate change, are likely to experience ongoing difficulties.

Australia’s regions defined

Readers of past SOR reports should note that the regions and zones have been reclassified. The
reclassification is presented in Appendix 1 of this report. As with the adjustments to the original 1998
classification made in 2001, three prior judgements informed the changes — regions should end at
State/Territory boundaries, they should not split local government areas and they should be contiguous
areas with a reasonable likelihood of internal interaction.

For this report, regions have been defined by their relationship to the knowledge economy, reflecting
the finding that this relationship is now dominant as a determinant of regional economic prospects.
Each region is given a zone membership. The six revised zones are Knowledge-intensive regions,
Dispersed Metro, Independent City, Lifestyle regions, Resource Based and Rural. Zone memberships
are classified in Appendix 3 of this report. The zones are described more fully in Appendix 1.

E.2  Previous SOR reports in the context of the current economic crises

To readers of earlier SOR reports, the events of September-October 2008 would have come as no
surprise. For more than a decade National Economics has argued that the continued pursuit of a so-
called neoliberal policy agenda in the United States and Australia would result at best in these
countries facing a lengthy period of slow economic growth. At worst, they could face depression,
defined as a national fall in GDP so large (that is, at least 5 per cent) that the immediately prevailing
level of GDP is not restored for at least five years (Brain 1999; page 206).

The neoliberal or extreme free market policy agenda is one where the State plays a largely passive
role, with many of the key decisions that determine the direction and quality of a country’s economic
development and its consequences being left to the market. Since the mid 1990s this regime has
dominated policy making in Australia.

In the book ‘Beyond Meltdown’ (Brain 1999), National Economics correctly predicted the 2001
downturn in the world economy, and expected that recovery would occur to 2006, although it would
be “unsatisfactory”. That is, for Australia and the United States at least it would be achieved by over
reliance on credit growth, which would lead to a post 2006 meltdown. This has occurred for the
United States and, as this SOR argues, could still occur in Australia. Meltdown is a word used in this
Report to mean an economic crisis, including a falling exchange rate and problems in the banking
sector that leads to severe recession or depression.

To avoid this outcome ‘Beyond Meltdown’ and previous SORs have strongly argued that the only
solution was to broaden government control of the economy away from narrow reliance on interest
rate policy to involve the use of all policy instruments available to governments (tax rates, public
expenditures, exchange rates, industry policy, mandated fund flows — superannuation — fund allocation
policy, financial regulations, infrastructure investments etc.) to pursue explicit objectives in terms of
export growth, import replacement, the household savings ratio, industry profitability, infrastructure
investment levels, high technology start-ups, knowledge economy infrastructure, regional
development, convergence of productivity and income between Australian regions etc.
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Sadly, the messages of past SORs have been largely ignored and the consequences must now be faced.
The solution lies in implementing the policy agenda expressed in previous SORs. The core change in
national policy is that Australia’s government must become more like the successful countries,
previously called the Corporatist States or State Capitalist economies of North Asia and Continental
Europe. To successfully navigate the very dangerous currents that are now running, like the State
Capitalist economies Australia will have to adopt a policy approach where strategic objectives are
explicitly defined in terms of social, security, export, output, cost, investment, etc. targets with the
means (that is, the application of policy instruments) then designed to mobilise whatever resources are
required to achieve the objectives.

In this context climate change along with the arms race in the Asia Pacific region and the aging of the
population will all have to be incorporated within a policy framework designed to ensure Australian
economic and environmental survival as well as maintain national security.

E3 Climate change

In the year since the last SOR report, the scientific consensus on climate change has converged
towards a much more stringent global target for greenhouse gas emissions. Not only is climate change
now expected to be more rapid than previously thought (with a particular risk of increases in sea level)
but the atmospheric concentration of greenhouse gases at which dangerous climate change is expected
has been revised downwards. Indeed, the consensus is homing in on a global atmospheric CO, target
of 350 parts per million (ppm) or less. This is less than the current concentration, which has risen from
around 250 ppm since mankind began the large-scale burning of fossil fuels in the industrial
revolution.

Amidst global alarm, negotiations are taking place on national targets for greenhouse gas emission
abatement. As a rich country with high per capita emissions, Australia must expect a stringent target,
requiring a rapid and substantial reduction in emissions. At worst the Australian requirement will be a
common world per capita standard and at best something like 80 per cent below current levels by
2050. As the IPCC projections of the consequences of global warming become more dire over the next
decade, the consequences of opting out will simply be a trade and financial embargo. This response
will have to take place at the same time as Australia steers its way through the financial crisis.

E4 Financial crisis

The factors which precipitated financial crisis in the United States included the following.

1. Vigorous development of unregulated financial intermediaries which supposedly managed risk,
but in fact hid it.

2 A large government deficit, financed by overseas borrowing.

3 A high level of household borrowing, leading to over-indebtedness.

4, A land boom, resulting in unaffordable.

5 A large balance of payments deficit.

Australia has avoided the first two of these problems, but has experienced numbers 4 and 5, and its

only difference from the United States as regards household indebtedness is that over-indebtedness is

less concentrated in the low income groups. A resulting difference is that, whereas the United States

balance of payments deficit has largely been financed by government borrowing, in Australia much of

the borrowing has been done by the banks. Australia’s over-indebted households, and its over-priced
land, have been emphasised in past SOR reports.
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In view of these resemblances, both overseas and domestic investors have switched from over-
optimism to pessimism on Australian economic prospects. Pessimism is a dangerous thing in
economics. It tends to be self-fulfilling, in that a sudden carefulness brings reduced expenditures,
which mean reduced incomes, and before long the economy is spiralling into recession.

The fact of the matter is that the majority of Australia’s gross international debt is held by the banking
system and if the increase in these holdings is allowed to continue at the same rate as over the past
decade, then eventually a point will be reached where a catalyst (e.g. international recognition of
Australia’s CO, exposure, or growing difficulty of the banking system to roll over the debt), will
trigger an exchange rate-banking system-economic meltdown as per Iceland in October 2008.

What can be done?

We can now see that Australia faces a crisis in economic policy of some magnitude. The list of policy
instruments with potential application to Australia’s current predicament includes the following.

O Monetary policy: not just the manipulation of short-term interest rates, but quantitative controls
over financial system lending. This will involve not only controls over banks, but over the
whole financial system, including non-bank financial intermediaries.

O Fiscal policy: government expenditures (service provision, social security, infrastructure),
taxation, government borrowing — including, importantly, government borrowing overseas.

O  Trade policy, including the fostering of exports and import-competing industries (which will
make demands on monetary and fiscal policy), and regulation of the market for foreign
exchange.

U Wages policy — in conjunction with trade policy and fiscal policy (both social security and
taxation).

O  Savings policy, particularly as applied to households, whose low savings rate is an important
component of the present crisis. This will involve aspects of monetary policy (interest rates,
availability of credit); fiscal policy (tax and social security treatments) and wages policy.

We have already argued that emissions abatement must be part of the response to the current financial
crisis, if only because it is a pressing need. Two more pressing reasons must now be mentioned.

O  Australia currently has very high emissions per capita. It we are to convince our creditors that
we are a nation worthy of their continuing investment, a credible plan to reduce emissions must
be part of our response to the crisis. If not, they will leave us to respond by ourselves, which
would mean an immediate switch from the current balance of payments deficit to a surplus — a
turnaround guaranteed to cause financial meltdown.

U More positively, emissions abatement gives Australia an opportunity to invest in growth
industries. Australia was notable for its absence from the burst of information technology
investment which occurred in the last few decades of the twentieth century, and as a result is an
importer of a wide range of high-value manufactured goods. The world is about to see a burst of
emissions-abatement technologies, and it is not too late to get in at the beginning — though
doing so will involve much more sophisticated industry policy than Australia has managed over
the past few decades.

National Economics/Australian Local Government Association State of the Regions 2008-09 (iv)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



The second point reflects a fundamental judgement that Australia’s problems are due to failure to keep
itself technologically up to date. Since a major driver of economic prosperity is up to date technology,
Australia should not be surprised to find itself falling behind. This fundamental failing was, however,
hidden over the past couple of decades by a flood of credit, which enabled households to increase their
standards of living even though incomes were constrained by outdated technologies.

The importance of saving

The diagnosis that Australia is in trouble because of excess debt — chiefly household debt and overseas
debt — directs attention to the process by which debt is created. If it is a policy aim to reduce
indebtedness, then savings have to increase. Either income has to go up or, if this cannot be arranged,
consumption has to fall.

If we assume that, in present circumstances, income increases are an unlikely source of savings to
reduce household indebtedness, the available source is a cut in consumption. NIEIR estimates that a
cut of around 8 per cent from 2007-08 income levels would be required for Australian households to
stabilise and begin to reduce their debt. The initial distribution of consumption reductions to increase
savings is likely to be by indebted households, who will be required to keep up their interest payments
and capital repayments without taking on any more new debt. The report includes a map of the
incidence of such households, which will be familiar to readers of previous reports which have
identified regions at risk from high household debt. However, as more general measures to increase
the savings rate take effect, reductions in consumption will spread across all regions.

Reductions in consumption spending result in reductions in retail sales and hence in employment. If
employment is to be maintained, the resources thus released have to be absorbed into other activities,
hence the importance of investment in improving Australia’s trade competitiveness and also
investment in greenhouse gas emissions abatement. Much of this investment will be private, but
governments will have a role in ensuring that funds are available and also in providing required
infrastructure.

E.5 The macroeconomics of climate change

A companion study to this SOR report commissioned by the Brotherhood of St Laurence (2008) will
be available in December. The Brotherhood of St Laurence report quantifies the difficulties Australia
will have in maintaining economic stability and the economic cost of climate abatement policies.
While the study does not disagree with Treasury’s analysis of the costs of CO, abatement policies, this
is only on the basis that the optimal approach to climate change policy will be taken and the
appropriate macroeconomic response implemented. If this is not done, then in the context of the
current vulnerability of the Australian economy, the cost of CO, abatement policies will be
considerable.

In order to minimise the macroeconomic cost of CO, abatement policies, as this SOR makes clear,
CO, permit pricing will be but one of many instruments that will have to be employed. These
instruments will include regulation of the type of equipment available to Australian consumers,
mandation of the electricity plant supply merit order, building energy efficiency retrofit strategies,
investment allowances for industry to facilitate adoption, and a specific role for local government, etc.

This report rejects the Treasury’s modelling conclusion that the pricing of emissions is a necessary and
sufficient condition for efficient CO, abatement. At any given CO, price the efficient adjustment of
the economy will require almost total reliance on complementary measures.
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This report points out that the Treasury conclusion in regard to the efficiency of CO, pricing is based
on the use of a model that uses implausible assumptions that guarantees the conclusion. Specifically,
the Treasury modelling assumes:

(i)  aggregate investment decisions are made at the macro level independent of the conditions
prevailing in any given industry;

(i) economies of scale and scope and market growth expectations are not relevant in either the
industry investment decision or industry energy efficiency outcomes; and

(iii) lower capital intensity technology selection can be made without affecting Australia’s
competitiveness or energy efficiency.

What in fact Treasury is assuming is that there are no economies of scale at the plant level. This
ignores the fact that plants ten times the size of the current Australian plant can be built in China, at
considerable gain in energy intensity and price efficiency.

Finally, the Treasury analysis assumes investors are stupid and take only current prices and costs in
evaluating investment returns over the 20 to 50 year life of units.

In this context it is appropriate to dismiss the Treasury analysis as designed to produce conclusions
which argue against a whole of government approach to climate change. Not only is Treasury wedded
to outdated neoliberal ideology but it stands accused of supporting policies which hinder the adoption
of all-of-government (including local government) approaches — perhaps because these threaten its
status.

The present report does not oppose emissions trading — though as against auctioning it argues in
favour of sale of permits at a fixed price, initially perhaps lower than market expectations (say $20 a
tonne of CO,) but rising fairly promptly to the region of $40 a tonne. However, the important point is
that emissions trading has to be supplemented by a wide variety of complementary measures, as well
as compensatory measures for those households and regions most adversely affected. An activist
approach is even more essential in the present climate of financial crisis, where Australia will be sore
pressed to maintain full employment without deft use of the complete range of policy instruments
listed in Section E4.

E.6  The state of Australian households

Employment and unemployment

Table E.1 Macro indicators unemployment, employment growth, real household disposable
income (per cent)
Real household
Employment disposable
growth income
NIEIR unemployment rate (%) (% p.a) (% p.a.)
Zone 2006 2007 2008 2006-2008 2006-2008
Knowledge-intensive 5.4 5.0 4.6 2.9 6.5
Lifestyle 11.6 10.9 10.0 34 5.4
Dispersed Metro 7.1 6.8 6.5 2.5 4.4
Independent Cities 9.3 8.9 8.2 3.0 3.7
Resource Based 9.0 8.5 9.0 2.4 -2.4
Rural 9.1 8.6 8.7 2.2 2.0
National 7.5 7.0 6.7 2.7 45
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U The NIEIR unemployment rate, derived from welfare service data, continues to show higher
unemployment rates than the headline unemployment figures because its rate includes
individuals on a range of allowances not included in the headline rate. Over the past year the
largest reductions in the NIEIR unemployment rate occurred in the Lifestyle and Independent
City zones, while NIEIR unemployment rate was starting to move up in the Resource based and
Rural zones.

Q  All zones have experienced growth in the size of the workforce, with a significant increase in
the annual growth of the workforce in the Resource-Based Zone since 2006.

U Between 2006 and 2008 the rate of workforce growth was remarkably similar between the
Zones, but there were divergences in the rate of growth of population of workforce age. The
implication is that the workforce participation rate has changed, falling in the Knowledge-
intensive Zone and rising elsewhere, particularly in the Lifestyle, Independent City and Rural
zones. This reverses the pattern observed from 2000 to 2006, and therefore might be interpreted
as cyclical.

U The employment results for all zones for the period 2006-2008 were quite strong, but the
outlook, is unfortunately, not nearly so rosy.

O  Employment growth has tended to mirror workforce growth. Reflecting the resource boom,
employment grew strongly in the Resource Based Zone. Growth in employment in the Lifestyle
Zone (construction, services, cafes etc) continued to perform well. Independent Cities and the
Knowledge-intensive Zone also performed well — the problem in the latter being that quite rapid
employment growth fell well behind very rapid growth in working-age population. A possible
explanation would be that student numbers grew.

O Trends in wages and salaries are closely tied to those in employment, the difference lying in
changes in average earnings per employee. Average earnings per employee increased more
rapidly than the national average in the Knowledge- Intensive, Resource Based and Lifestyle
Zones. The rate of growth in wages and salaries decreased when compared to the previous
period of 2003-2006 for all Zones except for the Resource Based Zones. In the Independent
Cities and Rural Zones average earnings per employee followed national trends.

Migration and population

ABS data shows that, for 2007, women aged 30-34 years had the highest fertility rates for all age
groups with 126.6 babies per 1,000 women and that fertility in women aged 35-39 was the highest
since 1950 with 68.1 babies per 1,000 women. The number of babies born in Australia in 2007 was
actually 19,300 more than in 2006, representing the highest actual number of births ever registered in
Australia. The population, however, also increased over this period, boosted by in-migration, so the
baby bounce, as a percentage of population, remains similar to the previous year. In-migration is still
an important factor in maintaining Australia's working age population.

Within Australia, during the period 2001-06 established migration patterns continued. Retirement
migration continued, with the most-favoured destinations along the Queensland coast north of
Brisbane. Similarly working-age migration continued to the job-rich resource regions and to the
metropolitan outer suburbs.

The most intriguing pattern was the tendency for young adult Australians to avoid the knowledge-
intensive regions and head north and west to resource and lifestyle regions, while young adults who
were overseas five years ago are seeking their future in the knowledge-intensive regions. These trends
indicate increasing divergence between the cosmopolitan knowledge-intensive core city regions and
the relatively poorly-educated periphery.
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Table E.2 Actual and projected population growth (per cent per annum)

Annual growth Annual growth Annual growth
Zone 1997-2002 2002-2007 2008-2010
Knowledge 1.2 15 2.1
Lifestyle 1.8 1.8 1.2
Dispersed 1.4 1.4 1.6
Independent 1.1 1.2 1.1
Resource 0.3 0.7 14
Rural 0.7 0.9 0.9
National 1.2 14 15

Household debt and wealth

Q

Dispersed Metro Zones still have the highest household liabilities in terms of dollars per
household although the annual rates of growth of debt accumulation are now lower than in the
Knowledge-intensive and Lifestyle Zones.

The Dispersed Metro Zone was early to take off in the land boom, and now has limited capacity
to absorb further debt.

Households in the Knowledge-intensive Zone have accumulated debt at a faster rate than in
other regions reflecting high property values, the higher salaries of knowledge workers and a
greater capacity to borrow.

The average value of financial assets per household is the highest in the Knowledge-intensive
Zone.

Lifestyle regions had the highest annual growth rate in the value of financial assets of any zone
but this is from the lowest base of all zones.

The value of financial assets in Resource Based regions has grown the slowest.

The Rural Zone has the second highest level of financial assets per household. This is mainly a
reflection of larger land holdings and the success of some regional centres. When debt is taken
into account (see Table E3) the Rural Zone slips further down the ranking.

When the SOR zones are compared, the annual growth in the value of household assets in the
Lifestyle Zone (9.4 per cent) is not far below the growth in household liabilities (10.3 per cent).
The gap is much greater in the Knowledge-intensive Zone, with the value of household assets
increasing by an average of 7.4 per cent per annum, well below liabilities which have been
increasing by 13.1 per cent per annum.

Nationally, the household debt to gross income ratio continued to increase. Some of the largest
increases occurred in previously low-debt regions, reflecting lenders’ strategies to target these
regions for more loans.

Although there has been some convergence, the distribution of household wealth continues to
be unequal with large differentials in household wealth across regions. What stands out is not
only the general increase in household wealth but that many regions have seen a doubling, since
2001, in their debt service ratio and household debt to gross income ratio, placing increasing
stress onto household finances.
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Table E.3 Debt and wealth in Australian regions

Household debt to income ratio Wealth per household

Percentage change 2008 Percentage change
Zone 2008 2001-2008 ($°000) 2001-2008
Knowledge-intensive 1.4 79.3 689.2 22.8
Lifestyle Regions 1.7 53.7 353.2 26.4
Dispersed Metro 1.7 44.5 454.4 17.9
Independent Cities 1.5 43.3 397.6 24.9
Resource Based 1.3 32.7 435.3 195
Rural 14 29.7 429.7 30.5
National 15 50.9 501.2 22.0

E.7  Climate change: the potential role of councils

The only role that Garnaut explicitly recommends for local government is, significantly, not concerned
with emissions abatement, but with the amelioration of the effects of climate change. The role he
envisages for local government is that of preventing urban development in coastal areas at risk of
damage from storm surges, and constructing defensive works. However, complementary measures are
required if the financial incentives generated by emissions trading are to be effective. This means that
there is a great deal that local government can contribute to a national program of emissions
abatement. The opportunities include the following.

O Opportunities for low emissions electricity generation are often site-specific. Governments can
improve the economics of generation at these sites by ensuring that they are well-connected to
the bulk transmission grid, arranging for new construction if necessary. Local government can
assist with site acquisition and is well-practised in adjudicating land use conflicts.

U Carbon sequestration and storage depends on piping the captured CO, to sequestration sites.
Garnaut argues that governments should assist with the planning and construction of these
pipelines.

a Emissions reductions in transport depend on infrastructure availability. Local government is
obviously at the centre of local transport policy.

d The design of new urban settlements, and the retrofitting of old ones, can affect both their
vulnerability to future climate change and the opportunities of residents to reduce their
emissions. Once again, local government is central.

The local government case studies highlight the following opportunities.

O Adaptation strategies are an increasingly important mechanism for managing future climate
change impacts, and for local government, adaptation strategies require that buildings and land
planning are regulated to the highest possible environmental protection standards. Councils
have the capacity to pressure state governments to ensure the best possible regulatory
framework which should be to world best practice standards.

O Close attention to building regulations and building efficiency regulations can bring big benefits
in reducing carbon emissions. The most advanced building codes include all the aspects of a
buildings energy use including lighting, installed equipment and appliances as well as
renewable energy options.
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U Mitigation strategies are an important component of local government action in the face of
climate change and require councils to engage the community. The opportunities for carbon
offsets and conservation and environment remediation need to be understood by the community.

O  Local government requires a strong framework of environmental protection policy and
regulation from State and Federal Governments. Local government cannot go it alone and needs
a level playing field that encourages joint actions and effective and realistic funding
arrangements.

O That best practice in imposing environmental protection regimes will provide opportunity for
Australian businesses in both domestic and export markets. There will be a global shift of jobs
to green industries as new market opportunities open up. First mover advantage and
technological knowhow will be important drivers.

U Thereis a need to act now to avoid greater costs of remediation in the future.

E.8 Patents and knowledge intensity

Patent applications were one of the indicators taken into account in defining knowledge-intensive
regions, and it is not surprising to find that these regions as a whole have very much higher patent
application activity than the rest. At the opposite extreme, the resource based regions have low patent
application rates. The need for advanced technology to exploit the resource base should make for high
patent application rates, but the lack of research facilities and talent in the resource regions means that
their research and development is carried out elsewhere.

The lack of progress in developing a National Broadband Network has slowed the rate of diffusion of
the knowledge economy which has largely failed to spread outside of the existing knowledge-intensive
regions. The finding that there is now a tendency for young adult Australians to avoid the knowledge-
intensive regions and head north and west to resource and lifestyle regions or perhaps to knowledge-
intensive regions in other countries suggests that a policy framework, including all levels of
government, to strengthen the knowledge economy has become a matter of urgency.

As broadband services in Australia improve and become more equitable in terms of their distribution
because of improved telecommunications infrastructure, opportunities to create new products and
services, that use the Internet as their delivery channel, will increase. This is not to say that these
businesses will be in the ICT sector, but instead to suggest that they will use ICT to facilitate global
supply chain activity and the delivery of goods and services to the end user. Perhaps the global
financial crisis will create a level playing field in terms of providing more regions opportunity to
invest in and develop knowledge economy businesses. There will need to be an associated effort from
the investment community as well as a strengthening of Australia’s knowledge-intensive regions.

E.9 Telecommunications update

The Regional Telecommunications Independent Review Committee Report 2008, Framework for the
Future, was tabled in the Federal Parliament on 15 October 2008. An extract from the report states:

‘The importance of regional Australia and its industries to our overall national wellbeing
underscores the importance of adequate telecommunications services to regional, rural and
remote parts of Australia. Increasingly telecommunications services are not only an end in
themselves for achievement of equity, but also critical enablers in equitable availability of other
services. We therefore support a policy and regulatory environment that promotes competition,
innovation and investment in telecommunications for regional areas, supported by effective
measures to protect consumers. The ultimate aim of any such approach is to establish fairness
and equity for all Australians’.
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SOR asks the questions, what progress has been made towards creating equitable broadband service
delivery across the nation and has there been progress towards more effectively enabling the
knowledge economy since the 2007 SOR?

The answers are complex but can be summarised. There has been some improvement in broadband
speeds although these improvements have been patchy. The wait for the National Broadband network
continues for yet another year and although telecommunication costs are reducing, these reductions
have not been enough to really stimulate a new telecommunications knowledge economy of products
and services that are in general use. Progress towards achieving Telstra’s suggested reduction of
emissions through the use of telecommunications also appears to be slow. The multiplicity of delivery
systems/channels and great variations in speed across channel types and regional variations in speeds
and access make accurate estimates of the costs of lost opportunities in ICT extremely difficult.

Last year’s SOR identified $3.2 billion and 33,000 jobs lost to Australian businesses in 12 months due
to inadequate broadband infrastructure and the possibility of an estimated $40 to $50 billion in savings
from e-health/e-medicine and smart networks over 10 years. There were also lost opportunities to
reduce greenhouse emissions because of the failure to implement knowledge economy advances to
health related transport and failure to introduce smart grids to reduce energy consumption. There is no
reason to assume any improvement in these numbers for 2008.

Australia now has a new generation mobile network with the opportunity for upgrades in technologies.
Australia also has a business community and households that are keen to benefit from opportunities
provided by improved telecommunications across the Nation. To what extent the rapid uptake of
wireless and mobile broadband in Australia is a symptom of the lack of a high speed national
broadband fibre network is a matter of speculation. The issue is that wireless broadband services in
Australia are still relatively expensive and the cost of these services could constrain the development
of businesses delivering services via broadband.

What continues to be extremely frustrating is that demand for improved telecommunications is
manifest, while the underlying outcome of many years of misplaced telecommunications policy has
led to the stalling of investment in high speed broadband telecommunications infrastructure. Today,
the weakness of the Australian dollar combined with the impact of the global financial crisis will bring
upward pressure on the costs of building the national broadband network. The outcome of the Federal
Governments Request for Proposal (RFP) documentation in relation to the National Broadband
Network will no doubt lay bare the years of misconceived telecommunications policy.

E.10 Construction

The analysis in Chapter 1 shows that construction expenditure for 2009 is forecast to decline to close
to the average annual real construction expenditure levels of the period 1998-2002, representing a
significant slowing across the total construction sector from the highs of 2007-2008.

It should be noted that although the projections for construction activity were prepared on the basis of
the latest official data, it is likely that the current financial crisis will result in a significant cancellation
or postponement of projects that have approval, but not yet commenced production, as well as the
termination of work on projects currently under construction as finance supply ceases. That is, the
construction decline at the national level is likely to be significantly greater than forecast.
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E.11 The regional impact of CO, abatement policies

The report examines the impact of household focused CO, abatement strategies, including equipment
replacement, household retrofit, fuel substitution etc. It will be possible to reduce household non-
transport CO, emissions by 25 per cent by these measures. However, as the Report makes clear, it will
take a high carbon price to force the savings. Complementary measures will be critical for success.

At the industry level a $50 a tonne carbon price will result in additional costs (taking into account the
direct and indirect, or multiplier feed through of CO, pricing) of around $8,000 per employed person

for resource regions, $4,000 for industrial regions and $2,000 or less for commercial or knowledge
intensive region.

E.12 Benchmarking Australian and Chinese regions

Next year’s SOR will also include a section that compares and analyses the competitiveness of
Australia’s regions and will provide an opportunity to assess how regions in China and Australia are
creating economic advantage and increased competitiveness.

Reference

P.J. Brain (1999), Beyond Meltdown: The Global Battle for Sustained Growth, Melbourne, Scribe.
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PART ONE

THE REGIONAL ECONOMIES
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1. The state of Australia’s households

1.1 Introduction

The first State of the Regions (SOR) report was published in 1998 and indentified the negative impact
of household debt saturation. The first chapter in the 2007 report focussed on the growth of household
debt. This year’s SOR report also highlights the impact of this debt burden on households at a time of
turmoil in global financial markets and increasing costs of climate change (Chapter 9). Chapter 1 also
summarises a selection of zone indicators covering household debt, the value of household assets and
a range of other household indicators as well as documenting recent births and the construction
industry.

Readers of past SOR reports should note that the regions and zones have been reclassified; the detail
of the reclassification is presented in Appendix 1 of this report. In brief, before the 2008
reclassification of regions, adjustments were made to the original 1998 classification (which divided
Australia into 58 regions) in 2001. The 2001 changes increased the number of regions to 64, as well as
making a number of boundary changes. Two prior judgements informed the changes — regions should
end at State/Territory boundaries, they should not split local government areas and they should be
contiguous areas with a reasonable likelihood of internal interaction. These principles remain as
foundations for the present classification, and mean that many of the 2001 regions remain unchanged.
However, the number of regions in this report has increased to 65.

For this report, regions have been defined by their relationship to the knowledge economy, reflecting
the finding that this relationship is now dominant as a determinant of regional economic prospects.
Each region is given a zone membership. The six revised zones are Knowledge-intensive regions,
Dispersed Metro, Independent City, Lifestyle regions, Resource Based and Rural. Zone memberships
are classified in Appendix 3 of this report. The zones are described more fully in Appendix 1.

1.2 Debt and wealth

Previous SOR reports have highlighted the link between financial deregulation and increasing levels
of household debt. A link between household borrowing and the purchase of properties was also
indentified. As the land boom fades into memory and property prices fall, the wisdom of creating a
financial system that allowed, even encouraged, household debt to increase at an average of 9.4 per
annum nationally since 2001 must be questioned. This is particularly so considering the value of
average household financial assets has increased by 6.7 per cent per annum (and house prices are now
falling), demonstrating that household wealth accumulation has not kept pace with debt accumulation.
What this means to the economy more broadly is that, in the coming months, Australian households
will have limited capacity to spend on goods and services — debt service must come first. This comes
at a time when the financial crisis is having an impact on the value of household assets and on the
capacity to borrow, and as the costs of climate change on households are becoming evident.

1.2.1  Estimating regional indebtedness

Though the burden of household debt at the regional level could be measured using various indicators,
for present purposes we choose a simple indicator which is extensively used by lenders in the
assessment of credit-worthiness, namely the ratio of debt-servicing costs to annual household
disposable income. In other words, we answer the question: how many years of income would be
required to extinguish the debt, if all income after tax and compulsory superannuation deductions was
spent on debt reduction? In a sense this is a rather extreme measure, since very few people are in a
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position to devote their whole incomes to debt reduction, but it gives a good indication of the burden
of debt servicing in relation to income.

Data on household indebtedness is not collected at the regional level, and the incidence of debt must
therefore be estimated. The National Economics estimates presented in this report derive
fundamentally from Census 2006 data supplemented by tax data. Our estimates rely on correlations
between variables available from these regional sources and the (unobserved) debt-service ratio, which
is constructed by estimating average debt per household and dividing this by an estimate of average
disposable income per household. This basic methodology is unchanged from last year’s SOR report.

The correlations used to estimate average household debt have been derived from the ABS Household
Expenditure Survey, which includes measures of household disposable income, household debt and a
complete range of census variables. The correlation coefficients are given in Table 1.1, along with a
rough estimate of the contribution of each driver to the final estimate of average household debt. The
following will be noted.

O The coefficients for the constant and for the age of household heads are all high and significant,
but in practice largely cancel out and contribute little to the final estimate. (The constant is the
same for every region by definition, and the estimates for age of heads vary little due to these
ages being similar in all regions).

a By far the largest contribution to the estimate of indebtedness comes, as one would expect, from
the average mortgage per household, as reported in the Census. Note that this is not the average
mortgage per mortgagee, but the average across all households in each region.

O The next most significant contribution comes from household disposable income, higher income
regions being prone to borrow more. (In terms of our final indicator, this effect tends to cancel
out when we divide by household disposable income to calculate the debt-service ratio.)

a Regions with high proportions of resident landlords tend to borrow more heavily, reflecting
borrowing to finance investment housing. The dwellings financed by such borrowing are not
necessarily in the same region.

O Other significant relationships are that regions where households have large numbers of young
children borrow more, those with high employment ratios also borrow more, borrowing tends to
be higher where rents and house prices are higher, and also tends to be higher in areas with high
proportions of flats. (This last relationship is probably a corrective, allowing for borrowing by
renters, who by definition do not have mortgages). Other things being equal, borrowing tends
to be less in regions where households are larger.

The denominator of the debt service ratio, household disposable income, has been estimated from
Census income data, with deductions for income taxes and superannuation from tax data. As for debt
levels, Census income has been adjusted upwards to National Accounts concepts. This involves both
adjusting for under-statement in the Census returns and inclusion of items not covered by the Census
question, such as the imputed rent (less depreciation) of owner-occupied housing and the return on
superannuation assets.

A reasonably accurate all-Australia estimate of the debt service ratio is available from the National
Accounts, and this has been used to benchmark the present estimates.
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Variable Coefficient Typical contribution (%0)
Constant -27350 0
Average mortgage per household 0.992 55
Average persons per household -1032 3
Average age of household heads <65 1576 0
Ditto, squared -19 0
Average age of household heads >64 258 0
Av. no. of children aged <15 per household 2733 3
Av. no. of dependents 15-24 per household -3633 1
Average number employed per household 1456 2
Average household disposable income 111 14
Ditto, squared .0021 3
Average business income per household -7.4 0
Average pension income per household -13.4 0
Average interest income per household -12.6 0
Proportion of farm households -4792 0
Average rent per household 28.5 2
Average landlord income per household 52320 9
Value of owner-occupied housing per household .0468 7
Proportion of stand-alone dwellings -2117 1
Source: National Economics estimates from the Household Expenditure Survey.

1.2.2  Trends in household indebtedness

Dispersed Metro Zones still have the highest household liabilities in terms of dollars per household
although the annual rates of growth of debt accumulation are now lower than in the Knowledge-
intensive and Lifestyle Zones. The Dispersed Metro Zone was early to take off in the land boom, and
now has limited capacity to absorb further debt. The Dispersed Metro Zone includes Melbourne West,
Melbourne North, SEQ Brisbane South and Sydney Outer West. In a number of Dispersed Metro
regions local manufacturing employment has been replaced by residents commuting to the metro core,
allowing households to link to the knowledge economy. The Dispersed Metro Zone contains a mix of
older established suburbs and newer outer developments. Financial deregulation and the associated
encouragement from banks may have meant that households in the more established parts of the
Dispersed Metro Zone refinanced their properties while the mortgages on the urban fringe of this zone
are mostly newer.

Households in the Knowledge-intensive Zone are accumulating debt at a faster rate than in other
regions reflecting high property values and the higher salaries of knowledge workers.

Of note is the continuing and relatively high level in the growth of debt in Lifestyle regions. Levels of
household debt continued to increase in inner and the more fashionable metropolitan regions with the
average value of household liabilities in Sydney Central increasing from $67,000 in 2001 to $205,000
in 2008 with a debt service ratio of 22 per cent. For Sydney Northern Beaches average household
liabilities rose from $69,000 in 2001 to $235,000 in 2008 with a debt service ratio of 20 per cent,
rising from just 8 per cent in 2001. In the other Sydney regions debt service ratios are high with
Sydney Old West at 27 per cent and Sydney Outer South West at 31 per cent in 2008.
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Similar rises in debt levels occurred for Central Melbourne, where average household liabilities rose
from $47,000 in 2001 to $162,000 in 2008. In SEQ Brisbane City average household liabilities rose
from $55,000 in 2001 to $152,000 in 2008 while in Darwin average household liabilities rose from
$60,000 in 2001 to $140,000 in 2008. Canberra household liabilities rose from $77,000 in 2001 to
$158,000 in 2008, generating a relatively low debt service ratio of 17 per cent.

Table 1.2 Value of household liabilities ($°000)

Annual growth

2001 2008 2001-2008 (%0)
Knowledge-intensive 67.7 160.4 13.1
Lifestyle 62.6 124.7 10.3
Dispersed Metro 92.8 164.9 8.6
Independent Cities 72.9 129.2 8.5
Resource Based 83.4 111.7 4.3
Rural 78.9 119.7 6.1
National 78.9 148.3 94

1.2.3  Trends in household wealth

Comparing households’ financial liabilities with their level of financial assets shows yet again that
indebtedness grew more rapidly (9.4 per cent) than the value of financial assets (6.7 per cent). These
figures are taken from before the period that the global financial crisis began to make its mark on the
value of household financial assets and the situation can now be assumed to be worse than stated here.

The average value of financial assets per household is the highest in the Knowledge-intensive Zone.
Lifestyle regions have the highest annual growth rate in the value of financial assets of any zone but
this is from the lowest base of all zones and probably reflects the in-migration of retirees who bring
with them the asset wealth which they had accumulated in metro regions during their working lives.
The value of financial assets in Resource Based regions has grown the slowest, probably reflecting
that the fly in, fly out, workforce is resident elsewhere. The Rural Zone has the second highest level of
financial assets per household. This is mainly a reflection of larger land holdings and the success of
some regional centres.

When the zones are compared, the annual growth in the value of household assets in the Lifestyle
Zone (9.4 per cent) is not far below the growth in household liabilities (10.3 per cent). The gap is
much greater in the Knowledge-intensive Zone, with the value of household assets increasing by an
average of 7.4 per cent per annum, well below liabilities which have been increasing by 13.1 per cent
per annum.
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Table 1.3 Value of financial assets per household ($’000)

Annual growth

2001 2008 2001-2008 (%0)
Knowledge-intensive 217.7 359.1 7.4
Lifestyle 1111 208.9 94
Dispersed Metro 137.8 218.8 6.8
Independent Cities 152.9 242.2 6.8
Resource Based 260.1 312.9 2.7
Rural 216.2 318.8 5.7
National 175.2 276.6 6.7

From the Household Wealth map the wealthiest households are in Sydney Central and Sydney Eastern
Beaches where wealth per household rose from $1,129,000 to $1,381,000 (2005/6 prices). High
average household wealth is also reported in Sydney Northern Beaches, Sydney Outer North, Sydney
South, Melbourne Central, Melbourne East, Brisbane City, ACT, Adelaide Inner, Darwin and Perth
Central.

In Perth Central, wealth per household rose from $271,000 in 2001, to $723,000 in 2008 with the debt
service ratio increasing from 12 per cent in 2001 to 24 per cent in 2008. Perth Outer North’s wealth
per household increased from $189,000 in 2001 to $404,000 in 2008 while the debt service ratio rose
to 31 per cent, amongst the highest in the nation. The household debt to gross income ratio for Perth
Outer North rose from 1.32 in 2001 to 2.15 in 2008. In WA Pilbara Kimberley the growth in
household wealth was relatively subdued but the household debt service ratio still rose from 15 per
cent in 2001 to 21 per cent in 2008.

Nationally, the household debt to gross income ratio continued to increase. Some of the largest
increases occurred in previously low-debt regions, reflecting lenders’ strategies to target these regions
for more loans. In the Australian Capital Territory the household debt to gross income ratio rose to
1.16. In NT Lingiari this ratio is now 1.02 and in NT Darwin it has risen to 1.22 from 0.63 in 2001. In
TAS Hobart South, the household debt to gross income ratio is 1.35 and the debt service ratio has
climbed to 20 per cent of household income. Adelaide inner, where wealth per household has grown
from $436,000 in 2001 to $628,000 in 2008, now has a household debt service ratio of 19 per cent and
a household debt to gross income ratio of 1.3. In SEQ Brisbane City wealth per household has grown
from $354,000 in 2001 to $528,000 in 2008 with the household debt service ratio now at 22 per cent
with the household debt to gross income ratio climbing from 0.75 in 2001 to 1.5 in 2008. As an
example from the Lifestyle Zone, in QLD Wide Bay Burnett average wealth per household rose from
$184,000 in 2001 to $244,000 in 2008. Debt service ratios in QLD Wide Bay Burnett were also
relatively high at 24 per cent.

Melbourne Central wealth per household rose from $668,000 in 2001 to $849,000 in 2008 with a debt
service ratio of 18 per cent and a household debt to gross income ratio of 1.24. Sydney Central wealth
per household rose from $753,000 in 2001 to $820,000 in 2008 with a debt service ratio of 22 per cent
and a household debt to gross income ratio of 1.53. The comparison between Melbourne Central and
Sydney Central is interesting in that household wealth in Melbourne Central is now higher while the
ratios in Melbourne are more favourable, providing inner Melbourne households with greater
resilience to the difficult times ahead and a greater capacity to spend.

Although there has been some convergence, the distribution of household wealth continues to be
unequal with large differentials in household wealth across regions. What stands out is not only the
general increase in household wealth but that many regions have seen a doubling, since 2001, in their
debt service ratio and household debt to gross income ratio, placing increasing amounts of stress onto
household finances.
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Household debt to gross income — 2008
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Household debt to gross income — percentage change 2001 to 2008
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Household debt service ratio — 2008
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Household debt service ratio — percentage change 2001 to 2008
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Household wealth — 2008
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Household wealth — percentage change 2001 to 2008

SEEEEEREEEERE

State of the Regions 2008-09 (14)

State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson

National Economics/Australian Local Government Association



Lorenzcurves - Wealth (LGA)

100% 1
90% H
80%
70% H
60%
50% H
40%
30% T
20%
10% -

0% T T T T T ]
0% 20% 40% 60% 80% 100% 120%

—2001 ——2006 ==-=-- Equality Marginal Wealth

The Lorenz curve demonstrates the inequality of distribution of household wealth and shows
household wealth distribution to be slightly less unequal in 2006 because of the rising levels of debt in
the wealthier suburbs of Australia’s major cities.

1.2.4  Trends in incomes

The relationship between debt servicing costs and the cash flows from which they are to be paid,
namely household incomes, is of great significance. This is because, if interest payments on debt and
other obligations such as repayment of principal cannot be met, default occurs. The current financial
whirlwind has increased the risk of debt repayment obligations not being met, mainly due to loss of
employment. A look at employment data is therefore required.

Population of working age

The size of the working age population increased most in the Knowledge-intensive Zone and least in
Lifestyle regions and Rural regions. Knowledge-intensive regions have attracted new migrants to
Australia as well as people from elsewhere in the country. The 55 plus age group continue to migrate
to Lifestyle regions while younger families and households wanting commuter access to Knowledge-
intensive regions, but not able to afford to live in this zone directly, are locating to the Dispersed
Metro Zone.
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Table 1.4 Working age population growth (annual growth — per cent)

2000-2003 2003-2006 2006-2008
Knowledge-intensive 2.59 1.85 3.68
Lifestyle 2.37 1.42 0.06
Dispersed Metro 1.91 1.16 2.47
Independent Cities 1.52 0.80 0.82
Resource Based 0.36 0.46 2.08
Rural 0.74 0.34 -0.59
National 1.87 1.19 2.08

The decline of the working age population in the Rural Zone is a reflection of the corporatisation and
increasing scale of farms. There is a decline in the number of family farms because of consolidation, a
process that sees families moving off the land to live in local towns. The use of greater levels of
technology and more intensive farming practices are further reducing the need for full time labour as
are the economics of drought and climate change, which increase the likelihood that young people will
move off the farm to seek work in other regions.

The growth in the itinerant workforce, particularly as labour on larger farms, is interesting. The town
of Robinvale, in VIC Mallee Wimmera, is located between the Murray River towns of Mildura and
Swan Hill. Proximity to the river and to water supply for irrigation has made Robinvale an important
centre for various forms of agriculture with a developing strength in horticulture. In the last seven or
eight years the town has undergone considerable social change largely because of the development of
the horticultural sector, some of it in the form of managed investment schemes. The development has
occurred in a period of increasing labour shortages, because of competition for itinerant labour,
particularly from the resource boom States of Queensland and Western Australia. This has reshaped
the workforce in Robinvale so that it is now the most ethnically diverse town in rural Victoria,
attracting as many as 40 different nationalities to work in the agricultural sector. The development of
the horticulture industry has meant work is now available in Robinvale for 10 months of the year.
Therefore, while workers still come and go, more are staying for longer periods each year and
anecdotal evidence suggests that some are even electing to settle in the town. This provides an
example contrary to the general trend of decline for the smaller rural-service towns.

Workforce

All zones have experienced growth in the size of the workforce, with a significant increase in the
annual growth of the workforce in the Resource-Based Zone since 2006.

There are interesting differences between Tables 1.4 and 1.5. Between 2006 and 2008 the rate of
workforce growth was remarkably similar between the Zones, whereas there were divergences in the
rate of growth of population of workforce age. The implication is that the workforce participation rate
has changed, falling in the Knowledge-intensive Zone and rising elsewhere, particularly in the
Lifestyle, Independent City and Rural zones. This reverses the pattern observed from 2000 to 2006,
and therefore might be interpreted as cyclical. It is, however, surprising that a resources boom should
not increase workforce participation in the resource based regions. This appears to be because the
resource based regions attracted as many people from the rest of the country as they were able to
employ.
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Table 1.5 NIEIR workforce (annual growth — per cent)

2000-2003 2003-2006 2006-2008
Knowledge-intensive 1.2 2.2 2.5
Lifestyle 3.2 24 25
Dispersed Metro 1.5 1.9 2.2
Independent Cities 15 1.8 2.3
Resource Based 0.9 0.7 2.4
Rural 2.0 16 2.0
National 15 1.9 2.3

Employment growth has tended to mirror workforce growth. From Table 1.6 rural employment growth
has remained stable. Any longer term implications of drought and climate change were not yet
apparent at the zone level. Reflecting the resource boom, employment grew strongly in the Resource
Based Zone. Growth in employment in the Lifestyle Zone (construction, services, cafes etc) continued
to perform well. Independent Cities and the Knowledge-intensive Zone also performed well — the
problem in the latter being that quite rapid employment growth fell well behind very rapid growth in
working-age population. A possible explanation would be that student numbers grew. The
employment results for all zones for the period 2006-2008 were quite strong. As will be explained in
Chapter 9, the outlook is unfortunately not nearly so rosy.

Table 1.6 NIEIR employment (annual growth — per cent)

2000-2003 2003-2006 2006-2008
Knowledge-intensive 1.7 2.8 2.9
Lifestyle 4.0 3.1 34
Dispersed Metro 1.8 2.3 2.5
Independent Cities 1.8 2.3 3.0
Resource Based 1.4 1.1 2.4
Rural 2.2 2.0 2.2
National 1.9 2.4 2.7
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Annual projected population growth — 2007-2010
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Average annual population change — 0 to 19 years old — 2007-2010

Avernge anmual pop change
0 to 15 yeas old
0T - 200

______

National Economics/Australian Local Government Association State of the Regions 2008-09 (19)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Average annual population change — 20 to 29 years old —
2007-2010
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Average annual population change — 30 to 54 years old —
2007-2010
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Average annual population change — 50 years and over —
2007-2010
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Headline (ABS-definition) unemployment rates have continued to fall. The lowest unemployment rate
continues to be in the Knowledge-intensive Zone. The highest levels of unemployment continue to be

in the Lifestyle Zone.

Table 1.7 Headline unemployment rate (per cent)

Annual percentage point

change

2000- 2003- 2006-

2000 2003 2006 2007 2008 2003 2006 2007

Knowledge-intensive 6.2 55 4.3 4.0 3.7 -0.3 -0.4 -0.3
Lifestyle 10.7 9.4 7.3 6.7 5.9 -0.4 -0.7 -0.6
Dispersed Metro 6.5 5.9 5.0 4.7 4.5 -0.2 -0.3 -0.3
Independent Cities 7.8 7.1 6.2 5.7 5.0 -0.2 -0.3 -0.5
Resource Based 7.4 6.7 51 4.5 4.5 -0.2 -0.5 -0.6
Rural 6.9 5.9 5.2 4.7 4.4 -0.3 -0.2 -05
National 6.9 6.2 5.1 4.7 4.4 -0.2 -0.4 -0.4

Table 1.8 shows the NIEIR unemployment rate which is derived from welfare service data. The NIEIR
unemployment rate continues to show higher unemployment rates than the headline unemployment
figures because it includes individuals on a range of allowances not included in the headline rate. (See
Appendix 4 of this report and Chapters 10 and 11 in the 2005 SOR report.) Over the past year the
largest reductions in the NIEIR unemployment rate occurred in the Lifestyle and Independent City
zones, while NIEIR unemployment was starting to creep up in the Resource based and Rural zones.

Table 1.8 NIEIR unemployment rate (per cent)

Annual percentage point

change

2000- 2003- 2007-

2000 2003 2006 2007 2008 2003 2006 2008

Knowledge-intensive 8.3 6.9 5.4 5.0 4.6 -0.5 -0.5 -04
Lifestyle 15.7 135 11.6 10.9 10.0 -0.7 -0.6 -0.9
Dispersed Metro 9.0 8.2 7.1 6.8 6.5 -0.3 -0.4 -0.3
Independent Cities 115 10.5 9.3 8.9 8.2 -0.3 -04 -0.7
Resource Based 114 10.2 9.0 8.5 9.0 -0.4 -0.4 0.5
Rural 10.8 10.2 9.1 8.6 8.7 -0.2 -0.4 0.1
National 9.8 8.8 7.5 7.0 6.7 -0.3 -0.4 -0.3
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Annual employment growth — per cent — 2006-2008
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Unemployment rate
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Trends in wages and salaries are closely tied to those in employment, the difference lying in changes
in average earnings per employee. From 2006 to 2008, in Australia as a whole, the rate of growth in
inflation-adjusted wages and salaries was still roughly double the rate of growth of employment.
Average earnings per employee increased more rapidly than the national average in the Knowledge-
Intensive, Resource Based and Lifestyle Zones. The rate of growth decreased when compared to the
previous period of 2003-2006 for all Zones except for the Resource Based Zones. In the Independent
Cities and Rural Zones average earnings per employee followed national trends.

Table 1.9 Wages and salaries (annual growth — per cent)

2000-2003 2003-2006 2006-2008
Knowledge-intensive 2.0 5.6 5.3
Lifestyle 4.1 5.8 5.3
Dispersed Metro 1.6 4.9 4.6
Independent Cities 1.8 55 5.0
Resource Based 2.2 4.6 6.5
Rural 2.1 5.0 5.0
National 19 5.2 5.0

Business income

Continuing the previous trend, drought and other problems continue to play havoc with farm income
so seriously (an average of -29.5 per cent from 2006 to 2008) that there has been a fall in total
business income received by households — the fall in farm incomes again outweighing solid growth in
other business incomes.

Table 1.10 Formation of business income (per cent)
Farm income annual Non-farm business income Total business income
growth growth growth

2000- 2003- 2006- 2000- 2003- 2006- | 2000- 2003-  2006-

2003 2006 2008 2003 2006 2008 2003 2006 2008
Knowledge -8.9 4.5 -38.4 1.7 2.7 2.9 5.6 5.4 2.5
Lifestyle 7.8 3.6 -45.1 4.4 2.9 3.6 5.8 3.7 -2.2
Dispersed -1.3 8.5 -41.2 1.8 2.2 2.6 15 4.0 -0.7
Independent -0.5 6.3 -25.2 1.9 2.1 3.1 1.8 5.1 -2.9
Resource -1.0 3.8 -19.6 1.6 1.3 2.7 -1.7 3.4 -7.9
Rural 13 1.4 -30.9 1.9 2.3 2.5 2.4 2.5 -10.6
National 0.7 3.2 -29.5 1.9 2.4 2.8 2.9 4.2 -2.0
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Non-farm productivity — 2008

National Economics/Australian Local Government Association State of the Regions 2008-09 (27)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



Non-farm productivity — percentage change — 2001 to 2008
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Property income

Property income includes landlord incomes, income from directly-owned financial assets and the
imputed income from superannuation funds. The rapid and forced accumulation of superannuation
assets continues despite fading returns, while the sharp increase in rental values has contributed to
substantial increases in property income across the Knowledge-intensive, Lifestyle and Dispersed
Metro Zones. These increases, no doubt, reflect the higher accumulation of superfund assets and high
rental receipts. The drop in property income paid to the Resource Based Zone may be in part a result
of the difficulty in allocating superannuation income to this zone. Needless to say, the good times are
over and Table 1.11 in next year’s SOR report is likely to provide a reality check.

Table 1.11 Property income received including superannuation (annual growth — per cent)
2000-2003 2003-2006 2006-2008
Knowledge-intensive 0.6 9.9 174
Lifestyle 2.0 12.8 16.6
Dispersed Metro 0.0 9.8 14.5
Independent Cities -1.6 12.2 8.8
Resource Based -8.0 15.0 -18.0
Rural -1.8 13.6 5.6
National -04 10.8 131

Social security

Social security payments continue to provide the major source of income for many households, and
indeed some regions. From 2006 to 2008 the buoyancy of employment reduced the need for social
security payments, and incomes from this source were also reduced by the Commonwealth policy of
tightening eligibility conditions. Social security payments per capita are lowest in Knowledge-Based
Zone and highest in the Lifestyle Zone. The decline in social security payments was most rapid in the
Knowledge-Based Zone. At the other extreme, payments grew in the Rural zone and even more
rapidly in the Resource Based Zone. This follows the end-of-boom warnings also being picked up in
the NIEIR unemployment figures.

Table 1.12 Benefits as a per cent of disposable income (per cent)
Annual growth (%)
2000- 2003- 2006-
2000 2003 2006 2007 2008 2003 2006 2008
Knowledge-intensive 114 11.8 111 10.6 9.9 0.9 -2.0 -5.4
Lifestyle 24.2 24.2 24.2 24.0 234 0.1 0.0 -1.6
Dispersed Metro 14.7 15.5 15.5 15.0 14.6 1.8 0.0 -3.0
Independent Cities 17.6 185 18.0 17.8 17.9 1.7 -1.0 -0.2
Resource Based 14.9 16.6 15.7 16.1 18.5 3.9 -1.9 8.7
Rural 17.5 18.1 17.8 18.4 19.6 11 -0.6 4.9
National 14.9 15.5 15.2 14.9 14.7 15 -0.8 -1.7
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Disposable income

Taking the broad National Accounts measure of disposable income (essentially income received less
income tax, and including imputed income from home ownership), the most rapid growth was in the
Knowledge-intensive Zone, followed by the Lifestyle Zone. The deterioration in the household debt
service ratio and household debt to gross income ratio continued to take its toll on available levels of
household disposable income. Household disposable income is still highest in the Knowledge-
intensive Zone.

In some parts of Sydney the level of household disposable income after debt servicing costs fell. These
regions included Sydney Parramatta Bankstown where average household disposable income dropped
from $61,000 in 2001 to $55,000 in 2008 (in 2005/6 prices). Sydney Outer West dropped from
$65,000 in 2001 to $62,000 in 2008, Sydney Old West dropped from $63,000 in 2001 to $60,000 in
2008 while Sydney South’s disposable income remained the same. Sydney Eastern Beaches and
Sydney Northern Beaches had significant increases to their levels of household disposable income.

The Australian Capital Territory experienced a rise in household disposable income after debt
servicing costs from $94,000 in 2001 to $105,000 in 2008.

Perth regions, and also Peel South West, as a result of resource developments, increased their levels of
household disposable income. The increase in disposable income per household in Perth Central was
from $60,000 in 2001 to $75,000 in 2008.

South East Queensland (particularly Brisbane and the Gold Coast) also appear to have benefited from
the resource developments in their State. However, household disposable income fell in some
Queensland regions including QLD Cairns (from $56,000 in 2001 to $48,000 in 2008) and QLD
Resource Region (from $113,000 in 2001 to $68,000 in 2008). The spectacular fall in the resource
region probably reflects rapidly increasing costs of living and a transfer of highly-paid workers to fly
in, fly out.

Both Adelaide Inner and TAS Hobart South have had increases in household disposable income when
compared to the 2001 figure.

Drought continued to depress household disposable income in some rural regions, and it was also
noticeable that household disposable incomes in the remote resource based regions, while still high,
actually fell. It appears that income growth is increasingly being shifted from these regions to the
metropolitan and resort areas of their States.

Table 1.13 Disposable income (annual growth — per cent)

2000-2003 2003-2006 2006-2008
Knowledge-intensive 2.2 5.0 6.5
Lifestyle 4.2 5.0 54
Dispersed Metro 2.0 4.1 4.4
Independent Cities 2.0 5.1 3.7
Resource Based 1.4 5.3 -2.4
Rural 2.6 5.0 2.0
National 2.2 4.7 45
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Average household disposable income

The reclassification of the regions and zones compared to previous SOR reports does not provide any
major surprises in terms of average household disposable income after debt servicing costs. The
Knowledge-intensive Zone had the highest levels of disposable income pointing to the higher salaries
paid to the knowledge based workforce. Lifestyle regions had the lowest level of household disposable
income.

Table 1.14 Average household disposable income after debt service costs ($°000)

Annual growth

2001 2008 2001-2008 (%0)
Knowledge-intensive 70.0 80.6 2.0
Lifestyle Regions 45.4 50.7 1.6
Dispersed Metro 61.0 65.0 0.9
Independent Cities 56.1 61.5 1.3
Resource Based 72.3 63.9 -1.8
Rural 58.3 62.0 0.9
National 61.9 67.4 1.2
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The Lorenz curve shows that income is more equally distributed regionally than wealth.
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Disposable income per capita — 2008
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1.3 The state of construction

This section reviews construction activity across Zones. Dwelling construction in all Zones is forecast
to decline significantly in 2009, increasing the pressure on the existing housing stock. The Lifestyle
Zone has already seen a significant drop in housing construction. The financial crisis is making credit
harder to access and this will impact on the eligibility criteria for those seeking a mortgage, making
the process of obtaining a housing loan more difficult. In turn, this tightening of access to credit will
slow the processes of internal migration for the foreseeable future. In terms of expenditure on dwelling
construction National Economics forecasts for 2009 show a reduction in national dwelling
construction expenditure of almost $7.5 billion when compared to the 2008 figure.

Table 1.15 Dwelling expenditure per annum (2007 $ million)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009  2007-09 (%)

Knowledge-intensive 9426.3 111529  10190.7  10063.9 7806.8 -15.3
Lifestyle 2167.4 2759.6 2433.0 2351.4 1755.2 -20.6
Dispersed Metro 10053.8 115675 10871.1  11672.8 9178.7 -6.9
Independent Cities 3047.0 3902.4 3905.6 3911.2 3044.1 -8.6
Resource Based 710.0 739.0 1025.2 1103.2 819.4 29.0
Rural 2769.1 3953.0 4251.0 4139.1 3215.7 -5.4
National 28173.5 340743  32676.6 332415  25819.9 -10.0

The figures for dwelling expenditure per capita are interesting, with Australian average growth at
minus 13.9 per cent, compared to minus 7.6 per cent in last year’s table. The Knowledge-intensive,
Lifestyle, Dispersed Metro and Independent Cities Zones have particularly significant declines in per
capita expenditure, again demonstrating the need for increased activity in metro areas to offset housing
stock shortages and improve affordability.

Dwelling expenditures per capita in 2009 are forecast to be lower, sometimes significantly, than the
average annual expenditure in the period 1998-2002 for all zones except the Resource-Based Zones,
highlighting the magnitude of the downturn. Given the changing composition of households this is
particularly serious and contrary to the desired trend.

Table 1.16 Dwelling expenditure per capita (2007 $)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009  2007-09 (%)

Knowledge-intensive 1869.2 2078.9 1824.8 1771.3 1345.2 -19.4

Lifestyle regions 1736.2 2038.8 1722.7 1638.7 1207.5 -24.3

Dispersed Metro 1415.0 1533.5 1387.0 1463.7 1131.7 -11.3

Independent Cities 1235.2 1502.3 1455.0 1436.6 1105.5 -12.2

Resource Based 922.9 942.2 1276.6 1354.1 991.4 24.7

Rural 1093.2 1508.1 1580.2 1521.8 1171.4 -8.3

National 1470.0 1681.4 1555.1 1557.1 1190.3 -13.9
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The downturn in non-residential construction in 2009 is forecast to be equally pronounced with all
zones forecast to have significant reductions in non-residential construction activity in 2009.

Table 1.17 Non-residential construction per annum (2007 $ million)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009  2007-09 (%)

Knowledge-intensive 9163.6 9921.4  11667.7 12699.6  10218.5 13.3
Lifestyle 804.4 1155.0 1316.5 1183.1 868.5 -6.4
Dispersed Metro 4544.1 5501.5 6946.3 7100.9 5469.8 14.1
Independent Cities 1934.5 2161.5 2854.9 2868.9 2273.0 18.1
Resource Based 594.2 535.5 821.2 902.9 733.6 48.2
Rural 1434.8 1761.7 2139.2 2134.1 1620.1 6.9
National 18475.6 21036.6  25746.0 26889.4 211835 13.3

Taken at the national level, non-residential construction per capita is forecast to drop by nearly $300
per capita, reverting to the average levels of per capita non-residential construction expenditures
experienced in the period 1998-2002.

Table 1.18 Non-residential construction expenditure per capita (2007 $)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009 2007-09 (%)

Knowledge-intensive 1820.4 1846.6 2089.3 2235.3 1760.8 7.8
Lifestyle 643.3 851.1 932.2 824.5 597.5 -10.5
Dispersed Metro 640.2 727.8 886.3 890.4 674.4 8.9
Independent Cities 784.9 831.0 1063.6 1053.8 825.5 13.7
Resource Based 772.1 682.8 1022.7 1108.3 887.6 43.1
Rural 567.1 671.7 795.2 784.6 590.1 3.6
National 965.2 1036.5 1225.3 1259.6 976.5 8.4

The construction sector has played an important role as an employer of young people, in particular
allowing young people of moderate education to choose a career in the region in which they grew up.
In various regional studies conducted by National Economics, the construction sector is becoming an
increasingly important employer of young people as opportunities in manufacturing decline. The
construction sector also provides the opportunity for tradespeople to establish their own businesses for
which they require, not only construction related skills, but also business and management skills.

During the resources boom the construction sector lost skilled labour to the mines where salaries were
higher. Construction demand in some regions, combined with labour shortages in many trades, meant
that the cost of construction, particularly in regions associated with resource developments, increased
significantly.
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In many regions construction activity has slowed, easing the pressure on skilled labour supply and
materials. Some regions are still under pressure, for example, in the QLD Mackay Region there has
been a construction boom in association with resource development. Very high levels of construction
activity have created difficulties with sourcing labour and materials. Darwin has also faced skills
shortages of construction workers because of demand for labour from the resource regions of Western
Australia and Queensland, where salaries are generally higher than salaries in the Northern Territory
construction sector.

Construction in SEQ has slowed as has residential and commercial construction in other former
growth regions. A strong programme of State and Federal Government works is particularly important
at this time to ensure that construction sector activity remains at reasonable levels during the private
sector downturn. In the many regions where private sector activity has softened, public sector works,
the building or further expansion of schools, hospitals, police stations and other public infrastructure,
could, at least partly offset the decline in private sector activity. Creating a more stable construction
sector over the long-term will allow the industry to improve training and its overall skills base.

Planners, designers and architects were hard to source during more buoyant times, as were many
trades. Shortages of tradespeople differed from region to region but electricians and plumbers were
commonly in short supply while in some regions the supply of trade labour was in reasonable balance.
The real issues, in terms of availability of construction trades, have been in and around resource rich
regions and in more remote regions such as the Torres Strait. The higher end trades, such as
electricians, were in high demand by the mines.

The construction sector plays an important role in facilitating the development of more
environmentally and greenhouse friendly buildings. There appears to be an emerging problem in
relation to the availability of engineers and tradespeople to work on green star projects because there
are not enough skilled workers to cope with higher technical specifications in this type of construction.
This emerging skills shortage could become an issue for many of Australia’s regions, particularly with
the imperative to build highly energy efficient buildings using new technologies and new materials in
their construction.

The ageing of skilled tradespeople and supervisory staff continues to be an issue for the construction
industry although various initiatives around Australia are encouraging young people to take up careers
in the construction sector.

Table 1.19 Total construction expenditure per annum (2007 $ million)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009  2007-09 (%)

Knowledge-intensive 18589.9 21074.3 218585 227635  18025.3 -1.6

Lifestyle 2971.8 3914.6 3749.5 3534.5 2623.8 -16.3

Dispersed Metro 14597.9 17069.0 17817.4  18773.7  14648.5 0.1

Independent Cities 4981.5 6063.8 6760.5 6780.1 5317.0 11

Resource Based 1304.2 1274.5 1846.4 2006.0 1553.0 37.1

Rural 4203.9 5714.7 6390.3 6273.2 4835.8 -1.6

National 46649.1 551109 58422.6 60130.9 47003.4 -0.9
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Total construction expenditure for 2009 is forecast to decline to close to the average annual real
construction expenditure levels of the period 1998-2002 representing a significant slowing across the
total construction sector from the highs of 2007-2008.

Table 1.20 Total construction expenditure per capita (2007 $)

Average per annum

Average

growth

2004-06 to

1998-2002 2003-2006 2007 2008 2009  2007-09 (%)

Knowledge-intensive 3689.6 3925.4 3914.2 4006.6 3106.1 -6.4
Lifestyle Regions 2379.5 2890.0 2654.8 2463.2 1804.9 -20.1
Dispersed Metro 2055.2 2261.3 2273.3 2354.2 1806.2 -4.5
Independent Cities 2020.1 2333.3 2518.6 2490.4 1931.0 -2.8
Resource Based 1695.0 1625.0 2299.3 2462.4 1879.0 325
Rural 1660.3 2179.8 2375.4 2306.4 1761.5 -4.6
National 2435.2 2717.9 2780.5 2816.7 2166.8 -5.2

Table 1.20 shows that total construction expenditure per capita is forecast to fall to its lowest level for
the period since 1998 with only Resource and Rural Zones managing to improve on the 1998 figure.
Declines in average growth of per capita construction expenditure were largest in Lifestyle Regions
while a significant fall in per capita construction expenditure of almost 30 per cent is forecast for
2009, when compared to 2008, for Knowledge-intensive Zones.

Finally, it should be noted that although the projections were prepared on the basis of the latest official
data, it is likely that the current financial crisis will result in a significant cancellation or postponement
of projects that have approval, but not yet commenced production, as well as the termination of work
on projects currently under construction as finance supply ceases. That is, the construction decline at
the national level in Table 1.20 is likely to be significantly greater to 2009 than what is shown.
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Building work done per capita — percentage change —
2004-2006 versus 2007-2009
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1.4 Baby bounce

The baby bounce indicator measures births as a percentage of population. Last year’s figures indicated
that the baby bounce was most pronounced in Resource Based, Dispersed Metro and Independent
Cities Zones. The 2007 figures show that there were fewer births as a percentage of population in the
Lifestyle, Independent Cities, Resource Based and Rural Zones. At the national level the 2006 and
2007 birth rates are the same at 1.3 per cent of population.

Table 1.21 Baby bounce

Baby bounce — per cent of population Bounce

2006-  2007-

2002 2003 2004 2005 2006 2007 2005 2006

Knowledge 1.16 1.16 1.17 1.20 1.25 1.28 0.02 -0.02
Lifestyle 1.14 1.12 1.10 1.12 1.16 1.09 0.02 -0.10
Dispersed 131 1.29 1.30 131 1.35 1.37 0.03 -0.02
Independent 1.28 1.26 1.25 1.27 131 1.25 0.03 -0.10
Resource 1.61 1.56 1.54 1.54 1.56 1.53 0.03 -0.05
Rural 1.27 1.24 1.23 1.24 1.27 1.23 0.03 -0.07
National 1.26 1.25 1.25 1.26 1.30 1.30 0.03 -0.04

ABS data show that, for 2007, women aged 30-34 years had the highest fertility rates for all age
groups with 126.6 babies per 1,000 women and that fertility in women aged 35-39 was the highest
since 1950 with 68.1 babies per 1,000 women. Table 1.21 shows a figure for births in 2006 and 2007
of 1.3 per cent of population. The number of babies born in Australia in 2007 was actually 19,300
more than in 2006, representing the highest actual number of births ever registered in Australia. The
population, however, also increased over this period, boosted by in-migration, so the baby bounce, as
a percentage of population, remains similar to the previous year. It is worth noting that in-migration is
still an important factor in maintaining Australia's working age population.
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2.

Migration

The chief source of statistics on internal migration at the regional level is the national five-yearly
Australian Bureau of Statistics (ABS) Census. After the release of migration data from each Census,
National Economics includes a brief review of trends in the following State of the Regions (SOR)
report.

The Census provides detailed data on LGA population by age, and also on responses to the Census
question as to where people were living five years ago. In this chapter we review the migration
estimates from the 2006 Census. The results from the 2001 Census are available in the SOR report for
2003.

The data include several traps for the unwary.

Q

Both census-night and permanent-resident population estimates are provided for each LGA.
Because the Census is taken in mid-winter, more people are present in Australia’s tropical
regions than live there permanently, with the opposite for the colder regions. For the purpose of
assessing population movements the ABS classifies people according to their permanent
addresses, but this cannot apply to people with no permanent address. We therefore expect to
find a number of recent migrants to the tropical regions who are actually nomads with no fixed
address.

The question as to where a person was living five years ago is not relevant for children aged
under five. However, the number of children aged under five living in a region is a reasonable
estimate of the number born into the region in the past five years.

In 2006 approximately 7 per cent of the population failed to state a place of residence five years
ago — up from 4.6 per cent in 2001. These people may or may not have shifted. The proportion
of residents who failed to state a place of residence five years ago is high in the remote regions
and also in Sydney Inner, Sydney Eastern Beaches and Inner Melbourne. All of these are areas
of high population mobility where people may have forgotten where they were five years ago.
The not-stated proportion was also above the national average in the four Queensland coast
regions north of Gladstone, on the Gold Coast, in Sydney Old West and in Perth Inner — regions
which also have populations on the move.

Using the Census tables, the population of each region can be divided into the following components.
The percentage of the national population is given in brackets.

O Those aged under five (6.3 per cent).

O Those at the same address five years ago (49.1 per cent — prima facie a little less than in 2001,
but after allowance for the higher level of non-response probably a little higher).

O Those who moved locally (defined as within the same LGA, or coming from another LGA less
than 10 km away in the metropolitan areas and less than 50 km away elsewhere) (18.3 per cent,
an increased proportion).

O Those who moved from elsewhere in Australia (15 per cent, a decreased proportion).
Those who were overseas five years ago (4.3 per cent, a little more than in 2001).
Those who did not state a location five years ago (7 per cent, as already remarked, a significant
increase on 2001).
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The data for each region are reported in the Appendix. We now review recent trends in each of these
components of internal migration. The trends by region type are documented in Table 2.1.

Table 2.1 The Australian population in 2006, by where people were living in 2001 (per cent)
Location in 2001

Different
Age in Same but nearby In Australia,
2006 Not yet born address address but distant Overseas  Not stated
<20 24.0 38.7 17.2 11.3 3.5 55
20-29 0.0 31.7 23.7 24.9 9.9 9.8
30-54 0.0 49.9 214 17.1 4.9 6.7
55+ 0.0 70.3 115 9.8 1.1 7.4
Total 6.3 49.1 18.3 15.0 4.3 7.0
Note: ‘Not yet born’ refers to children less than five years old in 2006.

Source: Census 2006.

2.1  Changes of address between 2001 and 2006

Children who were not yet born in 2001

The percentage of children (babies, toddlers and other children aged less than five) is highest in the
three tropical resource regions: NT Lingiari, Queensland Resource and WA Pilbara Kimberley. These
are regions with generally youthful and significantly indigenous populations. At the opposite extreme,
the proportion of little children is low in the inner city regions of Melbourne, Adelaide, Perth and
Sydney (and probably also in inner Brisbane, but this effect does not appear in the regional data
because the City of Brisbane covers more than just the inner parts of the SEQ metropolitan area). The
proportion of little children tends to be above national average in other remote regions and in new
outer suburban regions, and below average in suburban regions close to city centres (like Sydney
Eastern Beaches). Apart from Darwin, which is above average, the proportion tends to be around
average in the independent cities and rural areas.

People living at the same address in 2006 as they were in 2001

At the regional level, the proportion of the population living at the same address as five years ago
ranges from 30 per cent to 60 per cent, with a national average of a little over half.

The lowest proportion was in WA Pilbara Kimberley, which may be attributed to the high rate of
turnover of population in mining-boom regions. However, high population turnover was not a feature
of the other resource based regions, possibly indicating that they stabilised in the first five years of this
century — perhaps the mining boom which took off in 2004 had yet to reach them. The proportion still
living at the same address was also low in NT Darwin, which is likely to be related to resource-boom
turnover as well as defence turnover. The other independent cities reported fairly average rates.

At 36 per cent, the proportion of the population remaining at the same address was as low in SEQ
Gold Coast as it was in Darwin — an expected result for an area which until recently was a lifestyle
area and is now classified as a knowledge-intensive region. The proportion of people not changing
address was low in the inner-city knowledge-intensive regions except Adelaide Inner, but was average
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to high in the suburban knowledge-intensive regions. Similarly, the proportion not changing address
was low in the rapidly developing lifestyle regions (particularly Queensland Wide Bay Burnett) but
around average in the older-established lifestyle regions.

The highest proportion of people still at the same address was in Melbourne North East, followed by
Melbourne East, Melbourne Mid South East, Sydney Outer North and Adelaide South. All these
regions are suburban, with a mixture of middle and outer suburbs. They are regions with generally
high land prices, not particularly rapid population growth and (perhaps most important) high socio-
economic status. It might be unkind to suggest that once people have arrived, they tend to stay put.
Other dispersed and rural regions returned average proportions.

People who living away from, but close to, their 2001 address

At the regional level, the proportion of people who had made short-distance moves varied from a
minimum of 10 per cent to a maximum of 27 per cent.

Regions with low levels of short-distance moves were of two types.

U Resource regions where there is very little to move to within 50 kilometres. Examples are NT
Lingiari and Queensland Resource. Other resource based regions were similar in that they
reported low to average proportions of short-distance moves.

O Suburbs with high land values and high levels of home ownership. Examples are Sydney Outer
North, Melbourne East and Melbourne North East. It was also noticeable that short-distance
moves tended to be less common in Melbourne than in the other metropolitan areas. Other
dispersed suburban regions had low to average proportions of short-distance moves.

Regions with high levels of short-distance moves were more varied. The highest level reported was for
the Gold Coast, and correlates with a high level of rental accommodation and redevelopment. The
other knowledge-intensive regions had fairly average levels of short-distance movement. As if to
claim similarity to the Gold Coast, the Sunshine Coast had a fairly high level of short-distance moves,
as did several other independent cities, notably Vic Geelong and NSW Hunter. Short distance moves
were also quite common in TAS North West, but were around average in the other rural regions.

People who were living a long way away, but within Australia, in 2001

The proportion of the population who were in Australia in 2001 but who in 2006 were living well
away from their 2001 address varies from 8 per cent to 29 per cent. There is accordingly considerable
variation in the extent to which regions attract population from other parts of Australia.

The map of long-distance moves reflects the pattern of interstate migration. Taking Queensland, the
Northern Territory and Western Australia together, 17 regions reported that 19 per cent or more of
their 2006 populations had lived far away in 2001, with only 5 regions reporting proportions around
the national average of 16 per cent. Taking the other States and the Australian Capital Territory
together, the proportions reversed, with 12 regions reporting that 12 per cent or less of their
populations had lived far away in 2001 while 29 regions reported around average proportions and only
one reported 19 per cent. People have been moving north and west, into the resource-rich States and
Northern Territory. There is, however, a small caveat to this observation: the Census being taken in
winter, it is likely to find a number of people who essentially have no fixed address but prefer to spend
the cool season in the tropics. In the wet season many of these nomads are likely to be back in the
south.
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The trends to shift north and west converged in WA Pilbara Kimberley, which reported the highest
proportion of long-distance movers. The other resource regions all had average or above-average
proportions, continuing a trend that was also noticeable in 2001.

Other regions attracting high proportions of long-distance internal migration lay on the Queensland
coast, including SEQ Moreton Bay (classified as dispersed suburban), QLD Wide Bay Burnett
(classified as lifestyle) and QLD Mackay (classified as rural). It appears that location trumps
classification — all parts of the Queensland coast have been attractive. However, the attraction has been
fading in those Queensland coastal regions where there is less room for new development, and SEQ
Brisbane City and SEQ Gold Coast both had merely average rates of migration from elsewhere in
Australia.

Of the thirteen regions with low rates of attraction for long-distance internal migration, five were in
Sydney — comprising more than half of the nine metropolitan Sydney regions. The obvious
explanation is that, during the land boom, Sydney became too expensive for other Australians to move
in. It may be significant that the only Sydney region to report an above-average level of internal in-
migration (and then only just above average) was Sydney Outer North. Land prices are high there too,
but it is probably the region of choice for incoming executives who receive home-purchase assistance
from their employers.

It is noticeable that the knowledge-intensive regions have not been very attractive to Australian
internal migrants. None of these regions attracted above-average levels of internal migration, and one
of them, Sydney Parramatta Bankstown, was at the bottom of the list. Once again, we may suspect that
the land boom raised accommodation prices out of the range of potential Australian in-migrants.

Among the independent cities, state effects dominated. Thus independent city regions located in the
Northern Territory and Queensland (Western Australia does not have any) gained long-distance
internal migrants at above average rates, while independent cities in Victoria, New South Wales and
Tasmania (South Australia does not have any) gained long-distance internal migrants at below-average
rates (or nearly average in the case of Vic Bendigo). None of this bodes very well for decentralisation
policies in the south-eastern States.

Among the lifestyle regions, state effects were similarly prominent. The Queensland lifestyle regions
were attractive to people moving from elsewhere in Australia, the New South Wales regions were less
attractive.

Dispersed regions followed the fortunes of their State and metropolitan area, and rural regions
followed the fortunes of their State.

People who were living overseas in 2001

People who were living overseas in 2001 include both overseas migrants (permanent and temporary)
and Australians who returned from overseas. On a regional basis, the proportion varies from under
1 per cent to a maximum of 12 per cent. The national average is a little under 5 per cent.

The pattern of overseas contributions to the resident population is distinctive. Very low proportions
were reported for the rural regions, lifestyle regions and resource based regions (which recruit from
Australia, not from overseas). On the other hand, people who were overseas in 2001 made very strong
contributions to the 2006 population in Melbourne Inner, Sydney Inner and Sydney Eastern Beaches.
Their contribution to the population was also strong in Perth Inner and in some of the dispersed
regions of Sydney and Melbourne.

The contribution to the population of people who were overseas five years before was above average
in all bar one of the knowledge-intensive regions. The exception, where the contribution was merely
average, was the Australian Capital Territory.
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These patterns are quite the opposite of those for Australian long-distance internal migration. We may
hazard three explanations.

U The inner metropolitan regions have long catered to recent immigrants, and provide a range of
social contacts for them which is lacking elsewhere.

O A high proportion of people coming from overseas are students and other highly-educated and
ambitious young people, who naturally head for the knowledge-intensive regions.

O  People coming from overseas are likely to be less daunted by high land and house prices, being
more accustomed to high-density living and perhaps less ambitious in their demands for space.

The first of these possible explanations can be pursued in greater detail by considering the migration
patterns for the young and mobile, that is people aged 20-29.

2.2 Migration patterns of young adults

Given the preceding discussion, the groups of interest are young adults who were living in Australia in
2001 but had made long-distance moves, and young adults who were living overseas in 2001.

Young adult long-distance internal migrants

Approximately 28 per cent of the population aged 20-29 in 2006 reported that they had lived
somewhere far away in Australia in 2001. On a regional basis, the proportions ranged from 15 per cent
to 50 per cent.

As with internal migration as a whole, there was a strong interstate pattern, with the north and west
gaining at the expense of the south-east. Taking Western Australia, the Northern Territory and
Queensland plus NSW Far West and NSW North, 16 regions recorded that more than 35 per cent of
their young adults were recent long-distance internal migrants, and no region had less than the national
average. Taking South Australia, Tasmania, Victoria, the Australian Capital Territory and New South
Wales minus its Far West and North, there were 15 regions where less than 25 per cent of young
adults were recent internal long-distance migrants, 26 which were around average and none more than
34 per cent. Young people who were already resident in Australia in 2001 (most of whom would have
been born here) were heading north and west, towards the resources boom. Most of the resource
regions attracted young Australian residents at rates well above average. So did NT Darwin and the
other regions along the Queensland cost from SEQ Sunshine Coast north.

By contrast, the knowledge-intensive regions attracted young Australian residents at rates which were
average at best (the highest proportion was 33 per cent for Melbourne Inner) and rock-bottom at worst
(15 per cent for Sydney Parramatta Bankstown). Sydney was particularly unattractive to young
Australian residents, presumably because of its high housing costs and faltering economy.

Before we conclude that young adults who were in Australia in 2001 have rushed to become
construction workers in the resources boom and hospitality workers in the tourism boom, we should
remember that there is an important group which was not counted in 2006 — that is, young Australian
residents who have emigrated, either temporarily or permanently. Not only are young Australians
anxious to gain overseas experience, the Australian system of recouping education costs by income tax
(HECS) encourages educated emigration.
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Young adults from overseas

The pattern for people aged 20-29 who were living overseas in 2001 is completely different. This
population group comprises approximately 11 per cent of young adults, and on a regional basis the
proportion ranges from 2 per cent to 30 per cent. These young adults have headed for the knowledge-
intensive regions. Even though the number of young adult overseas migrants is only about 40 per cent
of the number of young adult long-distance internal migrants, young people from overseas more than
match young people from elsewhere in Australia in three of the four Sydney knowledge-intensive
regions, and come close in Melbourne’s two.
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Many young adults from overseas are students who are in Australia temporarily, being visa-obliged to
return home. Commonwealth government policy has imposed strong incentives to recruit overseas
students to all Australian tertiary education institutions, and the results are visible in the migration
statistics. Regions lacking in tertiary education institutions typically report that around 2 per cent of
their young adult population was overseas in 2001. Throw in a university and the proportion typically
climbs to 4 per cent. However this is far short of the proportions reported from the knowledge-
intensive regions, even if one allows for the larger universities in these regions. We conclude that
most of the young adults from overseas living in the knowledge-intensive regions are permanent
residents seeking a career in Australia.

The only knowledge-intensive region to have a merely average proportion of young adults from
overseas is the Australian Capital Territory. This is not because the Australian Capital Territory lacks
high-quality education opportunities. The low proportion therefore indicates a failure to attract young
people from overseas. Possible reasons include its small-city ambience coupled with a perception that
it is a government town in which recruitment favours Australian citizens.

In addition to the knowledge-intensive regions, young adults from overseas also spill into some of the
adjacent dispersed suburban regions, notably Sydney Old West, Sydney South and Melbourne North.
By complete contrast with the young people who have migrated within Australia, there are very few in
the resource regions, lifestyle regions or rural regions. Many of these few would be temporary entrants
on working holiday visas, though some intend to remain permanently — for example, the populations
of young refugee agricultural labourers in irrigation settlements such as Robinvale in Vic Mallee
Wimmera.

Divergent patterns between internal and overseas migration of young adults

There is a stark difference between the typical young Australian resident seeking fortunes in the
resource or lifestyle regions and the typical young adult from overseas seeking a knowledge based
future. We may speculate that the Australian-resident young adults combine lifestyle ambitions with
relatively poor education — the latter the result of low government expenditure on post-school
education. A contributing factor could also be that young educated Australians tend to emigrate. Poor
educational qualifications would explain the need of the Australian residents to head to employment in
the resource or tourism industries. Meanwhile young adults from overseas, with a preference for city
life and better education (whether gained in Australia or overseas) are being recruited for the
knowledge based industries, as well as keeping Australia’s universities financially afloat as fee-paying
students.

2.3 Migration patterns of older people

In previous SOR reports, particularly that for 2003, we have described the contribution of retirement
migration to the ageing of the population in lifestyle regions. The question is, did this trend continue
between 2001 and 20067

Retirement migration destination regions

According to the Census, in 2006 approximately 11 per cent of people aged 55 and over were living a
significant distance from where they were living in 2001. On a regional basis, the proportions ranged
from 4 per cent to 26 per cent.

The highest proportion of long-distance internal migrants among the older population was found in
WA Pilbara Kimberley. Like the fairly high proportion in NT Lingiari this would be due to grey
nomads of no fixed address, who are unlikely to be in the region during the hot season or the wet.
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High proportions are also recorded in most of the established retirement areas along the Queensland
Coast. The Gold Coast is no longer attracting retirees — land prices have risen as it has become a
knowledge economy — so the focus of attention has shifted further north into Queensland Wide Bay
Burnett, SEQ Moreton Bay and SEQ Sunshine Coast, with continuing flows also into QLD Mackay
and QLD Cairns. The retirement migration to Moreton Bay is interesting. This region combines
greater proximity to Brisbane with lower land prices than the adjacent Sunshine Coast, the price being
a limited supply of beaches. There was also a moderate level of internal migration of older people into
the hills behind Brisbane: SEQ West Moreton and QLD Darling Downs.

Among the New South Wales lifestyle regions, the NSW Mid North Coast and NSW Central Coast
remain fairly popular but NSW Richmond Tweed drew only a little over an average proportion of
retirees from long-distance internal migration. NSW Southern Tablelands has been attracting more
retirees than this — this region includes the NSW south coast.
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Another group of regions popular with retirees lies in Western Australia, and includes Perth Outer
North and WA Wheatbelt — Great Southern (which has two lengths of coast) as well as WA Peel South
West (the traditional Western Australian retirement region). Victoria has one region — Melbourne
Outer South East, which includes beach-side developments around the Mornington Peninsula. As for
SEQ Moreton Bay, it seems that retirees value easy day-trips to a metropolitan centre.

In summary, retirement migration continued from 2001 to 2006, though it tended to skip the New
South Wales coast in favour of Queensland and (to a lesser extent) coastal areas in Western Australia
and Victoria close to the metropolitan areas.

Retirement migration source regions

In previous SOR reports we have shown that retirement migration was encouraged by the land boom,
which allowed home owners in the metropolitan areas in general, and Sydney in particular, to sell their
houses and buy in much more cheaply in a lifestyle region. This was most simply done by selling out,
paying cash for the new home and investing the remainder — but with the heavy accumulation of
household debt over the period it was probable that many older people were adding to their mortgages
rather than subtracting, whether or not they shifted house in the process.

For this year’s report, National Economics did not calculate where the retirees came from. However,
the data allowed identification of regions that were attracting very few retirees. Top of the list here
were Sydney Old West and Sydney Eastern Beaches, closely followed by Sydney South and Sydney
Parramatta Bankstown. Sydney land prices have strongly encouraged retirement out-migration, and
strongly discouraged anybody to retire in the vibrant metropolis. Other regions with significantly
below-average retirement in-migration include Sydney Inner, Sydney Northern Beaches, the ACT,
Melbourne North, Melbourne Mid South East, Melbourne North East and Adelaide North. Many of
these regions also participated in the land boom, and are accordingly both unattractive to retirement in-
migration and probable sources of retirement out-migrants.

Local migration by older people

Retirement migration is not the only move possible for older home-owners who find themselves with a
large, valuable house. They also have the option of trading down to a smaller place locally. Local
migration, which may or may not involve downsizing, is common — rather more of the population 55
and over made a local shift in the period between censuses than made a long-distance shift. The range
was from 8 per cent to 24 per cent.

If downshifting is important, one would expect a high level of local migration among older people
who have benefited from the land boom. The map of local migration by people 55 and over, however,
indicates that local migration is most common on the Queensland coast — the Gold Coast and Sunshine
Coast particularly. The impression is that the retirees are shifting locally as they settle down in the
regions to which they migrated in the 1990s. However, the inner regions of all the capital cities except
the Australian Capital Territory recorded an above-average level of local migration by people aged 55
and over, which is most likely downshifting.
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2.4 Internal migration by schoolchildren, adolescents and parent-aged
adults

Not surprisingly, the migration patterns for children and young people aged 5 to 19 are similar to the
patterns for adults aged 30 to 54.

Recent long-distance migrants (mostly internal, but including a minority from overseas) constitute a
high proportion of the family-age population in some of the resource regions, particularly WA Pilbara
Kimberley — continuing the long-established trend of the workforce to follow the jobs. The other long-
established trend of families with metropolitan jobs to migrate to the outer suburbs in search of
affordable housing also continues, and has been particularly strong in Perth Outer North and SEQ
Moreton Bay. Sydney Outer North has also attracted working-aged adults and their children, perhaps
as a final phase in the Sydney financial sector boom.
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The regions which have conspicuously failed to attract working-age people and their children are
southern independent cities: NSW Hunter, NSW Wollongong, Vic Geelong, Vic Ballarat and TAS
Hobart-South, to which we may add TAS North West. With the possible exception of Hobart, these
were all affected by industrial restructuring in the 1980s and 1990s, and have taken a long while to
recover. Among the southern independent cities, only Vic Bendigo attracted an above-average
proportion of working-age migrants — and some of these may have been spillover from Melbourne.

The proportion of working-age in-migrants is about average in the rural regions, even though many
rural regions have suffered at least as much from restructuring as the southern independent cities. The
reasons for the relatively high level of in-migration begin with the tendency of some of the locally-
born to return home after their adolescent adventures in the city and include a general reliance on the
knowledge-intensive regions to provide the post-school education and training needed for the supply
of professional services in the rural regions. The migration pattern could also reflect the decisions of
people searching for low-cost accommodation and an unstressed life style.

2.5 Conclusion

During the period 2001-06 established migration patterns continued. Retirement migration continued,
with the most-favoured destinations along the Queensland coast north of Brisbane — the New South
Wales coast and Queensland Gold Coast were less favoured, probably a response to rising prices.
Similarly working-age migration continued to the job-rich resource regions and to the metropolitan
outer suburbs — though the rate of shifting to the outer suburbs was subdued compared to the great
days of suburban expansion in the post-war period.

The most intriguing pattern was the tendency for young adult Australians to avoid the knowledge-
intensive regions and head north and west to resource and lifestyle regions, while young adults from
overseas are seeking their future in the knowledge-intensive regions. The big unknown here is
whether the Australian-educated young adults who are missing from the knowledge-intensive regions
have emigrated permanently or are away gaining overseas experience. Either way, but particularly if
they have emigrated, these trends indicate increasing divergence between the cosmopolitan
knowledge-intensive core city regions and the relatively poorly-educated periphery.
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3. Patents and the knowledge economy

For many years now the State of the Regions (SOR) reports have included data on patent applications
per thousand residents as an indicator of activity in commercially-oriented research, and a proxy for
scientific innovation, knowledge endowment and entrepreneurial dynamism. It is not, of course, a
perfect indicator. It over-emphasises the amount of research carried out in the major city centre
regions, since patent applications by large businesses tend to bear the head office postcode and there
may also be cases where the address is that of a patent lawyer rather than the business which did the
research. Patent applications also tend to come in bunches, which means that data for the less patent-
active regions are unstable — a problem which we have addressed by taking the average for the six
years 2001-02 to 2006-07. The data are provided for each region in the Appendix.

Patent applications were one of the indicators taken into account in defining knowledge-intensive
regions, and it is not surprising to find that these regions as a whole have very much higher patent
application activity than the rest. Again, given the location of head offices as well as of universities
and laboratories, it is not surprising to find that Sydney Inner tops the list of applications per capita,
followed by Melbourne Inner then the ACT. The patent application rate is relatively low in two of the
suburban knowledge-intensive regions, Sydney Eastern Beaches and Sydney Parramatta Bankstown.

At the opposite extreme, the resource based regions have low patent application rates. The need for
advanced technology to exploit the resource base should make for high patent application rates, but
the lack of research facilities and talent in the resource regions means that their research and
development is carried out elsewhere — presumably mainly in the knowledge-intensive regions, though
the patent application rate is noticeably higher in the north-Australian independent cities close to the
resource based regions than it is in the independent cities of Victoria and Tasmania.

Patent application rates are above average in two of the lifestyle regions — SEQ Sunshine Coast and
NSW Richmond Tweed. Both of these regions are on track to follow SEQ Gold Coast into becoming
knowledge-intensive regions. Similarly two of the dispersed metropolitan regions report relatively
high patent application rates — they are Melbourne East and Sydney Outer North. Both of these are
high-status residential areas, which can easily accommodate research laboratories. The patent
application rate is also quite high in Brisbane South.

Apart from the resource based regions, patent application rates are low in Tasmania (all three regions)
and in the rural regions generally.

In an attempt to assess long-term trends, the Appendix provides data comparing average patent
application rates for 2001-07 with that for 1994-2001. Between the two periods there was a general
rise in the level of patent applications per capita. Data instability means that the comparisons are not
reliable for regions with low patent application rates. Among the regions with middle to high
application rates Sydney Inner stands out with a high rate of increase — which might indicate growth of
research activity, but might also indicate an increased proportion of head-office applications. Two
dispersed suburban regions reported major increases: SEQ Moreton Bay and Melbourne North both
lifted themselves from low levels of patent applications to levels a little above average.
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Though the patent application rate in the Australian Capital Territory remains high, it has scarcely
changed over the period — a poor performance compared with most regions, which may reflect
reductions in Commonwealth budgets for research. NSW Illawarra and NSW Southern Tablelands are
also regions with moderate levels of patent applications which failed to increase their application rates.

These changes have done little to alter the overall geographic pattern, which is that patent applications
serve to identify a limited number of knowledge-intensive regions. Despite the hopes expressed in the
early SOR reports, the knowledge economy — or at least that part of it which is proxied by patent
applications — has failed to spread much beyond its Australian beachheads.
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3.1 Knowledge intensity

This report highlights a number of trends that are particularly significant when they are brought
together.

1. The lack of progress in developing a National Broadband Network.

2. The likelihood that, in Australia, the knowledge economy has failed to spread outside of the
existing knowledge-intensive regions.

3. In terms of the migration flows, the tendency for young adult Australians to avoid the
knowledge-intensive regions and head north and west to resource and lifestyle regions or
perhaps to Knowledge-intensive regions in other countries, while young adults from overseas
are seeking their future in the knowledge-intensive regions in Australia. These trends indicate
increasing divergence between the cosmopolitan knowledge-intensive core city regions and the
relatively poorly-educated periphery.

4, The need to convert the economy to a low carbon emissions future which will require a greater
commitment to research and development and to innovation, the use of new technologies and
the further development of advanced manufacturing industries.

5. Both the resource based regions, which are vulnerable to the global downturn and to falling
demand for emissions intensive commodities, and the rural regions, which are vulnerable to the
impacts of climate change, are likely to experience ongoing difficulties.

OECD figures show that the global distribution of expenditures on research and development is
changing, with shares in annual expenditure in both the United States and the European Union falling
by 3 and 2 per cent respectively since 2000 while China’s research and development expenditures
increased by 19 per cent per annum between 2001 and 2006. The OECD Science, Technology and
Industry Outlook 2008 reports that in the United States, business research and development intensity
in 2006 was 1.84 per cent of GDP, down from 2.05 per cent in 2000. Business research and
development intensity reached a new high in Japan in 2006 of 2.62 per cent The OECD’s Industry
Outlook also goes on to report that the growing knowledge intensity of many countries is driving the
demand for highly skilled global knowledge workers. In the OECD area employment has grown
fastest in science and technology (knowledge-intensive) jobs, outstripping overall employment
growth. Global knowledge workers are becoming more mobile as the market for their skills becomes
increasingly global. The ABS statistics show that research and development expenditures by
Australian businesses reached $12 billion in 2006-07, the major contributors being manufacturing (31
per cent), mining (21 per cent) and professional scientific and technical service industries (17 per
cent). The strongest research and development expenditure growth was in New South Wales, probably
reflecting the location of head offices. Business research and development expenditure in Australia as
a proportion of GDP was 1.15 per cent, well below the OECD average for the year of 1.56 per cent.

It remains obvious that the level of knowledge intensity and research and development activity within
a national economy are key drivers of business innovation. Innovation, in turn, enhances the capacity
of a nation or region to export goods and services. Regions in which innovation is encouraged create
more highly skilled and better paid employment. The more knowledge intense the economy, the more
the need for education and training, the more likely the development of high tech industry clusters and
greater connectivity to global and integrated supply chain activity.
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The 2006-07 SOR report noted how improvements to telecommunications were accompanied by an
unexpected phenomenon: the unprecedented prosperity of several small regions within the United
States, most notably Silicon Valley. These regions were engaged in the conversion of knowledge to
both profit and employment. The report found that regions like Silicon Valley confounded
expectations in two ways. Firstly, they were localised whereas the expectation had been that the
telecommunications revolution, of which they were part, would remove the benefits of locality.
Secondly, where were the economies of scale? So many of the businesses involved seemed to be small
start-ups, and even if some of them grew large their industry was characterised by all sorts of
temporary business relationships.

What remains confounding two years on from these findings is that little has changed, in as much as it
still appears to be a great deal easier (recent weeks aside) to establish global and knowledge-intensive
businesses in the global hotspots such as Silicon Valley. We can again go back to the discussion in the
2006-07 report which identified the ingredients required to establish global and knowledge-intensive
businesses. Broadly these were as follows.

1. There are local sources of new knowledge and ideas.
2. Venture capital is available.

3. The penalties of failure are not too severe, either in terms of financial penalties for the
entrepreneur, or in terms of lost knowledge.

4, There is a realistic outlook that success will be rewarded — not necessarily with wealth alone,
but also with social recognition.

5. Local interpersonal networks assist in putting together the skills required to run an innovative
business — practical as well as theoretical skills, managerial as well as production skills,
marketing as well as product development skills.

So why is it still so difficult to establish new and global knowledge-intensive businesses away from
global hotspots such as Silicon Valley? In the case of Australia, business people are not lacking in
ideas and entrepreneurship. The telecommunications update in this report demonstrates that the
demand for broadband is high and that demand compares favourably with the United Kingdom and
United States. So what are the barriers that constrain the process of turning ideas into products and
services, which, if Silicon Valley’s example is followed, are products and services that supply global
markets via information technology or other forms of highly integrated supply chain activity?

Because the businesses that are being created in Silicon Valley are likely to have a global reach, their
market capitalisation, tends, in good times, to be very high and fast growing, while in times of
economic shock, these same companies have proved not to be immune to rapid downturns in the value
of their stock. A quick review of the current share price of the major Silicon Valley information and
communication technology (ICT) companies against their 12 month highs reveals a significant decline
in share values with many companies losing half of their value or more. These falls apply to hardware
and software companies as well as companies whose business is online.

Silicon Valley financiers have tended to be less risk averse, or perhaps better understood the potential
of some ICT and knowledge-intensive businesses, however, the financial crisis has had a major impact
on the financing of start up companies in Silicon Valley and in other regions that apply this model. A
number of more established companies may also now fail because finance has dried up.
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While the United States has created companies such as Ebay, Cisco, Yahoo, Google, Facebook, You
Tube, Apple, Dell, Microsoft, Intel, Oracle, IBM, Adobe, Amazon and HP, few, if any equivalent
globally powerful companies, have been financed and developed in Australia, even in the Knowledge-
intensive Zones. The reason for this is not the lack of ideas or of entrepreneurial skills, nor the size of
the local market, as all the United States’ businesses listed have global markets. Access to capital for
high tech start up firms has probably been difficult, even though Australia’s superannuation funds
have continued to grow rapidly their contribution to real capital investment remains muted. Rather
they have chosen to invest overseas, exposing themselves to the booms and busts of the United States
market or simply invested in shares in well established Australian companies. The value of ideas and
innovation may also be lost on, at least some parts of, Australia’s investment community.

As broadband services in Australia improve and become more equitable in terms of their distribution
because of improved telecommunications infrastructure, opportunities to create new products and
services, that use the Internet as their delivery channel, will increase. This is not to say that these
businesses will be in the ICT sector, but instead to suggest that they will use ICT to facilitate global
supply chain activity and the delivery of goods and services to the end user. Perhaps the global
financial crisis will create a level playing field in terms of providing more regions opportunity to
invest in and develop knowledge economy businesses. There will need to be an associated effort from
the investment community as well as a strengthening of Australia’s knowledge-intensive regions. Next
we investigate the state of Australia’s telecommunications.
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4, Telecommunications update

The 2005, 2006 and 2007 State of the Regions (SOR) reports have all included an overview of the
state of telecommunications in Australia, with a focus on the competitiveness of broadband services
and how the availability, quality and cost of these services impact regional economic development.

This chapter also includes commentary on the quality and equity of broadband services in major cities,
suggesting that it may not only be Australia’s more remote regions that suffer disadvantage.

The purpose of this year’s telecommunications chapter is to bring together the issues highlighted in
previous reports, in the light of previous findings, add the developments in the telecommunications
sector of the last twelve months, and then to assess progress towards world best practice.

The Regional Telecommunications Independent Review Committee Report 2008, Framework for the
Future, was tabled in the Federal Parliament on 15 October 2008. An extract from the report states:

‘The importance of regional Australia and its industries to our overall national wellbeing
underscores the importance of adequate telecommunications services to regional, rural and
remote parts of Australia. Increasingly telecommunications services are not only an end in
themselves for achievement of equity, but also critical enablers in equitable availability of other
services. We therefore support a policy and regulatory environment that promotes competition,
innovation and investment in telecommunications for regional areas, supported by effective
measures to protect consumers. The ultimate aim of any such approach is to establish fairness
and equity for all Australians’.

4.1 Overview of the telecommunications sector in Australia

Paul Budde, the leading expert and commentator on Australian telecommunications, estimates that the
telecommunications market in Australia grew by around 5 per cent to $38 billion in the twelve months
to June 2008. Telstra still continues its domination of the Australian telecommunications market with
66 per cent of market share. Paul Budde estimates that the total mobile services market for the year to
June 2008 was worth $14.4 billion. In terms of its possible penetration, the mobile market has reached
saturation. Further revenue growth in this sector of the market will come from increased use of 3G
mobile data services and increasing use of mobile broadband, data services, which are now the most
important driver of growth across the various delivery systems, wire, fixed wireless and 3G mobile
wireless, in the telecommunications sector.

By the end of June 2008, Australian Bureau of Statistics (ABS) figures show that there were
7.23 million subscribers to the Internet in Australia. There were 1.02 million business and government
subscribers and 6.21 million household subscribers. The number of non dial-up subscribers recorded at
the end of June 2008 was 5.66 million, or 78 per cent of all Internet connections, compared with dial-
up subscribers of 1.57 million.

Digital Subscriber Line (DSL) continued to be the dominant access technology used for non dial-up
subscribers, with 3.94 million, or almost 70 per cent of all non dial-up subscribers. DSL connections
continue to grow, with more than a 6 per cent increase since December 2007. Wireless technology
increased nearly 90 per cent in six months, with over 809,000 subscribers at the end of June 2008,
compared with 433,000 subscribers at the end of December 2007. The growth of wireless relates to
increased use of wireless aiding mobility of workers and changing work practices. Cable, satellite and
other non dial-up technology connections have remained fairly stable.
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ABS figures show that connections with download speeds of 1.5Mbps or greater increased to 3.10
million or 43 per cent of all subscribers, compared to 2.47 million or 36 per cent of subscribers at the
end of December 2007.

Paul Budde estimates that the growth in broadband subscribers will slow to around 17 per cent in 2009
and 2010.

Consumer demand for broadband services in Australia has been strong as households and businesses
embrace the need for telecommunications services to enhance competitiveness and for education and
other essential services, for entertainment, video and voice services. Given the current hiatus in
relation to telecommunications infrastructure roll-out in Australia, it is likely that demand for high
speed services will outstrip supply. Paul Budde predicts that this situation will lead to growth in Next
Generation Network systems, which in turn will open up the market for a range of contemporary
digital services.

The National Broadband Network represents the largest intended investment in broadband
infrastructure in Australia to date. The Federal Government has committed some $4.7 billion dollars to
this project which, after completion should (according to the Federal Government’s Request for
Proposal (RFP) documentation):

U deliver minimum download speeds of 12 megabits per second to 98 per cent of Australian
homes and businesses (the Australian Broadband Guarantee is to help provide services to the
remaining 2 per cent unable to be serviced by the National Broadband Network);

U be rolled out and made operational over a five year period using fibre-to-the-node (FTTN) or
fibre-to-the-premises (FTTP) technology;

U support high quality voice, data and video services including symmetric applications such as
high-definition video-conferencing;

U facilitate competition in the telecommunications sector through open access arrangements that
allow all service providers access to the network on equivalent terms; and

O  enable uniform and affordable retail prices to consumers, no matter where they live.

The Federal Government’s RFP initially requested that proposals from interested parties to develop
the network be received by 25 July 2008, but this date was then changed to 26 November 2008. These
delays may indicate that not all is well with the underlying assumptions that have driven the policies
that have framed the current plans for the National Broadband Network, the foremost being the actual
cost of creating such a network and, secondly, the capacity of the possible tenderers to actually
deliver. Adding to the complex processes and uncertainties of completing these tasks, including the
need for some legislative changes, is the ongoing instability in financial markets. How financial
markets impact the increasingly essential roll-out of the broadband network will become evident over
the next few weeks and months. It is in the nation’s interest that the development of the National
Broadband Network is facilitated as planned. Further delays will further undermine Australia’s
competitive position in relation to the benefits of the knowledge economy and of online services.

The provision of broadband Internet services with ADSL, via the existing copper network, has proved
difficult because of the variability of Internet speeds and the equity issues, in terms of providing
services across Australia’s regions, that this situation creates.

Fibre to the node (FTTN) technology, which involves the installation of street-side cabinets connected
to the local exchanges via high-capacity fibre connections will dramatically change speeds.
Subscribers connect from their premises to these new cabinets via ADSL and their existing copper
cable; or possibly via other technologies, such as wireless. One benefit of the National Broadband
Network would be, in most cases, to eliminate the current distance limitations imposed by ADSL.
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FTTN and connections of fibre directly to premises (FTTP) could allow the provision of very high
capacity broadband Internet at speeds of 50 to 100 mbps — far faster than the typical ADSL broadband
service used by Australians today. These higher speeds will allow industry sectors, particularly
service industries such as healthcare, education and business services to reshape the way services are
offered.

To date, the roll-out of the national network has been constrained by a series of unresolved issues,
including the debate surrounding a level playing field for the telecommunications providers, an earlier
debate about the privatisation of Telstra and a host of other side issues that have slowed the roll-out of
the national network. It appears that it has been an obsession with industry level competition, rather
than a focus on the needs of the broader economy, that has driven Australia’s broadband strategy.
While policy issues have stalled the roll-out of the national network, overseas competitors have
created broadband services that are not only faster but also cheaper.

4.2 Broadband use from home

ABS data show that, the remoter the community, typically, the lower the level of broadband
connections. This trend raises issues of equity and the issue of how remoter communities are provided
with Internet access and how these communities develop the skills which will allow them to benefit
from the use of the Internet. The Internet has been important to the farming community in terms of
providing access to market and technical and professional information as well as facilitating the
improvement of on farm business management and education for children living on remoter farms.

Household internet access by remoteness areas - 2006
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Source: ABS 2006 Census of Population and Housing.

Indigenous communities are particularly disadvantaged. As for the rest of the population, their access
to the Internet decreased as their remoteness increased. The 2006 Community Housing and
Infrastructure Needs Survey shows that while half (50 per cent) of Indigenous people living in
Australia’s major centres had the possibility of Internet access at home, access declined to around 8
per cent for indigenous people living in the most remote areas. Given that approximately 69 per cent
of indigenous people live away from major centres, this means that only 36 per cent of indigenous
people had access to the Internet at home, compared with the national average of approximately 67 per
cent.
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It is expected that the benefit of high speed broadband access for communities living in Australia’s
remoter regions could be significant in helping reshape the local economy, build skills and provide
greater access to services such as health and education. The provision of an equitable broadband
service across all of Australia remains an important goal.

The highest use of the Internet from home is by those under the age of 44. While levels of use decline
in those over the age of 55, current trends show an increasing use of the Internet by the older cohort.
From 2005 — 2007 there was an increase in home Internet use, from 20 to 28 per cent, for the group
aged 65-74, well below the 77 per cent of 15-24 year olds.

Internet use at home by age
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Source: ABS Household Use of Information Technology Survey, 2004-05 and 2006-07.

In Australia, the combination of a poor standard of education in a given household and a low
household family income result in the lowest levels of household Internet connectivity. The data show
that at relatively high levels of household income, even when combined with relatively low levels of
educational attainment, households have achieved high levels of Internet connectivity. The higher the
household income, the less the difference in levels of Internet connectivity when related to educational
outcomes.
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Internet access by highest lewel of educational attainment
by household income, aged 15 years and over - 2006
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Source: ABS 2006 Census of Population and Housing.

The 2006 census highlighted differences in the rates of household Internet access and broadband
connection in the States and Territories. At the time of the census the Australian Capital Territory had
the highest proportion of households with access to the Internet (75 per cent) and Broadband
connection (53 per cent), while Tasmania had the lowest (55 and 29 per cent).

Internet access by State and Territory - 2006
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Source: ABS 2006 Census of Population and Housing.

In the States of New South Wales, Victoria, Queensland and Western Australia, approximately 64 per
cent of households had Internet access, about 40 per cent of which (about two-thirds of all households
with Internet access) had a Broadband connection. Households in South Australia, Tasmania and the
Northern Territory had lower levels of Internet connections, with 57 per cent of households with
Internet access in 2006, of which around 30 per cent (half of all households with Internet access) were
connected via broadband.
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Figure 4.1

Internet activity summary, Australia, ISPs with more than 10,000 active subscribers
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38
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7228

1581

1588
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Notes:

Source:

np not available for publication but included in totals where applicable, unless otherwise indicated.

(@)  Asat 30 June 2008.

(b)  Includes ISDN, cable, satellite and other non dial-up technologies.
(c)  During the three months ending 30 June 2008.
ABS 8153.0 - Internet Activity, Australia, Jun 2008.
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4.3  The Internet: United Kingdom update

It is useful to review the status of Internet use in the United Kingdom. Office of National Statistics
figures show that in 2008 nearly 16.5 million households had Internet access with around 1.25 million
households being added in the previous 12 months, representing an increase of 8 per cent.

The trends relating to households connecting to the Internet via broadband connections and the general
decline of dial up connections are similar in the United Kingdom and Australia. In Britain only 9 per
cent of households are now using dial up connections. 35 per cent of households in the United
Kingdom still have no Internet connection. A similar proportion of Australian households are not
connected to the Internet.

United Kingdom figures suggest that the higher the level of education the greater the likelihood that
adults would access the Internet. Figures show that in 2008, 33.9 million adults accessed the Internet,
an increase of 6.6 per cent from 12 months ago.

In terms of how people were using the Internet, the 2008 National Statistics Omnibus survey shows
that the most frequently stated reason for using the Internet was for sending emails. This was the case
in both the 55 year old plus group, and the group aged 16 to 24. The youngest group was the group
most involved in Internet based activities. Internet banking and online selling were the highest rating
activities for the 25-44 year old age group.

In terms of place of access, access from households was increasing while levels of access from the
workplace remained stable since 2007. Use from Wi-Fi hotspots also increased, more than doubling
since 2007, reflecting the more mobile use of laptop computers. The percentage of people using laptop
computers via a wireless connection rose to 23 per cent, an increase of 5 per cent over the previous
year.

The United Kingdom regulator, Ofcom, continues to encourage the telecommunications industry to
develop next generation networks so that the United Kingdom remains competitive with the
increasingly sophisticated broadband speeds and services available in countries such as Japan, Korea,
the United States, Germany and France. In recent months there has been a debate in relation to the
variability of broadband speeds across Britain and across the various communication providers.
Australia is therefore not alone in experiencing difficulties in terms of equitable service provision.

BT Openreach is conducting pilot testing of FTTP networks at a greenfield site in South East England
at Ebbsfleet in Kent and FTTC trials at Muswell Hill, London and Whitchurch in Wales. These
initiatives are expected to deliver broadband speeds of up to 40Mb, and larger roll-out of fibre is
planned for 2009 — 2010. These initiatives will enable high definition online TV, rapid movie
downloads, video on demand and other online entertainment as well as making possible a more
sophisticated range of online services.

4.4 Internet use: India and China

It is now estimated that India has in the region of 50 million Internet users. By far the majority of these
are from the major urban centres. In China the increase in the number of people using the Internet
continues to rise dramatically, and is estimated to be more than 250 million. Of these users, estimates
show 214 million users have high speed access. China now has more Internet users than the United
States, making it the world’s leader in terms of user numbers. The Olympic Games drove usage higher
with many Chinese users accessing information about the games via the Internet, rather than
television. E-commerce in China also continues to burgeon, with, according to Analysys International,
Internet company earnings doubling over the past year to almost $US6 billion.
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What stands out about India and China is that penetration rates are still relatively low and the scope for
growth in online markets is significant. Both India and China have the potential to provide significant
e-commerce opportunities for businesses across Australia’s regions, another strong reason for
providing equity of service around the nation.

Internet users in the world by geographic regions
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Source: Internet World Stats - www.internetworldstats.com/stats.htm
Estimated Internet users s 1,463,632,361 for 2Q08. Miniwatts Marketing Group.

World Internet penetration rates by geographic regions
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Source: Internet World Stats - www.internetworldstats.com/stats.htm
Penetration rates are based on a world population of 6,676,120,288 for mid-year 2008 and
1,463,632,361 estimated Internet users. Miniwatts Marketing Group.
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4.5  Variability of broadband connectivity

There are a number of ways in which customers connect to the Internet. The growing number of
wireless connections is an example. The issue discussed in this section however relates to the most
frequently used, and cornerstone, of Australia’s broadband system, the existing copper wire telephone
network.

xDSL networks

As xDSL utilises the existing copper-pair telephone network, it potentially extends broadband Internet
quite widely. In reality this is not always the case because:

O the exchanges need to have DSL interfacing equipment installed — some 40 per cent of
exchanges are still to be equipped, especially in rural areas;

O the maximum distance from the exchange to the user is typically five to six kilometres (length
of cable run; not the distance to the exchange); and

a in many areas Telstra has installed pair-gain technology that enables two telephone services to
be delivered over the one cable. As this technology blocks the broadband DSL signal, it must
be removed or bypassed before these services can be enabled.

There are many different types of DSL services but the one most commonly offered to households and
small business is ADSL — asymmetric digital subscriber line.

O Telstra is the monopoly owner of the copper based Customer Access Network (CAN) but has
been required to offer other companies access to this network. The regulatory environment
enables other carriers to rent Telstra’s copper lines for the delivery of their own xDSL services
(what is known as Unconditioned Local Loop — ULL), as well as be able to resell Telstra’s
ADSL broadband services under a broadband providers’ own branding.

The actual speeds that can be achieved may be well below the maximums, depending on many factors,
particularly the distance from the exchange as well as the number of copper pairs that are carrying
ADSL services. The potential maximum speeds attainable via an ADSL connection are significantly
less than for the fastest broadband cable connection. These maximum speeds are rarely achieved, and
typical ADSL connections may be perceived as slow compared to broadband cable connections.

Other xDSL services offered in Australia are targeted at larger users such as businesses and other
organisations. These include SDSL (Symmetrical DSL), which provides users with equal upload and
download speeds, HDSL (high-bit rate DSL) and VDSL (very high data rate DSL).

The following map is of the local government area of Whittlesea in Melbourne’s North. The map and
associated commentary has been provided by Callpoint (www.callpoint.com), a geospatial services
firm for broadband.

The Callpoint map shows coverage rings relating to xDSL broadband coverage only and, therefore, the
map does not account for any other broadband access technologies that may be available.
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When studying the Whittlesea map the following should be noted.

1.

The coverage rings themselves are representative proxies for xXDSL coverage. While copper
does obviously not run in radial fashion from Telstra exchanges, the rings are easy to
understand, and they do not require other datasets (such as Telstra copper cable duct feeder
routes, or Shortest Street Centreline methods) to create a proxy of local connectivity. In any
event, XDSL deliverability is determined by transmission loss, which is a function of actual
distance and copper cable gauge (amongst other factors).

The three different rings relate to:
(i)  Inner or green: Symmetric High Speed DSL (SHDSL) at 1.7km, most likely used by
businesses;

(i)  Middle or brown: Asymmetric Digital Subscriber Line (ADSL), at 4km, the most
commonly available type on the market; and

(iii)  Outer or red: Reach Extended ADSL 2, at 6km.

The maps do not include any Large Pair Gain System (LPGS) information. LPGS are a major
“broadband blocker”. The reason why the maps do not include LPGS regions is due to
restrictions regarding access to certain Telstra Geographical Information System (GIS) datasets.

Further analysis, e.g. the number of premises that are within and outside of each of the coloured
rings can be performed using spatial analysis methods.

In summary:

(i)  the rings are a useful means of depicting XDSL coverage across a region, even though
they are not necessarily accurate, do not account for LPGS and do not consider alternate
broadband technologies; and

(i)  the most accurate means for determining specific broadband availability at a site is for the
customer to request a full service qualification from their intended supplier.
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4.6 Large Pair Gain Systems (LPGS)

In its response to a then DCITA discussion paper in January 2006, Callpoint describes the background
to the issue of LPGS as follows, in the 1990s, Telstra introduced LPGS as a way of increasing the
number of copper connections to high growth areas. This was done at a time when demand for PSTN
services were also growing because, for example, fax machines being installed by business and
residential customers. As such, these systems were seen as astute, both from a technical and
commercial perspective.

Later, customers that were served by LPGS, noticed that they could not obtain ADSL services. Telstra
has made enormous strides by upgrading its Customer Access Network., however, there were many
premises that are still unable to obtain ADSL due to these systems.

In January 2003, the then Broadband Advisory Group outlined a number of elements necessary to

encourage efficient market entry, including “the need to reduce information asymmetries facing new

entrants™?.

In August 2004, the Senate final report recommended “the Australian Communications Authority be

provided with all of Telstra’s current geospatial datasets, and that the Australian Communication

Authority make available these datasets on request, in a useable format, to other carriers and 1SPs™?.

In December 2004, Telstra Wholesale commercialised its geospatial datasets.

LPGS polygons became included within Exchangelnfo Plus, however sale restrictions still apply.

The majority of Exchange Service Areas (ESAS) have no LPGS.

Some have only a few. Others have significant LPGS penetration. It is the areas of significant LPGS
coverage that are of concern because these have the potential to create further equity and access issues
for certain regions, some of which are in metropolitan areas.

The information in this section might, for example, suggest two issues for Whittlesea:

1. The extent of broadband coverage in the outer areas of Whittlesea, and

2. The possibility of LPGS across those parts of Whittlesea, including inner, that appear to have
broadband coverage.

An example of an ESA that has substantial LPGS coverage is shown in the following figure.

! “Australia’s Broadband Connectivity” report, p.41.

2 “Competition in Broadband Services” report, p.103.
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The Callpoint map (Castle Hill (New South Wales) Exchange Service Area) above provides an
example of how substantial LPGS coverage can impact on a localities broadband access. The areas in
red are those with LPGS. The impact is as follows:

1. XDSL services from non-Telstra ULL based carriers is basically not possible; and

2. XDSL services from Telstra can be possible, in certain specific cases.

4.7 Lost business use of ICT

Voice over the Internet Protocol (VolP)

It is worth restating the importance of VoIP to Australia’s regions.

Access to VolP requires a broadband connection and hardware which varies depending on the type of
VolP system being used. Equipment might be a computer, with VolP software and a headset, or a
traditional handset with a VolP box that adapts the handset for use on the Internet. A wireless device
with the appropriate software can also be used for VolP calls.

VolP has a significant impact on reducing the costs of voice communications as the Internet is used to
channel the voice signal. Call costs are far less than standard telephone calls made from a landline.
However, VoIP services are constrained by poor Internet speeds as they affect voice quality. VolP
could be of significant benefit to businesses in regional Australia as the cost of national and
international calls are very low, potentially encouraging more sales based communication and
marketing.
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Two years ago the following comment was made in SOR, and it is unfortunate that the same
constraints apply for many regions two years on.

“The point here is that an increasing proportion of voice traffic will require the Internet and
faster speeds of broadband connectivity to create acceptable voice quality standards. This
rapidly changing technology and market place will create new business opportunities where
slow broadband speeds are likely to constrain innovation and new business development. These
new technologies should also open up regional employment opportunities as telecommuting and
teleworking become far more affordable and integrated with global company systems.”

Again the benefit created by VolP, particularly to Australia’s regionally based businesses, is another
compelling reason for equity on telecommunications delivery.

The increasing importance of the third place (between office and home) as the workplace of the
knowledge economy will increasingly be driven by Wi-Fi and VolP. Newer ways of working, ways
which are more greenhouse friendly include work strategies that embrace working with VolP and Wi-
Fi. The worker is mobile, locally based and globally connected. The impact of an emissions trading
scheme will include increased cost of transport and increasing costs relating to running offices,
particularly those premises that are not energy efficient. The use of the Internet as a remote work
platform could help many businesses to enhance their competitiveness in a carbon constrained
environment.

VoIP has the potential to undermine telecommunications providers’ voice revenues. One of the
possible issues for VolP, is therefore, that some providers may push third party VolP traffic to the
lowest priority, affecting voice quality at times of heavy data traffic. This makes VolP potentially
unstable, working for much of the time, but unstable at other times. The impact of this may be greater
in regional areas.

4.8 The 3G network

Telstra has replaced its CDMA mobile network, which was shut down on 28 April 2008, with its
‘Next G’ 3G mobile network (which commenced service in October 2006). This means that customers
can no longer use CDMA mobile phones in Australia. There has been significant debate about the
coverage of the 3G network, even between the providers themselves. Telstra has stated that ‘Next G’
would reach 98 per cent of Australia’s population. The 3G network in Australia has been set up using
infrastructure-sharing agreements. The 3G providers are Optus, Vodafone, Telstra, Virgin Mobile and
Hutchison. Over the last few months there has been an upgrade on some 3G networks which should
increase speeds to a maximum of 3.6 Mbps. Telstra, which uses a different frequency and different
technologies now has maximum download speeds of 14.4Mbps. Cost will start to be the main
constraint for full uptake of these technologies and services rather than speed.

3G provides consumers with the capacity to download full motion video, stream music, use more
efficient web browsing and access and participate in various forms of entertainment such as gaming.
The next generation of mobile telephony will be 4G with much higher speeds of 30Mbps plus.

In rural areas the issue is often lack of competition. Coverage may also drop off in remote regions as
areas covered include the township but signals can be poor away from these centres. It is also possible
that 3G phones in rural areas will only receive a 2G signal.
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An example of what can happen to remoter communities is Quilpie Shire in Queensland’s west. About
one third of Quilpie Shire has mobile phone coverage. Given the road conditions are often dangerous,
because of road trains, narrow roads, poor surfaces, etc, this lack of coverage could pose a danger.
Statements that 98.5 per cent of Australia has 3G coverage is misleading, as of course much of the
land mass, where few people live, but many may travel through, does not have any mobile phone
cover. Another issue in Quilpie, in relation to mobile phones, is that visitors must have a Telstra
phone, otherwise, as there is no competitor in town, they will have no coverage. This also adds to the
danger of road travel and makes it hard for people who visit Quilpie on business. Broadband is
available in Quilpie town and broadband can be accessed by residents and visitors at the town’s
Library. Most properties in the shire have a traditional copper wire connection.

The knowledge economy is constrained by lack of an equitable high speed broadband
network

Until the National Broadband Network is completed the growth in the knowledge economy firms and
government online services will continue to be constrained, holding back the competitive position of
firms and, in government services, delaying cost savings that could have been achieved by online
service delivery.

Public sector services include e-medicine and e-education. Poor standards of connectivity also
constrain innovation: opportunities to develop smart network grids, which have a major role to play in
managing levels of greenhouse emissions, for both households and industry, are compromised.

The telecommunications sector and telecommunications in general, are extremely important to aiding
the development of a low carbon economy. They are important because telecommunications facilitates
communications, and because advanced telecommunication technologies are providing many
opportunities to change behaviour away from unnecessary use of energy. Savings are achieved from
everything from video meetings, through to the deployment of smart grids, for example innovative
ways of working, such as real-time, high-definition interaction and collaboration (with a real sense of
presence) between geographically dispersed people.

In its report, Towards a high-bandwidth, low carbon future (released in mid October 2007), Telstra
estimates that telecommunications networks have the capacity to reduce national emissions by around
5 per cent with cost savings in the order of $6.6 billion each year with the value of carbon credits
created somewhere between $270 million and $1.2 billion depending on the price of carbon.

Telstra’s carbon opportunity types Percentage of national emissions saved
Increased use of renewable energy 1.81
Personalised public transport 0.70
De-centralised business district 0.55
Presence based power 0.53
Real time freight management 0.52
On live high definition video conferencing 0.43
Remote appliance power management 0.33
TOTAL 4.87

The questions are what progress has been made towards creating equitable broadband service delivery
across the nation and has there been progress towards more effectively enabling the knowledge
economy since the 2007 SOR?
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The answers are complex but can be easily summarised. There has been some improvement in
broadband speeds although these improvements have been patchy. The wait for the National
Broadband Network continues for yet another year and although telecommunication costs are
reducing, these reductions have not been enough to really stimulate a new telecommunications
knowledge economy of products and services that are in general use. Progress towards achieving
Telstra’s suggested reduction of emissions through the use of telecommunications also appears to be
slow. The multiplicity of delivery systems/channels and great variations in speed across channel types
and regional variations in speeds and access make accurate estimates of the costs of lost opportunities
in ICT extremely difficult. It is however possible to reference previous SOR reports to get a sense of
the economic implications of any shortcomings in telecommunications delivery.

Last year’s SOR identified $3.2 billion and 33,000 jobs lost to Australian businesses in the previous
12 months due to inadequate broadband infrastructure and the possibility of an estimated $40 to $50
billion in savings from e-health/e-medicine and smart networks over 10 years. There were also lost
opportunities to reduce greenhouse emissions because of the failure to implement knowledge economy
advances to health related transport and failure to introduce smart grids to reduce energy consumption.
There is no reason to assume any improvement in these numbers for 2008.

Australia now has a new generation mobile system with the opportunity for upgrades in technologies.
Australia also has a business community and households that are keen to benefit from opportunities
provided by improved telecommunications across the Nation. To what extent the rapid uptake of
wireless and mobile broadband in Australia is a symptom of the lack of a high speed national
broadband fibre network is a matter of speculation. The issue is that wireless broadband services in
Australia are still relatively expensive and the cost of these services could constrain the development
of businesses delivering services via broadband.

What continues to be extremely frustrating is that demand for improved telecommunications is
manifest, while the underlying outcome of many years of misplaced telecommunications policy has
led to the stalling of investment in high speed broadband telecommunications infrastructure. The
weakness of the Australian dollar combined with the impact of the global financial crisis will bring
upward pressure on the costs of building the National Broadband Network.
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PART TWO

CLIMATE CHANGE
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5. Reaping two whirlwinds

They sow the wind, they will reap the whirlwind; their wheat will yield no ear, the ear will yield no
flour, or, if it does, foreigners will swallow it. (Hosea 8:7, Jerusalem bible translation)

Past State of the Regions (SOR) reports have documented how Australians, collectively, were sowing
financial winds by accumulating more household debt than they could manage, and sowing
environmental winds by contributing to climate change. These winds are now returning as whirlwinds,
which, added together, look like coalescing into a category 5 cyclone.

At the time of writing (October 2008) the returning whirlwinds are mere dust devils compared to what
is to come. There are signs of trouble on both the financial and environmental fronts. We will review
them in turn.

51 The financial crisis

On the financial side, the most serious portents so far are mainly American, with an overflow into
Europe. Financial houses have collapsed, and banks have threatened to collapse. The first wavelets of
the financial crisis reached Australia in mid-2007, when it became impossible to sell Australian
mortgage-backed securities on international financial markets because of bad experiences with such
securities in the United States. The crisis reached Australia with much greater force in September 2008
in the form of a plunge in the value of the Australian dollar. In terms of Japanese yen, the market value
of all assets in Australia at the end of October 2008 was little more than half what it had been four
months earlier.

The history of financial crises is as long as the history of banking. It has a common theme: crises occur
sooner or later when financial intermediaries lend to borrowers who turn out not to be credit-worthy.
A classic case occurred in the Netherlands a couple of centuries ago, when financiers lent to
speculators in tulips. Much more recently, in the 1980s Australian banks and other financiers rushed to
make loans to corporate financial engineers. Among the culprits in the current United States collapse
were lenders who made loans to households without responsible credit risk assessment, or (imputing
blame the other way round) households who borrowed beyond their capacity to service debt, or
(converting the blame to misplaced idealism) politicians who wanted to increase home ownership
among low-income households. The more clever culprits included those who invented financial
techniques which were supposed to manage the risks but which turned out to magnify them — and the
investors in such instruments, who turned out to be misguided or misled. A favourite technique was
leveraging, by which the profits available in good times were concentrated on small equity tranches in
debt-laden balance sheets — with rates of return sometimes augmented by high rates of dividend
payout, sometimes tantamount to asset stripping.

Leveraging was designed to generate capital gains, and, in a fine example of market mispricing, it
initially did so. However it overlooked the purpose of equity in balance sheets: to give businesses an
element in their liabilities on which returns can be varied as profits change, and hence to help in risk
management. When a leveraged firm has to deal with adverse events, it can easily lose its equity and
be unable to service its debts, placing itself, from its bondholders’ point of view, in the same position
as an overcommitted householder. Again, contributions to the collapse came from the gullible who
invested in these equities, and the financial advisers who said they should do so, the auditors who
underestimated the risk and the regulators who failed in their duty to enforce bank prudence — and
from the governments which accepted that the finance sector should be given full rein to run the
economy to maximise its own short-term profits.
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Reflecting the lapse from prudential standards, during the boom financial houses employed
imaginative lawyers and accountants to create new financial products and salespeople to spruik them.
Because of this creativity the full extent of financial disarray is not yet known. In Australia, it took
several years for the damage from the stock exchange collapse of 1987 to be fully documented,
leading into the business collapses and recession of 1990. On this precedent the world faces years of
uncertainty as the global financial system is sorted out. This uncertainty of itself is a force for
depression, and doubly so when coupled with the effects on the world trading system of the reduction
in United States imports which will inevitably result from the tightening of household budgets in
North America.

5.2 The financial crisis as the fall of neoliberal economics

The United States financial collapse is already seen as more than just another in the long sequence of
financial crashes. Instead, it is seen as doing for the United States what the fall of the Berlin wall did
for the USSR: deeply challenging the prevailing way of thinking. In the USSR the prevailing way was
an oversimplified Marxism, and in the United States the prevailing way has been an oversimplified
version of economic theory known as neoliberalism — an oversimplification which reduces to the idea
that, left to themselves, markets will work efficiently. Andrew Hamilton has summarised the
underlying neoliberal argument in the following terms. ‘Neoliberalism assumes that in the market the
actors are individuals, not communities, and that they seek to increase their wealth. Wealth expands
the life choices individuals can make, and so their happiness. Therefore they should be allowed to
engage in the market free from constraint.” The financial crisis has revealed the deficiency of this
argument. ‘Neoliberalism failed to take account of the importance of relationships in human activity. It
ignored particularly the importance of trust and of the conditions that nurture it. It therefore
disregarded the power of greed to destroy the trust that is essential if markets are to work. Its
assumptions about human life were jejune.” (Eureka Street 7 11 08)

To outside observers like Hamilton the collapse of the unregulated United States securities markets
reveals the inadequacy of market economics. However, a whole generation of economists, bureaucrats
and politicians has been American-trained to think in these terms, and their habits of mind will not be
easily disturbed. This is even more the case when neo-liberal economics has the support of powerful
political interests — in this case the finance sector. To quote Peter Brain’s observations in 2001:

“The current dictatorship by the finance sector means that the effective national interest is defined by
the incentives in fund manager remuneration packages. What a stupid way to run an economy. You
know you are living in a regime of dictatorship of established interests when blatant hypocrisy is
employed to enhance interests. The finance sector argued long and hard in the late 1980s and early
1990s that Australia’s low household savings rate was detrimental to long-term economic
performance. The superannuation levy, with enormous benefit to superannuation funds, was imposed
to increase household savings. The policy failed and household savings at the end of the 1990 decade
were negligible, compared to the nine per cent level at the beginning of the period. Judging by the
strong endorsement of the finance sector to the strength of Australia’s economic fundamentals over the
last few years, one can only conclude that negligible household savings are now good for sustainable
development.’

The capture of Australian intellectuals and politics by neoliberal economics should be borne in mind,
not only when we come to consider policy responses to the financial crisis, but when we examine
policy studies such as the Garnaut report on climate change.
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5.3  The spread of the financial crisis to Australia

Financial breakdown in the United States is particularly significant for Australia, for two reasons.
First, Australia depends heavily on production for the United States market — not so much by direct
sales, but by sale of minerals to countries which depend on exports to the United States to earn the
foreign exchange with which they pay Australia. Second, Australia has been an eager disciple of
neoliberal market economics as taught in the United States and has reformed its own economy in
imitation of the United States. The nagging question is whether the reforms have included importing
the weaknesses which led to the breakdown of the United States financial system.

Local government practitioners will be familiar with the theme of the United States inspired reform
program in Australia: give primacy to competition in all economic policy decisions. An obvious
example was the requirement for National Competition Policy reviews of council services. The
primacy of competition has been reflected in decisions to privatise public authority businesses;
deregulate the labour market and sideline the unions, and (perhaps most significant for present
purposes) decisions to de-regulate the financial system.

In Australia financial deregulation involved Reserve Bank of Australia withdrawal from direct control
of bank interest rates and balance sheets. The latter withdrawal meant that the Reserve Bank of
Australia no longer even pretended to control the supply of money and credit. The stated aim of bank
deregulation was to stop governments from interfering in matters which should be market-determined
while maintaining prudential regulation to ensure the soundness off the banks. However, the new
prudential regulation was, in the language of the day, deliberately light-handed and certainly did not
interfere with the banks’ judgement when they saw profit in the expansion of credit.

Financial deregulation has been lauded as yielding competitive efficiency dividends, but as National
Economics has pointed out in previous SOR reports, it has also generated three extremely dangerous
balance-sheet outcomes:

O aland boom, resulting in housing prices way above the capacity of potential purchasers to pay;
O avery high level of consumer debt; and

O afinancial system (chiefly a banking system) which has borrowed heavily overseas,

plus two extremely dangerous flows of funds:

a reliance on continued consumer borrowing to maintain demand (that is, to maintain retail sales
of goods and services, generating incomes for retailers and service workers, and thus for
producers in general); and

a reliance on continued overseas borrowing to finance the imports which are required to satisfy
consumer demand.

In October 2008 these weaknesses had placed the Australian government in a quandary. For over a
decade the banks had kept the land boom going by pumping out mortgage loans, and the expectation
in Canberra seemed to be that the economy could be kept bubbling along indefinitely. However, the
troubles in the United States caused a re-think in Australia. Consumers remembered their parents’
warnings about putting things on the never-never, and banks began to wonder about the reliability of
their loan repayments. The Reserve Bank of Australia reacted in the only way it knew how — indeed,
under deregulation in the only way it was allowed to. It cut interest rates, to encourage the public to
keep on spending. Meanwhile the world made its judgement on Australia: exports likely to falter,
export prices already falling and interest rates unattractively low from the point of view of overseas
investors. The result was withdrawal of overseas loans and a plunge in the exchange rate — which
cannot but work through to a burst of inflation as the price of imported goods rises. Following its usual
rule of inflation targeting, the Reserve Bank of Australia should now raise interest rates. The quandary
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is that the domestic economy requires low interest rates if it is to keep busy, but the overseas creditors
require high interest rates.

National Economics predicted this impasse eight years ago, when the land boom was only just
gathering strength. “The real threat of inflation in Australia over the next few years comes from the
risk to the exchange rate, which in turn comes from the financial imbalances created by the lack of
monetary policy. Australia will not create the preconditions of long-run sustainable growth until the
current dictatorship of the finance sector over monetary policy is crushed. This would involve paying
real respect to a much broader range of monetary policy targets, including imposing maximum credit
growth rates.” It is a matter of record that this advice was not heeded.

Leaving Australia’s particular vulnerability aside for the moment, at the global level the prime
question is: can there be a replacement for sales to the United States as a source of revenue to finance
global production? Or should the world meekly accept the onset of the depression that it has to have?
This would be a difficult question at the best of times, but these are not the best of times. The answers
will have to be compatible with a response to that other approaching whirlwind — climate change.

54  Climate change and the world economy

The portents on the climate change side are even more alarming than those from the financial sector.
In last year’s SOR report we described the bad news for Australia contained in the Stern Review for
the British government and in the latest report of the Intergovernmental Panel on Climate Change —
the extension of deserts, the intensification of cyclones. The portents now are that the IPCC were
optimists, for they omitted the effect of global warming on the earth’s stores of ice and frozen
methane. Within the last two years the evidence that the Greenland and West Antarctic ice sheets are
melting and sliding into the sea has become overwhelming. This meltwater alone has potential to raise
sea level by four or five metres by the end of the present century (Hansen 2009). Similarly the
Russians are reporting increased releases of methane from the tundra and from under the Arctic sea.
These have the potential to speed global warming.

There is a very simple prescription for arresting climate change: the world economy must drastically
reduce its emissions of greenhouse gases, principally carbon dioxide. This will require scrapping large
amounts of emissions intensive equipment and the substitution of zero emissions equivalents — which
fortunately already exist for most types of emissions. This in turn requires a massive investment
campaign.

At this point the global logic becomes blindingly obvious.

U The global economy can no longer focus on satisfying the United States demand for imports.

U Similarly, world economic activity can no longer be sustained by fossil fuel technologies. There
is a pressing global need to invest in emissions abatement.

O Therefore investment in emissions abatement should replace United States demand as the major
focus for world production.

Easier said than done, but at least the connection is being made. In mid-October 2008 the United
Nations Environment Program called for ‘a refocusing of the world’s economy towards investments in
clean technologies and natural infrastructures such as forests in a Green New Deal that could revive
the stumbling global economy, combat climate change and cut poverty’. Similarly Nicholas Stern,
whose report on climate change was reviewed in last year’s SOR report, wrote: ‘Let us grow out of
this recession in a way that both reduces risks for our planet and sparks off a wave of new investment
which will create a more secure, cleaner and more attractive economy for all of us. And in so doing,
we shall demonstrate for all, particularly the developing world, that low-carbon growth is not only
possible, but that it can also be a productive and efficient route to overcome world poverty.’
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As we delve into the detail, we should not lose sight of this disarmingly simple proposition. Economic
growth as we have known it over the past few decades was both financially and environmentally
unsustainable — indeed it has been environmentally unsustainable for the best part of two centuries.
The first priority now is to pursue an environmentally sustainable world economy, and to use this
priority to guide the necessary financial reconstruction.

5.5  The bad news on climate change

In last year’s SOR report we provided a summary of the then-current predictions of climate change.
However, events have moved on alarmingly, and an update is necessary.

The suspicion that economic development based on the combustion of fossil fuels is not sustainable
has a long history. An example which may be remembered by today’s senior executives and
councillors was the Club of Rome’s dire forecasts, published in the mid 1970s, which predicted the
imminent collapse of energy-intensive economies due to failing supplies of fossil fuels and other raw
materials. Though the oil price shocks of the 1970s gave these predictions an initial plausibility, they
were eventually laughed out of court. It turned out that there was more oil than was then thought, and
certainly plenty of coal. Despite current second thoughts about oil and gas supplies, the Club of
Rome’s forecasts now provide a precedent for laughing at any suggestion that there are limits to fossil
fuel consumption.

Laughter, accompanied by the cutting off of research funds, was the major response to James Hansen’s
1981 paper on the likely effects of fossil fuel use on the earth’s climates. The summary of his paper
included the following: ‘It is shown that anthropogenic carbon dioxide warming should emerge from
the noise level of natural climate variability by the end of the [20™] century, and there is a high
probability of warming in the 1980s. Potential effects in the 21% Century include the creation of
drought-prone regions in North America and central Asia as part of a shifting of climatic zones,
erosion of the West Antarctic ice sheet with a consequent worldwide rise in sea level, and the opening
of the fabled Northwest Passage.” These predictions have now been proved correct. In Joseph Romm’s
words: ‘The 1980s warmed, the Northwest passage opened, the drought-prone regions have emerged
and sea level rise is a top worry (even if Greenland has emerged as more troublesome than West
Antarctica).” Hansen has emerged credible, and the Intergovernmental Panel on Climate Change
(IPCC), on whose scenarios discussions about greenhouse response have so far been based, finds itself
accused of undue optimism.

Despite Hansen’s warning about the potential for rapid melting of ice sheets, the climate change
modellers who contributed to the forecasts prepared by the IPCC left ice sheets out of their
calculations. The IPCC comprised modellers who, in the main, had a background in atmospheric
physics, so they concentrated on atmospheric behaviour under increased insulation. With climate
change sceptics laughing, carping and extremely influential with governments, the modellers were
under pressure to emphasise their scientific conservatism. The IPCC scenarios identified drought as a
major consequence of global warming, and as the evidence from Southern Australia, South Africa,
North Africa, Southern Europe and California accumulates these forecasts have been shown to be
correct in broad direction but conservative in their prediction of impact. The IPCC scenarios also
included warnings of sea level rise which, while correct in direction, were based mainly on the
expansion of sea water due to warming and, by omitting ice-melt, understated the likely rise by an
order of magnitude. Australians should note that the Garnaut Climate Change Review is based on the
IPCC scenarios. Chapter 2 of that report, ‘Understanding climate science’, follows the IPCC in
assuming that sea-level rise due to ice melting will occur very gradually over several millennia (p42).
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Hansen’s original forecast of ice-melt has been confirmed by two sets of observations. One is that the
rate of melting of the ice sheets has increased — due not only to warming, but to factors such as the
lubrication of the interface between the ice and the underlying rock by meltwater, causing the ice to
head more rapidly into the sea. A second, broader source of confirmation comes from the
paleontological evidence, which indicates that there have been rapid changes in climate and sea levels
which were not taken into account in constructing the IPCC climate change models were estimated
even though they were within the very recent geological past, and indeed within the human past. A
visit to Kakadu is enough to observe the effects of climate change — here one can see drawings on rock
executed many thousand years ago, when the climate was drier and the sea was far away as attested by
the animals drawn. A similar experience is available on the Burrup Peninsula in Western Australia,
where the ancient sculpted animals are those which dwelt on inland rock-ridges one hundred
kilometres inland, not by the seaside. Australian society is making a strong statement about its
priorities by encouraging the bulldozing of these ancient carvings to provide sites for LNG plants and
fertilizer factories, which in turn will add to the greenhouse gas emissions which will eventually result
in the sites being drowned by sea level rise, or more likely flooded by storm surges.

Unlike current change, the changes in climate which increased rainfall in Kakadu and the increase in
sea level which created the Burrup Peninsula were not precipitated by human activities, but the fact of
them puts the lie to the myth of inherent climate stability. Hansen is not the only scientist to sound the
alarm: broadly similar summaries of the evidence are available from other sources such as David
Spratt and Philip Sutton’s book Climate Code Red (Melbourne, Scribe, 2008). The scientific
consensus includes the following propositions.

O Climate change from global warming is already under way, driven by human emissions of
greenhouse gases.

d It is not a simple steady process, but is likely to be subject to sudden and perhaps irreversible
accelerations, for example due to melting of ice caps or release of methane from the tundra.

O The two most worrying consequences of accelerated change are the expansion of deserts into
the areas of previously Mediterranean climate, and rises in sea level which could drown the
world’s ports within a few decades. While humanity may be able to live with — indeed is already
living with — the consequences of significant global warming (around 0.8°C averaged across the
whole earth since 1850), accelerated change would be disastrous.

Global warming is due to the accumulation of greenhouse gases, chiefly carbon dioxide.

The other greenhouse gases — methane, nitrous oxide and various by-products of the chemical
industry — are responsible for roughly 15 per cent of the trend to global warming.

U Reflecting its primacy as a greenhouse gas, discussion of climate change concentrates on carbon
dioxide. The atmospheric physics of carbon dioxide is complicated because the gas is
continuously generated and absorbed in the natural carbon cycle — the human contribution being
to put this cycle out of balance.

U The current total concentration of greenhouse gases is around 460 parts per million (ppm)
carbon dioxide equivalent, of which 387 ppm is carbon dioxide alone. The carbon dioxide
concentration is increasing by 2 ppm a year. The pre-industrial concentration was 280ppm.

QO  To retain the ice caps — and also to retain any hope of continuing agriculture in the southern
Australian wheat belt — the carbon dioxide concentration needs to be returned to less than 350
ppm, and perhaps to 300 ppm. To re-freeze the Arctic sea ice, which seems to be the most
sensitive measurable indicator, the concentration needs to dip below 325 ppm.
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Though substantial reductions in concentration are required, it will not be necessary or desirable to
eliminate all carbon dioxide emissions. The challenge is to bring emissions to within the earth’s
capacity to cope.

56  Greenhouse gas emissions abatement targets

The action required is deceptively simple. It is that the world’s nations should set a target
concentration of greenhouse gases in the atmosphere, and attain that target. Responsible scientists
now place the target in the 300-350 parts per million carbon dioxide range — probably closer to the
lower than the upper bound. This translates into a range of around 365-425 ppm carbon dioxide
equivalent. These targets are lower than those which were under discussion in 2007 as giving an even
chance of avoiding dangerous climate change. The Stern report to the British government reflected
this state of play, as does the Commonwealth of Australia’s Garnaut Climate Change Review Final
Report, published this year. The revised reasonably-safe upper bound of 425 ppm carbon dioxide
equivalent is significantly below Garnaut’s ‘stringent’ target of 450 ppm and even further below his
‘politically feasible’ target of 550 ppm. (In fairness to Garnaut, if we note that these targets were
written into his terms of reference.)

An important difference between Garnaut and Hansen is that the former is willing to contemplate a
period of ‘overshoot’ before the atmospheric concentrations are stabilised at the target level. Garnaut
follows the IPCC in assuming that the world’s climate system will tolerate this; Hansen argues that the
period of overshoot is likely to trigger irreversible changes which either cannot be scaled back as the
concentration of greenhouse gases subsides (like ice sheet melting) or will make it impossible to meet
the target (such as release of methane from the tundra).

That recommended targets can change so significantly in one year — and that the Commonwealth’s
greenhouse emissions adviser can be caught — is testimony to the rapid unfolding of events.

How does this global target translate into emissions? If the global concentration of greenhouse gases is
already above the maximum prudent level, we know for certain that current global emissions of carbon
dioxide of approximately 30 gigatonnes a year (or around 50 gigatonnes a year carbon dioxide
equivalent) are already excessive. At this point we may quote Garnaut: ‘Carbon dioxide is naturally
removed slowly from the atmosphere through exchange with other parts of the carbon cycle. The
current rate of emissions is well above the natural rate of removal. This has caused the accumulation
of carbon dioxide in the atmosphere. To achieve stabilisation of carbon dioxide concentrations,
emissions must be brought down to the natural rate of removal.” The report notes that, as the
atmospheric concentration of carbon dioxide increases, these sinks (such as carbon dioxide dissolved
in the oceans) absorb some of the carbon dioxide released to atmosphere. However, ‘once stabilisation
in the atmosphere is reached, the rate of uptake will decline. Long-term maintenance of a stable carbon
dioxide concentration will then involve the complete elimination of carbon dioxide emissions as the
net movement of carbon dioxide to the oceans gradually declines.” (p 43)

There you have it: the target is no less than the elimination of net carbon dioxide emissions — that is,
for every man-made carbon dioxide emissions there has to be an equal man-made carbon dioxide
sequestration.

This is the reason why Hansen is dead-set against emissions quotas. Whatever role interim targets may
have in phasing down emissions, they give legal legitimacy to unsustainably high emissions. Hansen is
thus consistent in opposing emissions trading, since it creates property rights in circumstances where,
in his view, none should exist.
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The admission that the sustainable carbon dioxide emissions target is net zero is readily translated into
targets for every country. It involves a return to the position in the early nineteenth century, before the
industrial revolution, when humanity lived within the constraints of the natural carbon cycle. This was
a time when the world human population was much less than it is now, and the standard of living in
middle-income and rich countries was less comfortable than now. Even though technological change
means that a twenty-first century economy which lives within the limits of the carbon cycle would be
much less constrained than the economy of two centuries ago, there is an overwhelming political
demand that emissions be phased down over time, rather than cut right out. Fortunately, it appears that
some parts of the carbon cycle work rather slowly, particularly the oceanic absorption of the gas,
giving rise to the possibility that atmospheric concentrations can be stabilised for the next few decades
while still permitting net positive emissions. Judgements vary as to the ‘safe’ level. The
Commonwealth Treasury’s judgement is ‘significantly less than half of current emissions levels’.

(p11)

As reported by Garnaut, current global emissions per capita are 6.5 tonnes of carbon dioxide
equivalent (CO,-e) a year, with Australia producing around 28 tonnes per capita. A per capita
allocation of 3 tonnes implies that Australia’s emissions should be reduced by 90 per cent, with further
reductions to come as the population grows and the target reduces to zero. The Garnaut report is based
on the judgements that reductions in Australian emissions to 21 tonnes carbon dioxide equivalent per
capita by 2020 and 2.8 tonnes per capita by 2050 are compatible with stabilisation of the atmospheric
concentration of greenhouse gases at 450 ppm (fig 12.2). Further reductions would then be required to
meet the eventual target of zero net emissions.

There are many who would prefer to deny Australia’s responsibility to reduce emissions. The human
propensity to deny responsibility goes back to Adam and Eve, and is particularly tempting in cases
where the actions of individuals, indeed of entire countries, make very small contributions to the
overall problem. We can see that Australia’s drought-affected farmers are facing disaster, but there are
those who prefer to disbelieve the scientists who tell us that the disaster is man-made. Even if those
who concede that climate change is due to human behaviour may blame China or the United States
and fail to take responsibility for our own contributions. It is tempting to try to carry on as usual.

Maybe this is the decision that humanity as a whole will take. However, the consequences for the next
generation are so serious that this report assumes that the world at large will accept the scientific
diagnosis and its consequences. The working of financial markets will also tend to force the issue.
Insurance companies are strongly attuned to the risks of climate change, and the outlook is that
properties exposed to the effects of change will become uninsurable. The world investment
community is starting to wake up and is discounting the value of emissions intensive businesses and
countries. For example, Prince Charles is sponsoring a campaign to persuade pension funds to stop
investing in emissions intensive businesses and take stakes in companies developing sustainable
energy solutions. Again, in some countries there are now strong political demands for reduced
emissions, particularly from young people, and European governments in particular are taking action.
Even in Australia, the country’s first political demonstrations demanding closure of coal-fired power
stations have already taken place in the Latrobe Valley.

As a debtor nation Australia is very poorly placed to go it alone and refuse to take responsibility for
emissions abatement — our creditors are in a position to force us to act. Whether the commitment arises
voluntarily or through international pressure, it is probable that, within the next decade, Australia will
find itself pursuing a CO, atmospheric concentration target of less than 350 ppm, implying a cut of
more than 90 per cent in current greenhouse gas emissions.

What would such a commitment involve? We can begin our answer to this question by going back to
the review of the Australian greenhouse gas inventory in last year’s SOR report. The inventory lists
the ways in which Australia is contributing to the flow of greenhouse gases into the atmosphere. The
pattern is not necessarily the same in all countries, mainly because the Australian electricity generation
industry is unusually greenhouse-gas intensive. However, the same list of sources applies: if the world
is to achieve the stringent target it will have to drastically reduce the burning of coal; very

National Economics/Australian Local Government Association State of the Regions 2008-09 (81)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



considerably reduce consumption of petroleum fuels and natural gas, curb other emissions such as
methane from agriculture, and increase sequestration. This list is scary. Where will we get our
electricity? What will become of our beloved motor cars?

5.7 The basics of emissions abatement

Before we jump to the conclusion that nothing can be done and the world’s human population should
have one grand party before the earth becomes uninhabitable, we should at least try and think about
what could be done. Since the problem is global, the response must be global, and the first place to
look for careful thought as to what should be done is therefore the global agencies. True to
expectation, the International Energy Agency (IEA) has responded to the crisis and produced a review
of the technologies which, in our present state of knowledge, is relevant to the reduction of emissions
with minimum sacrifice of standards of living. In reviewing this material it should be remembered that
the IEA, like the IPCC, is authoritative but conservative, with a tinge of optimism.

Despite the depth of its research, the IEA’s methodology is quite simple. It first sets up a base case by
taking a projection of world economic growth, from which it derives energy demands. It specifies the
technologies which are expected to meet these demands in a business-as-usual scenario, taking into
account known fossil fuel supplies and currently expected technological developments. It therefore
includes restrictions on the supply of crude oil in its base case, as well as unrestricted supply of coal.
The resulting growth in emissions is sufficient to guarantee very nasty climate change.

The IEA then prepares its abatement scenarios by starting from the array of possible abatement
technologies. It asks several questions of each technology.

O What is the current cost of this technology, and how is it divided into capital and operating
costs?

U What is the expected future cost of this technology? How is it likely to respond to research,
development and demonstration expenditures and how is it likely to respond to increased
uptake? (Increased uptake generally leads to reduced costs through economies of scale,
improved understanding of the technology by its operators, improved designs through customer
contact, etc.)

O What is the scope for application of this technology in relation to the base case? For example,
the scope for abatement from a technology like solar water heating is limited by the number of
households which do not yet have solar heaters and which have suitable roofs for the heaters.

Having answered these questions as best it can the IEA lines up the technologies in merit order, least
cost first. The line-up is expected to change from year to year, as potential is taken up and as costs fall
in response to the identified cost drivers. The result, for any year, is a line-up which generally starts
with a few technologies which offer emissions abatement at negative cost. These are the ‘no regrets’
options, most of which offer savings in operating costs which more than justify a capital expenditure.
The typical case is savings in heating and cooling costs which justify a modest capital expenditure on
building insulation. From the point of view of market economics these options should not exist
because economic men (neo-liberal economics is built on the concept of ‘economic man’) are assumed
never to forgo an opportunity to increase profit. However, they have often been observed, as when an
energy advisor comes across a building which could profitably have been insulated years ago. Because
of their resistance to the usual market incentives, potentials and cost savings are hard to calculate,
especially when one includes the costs of whatever non-market measures are necessary to ensure that
the potential abatements are achieved. Engineering estimates are that the abatement potential of
improved energy efficiency obtainable at negative cost is considerable — up to around a quarter of the
90 per cent target, both in Australia and at the global level.
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After the no-regrets options comes a substantial array of relatively low-cost options. Most of these are
in the electric power sector. These technologies have costs assessed at around $50 to $100 a tonne of
CO, abated, compared to the base case. (For comparison, the current Australian petrol tax works out at
roughly $120 a tonne of CO,.)

Once these opportunities are exhausted, the graph of costs against emissions reduction begins to rise
quite steeply as abatement moves into the manufacturing and transport sectors. Abatement targets
which require over 60 per cent reductions in emissions necessarily require reductions in these sectors,
where the IEA estimates that costs will be at least $300 per tonne of CO, abated, more likely around
$600 per tonne and half as much again on pessimistic assumptions — the differences reflecting the
uncertainties of technological development over the next few decades. (For comparison, typical
current petrol taxes in Europe work out at around $600 a tonne of CO,.)

The IEA does not go into the macroeconomics of emissions abatement — where the resources to
finance a massive program of emissions abatement are to come from, and what the effects of the
program will be on incomes and consumption patterns. Its contribution is to describe and cost
abatement technologies.

5.8 Emissions abatement — the basics in Australia

McKinsey and Co have prepared similar abatement cost estimates for Australia, which begin with a
range of negative-cost energy efficiency measures, move into moderate-cost measures to replace coal
as a fuel for generating electricity, and then rise as abatement moves into manufacturing and transport.
James Hansen has drawn the obvious conclusions. In an open letter to Mr Rudd posted on 27 March
2008, he suggested that the most urgent action for Australia is to begin the phase-out of coal-fired
electricity generation, except where the resulting carbon dioxide could be sequestrated. Other
important subsidiary issues are the need to phase out the burning of oil and gas in energy utilities,
industrial facilities and transport, and the removal of barriers to increased energy efficiency. Based on
its experience in modelling the energy sector, National Economics would similarly see the following
as priorities.

1. Convert electricity supply from fossil fuels to non-greenhouse emitting sources — coal-fired
stations first.

2. Pursue an energy-efficiency program, in particular reducing the demand for energy for space
heating and cooling by retrofitting improved insulation.

3. As non-greenhouse electricity supply is augmented, convert transport from the internal
combustion engine to electric power.

4, Institute a sequestration program, involving forestry and the development of biosequestration
technologies.

As regards the technical practicability of step 1, decarbonising the electricity supply, there is little to
add to the discussion in last year’s SOR report — save that, with the more stringent target, the gain by
converting from coal to gas power will necessarily be no more than a transitional phase, quite possibly
brief. In considering the possibility of converting to renewable sources, it is worth remembering that
electricity supply systems wholly based on renewable power are by no means unknown — Tasmania
had one until demand rose above the capacity of its hydro system, which was simultaneously falling
due to climate change. Even though Australia’s potential for hydro electricity is largely exploited,
there are considerable opportunities for wind, solar and geothermal electricity. Development work
continues on carbon capture, transport and storage, but it remains an unproven suite of technologies,
and there is more than a whiff about it of a rearguard action to salvage the value of existing resources.

The technology for step 2, improved insulation, is old and proven.
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Step 3, the decarbonisation of transport, requires more imagination. Over the past century so much
research, development and capital, not to speak of emotional commitment, has been invested in the
internal combustion engine that it is difficult to imagine it being consigned to museums, as the steam
locomotive was fifty years ago. However, stringent emissions targets allow very little, if any, room for
continued use of carbon-dioxide emitting engines. To maintain the value of internal-combustion
technology, two rearguard actions have been proposed.

O Re-power internal combustion engines with hydrogen. This requires investment in vehicle
conversion, in a network of hydrogen service stations, and in production of hydrogen from
renewable sources. Technological breakthroughs would be necessary to make hydrogen cost-
effective as against renewable electricity and batteries.

U Biofuels have potential to pass the renewable test, but require an increase in agricultural output
at a time when capacity is diminishing as a result of climate change. Potential can only be
assessed as fairly limited.

On present indications, we therefore expect that electricity will be the way to convert renewable
energy into movement of goods and people on land. Proven and cost-effective technologies exist for
the electrification of rail transport and at the other end of the spectrum proven and cost-effective
technologies exist to design small, light, battery powered vehicles for relatively short distance travel —
in other words, the pattern of travel accomplished by the typical urban car or delivery van. There are
also promising developments in wind and solar power for shipping. The uses in which the internal
combustion engine (either reciprocating or jet) is hard to replace are air transport, heavy road vehicles
and agricultural power. However, in heavy road vehicles trolleybuses are a proven technology and
current models have battery power for short forays away from the wires. The designs could be adapted
to trucks. It is also worth noting that, overland, aircraft can be replaced by fast electric trains without
serious time cost for distances up to one thousand kilometres or so.

Step 4 also appears practicable. It will involve a mixture of extremely traditional technologies like tree
planting, and newer forms of biosequestration.

This list outlines a program by which most energy services in the Australian economy can be
converted to non-greenhouse sources rather than simply eliminated. As remarked last year, the
remaining areas of exceptional difficulty such as long-distance aircraft, cement manufacture and the
metallurgical use of coal may have to be scaled back, but may also perhaps be continued within the
drastically reduced emissions cap — especially if that cap is augmented by sequestration. The program
faces economic and political rather than technical constraints — it involves writing off and scrapping a
significant amount of equipment and its replacement with new equipment. It will also require much re-
training of skilled workers. Fifteen years ago National Economics made the point that greenhouse gas
abatement would be relatively costless if it could be accomplished slowly, allowing business to wait
till emissions intensive equipment had been fully depreciated before replacing it with low emissions
equipment. Nobody listened, and the urgency of action is now such that much non-depreciated
equipment will have to be scrapped.

As at the global level, the basic strategy must be to switch from consumption as the driver of the
economy to emissions abatement investment. A golden opportunity to do so is presented by the
present financial crisis, the one certainty of which is that the United States can no longer bear the
burden of buying goods and services sufficient to keep the world economy powering along.
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) The financial whirlwind explained

It is no accident that the current global financial crisis began in the United States. The crisis reflects
financial weaknesses which have their origins deep down in the way in which the current generation of
United States administrators and economists think about economics — the mindset of neo-liberalism, or
market economics. This is important to Australia, because we imported neo-liberalism along with a
generation of American-trained economists and United States admiring business people, politicians
and journalists. However, the American crisis raises highly practical questions for Australia, questions
which challenge the intellectual primacy of neo-liberalism only indirectly. The significance of neo-
liberalism for Australia is that it has led us into some very poor policy, and threatens to limit the
creativity of Australia’s response to the current crisis.

6.1 The financial crisis and Australia

The immediate effect of the United States financial crisis in Australia was that investors in the United
States financial intermediaries which went broke lost their money. These losers are not as wealthy as
they once believed themselves to be, and are less able to buy goods and services — hence the
beginnings of recession. A more important effect is psychological: businesses and households reduce
their estimates of future incomes, and so mark down possible investment projects and have second
thoughts about borrowing and spending. As the financial crisis proceeds, banks tighten lending
criteria, so contributing to the fall-off in purchasing power and the recession. If this happens primarily
in the United States, the effect is transmitted to the rest of the world via declining United States
imports. In this respect Australia is not as badly placed as some: the United States-Australia free trade
agreement did not do much to increase Australian exports to the United States, and Australian
vulnerability to reduced export revenues is mostly indirect. It depends on how China, Japan and Asian
countries generally cope with the United States breakdown.

However, as also pointed out above, Australia is not well placed to weather a financial breakdown,
even when that breakdown originates overseas. Optimists will point out that in 1998 Australia was not
much affected by the Asian financial crisis, but Australian balance sheets have deteriorated seriously
since 1998 and this time round the financial shock is greater because it is global in extent. It is also
currently being argued that the Australian financial sector is in much better shape to weather a crisis
than the American, since there was not the same proliferation of derivative financial instruments or the
same obfuscation of risk. However, it remains that Australia, both at the household and the national
level, financed consumption by borrowing. This was most unwise, and has left a heritage of
overstretched household borrowers. Accountants assess financial vulnerability by looking at balance
sheets, and what they see in Australia is the legacy of poor economic management during the neo-
liberal era.

The poor condition of Australia’s balance sheets has domestic and international aspects. Starting with
the domestic side, as past State of the Regions (SOR) reports have pointed out, the land boom which
Australia enjoyed in the decade from 1996 affected household balance sheets by increasing the market
value of residential land, with a counterpart of increased mortgage debt. The aggregate household
balance sheet does not look too bad till one calculates the cash flows required to service the debt.
These have risen to a dangerously high proportion of household income. In the light of the effect of
high household debt in the United States, continued bank lending to households is hardly an option in
Australia — hence the need for an alternative to consumer purchases as a source of cash flow with
which to finance employment.
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World trade inevitably spreads recessions from country to country. The reduced imports of the
recession countries result in reduced exports for the countries not yet in recession, hence reduced
incomes for their exporters. Where the not-yet-recessed countries have plenty of household savings, it
is possible for them to compensate by encouraging households to spend some of their savings and buy
the goods and services which would otherwise have been exported. However this is not possible in an
economy such as Australia where households are indebted. In such countries reductions in export
income have knock-on effects — it is much harder to arrange a substitute source of income, and
reductions in income and employment become difficult to avoid. These reductions can result in
financial instability, since some at least of the households which suffer income reductions will lose the
capacity to service their debts. This presents the banking system with a tricky problem. If the banks
bankrupt their debtors and repossess properties, they are liable to find themselves with assets which
are no longer worth their land-boom valuations. If they choose to sell the assets, they take an
immediate write-off; if they choose to hold, they may or may not be able to generate sufficient income
from the properties to meet their obligations to the lenders from whom they have borrowed. If they
renegotiate the debts to what the households can manage to pay, they may again find themselves
without the capacity to service their own debts.

If Australian banks had not borrowed overseas to finance their credit expansion, the Reserve Bank of
Australia would have considerable room for manoeuvre in responding to the crisis. If borrowers
default on their loans and so threaten to give the banks an excess of liabilities over assets, the Reserve
Bank of Australia could help the banks to re-negotiate both their loans (assets) and borrowings
(liabilities), perhaps making good any deficiencies with cash grants. Such policies raise serious issues
of fairness, but in desperate circumstances cash refinancing can be the less-worse option.

However, the Reserve Bank of Australia does not have a free hand, since it has to take into account the
heavy overseas borrowing of Australian banks — the balance sheet counterpart to their mortgage loans
to Australian households. This debt arose year by year over the past couple of decades, after Australia
switched from a policy of limiting overseas borrowing to the financing of resource development
(which, if successful, generated a flow of export revenues from which the debt could be serviced and
repaid) to a policy of allowing banks to borrow overseas and on-lend to households. At the time of its
adoption, various old-timers queried the prudence of this new policy, but the Commonwealth
government and the market economists assured the public that all would be well, since the borrowing
and lending was throughout between private parties. If people can freely borrow and lend within a
country, why not between countries?

The difference between domestic and overseas borrowing is now sadly obvious. When debtors and
creditors are within the one country, errors of judgement on both sides (creditors over-lending to high-
risk borrowers, borrowers over-borrowing) can be dealt with within the country. When overseas
borrowing is involved, errors of judgement have to be adjudicated internationally, with the creditors
having a major say as to the terms of refinancing of debt as it becomes due, not to speak of the
financing of any further borrowing to meet continuing balance of payments deficits. Indebted banks
can face the prospect of having to repay — daunting enough if the repayment is to be in their currency
of lending (in Australian dollars) and even more troublesome if the repayment is to be in the creditors’
currencies, given that these are likely to be rising in value vis-a-vis the Australian dollar.

Our market economists hasten to protest that all is well, because the banks have hedged their overseas
borrowings against devaluation. Essentially they have paid an interest-rate surcharge to obtain a
guarantee that they can repay at a pre-specified exchange rate. This indeed gives them relief as long as
the protection lasts: they can repay their bonds at the guaranteed exchange rate. But what about
refinancing them? If the balance of payments deficit were miraculously to turn around, this would
yield a source of overseas currency to repay. But if not, there is no alternative to paying whatever
increased costs the creditors impose.
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Only the banks know precisely who their creditors are and what their currency exposures are and when
they will arise, and hence the amounts to be negotiated, when and with whom. An optimistic view is
that they will be able to manage their exposures, and it will certainly be claimed that they can - to
think otherwise would risk a crisis of confidence. When the borrowing was going on the
Commonwealth and its academic supporters assured us that taxpayer liabilities would not be generated
because the borrowing was private. However, this could only be guaranteed if, in the event of gross
errors of judgement, the banks would go bankrupt so that the debts disappear, with the cost being
borne by their creditors both international and domestic (i.e. their depositors). This simply will not
happen, and not only because the overseas creditors have unpleasant sanctions to apply to countries
which attempt to repudiate fixed-interest borrowings issued by banks supervised by their Reserve
Bank of Australia (as distinct from equity securities and junk bonds). The Commonwealth has already
guaranteed the banks against collapse, which means that Australian taxpayers (or at least the Reserve
Bank of Australia) will become liable for any overseas debt that the banks cannot service.

As an example of what may be to come, Australia should consider Iceland — a small country with
considerable natural resources in relation to its population. These resources include reserves of
geothermal power, which is making Iceland a favoured location for investment by aluminium smelting
companies concerned that, as a result of emissions abatement, they will have to shift away from
locations like Australia where they rely on electricity generated from coal. On the strength of these
prospects, Icelanders borrowed from their local banks to finance a housing and consumption boom,
and the banks in turn borrowed overseas. Iceland’s problem is that its glorious future is long-term but
its borrowing was short-term. The foreign exchange requirements to service the borrowing outran the
growth in foreign exchange earned from exports, and the value of the Icelandic krona tumbled vis a vis
the United States dollar. Unlike the United States’ banks, Iceland’s banking system had no problems
with non-performing loans; its problem was with overseas borrowing. At first the banks were
protected by hedging, but when the hedging ran out the Icelandic banking system collapsed. Iceland
sowed the wind, it has reaped the whirlwind.

What this means is that the short-term economic outlook for Australia is at least as bad as for its
mentor the United States. What it also means is that the policies which Australia adopted over the past
couple of decades, largely under American tutelage, have failed. This is not in the least surprising,
since the policies were based on faulty economics; on the short-term rather than the long, and on the
self-perceived interests of the finance sector rather than on broader sustainability, either financial or
environmental.

6.2 Market economics (neoliberalism)

We have already provided a brief characterisation of market economics, and claimed that the United
States financial crisis constitutes its Berlin-wall moment. A bit more detail is necessary if we are to
understand the policy proposals currently going the rounds, not only on financial sector rescue but on
emissions abatement.

The faulty economics — market economics — centres on the theorem that a society of rational,
satisfaction-maximising ‘economic men’ engaged in perfect competition will use their available
resources to produce an optimal mix of goods and services. In defence of the discipline of economics
as a whole, the very restricted circumstances in which this theorem is true have been specified again
and again, and their unreality emphasised again and again. Unfortunately this has not stopped market
economists from simplifying the theory and using it in two inappropriate ways. It is, first, often
mistaken as an accurate description of how the economy actually works — a misidentification which
leads to continuous errors of forecasting. Worse, it is used as a basis for practical economic policy.
The most direct application was Competition Policy, which at least had the virtue of recognising that
perfect competition was usually not achieved and is not always possible or even desirable. We have
already seen that the fatal application was to finance.
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Free market economists have dominated Australian economic policy over the past two or three
decades, and there are still plenty of them around to argue that the current financial instability (like
that of 1990) does not reflect any inherent problem with free market policies, but is due to easily-
rectified deficiencies. The United States, United Kingdom and Australian governments are rallying
round to prop up banks in the hope that this will allow a return to business-as-usual. The chorus of
ideologues is blaming the crisis on lack of sufficient deregulation, while the historically-minded blame
the failure to adhere to the gold standard. If there is any deviation from market orthodoxy, they can be
relied on to criticise the deviating government vehemently. Though different market economists would
specify the list of rules differently, their rules for economic policy are broadly as follows.

U Government budgets should be balanced over the economic cycle.

U Reserve banks should limit themselves to managing short-term interest rates in the interests of
low inflation, in Australia measured by the Consumer Price Index (CPI).

U All other economic decisions should be made by free and competitive markets, except that
governments may intervene:

(@  inthe interests of maintaining competition; and

(b)  if there are ‘market failures’, which boil down to failure to put prices on benefits or
costs. (From this point of view climate change qualifies as an unpriced cost.)

The Commonwealth of Australia, including the Reserve Bank of Australia, appears to be fully
committed to these rules.

6.3 Policy on interest rates

On receipt of the bad news from the United States, the Reserve Bank of Australia foresaw difficulties
in maintaining employment and cut its interest rates. Market economists see four benefits in this.

d In so far as a cut in interest rates reduces net bank borrowing costs, it assists in maintaining
bank solvency (and profitability).

d In so far as the cut is passed on to borrowers, pressure on the cash flows of heavily-indebted
households is reduced. Fewer of them go bankrupt, and many are enabled to increase their
consumption expenditure.

O Again, in so far as the cut is passed on, such households as still have capacity to borrow will be
encouraged to do so, once again helping to maintain consumer expenditure through the crisis.
However, there is nothing like financial uncertainty to cause solvent households to think twice
about borrowing.

O Lower interest rates provide an incentive for businesses to borrow — but again, as Keynes
pointed out over seventy years ago, there is nothing like financial uncertainty to cause
businesses to be cautious about incurring debt.

The cut in interest rates, coupled with deteriorating Australian export prospects, produced an unhelpful
result: a plunge in the exchange rate. This will raise the Australian dollar prices of imported goods and
services — both consumers’ goods and machinery and equipment. Any effect of the reduction in
interest rates on business willingness to borrow is likely to be negated by this rise in the price of
imported equipment. It will also be interesting to see whether the Reserve Bank of Australia sticks by
its general rule that rising prices should be countered by rising interest rates.
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An important problem is that cuts in interest rates threaten the capacity of the banks to service their
overseas loans. Here lies the conundrum for interest-rate policy: the domestic situation requires lower
rates to help indebted consumers and businesses but the international position requires higher rates to
finance overseas borrowing. If the Australian banks follow the precedent in Iceland, overseas demands
for higher rates will win. It is at this point that market economics collapses, leaving Australia all set to
participate in the United States led global recession.

6.4 The economics of recession

Almost unbelievably, market economics has no place for recession. Recessions are logically
impossible if markets are working as per theory, and are therefore assumed away. However, for the
reasons already considered, in practice market economies are prone to booms and busts. During booms
the economy comes to depend on unsustainable borrowing and accumulates bad financial assets — the
heritage of various misjudgements. The problem is to write off these assets and adjust system rules and
behaviour, allowing a new start which at least claims to avoid repetition of the mistakes. In market
theory this should happen rationally and equitably — even in cases like Australia’s, where some of the
ill-advised borrowing was overseas and cannot be repudiated. If everybody concerned accepts their
losses graciously, the cost of a rational financial restructuring is likely to be some mild tightening of
belts, a diversion of production towards exports and a diversion of purchases towards domestically-
produced goods and services. However, this assumes that market participants quickly and coolly
retreat from their mistakes and change their behaviour to avoid repetition.

Adjustment becomes a difficult undertaking when there are vested interests seeking to maintain the
value of bad assets and even more seeking to maintain bad system rules. The sad practicalities are that
the burdens of adjustment are rarely minimised. Those with bad assets, and even more those who are
comfortable in the present system, require heavy persuasion before they will relinquish their assets and
their status, and that persuasion perforce takes the form of declining values and unemployment. There
is a great deal of collateral damage and undeserved suffering. Unemployment, whether of labour or
equipment, raises the costs of the process of adjustment because of foregone production, and the loss
of consumer spending due to unemployment results in further losses.

This prognosis is unhappy enough. But it is not only financial vested interests that are threatened in
Australia at present. The required response to the climate change crisis is structurally similar to the
required response to the financial crisis. As a result of various natural endowments coupled with
ignorance and misjudgement, Australia has a heritage of bad energy and transport sector investments:
capital equipment which will have to be scrapped prematurely if emissions abatement is to be
effective, operated by workers with design and operating skills which will become obsolete if the
equipment is scrapped. Though concern is growing, particularly among the young, there are many
Australians who prefer not to know about it — a mixture of unbelief and denial of responsibility. In
these circumstances it is possible that Australia will attempt to go it alone — that is, to make no more
than token efforts at greenhouse gas abatement. An Australian decision to go it alone will not prevent
other countries from adopting strong abatement policies and it is quite likely that the countries on
which Australia depends for inbound investment will be in this group. The following consequences
can then be anticipated.

O Export sales of coal and eventually gas will fall off as international demand abates.

O Australian exports to abating countries will face tariff barriers, which will be set to maintain the
competitiveness of abating-country industries.

O Overseas investors in Australia may face home-country taxes on profits earned in Australia,
calculated to negate any profitability advantage of lax emissions abatement.

National Economics/Australian Local Government Association State of the Regions 2008-09 (90)
State of the Regions Report 2008-09 made possible with the assistance of Jardine Lloyd Thompson



U Overseas investors, and probably a majority of Australian investors as well, will develop an
expectation that Australia will eventually have to comply with emissions abatement. A lax
emissions policy will therefore not afford any advantage in attracting international investment.

It can confidently be predicted that the expectation of eventual emissions abatement compliance,
coupled with the expectation of international action to encourage compliance, will be discounted into
the prices of Australian assets and into the risk premium that Australia has to pay on overseas
borrowing. In other words, failure to act is likely to bring market penalties. We therefore assume that
Australia will act — perhaps sooner, perhaps later and as a result of international pressure.

6.5  The financial whirlwind explained: The statistical foundations

The causal mechanisms and the cumulative outcome over the past 15 years that have led to Australia’s
current financial vulnerability can be demonstrated by reference to a small number of statistical series.

One series in Figure 6.1 is the ratio of employer social security contributions plus household imputed
interest on superannuation assets to household gross disposable income net of cash transfers. Driven
in part by compulsory superannuation, this ratio has increased from 14 per cent in 1994 to 18 per cent
in 2007.

Household non-descretionary and total savings rate
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-e-Gross household savings ratio

Source: ABS Australian National Accounts, Cat. No. 5204.
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Over the same time period the gross household savings ratio has fallen by more than 4 percentage
points. This is perverse since both employer contributions and imputed interest are treated as part of
household income in the Australian National Accounts, with no disbursement entered on the outlay
side of the household accounts. That is, premiums and imputed interest are included in gross savings.
The expectation, therefore, would have been that gross savings should increase in parallel with the
premiums/imputed interest series. This after all was one of the objectives of the policy.

The conclusion is that the household sector simply used the deregulation of the financial system to
offset the increased savings pressure of compulsory superannuation by borrowing to finance
consumption.

This conclusion is consistent with the evidence provided in the following figure. This figure shows
the ratio of gross saving to household disposable income less the average for the gross household
savings to income ratio from 1970 to 1990, during which period the household debt to income ratio
exhibited a relatively slow upward trend, at least compared to post mid 1990s experience as indicated
by the figure on the next page.

Ratio of gross savings to household disposable income
less average gross household savings to income ratio
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-s-Change in household debt to income ratio less change in investment to income ratio

Source: ABS Australian National Accounts: Financial Accounts, Cat No. 5232 and Australian National Accounts,
Cat No. 5204

Also plotted in the above figure is the change in the household debt income ratio (shown