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About Australian Industry Group

TheAustralianindustryGroup(AiGroup)isa peakindustryassociationn Australiawhichalongwith
its affiliates representsthe interests of more than 60,000 businessesn an expandingrange of
sectors including: manufacturing; engineering; constructicn; automotive; food; transport;
information technology;telecommunicationsrcall centres;labour hire; printing; defence;mining
equipmentandsupplies;airlines;and other industries. Thebusinessesvhich we representemploy
more than one million people. Ai Group membersoperate small, medium and large businesses
acrossa rangeof industries.Ai Groupis closelyaffiliated with more than 50 other employergroups
in Australiaaloneanddirectly managesa numberof those organisations.

About this Submission

Ai Grou2 BudgetSubmissiorwasoriginallyhandedto the Governmentn December2017.While
there have been some minor adjustments,the analysisand the recommendationshave not
changed.

Australian Industry Group contact for this submission

Dr PeterBurn Headof Influenceand Policy
Ph:0294665566
Email:peter.burn@aigroupcom.au
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1.Summary and recommendations

In framingthe 201819 FederalBudgetthe D 2 @ S NJ/ ¥hSufdieiférce confidencein the path
to fiscal sustainabilitywhile providing personalincome tax relief for low and middle-income
householdspursuingfurther strongemploymentgrowth and makingtargetedinvestmentsin the
underlyingdriversof domesticproductivityandsocialinclusiveness.

TheGovernmenshouldstaythe courseonthe proposedphasedownin the corporatetaxrate over
the coming decadeand should use this initiative to build a program of more far-reachingtax
measuredhat puts! dza (i Nax arrargérentson the more solidfoundationthat will becomeall
the more importantin comingyears.

The economiccontext this year is one of still slow global growth and promisingbut fragile local
growth. TheAustralianeconomyimprovedthrough 2017,with strongeremployment,incomesand
businessnvestmentevidentacrossa wide rangeof industriesand locations.Any further recovery
and accelerationis likely to be modesthowever,with risks and challengedrom a wide range of
sources.

Thefocusofthis@ S | Budétshouldgo beyondunderwritingaggregategrowth and performance
It mustcomplementthis with an emphasison the promotion of socialinclusivenessThisemphasis
isreflectedin the priority we recommendbe givento:

1 makingfurther inroadsinto labourunderutilisation;

1 the proposedtargetingof personalincometax relief to lower and middle-incomehouseholds;
and

1 the fundamentalemphasisve placeon improvingeducationandtrainingoutcomes.
Againstthis background AiD N2 dabli€yéecommendationdor the 2018-19 Budgetare:
Fiscalpolicy

1 Ai Groupstronglysupportsthe determinationto return the Budgetto a position of long-term
sustainabilityandto provideroom to put in placestimulatoryfiscalmeasuresn the eventof a
majorthreat to aggregatedemand.

f Ai Group supports the enactment of the remaining provisionsunder the D2 GSNY Y Sy i ¢
EnterpriseTaxPlanwhich would see a companytax rate of 25 per cent phasedin over the
comingdecade. Thisshouldbe accompaniedy a programof broadertax reform measures.

1 Asalwaysthe budgetshouldpursuegreaterefficiencyin programs

1 Agoodproportion of thesesavingstogetherwith the improvedbottom line revealedin MYEFO
should be directed to acceleratingthe pace of consolidationtowards a sustainablebudget
position.
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The acceleratedpace of consolidationshould neverthelessretain a degreeof fiscal stimulus
appropriateto the clearpersistenceof labourforce underutilisation particularlyin the form of
underemployment.

Consistentwith the scopefor a degreeof stimulus, Ai Group supportspersonalincome tax
reform targetedto lower and middle-incomehouseholdsand modestincreasesn expenditure
onthe keygrowthdriversidentifiedin this submissionTheseare aimedat achievingneaningful
improvementsto our workforcecapabilities pusinessapabilitiesiandinnovationcapabiities.

While we supportthe budgetarydisciplineof ensuringthat recurrent outlaysare coveredby
recurrentrevenue,Ai Groupbelievesthere is a clearrationalefor usingpublic-sectorborrowing
to finance rigorously and transparently assessedoublic sedor investmentin productivity-
enhancingjntergenerationalinfrastructure.

Skills,educationand training policy

T

Increasanvestmentin the developmentof keycategorief skillsfor the transformingeconomy
throughall educationandtraining sectors.

Fund a nationalindustry skillsdevelopmentand training support programfocussingon digital
skills,organisationathangeworkplaceinnovationand managementevelopment.

The Commonwealthand COAGshould addressdeclininginvestmentin VETand increasingly
uneven investment acrossjurisdictions, by examiningthe possibility of moving towards a
nationallyfundedand nationallyoperatedtertiary educationsystem.

Commitfurther resourcesto the incorporationof higherorder skillsdevelopmentwithin VET
gualifications.

Implementmeasurego achievefull nationalconsistencyor allapprenticeshipgcrossAustralia,
includingconsiderationof an oversightingbody to ensureprogramsand arrangementsmeet
currentandemergingoccupationaheeds.

In consultationwith industry,developmeasuresdesignedo increasethe level of participation
in apprenticeships/traineeships.

Facilitatedirectindustryandemployerengagementhroughthe SkillingAustraliand~und.

Initiate a review of schootbasedapprerticeshipsto determine the reasonsfor low levelsof
participationandto developstrategiedo facilitategreaterparticipationby schoolsandindustry.

Reviewthe employerincentiveregimeand developincentivesfor first time participantsin the
system.

Developand effectivelyresourcea national STEMskillsstrategyin conjunctionwith industryto
expandthe STEMyualifiedworkforce.

Promotethe findingsand recommendation®f the StrengtheningSchook Industry STENMSKills
Partnershipgrojecton a national basisto encouragencreasedarticipation.



Australian Industry Group Submission to the 2018-19 Federal Budget
Implementmeasuredo increasethe level of STEMparticipationin the VETsector, especially
throughapprenticeshipsandtraineeshipgelevantto STEMsKills.

Introduceemployerincentivesor employersengagingapprenticesandtraineesin STEMrelated
areas.

Developspecificmeasuresto expandthe STEMworkforce in SMEsthrough cluster/network
models.

A nationalfoundation skillsstrategyneedsto be providedwith a sufficientbudgetto support
workforceliteracyand numeracyprograms.

The Governmentcommencediscussionswith industry and other appropriate stakeholders
aboutthe developmentof a newworkplaceLLNprogram.

Funda widespreadreview of learningand teachingpracticesin highereducationprovidersto
embedemployability throughwork integratedlearningapproachesinto all curricula.

Fundpilots which examinea rangeof innovativemodelsof connectingbetweenindustry and
highereducationproviders,with the viewto establishingrew modelsof learning.

Implementincentivesto assistcompaniegrovideopportunitiesfor studentsto experiencehe
workforceand makemeaningof their learning.

Innovationand digital capabilities

T

Controlthe costsof the R&D TaxIncentiveby adoptinga cap on the refundableelement. If
further savingsare required,areductionin the headlinerate for both the refundableand non-
refundable elements are likely to preferable to more distorting changessuch as intensity
thresholds.

Work closelywith industry to designa premium for R&D Tax Incentive claims related to
employmentof new PhDgraduatesor to collaborativeprojects.

Committo maintainingbroadstabilityfor the overallincentive, while reviewingandrefiningthe
collaborationpremiumovertime.

The Australian Government, NBN Co and industry could work together to describe and
communicatebusinessapproacheso makingthe most of broadband,includingthrough case
studies.

Businessesieedto look for opportunitiesto investin and maximisethe useand benefit of 10T
andrelated digital technologies Publicsupportmay be beneficial,includingthrough: business
capability policiessuchasthe 9 y (i NG LINSogr&mtnddad¥acilitating collaborationwith
universities Data61 other researchinstitutions,and other businesses.
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1 Complementinghis, businesseseedto understandbetter the longerterm benefitsof digitally
upskillingstaff. Governmentinitiatives (suchas the EntrepiS y' S d2har&inmeand Industry
Growth Centres)couldbe avenuesof support.

1 Businessexould benefit from Governmentand industry support in increasingtheir cyber
security skillsand capabilities.We welcome working with Governmentand industry to raise
businessawarenessandfacilitate businessaccesso appropriateexpertsand existinginitiatives
for cybersecurity.

1 Incentivescouldbe createdto encouragebusinesse$o takerisksto determinehow investment
in technologiescanbenefittheir businessaand people.Optionsincludegrantsor tax concessions
for investmentin digital transformation,includingdemonstrationprojects.

§ Asanindustrypartnerofthe 9 y i NB LINNR g Sraimbiie Baveobservedthat there is a gap
aroundprovidingnon-IT busineseswith cybersecurityand digital transformationenablement.
Many SMEspatrticularlythose outsideof ITanddigital, saythat they find it very difficult to get
impartialadvicearoundthesetopics,ratherthan promotionof aLINE @ cdirnbkEadproduct
or service.Thereis an opportunity to provide additional resourcingto the 9 y & NB LINS vy S d:
Programmeto facilitate provisionof specialisindependentexpertadvicein this space similar
to the provisionof independentbusinessadvice.

1 Giventhe rapidly evolving state of cyber threats and attacks, it is essentialthat our law
enforcementbodiesare sufficientlyresourcednot onlyfor protectingour nationalsecurity,but
alsoto protect businessand consumersagainstglobalcybercrime.

1 Itiscriticalthat there is better collaborationbetweengovernmentandindustryto tacklecyber
security. Collaborationenables sharing of information about threats, and helps build an
innovative industry. In this context, Ai Group is working with our membersto help them
overcomethesebarriers,andwe are opento workingwith industryandgovernmentto thisend.

Tradepolicy

1 Resoure Austrade appropriately so it has the skills and resourcesto support Australian
companiedo accesglobalvaluechainsandto investabroad.

1 Increasehe availabilityof one-on-one supportfor new andemergingexporters.

1 Progressivelyncreasethe budgetallocationfor ExportMarket DevelopmeniGrants(EMDG by
at least$12.4million peryearoverthe nextthree yearsto $175million.

Defenceindustry capabilities

1 Maintainthe fundingpath assetout in the previousbudget,with anunderlyingcommitmentto
growto two per centof GDPoy 202021, including$150billion overthe forward estimates;

1 Implement supportingindustry policies,includingthe DefenceExport Strategy,the Defence
IndustryCapabilityPlanandthe Skillingand STEMstrategy;



Australian Industry Group Submission to the 2018-19 Federal Budget

f Supportthe training and skilling! dza (i NWofkfaree@amanagethe ramp up of defence
industry;and

1 Supportthe improvementof exportsof Australianmadedefenceequipmentand servicesover
the comingdecadeandbeyond.

Energypolicy

1 Establishan EnergyCapabity Unit to helpindustrybetter managein the new high-costenergy
environment

1 Establishan Energy Transition Fund with $200m for grants to improve industrial energy
managementapabilityandimplementopportunities;and

1 Allocateadditionalfundsto the Emission®keductionFundto ensurecontinuity.
Migration policy

1 Theannual permanentmigration planninglevel should be maintainedat the current cap of
190,000;and

1 Strongerpriority shouldbe givento the skilledmigrationstreamwithin the permanentmigration
programandespeciallyto the demanddriven componentsof skilledmigration.
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2.Economic Outlook for Australian Business

TheAustralianeconomyhasimprovedin 2017,but growth remainsfragileandvulnerableto shocks
from domesticand international sources.GDPgrowth hasimproved through 2017 to date, and

businessconditionsare relatively elevatedacrossmost (but not all) industriesand states After a
surprisingdrop in GDAN Q3of 2016(-0.5%q/q andjust 1.8%yp.a.), annualGDRyrowth accelerated
from 1.8%in Qland 1.9%in Q2to 2.8%in Q32017. Cutput growth remainsslowerthan longrun

averageshowever,andis highlyvulnerableto disruption. Thelabour market hasalsoimprovedin

2017, with total employmentgrowth acceleratingto 3.1% (up from 0.9%at the end of 2016)and

the unemploymentrate fallingto 5.4%,asof November(downfrom 5.8%at the end of 2016)

Australian growth isnow beingdrivenby a combinationof: growth in exportvolumes;publicsector
investment and recurrent spending; relatively strong population growth; peaking residential
construction;a largepipelineof publicand private engineeringconstructionprojects;a resurgence
in mining-relatedinvestment;andaverywelcome(but longoverdue)pickupin non-miningbusiness
investment. Growth has spread more evenly acrossindustries and the statesin 2017. Weak
householdincomesand spending(including poor local retail sales)are the most disappointing
aspectf Australid @utlook for 2018. Tosomeextent, slowincomesgrowth reflectslongstanding
weaknesssin Australianproductivity growth but alsorelativelyweakoutput (and henceincome

growth per head althoughGDRgrewby 2.8%p.a.in Q32017,it wasup byjust 1.3%p.a.per capita

Positivelyfor the outlookin 201819, theseimprovementsin 2017suggesthat the foundationsare
now in placefor strongergrowth in local output, productivity and incomes.In particular,the very
recentpickupin businessonditionsand non-miningbusinessnvestmentg if supportedby further
progressin infrastructure development,skillsdevelopment,innovation and energypolicy ¢ could
providethe basisfor repairing nationalproductivity growth and boostingincomesgrowth for all.

TheFederaBudgetmustbe mindful of thisimprovingbut vulnerableanduneveneconomiccontext.
New opportunitiesare alwaysemerging,but significantrisksabound,from both internationaland
domesticsourcesTheserisksdemanda carefulapproachto fiscalpolicy.

2.1 Global economic outlook : slower for longer (again)

In its latest assessmenof the globaleconomy, the International Monetary Fund (IMF) reported

that global growth in the first half of 2017 was better than forecast,due to énotable pickupsin

investment,trade, and industrial production,coupledwith strengtheningbusinessand consumer
confidencé ®helMFrevisedup its growth estimatesfor 2016and upgradedits forecastsfor 2017

and2018asaresult(seechart1 andtable 1). Thiswasthe first time the L a h&lfyearlyforecasts
hadbeenrevisedup insteadof down, in almosta decade(seechartl).

Growth did not improvein all countriesor regionshowever;better resultsin the euro area,Japan,
Chinagemergingeuropeand Russiavere offset by downwardrevisiongor the US the UKandIndia.
ThelMF notesthat manyemergingmarketand developingeconomesared S E LIS N3ta§na A y 3

1 IMF, World Economic Outlook, October 2017.
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percapitaA y O 2 WvBil&faebexportershavebeenhit by lower commodityprices.More positively
for Australia,the IMF remainsoptimistic about Chinain 2017 and 2018 while Japand ! dz& G NI £ A |
secondlargesttrade partner)is expectedto accelerateto 1.5%in 2017andsettle at 0.7%in 2018

Globalrisksremain skewedto the downsidedue to elevatedpolitical, policy and financialmarket
uncertaintyin key economieg(includingbut not limited to the USandthe UK).Riskgo trade from
risingprotectionismhavenot disappearedThelMFnotesthat this W O & @ £L X1 @S tontative
andfragile.It urgesGovernmentsand centralbanksgloballyto activelysupportit:

oStructural reforms and growth-friendly fiscal policy measuresare needed to boost
productivity and labor supply, with varying priorities across countries. In advanced
economies,monetary policy should remain accommodativeuntil there are firm signs of
inflation returningto targets.X ®iscapolicyshouldbealignedwith structuralreformefforts,
taking advantageof favorablecyclicalconditionsto placepublicdebton a sustainablepath
while supportingdemandwherestill neededand feasible¢

Chart 1: Global growth 2008 to 2018: 10 years of IMF estimates and forecasts
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The OECIrgely concurs with this outlook for 2018. It expects an acceleratidfi8 for the global
economy and for most but not all individual countridsit says this will be followed kgnother

slower yeaiin 2019, due to the lingering drags on growth from weak productivity and incofhes
IMF,the OECD YR ! dzZAGNJ f Al Qa w.! NBYFIAYy O2yOSNYySR |0
growth globally The OECD also highlighbngterm problemsarising fromslow global business
investment and productivitywhich continue to hold back growth in production and incomes

Annual growth of the world economy is projected to improve slightly in 2018, but remains
below the precrisis [GFC]period/aR G KIF G 2F LI ad NBO2IFSNASEAD X
sublJr NJ ANRPGgGK 2y LINAGIFGS aSO02NJ LISNF2NXI yOS
In the absence of a clear sign of change in [these] underlying trends, growth across the OECD

10
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isprojedd SR (2 6SI1SY AY HAMPP X [/ 2dzy i NASa &aK?2d:
GKS LINAGIFGS aSO02N) 12 LINRBY2(GS LINRRdIOGA DA G@

In this latest update,lte OECD revised up its global growth expectations very sligbthgfiect

better than expected growth in 2017 to date. The OECD now expects global GDP growth of 3.6% p.a.
in 2017, 3.7% in 2018 and 3.6% in 201@&akced economiewill be slower than developing and
emerging economies such as Chiteble 1) Chinese GDR projected to grow by 6.8% in 2017,
cPcs AY HAMYS YR c®m> AY HamdpE LI NIfe& NBETFE SO

Table 1: IMF and OECD forecasts for Global Growth

OECDNov 2017 IMF,Oct2017
Changen GDP %p.a. 2016 | 2017 2018 2019 | 2017 2018
World 3.1 3.6 3.7 3.6 3.6 3.7
World trade volumes 2.6 4.8 4.1 4.0 4.2 4.0
OECD Advancedeconomies(IMF) 1.8 2.4 2.4 2.1 2.2 2.0
us 15 2.2 2.5 2.1 2.2 2.3
Euroarea 1.8 2.4 2.1 1.9 2.1 1.9
UK 1.8 15 1.2 1.1 1.7 15
Japan 1.0 15 1.2 1.0 15 0.7
Non-OECDdevelopingeconomies(IMF) | 4.1 4.6 4.9 4.8 4.6 4.9
China 6.7 6.8 6.6 6.4 6.8 6.5
India 7.1 6.7 7.0 7.4 6.7 7.4
ASEAN 4.9 - - - 5.2 5.2

SourcesIMF,World Economi®utlook,Oct2017; OECIEconomidutlook Nov2017.

2.2 Australian economic outlook : improving but vulnerable

Confirmingthe slow and vulnerablenature of the Australianeconomyin 201617, Australianreal

GDPfell by 0.5%in Q32016,the first quarterly fall sinceQ12011.GDPgrowth recoveredthrough
2017,reaching0.6%q/gq and 2.8%p.a.in Q32017.Thisimprovementin growth iswelcome but it
remainsbelowlong-run averagesindslowerthan RBAor Treasuryestimatesof Wi N&WRIR G Sy G A |
growth (currentlythoughtto be around 3.0%p.a. but formerly estimatedat 3%%p.a.).2

In 2017 ,the maindriversof growth havebeenexports,housingconstruction publicsectorspending
and ¢ mostrecentlyand most promisinglyfor the outlook ¢ non-mining businesanvestment.The
all-important investmentcyclesare shifting again;housinginvestmentis now over its peak,public
sectorinvestmentis elevated,while engineeringconstructionand investmentin non-residential
buildingsandintellectualproperty are recoveringfrom recentlow points (chart2).

Thepattern of growthin 2017has spreadthe benefitsacrosanoreindustriesandlocations instead
of beingoverlyconcentrated(in contrastto the mininginvestmentboom, whichwasconcentrated
in WesternAustraliaand Queensland)in Q32017,17 out of 20 major industry groupsgrewin the
guarter, with all exceptagriculturegrowingoverthe year(chart3).

2 RobertEwing,SianFenner,StevenKennedyand JyotiRahmang w S (ogluditivityoutcomesand! dza G NI £ A I Q&
potential3 NP ¢ Th&TgeasuryEconomidRoundupWinter 2007.

11
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Manufacturing output grew by 2.4% p.a. to Q3 2017, despite the final stage of closure for
automotive assemblyin Australiaoccurringduring this period. Within manufacturing,growth in
food, beveragesgconsumablesgchemicalsbuildingmaterialsand packagindiasoutweighedthe exit
of carassemblyandfurther shrinkagein metals production,in output andemploymentterms. This
is in line with Ai D N2 dAuralian Performanceof Manufacturing Index (PMIR), which had
indicatedpositiveor neutral conditionsfor manufactureran everymonth sinceSeptember2016.

In aggregatethe moretimely monthly businessurveysndicatethat businesconditionshavebeen
relatively elevatedacrossthe board through late 2017, with positive conditionsevidentin most
sectors.Industrialsand businessoriented sectorsare performing better than consumeroriented

sectorsand especiallyretail trade,

Chart 2: Components of investment expenditure , $bn per quarter, to Q3 2017
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becauseof reluctantconsumerspending(chart4).
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Chart 3: Major i n d u s value -@eddéd output, size and growth, Q3 2017
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Chart 4: Ai Group composite index of business conditions (to Nov 2017)

and NAB index of business conditions (to Nov 2017)
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OF LI OAGeQ NBYIAY Ay GKS F2N¥ 2F dzySYLX 2eYSyidsx
out of the labour market who might renter if conditions impree). As ofNovember the national
unemployment rate had fallen to 5.4%, the underemployment rhtal edged lower to 8%

(though still close to historical high level)d total employment hadyrown by 31% (seasonally
adjustedyear to end of Novembgr More of the new jobs in 2017 have been 4irthe than part

time and so the rate of paitime work has fallen to 31.5% of the workforce and the number of total

hours worked aarss the economy hagown by 3.46 p.a. (seasonally adjusted).

Commensurate with this lower rate of paitme work, 109 million people are now underemployed
(in paid work but wanting more work hours), down from antiatle peak of 1.17 million in
December 2016. The numbef unemployed people fell to 7Q@00 in Novenber, the lowest
number since 2013. Among the unemployed, 31% are looking only foitipetwork, including
23% of unemployed men and 40% of unemployed women.

Reflecting these improvements in the labour market@12, more people are actively coming back

into it, to work or to seek work. At 65% of the adult population, labour force participation is now

F LN F OKAyYy 3 ' dzad NI £t Al Qad NBO2NR KAIK 2F cpdrz |
for Australiam women is at a record high @0.1% (trend).Rising job advertisement numbers
(published monthly in the SEEK and ANZ job ads series), suggest further jobs growth into 2018
which is likely tattract even morenon-participatingpeople into activearticipation angobseeking

Despite a larger (and somewhat tighter) labour marketn@al wages growth accelerateshly

slightly in Q3 2017At 2.0% p.& and 1.9% p.a. in the private sectpiwagegrowth remains weak

FYR a4 GKS 020 GafloY tarBet of 8386 P.aAnnubl Wagesigrowilh in the private

sector (1.9% p.ahas tracked lower in line with headline inflation. Private sector wage growth is

now just above headline inflation (1.8% p.a.) and remauedl above the ABS estimate afnual
changesin living costs for employees in Q3 (1.5% p.a.). Annual wages giovaster in the public

sector, at 2.4% p.an Q3 (chart5) dzA G NI f A Qa4 YAYyAYdzy ¢3S NRAS 0o

Slow growth in nominal wages and prices has been persiglebially as well as in Australia over

13
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the past decade. Concerns about low inflation and its implications for growth are widespread. In a
recentd LISSOK | 6 2dzii ! dz& (i NibrietampeRBASGDZH@ YolvOnotRdiitinth § 2 |

a number ottountries, dw rates of unemployment are coexisting with belaverage inflation. Low
AYFELGA2Yy S Ay G dzNY IThiysstayod is finally staftiyg toSrivdEosie(i acrdbsk & S a ¢
range of local and international indicatoM/ages growth might not pick up BoS S NE @S Ol dz3
Australia, we are still some way short of our estimates of full employment of around 5%, so it is not
AdzZNIINA &AAY 3 GKFEG g1+ 3S AINRPGGK A& 06St2¢ | OSNI ASa
X GKS SO2y2Ye orethartitSrdawas Both tvdrkérs ahg firnigdiekl more competition,

and it is plausible that the wagend pricesetting processes are adjusting in respabi€hat is,

more competition in various domestic and international markets is helping to keep a lid on inflation,

by forcing workers to accept smaller (nominal) pay rises and businesses to accept smaller margins.

Chart 5: Inflation, living costs for employee sand wage price indexes

! —Headline CPI Employee Living Cost Index (LCI)

—Private sector WPI —public sector WPI

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17
Source: ABS Wage Price Index, Consumer Price Index, Living Cost Indexes, Sep 2017.

At the same time, negligible productivity growddlobally and in Australia) @®ntinuing tolimit real
incomes growth, in aggregate and per ¢apReal GDP per capita grew by just 0.3% in 2001,6ut
accelerated to 1.3% p.a. in Q3 2017. R&BP per hour worked grew by just 0.8% in 20Z&nd
value added per hour worked in the market sector up just 1%l net national disposable income
per capita accelerated to 2.9% p.a. in Q3 2017, but remains hdaecent peak in Q1.

Some of these changes in net national income relate to the effects of the terms of(chds 6),

but this boost to national incmes from volatile global resources pricing is not a reliable source of
income growth, and does not spread reliably and easily beyond the mining industry that earns it
Indeed although nominal profits for private nefnancial corporations rose by 19.7%apin Q3

2017, the more detaile@usiness Indicatodata confirm thathalf of thisincrease was in the mining
sector, with a further 12% going to financial services and 17% going to professional services. In
contrast, profits in many of the larger privagector employing sectors such as manufacturing,
transport, retail and hospitality were stagnant or declined over the year to Q3 @dib#ft 7).

3 RBAGovernorLowe ¢ { 2 &v8lvingv dzS a i Adingsit@ the AustralianBusines€conomistdAnnualDinner,
Sydney21 November2017.
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per capita, national income per capita and the terms of trade
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Chart 7: nominal profits per quarter, major market sectors, to Q3 2017
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In contrast to somewhat stagnamtcomesand prices, recent improvements in businessditions

are finallyleading to strongelbut still relatively cautious) nemining business investmenOver

the year to Q3 2017, private sector business investment (CAPEX) by all industries other than mining
rose by 8.7% p.a., with rises of 9.8% p.a. for manufacturing CAPEX and 8.5% mhar fodostries.

Even with miningelated investment still falling from booitime peaks the National Accounts
indicate thattotal national spending on nedwelling construction rose 12.9% p.a. in Q3, new
machinery and equipment rose by 2.9% p.a. and iet#lial property products rose by 4.8% p.a.

Looking aheadhe latest CAPEMataindicated that Australian businesses plan to invest a total of
$108,922min 201718. Once adjusted for probable realisations (based on an average realisation
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ratio of the pasffive years), this implies total CAPEX in 208 vill be around $105,436mn, which
is 7.8% lower than the actual amount of CAPEX in-201(n nominal terms). All of this fall however,
is due to lower CAPEX in the mining industry, which is still coming ttom recordhigh peaks.

Outside of mining, CAPEX looks likely to rise by 8.8% to $82,316mn #1&U0IAis will include a

stable level of CAPEX in manufacturing (+0.1% p.a.) and an increase of around 10% among
businesses outside mining and mdacturing, compared to 20147. This is a significant step up

from just 1.8% p.a. growth in nemining CAPEX in 2014.

In itslatestquarterlyStatement on Monetary Poligovember 201Ythe RBA forecasts GDP growth

to remain at around the current rate of 2.8%a. (as of Q3 2017) #01 718 before accelerating to

3.5% in201819 (see Table)2The RBA sees headline inflatamtelerating modestlnto the lower

end of its 23% p.a. target banoh 201819. The RBA expects GDP growth to be supported over the
forecast period by a continued lift in public demand and moiming business investmenas the

drag from falling mining investment comes to an end. Stronger gains in employment and a gradual
improvementin wages growth are expected to support household constion. A key positive for

the economy isigher levels of public investmengd by transport and telecommunicatiopsojects

In addition, the RBA notes é¢tsubstantial pipeline of residential construction wavkl continue to
contribute to growthin 2018-19, as will improving conditions in the ngasidential building sector.

The RBA identifiesvie sources of high risk for the Australian economy over the next two years:

1. The Chinese economy and commodity priceS ®3 @ / KA Y | Qa Ay (tbn/itoA 2y (i
ore imports and coal imports, and to regulate financial marlketd capital outflow}

2. Spare capacity in th&ustralianlabour market(i.e. unemployment and underemployment)
3. Slow gowth in wages, household income and consumption

4. Inflationaryand margirpressure (.e.oHeightened competitive pressures and their effect on the
ability of businesses to pass on cost pressured NA&aAy 3 FNRBY SySNHe& | yR

5 {ft2¢ odzaAySaa AyoSaDvestyeliotecastgefiodynanining/idesdtifent (0 K I
is forecast to continue increasing, but the pace of the-pks still expected to be relatively
gradual and less than what has been typical in previous expaisidns

Table 2: RBAforecasts for Australia in 2018 & 2019

201516 201617 JunWm Jun¥Wm| DecQ m
actual actual f f p
GDP%changep.a.,yearend 3.1 1.8 2.75 3.5 3.25
Unemploymentrate, %,yearend 5.8 5.6 5.5 5.5 5.25
Inflation (CP1)%changep.a.,yearend 1.0 1.9 2.0 2.25 2.25

f = forecast. p = projection.
Source: RBA&tatement on Monetary Poli¢ggoMP)November 2017.

¢tKS LaC O2yOfdzZRSR AdGa tlFadSad | aasSaskytBe/RBAIZT ! d
expects a modest pickup in growth in 2048d 2019due to a stronger global economy (good for
export demandpnd stronger local infrastructure investment by state governments. The IMF agrees

4RBAA 9 O 2 yredyiifGa Stdtémenton MonetaryPolicy Nov2017.
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with the RBA that slow prices and wages growth is likely to continue to weigh down household

AyO2YSa YR O2yadzYLIWiA2Y dzyiAf dzySYLX RER&PSEROY
That is, the labour market needs to tightemrther beforenominal (orreal) wageswill rise.

In response to this modestly positive outlook, the IMF advises the Australian Government to
R S @ S & $rdrg siructural reform agenda [to] renew tfaindation for productivity increases and
higher longesterm growtté A y Of dzZRAy 3Y

¢ KATIKSNI AYFNI adNHZOGdzZNE &aLISYRAYy3I (2 AYLINRBOS al

1 comprehensive tax reform aimed at shifting the tax base from mobile factors of production (i.e.
capital and labour) to consumption and fixed factors and inputs (e.g. lower company and income
taxes in favour of a higher GST, or replacing stamp duty on gyopransfers with a national
land tax), plus a simplified system of tax concessions, welfare payments and tax revenue
distributions across the states and territories;

9 fostering innovation, research and workforce skills (e.g. expanding business incéotiiRSD
YR SELI YRAY3I GKS Wbl dAaz2ylt Lyy28FGA2Yy | yR {

9 structural reforms in health, education, urban development, and regulatory aspects of market
STFAOASYyOeéx a4 NBO2YYSYRSR o6& GKS tNRRdAzOGA
PNB RAdZOUGADAGE WSOASGHQ YR 068 GKS [/ 2YLISUGAGAZY

The OECD is more circumspectarstralid growth prospectghan the RBA or IMF its November
assessment of AustraliadKtS h 9/ 5 SELISOG A aNPROdz G é201Bgnd 8% D5 |
in 2019 (up from 2.5% in 2016 and 2017), with the unemployment rate droppin@% &urrently

5.5%) (see table)3This implies little or no acceleration from current GDP growth of 2.8% (as of Q3
2017).The OECD notes that stronger jobswgito should push up wages and inflation by enough to
enable the RBA to begin to raise the cash rate fiisneurrent record low of 1.50%a late 2018.

For the Australian Government, the OECD recommends policies and tax settings that are more
supportive of lusinessnvestment, innovationtrade and social inclusion. It says Australia has

oscope for further tax reforms that make greater use of efficient tax bases, such as the GST
and land tax, in lieu of corporate tax and inefficient taxes. Improved compgpitiicy would
boost productivity and encourage market entry by innovative businésses

Table 3: OECD forecasts for all OECD countries and Australia in 2018 & 2019

All OECDnembercountries Australia
2018 2019 2018 2019
GDP %changep.a. 2.4 2.1 2.8 2.7
Unemploymentrate, % 5.5 5.3 5.4 5.3
Businessnvestment,%changep.a. 3.3 3.3 1.6 3.4
Consumption%changep.a. 2.3 2.1 2.0 2.6
Exportvolumes %changep.a. 4.3 4.2 6.3 3.7
Headlineinflation, %changep.a. 2.1 2.3 2.0 2.2

Source: OECEgconomic Outlook\ov 2017.
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3. Fiscal position

Putting the Federal budget on a sustainable footing remainsustanding policy priority.

While fiscal sustainability is often equated with the objective of retaining or regaining a AAA credit
rating from the rating agencie$or Ai Group this is a lesser order issue than the more fundamental
fiscal objectives of:

Rigorously assessing and prioritising spending;
Raising taxation revenue as efficiently as possible;

Ensuring that recurrent spending comfortably covered by recurrent revenue; and

= = =2 =2

Rebuilding a fiscal buffer against the possibility of another crisis that will again call for
expansionary fiscal measures to underwrite aggregate demand.

With the net operating deficit for the 201¥8 yearestimated in the Budget at $19.8 billion (or 1.1
per cent of GDP) and with the underlying cash deficit estimated at $29.4 billion (1.6 per cent of GDP),
we are clearly well short of these objectives.

With additionalsavingsdentified in the Budgetprocessand with the economypickingup and on
track to achievingtrend growth ratesthere is a strongcasenow to reinforcethe strategyof fiscal
consolidation. A healthyproportion of savingdogetherwith the improvedbottom line revealedin
MYEFQGhouldbe directedto acceleratinghe paceof consolidationtowardsa sustainablebudget
position while retaininga degreeof fiscalstimulusappropriategiventhe persistenceof relatively
highlabourforce underutilisation(now dominatedby highratesof underemgoyment).

This stimulusshould alsgorovide scope for personal income tax relieparticularly for lower and
middle-income households that unwinds at least some of the fiscal drag that has contained
disposable income growth in recent years. Thereusth@lso be scope for a modest and selective
lift in areas of expenditure that will lift economic capacity (and the future tax base) including by
improving incentives to work.

Noting that the trajectory to structural surplus mapped in CHamcludes tke fiscal impact of the
foreshadowed company tax cuts, we anticipate that there will be scope for a modestforiagrd

of the current trajectory of fiscal consolidation; for affordable income tax relief targeted to lower

and middleincome households andf modest and carefully targeted expenditure on the key
drivers of growth identified in this submission: lifting the capabilities of the future and current
G2N] F2NOST RSQGSt2LAYy3IT odzaAySaa OFLIOAfAGASAT
innovation record.
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Chart 8: Structural Budget Balance Estimates

5 Per centof GDP Per cent of GDP 5
Forward Medium-term
estimates / projections

4 + projections period 1 4
period

L ' 1 6
2006-07 2009-10 2012-13 2015-16 2018-19 2021-22 2024-25 2027-28

Structural budget balance band === Underlying cash balance

Structural budget balance

Source2017-18 BudgetPapersBudgetPaperl, Statement3, May 2017.

Wealsofavourfurther efforts to removewasteandinefficienciesn Commonwealtiprogramsand,
where the Commonwealthhas a leadershiprole acrossthe federation, in state and territory
programs. Such savingsand productivity improvements should be reallocated to underwrite
sustainableaisesin domesticliving standardsby acceleratinghe expansiorof economicand social
opportunities including by funding carefullyassessedmprovementsin health and education
services.

In relationto the end point of fiscalconsolidation Ai Groupdoesnot haveanideologicakdherence
either to runninga cashsurplusor to achievinga positionof zeronet debt. We certainlysupporta
highly disciplinedapproachto spendingand taxation and ensuringthat recurrent sperding is
comfortablycoveredby recurrentrevenueover the courseof the businessycle. We alsosupport
rebuilding a fiscal buffer that could be deployedin the event of another crisis that posed a
substantialthreat to aggregatedemand.

However,we do not seeadvantagesn denyingthe scopefor governmentsto borrow to finance
investmentsthat would generatea return sufficientto managerisksand cover borrowing costs,
maintenanceand depreciation. While in many casessuchinvestmentswill be better financedby
the private sector,in other casesg suchaswhere there are highly dispersedbenefits (including
intergenerational spillovers) that cannot be adequately captured with usercharges¢ public
investmentand ownershipcanbe the mostefficientapproach.

Where publicly-owned assetscan be better managedunder private-sector ownership,suchasin
electricity generation and transmission,we strongly support asset sales or longterm lease
arrangementscoupledwith appropriateregulatoryarrangementghat addressmarket power and
performanceconcerns.Asdemonstratedin severalAustralianurisdictions tappinginto the private
sectorto realisethe valueof publiclrownedassetscanbe a fruitful wayto financenew investment

19



Australian Industry Group Submission to the 2018-19 Federal Budget

or to reducethe stockof publicsectordebt. We strongly support further considerationby the
Commonwealthof potential assetsalesand any encouragementhat it can provideto the states
andterritories.

Recommendations:

T

Ai Groupstrongly supportsthe determination to return the Budge to a position of long-term
sustainabilityand to provide room to put in placestimulatory fiscalmeasuresn the event of
amajor threat to aggregatedemand.

With the likelihood of MYEFQevealingan improvementin the budget bottom line, a good
proportion of any improvement should be directed to acceleratingthe paceof consolidation
towards a sustainablebudget position.

Theacceleratedpaceof consolidationshould neverthelessprovide a degreeof fiscalstimulus
appropriateto the clearpersistenceof labour force underutlisation particularly in the form of
underemployment.

Consistentwith the scopefor a degreeof stimulus, Ai Group supports personalincome tax
reform targetedto lower andmiddle-incomehouseholdsand modestincreasesn expenditure
on the key growth drivers identified in this submission. These are aimed at achieving
meaningful improvementsto ! dzi (i Nwotkforeezapabilities, businesscapabilities; and
innovation capabilities.

While we support the budgetarydisciplineof ensuringthat recurrent outlays are coveredby
recurrent revenue, Ai Group believes there is a clear rationale for using public-sector
borrowing to finance rigorously and transparently assessedpublic sector investment in
productivity-enhancing,ntergenerationalinfrastructure.
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4. Taxation Reform

Ai Group strongly supportsa phasedoverhaulof ! dza  Nthxatianla@eagementsboth at the
Commonwealthand State/Territorylevelsand we continueto seeconsiderablemeritsin many of
the directionscanvassedh the Augi NJ Eukute TadiSystemReport(HenryTaxReview).

Australiahasa highrecourseto the taxation of income.Relativeto the OECIasawhole, Australia
also standsout for having one of the highestcompanytax to GDPratios. Australiaalso has a
relativelyhighrecourseto personalincometaxation. Thisis despite! dza G Ndwerthan@werage
overalltaxto GDPratio. Further,the gapbetweenthe Australianexperienceandthe OECverage
hastended to widen sincethe mid-1980s as the shareof companytax to GDPin Australiahas
trended higher(againsta more gentlyrisingOECDQrend).

Asof 2014,19%o0f ! dza (i Naxdtidnreg®auecamefrom companyincometaxesversus9%across
all OECxountries(seetable x). In its latest assessmenbf the Australianeconomyin November
2017,the OECOagain)recommendedhat Australiareform its taxationarrangementsn order to
reducethisheavyrelianceon companytaxationand¥ LINE R 8z Bua@gsourcesandto cboost
productivity andencouragemarketentry by innovativebusinesses(seesection2.2 above).

In responseo this hightaxationburdenandthe associatederosionof nationalcompetitivenessAi
Group supportsthe policy changesproposedin the EnterpriseTaxPlanNo 2 2017 which would
graduallyintroducereducethe companytaxrate to 25 per centby the start of the 202627 year.

Reducinghe rate of companytax canbe expectedto havea positiveimpacton the health of the
economy.Loweringthe companytax rate canbe expectedto lift investmentin Australiawith the
following ramifications:

1 Higherquantitiesof capitalper employee;

1 More rapid modernisationof the capitalstock;

1 Increasedabourproductivity;and

1 Higherrealwageratesandhigherlivingstandards.

At the sametime, we recognisethat many other aspectsof the tax systemshould be changed
contributingto a comprehensiveemodelingof the tax systemthat better meetsthe fundamental
objectivesof revenueadequacyand sustainability economicefficiency simplicityandfairness.

Securingsupport for the broader remodeling of our tax arrangementswill require extensive
communitywide and crossjurisdictional discussionand consultation. ! dz& i Néxpefehc@
suggestghat it would take considerabletime and effort to securesupport and then designand
beginimplementingsucha program. Thisshouldnot deter launchingthe exercisewhich couldbe
scheduledaroundthe proposedtimetable for the companytax phasedown.

Inthe meantime,advantageshouldbe takenof fiscalcapacityto makeaffordableimprovementsto
taxationarrangementsonsistentwith the broaderdirectionof reform. Asdiscussedn the previous

21

w

a



Australian Industry Group Submission to the 2018-19 Federal Budget

section,in anticipationof a sufficientimprovementto the budgetbottom line beingunveiledwith
the releaseof MYEFQater in DecemberAi Groupsupportspersonalincometax reformstargeted
to lower and middle-incomehouseholdsn the 201819 Budget.

Table 4: Structure of Australian and OECD Taxation (2014)

Source OECDRevenuestatisticsAustralig 2014
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