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‘Fair Share not only searchingly examines our recent economic experience but also brilliantly illuminates the path to sustain and enhance our prosperity.’


John Edwards


‘This is an excellent and highly readable book. Grounded in Australia’s recent economic history, and using a global context, Bell and Keating have excelled in presenting a comprehensive economic and social agenda for sustained and inclusive economic growth.’


Meredith Edwards


‘For a clear and revealing account of where the Australian economy has come from, where we are now and the best way ahead from here, this book is hard to beat.


Bell and Keating offer a persuasive diagnosis of what ails the world economy and is increasingly affecting our corner of it. They show how, compared with the others, we’ve got a lot right, but some things wrong. They identify the problems we need to fix to keep us prospering and sharing the benefits more fairly.


Fair Share puts Australia’s economy into an international context, explaining the problems we have in common with other advanced economies, but also why we’re much better placed to overcome them.’


Ross Gittins


‘Stephen Bell and Mike Keating make a compelling case for a new way of thinking about government’s role in economic management—one which seeks to reconcile growing concerns about equity and inclusiveness with aspirations for ongoing improvements in living standards and the maintenance of an open, free and democratic society.’


Saul Eslake


‘At a time when the debate about inequality and the role of government has taken centre stage, Bell and Keating give us insights into Australia built on overseas experience and comparisons, and feed the economic story back into reflections on how our political institutions work and could work better.’


Laura Tingle


‘Stephen Bell and Michael Keating bring together definitive academic and governmental experience. Between them, they offer here unsurpassed guidance on how to secure Australia’s future. The book embraces inclusive growth as the way forward, explains why this is the required path, and gives clear guidance on how it can be attained. Their strategic thinking will help mightily to fill the void at the centre of current national policy discourse and action.’


Glenn Withers




Stephen Bell is Professor of Political Economy at the University of Queensland and a Fellow of the Academy of Social Sciences in Australia. Highlights of his authored or co-authored books include: Masters of the Universe, Slaves of the Market, Harvard University Press (2015); The Rise of the People’s Bank of China: The Politics of Institutional Change, Harvard University Press (2013); Rethinking Governance, Cambridge University Press (2009); Australia’s Money Mandarins: The Reserve Bank and the Politics of Money, Cambridge University Press (2004); Ungoverning the Economy, Oxford University Press (1997); and Australian Manufacturing and the State, Cambridge University Press (1993).


Michael Keating, AC, brings an unusual combination of operational and academic experience to Fair Share. He is the former head of three Australian government departments: the departments of Employment and Industrial Relations (1983–86), Finance (1986–91), and Prime Minister and Cabinet (1991–96). He was a key participant in many of the economic reforms during the 1980s and 1990s. Since then he has been on or chaired numerous government authorities and enquiries, as well as being a Visiting Fellow at the Australian National University and a Fellow of the Academy of Social Sciences in Australia. Dr Keating has published over 100 articles in refereed journals, co-edited two books on government capacity, and is the co-author of Making Economic Policy in Australia, 1983–1988, Longman Cheshire (1989) and Who Rules? How government retains control over a privatised economy, The Federation Press (2004).




FAIR SHARE





FAIR
SHARE


COMPETING CLAIMS
AND AUSTRALIA’S
ECONOMIC FUTURE


STEPHEN BELL &
MICHAEL KEATING


[image: image]




MELBOURNE UNIVERSITY PRESS


An imprint of Melbourne University Publishing Limited


Level 1, 715 Swanston Street, Carlton, Victoria 3053, Australia


mup-contact@unimelb.edu.au


www.mup.com.au


First published 2018


Text © Stephen Bell and Michael Keating, 2018


Design and typography © Melbourne University Publishing Limited, 2018


This book is copyright. Apart from any use permitted under the Copyright Act 1968 and subsequent amendments, no part may be reproduced, stored in a retrieval system or transmitted by any means or process whatsoever without the prior written permission of the publishers.


Every attempt has been made to locate the copyright holders for material quoted in this book. Any person or organisation that may have been overlooked or misattributed may contact the publisher.


Text design and typesetting by Cannon Typesetting


Cover design by Design by Committee


Printed in China by 1010 Printing International Ltd


National Library of Australia Cataloguing-in-Publication entry





Bell, Stephen, 1954– author.


Fair share: competing claims and Australia’s economic future/Stephen


Bell, Mike Keating.





9780522872279 (paperback)


9780522872286 (ebook)





Includes bibliographical references and index.


Economic forecasting—Australia.


Equality—Economic aspects—Australia.


Australia—Politics and government—21st century.


Australia—Economic conditions—21st century.





Other Creators/Contributors:


Keating, Michael, 1940– author.




Acknowledgements


We would like to thank a number of people for their assistance in the writing of our book. Saul Eslake, John Edwards and Glen Withers read all or much of the text and provided extremely valuable comments and suggestions. We would like to acknowledge the invaluable research assistance provided by Daniel De Voss in gathering and assembling much of the economic data used in this book and in providing a range of useful insights. We would also like to thank Jan Mairhoefer for help with the book’s reference list. Thanks also to Sally Heath, our executive publisher at Melbourne University Press, for her belief in this project and for ongoing assistance.




Introduction


We live in a troubled and uncertain world—politically and economically. The Trump election, the Brexit vote and the rise of xenophobic populist parties in Europe, and to a lesser extent in Australia, show that the established political consensus is under greater challenge than has been experienced since World War II. For most of the last half century the role of government in the capitalist democracies was largely agreed upon within the major political parties, while voters rarely challenged the fundamentals of economic strategy. The discontent that did exist was articulated mainly by social movements outside the major parties, which have commonly been concerned with the environment, feminism and various rights issues.


The fear today, however, particularly in the advanced overseas economies, is that the nearest parallel to present times is the 1930s and the Great Depression, when the economic and political failures of Russia, Germany and Italy provided the basis for the rise of communism, Nazism and fascism respectively, and which saw millions out of work and falling living standards. What saved the countries that persisted with a capitalist economy and a democratic government was the acceptance of the economic doctrines of John Maynard Keynes, the leading English economist whose analysis of the Great Depression revolutionised macroeconomic theory and policy. Keynesian economic theory and policy suggested that government, for the first time, should accept responsibility for maintaining full employment as well as active macroeconomic management. This policy approach was also buttressed by the further development of the welfare state immediately following World War II, when government responsibilities were expanded to ensure basic living standards. These were settled policies aimed at greater equity. Indeed, in Australia, it seemed to many that we had achieved the status of The Lucky Country, popularised in a 1960s book of that title by the Australian social commentator Donald Horne.


Horne’s message, however, was quite critical, pointing to the irony of Australia’s postwar success, despite what he saw as its complacency, lack of enterprise and mediocre leadership. Some critics would say nothing much has changed today (for example, Garnaut 2013). Nevertheless, the postwar economic model worked quite well through the 1950s and 1960s, until the advent of stagflation in the 1970s: the then novel, simultaneous combination of high unemployment and high inflation. It represented a challenge to the Keynesian presumption of a trade-off between the two—a presumption that had provided the theoretical underpinning for macroeconomic policy aiming to stabilise the economy and achieve full employment. The outcome was that most capitalist governments moved to a new model driven by market-based structural reforms to improve market flexibility and efficiency, through a combination of increased competition and deregulation, with the monetary policy given the prime role in macroeconomic stabilisation policy, administered, eventually, by an independent central bank. In effect, government intervention was reduced, as markets were given a greater role in allocating resources and assessing and managing risks. Smaller government and a reluctance to raise taxation became a philosophical objective for those on the political Right and in capitalist circles. Not surprisingly, governments generally have experienced an enduring shortage of revenue, even in the good years and especially recently.1


What the global financial crisis (GFC) in 2008 has shown, however, is that the trust in markets and business has been misplaced. Even the International Monetary Fund (Ostry 2016) has wondered recently whether neo-liberalism was ‘oversold’, especially since the limits of markets were dramatically revealed in the financial sector during the GFC. Equally important is the slow recovery of the world economy from the GFC, as well as the increase in inequality that has brought the effectiveness of the present economic model into question. One response is a populist retreat from the open economy that encourages the free movement of goods and services, capital, people and ideas. But this rejection of globalisation and an open-economy model is likely to imperil the very foundations of what has produced the greatest rise in living standards in human history.


This book examines how Australia has adapted to the challenges of a more dynamic, globalised and open economy, and what is now needed to respond to the challenges of the future. While the book focuses on Australia, the analysis is largely based on a comparison of Australia’s performance and policies with those of other advanced economies. The lessons learned should be of more general interest.


In recent decades, Australia has been remarkably successful economically, especially compared with other developed countries, such as the United States, Europe and Japan. The economic reforms adopted in Australia in the 1980s and 1990s reshaped the economy and made it more open, flexible and productive. Since the early 1990s, these reforms have helped Australia to achieve the longest sustained economic expansion in the history of the advanced market economies. Compared with other member countries of the Organisation for Economic Co-operation and Development (OECD), Australia has also achieved superior performance in macroeconomic outcomes in relation to growth, unemployment, wages and inflation.


Australia has faced much the same challenges as other advanced economies. It has gained from its association with the rise of East Asia, and although it experienced very favourable terms of trade during the commodities boom in the 2000s, Australia has nevertheless had to adapt to technological change and globalisation, the consequent pressures for structural economic adjustment, and their impact on employment and the distribution of incomes. As a resource-based economy founded on large inflows of population and capital, Australia has always been especially dependent on developments in other countries. Furthermore, the volatility of resource markets has meant that economic shocks transmitted from overseas tend to make the Australian economy more unstable and more vulnerable than many other advanced capitalist economies.


Accordingly, at the beginning of the twentieth century, Australia embarked on a policy of diversification, mainly through tariff protection and import replacement–based manufacturing industry to try to limit the impact of fluctuating resource demand on the economy. By the 1960s, however, it was beginning to become clear that an inward focus on national protectionism was no longer working, and, as a result, Australia embarked on reforms to help the economy respond flexibly to global economic fluctuations. This policy change has proven to be successful, demonstrating that well-managed economies that are highly exposed internationally can adapt to global challenges. While Australia’s record is not perfect, we argue that it has handled these pressures and the associated distributional issues significantly better than most of its competitors, especially since the 1980s.


In short, Australia has been a net beneficiary from globalisation: it has had a successful immigration program and has one of the highest shares of overseas-born people of any advanced economy. It has lucrative trade relationships and is likely to benefit further from the rise of the Asian region. Australia also has a relatively educated and skilled workforce, and a flexible labour market that has coped well with structural economic change and globalisation in recent decades. Wages growth has been strong and per capita incomes rank well above the OECD average. Indeed, over the last fifteen years real wages (adjusted for inflation) have increased faster in Australia than in any other OECD country, except Denmark and Sweden. In a world of mounting public debt, Australia has a comparatively low public debt. And in a world of increasing income inequality, Australia’s rise in income inequality has been much lower in recent decades than in most other OECD countries. Australia’s banks were not involved in the risky, highly leveraged trading that contributed to the GFC, and Australia largely missed the crisis. And although Australia is deemed a ‘liberal-market economy’ in current categorisations, it has also been an effective redistributor: its tax and transfer system has delivered the most target-efficient benefit system in the OECD, with each dollar spent reducing inequality by about 75 per cent more than the OECD average. We argue that this capacity for dealing with inequality and distributional issues will be critical in future. All of this suggests a degree of Australian exceptionalism, and it is timely to analyse the foundations of Australia’s success in recent decades and to examine potential policy lessons in a wider comparative setting.


Major Challenges and Competing Claims


Nevertheless, there are mounting challenges across the advanced economies. Inequality has been growing since the 1980s, and this is increasingly recognised as an economic and political problem. Inequality has been linked to a wider global debate about the possibility of ‘secular stagnation’, or the rise of major structural pressures, ranging from rising inequality, technological change and globalisation, to slower population growth linked to ageing populations, all of which could weaken demand and consumption in the foreseeable future and slow economic growth in the advanced economies, with flow-on effects for developing countries (Summers 2016). Recent trends in this direction have seen increasingly unhappy losers and attendant political reactions—the growing backlash against ‘globalisation’, and the rise of the European Right, Brexit and the election of Trump in the United States, for instance.


Australia is also confronting new challenges. More testing times have arrived amidst the continuing global economic slowdown in the wake of the GFC and the winding down of the China-powered mining boom. Australia is also experiencing falling terms of trade and slowing national income growth. It is also confronting high levels of household debt and overheated property markets. And although rising income inequality has been more moderate in Australia than in many overseas countries, there are signs that inequality has increased here too since the early 1980s.


A significant aspect of the increasing income inequality internationally is the growing gap between wage incomes and productivity growth in many countries, which could become a problem in Australia too. Demand and economic growth are likely to be impeded if wages do not rise roughly in step with productivity growth. The failure of incomes to keep pace with the increase in potential output means that consumption can only increase as fast as potential output growth if savings decline, possibly in response to rising asset prices (especially real estate prices), or if there is increasing resort to debt—both of which have been the broad experience in recent times. Recourse to debt to sustain consumption is not sustainable. Ultimately, when incomes do not keep pace with output, it is likely that the increase in aggregate demand will also fall short of the growth of potential output, and potential output growth will gradually adjust downwards due to under-investment and a loss of skills as unemployment mounts owing to weakening demand.


In addition, there are rising inequalities in access to jobs and quality education, as well as growing inequalities in access to affordable housing and pressure on households from mounting debt. Access to affordable housing that is close to jobs and decent public services, such as good-quality schools, is a challenge for many households. Furthermore, a major difficulty in responding to these problems is that there has been some slippage in policy capacity in recent years, because of what one prominent critic has referred to as the ‘great complacency’ (Garnaut 2013).2 This book will consider how Australia’s economic and political strategy will need to be adapted and refocused if these challenges are to be met.


Given the challenges now facing Australia, and advanced economies more generally, the focus needs to be on making sure that Australia does not follow the worst of the overseas trends. At present, these challenges have not been fully addressed, in Australia or overseas. It is time for a new reform era, like the one pursued in Australia in the 1980s and 1990s, when there was a greater sense of concern and urgency surrounding Australia’s economic future. Our book diagnoses the major challenges Australian policy makers now confront, compares them with global challenges and offers a series of policy recommendations.


Australia’s comparative performance is highly relevant in a context where both developed and many developing economies are increasingly confronting major problems, including globalisation and competitive pressures prompting constant economic restructuring; the impact of disruptive new technologies; changing labour markets, rising employment insecurity and under-employment; increasing income and wealth inequality; large international financial imbalances; ‘financialisation’, or the huge growth of the financial sector, and associated instability and financial crises; rising public and private debt; government fiscal challenges; macroeconomic instability; weaker investment and productivity growth; and slowing economic growth. We argue that these challenges are interrelated. The initial set of challenges in relation to technological change, globalisation, economic restructuring, financialisation, changing labour markets, low wage growth and inequality have been important in driving the latter set of problems relating to growing debt, financial instability, fiscal challenges, macroeconomic instability and slow economic growth.


A central argument of this book, and the basis for our comparative analysis, is that a common driver links these problems: namely competing claims over economic resources, associated with attempts to extract resources from the economy in order to boost incomes. The parties involved in this struggle include workers, business, voters and governments. Workers are chasing increased wages, and business, higher profits, while voters exert electoral pressure on governments for more spending and resources. Rising electorally driven pressure on governments has long been a favoured critique from the political Right, pointing to the alleged problem of ‘excessive democracy’ and ‘overloaded government’ (Crozier et al 1975; Brittan 1975). Governments are also central to competing-claims dynamics, attempting to manage and mediate the competing-claims process, while also making claims on the economy and on other parties in attempts to extract more resources, principally through taxation and revenue. All of these players use power, and economic and political resources in this struggle.


We use the lens of competing claims and distributional conflict over economic resources to analyse how extractive pressures on the economy have driven a range of problems in advanced economies since the 1970s and how governments have attempted to deal with these problems. Such claims have often been ‘excessive’ or inconsistent. Indeed, economies pushed too far can deliver inflation through wage-price spirals as labour and capital compete for wages and profits. Competing claims can also lead to rising inequality in wealth and income. The parties to the struggle have been driven to higher levels of debt as they attempt to sustain consumption or revenue. In a number of advanced economies, rising debt has also fuelled large increases in property prices, making affordable housing increasingly out of reach for low-income earners and making housing and property markets an arena of competing claims. Increasing inequality and rapidly rising debt have also caused fiscal shortfalls for governments, weak aggregate demand in the economy, weak investment and productivity growth, and slower economic growth.


We argue that so far Australia has handled the challenge of competing claims comparatively well and that there are lessons to glean from Australia’s experience, especially in the way that economic restructuring and competitiveness can be achieved while distributional issues are also dealt with. However, the successful continuation of the open-economy model, and the sustainability of Australia’s capitalist democracy, will depend on the successful resolution of competing claims, and especially a fair sharing of the gains from increased economic production and the maintenance of a tight link between wages and productivity growth.


A country’s inherited culture and institutions can affect the resolution of competing claims and the willingness of different parties to accept the outcomes. The economic reforms of the 1980s and 1990s were made possible because enough Australians became less distrustful of markets. They were persuaded, instead, that governments would be more effective if they focused more on managing markets and creating the right market incentives, and relied less on administrative controls that were being evaded or proving unworkable (Keating 2004a). On the other hand, and most importantly, the egalitarianism that so often influences Australian policy positions has continued. Indeed, ‘fairness’ is a dominant criterion against which policy changes are typically assessed in Australia. Critics argue that this criterion of fairness is too often used to prevent desirable or necessary change; the alternative view is that fairness requires compensation or assistance to be provided to those disadvantaged by policy changes and in this way a broad consensus is obtained, rather than government relying on the dictatorship of, often temporary, majorities. The influence of egalitarian values on Australian policy making has led to the development of institutional arrangements that are quite different from those in the United States, for example, where notions of competitive individualism have been more influential.


The prevailing economic reform agenda, especially in Australia, still amounts to renewed calls for more reforms that aim to increase the size of the economic pie by continuing the supply-side reforms of the 1980s and 1990s. However, the gains from this agenda, founded on market deregulation and increased competition, have largely been realised: any future supply-side gains are more likely to come from innovation and increasing human and physical capital. We argue that any emphasis on supply-side policies needs to be complemented and reinforced by a renewed focus on demand-side policies. Internationally, a demand-side focus is needed to help boost growth and demand in the global economy, especially given the weak recovery from the GFC in many countries, as well as the problems stemming from rising inequality, high debt and weak aggregate demand. In addition, the most critical supply-side reforms should aim to reduce the inequality in skills, boost adaptability and opportunities for different participants in the workforce. Reducing these inequalities will be most important in increasing productivity and labour market participation.


Further problems with the continuation of the old, essentially supply-side, agenda exist. This agenda needs to better recognise the extent to which past reforms were made possible by accompanying measures to protect those who were disadvantaged; there is little recognition that sustained economic growth, an acceptable distribution of incomes, and economic and financial stability are in fact highly interdependent. This supply-side agenda also fails to recognise the different nature of the present problems arising from slowing growth and perhaps even secular stagnation, as well as rising debt and inequality, all of which are impacting the demand side of the economy, especially in the major overseas economies. Moreover, too often the starting premise of the old supply-side agenda is that the role of government should be minimised through further deregulation and tax cuts, whereas the nature of many of today’s problems require government to be more, rather than less, interventionist while still maintaining the key strengths of an open, liberal-market economy.


We especially argue that the mounting economic challenges resulting from slower growth, rising inequality and, in many countries, wages lagging productivity growth are generating too many unhappy losers and will require more attention to competing claims and distributional issues. The backlash against globalisation and economic restructuring is real and growing, and poses a threat to economic development and to liberal-democratic capitalism. As the New York–based economist Nouriel Roubini (2016) argues, the system can be better ‘contained and managed through policies that compensate workers for its collateral damage and costs’. Since the 1970s, and the end of the postwar boom, however, the advanced economies have partly ducked these issues through recourse to inflation (i.e. funding competing claims through wage-price spirals) and more recently, as inflation has receded, through debt-fuelled property booms, which have also partly aided consumption. As debt mounts, these approaches are proving increasingly unsustainable.


A new agenda is needed. The bottom line economically and politically is that governments need to promote demand as well as supply. We can no longer escape the distributional issues at hand and must recognise that the winners will need to help the losers through more effective redistribution, especially if things get worse through secular stagnation or rising resistance to the perceived inequities of the present economic system.


Overall, our analysis focuses on developments since the end of the postwar economic boom in the early 1970s, where we show that the intensity of competing claims and associated problems has increased—markedly in some countries. We analyse the influence of changing market developments and the impact of competing claims across three different periods since the end of World War II: the postwar Golden Age; the collapse of this era amidst stagflation in the 1970s and early 1980s; and the subsequent market-liberal era since the 1970s and 1980s. The postwar Golden Age (Maddison 1991; Marglin & Schor 1991) achieved strong growth and full employment based on a wage-led growth model, institutionalised within an activist state, supported by Keynesian policies nationally, and supported by ‘embedded liberalism’ internationally, which sought open markets buttressed by domestic regulatory and welfare-state supports (Ruggie 1982). We show how this model collapsed in the 1970s amidst intense distributional conflict, resulting in stagflation. The subsequent market-liberal era and the shift to alternative growth models since the 1970s has placed greater emphasis on promoting more flexible and open markets, and has featured globalisation, economic restructuring and financialisation. In several countries this has been associated with increasing inequality, rising public and private debt, and rising financial instability. Australia has avoided many of the worst of overseas developments. Outcomes in Australia, derived from greater market competition and flexibility combined with active state support, have been largely beneficial; nevertheless, new challenges are now looming.


The six decades between the end of World War II and the financial crisis of 2008 represent the greatest period of economic growth and economic transformation in history. In developed OECD countries, economic output increased nearly eight-fold. However, since the end of the 1960s the rate of gross domestic product (GDP) growth in the advanced economies has declined (see table 1), and the intensity of distributional claims and tensions has increased.


Governments are finding it more difficult to mediate the competing claims that are being thrust upon them. Indeed, the fiscal capacity of many states has become more constrained or, perhaps more accurately, is perceived to be more constrained as distributional tensions become more intense. Moreover, many developed countries have cut taxes, especially for companies and high-income earners, and sometimes tightened benefits, so that ‘taxes and benefits have tended to distribute less in the period from the mid-1990s up to the [global financial] crisis’ (OECD 2015a: 23).


The first major outbreak of competing claims occurred near the end of the postwar boom in the late 1960s and early 1970s—an era that saw heavy demands on governments for increased services and support in areas such as health, education and welfare. In the United States, the Johnson Administration (1963–69) attempted to fight wars against the Viet Cong abroad and poverty at home at the same time, without raising taxes to pay for either—a classic early example of the failure to effectively mediate competing claims. The period also saw growing demands, slowing economic growth and the 1973 global surge in oil prices orchesterated by the Organization of Petroleum Exporting Countries (OPEC) oil cartel. These pressures helped ignite wage-price spirals, reflecting distributional conflicts over wages and profits, expressed in rapidly rising inflation and the associated stagflation, a process that continued through the 1970s and into the early 1980s.


Table 1: GDP growth in OECD countries, 1950–2016








	Period


	Average annual percentage change






	1950–1973*


	5.0






	1973–1981


	2.7






	1981–1991


	3.1






	1991–2001


	2.8






	2001–2008


	2.3






	2008–2016


	1.3







* GDP growth rate before 1971 is an unweighted geometric average of OECD member growth rates.


Sources: Conference Board, The (2016). The Conference Board Total Economy Database™ (Adjusted Version), November 2016. http://www.conference-board.org/data/economydatabase/ 31 April 2017); OECD (2017b). OECD.Stat, database, OECD Publishing, Paris. https://stats.oecd.org (viewed 31 April 2017).


Subsequently, and especially since the 1980s as inflation was wound back, competing claims have been associated with increasing inequality in a number of advanced capitalist democracies, reflecting weakening wages growth, rising capital incomes and a growing gap between economic winners and losers. A driver of this has been the increasing share of income going to the top income earners, together with technological change particularly impacting on middle-level jobs, which has hollowed out the middle of the income structure, principally by reducing the share of middle-level jobs, but sometimes also reducing their relative wage rates. In the most extreme case, in the United States, between 1976 and 2007, 58 per cent of all real-income growth went to the top 1 per cent of income earners (Rajan 2010: 8): by the 2000s almost all income growth was going to the top 1 per cent of income earners. Inequality of wealth is also rising rapidly (Piketty 2014), and it is becoming a major economic and political issue in several countries, in part because it is morally objectionable and in part because it is economically and socially damaging. This is especially salient in an era when economic growth appears to be slowing, which is likely to make the settlement of competing income claims much more difficult.


Economists have long debated whether there is a trade-off between distributional claims and greater equality on the one hand, and market-based economic incentives and efficiency on the other. The purer versions of market-liberalism, as well as a good deal of mainstream economics, have tended to ignore distributional issues because of the assumption that prices are or should be flexible and that market returns will then reflect relative factor contributions and marginal productivity, and achieve the most efficient allocation of resources. In reality, however, returns are skewed by oligopolistic competition, rent-seeking and other forms of market power and powerlessness, where the divide between rich and poor has been growing. In addition, structural changes in economies, and especially the impacts of technological change, have hollowed out middle-income jobs and have tended to be skill-biased, thus producing greater income polarisation. Rising inequality is a drag on economic growth and the major international economic agencies are becoming more concerned about it.


The end of the postwar boom, with its wages-led, consumption-based growth model built on productivity growth in manufacturing, was thus followed by the turmoil of high inflation in the 1970s, followed by rising inequality in many countries. In this context, governments have searched for new growth models as a means to spur growth and to try to deal with inequality and competing income claims. Some countries, such as Germany and China, have developed investment and export-led growth models, while others, especially in the English-speaking world of the United States, the United Kingdom and Australia, have developed domestic, consumption-led growth models powered by wages growth, but now increasingly sustained by growing levels of debt secured especially by property markets. In countries such as the United States, where real wages have largely stagnated in recent decades, recourse to growing public and private debt became a major source of growth, at least before this model collapsed into financial crisis in 2008.


Australia largely missed the financial crisis, but it too has relied on growing levels of debt, especially household debt, which has spurred property markets. In recent decades, distributional tensions have been reflected in increased claims on governments and on the economy as wage and salary earners, businesses, households and governments have all struggled for income and resources, and used unsustainable debt to prop up economic growth (Streeck 2011; Turner 2016). This reliance on debt reflects the inability to satisfy claims from current income streams as economic growth slows and inequality increases. Financialisation and recourse to debt also reflect the hugely increased interaction between the real economy and the burgeoning financial sector in recent decades. However, reduced income growth, growing levels of inequality and mounting debt are incompatible with sustainable economic growth.


This is true for countries as diverse as the United States, the United Kingdom, Japan and China. All have struggled with distributional tensions and all have tried to use debt to deal with this problem—a pattern that has usually led to financial crisis. Japan entered its now long-running stagnation after a property bubble and financial crisis in the early 1990s; the United States, the United Kingdom and Europe were hit by a massive financial crisis in 2008, followed by the Euro-crisis from around 2010, and are now mired in sluggish growth and high debt—although of late the United States has shown some signs of a partial recovery. China, too, has recently seen rapidly rising debt and slowing growth, with the possibility of financial distress ahead. Since 2008, many governments have responded, first with fiscal stimulus and then, in the face of rapidly rising public debt, with cutbacks and fiscal austerity. Social protections have also been weakened in some countries, while in others taxation or revenue reductions have also reduced the capacity to respond to rising inequality. The over-riding challenge has been how to boost growth as the preferred response to distributional and other competing claims.


Distributional tensions are not only immediately bad for the economy, they can also endanger what economist Daron Acemoglu and political scientist James Robinson refer to as ‘inclusive economic institutions’ on which sustained economic growth depends. Such institutions, they say:





allow and encourage participation by people in economic activities that make the best of their talents and skills and that enable individuals to make the choices they wish. To be inclusive economic institutions must feature secure private property, an unbiased system of law, and a provision of public services that provides a level playing field in which people can exchange and contract; it also must permit the entry of new businesses and allow people to choose their careers (2013: 74).


Poor economic performance and associated political developments suggest that the requirements for sustained economic growth in a number of advanced capitalist democracies may be under threat from elite concentrations of economic and political power, and from political groups and coalitions that no longer trust government and appeal to those who see themselves as the victims of an unfair system that has failed to deliver the prosperity that is increasingly out of their reach.


It is widely recognised that higher national incomes resulting from faster economic growth can be the easiest way to reconcile competing claims. Many elections have been won or lost based on this premise. The underlying assumption is that there is a ‘virtuous circle’, whereby satisfactory resolution of the various claims will assist in achieving an acceptable rate of economic growth, while at the same time faster economic growth will help reconcile various competing claims. Yet, when economic growth and income growth are slowing and are unable to satisfy the welter of claims, governments have resorted to short-term fixes, such as more rapid inflation in the 1970s, or more recently, increasing debt—both private and public—to temporarily try to resolve competing claims. The scope for temporary ‘fixes’ may be running out, however—not least because they are damaging and unsustainable.


Australia’s Challenges


Australia is outstanding among the advanced economies in experiencing a quarter of a century of uninterrupted economic growth in terms of real GDP. Comparatively, this is a major achievement. Over the seven decades since World War II, economic policy in Australia has been reasonably successful in maintaining a balance between facilitating economic growth, ensuring a reasonably equitable distribution of income, and sustaining the nation’s economic and financial stability. Indeed, the long economic expansion following the early 1990s recession is notable because it has been the ‘longest unbroken period of economic expansion of any developed country ever’ (Garnaut 2013: 5). Going forward, it is important to understand the reasons behind that success, as well as the pitfalls to avoid, and how best to respond to the challenges ahead. This matters because, as noted above, Australia is now confronting challenges of stagnating incomes, economic restructuring and increased inequality, among other things. A critical period has arrived in the wake of the China-fuelled commodities boom, which for a period helped underpin much of the increase in incomes in the 2000s.


Potential economic growth on the input or supply side of the economy is defined by the interaction of the three Ps—population, participation and productivity. Many of the proposals for economic reform have been directed towards increasing one or other of the three Ps—especially productivity. The focus on productivity and the relative neglect of employment participation is itself unfortunate, as the evidence suggests that there may be more potential to increase GDP by increasing participation than by increasing productivity. The focus on productivity may reflect the fact that the interests of capital are best served that way, whereas increasing employment participation most directly assists the disadvantaged.


Furthermore, a nation’s actual growth prospects are also heavily influenced by how competing distributional claims are resolved in relation to wages, profits, returns to capital and rents, and various payments or transfers obtained from the state. The manner in which these competing claims are dealt with influences both the evolution of the three Ps and the extent to which potential economic growth is actually realised. Today the immediate challenge facing Australia is how to maintain economic growth, and reasonably equitable employment and incomes growth, while adjusting to the end of the mining boom, and to instability and slower growth in its principal overseas markets. Australia is facing considerable pressure for structural economic adjustment. The solid productivity-driven growth of the 1990s gave way in the 2000s to debt-fuelled property and consumption booms, and the China-fuelled mining boom. Real net national disposable income per head has fallen in response to the huge and unprecedented fall in the terms of trade, but real disposable income per household has continued to increase since the beginning of 2011/12, though much more slowly, at an average annual rate of 0.7 per cent. This is quite an adjustment for Australians whose expectations have been framed by their experience of steadily increasing real incomes over time, making the task of ensuring equitable increases in incomes in line with expectations more difficult. As the mining boom fades and we confront declining terms of trade and relatively stagnant incomes, Australia needs to take advantage of opportunities from future technological change and increasing globalisation, while minimising threats by developing its adaptive capacity.


Between December 2000 and the peak of the mining boom in June 2011, Australia’s terms of trade doubled and the real exchange rate increased by 77 per cent. This implied a massive loss of competitiveness for Australia’s traditional trading industries and created considerable pressures for structural adjustment. Since their peak in 2011, however, the terms of trade have fallen by 30 per cent, and the real exchange rate by 20 per cent, to some extent reversing the previous structural adjustment pressures. There has been an unprecedented turnaround in the competitiveness of many Australian industries, and along with the impact of technological change and globalisation, these pressures for economic restructuring are requiring industries to make new efforts to forge an innovation-led and more balanced pattern of growth.


Changing labour markets also pose employment and income challenges. A test of reform capacity will be that a more active fiscal policy will be required to repair the budget and fund public investment, especially in innovation, human and physical capital, and in measures to ensure greater equity and social inclusion. A central finding of our analysis of fiscal policy (chapter 12) is that Australia will find it difficult to reconcile the competing demands on government without allowing a modest increase in the share of government revenue relative to GDP. We therefore propose modest tax increases. Income redistribution, better opportunities and greater equality will also help boost aggregate demand. Australia also needs to shift its growth model to one that relies less on the accumulation of debt and asset booms in property, while systemic risk in the financial sector needs to be contained.


These challenges mean that Australia can no longer dodge difficult decisions while benefiting from economic expansion and improving terms of trade. Instead, we must consider how to deal with challenging growth and distributional issues in a more constrained economy and with limits to government capacity. We think there is a real risk that tensions surrounding competing claims will worsen in coming years. The link between sustainable economic growth and achieving a satisfactory balance between competing claims in the economy and in politics is also being recognised by international organisations, such as the IMF (2015) and the OECD (2015a).


The emerging Australian economy, which is likely to include slower growth, rising inequality and unhappy losers, will thus demand more attention to competing claims and distributional issues. Sustainable mechanisms for redistribution of income through the tax and transfer system will be critically important. So too will high-quality innovation and skill formation, and active labour market policies aimed at spurring growth. We need to bring a new mindset to a traditional problem of governance—the resolution of competing claims. We analyse these problems and explore relevant policies and the broader politics of redistribution. Australia has been relatively good at this—until recently. In future, the central issue politically will need to be building a consensus and political coalitions that are inclusive and that bring in and support the disaffected. This is a big issue, but it is currently a failure in western capitalist democracies.


These challenges and a comparative analysis of the policy responses to them are the focus of our book. Some challenges are not new, but the variety of the challenges has grown, and some are becoming more intense and difficult to deal with. How we deal with them will forge Australia’s future, especially in a context where expectations have grown, and economic and fiscal capacity have been growing more slowly in recent years.


Summary


In chapter 1, ‘The Political Economy of Competing Claims’, we outline a framework for our analysis of distributional tensions and claims. We argue that the dynamics and outcomes of competing claims are strongly influenced by the strength and nature of various market and institutional forces, including the nature and pace of economic growth and the role of the state.


In chapter 2, ‘The Challenge of Stagflation and Subsequent Reforms’, we explore Australia’s difficult and prolonged response to the challenge of stagflation, which first arose in the 1970s, and briefly compare this to responses in the United States and Europe. The end of the postwar boom, amidst oil shocks and slowing growth, saw intense distributional conflict registered as inflation, largely driven by mounting conflict over wage and profit shares, exacerbated by the fall in living standards following the explosion in oil prices from 1973. This episode was the first major distributional challenge in the wake of the postwar boom. It was a turning point involving substantial shifts in the power and distributional relationship between capital and labour that, especially in Australia’s case, took two decades to work through.


Inflation, or at least wage-push inflation, was wound back principally because of changes in both product and labour markets, and in the institutional arrangements for wage determination. Wider changes in markets and less inflationary wage pressures finally allowed the Reserve Bank of Australia (RBA) to become more assertive and independent with monetary policy, no longer accommodating excessive inflation. Yet it was only after the major recession in 1990–91 that inflation was brought down to acceptable levels, and a settled and workable response to controlling future inflation was formulated. Moreover, more flexible markets and the use of the floating exchange rate as shock absorbers have allowed monetary policy to be exercised more assertively in the pursuit of macroeconomic stabilisation. The experience of stagflation in Australia eventually led to a more constrained pattern of industrial relations, the subduing of inflation and substantial institutional changes.


In chapter 3, ‘Globalisation, Economic Growth and Restructuring’, we focus on shifts in Australia’s economic structure and growth model, from one based on wage-led consumption and manufacturing sector growth in the postwar era, to a greater focus on commodity-based industries, as well as a now increasingly post-industrial model that places a premium on skills and innovation across a diversity of sectors. We consider how the technological change that underpins economic growth and increasing per capita incomes has changed the structure of industry output and employment. In particular, technological progress has improved productivity everywhere, but these improvements have had more impact on some industries than others, leading to major structural adjustment issues and shifts in the distribution of incomes, which have often given rise to competing claims. In addition, the increase in incomes that results from technological change has led to changes in the pattern of consumer demand, which is a further source of structural adjustment pressures.


New technologies (principally information and computer technologies, or ICT) have also facilitated globalisation and the continued extension and deepening of capital markets and the postwar free-trade regime. This has produced much higher levels of international economic integration and the ceaseless restructuring of global production networks. Economic restructuring has also led to the export of many low- and medium-technology jobs in manufacturing and services to emerging markets.


Another adjustment issue has been the development of international imbalances on the back of alternative growth models in the last decade or more: between export-oriented economies, such as China and Germany, which have built up large current account surpluses on the one hand, and the more domestic consumption–based and current account–deficit countries, such as the United States, the United Kingdom and Australia, on the other. These imbalances reflect divergent underlying growth models and have driven destabilising capital flows and the build-up of high levels of debt in a range of western economies.


In recent decades, Australia has responded to these challenges by terminating its earlier, inward-looking domestic defence model built around high protectionism. It has also scaled back uncompetitive sectors of the manufacturing industry and instead relied heavily on commodities exports, especially during the recent China boom. The winding back of the boom and continuing competitive pressures from the global economy confront Australia with restructuring, upgrading, and innovation and productivity challenges. The goal must be to move to higher value–added manufacturing and services industries. Climate change has recently added another economic restructuring challenge, while ageing populations are placing pressure on economic and fiscal capacity.


Chapter 4, ‘Strategies for Australian Economic Restructuring and Development’, considers the strategic policy responses to these ongoing problems of structural adjustment and the need to broaden Australia’s economic base following the waning of the resources boom. Australia will want to boost its strengths in the production of high-value products, and the future success will depend on the promotion of innovation and technological change. From a policy viewpoint, a critical question is the future role of government. Comparative models of innovation-based economies, such as Germany, South Korea and Singapore, are instructive here. Thus far Australia lags on upgrading criteria and has a pattern of business–government relations that is not particularly conducive to innovation or partnership approaches. Business ‘reform’ advocacy, which has focused narrowly on taxation and labour costs, is largely misplaced in this context.


We argue that Australia’s competitive and adaptive capacity needs to be developed, involving additional expenditures on and a new approach to education and training. We explore the most promising future microeconomic reforms—labour, product, and infrastructure sectors—to boost efficiencies and productivity. We probe the respective roles of markets and governments in guiding and supporting economic development and productivity growth. We also examine the rationale and scope for industry and innovation policy to help shape economic development and help deal with economic coordination. Most of these policies, we argue, will imply a more active role for government as a facilitator.


In chapter 5, ‘Investment and Economic Growth’, we examine investment and capital formation as contributors to the challenges of economic upgrading and restructuring. First, we consider the outlook for capital formation, and why investment has been so slow to recover in many developed countries since the GFC. The impacts on the incentive to invest of high debt levels, low interest rates and quantitative easing in monetary policies are examined. The effect of financialisation on capital formation and investment is also considered. One issue is whether there is a global ‘savings glut’, reflecting the stagnation in consumer demand and a consequent paucity of worthwhile investment proposals. The discussion of corporate investment behaviour overseas and in Australia is followed by a consideration of the policy requirements to achieve adequate capital formation in Australia. One issue will be whether future investment will be sufficient to support Australia’s economic growth potential. In addition, we consider the requirements for infrastructure investment, and whether additional investment in infrastructure could help support economic growth if private investment proved to be inadequate, and how that infrastructure investment might be financed.


In chapter 6, ‘Labour Market and Employment Challenges’, we focus on how economic shifts and restructuring challenges are affecting labour market trends that have emerged from the transformations and restructuring described in the previous chapters. We compare developments in the United State, Europe and Australia, although our focus is mainly Australia. We consider the changing occupational composition of employment and participation, including the loss of mainly middle-level jobs where much of the work involved relatively routine tasks that have now been computerised and automated. Jobs growth has predominantly been in highly skilled service sector jobs and to a lesser extent in low-end service sector jobs that are not easily automated. Overall, the combination of these trends has resulted in a hollowing out of labour force structure, which has been the main driver of increased inequality.


We examine issues of unemployment, under-employment and the growth of part-time and casual employment and growing labour market insecurity. We also probe wage developments, the significance of changes in labour’s declining share of national income, and how demand in areas such as property markets has been sustained through rising household debt in periods when wages have been restrained. The good news is that the Australian labour market has become much more flexible and less inflation prone. Labour was reallocated during the recent mining boom, and again after it, without the inflationary disturbances of the past. As a result of this new flexibility, structural unemployment is less of a problem than in the past, and probably less of a problem in Australia than in the United States.


The chapter identifies three big policy challenges for the future: the outlook for living standards, and the impact of technology on future jobs, and employment participation. The policy responses discussed include employment policy, industrial relations reform, enhanced childcare and pension reform to encourage employment participation, and most importantly, education and training to enhance adaptive capacity and skill formation. We assess recent policy and show that earlier social democratic provisions that once ameliorated worsening inequality in Australia have been attenuated. Our policy prescriptions include measures to improve the skills of those whose jobs are at risk, which would help reduce inequality.


Chapter 7, ‘Inequality and Redistribution Internationally’, is the first of two linked chapters. It starts by comparing the increase in inequality since the 1980s in most advanced OECD nations, with a focus on the most extreme case of rising inequality in recent decades: the United States. It examines how and why inequality in income and wealth have risen over the last few decades, after falling for a long period before the 1980s. We focus on the drivers of inequality stemming from the effect of technological change and globalisation on labour markets, the influence of financialisation, especially on incomes at the top, and changes in tax and public policy. We also examine the costs of inequality.


We then consider the outlook for inequality and how countries have attempted to respond to increasing inequality, including through the tax-transfer system, and how different approaches have also affected economic strategy. The United States, for example, used a debt-based approach prior to 2008 to boost consumption, especially in property markets. In Europe, by contrast, labour-oriented social democratic approaches have been used in a number of countries with substantial redistributive effects.


Chapter 8, ‘Inequality and Redistribution in Australia’, compares overseas and Australian developments. It shows how Australia has managed to avoid the worst excesses of overseas developments in inequality, and why. Australia’s success also means that wage gains have largely matched increases in productivity, and absolute incomes have risen across the board, even if there was some growth in inequality. In the United States, by contrast, 60 per cent of male employees have experienced an absolute fall in their incomes in the last forty years. This raises the question of whether it is relative incomes or absolute incomes that matter most for competing claims. In the latter case, it is not hard to explain Australia’s success, as a small increase in relative inequality may not matter so much if there is a strong increase in all absolute incomes. But even in that case, Australia is probably facing a more difficult future. This chapter also discusses the extent to which wealth rose faster than incomes in Australia, why, and with what consequences.


Notwithstanding Australia’s relative success to date in restraining the increase in inequality, this chapter raises questions about the future. Australia is now facing challenges in spatial inequality. The chances of employment now vary substantially according to where people live in Australia, while access to home ownership and the associated social capital, such as good-quality schools, are now also much more dependent on where people live. If these conditions persist, such changes will strike at the heart of the Australian egalitarian tradition of equality of opportunity. The chapter concludes by considering possible policy responses based on changes to the allocation of funding for schools (as recommended in the Gonski Report), taxation and other changes to improve the efficiency and equity of our cities and the housing market, and possible changes to the income support system.


Chapter 9, ‘Households, Debt and Real Estate Internationally’, is the first of two linked chapters that probe how competing distributional claims interact with the financial and credit system. We argue that competing claims and rising inequality have spurred the growth of debt to help boost consumption, especially in property markets, and help governments deal with revenue shortfalls. The growth in debt has been facilitated in recent decades by the liberalisation of finance from postwar regulatory shackles, which has in turn given rise to financialisation, or the massive increase in the scale and scope of financial markets and financial exposures relative to the real economy of trade, production and jobs. Financial globalisation has also seen large increases in national and international capital flows, growth in the availability of credit, and growing public and private debt, with households and governments in particular taking on more debt. Debt has increased markedly in the United States, Europe and Australia, but the increases have been linked mainly to rising property markets, being closely associated with property bubbles in parts of Europe and in the United States. Financial crises have become more frequent and the 2008 crisis has impacted negatively on sovereign fiscal capacity, as governments felt obliged to guarantee or even take over responsibility for the private debts of some financial companies, while recessions and sluggish growth since 2008 have also taken a huge toll. Avoiding financial crises is critical in supporting growth and economic stability, but competing demands have arguably heightened debt and financial instability, impacted on growth and reduced the fiscal capacity of some governments to respond to other priorities.


Chapter 10, ‘Households, Debt and Real Estate in Australia’, looks at how Australia’s financial system has been deregulated with subsequent overheating in property markets. Australia experienced the classic pattern of financial deregulation followed by an asset price boom and bust (mainly in commercial property) that threatened financial institutions in the late 1980s and early 1990s. Since then Australia’s financial regulation and banking system has been stable, although pressures are mounting. Australian concerns about big bank dominance and our managed financial markets shielded us from the worst excesses overseas, which saw intense competition drive high-risk finance into crisis in 2008. The lessons of Australia’s financial crash of the early 1990s were significant, but perhaps more important was Australia’s pattern of banking regulation, which limited competition and supported a more or less ‘traditional’ banking model. This helped steer the Australian financial system away from the worst excesses of major overseas markets. The risks from bank exposure to international wholesale markets during the crisis were handled by government debt guarantees, although these guarantees were never called upon and indeed the Australian taxpayer made a profit from the fees charged to banks for these guarantees. Australia was one of the few countries not to be severely damaged by the 2008 crisis.


Nevertheless, bank exposure to rising household debt and inflated property prices is an issue. One possible causal chain here is that strong demand, plentiful credit, a shortage of housing and government incentives have led to an increase in house prices, which have increased the wealth of existing owners, who felt empowered to borrow more to enhance their consumption or to invest in existing property, further driving up housing prices. Amidst debates about systemic risk, financial policy and regulation are focused on asset price inflation, macroprudential policy, and tighter bank regulation in a context where, internationally, unconventional monetary policies, such as quantitative easing (QE), have inflated asset markets. Rising household, government and corporate debt also poses potential risks if foreign lenders lose confidence in the capacity of borrowers to repay loans.


Chapter 11, ‘The Quest for Macroeconomic Stabilisation’, examines attempts to stabilise the macroeconomy since the 1990s, in the wake of dealing with stagflation. During the 1990s, and until 2008, there was a view in the advanced economies that macroeconomic stability and a great moderation’ had been achieved, mainly through active monetary policy as the key stabiliser. In fact, monetary policy was too narrowly conceived and missed the build-up of debt and systemic risk in financial markets—risk that materialised especially in the United States and Europe with the 2008 financial meltdown and the subsequent debt overhang, recession and anaemic recovery. These problems have led to extreme versions of monetary policy: close to zero interest rates, currency depreciation (currency wars) and quantitative easing, as well as current debates about ‘helicopter money’ (the provision of fee money by the central bank) aimed at reviving economies. Attempts to revive crisis-hit economies were initially supported by stimulatory fiscal policy, though mounting public debt quickly led to attempts to rein in public deficits through austerity policies and fiscal restraint, especially in Europe.


Australia stands in stark contrast. Through the 1990s and 2000s Australia has achieved the longest sustained period of economic growth and low inflation in its history. Australia avoided the early 2000s tech-bubble recession; it avoided the worst of the Asian financial crisis in the late 1990s, as well as the 2008 banking meltdown and subsequent recession. In response to the 2008 global recession, Australia quickly introduced appropriate fiscal stimulation. This chapter seeks to explain Australia’s relative macroeconomic success, in contrast with experience in the United States and Europe, and briefly with the Japanese experience of the ‘lost decades’ since the early 1990s.


Looking ahead, Australia’s macroeconomic challenge appears more difficult. First, the global economic outlook continues to be weak and unstable. Second, Australia must adjust to lower income increases and further structural adjustments following the waning of the resources boom of the 2000s. Australia also risks having to face the problem of inadequate demand that is being experienced in other countries where real wages have fallen over a substantial time. We consider how these developments will impinge on Australian macroeconomic policy, especially in the context of the need for budget repair and the consequent constraints on fiscal policy.


Chapter 12, ‘Fiscal Policy Challenges’, starts with the premise that economic and social reform will require substantial fiscal resources. The chapter deals with vital questions of the future demands on government and fiscal capacity. Until the 2008 stimulus, the fiscal policy focus in previous decades had been on resource allocation, reflecting government responsibility for the provision of public goods, protecting social capital, assisting the disadvantaged and improving productivity through investment in research and development, infrastructure and education. During the 2000s, however, large revenue gains from rising corporate and mining taxes (which turned out to be temporary) were largely given away as personal income tax cuts (which were intended to be permanent) and an expanded range of cash payments, for which an increasing proportion of the population became eligible. In the wake of the mining boom, spending pressures were exacerbated by the stimulus after 2008 (some elements of which should have been temporary, but became permanent) and have now opened up a substantial fiscal gap. As Edwards puts it: ‘in funding personal income tax cuts with increased company tax, the Australian government buried a bomb that would sooner or later shatter the budget for its successors’ (2014: 53). The problem is difficult because fiscal policy is a highly politicised policy arena with significant electoral and political ramifications. This has constrained fiscal policy to a point where government efforts to raise taxes have typically been ruled out in advance. We explore the issue of the growing mismatch between government expenditure pressures and revenue, and look for solutions. We also consider how Australia’s tax regime compares with those of other countries.


Looking to the future, fiscal policy should be called upon to do more, especially where monetary policy is constrained in a context of very low interest rates, and where there are pressing spending needs. Governments have always needed to choose and prioritise, but the demands on fiscal policy to correct or counteract changes in income distribution may be more difficult to deal with in future. We argue that Australia needs to have a proper debate about the level and cost of the public services and income transfers that are needed, and how to pay for them. We argue that the outcome would inevitably be a small increase in taxation revenue relative to GDP, but not enough to lift the Australian ratio of taxation to GDP above those of other similar low tax countries, such as Canada and New Zealand. In addition, the chapter considers how this increase in taxation might best be achieved.


Finally, in chapter 13, ‘Conclusions and the Governance Challenge’, we ask whether Australia has the governance capacity to follow through on the reforms proposed in previous chapters. McLean (2012) argues that Australia’s economic prosperity over the last two centuries has been based on sound and flexible institutions of economic governance. In recent years, however, questions have been raised about governance capacity. Garnaut (2013) points to what he sees as the ‘great complacency’ in economic policy in recent years, pointing to the weakening of the advisory ‘independent centre’, the weakening of government leadership and short-termist populist pressures on government.The institutional and relational aspects of the state in terms of its capacity to devise and implement chosen policies are what matters most here. The focus is on the authority (or otherwise) of governments, the policy and institutional capacity of state agencies, on fiscal capacity, and on relations with key interlocutors in business and society. Political leadership and policy vision arguably support government authority, while electoral systems and the capacity to include or mobilise those at the lower end of the income distribution are central to forging redistributive political coalitions. The evidence shows that countries usually introduce major changes in economic strategies and institutions in response to a crisis. Most of the time, however, incrementalism, or muddling through, prevails, and at present Australia does not have a sense of crisis, especially on the back of its longest economic expansion in history. Government relations with society and the electorate are also difficult, with the growth of a more reactionary and critical electorate, and with governments responding with poll-driven, short-termist responses with little, thus far, in the way of a wider narrative or longer-term vision.


Conclusion


A central argument of this book is that distributional tensions and growing inequality are bad for the economy and need to be actively managed. The drivers of economic growth, labour market arrangements and outcomes, and levels of inequality and redistribution, vary markedly across the advanced economies, reflecting differing growth models and patterns of state action and policy. These variations reflect deep political, cultural and institutional foundations. They show that even in the face of homogenising pressures from globalisation and technological change, liberalisation and fiscal restraint, countries can still make important choices. Economies with debt-led growth models have seen recourse to financialisation and high debt as a means of trying to sustain demand and consumption. This in turn has contributed to devastating financial crises in Japan, and more recently in the United States and Europe. Ultimately, this approach to consumption and economic growth is damaging and not sustainable. Australia has so far managed to avoid the worst of these problems, but the broader comparative lesson is that tackling inequality and the challenges of distribution are crucial if a workable and sustainable growth model is to be achieved.


While Australia has so far performed comparatively well, the future looks more challenging. Wage and income growth, and more active policies in education, redistribution and employment are a precondition for an increase in consumption that does not rely on the growth of debt. Equally, countries like China and Germany, and other net-exporting countries that are under-consuming, need to increase their internal demand so that a better international balance is achieved. That will then allow developed economies, such as the United States, which are presently net importers, to increase their net exports and investment, which would in turn enable those countries to increase their aggregate demand without relying so heavily on consumption demand. This turnaround in the sources of future economic growth is critical, but it presents an enormous challenge to all governments.
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The Political Economy of Competing Claims


What are the factors that drive and mediate competing claims in the economy and politics? It has long been recognised that distributional tensions and the associated competing claims, if not adequately dealt with or managed, can be bad for the economy. Indeed, the Organisation for Economic Co-operation and Development (OECD 1977) recognised forty years ago that failure to reconcile competing claims satisfactorily can impair economic growth. In an analysis of the causes of the then rampant stagflation, the OECD argued that the principal cause was ‘the competing claims on resources exerted by different socio-economic groups’ (1977: 155). The OECD concluded: ‘Failure to reconcile competing claims in a satisfactory manner can impair growth either directly (including in particular, insufficient investment) or, indirectly, by generating inflation’ (1977: 155).


The 1970s saw competing claims expressed through damaging wage-price spirals, accommodated by monetary expansion that resulted in high inflation. In recent decades, with inflation subdued, the dynamics of competing claims have resulted in increasing inequality and debt, or over-reliance on net exports to sustain aggregate demand in the short run in many advanced economies. This has led to financial vulnerabilities and increasing risks to the longer-run sustainability of economic growth. So far, Australia has managed to avoid some of the worst of these excesses, and in this book we investigate what we should be doing to try to avoid or reduce the impacts of these in the future.


This chapter discusses the factors that shape the dynamics of competing claims and their management. We explore how key actors deploy ideas, resources and power to engage in competing claims in the economy and in politics. The six interacting factors that shape and mediate competing claims in relation to the economy and government are:





1. the nature of the ideas, cultural agendas and social consensus surrounding competing claims and distributional politics


2. the resources and political power of competing interests and coalitions, and the institutions in which they operate


3. the role of the state and markets in shaping economic growth, and in intensifying or reducing inequality or moderating competing claims


4. the nature and composition of economic growth, especially as shaped by economic restructuring, mainly involving the impacts of changing markets, technological change and globalisation, and how all this in turn shapes labour markets, patterns of inequality and distributional outcomes


5. the nature of the prevailing national growth model as defined by the relative contribution of different components of aggregate demand to economic growth—these components include consumption, investment, government spending and net exports


6. the rate of economic and employment growth, and the consequent effects on living standards.


These six factors are all strongly interrelated and help structure our account of the distributional dynamics in the developed market economies, especially in Australia. The main agents propelling competing claims are workers, business, capital holders, voters, and community and state elites, each attempting to leverage resources from the economy and from the state. This is about how agents and coalitions with differing ideas and capacities operate within economic, institutional and political contexts, all of which shape outcomes. Each set of players brings to the game certain economic, political and institutional resources and capacities, which can vary over time. They also forge political coalitions of varying complexions. The players are attempting to extract wages, profits, rents and returns to capital, as well as incomes drawn from the state. This goes well beyond individual pursuit regulated by market competition as originally theorised by the founder of liberal economics, Adam Smith, in the Wealth of Nations (1776). As Smith recognised, markets are not always fully competitive, and pure competition is certainly not the dominant characteristic of modern capitalist economies. Consequently, the returns to labour and capital reflect not just their marginal productivity, but also the rents that can be obtained if market or political power can be exercised in the economy or in politics. In the current era, distributional conflicts and the exercise of market and political power have often seen players making incompatible claims that inhibit necessary structural economic adjustments or end up extracting more from the economy than it can sustain or equitably deliver. In such cases, inflation, inequality and rising debt have been significant destabilising outcomes.1


Below we unpack the six interacting factors that shape and mediate the game of competing claims and its outcomes. Over time the operation of the game has changed its dynamics, producing new accumulations of problems and opportunities, as well as new dominant players. One change has seen the rise of globalisation and inequality, as well as the rise of the financial sector and other economic opportunities for elites, providing new sources of power, income and wealth. There has also been greater market concentration in some industries, while microeconomic reforms and greater pressures for efficiency have in some cases tempered economic power, principally by increasing competition. These changes and reforms have also improved the flexibility of markets, aided structural adjustment and in some cases eased pressure from competing claims. Equally, government intervention to ease future supply constraints can also help achieve similar aims.


Ideas and the Social Consensus


Actors are animated by ideas and ideologies about how the world works and should work. These ideas and ideologies act as orienting frames and value systems, and as weapons and resources in politics. How the growth process operates, whom it rewards, and how issues of distribution and inequality are seen and treated are shaped by ideas and the overarching social consensus in a given society. The nature of this consensus also varies across time and countries. Dispositions regarding social compromise and restraint versus more assertive forms of competitive individualism form an axis of difference, reflecting more collectivist, social democratic orientations on the one hand, versus more liberal or individualist orientations on the other. In addition, some countries, such as Australia, tend to opt for a mix of individualism and collectivism, favouring a measure of individual responsibility and rewards as determined by markets, but also insisting that the state has responsibilities to step in and protect those suffering severe misfortune. There is also a sense of an entitlement to certain ‘essential services’, such as health and education, in Australia.


Differing moral tolerances of levels of inequality are also important. These are reflected in differing commitments to collectivist institutions aimed at managing distributional issues versus more competitive, market-based or trickle-down approaches to income and wealth distribution. These differences are manifest in the contrast between relatively welfarist and collectivist countries in northern Europe, for example, that emphasise greater equality, compared with the more liberal and individualist countries, such as the United States, that tolerate high levels of inequality. Although both rely on markets to allocate resources, albeit to varying degrees, business models and cultures are likely to vary between these two broad groups. In the former, more collectivist countries, businesses are likely to focus on their long-run sustainability, and encourage collaboration and cooperation within the firm, and accordingly tend to favour more egalitarian pay structures. In the latter group of more market-oriented countries, businesses are more likely to focus on maximising shareholder value (often in the short run), and emphasise employer prerogatives and encourage high executive incentive-pay schemes.


Prevailing ideas and values also change over time. In the wake of the Great Depression and World War II, the postwar Golden Age reflected heightened concern for employment and inequality. There was a broad, though variable, social democratic consensus across a range of western countries that favoured the growth of the welfare state and market regulation, nationally and internationally. Since then, following the period of stagflation and the apparent failure of the postwar growth model, there has been a substantial shift away from the postwar view in many countries in the direction of a more market-based approach and, as a consequence, a greater reliance on trickle-down forms of market distribution. The influence of the powerful and privileged has been another factor in explaining this shift in ideas.


Yet the postwar social democratic overlay, even where it appeared strong, was secondary to the capitalist market as the main distributor of incomes and wealth. In this view, capitalism, as Hirsch (1977: 175) argues, was not seen to need an explicit ethical standard for distribution if the market and the logic of compound growth could effectively lift up most, at least over time. Even relatively egalitarian Australia in the postwar era relied mainly on market-determined incomes mediated by a centralised arbitration system and a relatively lean welfare state. As Labor’s federal treasurer Ben Chifley put it in 1944 when introducing the new postwar expansion of the welfare state, ‘our objective is not primarily social security, but rather the much higher objective of full employment of manpower and resources in raising living standards’ (cited in Jones 1983: 50).


At bottom, however, markets rely on a moral underlay of trust and restraint. Yet as Hirsch (1977) argues, the liberal capitalist order that developed during the twentieth century has increasingly eroded its pre-capitalist social and moral foundations based on notions of social obligation, religion and community. The growing prominence of individualism and self-interest, especially in some countries, reduces social trust and the operating efficiency of markets, and renders distributional problems more difficult to deal with. The problem is compounded if growth slows, generating new dynamics of inequality and competing claims.


Furthermore, Acemoglu and Robinson (2013) have shown that throughout history sustained economic growth has depended most importantly upon technological change. But this almost always involves a process of creative destruction, which is typically resisted by those who fear their existing power and incomes will be threatened by the new innovations and by wage and salary earners who fear the loss of jobs or income. Sustained economic growth, therefore, requires the development of an appropriate social consensus and inclusive institutions that both ensure a pluralistic distribution of political power and constrain its use, and are thus able to prevent pre-existing power groups who feel threatened by change from inhibiting future technological progress and economic adjustment. Such institutions, however, are most successful and inclusive when the fruits of economic progress are perceived to be fairly distributed, while those most negatively affected are helped to make the transition to alternative employment or incomes.


Power and Institutions


Agents in the game of competing claims operate primarily within the institutional context of capitalist democracy. Capitalism and democracy operate according to competing distributional principles. Democracy entails a system of equal rights in the political sphere, arming citizens with votes, various entitlements and, for many, a source of rent or income. By contrast, capitalist markets are based on a system of unequal property rights that endow capitalists and the propertied with substantial economic and political resources. The relationship between capitalism and democracy has thus been an uneasy one. Nevertheless, each needs the other to operate successfully and, as the economist and former governor of the Central Bank of India, Raghuram Rajan, points out, when operating well, ‘each of these systems softens the deficiencies of the other’ (2010: 18). Markets impose a more immediate discipline on governments and in all economic systems are used mostly for resource allocation, while governments also recognise they cannot fully expose industries, citizens or voters to the full brunt of market forces. Governments have attempted to manage the relationship between market allocation and political allocation, but they confront electoral or investor backlash if they fail on either front.


In the nineteenth and early twentieth centuries, the capitalist elite and the wealthy initially feared the extension of democracy and the vote as a threat to property rights and established wealth. Capitalism survived in the twentieth century, though not without major crises, confrontations and accommodations. The collapse of the gold standard after World War I, for example, partly reflected greater electoral enfranchisement and the rise of democratic majorities that rejected the restrictive, deflationary nature of the requirements for a return to the gold standard. The postwar social democratic accommodation was another compromise, embodying full employment goals that reflected the growing power of voters and trade unions after the ravages of depression and war. Strong economic growth, full employment and low inflation during the postwar boom saw the incomes and bargaining power of labour and trade unions grow strongly, shifting the share of national income somewhat towards labour and away from capital. Labour regulations, centralised wage bargaining and other policies, such as high marginal tax rates, also tended to modestly compress income differentials and played a redistributive role.


Since the 1970s, much of this redistributive effort has been reversed, although to varying degrees across countries. Labour’s bargaining strength has declined in response to higher unemployment, including more long-term structural unemployment, growing employment insecurity, changes to labour regulations, and structural changes in labour markets that have produced a far less unionised workforce. Globalisation, capital mobility and the rise of the financial sector, as well as the growth of financialisation and increasingly indebted households and governments, have further amplified the shift in power towards holders of capital and financial assets. The concentration of corporate and financial power, strong links between the corporate sector and state leaders, and widespread political alienation and disengagement among voters, further increases the power of propertied interests and strengthens those favouring heightened inequality, especially in some countries. Inequality was reduced through economic growth and democratic means in the postwar era, but in a range of countries the impact of democracy has now weakened on this front and inequality is increasing (Wisman 2013: 936–40; Hacker & Pierson 2010; Piketty 2014).


The State and Policy Regimes


All of these factors operate within the context of capitalist democracies, where market actors, voters and state leaders interact, and where state leaders, even amidst the welter of competing pressures, remain arbiters of outcomes in an oligopolistic and politicised economy. Governments today are expected to achieve full employment and adequate job security based on rapid employment growth, a distribution of incomes and social protections that are seen as fair and reasonably equitable (though with wide national variations), while effectively managing the budget and preserving relatively open and efficient markets and incentives to invest and grow the economy. There are also further divides concerning, first, what constitutes adequate social protections, reflecting different views about the rights and entitlements of citizens on the one hand, and citizens’ responsibilities, particularly for self-help, on the other. Second, there are also differences regarding the best way of providing assistance, with some arguing in favour of uniform state provision, while others argue for more tailored programs, and greater choice and input by those people most directly affected. The priority accorded to these competing objectives and different views about how best to achieve them continue to be heavily influenced by the inherited institutional framework, and the culture and values of each nation. Competing objectives and means also often define and reflect the ideology of different interests and competing political parties. The number of political parties is also expanding in response to the increasing variety of these competing claims, making it harder to forge a consensus about future economic strategy.


However, state leaders still command formidable fiscal resources and institutional capacities, and have sources of legitimacy and authority unmatched by any other actor in the polity. States may also be able to boost their capacity to formulate and push through policy by working collaboratively with major societal or economic interests—a corporatist mechanism Weiss (2003) refers to as ‘governed interdependence’. States also remain weighty actors in the economy, and set the rules and regulations defining market behaviour. State leaders are also central in forging overarching policy regimes, including the postwar compacts around the Keynesian-welfare state, the postwar international Bretton Woods financial arrangements, and the free-trade agenda based on the General Agreement on Tariffs and Trade (GATT). In more recent decades, leaders have also played a central role in the changes in governance arrangements that have given a greater role to markets and more recently to varying models of national growth. Markets, or more correctly ‘managed markets’, are often best seen as tools or instruments used by states as part of wider economic governance strategies, including to help reduce the likelihood and severity of competing claims and to assist in their resolution (Keating 2004b; Bell & Hindmoor 2009). It is true that corporate gigantism, globalisation and capital mobility, and the growth of the financial sector and ‘too big to fail’ banks, have changed power dynamics and constrained states in some ways. It is also true that states retain the capacity to reshape markets and market outcomes, especially if they are supported by appropriate democratic mandates and political coalitions.


We explore, in the final chapter, the political dynamics and institutions that tend to support redistributive policies and we will show how states, in the current market-liberal era, can still work to ameliorate rising inequality. More broadly we show how the factors outlined above have played a major role in shaping changing growth models and distributional dynamics and outcomes in the United States and Europe and also in Australia. In all these countries, the over-riding challenge has been how to boost growth and deal with distributional and other competing claims.


The Nature and Composition of Economic Growth


Also important is the nature and composition of economic growth as shaped by ceaseless economic restructuring, mainly involving changing markets, changing consumption patterns, technological change and globalisation. This in turn shapes labour markets, patterns of inequality and distributional outcomes.


Economic growth involves continuous restructuring of the sectoral composition of the economy and its mix of industries, which in turn shapes labour markets, patterns of inequality and distributional outcomes. This is not necessarily a process where the rising tide of economic growth lifts all boats equally: some sectors and sources of economic transformation produce better returns to labour or capital than others and hence the growth process itself has distributional implications.


In the Golden Age of the 1950s and 1960s, solid growth in manufacturing boosted employment and wages, and helped reduce inequality. Since then the demand for manufactured products has not kept pace with the increase in real incomes as productivity continued to rise, in part because, as incomes have risen, consumption has shifted towards services. Moreover, technological change, economic restructuring and globalisation have all put downward pressure on employment and wages, especially of low-skilled workers in advanced economies. There has also been a decline in manufacturing employment and growth in services employment, which has reduced the share of middle-level jobs, thus hollowing out the earnings distribution and increasing inequality. In addition, there has been substantial deregulation of product and labour markets, and de-unionisation, which have also tended to reduce the market power of labour and have helped to increase inequality. Financialisation has also been associated with rising inequality. Most important is the huge growth of the financial sector and of global macroeconomic imbalances that have facilitated large international credit flows, which have facilitated debt-fuelled patterns of consumption and especially property booms in debtor countries. These forces have interacted strongly with rising inequality and with the real economy. The increased unaffordability of housing and declining rates of home ownership (ownership peaked in 1966 in Australia) have also worsened inequality, especially wealth inequality. Recent public policy and taxation changes have also often increased relative returns to high-income earners and capital holders.


National Growth Models


Neo-classical economic reasoning has been influential in economic policy in Australia, and many other countries, since the era of stagflation in the 1970s. This approach assumes that economic growth in the medium to longer term is determined by the supply side of the economy. In this view, policies to lift economic growth must focus on influencing the determinants of the supply of goods and services—namely the rate of increase in population, productivity and employment participation (the three Ps). The approach further presumes that the role of demand-management policies is to correct departures from this supply-driven rate of growth, with the speed of that adjustment being determined by the flexibility of market responses—hence the emphasis placed on reforms to improve market flexibility. According to the neo-classical approach, demand management cannot alter the overall rate of growth achieved in the medium to longer term as this is determined by the supply-side combination of the three Ps. Nevertheless, the structure or composition of economic growth does reflect the structure of aggregate demand in the economy and especially the balance between consumption (public and private), investment and net exports. Furthermore, in recent times, concerns about slowing economic growth and the potential for secular stagnation (Summers 2016) have raised questions about whether demand will always be sufficient to realise the supply potential of the economy. In that case, the structure and growth of demand may have a significant impact on longer-term growth and the rise in living standards, and may in time even affect the evolution of the three Ps themselves.


Sociologist Lucio Baccaro and political economist Jonas Pontussen (2016) have pointed to the way in which different components of aggregate demand, particularly consumption, investment, government spending and net exports, can define varying national growth models, both across time and across different countries. They also argue that the distribution of income among workers, and between labour and capital, is central to the dynamics of growth models, seeing ‘distributive struggles as a key factor in the evolution of growth models’ as both a cause and an effect (2016: 181).


These scholars argue that, during the postwar Golden Age, economic growth in advanced economies was produced mainly by a wage-driven domestic consumption and investment model based on full employment, and strong and increasing wage returns to labour based on capturing many of the returns of productivity growth, primarily in an expanding manufacturing sector—a model we explore further in the next chapter, where we also show how this model collapsed in the 1970s amidst the crisis of stagflation, followed by a pattern whereby the share of national income going to labour declined and the profit share increased, as did inequality in income and wealth. In more recent decades, open globalised trade and production regimes, together with international financial deregulation and the liberalisation of capital flows, as well as the growth of financialisation, have allowed large current account imbalances to develop across countries. This has been closely associated with the development of several new growth models that have emerged amidst efforts in the West to replace the earlier postwar growth model and efforts in non-western or emerging markets to develop new growth models.


Baccaro and Pontussen (2016) focus on three types of growth model: an export-led growth model, an investment-led growth model and a debt-consumption-led growth model. In the face of relatively weak domestic demand as a source of growth, and especially since the 1980s and 1990s, countries such as Japan, South Korea and Germany, as well as various Nordic countries to varying degrees, have relied on export-led growth and the associated accumulation of savings and current account surpluses. In the last two decades, China has combined an export-led model with an investment-led model—a model that has thus far repressed domestic demand and consumption. In contrast, countries such as the United States, the United Kingdom and Australia, have relied on credit flows and exports from the surplus economies. In addition, countries like Australia, where wages have grown more strongly, have been able to rely on wage-funded income growth and also on debt-funded domestic property investment and consumption. The crisis-hit countries on the European periphery, such as Greece, Ireland, Portugal and Spain, have also effectively adopted debt-based consumption models (Hall 2012): their principal problem being their lack of competitiveness within the eurozone. The high wages paid in the period leading up to the global financial crisis (GFC) could only be sustained by increasing foreign borrowing and debt. Nontheless, the period through the 1990s and up to 2007 was a period of sustained growth. International Labour Organization (ILO) economist Engelburt Stockhammer, however, sees deeper problems, arguing that these models ‘are a reaction to the same underlying problem: stagnating domestic demand due to rising inequality’ (2015: 944).


Baccaro and Pontussen (2016) argue that in the export-led growth models, wages and domestic consumption are repressed to aid (in some cases) state investment projects, as well as cost and export competitiveness (with clear implications for inequality). In China, for example, domestic consumption is low and wages are repressed—well below productivity growth—while the Chinese overseas investment that flows from an excess of savings, as well as central bank intervention, has put downward pressure on the exchange rate and has thus helped export competitiveness (notwithstanding the substantial appreciation of the Chinese currency that has occurred). By contrast, and in order to deal with weakening domestic demand, the United States adopted a debt-fuelled consumption model that featured high inequality, low wages and increasing debt in the 1990s and early to mid-2000s, which was supported by a large, deregulated financial sector and formed the basis for a huge housing and consumption boom in the 2000s that eventually collapsed during the 2008 financial crisis (Stockhammer 2015). There was a similar debt-fuelled consumption boom in the United Kingdom, where household debt rose 50 per cent from 2000 to 2007. Baccaro and Pontussen argue that ‘British governments … encouraged household indebtedness in an effort to sustain electoral support (perhaps regime legitimacy as well) in the face of slow income growth and rising inequality’ (2016: 193).


This growth model approach, focussing mainly on the demand side of the economy, can be linked quite closely to the already established varieties of capitalism (VOC) approach (Hall & Soskice 2001) to comparative political economy, which focuses more on the organisation of production on the supply side of the economy. This approach distinguishes between liberal-market economies (LMEs), such as the United States and the United Kingdom, which tend to rely mainly on markets to coordinate production relationships, and contrasts these with more coordinated market economies (CMEs) as found in Germany or Japan etc., which have more active forms of bargaining and coordination between the public and private sectors and often between labour and capital. Arguably, the Nordic economies form a third group, with their collectivist, egalitarian tradition, which helps support their reliance on flexible markets. As figure 1.1 shows, there is a strong association between LME economies such as the United States, the United Kingdom and Australia and consumption-led growth, compared with CME economies, such as Germany, Japan and a number of Nordic economies (not to mention China), which have relied to a greater extent on an export-led growth model. Figure 1.1 also shows that, within the CMEs and export-led economies in the bottom right of the figure, the more egalitarian Nordic countries tend to have higher levels of domestic consumption than the less egalitarian countries, such as Germany and Japan. Even here, however, note that the Nordic countries have substantially less domestic household consumption as a proportion of GDP than the more consumption-based LMEs, such as the United States, the United Kingdom and Australia, while the Nordic countries rely more heavily on government-funded services and household debt.
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