




to establish the relationship between the variables19  All the standardised beta
Table 3.

Figure 2: Time Series of Covariates, 1970-2001

Table 3: Summary of the long-run relationships: standardised beta coefficients

LRMWUnionOPENToTKOF 

-0.36***-0.39***0.00-0.51***0.52***GiniPre

0.26*-2.48***-3.42***-1.76***0.81**GiniPost

0.03-4.57***-3.34***-0.59***1.24***p9050

Note: *, ** and *** denote rejection of the null at 10 per cent, 5 per cent and 1 per

 

The results of Table 3 indicate that globalisation, as measured by KOF,
unambiguously increases income inequality. (A one standard deviation increase
in KOF leads to 0.52 standard deviation increase in GiniPre (pre-tax income
inequality), ceteris paribus.20 

Gaston (2007b), who found that globalisation increases income inequality in a
panel of OECD countries.21 

non-economists and the public generally view globalisation. While the academic

       19       The optimal lag length of two is determined by the Schwartz criteria. Even though there are just 32

and each short-run equation uses eight degrees of freedom. For technical and estimation details, see
Gaston and Rajaguru (2007b).

20  It should be noted that although there is one co-integrating relationship, the causal interpretation
is subjective. For example, it was also found that GiniPre, KOF, Union and LRMW ToT.

21  Exploring the Dreher and Gaston (2007b) result in greater depth, Dreher et al. (2007) found that

and income inequality.

59

Understanding Australian Income Inequality



literature fails to find consistent evidence that traditional measures of economic
openness and integration — such as international trade flows and immigration
— adversely impact the labour market, this may be attributable to an overly
narrow view of globalisation generally adopted by most economists.22

Perhaps a more surprising result of Table 3 is that improving terms of trade
and greater trade openness are equity-enhancing for Australia. Of course, Australia
is somewhat ‘peculiar’ for a developed economy in that it mainly exports primary
commodities and imports manufactured goods. Pope and Selten (2002) have
noted the importance of improved terms of trade for Australia’s manufacturing
sector. Perhaps for this reason, not only do improved terms of trade boost
Australian welfare and income, they also have a beneficial impact on equity.

The results for ‘Union’ are large and significantly negative as well as
straightforward to interpret. It’s quite clear that de-unionisation has exacerbated
income inequality. The result for the minimum wage varies across the different
measures of income inequality. A higher real minimum wage lowers pre-tax
income inequality. The impact on post-tax inequality is positive and significant,
albeit at just the 10 per cent level. This may indicate that the progressivity of
taxes is relatively more important for generating a more equitable income
distribution than are increases in the minimum wage, at least for Australia.
Unsurprisingly, the minimum wage has no impact on the income distribution
for the more wealthy.

Conclusion
This paper examined the key determinants of Australia’s income inequality.
Surprisingly, particularly given the increases in Australian income inequality
over the last quarter-century, little research has been done for Australia. The
present paper can therefore be viewed as a preliminary exploration. The findings
are intriguing and will hopefully encourage other researchers to further explore
the issue. Among the findings is that more trade and improved terms of trade
are equity-enhancing. Institutionally, de-unionisation of the labour force is
having the anticipated adverse effect on income inequality. On the other hand,
the welfare state has responded; rising minimum wages — the anchor upon
which low-skilled and semi-skilled workers have their own incomes determined
— have reduced income inequality. In addition, the progressivity of the income
tax system has served to lessen the impact on low-income workers. The main
finding is that globalisation — broadly-defined — has increased income
inequality. Notably, the result is not attributable to increased trade openness
and falling trade barriers. In fact, quite the opposite is the case. The global

22 The co-integration analysis revealed that KOF is likely to be exogenous (that is, it is highly
significant in the three long-run relationships but insignificant in each of the speed of adjustment
equations). This contradicts the view by Quiggin (1999) quoted above. On the other hand, the conclusions
drawn by Henry and O’Brien (2003) do seem overly sanguine.
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environment, and Australia’s role in that environment, is a starkly different and
possibly more uncertain one than Australians found ourselves in a
quarter-century ago.
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No Lessons Learned: A Critique of the
Queensland Local Government Reform
Commission Final Report

Brian Dollery, Chong Mun Ho and James Alin1

Abstract
On 17 April 2007 the Queensland government established a Reform Commission to
consider the compulsory amalgamation of local councils. On 27 July 2007 the
Commission recommended a program of compulsory amalgamation that would
reduce the number of local councils from 157 to 73. These recommendations were
passed into law amidst great acrimony in the early hours of 10 August. This paper
provides a critical evaluation of the arguments for amalgamation presented by the
Commission in the light of the scholarly literature on local government mergers.

Introduction
The new millennium has witnessed a period of severe �nancial distress in local
government in all Australian state and territory jurisdictions, as attested by
numerous national and state-based inquiries into the �nancial sustainability of
local councils.2  Queensland local government has not been immune to these
problems. In 2004, the Local Government Association of Queensland (LGAQ)
developed a program to deal with �nancial and other pressures confronting local
councils in that state. In order to generate debate, a Discussion Paper entitled
Size, Shape and Sustainability of Queensland Local Government was issued on 3
March 2005 and a Special Conference of the LGAQ held in Brisbane in early June
2005. The initial outcome was the Communiqué advocating a ‘comprehensive

        1         Brian Dollery is Professor of Economics and Director, Centre for Local Government at the University
of New England, Armidale, New South Wales. Chong Mun Ho is Associate Professor in the School of
Science and Technology, Universiti Malaysia Sabah, Kota Kinabalu, Malaysia. Dr James Alin is in the
School of Business and Economics, Universiti Malaysia Sabah, Kota Kinabalu, Malaysia. Brian Dollery
would like to acknowledge the �nancial support provided by Australian Research Council Grant
DP0770520. The authors would like to record their gratitude to the Editors and two anonymous referees
for helpful comments on an earlier draft of the paper. Corresponding author: Brian Dollery, Email:
bdollery@une.edu.au
        2         See the Commonwealth Grants Commission (CGC) (2001); Commonwealth House of Representatives
Standing Committee on Economics, Finance and Public Administration’s (Hawker Report) (2004) Rates
and Taxes: A Fair Share for Responsible Local Government; the PriceWaterhouseCoopers (PWC) (2006)
National Financial Sustainability Study of Local Government report; the South Australian Financial
Sustainability Review Board’s (FSRB) (2005) Rising to the Challenge report; the Independent Inquiry
into the Financial Sustainability of NSW Local Government’s (2006) Final Report entitled ‘Are Councils
Sustainable?’; the Western Australian Local Government Association’s (WALGA) (2006) Systemic
Sustainability Study: In Your Hands — Shaping the Future of Local Government in Western Australia
Inquiry; and the Local Government Association of Tasmania’s (LGAT) (2007) A Review of the Financial
Sustainability of Local Government in Tasmania.
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reform blueprint’, followed immediately by a ‘ten point Action Plan’. This
proposal was formally endorsed by the Queensland Minister for Local
Government and Planning. The Action Plan set out a reform program in the form
of the Size, Shape and Sustainability (SSS) Review Framework, sustainability
indicators, ‘options for change’, ‘Independent Review Facilitators’, and financial
arrangements for Queensland government support of $25 million. The mechanics
of the reform process were embodied in the Size, Shape and Sustainability:
Guidelines Kit (LGAQ 2006). In essence, the SSS process involved cooperation
and collaboration between state government agencies and local councils on a
scale unrivalled in the history of Australian local government reform.

The SSS review process was still ongoing on 17 April 2007 when the
Queensland government suddenly announced that it had forsaken the SSS process
in favour of a program of forced amalgamation. In the guise of a Local
Government Reform Program, the Queensland government appointed a Local
Government Reform Commission to make recommendations on compulsory local
council mergers by August 2007 to enable the election of new councils on 15
March 2008.3 The official rationale for the abandonment of the SSS process was
explained in Local Government Reform: A New Chapter for Local Government in
Queensland (Department of Local Government, Planning, Sport and Recreation
(DLGPS&R)) (2007) and effectively amounted to a claim that local councils had
not proceeded with sufficient haste and vigour in pursuing the SSS program.
This document has been attacked as deficient in both concept and fact (see
Dollery et al. (2007b) and LGAQ (2007)).

3 The Terms of Reference for the Reform Commission were published under section 159U of the
legislation on 19 April 2007 as follows:

‘159U Terms of reference:

‘(1) This section states terms of reference for the reform commission in performing its functions.

‘(2) The reform commission must consider the grouping of like communities of interest to maintain
the social fabric and character of communities and areas of the State, and in particular, must consider
— (a) review areas established under SSS review processes; and (b) boundaries of areas covered by the
regions for which regional planning advisory committees have been established under the Integrated
Planning Act 1997.

‘(3) The reform commission’s recommendations must be directed at — (a) consolidating, to the
extent practicable, regional natural resource management areas, including for example water catchment
areas, and environmental areas, including for example, coastal wetlands; and (b) creating local
governments with improved financial sustainability.

‘(4) In making a recommendation for creating a new local government area from 2 or more existing
local government areas, the reform commission must give preference, to the extent practicable, to
including all of the existing local government areas in the new area rather than parts of the existing
areas.

‘(5) The reform commission must identify options for community representation that reflect the
diversity of the State’s regions and that promote representation of discrete communities.

‘(6) In making its recommendations for new arrangements, the reform commission must identify
any issues requiring further consideration for successfully establishing the new arrangements.’
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After a mere two months of deliberations, the Reform Commission released
its Final Report entitled Report of the Local Government Reform Commission (State
of Queensland (Local Government Reform Commission)) (2007) on 27 July 2007.4

The Final Report comprised two volumes: Volume 1 set out the arguments for
radical structural reform in Queensland, while Volume 2 provided details of the
new recommended local government areas developed in the Final Report. The
Final Report recommended the number of local councils be compulsorily reduced
from 157 to just 73 organisations. When it is noted that no changes at all are
proposed to 37 councils, then the extreme nature of the Reform Commission is
placed in even greater relief. Some of the more controversial recommendations
included the forced amalgamation of the Noosa Shire Council with Maroochy
Shire and Caloundra Shire, leading to fears that the new entity would have a
‘development bias’, that would destroy the beauty of the Noosa area, as well as
the compulsory merger of Crows Nest, Rosalie, Jondaryan, Millmerran,
Pittsworth, Clifton and Cambooya Shires with the large regional Toowoomba
City Council, which many felt endangered the continued existence of many small
towns surrounding Toowoomba.

The Recommendations of the Reform Commission were passed into law in
the Queensland Parliament in the early hours of 10 August 2007 amidst great
public controversy and rancour. A most unusual feature of this legislation was
the inclusion of stiff monetary penalties to be imposed on elected representatives
who attempted to hold referenda to test public opinion on forced mergers in
their council jurisdictions.5

Given the radical nature of the Queensland compulsory amalgamation
program, as well as the haste with which decision-making proceeded, there is
an urgent need to evaluate the arguments in favour of forced mergers presented
in the Final Report of the Queensland Reform Commission. Accordingly, this
paper seeks to assess the substantive arguments presented in the Final Report
against the background of developments in contemporary Australian local
government and the relevant scholarly literature in the area.

4 The Reform Commission comprised seven members, assisted by administrative staff and analysts
from the Queensland government bureaucracy. Commission members were Commission Chairperson
Bob Longland (a former Electoral Commissioner for Queensland); Sir Leon Hielscher (Chair of the
Queensland Treasury Corporation); Terry Mackenroth (former Deputy Premier of Queensland and a
member of the Queensland Parliament from 1977 to 2005); Di McCauley (former Queensland
parliamentarian from 1986 to 1998 and former Queensland Minister for Local Government and Planning);
Tom Pyne (former President of the Local Government Association of Queensland); and Bob Quinn
(former Leader of the Queensland Liberal Party). Administration Commissioner was Kevin Yearbury
(former Director-General of the Queensland Department of Local Government and Planning).

5 The attempt by the Queensland government to prevent local referenda has led to controversial
involvement by the former federal government to fund local plebiscites on amalgamation, apparently
inspired by political motives (Marris 2007). The Queensland government responded by withdrawing
the punitive elements in its legislation, but nonetheless still proceeding with the amalgamation program.
At the time of writing, plebiscites had been held in numerous local council jurisdictions, with
overwhelming public opposition to the structural reform program.
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The paper itself is divided into three main parts. Section 2 sets out the case
for compulsory amalgamation presented by the Commission in its Final Report,
with only some limited critical asides. Section 3 considers the validity of these
arguments. The paper ends with some brief concluding remarks in section 4.

The Reform Commission’s Case for Forced Amalgamation
The Reform Commission presents its case for forced amalgamation in Chapters
3 and 4 of its Report of the Local Government Reform Commission (State of
Queensland (Local Government Reform Commission)) (2007).

Discussion in Chapter 3 is organized under six main headings: ‘analysis’; local
government capacity; ‘social, economic and environmental factors’; ‘community
of interest’; ‘financial sustainability’; and ‘boundaries’. Under the analysis
heading, the Commission simply lists its objectives as set out in its Terms of
Reference and outlines the ‘range of data sources’ (p.37) it employed. The latter
is significant in the sense that no material is specified dealing with local
government reform elsewhere in Australia or indeed abroad. This sets the tone
for a highly ‘Queensland-centric’ mode of analysis.

The remaining five headings deal with what we can call ‘substantive’ criteria.
The first substantive criterion invoked by the Commission consists of ‘the
capacity of local government to deliver services, undertake planning and exercise
sound governance’ (p.38). In so doing, the Commission sought to assess how
structural reform through amalgamation ‘would improve local government’s
ability to deliver services, undertake environmental, social and economic
planning, and provide local government with the capacity to better manage risk’
(p.38). The Commission found local councils throughout Queensland are presently
‘struggling’ to meet the demands placed on them and battling to compete for
scarce administrative and technical skills in a highly competitive labour market.
From this diagnosis, the Commission concluded that ‘stronger more robust local
governments’ will better be able to overcome these challenges.

The analysis of local government capacity goes on to consider ‘structural
barriers’ that ‘impede’ service provision and effective growth management and
development planning. Six illustrative examples are provided: (i) Population
growth in areas that cross local council borders should be ‘managed on a regional
basis’, such as the Sunshine Coast; (ii) the existence of ‘multiple’ local council
planning systems raises the ‘complexity’ of managing regional development,
like the Darling Downs; (iii) current boundaries that create ‘artificial’ barriers
between communities, such as boundaries that divide single residential areas;
(iv) ‘duplication’, and ‘complexity’, such as Townsville/Thuringowa; (v)
numerous small councils in a ‘compact’ spatial zone that cannot ‘capture and
manage’ economic development, like North Burnett; and (vi) ‘donut’ councils
that ‘impede optimal service delivery’.
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A discussion of the ‘costs and benefits’ associated with amalgamation ensues,
which forms the central thrust of the case for forced mergers in the Commission’s
deliberations. In a candid admission, the Commission concedes that ‘it has not
attempted to quantify these costs [of amalgamation] in respect of the
recommendations it makes’ (p.38), despite acknowledging that significant costs
exist. Instead, the Commission was ‘guided’ by the outcomes of previous
Queensland local mergers in the 1990s (Cairns, Ipswich, Mackay, Warwick and
Cooloola), despite the fact that no formal assessments have ever been made of
the consequences of these amalgamations; the Commission argued that ‘in all
cases’, these councils have ‘emerged as stronger administrations’ that ‘better
represent their communities’. In addition, the Commission relied on SSS appraisals
from four councils (Crows Nest/Rosalie and Goondiwindi/Waggamba). These
reviews identified costs attendant on mergers that included a decline in Financial
Assistance Grants, ‘disruptions’ to service provision during the implementation
of amalgamation, and outlays on ‘integrating council systems’. However, these
same SSS reviews predicted various benefits to amalgamation, not least (a) a
‘larger resource base’, better infrastructure management and enhanced capacity;
(b) scale economies (that are not identified by service type); (c) unquantified and
unspecified ‘savings’ that can ‘fill gaps in middle management’ thereby improving
operational efficiency; cost savings from asset ‘rationalisation’; and (d) ‘better
planning and infrastructure delivery across growth areas’ (p.39).

From this limited evidence drawn exclusively from Queensland, the
Commission felt able to generalize the benefits of structural reform into main
four categories: (a) economies of scale; (b) more efficient infrastructure delivery;
(c) more skilled staff; and (d) improved financial governance and standards
implementation. However, the Commission immediately (and perhaps
unwittingly) undercuts these assertions by observing that ‘the costs incurred
by, and the benefits which accrue to amalgamated councils will largely be
dependent decisions the new local governments make during the implementation
phase’, depending on how these new organizations expend the ‘dividends’
derived from amalgamation. It is important to stress that in its evaluation of the
costs and benefits of council mergers, the Commission completely ignores any
evidence that may be gleaned from Victoria, South Australia and New South
Wales, all of which have undergone structural reform over the past two decades,
as well as the wealth of material available from abroad.6

The second main criterion applied by the Commission consisted of ‘social,
economic and environmental factors’, especially in the context of ‘regional
communities of interest’. In particular, the Commission identified six main

6  An anonymous referee observed that ‘as an outsider, it seems almost unbelievable that a
government commission could make such sweeping recommendations without apparently even attempting
to marshal any evidence’. We concur with this view.
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‘challenges’ confronting regional Queensland local government over the next
20 years, as follows: (a) Maintaining the viability of communities in Western
Queensland; (b) dealing with the transformation of economic activity away from
traditional agriculture in Western Queensland; (c) coping with the problems
presented by the rapid increase in mineral extraction and its need for
infrastructure; (d) growth management in regional centres; (e) managing
‘tree-change’ and ‘sea-change’ migration flows; and (f) growth management in
South East Queensland. While none of these factors are addressed further, the
Commission simply observed that it ‘has sought to balance the specific (social,
economic and environmental) aspirations of local communities’ (presumably as
expressed in submissions to the Commission) ‘ with the regional economies it
sees emerging over the next 20 to 30 years’ (p. 40). How this was done is left to
the imagination of the reader.

The third major criterion resides in ‘community of interest’ as defined in
Local Government Regulation 2005, with the proviso that the Commission should
try to avoid amalgamating parts of existing areas and instead incorporate whole
local government areas together. In its discussion, the Commission went into
some detail over the difficulties involved in determining community of interest
in practice and noted the ‘passion’ with which people experienced a ‘sense of
place’ associated with a current local government area. However, it nonetheless
‘separated the issue of identification with a particular locality, from that of a
broader community of interest, apparently on the basis that instances exist in
Queensland where ‘distinctive communities continue to thrive within existing
local government boundaries’ (p.41). How the Commission has proceeded is not
explained.

The fourth main criterion guiding the Commission is ‘financial sustainability’
— the chief motivating force for the amalgamation program according to the
DLGPS&R (2007) Local Government Reform: A New Chapter for Local Government
in Queensland, which set out the rationale for the whole reform process (Dollery
et al. 2007b; LGAQ 2007). It is thus little short of astounding that the Commission
‘has not attempted to define a minimum level of financial sustainability for local
government in Queensland’ (p.42). The Commission observed that it relied on
the Queensland Treasury Corporation’s (QTC) Financial Sustainability Reviews,
which are considered in Chapter 8 of its Final Report, despite the fact that not
all councils had undergone QTC scrutiny prior to the Final Report — a matter
the Queensland government used to justify abandoning the SSS program!

Two points are relevant in this regard. Firstly, of the 109 councils that had
been reviewed by the QTC, 57 councils (52 per cent) were classified as ‘moderate’
in terms of financial sustainability, where moderate implies a ‘high capacity to
meet its financial commitments’, and 28 (25.6 per cent) were designated as ‘weak’,
where weak means an ‘acceptable capacity to meet its financial commitments’
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(p.71). In other words, in the view of the QTC, these two groups of councils
were not perceived as financially unsustainable! Secondly, the definition of
financial sustainability in the Australian local government milieu has not only
proved to be elusive, as attested by the state-based inquiries in South Australia,
New South Wales, Western Australian and Tasmania cited earlier in this paper
(see Dollery and Crase 2006), but also too narrow (Dollery et al. 2006a). The
Commission seems to have overlooked these definitional difficulties altogether
as a consequence of its exclusive use of Queensland literature.

The fifth and final criterion consists of local government boundary
considerations to which we have already alluded. The Commission felt bound
by its Terms of Reference to make recommendations for amalgamation that
involved only whole local government areas rather than parts of local government
areas.

A feature of contemporary debate over structural reform in Australian local
government is the emphasis placed on alternative models of local government
that can be implemented instead of amalgamation in any process of structural
reform. For example, the LGAQ (2005, p.15) has composed a taxonomy that
distinguishes between four conceptual models: ‘Merger/amalgamation’;
‘significant boundary change’; ‘resource sharing through service agreements’,
in which one local authority will undertake specific functions such as waste
management for other councils; and ‘resource sharing thorough joint enterprise’,
in which municipalities combine their activities in a given service function in
order to reap scale economies, such as official record keeping and storing.
Similarly, Dollery and Johnson (2005) have proposed a sevenfold typology
comprising existing small councils, ad hoc resource-sharing agreements, Regional
Organizations of Councils, area integration or joint board models, the virtual
local government model, the agency model and amalgamated councils. These
theoretical models have been augmented by a growing literature on applied
models of local governance, either in operation or under consideration (see
Dollery et al. 2007a).

For this reason, the Queensland Reform Commission no doubt felt obliged to
at least consider alternatives to forced amalgamation in its deliberations. Three
alternative models are discussed in Chapter 4 of the Final Report: the
‘multi-purpose joint local government’ (MPJLG) model advocated by the LGAQ;
shared service models; and regional alliances of local councils. On the basis of
its deliberations, the Reform Commission apparently felt able to dismiss these
three alternatives out of hand. The Commission concluded that:

While MPJLGs, shared services and alliances have been promoted in suggestions
as alternatives to amalgamation, the Commission considers that they are inferior
options. All the advantages nominated by advocates of these alternatives can
be realized by amalgamated councils, with less bureaucracy and administration,
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and avoiding the complexity and delays that are an inevitable part of negotiating
agreements with multiple councils. These approaches remain valid for use by
accountable elected entities which can consider their applicability in addressing
particular administrative, service delivery or contracting issues, not as a
substitute for structural reform.

This conclusion is noteworthy for two main reasons. Firstly, the Commission
did not even attempt to engage with the Australian literature on alternative
models of local government, which includes empirical evidence on the actual
outcomes of several models already in operation, such as the very successful
Riverina Eastern Regional Organisation of Councils in New South Wales (Dollery
et al. 2005) and the Walkerville model in South Australia (Dollery and Byrnes
2006), to cite but two examples. Put differently, the Commission is guilty of
‘evidence-free’ policy evaluation. Secondly, most alternatives to amalgamation
are premised on the notion of retaining local democracy and local choice while
at the same time combining those functions that exhibit significant scale
economies, scope economies and other efficiency-enhancing attributes. In other
words, the whole thrust of these models is to preserve local autonomy without
any trade-offs associated with the size of the organisation. By not even
considering local autonomy, local choice, local democracy and local ‘voice’ as a
desirable ‘public good’ in its own right, the Commission misses the central
objective of these models.

Evaluation of the Arguments for Amalgamation in the Final
Report
Structural reform in the guise of enforced local council mergers has a very long
history in Australian local government (Vince 1997). In an analysis of the debates
that have surrounding various episodes of council consolidation, Dollery et al.
(2006b, pp.139–55) have provided a detailed evaluation of both the theoretical
and empirical arguments typically advanced for local government amalgamation
in Australia. They identified seven main conceptual considerations that have
been brought to bear on the problem: ‘Optimum community size’; economies of
scale; economies of scope; local government capacity; administration and
compliance costs; the ‘coincidence of municipal and natural boundaries’; and
public-choice arguments. This taxonomy provides a useful framework for
considering the merits or otherwise of the conceptual case for amalgamation
presented in the Final Report of the Queensland Reform Commission. We will
thus briefly consider each of these factors in turn.

Optimum community size
As we have seen, the Reform Commission placed a good deal of weight on the
importance of ‘regional communities of interest’ especially in economic
development, planning and other matters with a comparatively large spatial
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focus. This demonstrates that the Commission considered the ‘region’ to represent
an optimal ‘community size’, rather than smaller local government areas.
However, the Commission seems completely unaware that notions of optimum
community size are not simply plucked from the air but derive from the theory
of fiscal federalism pioneered by Oates (1972) and subsequently refined by
legions of economists (Mueller 2003). The theory of fiscal federalism is centrally
concerned with the question: which levels of government (national, state or
local) should provide specific categories of public goods? The theoretical answer
follows from Oates’ (1972) correspondence principle: the size of a government
should reflect the area of benefit of the goods it provides to its constituents.
Each public good should thus be provided by the smallest (that is, lowest-level)
government where there are no spatial externalities affecting adjacent areas.

This principle has direct implications for local government amalgamation. In
the first place, Oates (1972) has demonstrated through the decentralisation
theorem that if local preferences determine the composition of local service
provision, then welfare gains accrue to society because preferences are never
spatially uniform. Local service provision should thus be decided at the local
level, implying the retention of small local councils, at least insofar as deciding
the composition of local services. Secondly, if spillover effects exist contingent
on the exercise of local choice, then either subsidies or taxes must compensate
neighbouring jurisdictions, or decisions over the services generating externalities
should be taken at a higher level of government. Demand-side considerations
of this kind are precisely the reason that various alternative models of local
government prescribe that services with a regional impact should be decided at
the regional level, while supply-side considerations, like scale economies, lead
to an analogous conclusion in these models.7

Economies of scale
Economies of scale refer to a decrease in per-unit cost of production as the
quantity of output increases. As we have seen, in its Final Report the Commission
made frequent appeal to scale economies by arguing that larger amalgamated
councils would provide services more cheaply. This claim cannot be sustained
for several reasons (Dollery et al. 2006b). Firstly, despite the recent expansion
of Australian local government services to include more ‘services to people’
(Dollery et al. 2006c), Australian local councils still have a strong ‘services to
property’ orientation in terms of the services they provide. However, despite
the relatively narrow range of service provision, Australian municipalities

7  In addition to these arguments, we are indebted to an anonymous referee for pointing out that
the Commission also ignored the empirical literature on the relationship between governmental
decentralisation and economic growth, which suggests that decentralised local government boosts local
economic growth. See, for instance, Brueckner (2006), Akai and Sakata (2002), Lin and Lui (2000) and
Stansel (2005).
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nonetheless deliver an extensive range of services. Because these services are
produced using entirely different processes, there is no a priori reason for
different services to display the same cost characteristics. It follows that while
council mergers will secure scale economies for some services, they will also
capture diseconomies of scale in other services. Sancton (2000, p.74) has
summarised this argument by observing that ‘there is no functionally optimal
size for municipal governments because different municipal activities have quite
different optimal areas’.

Secondly, it is well known that scale economies are not relevant if service
provision can be separated from service production through the
‘purchaser-provider split’, since scale economies only occur during the
production phase (Oakerson 1999). Thus local councils too small to achieve scale
economies can still reap these cost advantages by outsourcing to private firms,
Regional Organizations of Councils, area integration models, and the like. In
other words, council size need bear no relationship to scale economies.

Thirdly, in its adoption of the ‘big is beautiful’ perspective of local councils,
the Commission alludes to the cost ‘dividends’ attendant upon scale economies
in the proposed new larger councils. The Commission thus implicitly endorsed
inter alia the findings of Stephen Soul (2000) in his influential doctoral thesis,
which examined the effect of council size (as measured by population) on gross
expenditure per capita, and concluded that increasing population yields a lower
level of gross expenditure per capita up to a council size somewhere between
100,000 and 316,000 people, at which point ‘scale diseconomies’ begin. But the
theoretical basis of this study has been shown to be badly flawed on the basis
of pioneering work by Boyne (1995) ignored by Soul (2000) (Dollery et al. 2006b).
In essence, Boyne (1995) has demonstrated that council size (as proxied by
population) bears no relationship to scale economies, since population is linked
to numerous other variables affecting expenditure.

Finally, the Commission apparently takes for granted that substantial scale
economies exist in Australian local government. This presumption is unwarranted
and ignores both Australian empirical evidence on economies of scale in local
government (see, for instance, Byrnes and Dollery 2002) as well as empirical
evidence abroad (see, for example, Bish 1971; 2000; Boyne 1998a; Duncombe
and Yinger 1993; Hirsch 1968; and Rouse and Putterill 2005), which points to
the fact that scale economies cease for many municipal functions for populations
above 50,000 residents and many labour-intensive services exhibit diseconomies
of scale. With regard to Australian local government, Byrnes and Dollery (2002,
p.405) conclude that ‘the lack of rigorous evidence of significant economies of
scale in municipal service provision casts considerable doubt on using this as
the basis for amalgamations’.
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Economies of scope
The Commission makes no reference at all to scope economies. Given the complete
neglect of the literature outside of Queensland in the Final Report, this omission
is unsurprising. However, given the potential significance of scope economies,
this oversight is most unfortunate.

Scope economies arise where production functions facilitate the joint
production of two or more services simultaneously. Under increasing returns to
scope, joint production by one organization generates more output than separate
production by two different organizations using the same quantity of input.
Within Australian local government service provision, then, it is possible to
identify four potential sources of scope economies and diseconomies in local
council services: decreasing returns to inputs; jointness in inputs; jointness in
outputs; and interactions between the processes of service provision. According
to (Dollery and Fleming 2006), the most likely source of scope economies in
Australian local government derives from jointness in inputs, which occurs
where one input can be used in the production of more than one service.
Municipal administrative functions, where the same functions can be used in
more than one sphere of activity, are easy to identify. For instance, in the event
of council amalgamation or council resource-sharing, centralized administrative
inputs can be used to support various activities, thereby reducing costs. Despite
the promise offered by scope economies, no empirical studies have yet
investigated the phenomenon in the Australian local government context (Dollery
and Fleming 2006).

Local government capacity
As we have seen, in its Final Report the Commission set great store on enhanced
local council capacity as a positive consequence of its forced amalgamation
recommendations. In particular, the Commission (State of Queensland 2007, p.39)
held that local government capacity could be expected to improve in four main
areas: better asset and infrastructure management; increased ability to ‘attract
and retain quality staff in key positions’; superior ‘risk management and
compliance with financial and other reporting requirements’; and improved
growth management. While no conceptual or empirical evidence at all is
presented in support of this claim, we contend that this assertion seems
reasonable, especially in the context of small remote and rural councils.

In Australian Local Government Economics, Dollery et al. (2006b, pp.145–6)
consider precisely the same argument:

A proposition sometimes advanced in the Australian debate over
amalgamation is that larger councils tend to possess greater levels of
administrative and other expertise, in part due to the fact that their size
permits the employment of specialist skills that cannot be acquired readily
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by smaller municipalities. Given the increasing burden placed on
Australian local government by its state and federal counterparts, through
cost shifting and other activities, it is held that this confers a significant
advantage on larger municipal units because it enables them to accomplish
a wider and more complex range of tasks in a more efficient manner.

While adding the caveat that no empirical work has been undertaken on the
issue in Australian, Dollery et al. (2006b, p.146) nonetheless argue that ‘there
seems to be considerable merit in this argument’ since ‘small regional and rural
councils do struggle in terms of expertise and cannot always use consultants in
an effective and prudent way’. However, they add that many alternative models
to amalgamation can achieve the same outcomes since they too can ‘pool their
resources to acquire the skills in question, at no greater cost than to single and
larger councils’.

Administration and compliance costs
Dollery et al. (2006b, p.148) observed that:

An additional argument often put forward in support of local government
amalgamation is that larger consolidated councils economize on their
direct costs of administration and the compliance costs imposed on
individuals who participate in the municipal political process, [where]
administrative costs include the compensation paid to elected and
appointed officials and staff and the overheads (buildings, supplies,
utilities, etc.) required to support those officials [and] compliance costs
include the costs incurred by municipal voters to keep informed on issues
and candidate positions and the potential cash and time of registering
an opinion by participating in hearings, meetings, voting, and other
activities.

In a nutshell, the argument holds that fewer local councils results in lower
administration and compliance costs. This argument is analogous to claiming
that scale economies exist in both administration and compliance.

With respect to administration costs, in its dismissal of alternatives to
amalgamation in Chapter 4, the Commission asserted that large amalgamated
councils would involve ‘less administration and bureaucracy’ and avoid
‘complexity and delays’ inevitable in cooperative arrangements between smaller
councils. It did not address a comparison of administrative costs between
consolidated councils and existing councils for non-shared functions. This is
unfortunate because in the public administration literature a wealth of evidence
exists that larger bureaucracies are less effective since (a) longer administrative
hierarchies inhibit the efficacious transformation of policy decisions into policy
action and (b) decision-making is further removed from situational knowledge
and thus is less well informed (Hood 2000). The Commission also ignored a second
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possibility: reduced oversight costs incurred by the Queensland DLGPS&R
arising from far fewer local councils.

Coincidence of municipal and natural boundaries
The recent debate in New South Wales over council mergers in that state
witnessed the development of an argument in favour of much larger local
government areas that has come to be called ‘eco-civic regionalisation’
(Brunckhorst and Reeve 2006). In essence, this view is based on the notion that
while ‘ecology is forever’, human settlement is transitory and therefore regional
management strategies should ensure that ecologically homogeneous geographic
areas should form the basis for the design of local government areas, rather than
current and future patterns of human settlement.

In section 3.3 of Chapter 3 of its Final Report, the Reform Commission outlined
the factors it took into account in determining the boundaries of local government
areas, which included ‘environmental’ factors and ‘community of interest’. These
issues were considered exclusively in terms of human factors, such as economic
development, growth management, mineral extraction, population migration,
and the like, with the single exception of forestry as a potential ‘greenhouse
sink’. In other words, the Commission did not incorporate eco-civic
regionalisation into its deliberations at all. This is fortunate since the extreme
notion of eco-civic regionalisation not only completely ignores the costs of the
massive restructuring it would entail, but cannot demonstrate why state
government agencies cannot adequately manage environmental issues (Dollery
and Crase 2004).

Public-choice arguments
The final category in the Dollery et al. (2006b) classification involves
public-choice considerations. These arguments have been articulated by
numerous scholars of local government, perhaps most notably Bailey (1999) and
Boyne (1998a). In effect, they amount to a conceptual rebuttal of the notion that
‘big is beautiful’ by maintaining that large councils are less accountable and
transparent and more complex than their smaller counterparts and thus less
easily monitored by voters, who have less contact with elected representatives.
It is also argued that smaller municipalities are much closer to constituents and
thereby better informed than large councils. A second empirical string to the
public-choice bow is that ‘bigger is not better’, since considerable evidence has
demonstrated that small councils deliver services more cheaply (see, for example,
Boyne 1992; 1998b).

As we have seen, the Final Report adopts precisely the opposite view to these
public-choice considerations at both the conceptual ‘big is beautiful’ level and
the empirical ‘bigger is better’ level. Apart from the fact that the authors of the
Final Report cite no literature outside of Queensland, this can also perhaps be
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partially explained by the fact that the public-choice perspective examines local
government effectiveness from a citizen’s perspective rather than an
organisational perspective.

Concluding Remarks
Following our analysis of the case presented by the Reform Commission in favour
of drastic forced amalgamation in Queensland local government, what general
conclusions can be drawn from the discussion? Three observations appear
pertinent. In the first place, the analysis conducted in the Final Report falls in
line with similar official reports prepared in other Australian states over a long
period of time that invariably recommend compulsory mergers (Dollery et al.
2007b). Indeed, as we have seen, most of the arguments used by the Commission
fit easily into the typology developed in Dollery et al. (2006b). We are thus
obliged to reach the bleak conclusion that the Reform Commission seems to have
learned nothing from the hard-won experience of other Australian states with
structural reform.

A second feature of the Final Report resides in the fact that it completely
ignores Australian and international literature on structural reform, as
exemplified by the fact that no research undertaken outside of Queensland is
even considered in the Final Report. It is as if Queensland exists in a separate
dimension of the universe.

A third conclusion, intimately related to our first two observations, is that
no empirical evidence is adduced to support the rosy view the Commission holds
of amalgamation as a means of improving the effectiveness of local councils.
Even a cursory recognition of developments in other Australian states would
have obliged the Commission to take a much more dispassionate view. After all,
the recent state-based inquiries into the financial sustainability of local councils
in South Australia (2005), New South Wales (2006), Western Australia (2006)
and Tasmania (2007), as well as the PWC (2006) National Financial Sustainability
Study of Local Government, were all unanimous that structural reform most
certainly did not represent a ‘magic bullet’ that could cure the financial ills of
Australian local government. Indeed, the PWC found that local government
both in states that had undergone large-scale amalgamation, like Victoria, South
Australia and New South Wales, and states that had not experienced structural
reform, like Western Australia and Queensland, continued to experience financial
problems. In particular, local infrastructure across Australia was in such a parlous
condition that only the injection of billions of dollars — far beyond the financial
capacity of local government in all states and certainly light years away from
savings attendant upon forced mergers in even the most optimistic — could
remedy the situation. If structural reform in other states failed to remove financial
unsustainability, why should it be expected to succeed in Queensland?
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The Biggest Loser: Education and
Skilled Immigration in Australia

Peter E. Robertson1

Abstract
Recent studies indicate that skilled immigration is most likely to achieve only small
net welfare gains. Nevertheless, the distributional impact of skilled immigration is
potentially large, despite the lack of attention paid it. The paper argues that the
recent expansion of skilled immigrants may have led to a crowding out of domestic
demand for education. Consequently, the expansion of skilled immigration may have
contributed to the ‘big squeeze’ in Australian universities, rather than easing the
mismatch problems in the labour market.

Introduction
There has been a dramatic shift in the composition of immigrant �ows to Australia
over the last two decades. Between 1990 and 1995 Australia halved its intake of
permanent migrants from 120,000 per year to around 60,000. From 2000,
however, the intake accelerated to an annual in�ow of 140,000 immigrants in
2006. Signi�cantly, nearly all of this expansion was due to people entering under
the skilled-migrant category, with little change in the family-reunion category
(Productivity Commission 2006). This rapid change in migrant selection policies
towards skilled visas implies an increase in the average skill level of immigrants.
In particular, as shown by Birrell et al (2006), there has been a dramatic increase
in the net in�ow of 'Professionals', particularly building and engineering
professionals and teachers.

What are the bene�ts of this change in composition of migrants toward skilled
visas? The aim of this paper is to provide a brief survey of economic perspectives
of the costs and bene�ts of importing skilled labour, focusing, in particular, on
the recent study by the Productivity Commission (2006) and the ensuing debate.
I will argue that there has been insu�cient attention given to the distributive
consequences of immigration and, in particular, to the e�ects of skilled migration
on the domestic education sector.

        1         Peter Robertson, School of Economics, Australian School of Business, University of New South Wales.
Email p.robertson@unsw.edu.au. The author wishes to express his gratitude for very useful discussions
with Steve Dowrick, Martin Richardson, Rod Tyers, William Coleman and other seminar participants
at the ANU, and for the comments of two anonymous referees.
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Why has Skilled Immigration Increased?
The expansion of migrant intakes under the skilled-visa class evolved from initial
policy reforms in 1999 that aimed to reduce immigration numbers but increase
the skilled-visa intake. According to the former Minister of Immigration and
Multicultural Affairs, Philip Ruddock, the focus on skilled visas would help
ensure that immigration was in the national interest (see Ruddock 1999, 2000).
As discussed above, the skill intake increased quite dramatically in subsequent
years — returning total immigrant flows to the pre-1991 recession levels. During
her term as Minister for Immigration and Multicultural Affairs (October 2003
to January 2007), Amanda Vanstone justified this expansion as a solution to a
‘skills shortage’ (DIMA 2006). Likewise the Treasury (2007), in its
Intergenerational Report, cites skilled migration as a net benefit to Australia as
well as a source of offsetting population ageing.

It is easy to be sceptical about these explanations. As argued by Gittens (2006),
the notion of a ‘skills shortage’ is difficult to reconcile with the basic workings
of a market. To the extent that there are acknowledged shortages in some
professions, such as health, this seems to be due to government policy —
specifically a failure to maintain spending in high-cost education sectors (Birrell
and Rhapson 2006; Norton 2007). Moreover a so-called skills shortage may, in
fact, simply be one side of a general skills mismatch which, according to Miller
(2007), is prevalent in the Australian labour market. Skilled immigration may
have little effect on the shortage if similar skills mismatches exist within the
immigrant labour force.

Nor, according to Guest and McDonald (2002), is increased immigration an
appropriate response to population ageing. Their numerical simulations suggest
that, due mainly to productivity growth, living standards will increase 84 per
cent over the next 50 years under the status quo immigration plan. Of this
growth, only five per cent is attributed to immigration.2 Thus any realistic
policy change in immigration is likely to have an effect on living standards
which is some fraction of this already small number. Guest and McDonald (2002)
therefore conclude that future levels of per-capita consumption are approximately
independent of immigration policy. That is, the effects of ageing are long-term
effects and over the relevant time horizon they will be dwarfed by productivity
growth.

An alternative view of the skilled migrant expansion, expressed recently by
Birrell (2003), is that it is a response to lobby groups that favour immigration,
particularly real estate, property development and construction sectors.
According to Betts and Gilding (2006) these groups did increase their lobbying

2  In a counterfactual experiment, in which immigration is set to zero, they find that living standards
increase 79 per cent. The difference is 5 percentage points or 6 per cent of the 84 percentage points.
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activities during the lull in the late 1990s, and they suggest that the increase in
immigration was then a direct response to this lobbying.3

As discussed further below, an attractive aspect of the interest-group theory
is that it squares with the standard economic model of immigration. As observed
by the Reserve Bank of Australia (2007), however, the pattern of immigration
in Australia is pro-cyclical. Hence, given the former government’s stated focus
on skilled immigrants, the recent expansion of skilled-visa entrants might be
simply understood as typical expansion in terms of numbers. This does not
necessarily contradict Birrell’s (2003) interest-group theory but may help in
understanding the direction of the changes in total migrant flows over the last
decade.

The Effects of Increasing the Skilled Migrant Intake
Overall, then, the reasons for the expansion of skilled migrants is unclear. Perhaps
because of this, in 2006 the government asked the Productivity Commission (PC)
to undertake an economic analysis of the consequences of further expanding
the skilled-visa intake by 50 per cent over the next 20 years.

Two economic modelling investigations were commissioned under the rubric
of this inquiry. The Centre of Policy Studies (CoPS) was contracted by the PC
to implement much of the economic modelling for the PC’s report (Giesecke and
Meagher, 2006). Further, the Department of Immigration and Multicultural
Affairs (DIMA) commissioned Econtech (2006) to prepare a submission to the
Productivity Commission’s report.

The CoPS MONASH model simulations, published in PC (2006), concluded
that a 50 per cent increase in the skilled-migrant intake would increase per-capita
output by 0.71 per cent after 20 years. Of this increase only 0.27 per cent is
attributed to the higher average skill levels of the migrants. Much of remainder
comes about largely as a result of higher employment and participation rates of
immigrants.4

The PC’s study has not been without its critics. In particular, the results
partly reflect a negative terms-of-trade effect which Clarke (2007) argues is
implausible. The issue is whether the world demand curve faced by Australian
exporters is significantly downward-sloping. The MONASH model assumes it
is and the fall in world prices as a negative effect on GNP per person. As Gieseke
(2007) points out, the assumption of a downward-sloping demand curve for

3  Betts and Gilding (2006) offer evidence of the pro-growth lobby, among which includes the fact
that from January 2001 to October 2006 The Australian ran 18 pro-immigration editorials and only one
opposed to immigration.

4 There are also a number of issues that arise with measuring the skills of immigrants. For a discussion
of the assumption underlying skill measurement in the PC’s report, see Cuxson and Giesecke (2006).

87

The Biggest Loser: Education and Skilled Immigration in Australia



exports is standard in applied policy models and is backed up by econometric
evidence.5

By contrast, the Econtech (2006) study found a 1.1 per cent increase in
consumption per capita after 20 years. Though somewhat larger than the increase
in per capita GNP found by the PC (2006), the terms-of-trade effects are very
similar, with a slightly larger deterioration being reported by Econtech (2006).
Moreover, as pointed out by the Productivity Commission (2006 Appendix J),
a large fraction of these differences is caused by differences in the experiment
design. In particular, Econtech (2006) assumes no re-emigration flows of the
immigrants. Allowing for this would, according to the PC, reduce their estimate
to approximately a 0.9 per cent increase in GNP per capita.6  Given this
correction, one could argue that, in terms of overall modelling, the long-run
results of the two studies are remarkably similar.

The medium-run results of the two studies are less similar, however. Econtech
(2006) criticised the PC (2006) for its assumptions regarding the extent to which
investors respond to changes in the rental rate on capital. If investors adjust
quickly, as Econtech (2006) argues, this tends to raise the long-term economic
gains to migration significantly, as more capital accumulates over a given finite
horizon. Thus if the Econtech (2006) and Productivity Commission results are
compared at 10 years, rather than 20, there is a much larger difference.

The problem is, these differences in the time profile of gains from immigration
reflect differences in assumptions regarding adjustment cost parameters.
Unfortunately there exist no reliable empirical estimates for these parameters.
To this uncertainty we must also add uncertainty over urban congestion costs
and benefits, related external environmental costs, economies of scale, and
possible impacts on the global supply of skilled workers. Again these issues
have dynamic impacts of which we have very little empirical knowledge.
Recognition of these possibilities only serves to increase the uncertainly of
medium-to-long-run impacts.

Finally, it may well be argued that even a gain of 0.7–0.9 per cent of GNP
after 20 years is a fairly small dividend to a 50 per cent expansion of an already
large skilled-migrant program. Moreover, both the PC (2006) and Econtech (2006)
studies show that the net benefits from skilled immigration are negative for the
first five years (Econtech 2006, Chart 5.1). Thus both studies suggest that the

5  It should be noted that in addition to average export prices falling the average domestic price
index for consumer goods also falls (PC 2006 Figure 8.3). This has a positive effect on real incomes. One
criticism of the terms-of-trade result is that it may be overstated if expansions of exports include quality
upgrades. For a discussion of this point, see the report by Rod Tyres in PC 2006 Chapter I.3.

6  Econtech (2006) does not report GNP or GDP results. In terms of consumption per capita, the
values reported in PC (2006) Table G.1 imply an increase in consumption per capita which is about 88
per cent as large as GNP per capita. That is a re-migration-adjusted value of approximately 0.8 per cent
after 21 years.
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overall gains from skilled immigration are very small in the short term and the
modest medium-to-long-term results must be regarded as highly uncertain.7

Winners and Losers.
What is surprising about the skilled-immigration debate in Australia is how
little attention has been given to the distributional impacts. Despite the small
(possible negative) impacts of skilled migration, economic theory indicates that
these aggregate effects may disguise large changes in income between different
groups.

Borjas (1995) neatly illustrates this point using the ‘textbook’ Berry and Soligo
(1969) model.8 According to Borjas (1995), the presence of these immigrants in
the United States (approximately 10 per cent of the US labour force) reduces
average wages relatively to what they might be otherwise by a number equal
to 1.9 per cent of GDP and raises the returns to capital by 2.0 per cent of GDP.
Though these are large redistributions, the net gain is the difference between
these numbers, which is just 0.1 per cent of GDP.9 Thus the presence of
immigrants in the United States represents a transfer of 1.9 per cent of GDP from
labour to capital.

The real point of Borjas’ analysis is not about the United States but is, rather,
a general point about the relative magnitudes of the impacts of immigration: the
net benefits will always be small relative to the size of the transfers. Irrespective
of the overall national gains, immigration clearly brings about large gains to
some groups within the economy.

Although the PC (2006) does not focus on distributional impacts, its study
contains considerable information on the impacts across industries and
occupations. Skilled-immigrant visas mostly consist of professional categories.
Thus it is unsurprising that the PC (2006) found that an expansion of the
skilled-visa immigration intake would have a substantial dampening effect on
the wage growth of Professionals. It finds that salaries of processionals would

7 There are several other potential considerations. First, it is worth noting that a strong ethical case
can be made for family-based migration. Studies such as Hamilton and Whalley (1984) and Walmsley
and Winters (2005) show, however, that the gains to the immigrants, and hence the world welfare gains,
from immigration are very large. This essentially ethical argument for immigration does not necessarily
apply for skilled immigrants, however, because of the standard 'brain drain' arguments. See also the
discussion in Clarke (2006). Second, within particular occupations and at particular times in history
there are also likely to be important knowledge spillovers associated with immigration. But this would
seem less relevant in the current age of low communication costs. Finally, as noted by Birrell (2006),
current flows of skilled migration serve to offset the outflow of skilled labour.

8 This partial-equilibrium model assumed that factors are fixed in supply, are domestically owned
and exhibit diminishing returns. It assumed further that there are no domestic distortions, and there
is a perfectly elastic supply of immigrants. See also Clarke and Ng (1993) for a discussion of these issues
and an Australian context.

9  In a model with heterogeneous labour, some types of labour may gain and others may lose
depending on the degree of substitutability between the different types. See also, for example, Gang
and Rivera-Batiz (1994), Borjas (2003) and Ottaviano Peri (2006).
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be 10 per cent lower than they would otherwise have been after 20 years and
similar �gures hold at much �ner levels of occupational disaggregation.10 The
sector which gains the most from the immigration intake is 'Construction' and,
in particular, within that broad sector, 'Residential Building', 'Ceramics', 'Plaster',
and 'Cement' all experience substantial increases in demand.11

Thus the PC (2006) identi�es a number of groups which are threatened by
increases in skilled immigration and those which may stand to bene�t.12 The
study generally con�rms that workers with substitutable skills will lose, while
owners of complementary factors, land and capital, will tend to bene�t. However,
it also shows that the magnitude of these distributional e�ects on some groups
is large relative to the overall gains in GDP per worker.

Education: The Biggest Loser?
This distributional analysis of the PC, however, ignores the e�ects of immigration
on domestic skill-supply decisions. For example, the PC (2006) �nds that a 50
per cent expansion of skilled immigration causes a reduction of 13 per cent in
the salaries of Medical Practitioners, relative to the base case. An expectation of
this slower growth in salaries should reduce the demand for medical degrees,
with negative consequences for the size of the education sector.13

In thinking about the issue of investment decisions, it is useful to consider
a familiar textbook Ramsey growth model.14  In this model, there are two factors:
capital and labour. There is also a unique steady state in which the capital–labour
ratio is �xed. A one-o� increase in the capital stock puts the economy on a
transition path that leads back to the steady state. Along this path, consumption
is higher than the steady-state level and investment is lower. An analogous
argument in a model with human capital and labour suggests that a one-o�
increase in skilled immigrants would result in transition with higher consumption
but lower human capital investment. Hence we have a ‘crowding-out’ of
education through skilled immigration.

10  More detailed occupational results are reported by Giesecke and Meagher (2006) and Cuxson
and Giesecke (2006). The former report, for example, that the wages and salaries of Natural and Physical
Science Professionals would be 14 per cent lower with the expansion of skilled migration. Likewise,
Medical Practitioners are 13 per cent lower, Teachers are 10 per cent lower and Nurses are 8.8 per cent
lower. Broadly, the implied fall in the return to postgraduate degrees is 7 per cent.

11  Indeed, its results show that whether immigration is biased towards skilled migrants or just a
mix of skill and family visa, it is these same sectors which bene�t the most.

12 These results re�ect both the assumed composition of the quali�cations of immigrants under
the points system and also the relatively specialised skills of these groups that leave them with limited
alternatives for substituting into other occupations.
        13        The possibility of a crowding out of the domestic education sector has been acknowledged by
Chapman and Withers (2002) and Corden (2003). Neither study, however, gives it much credence. A
rare empirical study is Baker and Wooden (1992). They investigate, but dismiss, the proposition that
immigration acts as a deterrent to employer-sponsored training programs for domestic workers in
Australia.

14  For example, see Barro and Sala-i-Martin (1995).
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A similar intuition lies behind the theoretical results of Shea and Woodfield
(1996), who consider the steady-state effects of skilled migration on skilled and
unskilled wages.15 The intuition is also similar to the mechanism that underlies
recent simulation results presented by Harris and Robertson (2007). They solve
the perfect foresight path for education decisions under the scenario of a
temporary expansion of the skilled-migrant intake. According to their estimates,
a temporary increase of 20,000 immigrants per year over 15 years (which accords
roughly with the increase in migrants between 1999–2005 whose stated
occupations was 'Professionals') results in an 8 per cent fall in student enrolments
in the short run. Though many caveats would apply to this figure, nevertheless
it contrasts sharply with the modelling studies discussed above.16

These considerations potentially reverse the earlier conclusions about the
distributive effects of skilled migration. With a fixed supply of skilled labour,
the burden of adjustment falls upon the wages and salaries of skilled workers.
Recognising that incoming workers can substitute away from education, however,
changes this story. In this case, skilled workers need not experience slower
wages and salary growth to accommodate the increased supply of migrants.
Rather, the burden of adjustment falls mainly on the education sector.

So what?
Crowding out of higher education is not necessarily undesirable. Education is
expensive and skilled immigration allows us to achieve the same level of skills
in the economy at lower costs and the saving of taxes or fees allows an increase
in consumption. Nevertheless, it may be bad for the Australian higher education
sector. Moreover it represents a potentially unforeseen distributional impact of
the current skilled-visa-based immigration policy.

This leads me to two policy-related questions. First, there is the looming
question — if skilled immigration crowds out domestic education, what is the
optimal balance? Or, to put it more dramatically, why bother subsidising domestic
education if we can import skilled labour?

Education policy was a major theme of the 2007 election and is seen as a
crucial part of the current government’s policy-reform agenda. Education policy
in Australia has always recognised the existence of potential external benefits
of having good-quality higher education institutions — particularly spillovers
from research. If one accepts that there are significant positive externalities,

15  Because, Shea and Woodfield (1996) find, fewer people become educated, this raises the supply
of unskilled labour and tends to reduce wages of unskilled workers, not skilled workers. These findings
are somewhat similar to a reversal of the 'Brain Drain' literature, such as Bhagwati and Hamada (1974)
and McCulloch and Yellen (1977), which finds that outflows of skilled workers induce an increase in
demand for education in the source country.

16 The possibility of crowding out was discussed by the PC during the course of Its investigation,
and is mentioned briefly in PC (2006), but is given little importance.
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then it follows that the effects of skilled immigration on higher education may
be socially undesirable. Unfortunately, it is not clear that the government ever
considered these potential consequences for domestic students and domestic
higher education. Certainly they were not part of the policy modelling analyses
by DIMA or the PC. Hence there would seem to be room for improvement in
the coordination of education and immigration policies.

It is doubtful, however, that planned migration and education can be
efficiently coordinated under the current public higher education system.17  It
is, at best, only partially true that the higher education sector responds to market
incentives. Inflexible funding rules will protect institutions from the
consequences of changes in the labour market, including skilled-immigration
programs. The inflexibility will impose a cost, however, by generating a mismatch
between student demands and courses available.

Indeed, Norton (2007) and Birrell, Edwards and Dobson (2007) provide some
evidence that this type of mismatch exists in Australian higher education.18

These authors blame quantity constraints on the number of subsidised places
in undergraduate programs for a graduate shortage in Australia. More generally,
Corden (2005) discusses the big squeeze on higher education in Australia.
Somewhat ironically this is perhaps what ‘should’ happen given the increase in
skilled immigration.

Thus, in addition to a careful reconsideration of how much skilled immigration
is desirable, two courses of action are required. First, coordination problems
may be reduced through the types of reforms suggested by Corden (2005) and
Norton (2007), who call for some deregulation of the education system.19

Specifically the provision of education services needs to be able to respond to
changes in the labour market and to government immigration policy shocks.
Second, a clearly specified immigration policy that avoids surprises would also
be desirable in order to reduce planning costs and uncertainty for higher
education institutions and students.

17  By good planning or good luck for the higher education sector, the expansion of offshore
immigrants has been accompanied by the creation of onshore immigration, under which foreign students
can apply for immigration. This is likely to have sustainably eased the burden of adjustment on
universities.

18  Birrell and Rhapson (2006) argue further that the skilled-immigration policy is responsible —
at least indirectly — by allowing the mismatches in certain sectors to persist.

19  Specifically, Corden (2005) calls for fewer constraints on full-fee-paying domestic students, the
removal of limits to fees and the removal of micro management though 'performance indicator'-based
tied grant systems. The cap on domestic full-fee-paying students was subsequently removed in the
2007 Budget. Others, such as Karmel (2001), have emphasised the need for student-scholarship rather
than institution-based funding.
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Dani Rodrik, One Economics, Many
Recipes, Princeton University Press,
2007

Declan Trott1

One Economics, Many Recipes is a collection of nine essays by Dani Rodrik that
has something to annoy almost everyone.

He seeks the answer to one of the oldest and most important problems in
economics: how to make poor countries rich? Like most old and important
problems in economics (Does the distribution of incomes re�ect productivity?
Do high wages cause unemployment?), it has proven divisive, unanswerable,
yet endlessly fascinating.

The �rst three essays lay out Rodrik's interpretation of the post-World War
2 growth experience, and the ‘growth diagnostics’ framework that he proposes
in response. Many countries have experienced episodes of accelerated growth
at some time. Most of these accelerations have come after fairly minor, yet diverse,
policy changes, while comprehensive reforms have had generally disappointing
results. Principles like security of property, sound money, incentives for
innovation, and links with the world economy are important everywhere, but
they may be achieved in many di�erent ways. For example, the Chinese
expedient of forcing entrepreneurs into partnership with local government in
township and village enterprises was an unconventional way of preventing
expropriation, but probably more e�ective than trying to introduce full
private-property rights backed by an independent judiciary overnight.

Rodrik argues that development is fundamentally about the introduction of
new products and new methods of production. This may fail to happen because
the returns to such innovation are too low, or because the cost of �nance is too
high. Following one path down his decision tree, the returns to innovation may
be low because of poor infrastructure, lack of human capital, or unfavourable
geography. Or, the returns may be high but not appropriable by the innovator,
due to government or market failure. All of this may seem perfectly obvious;
and perfectly useless. Yet Rodrik argues that each of these potential problems
will produce a di�erent set of symptoms if it is really the binding constraint on
the economy. A shortage of �nance will reveal itself with high interest rates or
current account de�cits, a shortage of human capital with a high skill premium,
and so on. Hopefully, diagnosis will then allow treatment with well-targeted

        1        The School of Economics, Australian National University.
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reforms. This requires extensive local knowledge, but if it is done right, small
changes can have big payoffs.

The rest of the book suggests how such reforms might be designed and
implemented. Rodrik pays by far the most attention to the ‘market failure’ branch
of the tree, either because he thinks it is the most important, or has received too
little attention elsewhere. It is generally accepted that if innovation is
under-rewarded by the market, it is necessary to offer some extra inducement.
This is the reasoning behind intellectual property and government-funded R&D.
These are not always appropriate instruments for developing countries, however,
since their problem is not so much expanding the frontier of new knowledge,
but getting to that frontier by importing ideas and technology from elsewhere.
This process is vulnerable to many kinds of market failure, so that it is hard for
new industries to be established without some kind of government support.
Industrial policy is not about ‘picking winners’ or comprehensive planning, but
encouraging experiments with new types of economic activity. Many will fail,
but even a few successes can amply repay the costs of failure. Developing
countries still have plenty of room for this type of policy, although relaxing
international rules on export subsidies would be helpful. The exact form of the
intervention is not as important as the process: it is necessary to have a close
enough relationship between government and business to identify promising
opportunities and encourage entrepreneurs to take them up, but at the same
time preserve enough independence to withdraw support from the failures so
they do not become a permanent drain.

This is a self-confessedly modest program. Yet it contradicts everyone
currently making a noise on the subject: assorted protesters such as Joseph
Stiglitz and Ha-Joon Chang (because it does not demonise the IMF, World Bank,
and WTO); heterodox economists such as Erik Reinert (because it asserts the
value of neoclassical theory); neoclassical economists at the IMF, World Bank
and WTO (because it advocates industrial policy and deprecates both the old
Washington Consensus and the new ‘augmented’ version); Jeffery Sachs and
Bono (because it denies the importance of poverty traps and barely mentions
foreign aid); and William Easterly and Greg Clark (because it offers, if not a
one-size-fits-all solution, at least some concrete advice on how to engineer
growth).

It is no small achievement to disagree with so many luminaries and still receive
back-cover endorsements from three Nobel laureates. He is very convincing
arguing against the ‘laundry lists’ of comprehensive reforms that have been
advocated by international institutions, whether the first generation of
privatisation and liberalisation, or the more ambitious second generation focused
on institution building. Trying to bring everything at once up to world's best
practice is beyond the capability of even the best governments. But without
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detailed local knowledge, anything short of this can easily miss the most
important problems in an economy, if it does not make things worse. The case
against a generalised poverty trap is equally strong: spurts of growth lasting
several years are relatively common, while sustained growth over decades is
rare.

This very fact, however, points to a weakness, or gap, in the book. If lighting
the fire is relatively easy compared to keeping it going, why spend so much time
focusing on ignition techniques? For the long run, Rodrik's only specific advice
is to actively diversify the industrial base, and build institutions of conflict
management, which he links with democracy. There is a more general
recommendation to use the time bought by growth accelerations to gradually
implement more ambitious institutional reforms, but this is rather vague. Is this
just the standard ‘laundry list’ implemented more slowly? Then what becomes
of the ‘many recipes’? Or is the long run, from a policy point of view, just a
series of short runs — life is one binding constraint after another? In this case,
growth diagnostics offers no way to identify and fix constraints before they start
to bind, which is what he seems to be recommending. How can you avoid
Argentina's long decline, or Japan's stagnation, or the East Asian financial
meltdown, except with hindsight? It is surely too much to expect answers to all
of these questions — indeed, they only become relevant with short-run success
— but they could have been faced more squarely.

Short-run success is, of course, not to be disparaged. It would be nice to have
a reliable method of making poor countries rich, but failing that (which we have
been), significantly raising the number of growth accelerations would be a great
start. With this more limited goal in mind, Rodrik's advice seems sensible,
although I am sceptical of his emphasis on ‘cost discovery’ as a justification for
industry policy. He argues that those entrepreneurs who introduced garment
manufacturing to Bangladesh and soccer balls to Pakistan were revealing new
information about what was profitable in those countries, which could then be
copied by others. This treats manufacturing as some exotic crop that will only
grow under particular conditions of soil and climate, as if it was not equally
likely that Pakistan would have ended up making shirts and Bangladesh balls.
Rodrik's own summary of the evidence concludes that ‘managerial and labour
turnover’ is the key mechanism by which innovations spread, which points to
a ‘learning by doing’ or ‘human capital’ interpretation. He mentions these only
briefly, which is strange, as he has argued elsewhere that the widely accepted
economic case for government involvement in education is similar to the case
for industry policy. I would go further and say that they are practically identical.

This is, however, splitting hairs. Specifying the exact market failure is far
less important than recognising that a particular activity (in this case, innovation)
is likely to be undersupplied by profit-seeking enterprise. First-best intervention
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is usually impractical, if not impossible, so there is no one-to-one mapping from
diagnosis to policy. It is a great strength of the book that it does not offer such
precise, pre-packaged answers, even in a country-specific form but, rather, hints
as to the right questions to ask as part of an open-ended policy-making process.

Supposing that growth diagnostics is widely adopted (the World Bank has
already shown interest), will it prove more successful than previous development
fads? While it requires a great deal of intelligence, knowledge and judgment (or
failing that, luck), expecting to get rich without these is surely a pipe dream.
At least its inherent conservatism, with the emphasis on detailed local knowledge
and targeted intervention, should minimise the potential for damage.
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Judith Ajani, The Forest Wars,
Melbourne University Press, 2007

Steve Harrison1

This book’s painstaking analysis arises from the author’s many years of
involvement in forest policy in government agencies and through her own
doctoral research. The book is crammed with information about the personalities
and policies in the evolution of forestry nationally and in the Australian states.
It pinpoints the many agencies and personalities involved in contentious forestry
issues, particularly since the 1960s. It brings together the relationship between
the many inquiries into logging of native forests: the National Forest Policy
Statement, the Resource Assessment Commission inquiry into the Australian
timber industry, Regional Forest Agreements, and the Productivity Commission
forestry inquiry. And it sheds valuable insights into the role that forest policies
have played in politics, including the downfalls of Paul Keating, Mark Latham,
and West Australia Premier Charles Court.

Dr Ajani makes clear her personal views about the forest industry: ‘My biases
show throughout the book. I personally favour processing over exporting raw
materials. I also privilege the environment, a loser in Australia’s two centuries
of fabulous wealth creation’ (p.5). Elsewhere in the book, Ajani notes her
involvement with key protagonists in the environmental movement, and her
confrontations with government bureaucrats. The view is strongly and repeatedly
advanced that plantations can meet all of Australia’s forest-product needs, and
there is no need for continued logging of native forests for woodchip production.
It is argued convincingly that forest policy in Australia is irrational and fails to
recognise the current realities of the industry. The arguments presented certainly
challenge the reader with a pro-logging stance on native forests to defend their
case.

The focus is on forestry in New South Wales, Victoria and Tasmania — the
states which are still engaged in logging native forests for woodchip export —

and destructive activity. It is noted that there has never been woodchip exporting
from Queensland, and that the Court government put a stop to this activity in
Western Australia.

Following a short introduction, the book is launched with a chapter titled

should be protected, the then Prime Minister Paul Keating declared that

        1         School of Natural and Rural Systems Management, University of Queensland.
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native-forest woodchip exports not covered by a regional forest agreement would
be cut by 20 per cent per year to nil in 2000. After having battled to gain control
of the forestry scene nationally, the federal government extracted itself (to the
extent possible) from involvement in forest regulation, handing control back to
the states through RFAs. Keating saw forestry as facing intractable problems,
and a no-win area for the federal government.

The rest of the book is divided into four sections: softwood plantations;
political alliances; ‘multiple abuse’; and hardwood plantations as the future of
forestry.

In Part 1, the decision in the 1960s to promote government-owned plantations
of exotic softwood (with first plantings were nearly a century earlier) to secure
a future timber supply for construction and woodchip in Australia is examined
in detail.

In Part 2, it is explained why the trade union movement aligned itself with
the forest industry (for job security), and the state forest services (interested in
maintaining their territory). The environmental movement was seen as the
common enemy by each of these stakeholder groups, which did not understand
or accept that softwood and hardwood plantation could serve the industry’s
purpose just as well as native forests.

Part 3 severely criticises the Resource Assessment Commission investigation
into forest management, and the Industry Commission inquiry into value adding.
With reference to the RAC view that plantations would make slow progress in
replacing native forests as a timber source, it asks: ‘How could the Commission
get it so wrong?’ (p.160).

Instead of rolling up its sleeves and engaging in thoughtful
forest-industry policy work, the Industry Commission presented its
trademark ‘off the rack’ economically rational free-market
recommendations … It wanted export controls on unprocessed wood
abolished and public plantations privatized … both recommendations
were made in ignorance of the stockpile reality, which itself was a
symptom of state government irrationalism. (p.172)

Reaching agreement on forecasts for future timber supply and demand has
proved impossible, with ‘inflated projections of future wood consumption’
(p.196) to promote the picture of forthcoming shortage and the need for
accelerated planting, in the face of increasing use of substitutes for wood-based
products. While researchers have noted the difficulty in obtaining information
from timber processors, it is demonstrated that other forestry stakeholders are
equally unwilling to share information. Various research consultancies — for
example, by the ANU, and the forest school at Melbourne University — have
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involved non-disclosure clauses, such that it has not been possible to validate
the conclusions drawn.

In Part 4, it is argues that no other Australian industry has surpassed, over
a three-decade period, the native-forest chip exporters’ financial result.
Apparently, woodchip exporters rarely report their profit result, masking this
information by integrating it with profits of other business activities. The
arguments that woodchipping takes place to make use of sawlog industry waste
is shown to be specious, in that 80 to 90 per cent of the hardwood logging from
native forests is for chiplogs. The National Forest Policy Statement is viewed as
‘a political document riddled with incoherence and contradictions’ (p.230). The
author observes that:

The forest industry … has predicted a global wood shortage for decades,
but the price trends keep denying its arrival … The point of the
smoke-and-mirrors forest industry behaviour is to create expectations
of future wood shortages to keep public resources available for logging
and encourage … planting more trees. (p.251)

The resulting lower log prices increases forest industry competitiveness
against substitute products. Ajani concludes that Australia does not have a wood
shortage but, rather, a shortage of processing investment.

The final chapter summarises the implications for future forest policy. Logging
of native forests will be consigned to history and — as Ajani persuasively
advocates — government, industry and the union movement will have to update
their thinking to embrace the new reality. It is concluded that commodity wood
production should be shifted to plantations, and that further processing of
plantation resources should take place in Australia.

What The Forest Wars does well is to sound an alarm at the high rate of
logging of native forests for woodchip, with very large profits to the timber
companies, little sharing of the resource rents to the wider community,
unnecessary market competition for plantation hardwoods, and loss of large
areas of native forest in New South Wales, Victoria and Tasmania. Certainly, the
large volumes of hardwood plantation timber now becoming available from
managed investment schemes (viewed as tax-minimisation schemes) can make
possible ‘virtually the end of native forest logging’. (p.309)

What the book does less well is to argue that sustainable logging of native
forests is not possible, except perhaps for minor speciality logging (surely a form
of high-grading!), in part due to competitive pressures to increase the logging
rate. This argument fails to recognise the role of state forest agencies in tree
marking for sawlogs from State Forests, which has been increasingly based on
good science. It is implied that wisdom lies with the environmental movement,
but not with government agencies. Carbon sequestration benefits are advanced
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as an argument for not logging native forests, without acknowledging that
protected native forests make little if any net contribution to carbon
sequestration. In the battle for hearts and minds, the political power of residents
in large cities to impose conservation decisions over native forests will
progressively gain ascendancy over the lobbying power of politicians in marginal
rural electorates to maintain logging of native forests.

The argument for further wood-processing in Australia must also be viewed
with caution, in that it fails to recognise the nature of comparative advantage
and the benefits of trade. In that the hourly wage rate in Australia approximates
the weekly wage rate in China, and Australia is not a leader in wood-processing
technology, there are limits to the extent to which taxpayer support for domestic
value-adding is justified.

This book provides a wealth of information about the history and evolution
of forest policy in Australia, by a writer who has a long history of interest and
involvement in forest policy. While forestry may be about growing trees, this
book brings out to a remarkable degree that forestry is also very much about
people. There is room for disagreement over some issues, but the book must
surely be essential reading for anyone with an interest in forest policy in Australia
— in the timber industry, government agencies, research institutions, and the
trade union movement.
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Frank Stilwell and Kirrily Jordan, Who
Gets What? Analysing Economic
Inequality in Australia, Cambridge
University Press, 2007

Declan Trott1

It is likely that anyone who writes a whole book about inequality will think it
a problem, and want to do something about it. Complaining about this would
be foolish, as long as the data and arguments are presented competently and
honestly.

Competence and honesty are not a problem here. Stillwell and Jordan present
an exhaustive description of Australian incomes and wealth, the rich, the poor,
and geography and gender inequalities. There are no big surprises, but a
comprehensive and up-to-date summary of the available data, its strengths, and
its weaknesses (such as the tendency of the BRW rich list to miss old family
fortunes). I must admit that I do not see the trend to increasing inequality in
this data as clearly as they do. Equivalised household incomes have been
bouncing around in a fairly narrow range for the last decade, as has the wages
share of income since the winding back of the Whitlam and Fraser wage
breakouts. While the pro�ts share has been rising more consistently and is now
at a record high, this has eaten into rent and interest as much as wages.

Their recommendations are equally unsurprising: more progressive taxation
and regulated wage setting. Of course right-wing ‘think’ tanks are in ‘denial’
about inequality, and women's lower earnings are a result of ‘patriarchal ideology.
Inequality is also linked to Clive Hamilton's ‘a�uenza’ — the failure of economic
growth to bring happiness — since materialistic aspirations will be greater in a
more unequal society. Strangely, the index has entries for the Labor party and
government, but not the Liberals.

This book falls �rmly into the ‘worthy but dull’ category. If you want a
handbook on inequality in Austalia, Who Gets What? is �ne, if a little long and
burdened with editorials. If you want your beliefs challenged, look elsewhere.

        1        The School of Economics, Australian National University.
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