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Key Points:

· Policies which increase exports of a good or service, for example by increasing the productivity of the industries which produce them, will not increase Australia’s competitiveness nor reduce its Current Account Deficit.

· Competitiveness is an equilibrating price and not a policy lever: it is not feasible to direct policies at the microeconomic level towards increasing Australia’s international competitiveness.

· The view that more productive export industries lead to an increase in competitiveness stems from a partial and incomplete view of the issue; a comprehensive view indicates that this will not come about.

· Macroeconomic factors, such as Australia’s spending in relation to its production, and external factors, such as the mineral export boom, are the main factors determining the level of exports of mineral and non mineral exports of goods and services. If exports of non mineral goods and services are seen as too low, this is not necessarily due to the poor performance of the export industries.

· Desirable export policies are those which increase the efficiency of the export industries, thereby increasing real incomes, rather than those which just lead to increased exports. Good policies will, in some cases, lead to reduced exports.

Introduction

This submission focuses on the export performance and competitiveness aspects of the Review’s tasks. It particularly concentrates on how exports, and policies which impact on them, for example, climate change policies, might affect international competitiveness and Australia’s trading outcomes, as measured by the Current Account Deficit. 

It stresses that, especially in this area, there is a need for clarification: clarification in the terms, such as “competitiveness” being used, clarification as to what the objectives of policies directed towards exports should or can be expected to achieve, and clarification as to how such policies will impact on competitiveness and the Current Account Deficit. 
Expectations for this Review

It is inevitable that the expectations for this review will be varied and often contradictory. Australia’s export performance is often seen as lacking (though whether this is really the case is questionable). Its high Current Account Deficit is seen by some as a serious problem (though again, whether this is so is debatable. However, if it is considered a problem, then it should be regarded as a manifestation of a more fundamental problem, of Australia spending too much granted its productive capacity). It seems natural to suggest that a review of Export Policies and Programs could come up with proposals which can increase the international competitiveness of Australia, increase exports, and thereby reduce the Current Account Deficit. No doubt, many will suggest proposals directed towards this end, and others will be expecting the Review to deliver such proposals. 

A key purpose of this submission is to argue that these expectations cannot be fulfilled. In short, the Review will not be able to develop proposals which increase international competitiveness and reduce the Deficit by altering the performance of Australia’s export industries. These expectations are based on a partial and simplistic view of the ways the economy works. While highly plausible, they are fundamentally ill founded. Changes at the micro level, such as increasing the productivity of export industries, will not be able to impact on macro variables such as overall international competitiveness or the Current Account Deficit.

This said, the Review has the scope to make a major contribution to improving the performance of the Australian economy. Export industries are very important, and proposals which enhance their efficiency can lead to real income gains. Given that Australia relies heavily on trade, its policies towards bilateral and multilateral negotiations will be critical in determining the gains from trade which it can reap.
Competitiveness and Export Performance: What do they mean?

The Issues Paper (DFAT Review, 2008) and the Terms of Reference for the Review use the terms “competitiveness” and “export performance” extensively, but they do not state what is meant by them. Given that there are several, very different, meanings which are commonly given to these terms, it is critical for the Review to state what it means by them (for critical discussion of “competitiveness” and the misuse of the notion, see Krugman, 1994a, and  1994b).

While there are several more uses of the term “competitiveness”, two are important for present purposes. 

One interpretation might be called “international competitiveness”. This is an interpretation which is particular relevance in discussing trade issues. It refers to the ability of a country’s products to compete, in price and quality dimensions, with those of products of other countries. Thus, if other things are equal, a rise in a country’s real exchange rate will make it less competitive in export markets. This would seem to be a natural interpretation of “competitiveness” for a Review of Export Policies and Programs.
Competitiveness is also extensively used as a way of describing how the efficiency and real per capita income of countries compare with those of other countries. This is the sense in which Porter uses the concept in his work on the competitive advantage of nations. This is the sense in which it appears to be being used at several places in the Report of the 2020 Summit (Australia 2020 Summit, 2008). 

The two concepts of “competitiveness” are very different. China would be regarded as very competitive, and the US, with its high Current Account Deficit, quite uncompetitive using the international competitiveness concept. By contrast, the US would be regarded as a very competitive nation and China a quite uncompetitive nation, in the Porter sense. Arguably, given the Review is about exports and trading, it is the international competitiveness concept which is relevant here.

The notion of “export performance” needs to be clarified.  Does “improved export performance” simply mean more exports, in either value or volume terms? If so, highly inefficient policies which lower real income, but which are directed towards increasing exports, would lead to “improved export performance”. If this, distinctly mercantilist, meaning of improved export performance is intended, then it does not follow that improved export performance is desirable.
Alternatively, improved export performance might refer to an increase in the efficiency with which exporting takes place. Removing bottlenecks, for example, would increase the efficiency of exporting.  The gains from exporting would be increased, and enjoyed as higher real incomes. Improved export performance might also involve reducing some exports which in the past have been artificially encouraged, for example, through subsidies. If this meaning is used, improved export performance is desirable because Australia can gain increased real incomes from it. It does mean, however, that increases in the value or volume of exports do not equate to improved performance per se.

Exports, Competitiveness and the Current Account Deficit

The arguments presented here rest on recognising the nature of the current account balance. If a country wishes to spend, on consumption and investment, more than it produces, it must be a net importer, i.e. it must run a current account deficit. Production is determined by the productive capacity of the economy, and the degree of its utilisation, investment is determined by the prospects for returns, and consumers and governments choose what to spend based on their current and expected future incomes, and asset values. The current account balance is not so much a reflection of how well the country is trading so much as how much, in terms of goods and services, it wishes to borrow or lend. This is the normal perspective taken by trade economists – for a recent example, see Corden (2008).
When changes take place at the micro level, e.g. when exports of a commodity boom, these need not have any significant impact on the aggregate balance. With a boom in exports, there could be some increase in real income (though this will normally be much less than the change in export value) but the recipients of this income will spend some or all of it. Thus with no material change in the overall balance, there is an imbalance between trade flows and the overall balance. Something has to give. If the real exchange rate is not fixed, it will rise. This encourages more imports and lower exports of non boom goods. The overall current account balance is re-established (See Forsyth, 1990). 
Thus the current boom in mineral exports has led to a sharp rise in the Australian dollar, with little evident impact on the Current Account Deficit. 
International competitiveness, the relative price of home produced compared to foreign traded goods, is the outcome of export prices in home currency terms and the real exchange rate. In the case above, the export boom leads to a reduction in the competitiveness, with home currency export prices unchanged (except for the boom export) and a higher exchange rate. Competitiveness is the equilibrating price which ensures that the levels of exports and imports produce a net balance which is consistent with what the economy produces and wished to spend. 

If an export industry becomes more productive, there will be a need for adjustment. More productive export industries mean cheaper exports, and exports increase. However, trade flows are now out of balance with the overall balance which remains much the same, and must be brought back into line, by a rise in the exchange rate. All up, competitiveness and the current account balance stay much the same as before.
Increasing exports, by increasing productivity, encouraging innovation, promoting sales or by granting subsidies all have the same effects- there will be no increase in the overall level of competitiveness or change in the current account balance. 

This lack of impact of micro level changes, such as productivity increases, on competitiveness and the Current Account Deficit are consistent with Australia’s history of microeconomic reform. In the early 1990s, many, though not all commentators, were hopeful that microeconomic reform would help reduce the Current Account Deficit, through productivity gains increasing competitiveness. In retrospect there is no evidence that this occurred. In 2008, microeconomic reform has delivered in terms of significant productivity gains, yet the Current Account Deficit is at record levels. Microeconomic reform did not result in a more internationally competitive Australian economy.
It is important to understand what international competitiveness really is. It is an equilibrating price, which equates trade flows to be consistent with the economy’s net production /spending balance. It is not a policy lever which can be used to alter that balance.

International competitiveness will change if policies change the overall production /spending balance, necessitating change in trade flows. 

It should be noted that this view of international competitiveness is completely at variance with the view, often expressed, that states that it is determined by, inter alia, productivity levels and the cost of inputs.

Telling Part of the Story: the Hazards of Partial Equilibrium Analysis
Many of the more important propositions in economics are counter- intuitive; this is something which makes the use of economics in public policy a subtle art. What seems obvious, taking a partial view, is seen to be wrong when a more comprehensive view is taken.

Partial equilibrium analysis focuses on the industries or markets directly affected, and it can often be very misleading. This is because it looks at one aspect of an issue, while ignoring other equally important, though less directly connected, aspects. General equilibrium analysis looks at the economy as an integrated system, and it points out that in an economy, such as that of Australia, changes in one part of an economy can set in train changes in other parts of the economy, which have the effect of counteracting, wholly or partly, the original changes. When exports increase, one cannot expect that the exchange rate will not respond to pressures on it and not change. When discussing exports, trade, or the Current Account Deficit, it is necessary to look at the whole of the economy, not just part of it.

There are several popular misconceptions dealing with exports and the Current Account which come about as a result of taking a partial equilibrium view of the issue. The view that increasing exports, of some particular product or products, will lead to a reduction in the Current Account Deficit, is one of these. This view ignores the role of the Deficit as the reflection of the overall production / spending balance in the economy, and it ignores the roles of equilibrating factors such as exchange rates and competitiveness. Another misconception is that if the productivity of export industries is increased, leading to lower prices for these exports, competitiveness will increase. These misconceptions are very widespread, and many who contribute to public policy debate take them as obvious, and not to be questioned. They are widespread because they seem so plausible. They are misconceptions, nonetheless.
The general equilibrium view adopted here is widely accepted by economists. It underlies, for example, the Gregory Thesis, which explained how the mineral boom of the 1970s put pressure on the manufacturing industry. This is a counter intuitive result, but it is widely accepted. This view also is embodied in most of the economic models which are used to explore impacts of changes on the macro economy, for example the ORANI, MONASH and MMRF suites of models developed by the Monash Centre of Policy Studies. Taking this general equilibrium view, it is no surprise that the boom in mineral exports is also being accompanied by record Current Account Deficits. 

Current Export Prospects

Australia is currently experiencing a mineral export boom, and prices for minerals are rising much faster than anticipated. This will mean that the overall value of exports will be higher. This does not mean that the Current Account Deficit will be reduced. If Australia chooses to spend the real income gains from the mineral boom, the production / spending balance will not be changed. International competitiveness will adjust so as to increase imports and reduce non mineral exports, so that the Deficit is unchanged. To this extent, the prospects for non mineral exports at the moment are poor.

Two factors could mitigate this situation. One of the principal beneficiaries from the boom, the Australian government, could choose to save rather than spend the income gain it receives- it could chose to spread out the gain over a longer time horizon. As noted below, this could be a sensible strategy. Doing so would lessen the loss of competitiveness, and it would lead to a reduction in the Current Account Deficit. The second factor concerns households’ spending decisions. After an extended income and asset price boom, households may chose to rein in their spending. The cooling off of the economy, and the credit squeeze, could induce households to spend less and save more. This would alter the overall production / spending balance, and partly counteract the impact of the mineral boom. There is nothing like a recession to increase competitiveness. 
The Issues Paper raises the question of factors will impinge on export performance (it appears to mean volume and value of exports here). The overall level of exports and imports will be determined by the macroeconomic balance, not microeconomic factors, such as input prices or productivity. The patterns of exports will depend on the extent of the mineral boom, and on microeconomic factors. 
Avoiding the “Spanish Disease”
There is some general concern that the current mineral boom will be temporary, but that it will lead to higher exchange rates, crowd out non mineral exports, and diminish Australia’s capacity to produce and rely on these exports once the mineral boom is over. Countries do have problems in handling mineral booms. Long before the advent of the “Dutch Disease”, the manufacturing industries of Spain were decimated by the crowding out from the silver boom in the South American colonies (Forsyth and Nicholas, 1983). While this boom was temporary, in nonetheless was sufficiently long lasting to result in skills and technology losses which meant that Spanish manufacturing was not able to recover after the boom had ended. 

The best approach to handling this problem is, again, one which works at the macro level. The objective is to minimise the short term shock to the economy by spreading the real income gains over many years. Rather than spending the revenues as they come in, and allowing the exchange rate to rise and crowd out non mineral exports, it would be better to save much of the revenues, spend less, and ensure that the rise in the exchange rate is modest –this will lead to less negative impacts on non mineral export industries. It will mean also that the gains from the mineral boom will be enjoyed for longer.  The government, through its tax receipts, is one of the main gainers from the current mineral boom. It can choose to lessen the negative impacts on the non mineral export industries by saving most of its windfall rather than spending it.
Climate Change Policies and Competitiveness

The Issues Paper notes that Australia is set to implement an emissions trading scheme to reduce greenhouse gas emissions. It goes on to stress that it is important for policies to keep the cost of reducing emissions as low as possible. This makes sense, given that real incomes are greatest when the cost of emissions reductions are minimised. However there is no risk that the climate change policies adopted by Australia will reduce its international competitiveness, given that there is no reason to expect that such policies will impact on the overall production and spending balance. Whilst higher input costs resulting will make it more difficult for some export industries, and these will cut back their exports, other variables such as real exchange rates will alter to re- establish competitiveness and the trading outcome.
Innovation and Competitiveness

If innovation, for example in export industries, is successful, it will raise real incomes, but these will also tend to be spent –there is no particular reason to expect it to alter the production / spending balance, and thus competitiveness or the Current Account Deficit. Innovation will change the pattern of exports however – if it is concentrated in the non mineral export industries, it will increase exports from these at the expense of mineral exports. Granted that non mineral export industries can be expected to face pressures in the current and emerging environment, innovation could party offset these pressures. However there are no gains to be made from altering the pattern of exports. Innovation should be assessed in terms of the extent to which it improves the efficiency of industries, including all export industries, and thereby leads to real income gains. Government support for innovation to simply prop up the exports of industries under pressure will lead to real income losses with no gain in competitiveness. 
Exports and Infrastructure
Inadequacy of infrastructure can be a factor influencing export performance of particular goods or services - it is well known that bottlenecks have been holding up some exports, particularly minerals exports in eastern Australia. Inadequate and inefficient infrastructure results in Australia gaining less than it might, in terms of real income, from its exports. Export infrastructure is often selected as something special, as if it is more important than other forms of infrastructure. Thus the Report of the 2020 Summit states that it is imperative to improve infrastructure performance “especially in key export areas” ((Australia 2020 Summit, 2008, p11). However there is no reason why export infrastructure should be given any special attention. Improved export infrastructure will increase exports of some goods, it will not lead to an increase in international competitiveness or a reduction in the Current Account Deficit. However it will lead to lower exports of other, non mineral goods and higher imports. Import related infrastructure, such as container ports and associated transport links, is potentially just as important as export infrastructure.
Export Policies: the Scope for Improvement

It should be clear from the discussion above that increasing Australia’s international competitiveness and reducing its Current Account Deficit are not tasks which a Review of Export Policies and Programs can usefully contribute to. There are other areas in which the Review can make major contributions. These include:

· Assessing whether existing policies are increasing real income through promoting a more efficient export sector.

· Identifying ways in which distortions are hindering Australia’s export performance, and identifying ways in which these might be reduced.

· Clarifying the meaning of competitiveness in the present context, and describing the criteria for improved export performance. 

· Recommending export policies which will increase Australia’s real income, recognising that policies are not desirable just because they increase exports.

· Setting out its view of how the external sector of the Australian economy works, how changes in the exports will impact on competitiveness.

· Using this framework for interpreting export patterns of the Australian economy over the recent decades.
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