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THE LOOMING CRISIS IN
BUSINESS INVESTMENT

Cut the company tax rate to boost near-record low investment,
argues Michael Potter

ustralia is facing a major threat from

plummeting  business  investment,

which is forecast to hit recessionary

evels in a couple of years. As a result,
we risk ongoing stagnation of wages, household
incomes, productivity and economic growth. And
our investment predicament is unusual: Australia’s
performance is worse than in most other developed
countries, even if mining is excluded.

The plunge in mining investment is easily
explained by the end of the mining boom. However,
the problem is non-mining investment, which is
already at recessionary levels as a share of GDP and
isn’t expected to grow (see Figure 1).

Figure 1: Business investment in Australia (as % of GDP)
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National Accounts; figures for 2015-16 to 2017-18 are forecasts derived from
the 2016-17 Budget.

These investment levels have only occurred once
before: in the middle of the 1990s recession when
unemployment rose sharply to 11% and there were

seven consecutive quarters of declines in GDP per
person, a decline of 3.1% per person across almost
two years.! Non-mining investment is lower today
than during the 1980s recession when there were
six consecutive quarters of decline, and the 1974
recession when there were three quarters of decline.?

Yet GDP per person is growing at about its
historical average right now and has grown since
the middle of the Global Financial Crisis (GFC) in
2009.° Unemployment is currently at moderately
low levels compared to recent history and has been
falling. The economy is stronger today than during
every recession since the 1960s, yet investment is
currently weaker than in all of those recessions bar
the 1990s recession, which was the worst Australian
recession since the Great Depression (using
unemployment as the measure).’

Australia
accumulation of business capital—to maintain
and increase wages, incomes and overall living

needs business investment—the

standards. Over the  past
42 years, GDP grew in
real terms by 244%  or
3.1% per vyear, with capital

accumulation contributing 61%
of this increase.® The economy is
150% larger in real terms today
because of investment.

Michael Potter is a Research Fellow at The Centre
for Independent Studies (CIS). This article builds on his
October 2016 CIS research report, Fix It Or Fail: Why We
Must Cut Company Tax Now, which can be downloaded
at www.cis.org.au.
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The importance of foreign investment in

particular is shown in a number of economic studies
that found:”

* Between 1984 and 1989, foreign capital meant
Australia’s real national income was 15% higher
than otherwise.

* A 10% increase in foreign direct investment over
the period 2010 to 2020 would increase real
GDP by 1.2%.

* Conversely, a reduction of foreign capital inflow
and investment of 1% of GDP would reduce
Australia’s national income by about 0.5% each
year over a ten year period.

What is surprising is that investment (whether
locally or foreign financed) is shrinking despite
record low interest rates. The Reserve Bank of
Australia (RBA) has—in its own cautious way—
expressed surprise at this weakness: the minutes
of the October 2016 RBA Board meeting stated:
‘Growth had been broadly based and supported by
strong growth in public demand. However, non-
mining investment had been little changed over
the past few years even though survey measures of
business conditions and capacity utilisation had
remained above their long-run averages.®

International comparisons

The obvious explanation for weak investment is
global: businesses in many other countries have
been cutting investment since the GFC. However,
this explanation doesn’t work. According to IMF
data, investment fell as a share of GDP in Australia
by 2.4 percentage points from 2009 to 2016, if
mining is excluded. However, investment across
all developed countries increased by 1.1 points of
GDP and investment across the globe increased by
2.2 points.

There are other countries with larger falls in
investment than Australia, in particular Portugal,
Italy, Greece and Spain.” These are the so-called
PIGS countries that have been subject to major
economic declines since the GFC. In particular, real
GDP per person in Greece has fallen by 25% since
the GFC.!" But Australias decline in investment
isn’t far behind the decline in Italy (see Figure 2).
These are not economies that we should wish to be
compared to.

Adjusting the IMF data to remove mining from
Australia’s figures, there are only six other countries
in the OECD that have a worse investment
performance since 2009: Slovenia and Switzerland
plus the previously-mentioned PIGS countries. All
other OECD countries have performed better than
Australia, as shown in Figure 2.

Figure 2: Change in investment to GDP ratio in OECD from 2009 to 2015
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Source: IMF World Economic Outlook, October 2016. Figures are on a calendar year basis. For Australia, figures exclude mining; similar results hold if mining is included.
The start year of 2009 was chosen because this was when the investment to GDP share hit its lowest post-GFC level in the OECD. The results are similar if a start year of

2010 is used, or an end year of 2016 is used (based on IMF forecasts), or both.
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These IMF figures include both private and
public investment. But Australia’s poor performance
can't be excused by a decline in public investment,
which only fell by 0.3 points from 2009 to 2016."
So most of Australia’s decline is caused by weakness
in business investment.!?

Australia continues to run a current account
deficit, so we are attracting capital from overseas."
However, the flows are not so much going into
business investment but rather into other assets

such as property."

Plausible explanations for the ominous
investment situation

There are several potential explanations for the
weakness in Australian non-mining business
investment. However, none of these can explain
Australia’s weak performance relative to other
developed countries. The supposed reasons could
include:"

* Increased competitive pressures on businesses
may be causing reduced investment. It is argued
that globalisation and the internet are reducing
the pricing power of many businesses,'® a
point with merit. It is a logical explanation for
low inflation in Australia and other developed
countries. This reduced pricing power may be
discouraging business from investing. However,

that competitive
pressures are much greater in Australia than in
other developed countries. In addition, there is
some evidence that increased competition may
increase not reduce investment."”

* Investment may be lower because of poor

there are no indications

economic growth (both current and forecast).
However, this cannot be an explanation for
Australia, because our growth rate is higher
relative to other developed countries, as are the
forecasts.'”® Similarly for excess or idle capital:
Australian business capacity utilisation is above
long-run averages'” while excess capacity appears
to be substantial in the rest of the world;?® and
Australia’s unemployment rate is below OECD
averages.”!

* The new economy may require less capital—for
example, Uber and Airbnb can operate with
relatively minimal capital.” However, there is no

MICHAEL POTTER

reason to believe that this explanation applies to

Australia more than other developed countries.

* Investment may be down because of increased
aversion to risk and an increased desire for
security.” But again it is not clear that Australia is
a much more risky country or more risk-adverse
than other developed economies.

In addition, business investment should
actually be increasing in Australia relative to other
developed countries because the substantial falls in
the Australian dollar since the end of the mining
boom have made our economy more competitive
and therefore a better location for investment.
However, the opposite is occurring.

One possible explanation for low business
investment is the higher interest rates in Australia
compared with many other countries (despite
the substantial falls in our rates). However, this
is unlikely to explain much because business
investment is separate from investment in bonds
and other interest-bearing assets.

A better explanation

The best remaining explanation for Australia’s
poor investment performance is that Australia is
an uncompetitive investment location, despite the
falling dollar. The returns on investment are not
sufficient compensation for the costs of investing.
Some broad measures of Australias competitive
decline include the following:

e The World Economic Forum has Australia’s
Global Competitiveness ranking falling from
16th in 2007 to 21st in 2016.%

e The International Institute for Management
Development’s World Competitiveness Yearbook
has Australia’s ranking falling from 5th in 2010
to 17thin 2016.%

* The Heritage Foundation Index of Economic
Freedom has Australia’s score declining by almost
three points from 2012 to 2016. Over the same
period, the world average freedom score has
increased by almost one point.?

¢ The Fraser Institute’s Economic Freedom of the
World index shows Australias ranking falling
from fifth in 2010 (the highest ranking Australia
has achieved) to tenth in 2014.”
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Figure 3: Relationship between company tax rate and economy
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One of the key components of competitiveness
is tax, and a particularly uncompetitive part of
Australia’s tax system is the tax on investment or
company tax. This was a key focus of my October
2016 CIS research report Fix It Or Fail: Why We
Must Cut Company Tax Now,*® which explained the
case for cutting the company tax rate to 25%.

Australia’s company tax is uncompetitive
Australia’s company tax rate is well above the
average for a country of Australia’s size: analysis
from my report (in Figure 3 above) shows Australia’s
company tax rate, currently 30%, would be
expected to be between 24.5% and 24.8% based
on the size of our economy (depending on whether
the US is included).

The reasons why smaller countries tend to have
lower company tax rates include:*

* Foreign investment is more sensitive to the
company tax rate in smaller countries;

* A greater proportion of economic activity is
internationally mobile in smaller countries (while
businesses in larger economies are somewhat
more domestically focused); and

* larger countries have (slightly) more influence

over the global price of capital.
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My report also noted that:

e The supposedly high-taxing Nordic countries
have much lower company tax rates than
Australia, with Sweden’s company tax rate at
22%, Finland at 20%, Denmark at 22%, Iceland
at 20% and Norway at 25%.%'

e The trends are for significant declines in
company tax rates over time. Australia last cut
its company tax rate in 2001. Since then, 32 out
of 35 OECD countries have cut their company
tax rate, with the weighted average rate falling by
5.7 percentage points. Australia’s rate remained
unchanged over this period.

* If trends continue, the weighted average OECD
corporate tax rate will still be lower than
Australia’s, even after our tax rate is cut to 25%
in 2026-27 as proposed.

* Our current company tax rate of 30% is well
above the Asian average of 22% and the global
average of 23.6%.

The revenue from Australia’s company tax is also
highly uncompetitive:

* Company tax revenue as a share of GDP in

Australia is the second highest in the OECD.



At 4.9% in 2013, it was almost double the
weighted average of 2.6%.

 Australias effective rate of tax on companies,
or tax as a share of profits, is well above global,
developed world and Asian averages.

* Australias tax system relies much more on
company tax than other developed countries:
the reliance in Australia is the third highest in
the OECD and is significantly above the OECD
weighted average.

Increasing tax burden over time

Not only is our company tax system currently
uncompetitive, but also the burden of this tax is
forecast to grow strongly.

The main tax on investment, through company
tax, is set to increase quickly as a share of GDP
(see Figure 4 below). This ratio is currently above
the historical average, and is forecast to increase
strongly to reach boom levels in three years time.
The ratio in 2019-20 will approach the ratio from
the middle of the mining boom.

Figure 4: Company tax to GDP ratio for Australia—history
and forecasts
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So, in a particularly unfortunate juxtaposition,
business investment is forecast to fall to recessionary
levels while the main tax on investment—company
tax—is forecast to reach boom levels.

MICHAEL POTTER

How a company tax cut will help

It should be obvious that a cut in company tax
will result in more investment. However, there is
some scepticism about this link. My research report
addressed these concerns by citing a wide body of
real-world evidence showing the substantial benefits
of company tax reductions in Australia and other
countries. These benefits include gains to foreign
investment and overall investment, wages, GDP

and productivity.

The company tax cut does not need to
be financed by bracket creep, as has
been suggested.

The substantial boost to investment from the
proposed company tax cut to 25% should lead to
an increase in GDP, which then improves other
economic outcomes. Treasury modelling of the tax
cut shows an expected gain to household income is
equal to more than one full year of growth in that
measure while the gain to wages is equal to around a
half-year’s growth; similarly, productivity is expected
to be boosted by around a half-year’s growth (based
on current growth rates of these figures).*

My report analysed the funding of the tax cut,
noting that the boost to the economy is smaller if
there is an accompanying hike in personal income
taxes. As a result, it is better that the cut isn’t funded
by higher personal taxes. Instead, the cut in the tax
on investment can—and should—be financed by
the main tax measures in the 2016-17 Budget: the
superannuation changes, the increase in tobacco
taxes, and measures to reduce tax avoidance.® This
means that the company tax cut does not need to be
financed by bracket creep, as has been suggested.*

If more funding is required, then cancelling the
proposed increase in the superannuation guarantee
(SG) from the current level of 9.5% to 12% will
bring in additional revenue of an estimated $2.2
billion. The SG increase is also expected to lead to
a reduction in GDP, wages, employment and even
investment, as I argued in the Spring 2016 edition
of Policy’” All these effects are contrary to the
expected outcomes of the company tax cut.
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Myths of the company tax cut

Numerous myths have been promoted about
the proposed company tax cut. Five of the most
widespread myths are debunked below. A fuller
discussion of these and other myths—for instance,
claims that imputation means Australia’s tax system
is competitive—can be found in my report.

Myth 1: companies shouldn’t get a tax cut because
there is so much tax avoidance

* Companies paying full taxes have nothing to
do with supposed tax avoiders and shouldn’t be
penalised for the unrelated ‘sins’ of other firms.

* Australian companies pay much more tax than
the OECD average, and the Australian Taxation
Office says there is no evidence of widespread tax
avoidance.

* Cancelling the tax cut will encourage an increase
in tax avoidance.

* Measures are being taken to address tax avoidance
and the funds raised will help pay for the tax cut.

Government investment is not a close
substitute for private sector investment.
The dire forecast for private investment

can't be solved by government.

Myth 2: the benefits of the tax cut are small

compared to the costs

* Treasury has argued the benefits are substantial;
they are similar to the gains from the major
infrastructure reforms in the 1990s, and these
gains aren't criticised for being ‘too small’.

* Treasury modelling indicates sizable gains
to GDP wages, incomes, investment and
productivity affer costs are subtracted. These gains
are supported by detailed studies of international
evidence published in highly regarded journals.

* The benefits are underestimated. The modelling
assumes that the only benefit to investment
comes from foreigners, when in fact Australian-
financed investment is likely to grow as well.
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Myth 3: the funds for the tax cut should be spent

on education, infrastructure or other policies

* The tax cut can be fully funded from the
tax increases in the 2016-17 Budget, so it
doesn’t preclude any other policy from being
implemented.

* 'The policy has large benefits relative to costs;
other policies should go ahead if they can
similarly demonstrate benefits much larger than
Costs.

* Government spending  has
questionable benefits, as discussed opposite.

infrastructure

Myth 4: the tax cut provides a big windfall to
foreigners/big business

* Treasury finds that most of the benefic will
ultimately go to workers.

* In the longer term, the benefits to foreign
investors and the US Treasury will be small.

* The policy generates considerable benefits to
Australians; any benefits to foreigners should
be seen as a bonus. Put another way, benefits to
foreigners should increase support for a policy,
just as collateral damage to foreigners should
reduce support.

Myth 5: the tax cut will cause national income to
decrease, based on modelling by Janine Dixon for
Victoria University’s Centre of Policy Studies

* Dixon’s modelling implies foreign investment
hurts Australia, which is contradicted by the
evidence. Australia is built on foreign investment.

e The modelling is of a different policy, not the
government’s policy.

* Dixon’s modelling, like the Treasury modelling,
underestimates the benefit of the tax cut by
assuming that Australian-financed investment
doesn’t increase due to a tax cut.

In October, the Senate Standing Committee on
Economics concluded an inquiry into the proposed
company tax cut (the Enterprise Tax Plan bill). The
inquiry’s majority report—which extensively cited



arguments from my CIS report—recognised that
Australia’s comparatively high company tax rate
discourages international investment and that the
tax cut is needed to increase non-mining investment
(which is at recessionary levels) and hence wages,
jobs and growth. Therefore the Committee
recommended that the bill be passed.’®

An alternative option: increase government
investment

The weakness in business investment is likely to
result in calls for increased government or public
sector investment. However, there are reasons to be
sceptical about this alternative:

* Government investment is not a close substitute
for private sector investment. The dire forecast
for private investment cant be solved by
government.

e While government investment is valuable in
theory, the results are different in practice. Some
of the largest government investments are not
worthwhile and cause a net loss to society. For
example, a cost-benefit analysis of the National
Broadband Network showed the Coalition’s
preferred model would have net costs of $6
billion (the Labor Party’s preferred model had
net costs of $22 billion).* The Australian Capital
Territory (ACT) light rail only shows a net benefit
by incorporating extraordinarily large estimates
of non-transport benefits,”’ an approach that has
been questioned by the ACT Auditor-General.*!

* Most government infrastructure projects suffer
from large cost blowouts. For example, transport
infrastructure projects over the last 15 years blew
out on average by 24% compared to original cost
forecasts.*?

Conclusion
Australia is facing a critical business investment
shortage. Our investment levels are noticeably
down since the GFC, a worse performance than
most other developed countries. This problem
remains even after adjusting for the impact of the
mining boom.

There are a number of plausible explanations
for investment levels across the developed world,
but none of them can justify Australia’s relatively

MICHAEL POTTER

poor performance. The Australian economy is
becoming less competitive for business investment,
particularly due to the uncompetitive Australian
company tax system. Our company tax imposes
a burden on companies well above the developed
world average, even when imputation is subtracted.

To address this situation, a reduction in the tax
on investment, through a cut in the company tax
rate, is essential. Not only is it expected to boost
investment, it is also expected to lead to growth
in wages, incomes, GDP and productivity. But if
nothing is done, Australia risks stagnation in all
these measures. It is not a future we should wish for.
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