it‘ m\‘m

|




Photos: Projects depicted in this publication’s photos are winners or finalists in the Urban Taskforce Australia’s
Development Excellence Awards. They include: page 6 -Sydney Wharf (in the foreground);
page 12 - Darwin Convention Centre; page 22 — World Square, Sydney; page 34 - Portside Wharf,
Hamilton in Brisbane; page 36 - the construction of ANZ’s new headquarters at Melbourne’s
Docklands; page 65 - 101 Miller Street, North Sydney; page 66 — the Westpac building on Kent Street in
Sydney; page 82 - the ANZ Atrium in Melbourne’s Docklands; page 102 - the Rhodes Shopping
Centre in Sydney; and page 111 - Queen Victoria Building, Sydney. For more details on these
developments please visit http://www.urbantaskforce.com.au/award.php.

Chapters 1-5 (excluding 4.5 - 4.7)

prepared by: MacroPlan Australia Pty Ltd, Suite 1.02, Level 1, 34 Hunter Street, Sydney NSW 2000
MacroPlan contact: Jason Anderson.
Commissioned and published by: Urban Taskforce Australia Ltd, GPO Box 5396, Sydney NSW 2001.

The Urban Taskforce also prepared the foreword, sections 4.5 — 4.7, chapters 6 and 7 and the conclusion. The executive summary was prepared
by the Urban Taskforce with input from MacroPlan.

© 2011 Urban Taskforce Australia Ltd

DISCLAIMER: The findings, interpretations, and conclusions offered in this publication are those of the authors. Except where it is expressly stated,
they do not necessarily represent the views of the Urban Taskforce Australia Limited, its directors or its employees. All representations and information
contained in this document are made in good faith. The document has been prepared to promote policy discussion and public debate and not
as advice for any specific individual or company. The Urban Taskforce Australia Limited, MacroPlan Australia Pty Ltd and the authors expressly
disclaim any responsibility to any person who may seek to rely on this document for business, investment or similar purposes and advises all such
persons to make their own inquiries.



FOREWORD

The Urban Taskforce is a non-profit organisation representing Australia’s most
prominent property developers and equity financiers. We provide a forum for people
involved in the development and planning of the urban environment to engage in
constructive dialogue with both government and the community.

We commissioned a well credentialed property economist, Jason Anderson, to
prepare this report because we’ve become concerned at the tone of the day-to-
day political rhetoric on population growth.

Where there was once a broad acceptance in favour of steady population increase
and economic growth, we now see fierce partisan debate.

The public discussion has been remarkable. There have been many bold statements,
A but not enough empirical research and hard facts.

Another alarming feature of recent debate is the wilingness of our political leaders to talk down the capacities
of our major cities. For most us, they’re our home. They’re powerhouses of national productivity. Australia’s large
cities are amongst our best assets.

Our cities face challenges, but those challenges should be addressed with more investment, not less.

The purpose of this paper is to inject some robust information into the public debate. It’s time to consider the
decades of research by independent experts into human settlement patterns and economics of cities. It’s no
accident that most nations across the world embrace growth. They do so because the overwhelming body of
evidence shows that population growth breeds economic prosperity and social health.

It seems that the Federal Government’s “sustainable population policy” may declare that some urban areas, such
as Melbourne, Sydney, South-East Queensland, and perhaps even Perth or Adelaide, are at “carrying capacity”.
If this occurs, we will see very little new money invested in the infrastructure of these cities.

In fact, such a decision risks the fundamental health of some of Australia’s most important economic and social
assets.

For example, this paper projects that a government policy to cap the population of our biggest cities at their
existing size could lead to:

« a loss of workers from our cities;
e a fall in household incomes; and
= a drop in home prices.

In such a scenario, the paper projects, over a ten year period, an 18.3 per cent decline for Sydney’s residential
property prices, a 15.3 per cent decline for Melbourne, a 14.7 per cent decline for Brisbane, a 6.6 per cent decline
for Adelaide and a 12.6 per cent decline for Perth. With a population cap across all five of Australia’s biggest cities,
within 10 years the nation’s per capita income could be $5,000 lower than it would otherwise have been.

Of course, if common sense prevalils, this will never happen. Such a gloomy scenario could only occur if public
policy decisions were made in a void; in defiance of the evidence.

We hope that policy makers, and the wider community, look at this paper closely. The more the community
understands the consequences of freezing urban populations by government decree, the less likely that
government will move in that direction.

| thank the members of the Urban Taskforce, and in particular, our Honorary Secretary/Treasurer, David Tanevski,
for making this report possible.

Aaron Gadiel

Chief Executive

Urban Taskforce Australia
March 2011



TABLE OF CONTENTS

FOREWORD

EXECUTIVE SUMMARY

1. HISTORICAL ECONOMIC GROWTH DRIVERS
1.1 Trends in interest rates
1.2 Recent trends in employment growth
1.3 Rising contribution from net overseas migration
1.4 Relationship between economic growth and residential property markets
15 Composition of national economic growth
2. HISTORICAL TRENDS IN ECONOMIC GROWTH AND CITY DEVELOPMENT
2.1 Urban economies as drivers of productivity growth
2.2 Trends at the state level: capital cities and regional areas
2.3 Why did employment growth in Sydney slow sharply during the noughties?
3. CONTRIBUTION OF NET OVERSEAS MIGRATION TO ECONOMIC WELFARE
3.1 Impact of immigration on national wages and productivity growth
3.2 Interaction between population growth and future workforce growth
3.3 Workforce growth and productivity
3.4 Contribution of urban development to productivity growth
3.5 Projections for population growth in capital cities and regional areas
4. POTENTIAL RESTRICTIONS ON URBAN POPULATION GROWTH
4.1 What if there is a goal to cap population growth in capital cities?
4.2 Implications of capping urban population growth
4.3 Medium-term impact of a static population on the residential property market
4.4 Long-term effects: potential for urban population declines and
economic consequences
4.5 Living with population decline
4.6 The role of home price increases
4.7 No cap on city population or growth is warranted

13
13
15
16
17
20

23
24
26
30

37
38
40
42
45
50

53
55
58
60
62

67
71
75



NATIONAL IMPACTS FROM CAPPING CITY POPULATIONS

51
5.2

Impacts of limiting city development across Australia
Aggregate impacts on the Australian economy

DECENTRALISATION AND REGIONAL DEVELOPMENT

6.1 Directing population growth by policy

6.2 The empirical evidence

6.3 Australia’s major cities are not at capacity

6.4 The NBN will not necessarily lead to decentralisation
CONCLUSION

7.1 Inevitability of population growth

7.2 Australia has already experimented with growth control
7.3 The role of home prices

7.4 Big brother does not know best

7.5 What should sustainable population strategy seek to do?

77
77
79

83
85
87
93
97

103
104
105
106
107
108






EXECUTIVE SUMMARY

This report sets out the vital contribution that cities make to Australia’s economic development, and considers the
potential implications of a policy shift to arrest the expansion of our capital cities.

Over the past two decades, national economic growth has been sustained at a high level (in comparison with other
economies). Our rates of unemployment and inflation have trended down, which are key national indicators for
improvement in economic welfare. Most recently, there has been recognition of the different trends in economic
performance at a state level, due to the relative strength of commodity production in Queensland and Western
Australia.

The role of cities in Australia’s development tends to have a less prominent position in the discussion of economic
drivers. Yet when we look at population growth trends, we see that capital cities have tended to expand more
rapidly than regional areas. This outcome is consistent with higher jobs growth in cities. It is also consistent with the
higher growth in residential property prices in capital cities, when compared with regional areas, over the past
twenty years.

To an extent, the lack of commentary about the contributions from city expansion reflects the fact that markets are
the primary determinants for the distribution of economic activity between cities and regional areas. Generally,
workers and companies make individual decisions about where business takes place. This behaviour suggests that
the development of cities provides benefits for consumers and producers, which underpin the strong growth in
employment that the nation has enjoyed.

In preparing this paper, we have taken note of the important distinction the Federal Government draws between
Australia’s overall rate of population growth and the population growth of particular regions whose “carrying
capacity” may allegedly be reached. It’s clear that the Federal Government is referring to Sydney, Melbourne
and South East Queensland. It may also be referring to our fourth and fifth largest cities - Perth and Adelaide.
The activity in these places is a sign of their economic success. There is a risk that the Federal Government’s
“sustainable population strategy” will seek to constrain our most productive places - our major cities - in the name
of encouraging population growth in less productive areas.

The gains from scale economies mean that the expansion of urban areas can generate and sustain productivity
benefits over time. In turn, those productivity benefits will flow through into average household income, in the form
of higher wages growth and more employment. If government policy were to deprive households of this choice,
and send them somewhere where they are less productive, they will lose out on income and lifestyle.

Larger urban areas tend to be more productive, because they enable greater specialisation in labour use,
better matching of skills and jobs, and a wider array of consumption choices for workers and ancillary services for
producers. As long as the productivity benefits generally outweigh higher costs for land, labour, housing, and other

necessities, the expansion of major cities will continue.
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Of course, government has the ability to kill the golden goose by:

= preventing or constraining new dwelling construction in major cities;

= regulating the immigration intake to reduce immigration numbers overall and/or prevent immigrants from
settling in the major cities; and

= by withholding funding for major urban infrastructure, such as roads and public transport, essential
to supporting growth - thus encouraging existing residents to exit from major cities and discouraging
internal migrants to those cities.

Very substantial investments are required for roads and public transport in Australia’s growing areas. The
infrastructure investment requirements may appear daunting to governments. However, when the constraints of
existing urban infrastructure begin to act as a break on our most economically productive places, Australia will
begin to feel the cost of its existing under-investment.

Looking forward, the achievement of productivity growth will be fundamental to economic welfare, expressed
in terms of real income per capita. Unemployment is already very low, and workforce growth is set to slow as the
ageing demographic becomes a dominant feature of the pace of development. During this period, the ability to
harness productivity growth will determine how economic welfare evolves.

One sector where productivity growth will become increasingly important is through the delivery of health and
aged care services. Over the past decade, health care has been the leading source of jobs growth across sectors
of the economy. Over the next twenty years, there will be a massive increase in government spending on health
and aged care, due to the rising number of people reaching retrement age. Labour productivity in the delivery of
health and aged care services will define the degree of fiscal burden faced by federal and state governments.

Cities are already home to 60 per cent of Australia’s retiree age population. The geographic concentration of the
retiree age population supports the productivity of aged care services. By 2030, outlays on residential aged care
are projected to reach $20 billion (in constant 2009-10 dollars), so the efficiency of service delivery will become a
major factor for government spending.

For example, the Home and Community Care (HACC) program is a joint Commonwealth, State and Territory
initiative. It funds basic maintenance and support services to help frail older people and younger people with
disabilities to continue living in their community. The HACC program can achieve greater efficiencies in cities,
as service providers can achieve economies of scale, by servicing numerous residents within close proximity to
each other. As the number of retirees increases, the productivity gains of residential aged care services should be
greater in the capital cities.

This example reflects just one dimension of how cities generate productivity benefits. There are many others. But the
future expansion of health and aged care expenditures underlines the magnitude of benefits that governments
should consider, when faced with the daunting costs of infrastructure investment. The positive feedback effects

from such investment works through the recurrent revenues and expenditures, over long periods of time.
By extension, a policy move to cap the population of a city would have pervasive effects on economic conditions.

The short term benefits in terms of lower infrastructure investment need to be weighed against the long term
impacts on the economic conditions in the city.

PEOPLE POWER Urban Taskforce



On the surface, capping a city’s population might be expected to create shortages of workers, and thereby
place upward pressure on wages. However, the overall initial effect would be to reduce the city’s workforce. Over
time, a population cap for a capital city would mean that the rising number of retirees would need to be offset by
a decrease in the workforce age population.

Consequently, there would be a decline in economic capacity, and there would be a fall in productivity. These
forces would mean that there is a gradual decrease in average household income. A lower income level would
also filter into the residential property market — while workers are mobile, dwellings are not. Lower average income
would lead to a lower capacity to pay for residential property, and there would also be negative expectations
formed about the future demand for dwellings. As a result, a declining workforce would have feedback effects on
all owners of dwellings — including retirees, who do not have to suffer any direct wage impacts.

We have evaluated the scenario of a city population cap for the five largest capital cities. The scenarios are set
out in terms of medium-term (initial five years) and long-term (subsequent five years) effects on household income
growth and residential property prices. Summary projections of the long-term impacts are provided in the tables
below.

The magnitudes of reduction to household incomes and residential property prices are expected to be greater
for the larger cities. This expectation reflects our view that productivity impacts would tend to be greater for larger

cities.

Figure 1. Nominal income growth in each capital city over long-term, population cap scenario

Sydney Melbourne  Brisbane Adelaide Perth
Workforce growth (% p.a.) -1.1 -1.3 -1.6 -0.9 -1.7
Productivity growth (% p.a.) -3.0 -25 -2.0 -1.8 -1.7
Inflation (% p.a.) 15 15 15 15 15
Nominal income growth p.a. -2.6 -2.3 -2.1 -1.2 -1.9

Figure 2. Residential property prices in capital cities over ten years, population cap scenario

Sydney Melbourne  Brisbane Adelaide Perth
Cumulative change over ten years -18.3 -15.3 -14.7 -6.6 -12.6
(%)

It is important to understand that the projected decline in residential property prices could not arise in normal
circumstances. It could only occur if government made a decision to cap a city’s population at its existing level.

A key aspect for a static population scenario is that a city’s workforce would need to decline, in order to offset the
rising number of people reaching retirement age. Consequently, the potential economic activity in a city would

decrease, resulting in a substantial loss of productivity and a decrease in average household income.

Declinesin average household income would filter into residential property markets, resulting in decreases in prices.
Initial price declines would be moderate, but over the long-term they would lead to greater outward migration by
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retiree households seeking to limit capital losses. Decreases in the city’s scale would lead to further decreases in
productivity, and create a further round of decline in average income and residential property prices.

With a static population induced by government policy, within five years, Sydney is projected to lose 28,000 workers
a year, Melbourne 31,000 workers annually, Brisbane 20,000 workers a year, Adelaide 6,000 workers a year and
Perth 15,000 workers annually.

Nominal incomes would fall over the medium-term at an annual rate of 1.3 per cent in Sydney, 1 per cent in
Melbourne and Brisbane, 0.2 per cent in Adelaide and 0.8 per cent in Perth.

Over five years, with a government induced population cap, we would see a 6.5 per cent cumulative fall in
Sydney’s residential property prices, a 5 per cent fall in Melbourne, a 4.9 per cent fall in Brisbane, a 0.9 per cent fall
in Adelaide and a 4 per cent fall in Perth.

The fall in property prices will induce a long term overall decline in a capital city’s population, as retirees seek to
cash-in the value of their home assets to avoid further losses. Sydney would lose 10,000 people a year, Melbourne
7,000 people a year, Brisbane 5,000 people a year, Adelaide 3,000 people a year and Perth would lose 7,000
people annually.

As a consequence, the annual fall in nominal incomes would accelerate: to 2.6 per cent in Sydney, 2.3 per cent
in Melbourne, 2.1 per cent in Brisbane, 1.2 per cent in Adelaide and 1.9 per cent in Perth.

In the second five year period after a population cap is introduced by the government, we would see a cumulative
fall in residential real estate prices by 12.6 per cent in Sydney, 10.8 per cent in Melbourne, 10.3 per cent in Brisbane,
5.8 per cent in Adelaide and 9.0 per cent in Perth.

Taking together the two five-year projections (medium term and long term) the projection for residential property
prices over ten years is an 18.3 per cent decline for Sydney, a 15.3 per cent decline for Melbourne, a 14.7 per cent
decline for Brisbane, a 6.6 per cent decline for Adelaide and a 12.6 per cent decline for Perth.

A decision by government to limit a city’s population to current levels would be a negative shock to a city’s
productivity and the consequences would reverberate over many subsequent decades.

However, the consequences would not be limited to dry statistics. If this scenario were to materialise we could
expectsignificant social consequences forimpacted cities. When urban productivity falls the most active members
of the labour force will naturally flee, but the durable nature of a city’s housing stock ensures that their homes
will then be occupied by those that are less connected to the labour market. Declines in population lead to
abundant, cheap housing, which can end up acting as a magnet for households in social distress. Concentrations
of poverty can deter growth, independently from the initial trigger for a city’s decline.

The evidence shows that declining cities tax and spend more than growing cities. Residents in a city experiencing
declining population can expect to see the urban environment around them degrade.

Government policy seeking to freeze a city’s population may not be long-lived, as its consequences become
apparent, but reversing the policy will prove much more difficult than its initial introduction.

PEOPLE POWER Urban Taskforce



Given the importance of city expansion as a basis for productivity growth, a systemic government policy seeking to
redistribute population growth to less productive locations will have even more profound economic implications,
than any changes to the headline rate of national population growth.

That is, even if the government concedes a high year-to-year rate of national population growth, the Australian
community may end up bearing huge social and economic costs if that growth is not able to be accommodated

in major cities.

A population cap across each of Australia’s largest five cities would lead to a substantial decrease in national
average productivity growth, and thereby reduce the expected rate of increase in income per capita.

The net disposable income per capita in 2010 is $45,600 and without a population cap, it would be expected to
rise to $53,500 by 2020 in 2009/10 terms. With a population cap across all five of Australia’s biggest cities and the
limitation of national productivity growth to 0.6 per cent per annum, this figure might be reduced to $48,500. The
nation’s per capita income would be $5,000 lower than it otherwise would have been.

This paper seeks to give advice to Federal Government in the preparation of its “sustainable population strategy”

as well as informing the broader community on the policy issues.

In our view, a sustainable population strategy must not directly or indirectly cap the population of any major
Australian city. In particular, it must not seek to use regulatory controls to constrain the construction of new homes,
it should not try to impose long-term limits on our immigration program, nor preclude immigrants from settling in the
major cities. It must not use transport infrastructure funding to impose defacto limits on population by directing
transport spending to low growth areas (that will have smaller economic benefits than equivalent projects in high
growth communities).

We also have a positive vision for a sustainable population strategy. In our view, such a strategy should seek to
drive planning reform across Australia and improve the ability of our cities to supply new housing in response to
price increases, thus preventing excessive home price inflation.

The strategy should require every level of government to provide substantial funding to infrastructure that will ease
the growing pains of our major cities. Infrastructure investments will need to include roads and public transport
funding of a significant scale.

Should the federal government fear over-concentration, the sustainable population strategy should provide
an opportunity for smaller cities neighbouring our largest cities to compete. This can be achieved by investing
appropriately in inter-regional infrastructure linking nearby smaller cities to the biggest cities.

Additionally the government could seek to give more cities the tools for good self-governance, including more
regionally-based, better funded, local government authorities. Under this policy approach the smaller cities that
are able to offer the necessary productivity boost will have the opportunity to succeed, without government

intervention unnecessarily penalising the economic success of the largest cities.

Overall, the analysis in this paper underlines the mutually reinforcing connections between growth in populations, the
workforce and household income in capital cities. We cannot expect that there will be no economic consequences
from limiting population gains to regional areas. If that was the case, then we would have observed a much more
even distribution of population growth between capital cities and regional areas over the past twenty years.

Urban Taskforce PEOPLE POWER
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1. HISTORICAL ECONOMIC GROWTH DRIVERS

= A trend decline for inflation contributed to a decrease in real interest rates during the 1990s.

= The fall in real interest rates supported expansion in economic growth, and very low unemployment by the
end of the 2000s.

= Net overseas migration surged from 2006 to 2010, partly in response to shortages of workers as the
unemployment rate moved towards 5 per cent.

= A decrease in real interest rates allowed for greater leverage by households taking out mortgages to
purchase residential property, thus boosting growth in prices. Higher price growth has been observed in
capital cities, when compared with regional areas.

= Since 2003, the ratio of housing prices to household income has been close to steady at a little over four to
one. This relationship indicates that growth in household incomes is the primary determinant of growth in
residential property prices, over the long term.

= On average, dwelling prices in regional Australia increased by about 26 per cent from 2005 to 2010,
compared to a national average rise of about 41 per cent over the same period. This is explained by
higher growth in average incomes in the capital cities when compared to regional areas.

= Looking forward, the ageing demographic will become the dominant driver of employment growth, given

that the transition from workforce to retirement fundamentally alters the types of services that households will
demand.

1.1. TRENDS IN INTEREST RATES

Economic conditions have changed significantly over the past two decades, which has had a substantial impact

on Australia’s residential property markets.

Since the mid 1990s, gross domestic product (GDP) growth has been relatively smooth, as well as income growth.
While variation has occurred, it has not been as drastic as in previous decades. Since 1992-93, GDP growth has
ranged between 2 per cent and 5 per cent. One key change has been that monetary policy has become more
dominant as a macroeconomic management tool relative to fiscal policy. In part this reflects the adoption of an

inflation targeting scheme by the Reserve Bank.
The Australian economy is much more globally orientated than it used to be. Australia’s import and export volumes

have increased significantly, with Australia’s industry mix adapting to this. The development of Asian economies

has had strong implications for the Australia economy, firstly with Japan in the 1980s and China over the last

Urban Taskforce PEOPLE POWER
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decade. Their development has spurred record demand for primary production (mining, agriculture), and resulted
in easing cost pressures with lowered final manufactured good costs.

It can be argued that the globalisation of the Australian economy has made Australia more prone to external

shocks. However over the past decade, the Australian economy has shown remarkable resilience. Australia was
able to avoid the outfall of the Asian credit crisis and September 11.

The Australian economy remains in a good position to weather the worst of the world downturn, with housing
and public sector (through stimulus packages) activity in line to cushion against the downturn in business
investment, and there is still further scope for the RBA to cut interest rates. However, risks are heavily weighted on
the downside, as stimulus packages in the US and China may take longer than anticipated to gather traction.
Further precautionary saving by households has reduced the level of consumption expenditure. Finally, further

contractions in offshore funding would reduce the ability of the banking sector to stem further reductions in business
investment, employment and spending.

Deregulation and privatisation in Australia’s financial system in the late 1980s and 1990s dramatically increased
productivity in Australia’s financial institutions. Margins have tightened partially in response to greater competition,
but also a movement towards a more user-pay revenue structure of the banks, with fees and charges become
increasingly commonplace. Over the decade to 2006-07, margins for variable housing rates have remained

relatively stable, hovering around the two per cent level. This effectively reduced the cost of debt, and played a
major role in contributing to household debt expansion.

Since the start of the 1990s, real interest rates have fallen considerably. This has reduced the cost of borrowing
for home buyers, and contributed to the strong growth in residential property prices over the past decade. The
standard variable housing rate has averaged around 7.5 per cent over the past decade.

Figure 3. Nominal and real housing interest rates
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1.2. RECENT TRENDS IN EMPLOYMENT GROWTH

The expansion of the labour force has been an important factor in explaining the expansion of household debt.
After a fall back in employment levels, a sharp rise in employment occurred in the early 1990s. Employment levels
have shown a strong upwards trend since 1995. This has contributed to a relatively smooth downwards trend in the
unemployment rate, dropping from over 10 per cent in 1994, to just above 4 per cent in 2008.

The structure and composition of Australia’s labour force has changed significantly. The general trends of
globalisation and trade liberalisation have pulled employment out of the more volatile sectors of the economy,
specifically agriculture and manufacturing, and shifted them to more stable service based sectors.

In turn, we can observe that the services sector expansion has been concentrated in the capital cities. There are
some sectors that have a clear alignment with urban locations through central business district locations, such as

financial and professional services.

However, these industries have not shown a uniform contribution to capital cities across Australia. We will show in
subsequent sections that the contribution of capital city employment growth has varied considerably.

Figure 4. Employment levels and the unemployment rate
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1.3. RISING CONTRIBUTION FROM NET OVERSEAS MIGRATION

Most recently, industry expansion has been reliant on net overseas migration. Labour shortages have been
prevalent across most industries, and evident in terms of both skilled and unskilled workers. A rising level of net
overseas migration has been required to fill gaps in the labour market.

Australia’s population growth rate lifted from an average of 1.3 per centin the 1970s to an average of 1.5 per cent
in the 1980s. The acceleration during the 1980s was associated with two periods of markedly higher net overseas
migration, coinciding with the mineral boom period (1979 to 1982) and Bob Hawke’s high immigration stance
between the period 1985-86 and 1989-90.

The pace of Australia’s population growth fell to an average of 1.2 per cent in the 1990s, mainly as a result of a
large reduction in the overseas migration intake. Although to a lesser degree, a contraction in fertility rates also
capped population growth in Australia over this period. Australia’s population growth rate bottomed at a low of
1.05 per cent in 1997-98 following the Asian crisis, but then rose to peak at 1.36 per cent in 2000-01. Net overseas
migration was the main driver for the improvement in population growth, surging by 56,500 to peak at 135,700
persons in 2000-01.

The pace of Australia’s population growth remained relatively steady at around 1.2 per cent in the subsequent
three years to 2003-04, but has since lifted to a peak of 2.1 per cent in 2008-09.

This acceleration of population growth was founded on net overseas migration. Net overseas migration surged
over four years to peak at more than 300,000 persons in 2008-09 as the Federal government relaxed skilled
migration controls for temporary workers, in order to alleviate labour shortage problems in a strongly growing
Australian economy. In addition, overseas student numbers showed very strong growth. It is vital to note that the
overseas migration gain has been primarily through long-term visitors, rather than permanent migrants. This source
of population gains has raised the demand for rental housing, as long-term visitors are unlikely to buy residential
property.

Figure 5. Components of national population growth
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1.4. RELATIONSHIP BETWEEN ECONOMIC GROWTH AND RESIDENTIAL
PROPERTY MARKETS

Economic growth, financial conditions and population change are the fundamental drivers of the propensity for
households to invest in residential property.

Over the long-term, returns from the residential property asset class are a function of long-term, broader
macroeconomic drivers, gross domestic product, employment growth, wages growth and inflation (and conversely
interest rate levels.)

Over time, we should expect that residential property prices will reflect the trend growth in average household
income. If residential construction can respond in a flexible fashion to changes in household formation, then the
physical need for housing will tend to be balanced with the rate of construction (although this can take some time
to occur).

“Growth in household incomes is the primary determinant of growth in

residential property prices, over the long term.”

Over the past twenty years, however, there has been a significant gap between residential property price growth
and nominal household income. From 1992 to 2010, the average annual growth in house prices was about 9 per
cent. Over the same period, nominal household income growth was about 7 per cent.

Since 2003, the ratio of housing prices to household income has been close to steady at a little over four to one.
This relationship indicates that growth in household incomes is the primary determinant of growth in residential
property prices, over the long term.! This connection makes sense because the capacity to pay for property
should have a fundamental base in household income.

Looking back prior to 2003, however, we do see that there was an upward movement in this ratio from 2000 to
2003. Prior to 1999, the dwelling price to income ratio was close to steady at a rate of marginally below 3 times.

! This corresponds with findings prevalent in the academic literature. For example, it has been found (P Abelson, R Joyeux, G Milunovich and

D Chung,“Explaining House Prices in Australia: 1970-2003" (2005) 81(255) The Economic Record, 96-103) that, in the long run, real house prices in Australia are
determined significantly and positively by real disposable income, and are twice as responsive to changes in income as they are to changes in the

consumer price index. They are also determined significantly and negatively by the unemployment rate (but prices are more than eight times more responsive to
increases in income, than to increases in unemployment) and equity prices (but prices are more than 12 times more responsive to increases in income than to
changes in equity prices). House prices are also determined significantly and negatively by real mortgage rates and increases in the per capita housing stock, and
house prices are more responsive to these factors than changes in income. This influence does not affect the analysis outlined in this paper. In the population cap
scenario, the population is initially held as a constant, which requires constant per capita level of housing stock. Interest rate movements are governed by broad
range factors unrelated to the issues set out in the paper, and therefore constant interest rates have been assumed for the purposes of our analysis.
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Figure 6. Ratio between residential property prices and household disposable income
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The upward shift in the dwelling prices to income ratio largely reflected the decline in real interest rates - that is
housing lending rates adjusted for inflation. We previously showed that housing rates less inflation trended lower
during the 1990s, shifting down from about 10 per cent in 1990 to reach 5 per cent by the end of that decade. The
decrease in real interest rates allowed households to borrow more for the same level of mortgage repayments.

Greater leverage through household lending has been the primary reason for this gap between residential property
price growth and economic growth. Debt levels have grown strongly over the past 30 years. Driving this has been
reduced borrowing costs, employment growth, and real disposable income growth.

“There has been a substantial difference between trends in residential property

prices for the capital cities compared to regional areas.”

The boom in household debt that occurred from the mid-1990 reflects the deregulation of the banking system, as

well as a trend decline in real interest rates. Most recently, the growth in housing debt has slowed sharply during
2010.

It isimportant to note that there has been a substantial difference between trends in residential property prices for
the capital cities compared to regional areas. The chart below shows that on average dwelling prices in regional
Australia increased by about 26 per cent from 2005 to 2010. This rate of increase is compared to a national
average rise of about 41 per cent over the same period.
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This outcome may be explained by higher growth in average incomes in the capital cities when compared to
regional areas . We will show in a subsequent section that employment growth in the capital cities has tended
to be far greater than in regional areas over the past decade. This situation is consistent with higher growth in
urban incomes. In turn, we will consider the reasons why Australia’s cities have tended to sustain stronger growth
in incomes, during a period of acceleration in population growth, which stem from the productivity benefits that

“This outcome may be explained by higher growth in average incomes in

the capital cities when compared to regional areas.”

urban areas can generate from a number of sectors in different ways.

Figure 7. Trends in residential property prices: cities versus regional areas
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1.5. COMPOSITION OF NATIONAL ECONOMIC GROWTH

For a household perspective, the relevance of economic growth is largely signified by the rate of jobs growth. In
turn, the ability to sustain economic growth is dependent on the skill sets of the workforce, and the geographic
connection between labour demand and supply. These relationships help to determine the capacity to increase
productivity across the economy.

In recent years, this issue is particularly relevant for the level and distribution of overseas migration into Australia.
Where shortages of skiled workers develop, there is capacity to draw on the international labour market to help
meet perceived gaps.

One perspective on the recent history of economic development is provided by an industry breakdown of jobs
growth. The following table provides the average annual increase in jobs by sector of employment, for the period
1996 to 2010.

We can observe that the top three sectors have led the expansion of employment in Australia, providing about 44
per cent of all jobs growth. There are some specific observations to be made about each sector.

Health care and social assistance: this contribution reflects the initial impacts from our ageing population, as
the growth in ‘empty nesters’ (persons aged 50 to 64 years) has been the dominant demographic trend during
the past decade. It is also a consequence of the move to provide aged care services at home, rather than
through community aged care facilities. These trends will become even greater drivers of employment growth
and productivity over the next twenty years.

Construction: this contribution reflects the simultaneous boom in civil engineering, mining and roads construction
and commercial building which developed over the second half of the 2000s. Looking ahead, there is another leg
to the mining construction boom in prospect, but road construction and commercial building are expected to be
lower on average for the next five years.

Professional and technical services: the contribution from this sector has far outstripped the more prominent finance
and insurance sector. Professional and technical services include accountants, architects, project management
and consultancy businesses. The growth here is a corollary to the construction sector, as they contribute to the
design and development services prior to construction work being undertaken. In this context, the prospects
for growth are more limited over the next five years, as the aggregate volume of construction work shows more
limited growth.

PEOPLE POWER Urban Taskforce



Figure 8. National employment expansion by sector, annual average from 2000 to 2010

Sector ‘000
Health Care and Social Assistance 39
Construction 33
Professional & Technical Services 26
Public Administration & Safety 23
Retail Trade 21
Education and Training 20
Accommodation and Food Services 15
Transport, Postal and Warehousing 14
Mining 11
Other Services 6
Arts and Recreation Services 6
Financial and Insurance Services 6
Electricity, Gas, Water and Waste Services 6
Rental, Hiring and Real Estate Services 5
Administrative and Support Services 5
Wholesale Trade 5
Information Media and Telecommunications 0
Agriculture, Forestry and Fishing -6
Manufacturing -13
TOTAL 222

Source: ABS, MacroPlan

“The economy’s structure will shift even further towards health

and aged care services.”

From this point on, the low rate of unemployment means that it will be difficult to generate comparable rates of
increase in employment over the next decade. Employment growth by sector will be dependent on the evolution
of household structures - in particular, the ageing demographic will become the dominant driver, given that the
transition from workforce to retrement fundamentally alters the types of services that households will demand.

We will show that the economy’s structure will shift even further towards health and aged care services. In turn, the
means of providing those services will become a critical determinant of how labour demand evolves. The method
of providing those services will set the level of productivity gains in the overall economy, and thereby determine
the average rate of household income growth.

In the following section, we will show that this extraordinary period of high employment growth has been
concentrated in urban areas. This outcome is driven by the productivity benefits that concentration of services
sector activity tends to provide for businesses small and large. Most recently, the competition for workers has
become intense, and urban areas are providing deep pools of labour which facilitate that competition.
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2. HISTORICAL TRENDS IN ECONOMIC
GROWTH AND CITY DEVELOPMENT

= The gains from scale economies mean that the expansion of urban areas can generate and sustain
productivity benefits over time. In turn, those productivity benefits should flow through into average
household income, in the form of higher wages growth and more employment.

= Larger urban areas tend to be more productive, because they enable greater specialisation in labour
use, better matching of skills and jobs, and a wider array of consumption choices for workers and
ancillary services for producers. As long as the productivity benefits generally outweigh higher costs for
land, labour, housing, and other necessities, the expansion of cities will tend to continue.

= Recent historical experience shows that employment growth has been concentrated in the capital cities.
A notable exception was that jobs growth in Sydney slowed over the 2001 to 2010 period.

= Household income per capita increased at similar rates across the three eastern states over the
1992-2001period.

= Dwelling construction, nationally (excluding Sydney), was close to steady over the 2000s, while it
declined sharply in Sydney.

< The low rates of both greenfield housing and infill development distinguish the recent evolution of Sydney
when compared to Melbourne. Poor rates of housing supply have constrained the average level of
population growth in Sydney, and thereby capped the potential jobs growth in that city.

= More recently, household income per capita has increased more rapidly in Victoria and Queensland than
in NSW. Over the 2001 to 2010 period, the rise in household income per capita in Queensland was

$1,412 greater than in NSW, and by $638 more in Victoria than in New South Wales.

= The underperformance of NSW suggests that the slowing of jobs growth in Sydney limited income growth
per capita in that state.

= Sydney’s low population growth was due to poor affordability of new dwellings.

= This outcome would be consistent with urban scale economies functioning as a key driver for
economic productivity, which flows through to per capita household income.
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2.1. URBAN ECONOMIES AS DRIVERS OF PRODUCTIVITY GROWTH

In terms of the impact of population growth, there is a degree of blurring between cause and effect when

considering the services sector — people create demand, as well as enable the supply of services.

“It has long been understood that, without scale economies in production,

economic activities would be dispersed to save on transportation costs.”

Is it simply that population growth has been higher in urban areas, and the services sector follows in the wake of
household demand? This perspective reflects the fact that dominant parts of the services sector exist to satisfy the
needs of households. For example, food retailing accounts for about one-quarter of national economic activity.

Alternatively, some elements of the services sector will benefit from being concentrated in one area, and this leads
to urban development being preferred to dispersion across regional towns. It has long been understood that,

without scale economies in production, economic activities would be dispersed to save on transportation costs.
Central business districts reflect these economic benefits. Despite the need to commute into the central business
district, those costs are outweighed by clearly substantial advantages from having people conducting business

within walking distance of each other.

The following table identifies some of the factors that define economic benefits from agglomeration of economic

activity in cities.

Figure 9. Agglomerative implications of size and diversity in cities

Factor Example Theoretical argument

Scale economies in production Larger plant size Dixit (1973), Arnott and Stiglitz (1979)
Shared inputs in production Financial and professional services | Krugman (1993)

Transaction costs in consumption Shopping districts Mills and Hamilton (1984)
Transaction costs in production Labour market matching Helsley and Strange (1990)

Source: Urban Diversity and Economic Growth, John M Quigley, Journal of Economic Perspectives, Vol. 12, No. 2 (Spring, 1998) pp 127-138

Urban employment and services benefit from the economies of agglomeration — from cost savings and other
advantages that flow to firms when they locate near others in the same industry, or simply near other economic
activities to share markets, services, infrastructure, labour, and information.

The productivity improvement means that urban investment has strong multiplier effects in stimulating other high-
value activities. The benefits also affect rural areas, which need access to urban markets to expand and diversify
both farm and nonfarm production.

One type of shareable input is the close proximity of businesses and labour. This generates “positive externalities”
(i.e. collateral benefits) which in turn lower the production cost of one business as the output of other businesses
increase. These externalities (benefits) result from businesses sharing non-excludable inputs, such as a common

labour pool, technical expertise, general knowledge and personal contacts.?

2 Ronald L. Moomaw , ‘Is population scale a worthless surrogate for business agglomeration economies?’ (1983) 13(4)
Regional Science and Urban Economics, 525-545.

PEOPLE POWER Urban Taskforce




A recent review of population policy addressed the contribution of urban development to national economic
growth. It made the following observations regarding the contribution that cities make to national economic

development:

Meanwhile, the most useful evidence comes from analyses of the economies of cities of various sizes
in large rich countries, the United States and Europe. These suggest that, over some range,

larger cities are more efficient than smaller cities when it comes to the production and distribution of
consumer goods and services: competition is higher, and there are economies of scale or
conglomeration. Despite disadvantages in terms of urban amenities, congestion, and land prices,
large cities are large because they have attracted and retained more people and more

economic activity.®

Another perhaps more apparent type of shareable input is urban public infrastructure. Public capital stock, such
as highways, public transport, water treatment facilities, and communication systems, directly affect the efficient

operation of cities by facilitating business activities and improving worker productivity.

“As a rule, larger urban areas tend to be more productive, because they enable greater
specialisation in labour use, better matching of skills and jobs, and a wider array of

consumption choices for workers and ancillary services for producers.”

This relationship was made prominent by empirical work by Aschauer, who examined the contribution of public
infrastructure in the US to economic growth and to private productivity at the economy-wide level. His research

showed large direct and spin-off benefits to productivity.*

As a rule, larger urban areas tend to be more productive, because they enable greater specialisation in labour
use, better matching of skills and jobs, and a wider array of consumption choices for workers and ancillary services
for producers. Aslong as the productivity benefits generally outweigh higher costs for land, labour, housing, and

other necessities, the expansion of cities will tend to develop.

Once the diseconomies become too great, larger cities will gradually become less attractive as a base for creating
jobs or improving the welfare of residents. It may be possible for the economy to develop through the movement
of some businesses to smaller cities to make room for others (more innovative and higher value industry and

services) and change land uses.®

3 Jonathan Pincus , ‘A population policy for Australia’, Economic and Political Overview 2011 Committee for Economic Development of Australia, 47.

4 Allen Consulting , Funding Urban Public Infrastructure: Approaches Compared (2003) 7.

5 Randall W. Eberts and Daniel P. McMillen, ‘Agglomeration economies and urban public infrastructure’ (1999) 3 Handbook of Regional and Urban
Economics 1455-1495.
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2.2. TRENDS AT THE STATE LEVEL: CAPITAL CITIES AND REGIONAL AREAS

In principle, the gains from scale economies mean that the expansion of urban areas can generate and sustain
productivity benefits over time. In turn, those productivity benefits should flow through into average household
income, in the form of higher wages growth and more employment.

These processes are long-lived, and can be difficult to distinguish given the range of other forces at work within
the economy.

One approach is to consider the trends in urban growth across Australian cities and states, and look for significant
differences. For the current purposes, we focus on the three eastern states, as that will provide sufficient perspective
on the relationships between economic growth and average household income.

If all Australian capital cities had similar rates of employment growth over the past decade, then it would be
difficult to identify potential impacts on trends in relative household income.

“In NSW, there was a clear reversal of the leading role played by

the capital city as a driver for jobs growth.”

However, there have been some shifts in employment trends. The recent experience of Sydney’s economic growth
does stand out from the other capital cities. During the 1990s, employment growth in Sydney averaged more than
2 per cent per annum, well above the average for the rest of New South Wales. Over that period, the superior rate
of jobs growth in the capital city was also evident in Victoria and Queensland.

From 2001, there was a clear change of trend within New South Wales. Employment growth in Sydney slowed
sharply, dropping back to an average of about 1.2 per cent per annum. However, jobs growth in regional New
South Wales accelerated, rising to about 2.0 per cent per annum. So in NSW, there was a clear reversal of the
leading role played by the capital city as a driver for jobs growth.

Figure 10. Employment growth in New South Wales, average annual increase
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Figure 11. Employment growth in Victoria, average annual increase

The outperformance of the urban region was also evident in Queensland. For this analysis, we have added together
the Brisbane, Gold Coast and Sunshine Coast regions, so as to address the south-east Queensland area. Jobs
growth in south-east Queensland has been superior to the rest of the state since the start of the 1990s. Acceleration
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of jobs growth was evident across the state over the past decade.

Figure 12. Employment growth in Queensland, average annual increase
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“The underperformance of Sydney during the 2000s, both relative to the prior

period and compared to regional NSW, distinguishes it from Melbourne and

Urban Taskforce

South-East Queensland.”
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The underperformance of Sydney during the 2000s, both relative to the prior period and compared to regional
NSW, distinguishes it from Melbourne and South-East Queensland.

We can then evaluate the trends in household income at the state level, in order to identify potential flow-on
effects of superior jobs growth in the capital city. In particular, we examine data on gross household income per
capita in each state, which means that there is some control for differences in population growth.

“From 2001, the growth in household income per capita was substantially

higher in Victoria and Queensland than in NSW.”

What we observe is that during the 1990s gross household income per capita increased in all three states at a
similar rate. The average value in Victoria tended to be about 94 per cent of the value in New South Wales. The
average value in Queensland tended to be about 85 per cent of the value in New South Wales. These ratios were
fairly steady for a decade.

Figure 13. Gross household income per capita, current prices
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From 2001, the growth in household income per capita was substantially higher in Victoria and Queensland than in
NSW. So much so that by 2008, there was negligible difference in the average income per capita between New
South Wales and Victoria. The gap between the average level household income per capita in New South Wales
and Queensland had closed considerably.

Over the 2001 to 2010 period, the rise in household income per capita in Queensland was $1,412 greater than in
New South Wales, and by $638 more in Victoria than in New South Wales.
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Figure 14. Ratios of gross household income per capita, current prices
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“Superior population growth clearly explains the higher rate of jobs growth in
Victoria and Queensland. There can be greater scale economies created in both the

capital city and regional areas, due to the acceleration of population growth.”

Of course, high population growth will tend to raise aggregate household income. The use of the income per
capita measure controls for the fact that, during the most recent period, population growth in Victoria and
Queensland was far greater than that in New South Wales. As a result, we can see that superior population growth
clearly explains the higher rate of jobs growth in Victoria and Queensland. There can be greater scale economies
created in both the capital city and regional areas, due to the acceleration of population growth.

However, there was also some indication that income per capita was enhanced by the distribution of jobs growth

across the states.

Queensland had superior jobs growth to New South Wales during the 1992 to 2001 period, but the income per
capita did not improve relative to that state. However, when the balance of jobs growth in New South Wales
shifted away from Sydney, and towards the regional areas within the state, there was a change in the relative

household income per capita.
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2.3. WHY DID EMPLOYMENT GROWTH IN SYDNEY SLOW SHARPLY
DURING THE NOUGHTIES?

Employment growth in Sydney slowed sharply during the 2000s. A plunge in the level of residential building was
a major factor behind weaker jobs growth. From 1992 to 2000, there was an annual average of about 28,000
dwelling starts in Sydney. From 2001 to 2010, the annual average fell sharply to about 21,500 per annum.

Figure 15. Starts of new dwellings in Sydney, annual average for defined periods
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There were direct and indirect impacts from the residential building slump in Sydney.

The direct effects relate to the building workforce and industries supplying inputs, such as manufacturers. The large
drop in the rate of construction meant that there was a decline in employment for the residential builders and the
manufacturers providing materials.

“While dwelling construction in Sydney declined sharply during the 2000s,

this trend was not evident across Australia.”

The indirect effects flow through the weaker profile of household and business expenditures, which result from
declines of employment identified as direct effects. For example, there would be softer growth in retail sales and
business services.
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“The low rates of both greenfield housing and infill development
distinguish the recent evolution of Sydney when compared to Melbourne.
Poor rates of housing supply have constrained the average level of population

growth in Sydney, and thereby capped the potential jobs growth in that city. “

While dwelling construction in Sydney declined sharply during the 2000s, this trend was not evident across Australia.
Dwelling construction, nationally (excluding Sydney), was close to steady over the same period.

The low rates of both greenfield housing and infill development distinguish the recent evolution of Sydney when
compared to Melbourne. Poor rates of housing supply have constrained the average level of population growth
in Sydney, and thereby capped the potential jobs growth in that city.

The constraints on housing construction were addressed in a recent study by the Organisation for Economic Co-
operation and Development (OECD).® The OECD report says that “a rising share of the population is being priced
out of the [housing] market. Measures should be adopted to stimulate supply and more efficient use of the existing
housing stock.”

The report makes it clear that there is a need to pursue structural reforms to enhance the functioning of the
housing market.

Figure 16. Dwelling starts, national excluding Sydney
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Itisimportant to note that the composition of dwelling supply has been gradually shifting away from the traditional
house and land packages on urban fringes, and towards medium and high density housing achieved through
infill projects.

6 OECD, The OECD Economic Surveys: Australia, Volume 2010-21 — November 2010, Supplement 3 (2010.)
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Residential property is typically broken down into two categories, detached houses and other dwellings. The other
dwellings component of building comprises medium density and high density dwellings. Medium density dwellings
include semi-detached dwellings, townhouses, terraces and villas. High density dwellings include flats, units and

apartments.

Despite the average household’s preference for the larger detached houses, there are a number of factors that
will increasingly affect the pattern of demand for medium density and high density housing. These include:

= problems of affordability,
= increasing numbers of sole person households,
= adesire to be in close proximity to work and transport.

The changing age distribution of the population will substantially affect the demand for other dwelling construction.
Underlying demand for new dwellings will be increasingly driven by households in the ‘empty nesters’ (50 to 64
years old) and ‘retiree’ (65 years or older) age groups. Households in these older age groups tend to have fewer
members, with a high share of lone person households. As a result, there is a greater propensity for such households
to occupy smaller dwellings, and medium density and high density dwellings in particular.

Older people willincreasingly choose medium-density accommodation thatis part of a retrement village complex,
where medical care is available and where less maintenance of the dwelling and environs is required. This process
will become particularly evident in the decades from 2009-10 to 2018-19, as the retiree age group emerges as the

dominant source of growth in demand for new dwellings.

Figure 17. Private medium and high density housing as a proportion of total dwelling commencements
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It is important to highlight that medium and high density housing tends to be more reliant on investor purchases,
when compared to detached houses in new subdivisions. For most projects, the contribution of investor purchases
will be in a range of 40 per cent to 70 per cent. The substantial role of investors reflects the contribution of medium
and high density housing to the provision of new rental housing.

We have noted in a previous section that the growth in residential property prices has tended to be higher than
growth in household income. Evidence of strong capital gains will have been a major factor in stimulating investor
purchases of new medium and high density housing in our capital cities, and enabling the strong employment

growth at a national level.
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Currently, state governments are aiming to sustain solid rates of population growth in capital cities. To achieve
goals for population growth, state governments have identified targets for new dwelling supply. In addition,
the mix of housing forms, split between greenfield and infill development, has become a focal point for urban

development.

Summaries of infill targets by city were provided in the most recent State of Supply report produced by the National

Housing Supply Council.

That summary is reproduced below, with updated information for Sydney.

Figure 18. Infill targets for major Australian cities

Target
City Strategic planning document Timeframe dwgllings fprgﬁei:ftiﬁ%;)
(number)
Sydney Metropolitan Strategy for Sydney 2010 - 2036 770,000 70
2010
Melbourne Melbourne 2030: A Planning 2009 - 2030 600,000 53
Update - Melbourne @ 5 million
South-east Queensland South East Queensland (SEQ) 2009 - 2031 754,000 50
Regional Plan
Perth Directions 2031 Spatial Framework 2009 - 2031 328,000 55
for Perth and Peel
Adelaide The 30-Year Plan for Greater 2010 - 2040 258,000 Moving from 50
Adelaide to 70

Source: FAHCSIA State of Supply report 2010, NSW Department of Planning

These targets seek to orient housing supply more substantially towards infill housing, by comparison with the

traditional dominance of detached houses in urban fringe suburbs.

Recent historical experience shows that the movement towards infill housing is already well underway in many

cities.

An important feature of infill housing, in the form of other dwellings (medium and high density) is that these can
be apartment projects located in inner city areas, or as medium and high density dwellings located in middle and

outer ring suburbs.

From a transportation perspective, new medium and high density dwellings will tend to offer access to similar
transport options to existing housing in any given suburb. On the other hand, inner city apartments allow for
movement into the central business district by foot or bicycle. Hence, a view on the split between inner city
apartments and middle and outer ring infill projectsisimportant to the consideration of overall transport movements

and demand.
In Sydney, construction of medium and high density dwellings in the middle and outer ring suburbs is far more

prevalent than for the inner city areas. From 1992 to 2002, the average number of medium and high density

dwellings in the middle and outer ring Sydney suburbs was about 12,000 per annum.

Urban Taskforce PEOPLE POWER

33



34

Over the past decade, that number trended down to just 6,000 in 2009. By comparison, inner city apartments form
a small proportion of total medium and high density housing. There was an average of about 3,000 per annum
from 1992 to 2002. That number has trended down over the past decade to reach just 1,200 in 2009.

So overall, the inner city projects contributed a minority of about 15 per cent to 20 per cent of all new medium and
high density dwellings in Sydney over the past two decades.

Figure 19. Medium and high density dwelling commencements in Sydney and Melbourne inner ring Local
Government Areas.
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The patterns for medium and high density housing construction in Melbourne are quite different to those in Sydney,
with a greater skew to inner city apartments. During the 1990s, inner city apartments accounted for about 3,000
new dwellings per annum, compared to about 4,000 in the middle and outer ring suburbs. However, over the past
decade, the number of inner city projects declined (although a rebound is now underway).

Yet the number of middle and outer ring suburbs has continued to rise, reaching 7,000 in 2009. So during the 2000s,
inner city apartments have accounted for about one-third of all medium and high density housing in Melbourne.
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“The high rate of medium and high density dwelling construction across
Melbourne has contributed to the improvement in productivity of that city’s
services sector. On the other hand, there has been a trend decline in the supply of

medium and high density housing across Sydney.”

Figure 20. Medium and high density dwelling commencements in middle and outer ring Sydney and Melbourne.
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Source: ABS, MacroPlan Australia

Our view is that the high rate of medium and high density dwelling construction across Melbourne has contributed
to the improvement in productivity of that city’s services sector. On the other hand, there has been a trend
decline in the supply of medium and high density housing across Sydney , particularly in the middle and outer ring
suburbs.

The issue then becomes one of interaction between the rate of urban expansion and the rate of growth in average
household income. Why might there be a positive effect of higher population growth in a city on average incomes?
The following section addresses some of the economic drivers that can explain these relationships. Productivity
effects on business operations represent the main form of benefits that can flow from city development.

Urban Taskforce PEOPLE POWER

35






3. CONTRIBUTION OF NET OVERSEAS
MIGRATION TO ECONOMIC WELFARE




3.1. IMPACT OF IMMIGRATION ON NATIONAL WAGES AND
PRODUCTIVITY GROWTH

Recent historical experience has demonstrated a very flexible system for enabling net overseas migration to
Australia. The skilled worker visa system tends to respond to emerging shortages of labour in sectors where local
skilled employees cannot be found.

In this respect, demand for workers tends to drive fluctuations in the level of population gain. It is important to note
that if the cycle turns, and demand for workers abates, then the population impact will reverse. For example, if
the mining construction cycle turns down, then there will be lower demand for skilled workers from that sector.
Consequently, labour demand would diminish and population growth will slow.

Australia’s current system places the emphasis on shortages of skilled workers. In terms of economic implications,
the focus tends to be on the mechanical relationship between the number of workers and potential economic
activity. More workers allow higher economic growth to be sustained. But some may argue that the additional
activity from immigration has a negligible effect on the welfare of the existing population.

The focus should be on qualifying the impact of additional workers on the average welfare of the population.
The elements are generally described in terms of productivity (output per worker) as reflected in overall wages, or
the adequacy of labour supply as reflected in the rationing of services. For example, improved productivity from
additional skiled workers may be expected to support demand for other goods and services, and thereby boost
productivity in other sectors. Can we say that immigration will tend to improve the welfare of the existing residents
of Australia?

There is some analysis in support of this expectation. A recent study published by the National Bureau of Economic
Research in the United States considered the potential for wider economic impacts from migration. The study
evaluated the impact of migration on wages growth, using analysis of historical data. It made the following
conclusions:

European countries (along with the US, Canada, Australia) have experienced both immigration
and emigration that were usually more skill intensive than (or as skill intensive as) their domestic labor
forces. Under these conditions, in the long run, immigration is associated with average wage gains

(and emigration with average wage losses) for non-migrant natives.’

This study found that by raising the overall skill levels of the workforce, there were positive wage effects for the
resident population.

This perspective is also backed up by the findings of a recent Australian study:

Migration has a meaningful impact on the rate of growth of per capita GDP. From 2013 to 2020, the
rate of growth of GDP per capita would be about 0.15 percentage points higher with migration of
180,000 than with zero migration. This is equivalent to an upward shift in productivity of 0.15
percentage points which, if it were to be achieved through productivity improvement, would be

considered to be a very desirable result.®

7 Frédéric Docquier, Caglar Ozden, Giovanni Peri, “The Wage Effects of Immigration and Emigration” (2010) 16646 National Bureau of Economic Research
Working Papers 4.
8 Peter McDonald and Jeromey Temple, Immigration, Labour Supply and Per Capita Gross Domestic Product: Australia 2010-2050 3.
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These studies support the argument that there can be wider positive economic effects from immigration, which
work to the benefit of the current residents.

In some sectors of the Australian economy, it is likely that the future labour market pressures will not have historical
parallels. In relation to adequacy of supply, the context is most evident for government activity such as health
services. We have some emerging experiences to draw on, given that unemployment has become a substantial
issue only during the past five years. There are aspects of rationing evident in the health system, with waiting
periods for hospital services becoming a significant issue for government policy.’

The future demand for health services is set to expand greatly, and the majority of services will be directly provided
through the government sector. One implication is that governments will be forming a view on the scope of health
services, and using that perspective to help inform decisions about the country’s migration intake. Consequently,
government health programs are likely to become a dominant source of increments to the workforce.

It is uncertain as to how the rising demand for health services would be achieved in the absence of substantial
immigration. The relative wages between the health sector and all other sectors would need to substantially
increase, and thereby incentivise the local workforce to shift towards health services. That process would
undoubtedly substantially raise the cost of government services, and probably require higher taxation to fund
greater expenditure. Taxation would be undertaken to achieve the reallocation of resources away from other
sectors (as household disposable income is reduced) and towards government health services.

Alternatively, the scope of health services could be progressively lowered, particularly in terms of labour intensive
practices such as residential care. The burden would then fall more heavily on retirees themselves, or family
members, in order to compensate for the decrease in government activity.

In conjunction with health services, the future labour demands from the mining construction cycle represent a
major issue for national welfare. According to estimates released in the National Resources Sector Employment
Taskforce report in July 2010, around 61,500 new operational jobs will be created in the mining sector by 2015, as
well as tens of thousands more in the construction stages. The industry is facing a skills shortage that far exceeds
that experienced in the five years preceding 2008. The Taskforce evaluated the skills and employment numbers
required for more than 75 advanced major resources projects, and some 286 less advanced projects, all expected
to start production in the period 2010 to 2020.*°

In contrast to demand for health services, it is possible that the mining construction cycle will subside, so that
demand for workers diminishes beyond 2020. Demand for mining exports could be met by other countries, or the
rate of growth in demand could weaken so that fewer projects are warranted. It is possible that there may only
be a relatively short period of time in which to capitalise on the currently favourable feasibilities for construction
projects. In this case, it might be most practicable to raise the number of temporary residents, through skilled
worker visas, rather than raise permanent migrant numbers.

Alternatively, the mining construction boom could be managed by the existing workforce, rather than
supplementing it through overseas migrants. This process would require a substantial retraining effort by local
workers who are willing to fill vacant positions. In many cases, the educational requirements would be onerous,
and require university training in engineering or science. In that event, there would be a delay of at least four years
in the training process alone.

9 See for example Council of Australian Governments, The National Health and Hospitals Network - National Partnership Agreement On Improving Public
Hospital Services (2010).
10 National Resources Sector Employment Taskforce, Resourcing the Future (2010).
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Many potential workers would be aware of the risks associated with the mining construction cycle, in terms of a
potential downturn. In effect, there would be a gamble made on the future economic structure by redirecting the
workforce towards one sector, but it may not pay off. As a result, the supply of local resident workers is likely to fall
well short of the level that could be sustained by migration programs.

Labour shortages would continue to boost the wages and salaries offered to employees, as a means of attracting
new workers. Ultimately, higher wages would mean that some projects are no longer feasible and do not proceed.
Overall, the scale of productive capacity from the mining sector in place by 2020 would be substantially reduced
if the workforce is not supplemented by overseas workers. That outcome would decrease the export capacity of
mining companies, and diminish federal taxation and state government royalty revenues.

A sharp reduction of net overseas migration, implemented over the next ten years, would be expected to both
raise government expenditure requirements for health services, and reduce the potential taxation revenues from
expansion of mining construction activity. There would be a consequent squeeze on federal and state government
fiscal positions.

Consequently, itis likely that a substantial level of net overseas migration will be important, both in terms of national
productivity growth, and to manage the substantial pressures on future growth in labour demand from both the
health care and mining sectors. The McDonald and Temple study reaches the following conclusion:

The analysis in the report is not conclusive but if any conclusion were to be drawn it would be that levels
of migration between about 160,000 and 210,000 seem to have the ‘best’ impact by 2050 on ageing of

the population and the rate of growth of GDP per capita.'*

A national population strategy should not seek to cap Australia’s population growth, via immigration controls.
Immigration controls should continue to be set for the near future only, based on labour demand, and our capacity
for overseas students.

3.2. INTERACTION BETWEEN POPULATION GROWTH AND FUTURE
WORKFORCE GROWTH

Australia is in the midst of a major demographic shift that will greatly influence activity over the next 20 years and
for many more beyond. The demographic drivers are a population bulge from the post World War Il baby boom
and a long-term decline in the fertility rate (the average number of children born per adult female). Combined,
these are driving a major shift in the age structure of the population — the so-called (demographic) ageing of the
population.

This demographic shift could have important implications for Australia’s labour market and economic growth.
Strong growth in the 45 plus age category and little or no growth in the younger age cohorts will change the age
structure of the working age population. Moreover, as more baby boomers start to reach retrement age from
2011 onwards, growth in the total working age population will start to slow substantially. Labour supply and skill
shortages will become more frequent and more severe, and will ultimately constrain the rate at which growth can
be sustained.

1 peter McDonald and Jeromey Temple, Immigration, Labour Supply and Per Capita Gross Domestic Product: Australia 2010-2050 (2010) 44.
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The adjustment will be reasonably painless in its initial stages. Employers will need older workers (particularly skilled
workers) because there simply won’t be enough young ones to go around. And older people will still need to work,
as many won’t have saved enough for their retirement.

The adjustment will also be smoothed by policy changes. Older workers were encouraged to take early retirement
overthelastdecade, as organisationslooked to downsize. This trend has already reversed and willbe accompanied
by other publicly and privately driven incentives aimed at encouraging older workers to stay in the workforce for
longer (e.g. more flexible work-place arrangements or tax-driven income incentives).

However, the ageing workforce is likely to start to present more serious problems next decade. Labour shortages
will intensify as the baby boomers start to hit retrement age. A substantial increase in immigration would provide a
moderation of this effect, although this would depend on the government of the day and the “political palatability”
of sustaining high levels of immigration.

“The distribution of population growth between urban areas and regional towns will

have a major influence on the productivity of health and aged care services.”

A deeper issue is how the growing services sector needs of retirees will be matched against labour skills, particularly
in relation to health and aged care services. Productivity of these sectors will define the value from government
spending, and thereby set the quantum of taxation burden required to fund that spending.

The distribution of population growth between urban areas and regional towns will have a major influence on the
productivity of health and aged care services. This pattern of distribution would thereby have substantial impacts
on overall productivity in the economy. In 2008, the ABS produced projections for population growth for Australia,
with numbers for the national, state and capital city regions.

The ABS produced a number of separate series for population growth: Series A, B and C. These different series
adopt different assumptions for key drivers of population growth.

In particular, the prospects for net overseas migration are a primary basis for different national projections of
population growth:

= Series A: net overseas migration of 220,000 per annum beyond 2009-10
= Series B: net overseas migration of 180,000 per annum beyond 2009-10
= Series C: net overseas migration of 140,000 per annum beyond 2009-10

There is a strong relationship between the rates of net overseas migration and the rate of increase in the workforce

age population. Moreover, the potential contribution of net overseas migration will tend to increase over time,
because of the ageing of Australia’s resident population.
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The chart below shows the estimated projections of the national workforce, for the different ABS population
projection series, with the twenty years from 2010-11 to 2029-30 broken into four periods of five years each.

Figure 21. Workforce growth projections for population projections (average increase per annum)
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It can be seen that for net overseas migration of 220,000 per annum (Series A), the projected increase in the
Australian workforce stabilises at about 190,000 persons per annum. However, with net overseas migration set at
140,000 per annum (Series C), the workforce increase slows considerably over the twenty year period.

This outlook indicates that for lower levels of net overseas migration, there will be a more pronounced slowing of
workforce growth across Australia.

3.3. WORKFORCE GROWTH AND PRODUCTIVITY

The long term drivers of trend gross domestic product (GDP) growth are population and productivity. Indeed, trend
growth can be broken down conceptually into trend growth in the labour force (i.e. population driven growth),
and growth in labour productivity (i.e. output per person employed). Both are likely to drive some important
changes in the economy over the next 20 years.

Commonwealth Treasury has produced projections of long-term economic growth in its Intergenerational Report
2010. These projections indicate that national economic growth will slow from 3.3 per cent per annum over the 40
years to 2010, to 2.7 per cent per annum over the next 40 years. The major part of this slower growth is lower output
per person. This outlook reflects the rising proportion of the retiree population, who will typically not be working and
thereby do not contribute to the provision of goods or services.
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Figure 22. Long-term projections for economic growth.
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Source: Intergenerational Report 2010, Commonwealth Treasury

Labour productivity growth (defined as output per employee) averaged 1.8 per cent per annum over the 40
years to 2010, with particularly low growth through the 1980s. However productivity picked up strongly since
1992, averaging 2 per cent a year over the ten years to 2002. Although the difference may sound small, the
compounding effects of half a per cent higher annual productivity growth add up to a 10 per cent difference in
GDP levels over the course of 20 years.

There are a number of competing explanations for what has driven Australia’s much-improved productivity
performance. Most attribute it to a combination of micro-economic reforms made in the late 1980s and early
1990s and the rapid technological change since the mid-1990s — in the information and communications areas
in particular.

However, most of the gains in Australia’s productivity during the 1990s came from improved manning practices.
In particular, major cost cutting initiatives (prompted in part by changes to Australia’s industrial relations system
and specific industry policies) led to a dramatic improvement in labour productivity in the finance, utilities and
wholesale trade sectors. These were followed later in the decade by similar initiatives in government staffing and
communications.

The nature of the 1990s productivity experience has important implications for productivity growth going forward.
While the impact of micro reforms and technological changes can be expected to continue boosting productivity,
there is now less scope to achieve strong productivity gains through changes in manning practises. The ‘low
hanging fruit” has been picked so to speak, and further cost-cutting initiatives are likely to find it harder to achieve
the same productivity gains through changes in manning practices.

The key component of economic growth over the last 40 years has been productivity growth (specifically labour
productivity), so lifting labour productivity will be crucial to maintaining economic growth in the face of these
demographic pressures. Businesses will need to look at boosting labour productivity through increasing capital to
labour ratios.
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Reducing the labour component of production will be an essential part in managing this transition. ‘Upskilling’ the
remaining workforce will also be an important way of lifting labour productivity. These drivers will be particularly
important in relation to the health and aged care sectors, because they will become the dominant source of
employment growth over the next decade. In turn, extracting productivity from these sectors must be the primary
focus for governments, in terms of managing fiscal responsibilities.

Figure 23. Contribution of labour productivity to economic growth
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The Intergenerational Report 2010 emphasises the critical need for governments to focus on productivity:

The productivity agenda detailed above is also a key response to addressing the fiscal pressures of
an ageing population. Investment in infrastructure and improving Australia’s skill base to increase
the growth potential of the economy will improve budget revenues without increasing the overall

tax burden on the economy, and as a result the government’s medium term-fiscal outlook will improve.12

As such, trend productivity growth over the next 20 years is likely to look more like trend productivity growth over
the last 40 years rather than the high growth of the 1990s. Indeed, we have already seen a noticeable slowdown
in productivity improvements.

While some of this is cyclical, we believe it marks the start of a moderation in trend productivity growth. Although

a return to the low productivity growth of the 1980s is unlikely, the slowdown may result in a weaker income
generation and real wages growth, and therefore moderating domestic demand growth.

“The labour market shortage could be a constraint on growth.”

2. Commonwealth Treasury, Intergenerational Report 2010 (2010) xxiv.
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The bottom line is that, at some point there will not be enough workers to provide the goods and services needed
to meet demand in the economy. Put simply, the economy wiill start to hit a supply constraint. In market economies,
limited supply is usually rationed by prices.

A labour market shortage would be expected to push up wages. Although we expect businesses to offset some
of this cost with higher productivity growth, higher wages growth will translate into higher inflation for a given level
of output, and interest rates will need to stay higher, on average, to contain inflation. In other words, the labour
market shortage could be a constraint on growth.

3.4. CONTRIBUTION OF URBAN DEVELOPMENT TO PRODUCTIVITY GROWTH

The Intergenerational Report makes an explicit linkage between future productivity growth, and the distribution of
economic activity between urban and regional areas.

The development of Australia’s cities will also be central to improving productivity performance. Much
of a city’s capacity to accommodate population increases while supporting productivity growth is

reliant on the efficacy and adequacy of its infrastructure, including its housing stock.?®

This emphasis on urban development is understandable given the recent historical evidence across Australia.
Employment growth has tended to be higher in the capital cities, and this trend has been consistent with an
observed period of solid growth in productivity. However, the statement above notes that the productivity gains
are reliant on investment in infrastructure. This connection underlines the fact that private sector investment alone
is not sufficient for cities to generate productivity benefits - public sector infrastructure represents a critical base
as well.

The implications of underinvestment in government infrastructure are already of concern for some analysts:

The OECD’s most recent survey of the Australian economy noted that Australia had ‘an

important infrastructure deficit’, due in part to ‘underinvestment in the 1980s and 1990s’, but also to ‘weak
co-ordination between public infrastructure and development and fiscal management’ and a ‘lack

of co-ordination between the various levels of government, and between jurisdictions at the same level’,

so that ‘infrastructure decisions are frequently taken with no regard for national priorities’.**

That view does not augur well for the potential to extract productivity benefits from urban development. There is
an overlay from the movement to budget deficits in the future, as government outlays increase and economic
growth slows. Budget deficits may reduce the appetite for infrastructure spending, and thereby provide a financial
attraction to extend the ‘infrastructure deficit’.

There is a particularly important layer to this outlook for government spending and productivity growth, which
relates to the provision of health and aged care services.

The superior jobs growth of most capital cities can be interpreted by looking at the sectors that are driving
employment.

13 1bid v.
1 Eslake, S and Walsh M, Australia’s Productivity Challenge (2011).
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A table in a previous section shows the key sectors for employment growth over the past decade. It is clear that
the health services sector is a dominant source of new jobs.

This observation is particularly pertinent, given that the ageing demographic is set to greatly increase the demand
for health care services. The Intergenerational Report 2010, published by Federal Treasury, provides projections
that Australian government expenditure on health will rise from 4 per cent of GDP in 2009-10 to about 7 per cent
by 2049-50:

From 2009-10 to 2049-50, real health spending on those aged over 65 years is expected to increase
around seven-fold. Over the same period, real health spending on those over 85 years is expected

to increase around twelve-fold.*®

Figure 23. Projections of Australian government modelled spending by category
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Looking at the recent experience, we observe that the expansion of health services jobs was not founded on the
construction of new hospitals in Australia. Data on health sector building commencements shows that from 2000
to 2009, there was only limited growth in activity (as shown in the chart below).

Figure 25. Health sector building commencements
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* Commonwealth Treasury, Intergenerational Report 2010 (2010) 51.
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“The lack of new hospital construction indicates that much of the
growth in health services employment has been achieved through service

delivery outside of the hospital system.”

The lack of new hospital construction indicates that much of the growth in health services employment has been
achieved through service delivery outside of the hospital system. This situation partly reflects the expansion of
public sector health care and other services that are delivered to retirees in their family home.

The Home and Community Care (HACC) Program provides community care services to frail aged and younger
people with disabilities, and their carers. The HACC Program provides services such as domestic assistance,
personal care as well as professional allied health care and nursing services, in order to support older Australians,
younger people with a disability and their carers to be more independent at home and in the community and to
reduce the potential or inappropriate need for admission to residential care.

The following chart shows that residential aged care (principally the HACC program) is expected to steadily rise
from 0.5 per cent of GDP to almost 1.5 per cent of GDP in forty years time.

Figure 26. Expanding role for residential aged care services, provided at home
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A critical aspect to these projections is that residential aged care is expected to be the dominant source of
growth in government service delivery in this sector. Community aged care is projected to remain a far smaller
means of delivering services to the elderly.
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Figure 27. Projected expenditure on residential aged care services, provided at home

Aggregate spend, 2009/10 dollars 2010 2020 2030
Residential aged care ($m) 7,548 12,079 20,148
Hospitals ($m) 12,432 17,346 25,920

Source: Intergenerational Report 2010, MacroPlan

Aggregate national expenditure on residential aged care services is projected to rise from $7.5 billion in 2010
to $12 billion in 2020 (with values expressed in constant 2009-10 dollars). By 2030, the value is projected to reach
$20 bilion. Over the next twenty years, efficient delivery of the residential aged care services will be a major
determinant of growth in government demands on the labour market. In dollar terms, the rise in expenditure on
residential aged care is projected to be as great as expenditure on hospitals.

Residential aged care is highly dependent on provision of services through workers — the services are provided at
home, so there is little government investment in building physical infrastructure. The primary inputs are the service
providers and their vehicles. Hence, the provision of residential aged care services will become a dominant source
of jobs growth over the next decade, and thereby have a fundamental influence on productivity growth.

Services delivered at home will tend to generate important productivity benefits in the provision of services for
retirees. This method of delivery reduces the need for development of additional buildings in which to provide
services, thereby reducing the infrastructure burden for the public sector. There is a substitute cost, however, in
relation to transportation expenditure, as service workers travel from home to home, in order to provide care.

Presumably these transport costs can be minimised by having workers focus on specific regions. In this way, the
provision of in-home care services can be delivered in an efficient way, and generates productivity benefits for
the health care sector through the reduction of infrastructure spending.

It is important to note that the higher population densities of capital cities support the reduction of transport costs
in provision of health care services. In 2009-10, about 60 per cent of the retiree age population (65 years or more)
lived in capital cities. A wider geographic spread of retiree households would mean that the average transport
cost per client tends to be higher. This example reflects the positive contribution that greater population density
can make to the productivity of service delivery.

“Greater dispersion of retirees will tend to raise the cost of providing at-home

care services, which would be measured as lower productivity from the health sector.”

The fact that the magnitude of aged care services is set to rise enormously means that the productivity of service
provision in this sector will become a much more important driver for overall economic growth in the next two
decades. By 2030, expenditure on residential aged care services is projected to reach an annual rate of $20 billion
(in constant 2009-10 prices).
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Current policy settings indicate that residential aged care services will be the dominant method for delivery of
many forms of government assistance. In this context, the balance of decisions by retirees as to where to live wiill
become a dominant driver in shaping national productivity. Retirees may choose to remain in their family home,
move to another suburb in the city, or move to regional areas.

Greater dispersion of retirees will tend to raise the cost of providing at-home care services, which would be
measured as lower productivity from the health sector. The HACC program is founded on the transit of service
providers to their clients, so the transportation costs are absorbed by the public sector. The more spread out the

client base, the higher the transport costs for service providers.

In this respect, the efficiency of the HACC program is reliant on the productivity benefits that can be achieved
from agglomeration of ‘consumers’, which enable service providers to minimise transport costs for each client that
is serviced. By extension, a concentration of HACC clients in cities would enable more productivity gains to be
achieved, by comparison with a more dispersed set of clients living in regional areas.

An alternative approach would be to shift away from HACC program and move towards community aged care
centres. Government expenditure on transport costs would be reduced, but there would need to be investment

in physical infrastructure. There would be a reduction in operating costs, but a rise in capital costs.

If this approach was taken, then the government would exercise influence as to the location of community aged
care centres, and thereby set the geographic basis for achieving productivity gains from this sector.

At present, the provision of government services through residential aged care is the preferred method for delivery.
This approach will be labour intensive, and therefore requires access to a substantial and rising pool of workers.
In the following section, we discuss the outlook for workforce growth across capital cities and regional areas.
Workforce growth provides the basis for enabling overall economic growth, and will be critical to achieving the
expansion in government health care services that underwrites the nation’s future productivity growth.
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3.5. PROJECTIONS FOR POPULATION GROWTH IN CAPITAL CITIES AND
REGIONAL AREAS

Over the next decade, Australia’s workforce growth is set to substantially slow, as a rising proportion of the resident
population reaches retirement age. Productivity growth will be the critical determinant of economic growth. The
Intergenerational 2010 report states that urban development can play a key role in the creation of productivity
benefits for the overall economy. This potential is clearly evident in the health and aged care sector, given the
preference for residential services that obviate the need for investment in construction of centralised facilities.

While national workforce growth is expected to slow, the future distribution of workforce gains between capital
cities and regional areas will be largely determined by the patterns of net overseas migration.

To consider the prospects for workforce growth in the capital cities and in regional areas, we can consider the
current ABS projections for population growth in the capital cities and regional areas. For ease of discussion, we
focus on the projections for the Series B set of assumptions.

“Capital cities currently attract a relatively high share of net overseas migration

by comparison with the respective regional areas of a state.”

A critical aspect of the ABS capital city and regional projections is that there are assumptions made about the
distribution of net overseas migration, and the extent of migration within states - that is, the movements to and
from a capital city and the complementary regional areas of a state.

An important foundation to the projections is that the capital cities currently attract a relatively high share of net
overseas migration by comparison with the respective regional areas of a state.

In addition, the capital cities currently have younger populations on average, when compared to regional areas.
This situation is partly due to the strength of net overseas migration over the past decade, given that this population
gain is skewed towards young adults living in capital cities. It is also due to the net migration movement of older
residents from capital cities to regional areas.

This current demographic structure means that the structure of an ageing resident population will tend to have

a more pronounced effect on regional areas, when compared to capital cities. Retirees are likely to comprise a
higher proportion of the population in regional areas, when compared to the capital cities.

“The positive effect of overseas migration is relatively large, and is projected

to provide a substantial offset to the ageing of the current resident population.”

Taken together, the impacts from net overseas migration and the existing demographic structure mean that a
widening gap is found in the projected workforce growth for capital cities when compared to regional Australia.

This outcome is shown in the following figures.
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In the capital cities, the positive effect of overseas migration is relatively large, and is projected to provide a
substantial offset to the ageing of the current resident population. Workforce growth slows over the 20 year period,
but not dramatically.

However, in regional areas, the projected slowing of workforce growth is very pronounced.

Figure 28. Projections of annual change in workforce age population, New South Wales
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Figure 29. Projections of annual change in workforce age population, Victoria
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This outlook is a consequence of the ABS assumptions about the distribution of net overseas migration and the
magnitude of intrastate migration. It is entirely possible that there would be a market response to a sharp slowing
of the workforce in regional areas, such as a higher level of intrastate migration than that factored into the ABS

projections.

Comparing the current projections to the previous set of ABS projections, we have already observed a substantial
upward revision to the ABS scenario assumptions for national net overseas migration. This process of adjustment
underlines the fact that the ABS figures are projections, not predictions, about certain outcomes.

Nevertheless, the current projections do underline the importance of household preferences about locations for
residence and work across Australia. If the recent history is a guide, then overseas migration flows will tend to be
concentrated in capital cities, and intrastate migration will tend to result in older Australians shifting from capital

cities to regional areas.
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The degree of skew towards workforce growth in capital cities implied by the ABS projections (Series B) point to an
amplification of the comparative superiority of urban jobs growth observed over the past two decades.

If the ABS projections do actually unfold, then business services growth will naturally be heavily concentrated in
the capital cities. On the other hand, it will become more and more difficult to sustain the expansion of labour
intensive businesses in regional areas, due to the shortages of local workers.

Looking through this prism of comparative workforce growth, we can consider the implications for the evolution
of the Australian economic structure. In particular, consider the rising importance of the health and aged care
services sectors, driven by the nation’s ageing demographic structure. We noted in a previous section that the
delivery of residential aged care, principally through the HACC program, is the current model for managing
service delivery.

This program relies on expansion in the workforce, as it is labour intensive, and achieves productivity gains when
clients are more geographically concentrated.

The ABS projections indicate that implementation of residential aged care will become increasingly difficult in
regional areas, as the rate of workforce growth slows, and higher wages will be needed to attract aged care
workers. Moreover, servicing the clients in regional areas will incur greater transport costs on average, due to the
dispersion of residents.

By 2020, expenditure on residential aged care services is projected to reach an annual rate of $12 billion (in
constant 2009-10 prices). Over five years, that equates to aggregate expenditure of $60 bilion. A 10 per cent
increase in the cost of delivering residential aged care services would mean that there is a rise in outlays of about
$6 billion over five years.

“It is vital that the productivity benefits of delivering health care services in
Australia’s capital cities be weighed against expenditure on infrastructure projects to

support population growth in urban areas.”

These factors suggest that the per client budget for delivery of HACC programs in regional areas will increase
much more rapidly than the same measure for capital cities. Our point is that by tying aged care services to
the location of residents, geographic concentration of people will have to be the primary determinant of the
efficiency of service delivery.

This outlook indicates one point of divergence between the productivity gains to be achieved from delivering
services in a city as compared to regional Australia. And given that there is a shift in economic structure towards
servicing the retiree age population, future productivity growth will be defined by how costly it is to deliver those

services.

In this context, it is vital that the productivity benefits of delivering health care services in Australia’s capital cities
be weighed against expenditure on infrastructure projects to support population growth in urban areas.
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4. POTENTIAL RESTRICTIONS ON URBAN
POPULATION GROWTH

= Due to the rapid population growth in capital cities over the past decade, there are very

substantial investments required for transport infrastructure.

= The infrastructure investment requirements appear daunting, and there appears to be political
pressure to reduce the scope for further expansion of capital cities.

= We evaluate a hypothetical scenario where a government seeks to place a cap on the population of
a capital city, in order to evaluate the economic consequences of this position.

= The objective is to trace through the economic consequences of implementing a population cap in
a capital city, both in terms of the initial first-round behavioural responses, and in relation to the
long-run implications for economic activity and households.

= Akey aspect for a static population scenario is that a city workforce would need to decline, in order
to offset the rising number of people reaching retirement age. Consequently, the potential
economic activity in a city would decrease, resulting in a substantial loss of productivity and a decrease
in average household income.

= Declines in average household income would filter into residential property markets, resulting in
decreases in prices. Initial price declines would be moderate, but over the long-term they would lead
to greater outward migration by retiree households seeking to limit capital losses. Decrease in the
city’s scale would lead to further decreases in productivity, and create a further round of decline in
average income and residential property prices.

= With a static population induced by government policy, within five years, Sydney is projected to lose
28,000 workers a year, Melbourne 31,000 workers annually, Brisbane 20,000 workers a year, Adelaide
6,000 workers a year and Perth 15,000 workers annually.

< Nominal incomes would decline over the medium-term at an annual rate of 1.3 per cent in Sydney,
1 per cent in Melbourne and Brisbane, 0.2 per cent in Adelaide and 0.8 per cent in Perth.

= Over five years, with a government induced population cap, we would see a 6.5 per cent cumulative
fall in Sydney’s residential property prices, a 5 per cent fall in Melbourne, a 4.9 per cent fall in Brisbane,
a 0.9 per cent fall in Adelaide and a 4 per cent fall in Perth.

= The fall in property prices will induce a long term overall decline in a capital city’s population, as
retirees seek to cash-in the value of their home asset to avoid further losses. Sydney would lose
10,000 people a year, Melbourne 7,000 people a year, Brisbane 5,000 people a year, Adelaide 3,000
people a year and Perth would lose 7,000 people annually.
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4.1. WHAT IF THERE IS A GOAL TO CAP POPULATION GROWTH IN
CAPITAL CITIES?

In the previous section, we highlighted the magnitude of difference between ABS projections of workforce growth
in capital cities and regional areas. The projected widening gap is striking. It may invite a striking community
response.

Some people argue that our cities are close to becoming too large. There are considerable levels of investment
in infrastructure required to support urban development. In particular, there are ongoing additions required to the

stock of transport infrastructure.

There have been substantial investments made in road infrastructure over the past decade, principally financed
through the private sector as toll roads.

Figure 30. Expenditure on roads construction by sector, annual average $b in 2007-08 price terms
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Source: ABS, MacroPlan

These private sector road projects have been required to alleviate congestion of the existing road system. This
congestion has developed largely because of the increasing population intensity through infill housing in our
capital cities. Inner and middle ring tunnel and bypass projects have been particularly prevalent.

“Population growth in urban areas ... places enormous demands on the public

sector finances through increments to the transport infrastructure.”

Expansions of rail systems are also required to enable urban population growth. These projects represent very
substantial investments. The largest sets of expenditure are required for public rail servicing urban fringe areas,
creating efficient transport spines for the future population growth of cities.

Overall, it is apparent that population growth in urban areas, whether it be through infill or greenfield housing,
places enormous demands on the public sector finances through increments to the transport infrastructure.
Making choices between these big ticket items requires conviction from governments about the best ways to
manage urban development.
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What is less easily measured, are the productivity benefits that investment in urban transport infrastructure delivers
to the economic system. These benefits are generally recognised as being a critical component to the prospects
for future productivity growth.

Nevertheless, urban transport infrastructure projects are likely to contribute to the development of budget
deficits across national and state governments over the long-term. The Intergenerational Report 2010 makes it
clear that the national government is headed towards an extended period of budget deficit, due to the ageing
demographic. Outlays for health and pensions will tend to be rising much faster than revenues, as softer workforce
growth inhibits economic growth. Comparable pressures will be at work on state government finances, as growth
in payroll taxes slows.

Requiring investment in transport infrastructure, further expansions of Australian capital cities might be perceived
as creating further pressure on the public sector at a time when operating outlays for retirees are the primary

concern.

“The path of least resistance for some policy-makers may be to characterise

our capital cities as reaching capacity.”

As a result, there is growing political pressure on governments to restrict the level of urban transport infrastructure
investment. The bulk of urban road projects over the past decade were achieved through private sector funding,
but there have been numerous cases where the business returns on those investments has been far less than
targeted. In the future, that method of achieving expansions of urban road systems s unlikely to deliver comparable
magnitudes of investment.

In the context of emerging budget deficits and rising average costs for urban transport infrastructure, the path of
least resistance for some policy-makers may be to characterise our capital cities as reaching capacity.

Regretfully, this proposition is not an entirely fanciful one. On 27 June 2010, the Prime Minister, Julia Gillard, in a
channel nine television interview said:

| think if you talk to the people of Western Sydney or Western Melbourne or the Gold Coast growth corridor

in Queensland, people would look at you and say “Where will all these[extra] people go?”.

At the same time we have got communities around the country crying out for more workers, for more people.
More arms and legs to get vital work done, we have got to get the balance right here. So today as

Prime Minister I’ve indicated that to get that balance right I’ll ask Tony Burke the current Minister for
Population to be the Minister for Sustainable Population, so we do get that balance right for the

future (bold added).

On 28 June 2010, the Prime Minister’s comments were echoed by her Sustainable Population Minister, Tony Burke,
who said on the ABC’s Radio National:

Itis true that if you’re in an area where you can’t get a seat on a bus, can’t get a seat on a train,
you’re locked in gridlock in traffic, that you would ask the question that Julia posed yesterday — where
on earth would you put extra people? That needs to be balanced against those parts of Australia that

are crying out for extra workers.
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In a speech he gave on 30 June 2010, Mr Burke said:

The spread of population throughout the nation is the critical part of these discussions [on a sustainable
population strategy] and that is not only an immigration issue. It’s also related to what happens when you
get internal movement within Australia, whether that internal movement is something that is driven

by people wanting to work or people wanting to retire (bold added).
Mr Burke has made it clear that he believes

..., there are some parts of Australia where there are serious arguments of carrying capacity. There are
other areas where there are regional centres which could very easily and effectively take

more people (bold added).®

In December 2010 the Federal Government released a Sustainable Population Strategy Issues Paper. The
paper is intended to foreshadow Australia’s first National Population Policy. It gives little insight into the Federal
Government’s thinking on population planning, largely communicating conflicting views on population growth
from different panels. Although the Federal Minister for Sustainable Population, Tony Burke, has made it clear that
in his view

a population debate that focused purely on numbers missed the point ... the most important issue remains
ensuring that our infrastructure keeps pace with the developments that we have ....the most important

issue here remains the spread of population.'’

It is clear that the Federal Government envisages a strong leadership role, not only on immigration policy, but on
policies affecting the internal migration of people within Australia.

While western democracies do not have a system of internal passports to regulate the movement of people,
governments that wish to control the movement of people can do so through land use restrictions. Land use
restrictions in the United States have a long history of pushing people away from high-income urban areas, with
strong agglomeration (economy of scale) benefits, towards less economically productive areas.'®

The empirical evidence suggests that, controlling for other factors, aggregate production and population have
grown at slower rates in the United States jurisdictions with more highly regulated metropolitan areas.’® The impact
of land use regulations on urban populations has been similarly noted in places as varied as the Netherlands
and Brazil.?® The experience of Sydney in the 2000s (see section 2.3 above) also tells us that land use controls,
capping or reducing dwelling supply, can be effective at diverting population growth away from locations it
would otherwise be attracted to.

There is also a risk that immigration policy will be managed to minimise immigrant settlement within major cities,
either by prioritising immigrants who agree to settle in lower demand locations or through outright regulation of
the residence of new migrants.

.
>

Interview on ABC'’s Landline, 17 May 2010, <http://www.abc.net.au/landline/content/2010/s2900667.htm> at 28 February 2011.

The Australian October 11, 2010 <http://www.theaustralian.com.au/national-affairs/its-need-that-matters-on-population-burke/story-fn59niix1225936851018>
at 28 February 2011.

Edward L. Glaeser, Joshua D. Gottlieb , The Economics of Place-Making Policies (2008) NBER Working Paper N0.14373

1% Boaz Nandwa and Laudo M. Ogura, Do urban growth controls slow down regional economic growth? (2010).

20 Wouter Vermeulena and Jos van Ommerenb, “Does land use planning shape regional economies? A simultaneous analysis of housing supply, internal
migration and local employment growth in the Netherlands “ (2009) 18(4) Journal of Housing Economics, 294-310; Somik Lall, Hyoung Gun Wang and
Daniel da Mata, Do Urban Land Regulations Influence Slum Formation? Evidence from Brazilian Cities (2006).
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4.2. IMPLICATIONS OF CAPPING URBAN POPULATION GROWTH

Our analysis now addresses the hypothetical scenario of placing a cap on the population of a capital city. The
objective is to trace through the economic consequences, both in terms of the initial first-round behavioural
responses, and in relation to the long-run implications for economic activity and households.

We have assigned a notional five-year period each to the medium-term and long-term scenarios for analysis.

This hypothetical cap could be implemented through immigration controls (regulating where immigrants are
permitted to settle) or via land use controls (by ceasing the construction of new dwellings that would add to
the existing stock of houses) or a mixture of both. Preventing extra dwellings being built would probably be the
most effective way of controlling both internal migration to a city - as well as immigration from overseas to it. (As
Sydney’s housing supply was tightened in the 2000s, NSW’s share of national net overseas migration fell from about
42 per cent, to about 30 per cent.)

As a result, the initial impacts from capping urban growth would be greatest on the building sector. A great
majority of residential building services would not be required in urban areas. There would be an element of
activity that remains, through home renovations activity.

A large portion of non-residential building services would not be required. In particular, the pipeline of commercial
and industrial buildings, including offices, retail and warehouse projects, would be curtailed. These buildings are
founded on growth in the workforce or consumers, and the capping of population growth would render new stock

as being superfluous.

Building sector employment accounts directly for about 5 per cent of city jobs. This includes residential building
and non-residential building. In the event of urban growth being capped, most of these workers would no longer
have a basis for employment in the city. These businesses and workers would need to move to regional areas in
order to find work.

In most cases, these shifts would require the sale of the family home. These movements would have immediate
impacts on residential property markets, by increasing the number of properties for sale. An increased number of
sales would contribute to downwards pressure on residential property prices.

The decline of the urban building sector would have substantial second-round effects on the economy. There
would be a loss of demand for products and services that are used in the building process. For example, demand
for manufactured building products, which tend to be produced in proximity to where they are used, would
be substantially reduced. Retailers of imported products would also be affected. There would also be a loss of
demand for business and professional services, such as architects, accountants and legal services, which are used
by the building sector.

“There would be a substantial reduction in the capital city workforce.”

Overall, there would be a substantial reduction in the capital city workforce, flowing from the direct impacts on
the building sector and the indirect effects on the manufacturing and services sectors. Some of that demand
would move to regional areas, and complement the movement of building sector employment.
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“Towns would not be able to create similar scale economies to
those achieved in the capital city. Reduction of scale economies would

mean that the productivity would be reduced.”

A reduction of demand for goods and services would lead to a decline in profitability for many businesses located
in capital cities. This outcome would reflect a loss of productivity from commercial centres, both in suburban areas
and in the central business district. This loss in profitability would tend to reduce the scope for wages growth for
most industries in urban areas.

A migration of building and construction workers to regional areas would contribute to a rise in population growth,
and thereby generate a rise in demand for services in regional towns.

However, the population gains would probably be spread across a number of towns in regional areas. These
towns would not be able to create similar scale economies to those achieved in the capital city. Reduction of
scale economies would mean that the productivity would be reduced.

For example, there would be a substantial increase in overall transportation costs. Home builders would need
to service larger geographic areas, in order to sustain a comparable number of jobs. Urban subdivisions allow
builders to focus their services on a particular suburb or area.

“The empirical evidence shows that ... it is the more densely populated regions with
the lowest carbon emissions per person, that have used land use restrictions to move

development to lower density areas that have higher environmental costs.”

However, in regional areas, house building is much more dispersed, even in larger towns. Builders would tend to
travel further distances on a daily basis. Similarly, transport costs for building materials would be greatly increased.
Higher fuel costs would lead to a substantial rise in the cost base for residential building.

The costs are not just economic. There are certainly environmental and other externalities associated with this
kind of dispersal. In the United States, it has been observed that coastal California’s and the East Coast suburbs’
restrictions on new building, results in more building on the urban fringe in Texas.?! This brings with it greater
environmental impacts, including, a higher carbon footprint. The empirical evidence shows that, in the United
States, it is the more densely populated regions with the lowest carbon emissions per person, that have used land
use restrictions to move development to lower density areas that have higher environmental costs.??

The following table provides scenarios for the composition of population growth, in the five largest states, in the
event that urban growth is capped.

It should be noted that for these projections, we consider the case where urban growth is capped in a single city
in isolation, rather than simultaneously in all capital cities.

21 Edward Glaeser, Joshua Gottlieb, The Economics of Place-Making Policies (2008) 14373 National Bureau of Economic Research Working Papers 43.
2 Edward Glaeser and Matthew Kahn, Sprawl and Urban Growth (2008).
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Figure 31. Capital city population cap: projected medium-term response over five years
(annual average number)

Sydney Melbourne Brisbane Adelaide Perth
Natural increase 38,050 31,202 20,059 5.654 14,605
Net overseas migration 10,000 10,000 10,000 5,000 10,000
Net interstate + rest of state migration -48,050 -41,202 -30,059 -10,654 -24,605
Total migration -38,050 -31,202 -20,059 -5,654 -14,605
Total population change 0 0 0 0 0
Workforce increase -28,050 -31,202 -20,059 -5,654 -14,605

Source: MacroPlan Australia
The key elements of the medium-term scenario are as follows:

= There is a substantial migration outflow from the capital city to regional areas of the same state, and
to other parts of Australia. This outflow reflects the response of building sector workers, and those from
other sectors, to loss of work in the capital city. As the city is no longer expanding, there are reductions in
the workforce that were previously employed to support growth.

= Net overseas migration remains positive, as employment in some sectors continues to expand,
but is substantially reduced due to weaker economic growth in the capital city.

= Natural population increase, through births and mortality, remains a source of population gain in the
capital city. However, the non-workforce age cohorts become a higher proportion of the overall
population. In particular, the proportion of retirees in the city becomes greater.

4.3 MEDIUM-TERM IMPACT OF A STATIC POPULATION ON THE
RESIDENTIAL PROPERTY MARKET

On the surface, restrictions on the rate of residential building might be expected to have some positive effects on
a capital city residential property market. Taken in isolation, lower supply would lead to housing shortages, and
thereby create upward pressure on prices and rentals.

“Curtailing residential development also impacts on demand for housing, through

outward migration from the city, and through weaker economic growth in the city.”

However, curtailing residential development also impacts on demand for housing, through outward migration
from the city, and through weaker economic growth in the city. The projected reduction in the urban workforce
means that there would be fewer employed households seeking to buy residential properties.

An outright decrease in economic activity would lead to a fall in average household income, and thereby a lower
capacity to invest in housing. This change would reflect the decrease in the productivity of the urban economy
as the workforce decreases. It would be a mirror image to the productivity increases that have been achieved
through the expansion of urban areas over the past two decades.

PEOPLE POWER Urban Taskforce




Our projections of residential property price growth draw on an expected relationship between income growth
and demand for residential property. Household income growth will be driven by average wages growth and the
expansion in employment.

In turn, the scope for growth in wages and employment within each household will be largely dependent on
the growth in a city’s economic activity. Looking forward, growth in a city’s economic activity will be principally
determined by productivity growth and workforce growth. Using these relationships, we expect that the primary
determinants of residential property prices over time will be:

= workforce growth;
= productivity growth; and
« inflation.

Projections of aggregate capital city income growth are decomposed between workforce growth, productivity
growth and inflation, as shown in the table below.

Figure 32. Nominal household income growth per annum in capital cities over medium-term, population
cap scenario.

Sydney Melbourne  Brisbane Adelaide Perth
Workforce growth (% p.a.) -0.8 -1.0 -1.3 -07 -1.1
Productivity growth (% p.a.) -2 -15 -1.2 -1 -1.2
Inflation (% p.a.) 15 15 15 15 15
Nominal income growth -1.3 -1.0 -1.0 -0.2 -0.8

Source: MacroPlan Australia

It must be understood: an ageing population and urban environment with a static number of inhabitants wiill
necessarily have a shrinking workforce.

As a result of a fall in aggregate household incomes, we expect that the movement to a static urban population
would lead to declines in residential property prices. This outcome would be the result of a decrease in the city
workforce, in conjunction with a decrease in productivity.

“The downward pressure on residential property prices will be most

pronounced for Sydney or Melbourne.”

The magnitude of projected impacts on residential property prices varies across cities. At present, we observe
that household income per capita at the state level has a positive relationship with capital city size. This situation
reflects a degree of higher productivity benefits from larger capital cities.

By extension, the loss of productivity benefits from a static city population would probably be greatest for the larger

cities. Hence, we expect that the downward pressure on residential property prices will be most pronounced for
Sydney or Melbourne.
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Figure 33. Residential property prices in capital cities over medium-term, population cap scenario.

Sydney  Melbourne Brisbane Adelaide Perth
Annual change (%) -1.3 -1.0 -1.0 -0.2 -0.8
Cumulative change over 5 years (%) -6.5 -5.0 -4.9 -0.9 -4.0

Source: MacroPlan Australia

Figure 34. Cumulative fall in residential property prices in capital cities over medium-term, population
cap scenario.
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4.4. LONG-TERM EFFECTS: POTENTIAL FOR URBAN POPULATION DECLINES
AND ECONOMIC CONSEQUENCES

The initial response to a cap on an urban population would be concentrated in outward migration, by the builder
sector workforce and ancillary sectors.

We argued in the prior section that capping urban population would lead to declinesin productivity, and decreases
in average household income. Over the long-run, these shifts would have broader impacts on the income and
wealth of the urban population.

“Declines in economic activity reduce the demand for aggregate services in

urban areas, in regional areas and other states.”

Declines in economic activity reduce the demand for aggregate services in urban areas, in regional areas and
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other states. For example, demand for tourism services in regional areas of a state would be reduced, following a
decrease in average incomes in the city.

A gradual decrease in capital city residential property prices, resulting from the initial economic impact of a
population cap, would impact on the wealth of all city households. In particular, the wealth of retiree households
would be reduced. This outcome shows that while capping population growth might not impact initially on retiree
behaviour, there would be significant effects over time via the housing sector.

The long-run scenario is one where a combination of outwards migration by retirees and a further element of the
city workforce, would contribute to the gradual development of an outright decline in the urban population.

Evidence of ongoing declines in residential property prices would be expected to impact on the behaviour of
retirees. Seeking to preserve wealth, it is expected that some retiree households would seek to sell their house and
move from the city to regional areas or other states. However, this action would raise the number of properties
for sale, and exacerbate the downward pressure on prices. Now we see the city’s health deteriorating further,
because it will not just be losing workers now, it will be losing retirees too.

The movement of retiree households from the capital city would lead to a decrease in household numbers, and
reduce the aggregate expenditure on goods and services. This decline in household demand would further curb
the productivity of businesses operating in the capital city, which would be reflected in lower profitability.

Some businesses would scale down operations, and reduce their workforce, leading to higher unemployment.
Consequently, there would be a further wave of outwards migration by city workers to regional areas or other
states. This process would result in a further erosion of the city workforce, extending the outflows initially triggered
by capping urban population growth.

“An outright decrease in the urban population would lead to faster declines in urban

residential property prices.”

Outright decline of the city population would lead to a more rapid decrease in the scale of economic activity, and
further falls in average household income. In addition, there would be an outright fall in the number of households,
and thereby a lower demand for rental properties. Rental vacancy rates would trend higher over time, and there
would be downward pressure on rentals. As a consequence, an outright decrease in the urban population would
lead to faster declines in urban residential property prices.

The downward pressure on property prices would be augmented by the ageing demographic, as the growth in
retiree numbers means that they exert more and more influence on the market. As outward migration by retirees
begins to rise (in response to initial drops in property prices), then there might be an anticipation effect, where
retirees expect property prices to decrease, and seek to sell ahead of future declines.

This behaviour might initially have effect through the sale of investment properties (rather than the family home),

which can be sold without making the more difficult decision to leave the city. Similarly, some owners of investment
housing who reside outside the city would seek to sell their rental property.
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As reflected in these trends, progression to a decline in the urban population would accelerate the adverse
responses that develop initially in response to the capping of a city’s population.

Figure 35. Capital city population cap: projected long-term response (annual average number)

Sydney Melbourne  Brisbane Adelaide Perth
Natural increase 38,360 31,138 20,514 5,364 14,880
Net overseas migration 10,000 8,000 5,000 1,000 2,000
Net interstate + rest of state migration -58,360 -46,138 -30,514 -8,364 -23,880
Total migration -48,360 -38,138 -25,514 -7,364 -21,880
Total population change -10,000 -7,000 -5,000 -3,000 -7,000
Workforce increase -48,360 -38,138 -25,514 -7,364 -21,880

Source: MacroPlan Australia

In particular, the decline in productivity of the urban economy is projected to gather speed over the long-term.
This outcome would flow from an outright decline in the urban population, which reduces scale economies for
businesses operating in the capital city.

One element of the declining productivity would follow from an increased movement of retirees from the capital
city to regional areas. For example, the current urban population of Sydney comprises about 570,000 people who
are 65 years or more. Movement of 10,000 retiree age people per annum from the capital city to regional NSW
would reduce the urban cohort number by about 9 per cent.

Consequently, there would be a substantial increase in the average cost of delivering residential aged care
services to those households, which has a cumulative effect for the duration of those services. This sector provides
just one example of the negative impact on productivity from a cap on the city population. Hence, the medium-
term effects on the residential property market lead into long-term effects on retiree behaviour, and thereby have
deeper impacts on the overall rate of productivity growth.

“The corollary to gradual urban population decline is that there would be restrictions on

wages growth for many industries in the capital city.”

In the long-term, the corollary to gradual urban population decline is that there would be restrictions on wages
growth for many industries in the capital city. In particular, the professional industries, such as financial and legal
services, would need to adjust to the shift in the city’s economic base. Restrictions on wages growth would be a
focal issue.

“Higher overseas migration by young professionals would tend to further reduce

the city workforce, exacerbating the initial outflow of the building workforce.”

For many younger workers, this situation would lead to consideration of moving overseas, as a means of achieving
a career path. As aresult, there would probably be increased overseas migration by younger professionals. Higher
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overseas migration by young professionals would tend to further reduce the city workforce, exacerbating the

initial outflow of the building workforce.

Consequently, the urban population would shift from a situation of having a close to steady population, to entering

a period of gradual population decline. This outcome would exacerbate the decline in the urban workforce that

initially occurred through the migration of building sector workers. There would then be wider and deeper negative

effects on the overall urban economy, with further losses of scale economies for businesses.

These workers represent part of the population
cohort who would become first home buyers.
A decline in the number of potential first home
buyers would have profound effects on the
residential property market. They constitute a
key source of lending for purchases of residential
property. If this element of the workforce enters
a period of decline, then demand for residential
property would also be diminished.

Declines in residential property prices would have
second round effects on the urban economy.
There would be less incentive to invest in home

renovations, given that the return on investment would be negative.

Figure 36. Nominal income growth in each capital city over long-term, population cap scenario

Sydney Melbourne  Brisbane Adelaide Perth
Workforce growth (% p.a.) -1.1 -1.3 -1.6 -0.9 -1.7
Productivity growth (% p.a.) -3 -25 -2 -1.8 -1.7
Inflation (% p.a.) 15 15 15 15 15
Nominal income growth -2.6 -2.3 -2.1 -1.2 -1.9
Source: MacroPlan Australia
Figure 37. Residential property prices in capital cities over long-term, population cap scenario
Sydney  Melbourne Brisbane Adelaide Perth
Workforce growth (% p.a.) -1.1 -1.3 -1.6 -0.9 -1.7
Nominal income growth -2.6 -2.3 -2.1 -1.2 -1.9

Source: MacroPlan Australia
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In summary, our analysis suggests that the medium-term effects of a cap on urban population growth would
gradually lead to a decline in the city’s population. The dynamic functions through the initial gradual declines in

residential property prices, and the subsequent behavioural response by households to a decline in value of an
asset that is immobile.

Figure 38. Cumulative fall in residential property prices in capital cities over long-term, population cap scenario
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Source: MacroPlan Australia

Figure 39. Residential property prices in capital cities over ten years, population cap scenario

Sydney Melbourne Brisbane Adelaide Perth
Cumulative change over ten years (%) -18.3 -15.3 -14.7 -6.6 -12.6

Source: MacroPlan Australia
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4.5. LIVING WITH POPULATION DECLINE

4.5.1. A population cap would have long-lived consequences.

Urban decline is not the mirror image of growth.”® New homes are, at least in theory, able to be built to meet the
city’s needs. However,when a city’s population declines, the existing stock of homes remains in place - at least
for a while.

This aspect of urban decline contributes to its deep-seated nature. Once the rot sets in it’s hard to shake. Eleven
of the United States’ 15 largest cities in 1950 lost population over the ensuing 50 years; eight of them - Baltimore,
Buffalo, Cleveland, Detroit, Philadelphia, Pittsburgh, St. Louis, and Washington, DC - lost population in each
decade. % A single negative shock to a city’s productivity will continue to cause population declines over many
subsequent decades.? Sections 4.3 and 4.4 of this paper considered the possibility that government, through
regulatory policy, could deliver such a negative shock to a city, by seeking to freeze its population.

“Declines in population lead to abundant, cheap housing, which can

end up acting as a magnet for households in social distress.”

Harvard University’s Edward Glaeser and the University of Pennsylvania’s Joseph Gyourko have developed a
model which explains the link between urban decline and poverty. When urban productivity falls, they conclude
that the most active members of the labour force, will naturally flee, but the durable nature of a city’s housing
stock ensures that their homes will then be occupied by those that are less connected to the labour market.?® Their
empirical work analysed data from 321 cities. It showed that declines in population lead to abundant, cheap
housing, which can end up acting as a magnet for households in social distress.

The more tertiary educated citizens a city loses the more people it loses overall.?’ In fact, among cities that
lose residents, a greater share of loss is associated with the highly educated. The cheap housing available in a
declining city is relatively more attractive to those with lower wages and, presumably, less skill.?®This can contribute
to a vicious cycle as concentrations of poverty can deter growth, independently from the initial trigger for a city’s
decline. Government policy, seeking to freeze a city’s population may not be long-lived as its consequences
become apparent, but reversing the policy will prove to be more difficult than introducing it.

“Residents in a city experiencing declining population can expect to see the urban

environment around them degrade.”

23 Edward Glaeser and Joseph Gyourko, Urban Decline and Durable Housing (2005) 113(2) Journal of Political Economy, 345-375, 346.
24 Ibid.

% |bid.

% Ibid 348.

2" lbid 362-363.

% |bid 364.
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45.2. A deteriorating community

Less people, lower property values, and most significantly, lower household incomes leads to lower tax revenue for
the public authorities responsible for managing a city. The reduced tax base can have a harsh impact on local
infrastructure maintenance.?® Residents in a city experiencing declining population can expect to see the urban
environment around them degrade. To the extent that facilities are improved they will be upgraded with the

knowledge that, as time passes, less people will use them.

“The evidence shows that declining cities tax and spend more than growing cities.”

The tax burden will therefore be greater for each remaining citizen. The evidence shows that declining cities tax
and spend more than growing cities.*

Economist George Peterson provides an explanation for this predicament. He argues that:

Once a city’s road, sewer, and water networks have been constructed to serve a given population, the
cost of maintaining these networks does not decline significantly when population shrinks. On the contrary,

as capital infrastructure ages, it becomes more costly to keep in repair.

More importantly, in terms of budget expense, a city’s [government] labor force tends to act as another
fixed overhead item, whose cost must be spread over fewer tax- payers............ The population loss of
cities also has a selective character which in at least some instances has raised the costs of producing

desired levels of public service out-puts.

As net out-migration cuts into the city’s population base, the remaining population tends to become less
well-educated, have lower incomes..... The implication is that diseconomies occur in declining cities
because of both (1) the diseconomies of fixed capital and labor costs with a declining population, and (2)

the increased municipal costs of servicing an increasingly older, poorer, .....socially dependent population.®

Declining population and the resulting demographic changes has had dramatic social and economic
consequences for many cities and regions. In the United States, Buffalo, Cleveland, Detroit, Pittsburgh and St.
Louis lost more than half their population. Baltimore and Philadelphia lost nearly a third of their population. These
cities have suffered:

= increased dwelling and shop vacancies;

= changes and often reduced employment opportunities;

= increased levels of unemployment;

= reduced property value;

= concentration of urban poverty;

= underinvestment in urban infrastructure and maintenance; and

= urban blight.

2 Dye, T. R. Government Finances in Declining Central Cities (1984) 4(2) Publius. Intergovernmental dimensions of urban fiscal stress 1 27.

30 bid.

31 Paterson, G. E. 1976. Finance, the Urban Predicament, eds. William Gorham and Nathan Glazer. The Urban Institute, pp. 44-47 in Dye, T. R. 1984.
Government Finances in Declining Central Cities. Publius. Intergovernmental dimensions of urban fiscal stress 14(2) p. 23.

PEOPLE POWER Urban Taskforce



For example, Detroit has lost almost a quarter of its population since 1990 and a third of its residents are now below
the poverty line. Nearly one-third of Detroit’s houses are vacant. Since 2003, the average price of a home in Detroit
has fallen by 84 per cent. City leaders have desperately tried to find ways to boost the local population, without

success.

Shopping strips are no longer functioning, housing has become vacant and dilapidated, industry has relocated,
hence, jobs have moved out of the region. Unemployment rates are alarmingly high and the social consequence
has been the creation of a poor disadvantaged underclass residing in blighted urban areas.

In 1990, the incidence of vacant land was so significant that Detroit’s City Planning Commission produced a vacant
land survey in which the most blighted and vacated parts of the city were identified. The recommendation of
the report was that the blighted areas should be shut down and residents moved from these dying areas to more
viable parts of the city. Buildings in the blighted areas would be demolished and city services discontinued.?

In another example, Pittsburgh, with its declining population, constantly ranks as one of the worst performing US
cities in terms of poverty, crime, employment, income and housing abandonment.

One of the unfortunate consequences of vacant ghost-towns is the high incidence of illegal waste dumping.
The many factors that contribute to illegal dumping include vacant and abandoned buildings. Such premises
are typical conditions in shrinking cities. The prevention of illegal dumping is a significant challenge as reduced
populations and the resulting lower-density neighbourhoods provide little informal oversight that have traditionally
helped maintain community standards and deter illegal acts. A recent study in Pittsburgh and surrounding
Allegheny County found a pattern to dumping that is more socio-economic than geographic.®®

High concentrations of unmanaged vacant lots, which attract anti social and illegal activities, were found to result
in lower residential property values. In the United States a reduction of about 18 per cent has been observed.®

Youngstown, Ohio lost more than half of its population between 1977 and the year 2000. It saw visibly declining
neighbourhoods with abandoned or under-occupied buildings, empty overgrown lots, high crime, and an ageing
and socially disadvantaged population.®® East St. Louis, lllinois having experienced steep population losses for
decades, now has major problems with high rates of crime, lower standards of education and unemployment.*®

3

8
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Further north, in the Canadian city of Winnipeg, population decline means the city’s older infrastructure is
deteriorating and sewer lines and roads are in decay. Streets and houses in the inner city are deteriorating faster

than the infrastructure and

[d]espite heroic efforts on the part of all three levels of government and the local business community,
once-bustling Portage Avenue is a problem area and Selkirk Street, the former commercial heart of the
North End is moribund. Unoccupied retail premises are a common sight on Portage and are

virtually ubiquitous in Selkirk. There has been substantial housing deterioration in the inner city and
boarded-up residences are becoming an increasingly common sight in some of the

worst neighborhoods.”

Residential real estate values in the inner city have declined drastically. Furthermore, much of the inner city has
been “redlined” by insurance companies. This means that homeowners seeking insurance may be refused cover

or need to pay more than the standard premium.®

Most cities in eastern Germany have dramatically lost population since 1990. The social and economic
consequences have been devastating.*® The city of Dresden lost 60,000 of its 500,000 residents within a decade.
The most obvious consequence of this dramatic reduction in population was an oversupply of buildings, plots
of land, housing units and commercial spaces. This resulted in serious housing and office vacancies as well as

infrastructure oversupply.*°

Like Dresden, the city of Leipzig lost a large proportion of its population. A study conducted in the city of Leipzig
showed that there was an overall decline in rents between 1998 and 2001 in nearly all segments of the housing
market. While it may initially seem that a decline in rents is good for tenants it resulted in poor maintenance,
fraying homes and decaying infrastructure. The number of foreclosures and bankruptcies among communal and

private housing owners is rising.*

Unfortunately, a low demand for services in Leipzig fuels a self-perpetuating process where communal and private

services become less efficient, but more expensive.

Some of the more drastic strategies employed in Eastern Germany, including Leipzig, to deal with the oversupply
of housing is to reduce supply by strategic demolitions. This process is known as “backwards-construction” and
it accepts the fact that in some cases, housing will never be tenanted in the future and large-scale demolition
seems to be inevitable. In fact, demolition of whole neighbourhoods and/or the reduction of building height and
density have occurred. By the end of 2003, 17,000 empty units had been removed.*? The removal of housing has
been exceptionally costly. Not only must the city pay for the demolition, but it must also pay for the reconstruction

of infrastructure.

Japan finds itself at a critical point. The population decline on the scale projected during the next century has
never been seen in a developed country. Immigration is minimal and the country is ageing as its population
declines.”® Social and economic problems have inevitably followed. The number of workers to support each

87 Leo, C. & Brown, W. 2000. Slow Growth and Urban Development Policy. Journal of Urban Affairs. 22.(2) p. 199.

% lbid 192-213.

3 Glock, B. and Haubermann, H. 2004. New Trends in Urban Development and Public Policy in eastern Germany: Dealing with the Vacant Housing Problem
at the Local Level. International Journal of Urban and Regional Research. 28(4), pp. 919-929.

4 Wiechmann, T. Errors expected- Aligning Urban Strategy with Demographic Uncertainty in Shrinking Cities. International Planning Studies. 13(4) pp.
431-446.

4 Glock, B. and Haubermann, H. 2004. New Trends in Urban Development and Public Policy in eastern Germany: Dealing with the Vacant Housing
Problem at the Local Level. International Journal of Urban and Regional Research. 28(4), pp. 919-929.

42 bid.

4 “Social change in Japan”, The Economist, 19 August 2010.
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pensioner has fallen from ten in 1950 to four in 2000; it is estimated to fall to two by 2025. Approximately 70 per
cent of the country’s social-security budget is now used to support the elderly and just 4 per cent is aimed at child
care, reinforcing the low fertility rate. As the country ages and grows poorer, there’s been a surge in petty crime,
such as shoplifting by the elderly.

This has resulted in a decade of recession and declining land prices. As Japan’s population declines and ages,
major impacts on land and housing markets are expected. The most notable being the drastic reduction in housing

demand, resulting in a growing surplus of dwellings.**

In some inner areas such as east-central Tokyo and northern Osaka, the reduction in population and age of the
population has been so significant that once successful shopping streets are littered with old and empty shops.

The economic stagnation has diluted Japan’s middle class.”® When once it was amongst the most egalitarian
of countries, Japan is now above average among rich nations in its income inequality. At 14 per cent, it has the
highest rate of children raised in poverty. The Japanese use the phrase kakusa shakai (society of disparities) to
describe the change. Temporary and part-time workers have increased from one-fifth to one-third of the labour
force over the past 20 years.

Where populations are in decline and ageing, migration into the region drives growth and the need for new
development which is beneficial to that region. Growth stimulates the economic dynamism of a region and more
people migrating into an area expands the labour force, attracts more business/employers, who can then provide

more jobs that attract more to the region.*®

4.6. THE ROLE OF HOME PRICE INCREASES

4.6.1. Price increases may be necessary to trigger extra supply

The previous sections highlighted the negative social and economic consequences linked with sustained and
continuing falls in housing prices. This begs the question: if house price decreases are linked with negative social
and economic consequences, should we be welcoming house price increases? Demand-side measures, such as
reducing immigration, are often advocated as measures to constrain excess inflation in home prices.

Residential price increases serve a purpose when they act as a signal to property developers to produce extra
homes to meet supply shortfalls. In properly functioning markets prices will only increase to the extent necessary to
trigger sufficient new supply, and then stabilise. The amount of the increase would reflect only the additional costs
necessary to bring more new housing to market. However, when there are constraints on the ability of property
developers to respond to price signals the market may not operate efficiently, and home prices could increase

without an appropriate supply response.

Aswitnessed in the recent financial and economic crisis, unsustainable home price inflation may have repercussions
for the wider economy.*’ Public policy can increase the risk of this scenario occurring by constraining the ability of

developers to respond to price signals, with extra housing.

4 Sorensen, A. 2006. Livable Cities in Japan: Population Ageing and Decline as Vectors of Change. International Planning Studies. 11(3-4), pp. 225-242.

% “Social change in Japan”, The Economist, 19 August 2010.

“ Downs, A. 2000. Dealing Effectively with Fast Growth. Brookings Policy Brief. November 2000. No. 67. The Brookings Institute. Washington DC. p. 3.

47 Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics
Department Working Papers 5.
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The Organisation of Economic Co-operation and Development (OECD)* has observed that such public policies
are justified on the basis of addressing market failure, pursuing broader economic efficiency goals and a desire to

influence the housing opportunities available to citizens. These interventions can include:

fiscal measures (such as subsidies and taxes);

= direct provision of social housing (i.e. housing let/sold at below-market rents and/or allocated by
non-market mechanisms);

= regulations aimed at influencing rental markets, as well as the quantity, quality and allocation
of dwellings; and

= public resources being directed to redistribute income by supporting housing consumption (e.g.
housing allowances).*°

The OECD empirical work has led it to conclude that low supply responsiveness of new housing tends to exacerbate
the price effect of changes in housing demand (e.g. caused by financial and labour market or demographic
shocks).*® Thus, in rigid supply environments, increases in housing demand are much more likely to be capitalised
into house prices than to boost increases in the quantity of housing.®* Supply responsiveness depends not only
on geographical and urban characteristics but also on public policies, such as housing market regulations. In
particular, cumbersome land use and planning regulations are associated with a less responsive housing supply
across the developed countries studied by the OECD.*?

”"The OECD’s estimates of new housing supply responsiveness tend to be lower in countries

where it takes longer to acquire a building permit ...”

Land-use and planning policies that are intended to reduce negative externalities (i.e. costs that are borne by
the whole community such as additional traffic, change view lines, etc), may also restrict supply responsiveness.>®
The OECD’s estimates of new housing supply responsiveness tend to be lower in countries where it takes longer to
acquire a building permit, suggesting that an efficient design and enforcement of land use regulation can make
housing supply more responsive to prices.>

Differences in supply responsiveness at the aggregate and regional levels are important since they determine the
extent to which increases in demand for housing result in higher prices or in more housing investment.*® In the short
to medium term, an increase in housing demand (e.g. caused by mortgage market deregulation, higher levels of
activity and employment or migration inflows) would translate into smaller increases in real house prices, if housing
supply is more responsive. However, in more flexible-supply countries, housing investment adjusts more rapidly to
large changes in demand. The OECD believes that, in the long term a more flexible supply of housing is generally

4 An international organisation of the governments of developed countries.

% Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics
Department Working Papers 5.

%0 lbid 7.

5 lbid.

%2 bid.

5 lbid 29; K Barker, Review of Housing Supply (2004).

5 Ibid 29-30.

% |bid 28; EL Glaeser, J Gyourko and A Saiz “Housing Supply and Housing Bubbles” (2008) 64 Journal of Urban Economics; J Gyourko
“Housing Supply” (2009)(1) Annual Review of Economics.
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desirable as it allows a better match of housing construction to changes in housing demand patterns across a

nation.>®

Many government planners will informally express the view that they are helping to prevent boom and bust by
placing a hand-break on supply. Yet the OECD’s findings illustrate how this approach is misguided and that it is
likely to accentuate the boom and bust cycle. This view is consistent with recent empirical evidence from the
United States that shows the relaxation of interstate banking regulations resulted in larger increases in house prices

in counties with less elastic housing supply.®’

Of course, regulations on land use are not the only reason for a lack of responsiveness in housing supply. The
OECD observed, provision of infrastructure and other public services, complementary to housing, such as road
intersections or water drainage, are also likely to be a factor.*®

An unresponsive supply of housing affects the average availability of housing and regional housing market
imbalances, which can reduce residential mobility.>° There is evidence that large price differentials between areas,
for instance, caused by region-specific shocks in combination with rigid supply, can lead to lower geographical
mobility, since households in lower-priced areas have a larger credit hurdle to clear if they wish to move to the

higher priced region.®®

“Badly designed policies that unnecessarily act as a break on new housing supply

can have substantial negative effects on the economy.”

OECD empirical findings show that in countries with a more responsive supply of new housing, residential mobility
tends to be much higher.%! For example, increasing the responsiveness of supply from the lowest level among the
countries studied to the average level would raise the average household’s mobility rate by around 5 percentage
points.? OECD empirical estimates also show that mobility is lower in US cities with more stringent land use

regulations, which are usually associated with an unresponsive housing supply.®

Badly designed policies that unnecessarily act as a break on new housing supply, can have substantial negative
effects on the economy, for instance, by increasing the level and volatility of real house prices and preventing
people from moving easily to follow employment opportunities.®

In an efficient market, where housing supply is able to freely respond to price signals, the prospect of rising prices
itself is not a reason for government intervention on equity grounds. Where housing is viewed as a necessity, rather
than a luxury, the evidence shows that the more successful cities, with higher house prices, will have smaller money
wage differentials between low and high skill workers.®® That is, the wages and other income prevailing in the city
will reflect the need to ensure that its workers are appropriately housed.

% lbid 28.

57 G Favara, G. and J Imbs “Credit Supply and the Price of Housing” (2009)
<http://www.fe.unl.pt/contents/html/File/INOVA%20PDF/Jean_Imbs.pdf> at 13 February 2011.

58 Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics
Department Working Papers 30.

59 Ibid 65.

%0 1bid; R Saks, “Job Creation and Housing Construction: Constraints on Metropolitan Area Employment Growth” (2008) 64 Journal of Urban Economics;

K Barkerm “Planning Policy, Planning Practice, and Housing Supply” (2008) 24 Oxford Review of Economic Policy; G Cameron and J Muellbauer

“The Housing Market and Regional Migration and Community Choices” (1998) Scottish Journal of Political Economy.

Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics

Department Working Papers 65.
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4.6.2. Australia’s house price increases have failed to trigger sufficient new supply

The Federal Government’s National Housing Supply Council has found that the housing undersupply is presently
200,000 homes.® The shortage is getting worse every year. There is clearly a housing supply problem.

An OECD study has observed that our house prices are amongst the countries that have sustained the highest
category of price increases - 90 per cent or more - over 1980 to 2008.%" This is a distinction avoided by two-thirds of
developed countries in the study. Yetin the last 15 years residential investment has hovered around just over 5 per
cent of gross domestic product, despite rising prices.®® In short, housing supply has not been boosted in response

to the observed increase in prices.

The OECD has found that housing supply responsiveness to price changes varies widely across developed countries,
with potential consequences for the nature and speed of the stock-flow adjustment mechanism that characterises
housing markets.%® The long-run response of new housing supply is strong in the United States and Nordic countries,

while supply is more rigid in some continental European countries and the United Kingdom.

“IT]he OECD [has] highlighted the medium term risk our economy faced as
a result of restrictive planning laws and inefficient infrastructure

charges on new homes.”

In Australia, for every 1 per cent jump in home prices, we see just a half a per cent increase in supply.”® We rank
poorly, when compared to other countries with a similar population density. In the United States, the same 1 per
cent increase in home prices, delivers a 2 per cent increase in supply.”* Sweden, Denmark, Canada, Japan and
Finland also all enjoy new home supply that is at least as twice as responsive to changes in home prices, than

Australia.” It is clear that there are problems with the Australian housing supply.
In a separate report, specifically on Australia, the OECD highlighted the medium term risk our economy faced as
a result of restrictive planning laws and inefficient infrastructure charges on new homes.” The OECD report
says that
[A] rising share of the population is being priced out of the [housing] market. ...
Measures should be adopted to stimulate supply and more efficient use of the existing housing stock. ...

The supply constraints need to be lifted by streamlining the planning and zoning regulations ...

More transparent, harmonized and less restrictive zoning and planning regulations across jurisdictions

are needed. ...

5 National Housing Supply Council, 2nd State of Supply Report (2010).

5 Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics
Department Working Papers 10.

% Ibid 65.

% lbid 6.

7 lbid 26.

 lbid.
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7 OECD, Economic Surveys: Australia, Volume 2010/11 — November 2010, Supplement 3 (2010).
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Rationalizing infrastructure charges with nationally consistent principles would encourage more
efficient land use and reduce delays and cost of negotiation between developers and local

governments. ...

Lower conveyance duties would reduce transaction costs and improve the use of the existing

housing stock. ...

Subsidies to demand benefiting first-home buyers should be phased out, and redirected to raising supply.

The report makes it clear that there is a need to pursue structural reforms to enhance the functioning of Australia’s
housing market. These are supply side solutions, not demand side measures.

In Australia, there is clearly a strong case for public policy reform, as public policy is preventing property developers
to respond to price signals with extra supply.

Such reform should not focus on reducing demand (such as reducing immigration or making a city a less attractive
destination for internal migration). This will lead to the problems outlined in sections 4.2 to 4.5. Instead, policy
reform should focus on the supply side, to improve the ability of the development industry to respond to price
signals with more new homes.

The purpose of such intervention would not be to assist property developers. The purpose is to minimise the
adverse economic consequences of escalating housing prices.

4.7. NO CAP ON CITY POPULATION OR GROWTH IS WARRANTED

“[A] sustainable population strategy must not cap the population of any

major Australian city.”

We trust that the above analysis convincingly demonstrates that a “sustainable population strategy” must not cap
the population of any major Australian city.

This would preclude direct measures such as:
= arestriction on future dwelling numbers in an urban location;
= a binding long-term cap on our immigration intake; and
= restrictions on the residence of new immigrants, preventing them from settling in high demand locations,
such as major cities.

It would also preclude indirect measures, such as
= de-prioritising the funding of road, public transport and other infrastructure necessary to support the
growth of major cities;
= denying federal assistance where growth patterns involve the outward, as well as upward, expansion
of new cities,
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It is also important to understand that a decision to merely limit a city’s growth, via regulatory means can have
similar consequences to an outright cap.

As discussed in the above analysis, the most mobile of a city’s population are young people and other members
of the working age population. On the other hand, those that are least likely to relocate, in the short to medium
term, are retirees. As we know, the ageing of the population is delivering a growing population of retirees.

Any government-induced limit on population growth that artificially prevents a city’s labour force from growing
faster than the retiree population, will place a city’s health at greater risk. The early signs of problems will be:

= aninability of businesses to obtain staff to replace retirees;
= businesses experiencing increased demand (from the growing retiree population or because of
new technologies, business formats, etc) encounter difficulties recruiting staff.

In the absence of a government-induced limit on population growth, the natural dynamics of a city can manage
these impacts. That is, wages will rise to the level required to secure migration of workers (either from overseas or
interstate), home prices will rise, and the housing industry will respond by building more homes (section 4.6 explains
this mechanism and the equity implications).

It is only when government intervenes and prevents this natural process from occurring, would we expect the
problems modelled in the earlier sections of this chapter.

Growth, by all means, can be projected and planned for. But governments at all levels must not try to prevent

growth above projected levels. To do so, particularly when the population is ageing, may place the fundamental
health of a city at risk.
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5. NATIONAL IMPACTS FROM CAPPING
CITY POPULATIONS

= Given the importance of city expansion as a basis for productivity growth, the redistribution of population
across Australia driving people to less productive locations, will have even more profound economic
implications than the headline rate of national population growth.

= A population cap across the largest five cities would lead to a substantial decrease in the national
average productivity growth, and thereby reduce the expected rate of increase in income per capita.

< Net disposable income per capita in 2010 is $45,600 and without a population cap by 2020, would be
expected to rise to $53,500 - in 2009/10 terms.

= With a population cap across all five of Australia’s biggest cities and the limitation of national

productivity growth to 0.6 per cent per annum, this figure might be reduced to $48,500. The nation’s per
capita income would be $5,000 lower than it would otherwise have been.

5.1. IMPACTS OF LIMITING CITY DEVELOPMENT ACROSS AUSTRALIA

As an extension to a scenario where a population cap is applied to one city in isolation, what might be the impact
of a cap applied to our five largest cities at the same time? In this section, we consider the notional economic
impacts of having population growth limited to regional areas across Australia.

In part, addressing this scenario depends on the extent to which population gains are diverted to regional areas;
or whether national population gains are drastically reduced, by migration by city residents overseas. For the
purposes of this discussion, we assume that overseas migration continues at a solid rate, but the net population
gains only occur in regional areas.

This is a difficult scenario to address, because national economic growth has been founded on freedom of
movement within Australia. We take it for granted that the patterns of population growth are aligned with the
process of economic development. Implicitly, efforts to disrupt those patterns would be expected to have deep
implications for the future path of economic development.
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Commonwealth Treasury has expressed the view that implementing a nationwide cap on city populations would

be counter-productive:

It is expected that much of the population growth will occur in cities, in line with Australian and worldwide
experience over the last century. Over the next 20 years, around two-thirds of the increase in Australia’s
population is projected to occur in capital cities. The choices of people and businesses to locate in cities
is driven by the productivity growth of urban areas that generates economic opportunity and access

to services. The ability of government to counteract these long established forces through regional

policy would appear limited.”

Relationships between economic growth and city development have evolved over decades, and it is uncertain
as to how the economy might function in the event of a city population cap. It might be obvious that the negative
externalities associated with expansion of cities would be avoided: in particular, environmental impacts from
fringe development, and congestion problems in the transport system, would tend to be alleviated.

However, in reducing these negative externalities of city growth, limiting population growth to regional areas
would create a range of other feedback effects on the economic environment. The scope of those effects are

likely to be substantial, as acknowledged by Commonwealth Treasury.

The extent to which regional policies can influence settlement patterns, however, is likely to be limited.
Historical experience shows regional settlement policies are expensive and ineffective, and result in an
inefficient allocation of resources. This will particularly be the case in a full employment economy where
any short-term employment and economic gains of one locality will inevitably come at the expense

of another.”

The nature of effects would be widespread.

Firstly, there would be a more substantial reduction in productivity from city centres, particularly in terms of financial
and professional services. Under the scenario of a national cap on city population growth, it would not be possible
for a cap on expansion in one city to be compensated for through the growth in another city. This impact would
reduce the productivity of core central business district sectors, such as financial and professional services. There
would be fragmenting of linkages between increments to demand (now limited to regional areas) and existing
knowledge bases within cities.

Secondly, there would be increased transportation costs associated with movement of goods to households.
Limiting population increases to regional areas would mean that household formation becomes much more
geographically dispersed. Consequently, the marginal transport cost for goods and services would tend to be
much higher. These higher transport costs would flow into increased prices. Greater transport costs would be
reflected in higher rates of fuel consumption, which also means that greenhouse gas emissions per capita would
tend to rise.

Thirdly, there would be little investment in or need for new mass transit systems. A dispersed population amongst
regional cities will lack the critical mass for a major investment in commuter orientated public transport. The
existing public transport systems in the capital cities would degrade as patronage declines, as hew investment
could not be justified, relative to other demands on the public purse.

74 Attachment C “Red Book” (2010) 23.
s Attachment C “Red Book” (2010) 23.
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Fourthly, there would need to be substantial public investmentin creation of a new capacity for delivery of services,
in particular through new hospitals. At present, the concentration of population growth in cities allows for scale in
construction of new hospitals. Larger hospitals, with capacity in specialised equipment and surgery procedures,
can be used to service population increases. However, if population growth is limited to regional areas, then
there would be a greater dispersion of demand for hospital services. The overall level of expenditure on hospital
construction would tend to be greater, as the scale economies are reduced. Alternatively, on average patients
would need to travel longer distances in order to use city facilities. Greater travel distances would raise transport
costs, and increase average fuel consumption.

As noted above, increased dispersion of the population would raise the marginal demand for road transport.
Consequently, there would need to be a far greater level of expenditure on road construction per capita. This
investment would be required to establish future road capacity to support population growth in regional areas.
The impact would be particularly profound, given that Australia’s (largely post-industrial revolution) urban
settlement has concentrated 57 per cent of our population in our top five cities. Contrast this with the United
Kingdom, where the five biggest cities make up 27 per cent of the population. In the United States their top five
cities (metropolitan regions) account for just 18 per cent of the population.”® Restricting the size of our largest cities
would have a disproportionate impact on the Australian economy, relative to the impact that similar polices might
have in other Western counties.

5.2. AGGREGATE IMPACTS ON THE AUSTRALIAN ECONOMY

We should expect that capping the populations of Australia’s five largest cities would lead to a substantial
reduction in economic productivity. Rather than having productivity growth, the scenario would tend to generate
productivity declines across the national economy.

“Given the importance of city expansion as a basis for productivity growth, we
can argue that the redistribution of population across Australia will actually be

more important than the national level of population growth.”

The Intergenerational Report 2010 notes that there are two primary drivers for national GDP growth over the next

forty years:

= Population growth: projected to be 1.2 per cent per annum
= Productivity growth: projected to be 1.6 per cent per annum

In this outlook, productivity growth will be a greater factor for national economic growth than population growth.
Given the importance of city expansion as a basis for productivity growth, we can argue that the redistribution of
population across Australia will actually be more important than the national level of population growth.

There is a significant risk that the productivity declines, associated with a nationwide city population cap, would
be greater than 1.2 per cent per annum. In this event, the positive impacts of population growth on GDP growth
would be more than offset by the reduction in productivity. In that event, there would be a period of outright
decline in national GDP, as the economy adjusts to limiting population growth to regional areas.

s In part, this is a consequence of Australia’s more recent European settlement which saw most of country develop after the industrial revolution, and its
consequent reduction in transport costs, was underway.
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To estimate the impact of lower productivity on average household income, we can calculate the effect of
reducing national productivity growth by a full percentage point. In the Intergenerational Report 2010, annual
growth in GDP per capita is projected to be 1.6 per cent over the next forty years.

This rate of growth will set the rate of increase in real disposable income per capita (that is income in inflation
adjusted terms). Over the past twenty years, real income per capita has increased at an annual rate of 2.0 per

cent, reaching $45,663 in 2009-10.

If growth in real income per capita is sustained at 1.6 per cent over the next ten years, then the value would rise
to just over $53,500 by 2020.

Figure 40. National real income per capita (in 2009/10 prices)

Year ended June Incomg AIEL
per capita | growth rate

1990 $30,760

2000 $37,409 2.0%

2010 $45,663 2.0%

Projected income per capita as at 2020

Without population cap $53,528 1.6%

With population cap $48,478 0.6%

Difference -$5,050

Note: Income per capita is net disposable in 2009/10 terms, annual growth rate is compound average over ten years
Source: ABS, MacroPlan
“A population cap across the largest five cities would lead to a
substantial decrease in national average productivity growth, and thereby

reduce the expected rate of increase in income per capita.”

A population cap across the largest five cities would lead to a substantial decrease in national average productivity
growth, and thereby reduce the expected rate of increase in income per capita. If national productivity growth is

limited to 0.6 per cent per annum, then the projected real income per capita would only increase to $48,478 by 2020.

Figure 41. National real income per capita (in 2009/10 prices)

$55,000 - —— Without city population cap
450,000 ««« o« With ity population cap
545,000

S40,000

535,000 i T T

2 2 < . >
% By o s )

Note: Income per capita is net disposable in 2009/10 terms, annual growth rate is compound average over ten years
Source: ABS, MacroPlan
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This perspective indicates than a city population cap would reduce real income per capita by $5,050, when
compared to the outlook where cities are allowed to remain the key sources of economic growth.

This analysis underlines the substantial relationship between productivity gains that can be drawn from the
development of cities, and the wider effects on income levels. This relationship becomes more important over
the next decade and beyond, because the number of people at retrement age will be increasing, and thereby
leading to slower growth in income per capita. Placing a cap on the growth of cities would compound this
slowdown, by adding an additional burden from lower productivity.
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6. DECENTRALISATION AND REGIONAL
DEVELOPMENT

= Government has tended to be a poor judge as to whether or not the economics of a location warrant
significant population growth in the future, in terms of the necessary level of productivity/private
sector demand.

= The risk we face from a poorly-crafted national “sustainable” population strategy is that cities more
generally will face population caps designed to slow growth, or bring growth to a halt altogether.

= A Harvard University study had demonstrated that an equilibrium exists by which some people are attracted
to lower income areas with the offer of improved amenities, and other people are attracted to areas
with high home prices and higher prices, with high incomes. People already tend to live in areas that suit
their preferences.

= [findividuals residing in lower income areas have been compensated by lower housing prices there is

no natural redistributive reason to use government policy to equalise incomes between regions.

= Transportation investments that take advantage of agglomeration economies (the economies of scale
that come from cities) will offer the greatest benefits for consumer welfare and business productivity.

= There is no real empirical case for giving less successful or moribund areas special public policy treatment.

= By restricting development in the nation’s most productive places, existing land use restrictions are
pushing people toward less economically vibrant areas.

= A sustainable population strategy should seek to drive planning reform across Australia and improve the
ability of our cities to supply housing in response to price changes.

= Australia will get the most bang-for-the buck for any given level of population increase, if the extra people
are allowed to locate themselves in the geographic area where they will deliver the economy the

greatest productive gain.

= A policy that merely moves skilled people from one area to another helps the area that receives the
skilled workers, but harms the area that loses them.

= Australia’s major cities are not at capacity and no Australian city is a “megacity” and nor will any of our
cities answer this description in the decades to come.

Urban Taskforce PEOPLE POWER 83



= The concentration of our population in major cities is a product of an efficient post-industrial revolution
allocation of resources that avoided making unnecessary investments in pre-industrial human
settlement patterns.

= A World Bank study has not flagged Australia as a nation with an over-concentrated population.

= In the highest impact scenario, even if 100 percent of future population growth is accommodated at
current low residential densities, Australia’s urban areas will grow from 0.2 per cent of the Australian land
mass to 0.4 per cent by 2050.

= Should the federal government fear over-concentration, the prescription is to provide an opportunity for
smaller cities neighbouring our largest cities to compete. By investing appropriately in inter-regional
infrastructure linking smaller cities to the biggest cities and providing cities with the tools for good self-
governance, those smaller cities that are able to offer the necessary productivity boost will have the
opportunity to succeed.

= Rural communities that receive broadband internet access can expect to derive significant benefits,
including greater economic growth. However, that does not necessarily means that more people would
be employed in rural communities. It may mean, for example, that existing businesses are substituting
labour with capital (i.e. computer technology); the continuation of a long established trend for
Australia’s major primary industries.

= |ltis likely that expenditure, otherwise destined for businesses providing goods and services within the
travelling distance of an individual’s home will be increasingly substituted with services provided over
the internet.

= The NBN will allow private and government services to more easily be provided remotely to rural and
regional communities without the need to employ as many people locally.

= Many items that are currently regarded as “goods” are migrating to the internet and are more likely to
be delivered as services (e.g. music, books, newspapers, magazines and video entertainment), with less
local labour.

= NBN is unlikely to see employment decentralised out of cities on a large-scale. To the extent that the

national broadband network facilitates work at home by employees or out-sourced professional workers,
the individuals are still likely to be located in the same city.
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6.1. DIRECTING POPULATION GROWTH BY POLICY

On many occasionsin Australia’s history, national and state governments have embraced theidea thatgovernment

policy can induce decentralisation or direct population growth.

For example, belief in decentralisation led the Whitlam Government to embark on ambitious, expensive and
spectacularly unsuccessful schemes to direct population growth to particular localities. In 1973 Albury-Wodonga
and Bathurst-Orange were designated as growth centres. It was said that Albury-Wodonga would become a
second Canberra. Neither became the greatinland centres envisaged by the Whitlam government. For example,
it was planned to increase the population of Albury-Wodonga to 300,000 by the year 2000. Currently the population
of both cities is well under 100,000. It is the most notable failure of planned/forced population growth.

In 2005 the NSW Government sought to plan for Sydney’s growth with a new metropolitan strategy: City of Cities.
That document said that Sydney will need an extra 640,000 new homes between 2004 and 2031. This was based
on the assumption that there would only be 980,000 extra residents added to the city between 2006 and 2031.
However, revised population figures issued in October 2008 said that at least an extra 1.4 million residents will now
be added in the same period. This figure is almost 50 per cent higher than the 2005 plan. The dramatic escalation
in Sydney’s population forecasts illustrates the unreliability of strategic plans that stretch out more than a year or
two into the future.

These long-term plans, as wrong as they invariably are, have a profound impact on cities because there is a
tendency by some regulators to prohibit anything not required by the strategy. For example, in 2008 the Urban
Taskforce criticised elements of the draft local environment plan for Lane Cove for not taking sufficient advantage
of opportunities to provide capacity pedestrian friendly compact living communities around public transport
nodes. Lane Cove Council’s defence for the failure to permit greater residential growth around public transport
and town centres was that the plan “was required to be prepared in order to satisfy residential and employment
growth targets under the Metropolitan Strategy for Sydney”.”” That is growth in excess of the targets was not going

to be catered for.

This is the dominant view by most councils and key officers within state planning authorities. Planning authorities
believe that they can reliably predict the future and will prohibit activities they regard as unnecessary, as a matter

of course.

“The risk we face from a poorly-crafted national ‘sustainable’ population
strategy is that cities more generally will face population caps designed to

slow growth, or bring growth to a halt altogether.”

If a strategy underestimates the required housing - and housing growth in excess of the strategy has been
prohibited by a statutory instrument — a shortfall in supply arises and housing becomes less accessible and less
affordable. Indeed, Sydney’s per capita housing supply has halved since 2003 with significant social and economic
consequences (see section 2.3 above). Sydney’s situation is not like the scenario laid out in chapter 4 of this paper,

because the metropolitan strategy did still provide for some growth, albeit stunted.

77 Correspondence from Mr Peter Brown, General Manager, Lane Cove Council to the Urban Taskforce 18/11/2008, ref: 41811/08.
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The risk we face from a poorly-crafted national “sustainable” population strategy is that cities more generally will
face population caps designed to slow growth, or bring growth to a halt altogether. Chapter 4 looks at an outright
population cap, but elements of the chapter’s scenario could emerge if a city’s population is allowed to grow, but
only at very low levels and too low to ensure that the workforce grows at a sufficiently strong rate relative to the
non-working proportion of the population.

The other risk of a sustainable population strategy would be top-down decisions as to where future population
growth will occur. It takes more than a government decree to make growth occur in a given locality.

The economic evidence makes it clear that the intensity of land use is determined by the value of land.”® The
propensity for this to occur varies across different areas.” Cities are built around dense communities of people.
Such environments are known to boost productivity through the agglomeration benefits of having so many workers,
consumers and businesses together in close proximity.

Nevertheless, research suggests that the productivity differences required to justify, in economic terms, high
levels of density considerably exceed estimates of the higher productivity such crowdedness offers.® That is, the
economic value of high density locations cannot be justified by the benefits of proximity alone; some external
factor must be present which contributes to an additional productivity boost to establish the economic viability of
the dense urban area.

Economists suggest the additional element needed to provide the economic justification for urban density may
depend on locational fundamentals such as easy access to raw materials, navigable waterways, seaports, and
other transportation infrastructure.®

The difference might also be accounted for by high consumption amenities.? That is, individuals may be willing to
live in more dense urban environments in return for the chance to enjoy nice weather, nearby beaches, mountains,
and lakes or they may be wiling to do so in order to obtain desired government policies such as the efficient
provision of low pollution, low crime and good schools.®* Consumption amenities may also arise due to the wide
product variety and cultural amenities that high density can support.®*

Demand for housing by home-buyers is determined by a whole range of variables, including employment, the
availability and cost of finance, and expectations of the rate of return from alternative investments.® These issues
also affect the supply side. Forecasts on the supply side are also impacted by the lack of consistent and complete
data on land supply in the pipeline (particularly infill land), uncertainty about the rate of conversion from raw land
to serviced lots and actual dwellings and the production capacity of the construction industry.

“Government has tended to be a poor judge as to whether or not the
economics of a location warrant significant population growth in the future, in

terms of the necessary level of productivity/private sector demand.”

78 John F. McDonald, “Capital-land substitution in urban housing: A survey of empirical estimates” (1981) 9(2) Journal of Urban Economics 190, 209.
™ lbid.

8 Jordan Rappaport, “A productivity model of city crowdedness” (2008) 63(2) Journal of Urban Economics 715, 721.

8 bid.

8 bid.

8 |bid.

8 bid.

8 National Housing Supply Council, State of Supply Report: Report 2008 (2009) 9.

8 |bid.
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Government has tended to be a poor judge as to whether or not the economics of a location warrant significant
population growth in the future, in terms of the necessary level of productivity/private sectordemand. Nonetheless,
in the past, that has not prevented governments from using policies such as regulation, taxes, and service provision
to attempt to influence the economics of a location.®” The next section will explore the notion more closely.

6.2. THE EMPIRICAL EVIDENCE

Harvard University’s Professor Edward Glaeser, together with Joshua Gottlieb, considered the role that a national
government could play in strengthening the economies of particular localities or regions in their paper The
Economics of Place-Making Policies.®

They undertook a detailed analysis of data across the United States’ metropolitan regions. Their findings are
important and have implications for any sustainable population strategy in Australia.

6.2.1. People already tend to live in areas that suit their preferences

The economic theory of cities is built on the principle of “agglomeration economies”. This means that the more
densely populated areas are to be richer and more productive (see section 2.1). The Glaeser/ Gottlieb study
examines US gross metropolitan product (GMP) per capita and did find that city size explained one-quarter of the

variation in GMP per capita.

They also found that high incomes and high prices go together across metropolitan areas. For every extra dollar
of income, home prices increase by nearly ten dollars. They also observed higher prices in areas where incomes

were higher.

Conversely, they found a correlation between lower real incomes and higher amenities. For example, the
relationship between average January temperatures and real wages in the year 2000 showed that warmer places

pay workers less.

They observed that high wages in an area are offset by high prices, while areas with lower real wages enjoy high

amenities.

This makes intuitive sense. As the study suggests, if it is intrinsically better to live in a high-income place, then one
would expect population to be flowing toward richer areas. The study’s data analysis showed no relationship
across metropolitan areas between population growth from 1980 to 2000 and income per capita in 1980. In the
US, people are not moving disproportionately to higher-income areas.

The study concluded that an equilibrium exists (termed “spatial equilibrium”), by which some people are attracted
to lower income areas with the offer of improved amenities, and other people are attracted to areas with high
home prices and higher prices, with high incomes. Itis the preference of individuals that drive them to move to (or

remain in) an environment that offers the preferred mix of income and amenity.

87 Jordan Rappaport, “A productivity model of city crowdedness” (2008) 63(2) Journal of Urban Economics 715, 721.
8 Edward Glaeser and Joshua Gottlieb, The Economics of Place Making Policies (2008) 14373 NBER Working Paper Series.
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Of course, the equilibrium only exists in the medium and long-term. In the short-run a negative shock to an
area’s productivity will lead to a reduction in income that is not immediately capitalised into housing costs. If
the economic shock causes a permanent change in a region’s economic fortunes, homeowners will suffer a real
decline in wealth. Similarly, sudden and sustained improvements in economic conditions may create windfall
gains for local home owners.

“If individuals residing in lower income areas have been compensated
by lower housing prices there is no natural redistributive reason to use

government policy to equalise incomes between regions.”

If individuals residing in lower income areas have been compensated by lower housing prices there is no natural
redistributive reason to use government policy to equalise incomes between regions. If government attempts to
improve incomes in poor places (as opposed to improving poor income across the economy uniformly), then
government policy itself will create an equal and offsetting impact by increasing housing prices. Such policies will
create winners - property owners in previously affordable areas - but leave those in genuine distress (who do not
own property) worse off.

A sustainable population strategy should not try to equalise regions. It should respect the right of Australia’s citizens
to make their own trade-off between income and amenity.

6.2.2. Transport infrastructure

The study observed that transportation infrastructure can be seen both as non-traded productive capital and as a
consumer amenity. Where a spatial equilibrium exists, people are already optimally distributed amongst low and
high income areas in accordance with their preferences (i.e. their preferred mix of income and amenity).

The study’s analysis suggested that transportation spending should be evaluated according to its direct effect on
consumer welfare and business productivity, not according to its ability to transform the economic circumstances

of a particular community.

“Transportation investments that take advantage of agglomeration economies (the
economies of scale that come from cities) will offer the greatest benefits for consumer

welfare and business productivity.”

Government investment in new transport infrastructure should be prioritised to the areas where transport
investment can offer the greatest benefit in terms of reducing external (social) costs, such as congestion or social
consequences of extended travel times. For example, there may be productivity gains from allowing people to
move more easily to richer areas. New and expanded transport infrastructure is most likely to have the biggest
impact on negative externalities in places that are already dense.
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Transportation investments that take advantage of agglomeration economies (the economies of scale that come
from cities) will offer the greatest benefits for consumer welfare and business productivity.

This suggests that a sustainable population strategy should prioritise transport projects in areas where the demand
for housing and employment is already strong, namely our major cities.

6.2.3. Designating special zones

The study observed that regional development policies that throw enough resources at a small enough community,
may indeed be able to improve the quality of that place however, it is not obvious that the poorer residents of that
community will benefit.

Some community-based policies may just lead employers to come to the area and hire new migrants, rather than
locals. Other policies may make the community a more attractive place for outsiders to live and thus increase
rental costs for longer-term residents.

In general, the idea that a “spatial equilibrium” exists leads economists to think that place-based improvements
increase the value of property, which may be a good thing for local homeowners and landlords, but may not be
so desirable for renters.

Economists are also sceptical about policies designed to encourage low-income people to stay in poor areas.

The study observed that the rationale for spending federal dollars to try to encourage less advantaged people to
stay in economically weak places is itself extremely weak. It evaluates the 1990s US policy of empowerment zones,
administered by the Department of Housing and Urban Development (HUD). There were eight empowerment
zones. Firms in the zones received employment tax credits and regulatory waivers. There were also block grants
and spending on infrastructure.

Although the populations of the zones did not increase, the poverty rate fell by an average of 5 percentage points
and the unemployment rate by an average of 4 percentage points in the communities relative to comparable
outside areas. Housing prices and rents increased. The program cost more than $US3 billion created 27,000 jobs
between 1995 and 2000. This could add up to more than $100,000 per job in current dollars, although the study
concedes that the true cost per year is below the $100,000 number. The study concluded that the evidence on
federal empowerment zones showed significant employment gains from the programs, but the price per job was
very high.

The 1980s British experience with “enterprise zones” was also reviewed. There were 25 such zones. The British
zones were oriented toward industrial development. Firms that located in the zones were exempt from local
property taxes and could deduct all spending on industrial buildings from corporate income tax. This tax relief was
accompanied by significant public sector investment in the area.

Although plenty of economic activity occurred in the enterprise zones, evaluations of the zones were largely
negative, suggesting that most activity was merely relocated from other areas. Estimates of the cost per job
created were at $US67,000 during the 1980s, which would be more than $US125,000 in 2007 dollars. There was a
moderate increase in land prices within the enterprise zones.
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“[T]here [is] no real empirical case for giving less successful or moribund

areas special public policy treatment.”

The study concluded that there was no real empirical case for giving less successful or moribund areas special
public policy treatment. A sustainable population strategy should focus on the supporting growth in areas where
households and businesses clearly want to be.

Indeed, this view accorded with the advice given by Federal Treasury to the re-elected Gillard Government in
2010:

The extent to which regional policies can influence settlement patterns, however, is likely to be limited.
Historical experience shows regional settlement policies are expensive and ineffective, and result in
an inefficient allocation of resources. This will particularity be the case in a full employment economy
where any short-term employment and economic gains of one locality will inevitably come at the

expense of another.
Policies that directly ensure regional areas are adequately served by infrastructure, manage external

costs generated by cities (such as congestion) or reduce the cost of moving from one region to another

are likely to generate the most efficient and lasting outcomes.®

6.2.4. Housing supply and urban growth

The study observed that many public policy interventions designed to improve an area have focused primarily on
generating new building in places where private demand is low. The study concluded that theoretical grounds
for such policies were weak and empirically there was little evidence that they were successful.

The study did observe that where localities determine local supply conditions in ways that may benefit their own
voters, but that do not maximise national welfare, then there may be a role for national policy toward land use.

The study’s analysis of the US data revealed that the most expensive places had little building, while the places with
the most building were not particularly expensive. Housing supply is quite unresponsive to price signals (inelastic)
in some areas and more responsive (elastic) in others. The differences between cities can still be observed even
if other factors unrelated to land use controls are taken into account (such as the natural availability of land,
demand, or areas whose prices are not sufficiently high to induce new supply).

The study’s modelling suggests that land use restrictions could be desirable if they move people from areas with
low agglomeration economies to areas with high agglomeration economies, or if they move people away from
areas with large external (social) costs. However, the study found that there was little evidence that land use
controls were meaningfully employed for this purpose. Our experience with Australian land use controls accords
with this view.

8 The Treasury, The Red Book (2010) 24.
<http://www.treasury.gov.au/documents/1875/PDF/Red_Book_Part_2_Redacted.pdf> at 28 February 2011.
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“By restricting development in the nation’s most productive places,
land use restrictions are pushing people toward less

economically vibrant areas.”

Land use restrictions in the US seem to push people away from high-income areas, which have stronger
agglomeration effects. By restricting development in the nation’s most productive places, land use restrictions
are pushing people toward less economically vibrant areas. The study included that an intervention by a national

government should be focused on encouraging development in high-cost, high-wage areas.

The same phenomenon is evident in Australia. Within urban areas, and across cities, it is apparent that in higher
income areas, elected officials are more resistant to accommodating additional dwellings and other urban

t90

development.™ Yet these are the very areas which are most successful and where additional dwellings are likely

to contribute most strongly to society and the economy.

Housing supply responsiveness to price changes varies widely across OECD countries, with potential consequences
for the nature and speed of the stock-flow adjustment mechanism that characterises housing markets.* The long-
run response of new housing supply is estimated to be strong in the United States and Nordic countries, while
supply is more rigid in some continental European countries and the United Kingdom.

In Australia, for every 1 per cent jump in home prices, we see just a half a per cent increase in supply.® We rank
poorly, when compared to other countries with a similar population density. In the United States, the same 1 per
cent increase in home prices, delivers a 2 per cent increase in supply.” Sweden, Denmark, Canada, Japan and
Finland also all enjoy new home supply that is at least as twice as responsive to changes in home prices, than
Australia.®* The National Housing Supply Council suggests that our national housing undersupply has now reached
200,000 homes.*

“A sustainable population strategy should seek to drive planning
reform across Australia and improve the ability of our cities to supply

housing in response to price changes.”

A sustainable population strategy should seek to drive planning reform across Australia and improve the ability
of our cities to supply housing in response to price changes. In addition to substantive reform a mechanism
should be set up to collect information on, and report on regional price elasticises of supply (i.e. responsiveness of
housing, retail and business premises supply to price signals) in real estate submarkets in all growth locations. Data
collection should be sufficiently fine-grain to calculate separate price elasticises of supply in higher income and
lower income subregions of each major city.

% For example, it is much easier to secure approval for medium and high density development in Western Sydney than it is on Sydney’s North Shore,
inner city or Eastern Suburbs. Similarly it is more straightforward to secure approvals in regional NSW than it is within the Sydney metropolitan area.

9 Andrews, D., A. Caldera Sanchez and A. Johansson “Housing Markets and Structural Policies in OECD Countries” (2011) 836 OECD Economics
Department Working Papers 6.

92 |bid 26.

% Ibid.

% Ibid.

9% National Housing Supply Council, 2nd State of Supply Report (2010).

&
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The OECD believes that in the long term a more flexible supply of housing is generally desirable as it allows a better
match of housing construction to changes in housing demand patterns across the country.®®

We share this view. Australia will get the most bang-for-the buck for any given level of population increase, if
the extra people are allowed to locate themselves in the geographic area where they will deliver the economy
the greatest productive gain. New residents won’t need government to tell them where to live, because the more
productive jobs and more productive places will offer them more money. The key role for federal, state and local
government will be to avoid stopping new residents from living in the area that makes most economic sense to them.

6.2.5. Human capital spillovers

The study explained that human capital spillovers result whenever people learn from other people around them:
“As our neighbours acquire more knowledge, a little bit of that wisdom rubs off on us”.

Idea flows will be more prevalent in dense environments flush with face-to-face interactions. If people learn by
communicating ideas to each other, urban proximity helps them transmit those ideas. More rapid idea flows in
cities is one of the agglomeration economies and is likely to be particularly relevant when large numbers of skilled
workers are present. In short, skilled places are more successful than unskilled ones.

The study examined the relationship between population growth from 1940 to 2000 and the percentage of the
city’s over-25 population with a college degree in 1940 for those metropolitan areas that had more than 100,000
people. The data showed that places that were initially skilled were becoming more skilled. It also showed that
the impact of an area’s overall skill level on wages generally is slightly higher for more skilled than for less skilled
places. Another study estimated that a 1 percent increase in a city’s share of college-educated workers:

= increased the wage of those who did not complete high school by 1.9 per cent; and
= increased the wage of high school graduates by 1.6 percent and the wage of college graduates by 0.4

per cent.”’

This reflects the general observation that urban economic growth tends to reduce income inequality.®® Where
housing is viewed as a necessity, rather than a luxury, the more successful cities with higher house prices, will have
smaller money wage differentials between low and high skill workers.*®

“A policy that merely moves skilled people from one area to another helps the area that

receives the skilled workers, but harms the area that loses them.”

This fact calls into question any public policy that seeks to move more skilled people into less skilled areas. Such
a policy may not only be unnecessarily disruptive for skiled workers themselves, but may also disadvantage non-
skilled workers in the community they are diverted away from.

A policy that merely moves skilled people from one area to another helps the area that receives the skilled workers,
but harms the area that loses them.

% |bid 28.
9 E Moretti, “Human capital externalities in cities” (2004) 4 Handbook of Regional and Urban Economics, vol. 4.
% C H Wheeler, “On the distributional aspects of urban growth” (2004) 55 Journal of Urban Economics, 371-397
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A sustainable population strategy should not seek to drive skilled labour to or from particular locations, but should
facilitate the natural movement of labour when businesses are in need of it, and are prepared to pay sufficient
money to attract it.

6.3. AUSTRALIA’S MAJOR CITIES ARE NOT AT CAPACITY

Australia’s urban settlement concentrates 57 per cent of our population in our top five cities. We have a higher
level of major city concentration than, say, the United Kingdom, where the five biggest cities make up 27 per cent
of the population. In the United States their top five cities (metropolitan regions) account for just 18 per cent of
the population.'®

It is worth briefly considering why Australia’s urban settlement is more highly concentrated than the countries to

which we most frequently compare ourselves.

Cities have been able to grow because of steadily decreasing transport costs.!®® This has supported the
“agglomeration” of economic activities in a small number of urban regions. Since the industrial revolution in the
18th century the transportation of goods and people has been utterly transformed. From 1800 to 1910, it can be
estimated that the lowering of the real average prices of transportation was on the order of 10 to 1.'% During the
course of the twentieth century, the real costs of moving manufactured goods declined by over 90 per cent.'®

Lower transport costs have been crucial to city formation because it meant that goods no longer needed to be
produced in the immediate proximity of intended end-users. Lower transport costs made it possible, and desirable,
to aggregate the production of goods in central locations, benefit from economies of scale, and transport the
goods across the countryside to the ultimate consumers.

Clearly, this process requires some workers to relocate from the countryside to the cities - a phenomenon that was
a sustained feature of the industrial revolution. Of course, not everyone moved to cities or towns. That is because
some industries were location specific and could not be relocated: agriculture, mining, forestry are obviously
long-standing examples. In the last century tourism has emerged as a location-specific industry. Of course, the
increasing urbanisation of Western populations continues even today; as traditional primary industries become
increasingly less labour intensive and more capital intensive (i.e.. relying more on machinery, rather than people
to do the work).

When the United States and the United Kingdom embarked upon the industrial revolution they already had very
substantial infrastructure investment in their countryside. This included the era’s roads and housing stock. Section
4.5 discusses the durable nature of housing stock and that logic was, to some degree, also applicable in the 18th
and 19th centuries. Once the industrial revolution began, many US and UK small towns and villages ceased to be
economic (in the sense that it would not pay to build them from scratch). Nonetheless, they were there, and there
was no need to demolish housing that was still fit for purpose. Much of the housing would therefore continue to be
occupied, although the demographic piffle of the occupants might change.

"

% In part, this is a consequence of Australia’s more recent European settlement which saw most of country develop after the industrial revolution, and
its consequent reduction in transport costs, was underway.

01 Takatoshi Tabuchi and Jacques-Francois Thisse, A new economic geography model of central places (2011) 69 Journal of Urban Economics, 240-252.

92 Ibid 240.

103 E Glaeser and J Kohlhase, “Cities, regions and the decline of transport costs” (2004) 83 Papers in Regional Science 197-228.

"

"
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“In Australia, it was never economical to establish an equally fine grain of villages
and towns, because the industrial revolution was already well underway in the

country as European settlement took place.”

In Australia, it was never economical to establish an equally fine grain of vilages and towns, because the industrial
revolution was already well underway in the country as European settlement took place. Hence the last two
hundred years has seen our population patterns dominated by a few large cities, rather than a fine-grain mix of
smaller cities and towns.

When understood in this way, we can see that the suggestion that our concentration in major cities should be
undone by the Federal Government would be mistaken. The concentration of our population in major cities
is a product of an efficient post-industrial revolution allocation of resources that avoided making unnecessary
investments in pre-industrial human settlement patterns.

Nonetheless there has been concern expressed worldwide at the social and economic costs of megacities.

“Australia has no megacities, and is not likely to have one in the foreseeable future.”

The most important thing to understand is that Australia has no megacities, and is not likely to have one in the
foreseeable future. A megacity is usually defined as metropolitan areas with a total population of 10 million or
more people.’®

The World Bank carried out a study to establish which countries might have over-concentrated urban
populations.®® That is concentrated to such a degree that the costs of urban density begin to outweigh the
benefits. No Australian cities made the list. On the list were:

= Buenos Aires, Argentina (2015 population: 14.6 million);
= Dhaka, Bangladesh (17.9 million);

= Cairo, Egypt (13.1 million); and

< Paris, France (10.0 million).%®

Even by 2056, none of the Australian Bureau of Statics three main projections suggest that any of Australia’s cities
will become a megacity.

For instance, the series A, B, C projections for Sydney suggest a population of between 6.6 million and 7.6 million.
For Melbourne, it is 6.1 to 8 million. For Brisbane, it is 3.2 million to 4.9 million. For Perth, it is 3.4 million to 4.2 million.
For Adelaide, it is 1.6 million to 1.8 million."®’

104 Theo Koétter, Frank Friesecke, Developing Urban Indicators for Managing Mega Cities (2008).University of Bonn

15 Vernon Henderson, “How Urban Concentration Affects Economic Growth” (2000) 2326 Policy Research Working Papers.
16 1bid 36; Theo Kotter, Frank Friesecke, Developing Urban Indicators for Managing Mega Cities (2008) 4.

107 Australian Bureau of Statistics, 3222.0 Population Projections, Australia, 2006 to 2101 (2008).
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Having said that, there should not be any reason why Australia could not host a megacity. In 2010, Treasury
Secretary Dr Ken Henry suggested that Sydney or Melbourne could sustainably expand to 10 million people:

If we get the institutional arrangements surrounding the provision of infrastructure to cities right, is it possible
that we could have a city of 10 million, as observed elsewhere in the world? And might this actually be a

good thing?

For example, if we are able more intelligently to plan our cities with supporting infrastructure in the form of
utilities and transport networks that were designed carefully and priced accurately, could it be that the

per capita consumption of natural resources would actually be significantly decreased?

Getting it right with cities and infrastructure has significant potential, not just from a pure economic
perspective, but also from a social and environmental sustainability perspective. Getting it wrong is likely
to be very costly socially and environmentally. It is easy to observe some undesirable outcomes already

manifest in some of Australia’s cities, with inadequate infrastructure and chronic (:ongestion.108

“In the highest impact scenario, even if 100 per cent of future population
growth is accommodated at current low residential densities, Australia’s urban areas

would grow from 0.2 per cent of the Australian land mass to 0.4 per cent by 2050.”

In 2007-08, Australia’s urban areas accounted for 0.2 per cent of the Australian land mass.’® In the highest impact
scenario, even if 100 per cent of future population growth is accommodated at current low residential densities,
Australia’s urban areas would grow from 0.2 per cent of the Australian land mass to 0.4 per cent by 2050.1*°

This kind of expansion cannot possibly have anything other than the most modestimpact on agricultural production.
Approximately 54 per cent of Australia’s total land area was managed by agricultural businesses.*** Agricultural
land uses contiguous to major urban areas (peri-urban, exurban) account for less than 3 per cent of land used for

agriculture in the five most populous states.™*?

It is well understood that governments are, in any event, poor judges as to whether a nation’s population suffers
from over-concentration in a single urban area. Experts studying this area emphasise that national governments
should not try to regulate city sizes to attain optimal size cities.*™® A city’s optimal size is elusive - highly sensitive to
its composition of production, its geographic and regional setting, the quality of governance and administration

available to it and its population composition and demographics.***

108 “To Build, Or Not To Build: Infrastructure Challenges in the Years Ahead and the Role of Governments”, address by Dr Ken Henry to the Conference on
the Economics of Infrastructure in a Globalised World: Issues, Lessons and Future Challenges, 18 March 2010, <http://www.treasury.gov.au/
documents/1763/HTML/docshell.asp?URL=Infrastructure_Conference.htm> at 28 February 2011.

109 Brian Haratsis, Australia 2050: Big Australia Vol. 1 (2010) 242.

10 |bid.

1 Australian Bureau of Statistics 4627.0 - Land Management and Farming in Australia, 2007-08
<http://www.abs.gov.au/ausstats/abs@.nsf/Latestproducts/4627.0Main%20Features22007-
08?opendocument&tabname=Summary&prodno=4627.0&issue=2007-08&num==&view>.

12 NSW, Victoria, Queensland, South Australia, Western Australia.

13 Vernon Henderson, “Urban primacy, external costs, and quality of life” (2002) 24 Resource and Energy Economics, 95-106, 98.

4 bid.
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“By investing appropriately in inter-regional infrastructure linking smaller
cities to the biggest cities and providing cities with the tools for good self-governance,
those smaller cities that are able to offer the necessary productivity boost

will have the opportunity to succeed.”

Should the federal government fear over-concentration, the prescription is to provide an opportunity for cities
neighbouring our largest cities to compete. By investing appropriately in inter-regional infrastructure linking smaller
cities to the biggest cities and providing cities with the tools for good self-governance, those smaller cities that are
able to offer the necessary productivity boost will have the opportunity to succeed.'®

If there is a concern, for example, that Sydney’s size is too large, the best mechanism to test the proposition
without harming the economy is to build better inter-city transport infrastructure between Sydney, Wollongong
and Newcastle. This would include:

= upgrading rail lines;

= building the F6 extension (to Wollongong);

= constructing a motorway-standard link between the F3 freeway at Wahroonga and the M2 Motorway at
Pennant Hills;

= building a new major arterial road between the F3 freeway, north of the Hawkesbury River and
North Western Sydney and the M7 Motorway, as a second major road route between Sydney, the

Central Coast and further north.

The World Bank’s findings are that interregional transport infrastructure, particularly dense road networks, can
significantly reduce urban concentration.*” Such investments allow more people and businesses to derive benefits
from being effectively part of, or close to a leading city, but nonetheless be geographically located in a distinct
urban environment.

Should a sustainable population strategy conclude that there is a need to provide for a release valve on the
growth of any major city, measures should be limited to:

= investing in major road and rail upgrades between growing cities in close proximity to the major city; and

= improving the governance of the city itself, in particular, by facilitating improved infrastructure investments
within the city, and ensuring that adequate capacity is being provided for dwelling growth and new
business premises.

15 |bid.
16 Department of Planning, City of Cities: A Plan for Sydney’s Future: Supporting Information (2005) 172.
17 Vernon Henderson, “How Urban Concentration Affects Economic Growth” (2000) 2326 Policy Research Working Papers.
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6.4. THE NBN WILL NOT NECESSARILY LEAD TO DECENTRALISATION

Some have begun to assert that the roll-out of the national broadband network (NBN) will herald a new era of

decentralisation.

New England independent federal parliamentarian, Tony Windsor, said of the NBN:

If there’s been a piece of infrastructure- if it’s done correctly - that negates distance as being a

disadvantage of living in country Australia, this is it.....

We’re going through a population debate at the moment. The election was about the people of
western Sydney and western Melbourne and Dick Smith and others talking about how we’ve got to

constrain the population of this nation.

Nothing about regional Australia in that context. Nothing about the infrastructure out there. If we get
the broadband system right it could revolutionise country living and solve some of the

city-based problems.**®

Even the Federal Government itself has adopted this view. To quote the Minister for Sustainable Population, Tony

Burke:

So, there are some parts of Australia where there are serious arguments of carrying capacity. There
are other areas where there are regional centres which could very easily and effectively take more
people, it would be good for the local economy, the local council’s very supportive of it and it’s a

matter of saying ‘well, how can we make that model work in ways that it hasn’t in the past?’

I’ve gotta say, broadband actually opens up some opportunities here. It takes away, in many industries,
the need to live near your workplace because your workplace could be your computer. So there’s
some exciting new technology developments that might mean, might mean, some of the
decentralisation issues that have been tried and failed in years gone past may well be given a new

breath of life this time around (bold added).!*®

18 Mr Tony Windsor MP, on the ABC’s Q&A program, 22 August 2010
19 Interview on ABC's Landline, 17 May 2010, <http://www.abc.net.au/landline/content/2010/s2900667.htm> at 28 February 2011.
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6.4.1. NBN will allow more services to be delivered a great distance from consumers

As discussed in section 6.3 above, cities were made possible by the dramatic reduction in the costs of transport
goods - beginning at the time of the industrial revolution, and continuing today. The greater ease in which goods
could be transported removed the need for everything to be made in the vicinity of consumers. This enables
manufactures to specialise and take advantage of economies of scale.

“Why would our leaders think that the ability to deliver services a great distance
from an end user will lead to decentralisation, when the ability to remotely
manufacture goods a great distance from an end user led to highly

centralised human settlement?”

The most notable commercial feature of the internet generally, and high speed internet in particular, is the way
it now allows services to be delivered remotely, in the same that the industrial revolution allowed goods to be
manufactured at distance from the end user. Why would our leaders think that the ability to deliver services a
great distance from an end user will lead to decentralisation, when the ability to remotely manufacture goods a

great distance from an end user led to highly centralised human settlement?

Rural communities that receive broadband internet access can expect to derive significant benefits, including
greater economic growth.'?*® However, that does not necessarily means that more people would be employed
in rural communities. It may mean, for example, that existing business are substituting labour with capital (i.e.
computer technology); the continuation of a long established trend for Australia’s major primary industries.

The internet agglomerates consumers into larger markets and so it allows locally isolated persons to benefit from
the product variety made available for consumers elsewhere.*?! By increasing the size of markets relative to fixed
costs, the internet may therefore bring market allocation nearer to the ideal in which any goods and services,
available to individuals, does not depend on either the number of their neighbours or the most popular product
preferences, in the particular community in which they live.

“[E]xpenditure that is otherwise destined for business providing goods and services within
the travelling distance of an individual’s home will be increasingly substituted with services

provided over the internet.”

This allows, for example, an individual to purchase a specialised book, which might be of interest to them, but not
of sufficient general interest in their community to be stocked by the local book store. However, it is likely that
expenditure that is otherwise destined for business providing goods and services within the travelling distance of
an individual’s home will be increasingly substituted with services provided over the internet (several scholars have
found empirical evidence for substitution of physical shopping by internet shopping).?

120 Peter Stenberg, Mitch Morehart, Stephen Vogel, John Cromartie, Vince Breneman, and Dennis Brown,
Broadband Internet's Value for Rural America (2009).
21 Todd Sinai, Joel Waldfogel, “Geography and the Internet: is the Internet a substitute or a complement for cities?” (2004) 56
Journal of Urban Economics, 1-24, 3.
122 “Sypstitution or complementarity? How the Internet changes city centre shopping” (2007) 14(3) Journal of Retailing and Consumer Services , 192-207, 194.

PEOPLE POWER Urban Taskforce



This is a positive step, and beneficial to consumers in regional communities, because the goods and services they
purchase are more likely to more closely reflect their preferences. However, it will probably mean that many
consumer needs of locals may be satisfied with less locally employed people.

A study by academics at the University of Pennsylvania used economic census data on the location and size of
book, music, and clothing stores, matched by post code to data on internet purchasing patterns, to establish that
people buy more books and clothing online or via catalogues, relative to their offline expenditure in local stores,
as they live farther from their nearest book and clothing store.!*® A separate study by behavioural scientists of
the impact of the internet on the remote Canadian town of Chapleau found that local residents were substitute
shopping what they previously, personally carried out in visits to regional cities, such as Timmins, Sault Ste. Marie
and Sudbury with on-line shopping.*?*

The role of the NBN may also effect government employment in regional communities. For example, the
government is talking up the prospect of more medical services being delivered to regional communities over
the internet. In time, this may relieve the need for some doctors to be based in regional areas, and may lead to
reduced visits by some specialists. A reduced presence on the ground in regional areas will see a reduced need
for the associated support staff, and expenditure on medical the workers will be removed from local economies.

Similarly, (for example) accounting and legal services may be provided remotely, as local accountants and
lawyers find they have trouble competing with high volume, low cost competitors based in major cities. Local
graphic designers may find that local businesses are getting their publications and websites designed by someone
more expert or cheaper in a distant city than a local.

Even many items that are currently regarded as “goods” are migrating to the internet and are more likely to be
delivered as services. For example, as their customers migrate to reading their newspaper online, and receiving
magazines via their iPad, newsagents in regional communities will be forced to close. Country towns will no
longer need alocal video library when every new release can be downloaded quickly and easily via the national
broadband network. Bookshopsin country towns may find that there is no point remaining open, if their customers
are predominantly reliant on e-books, or they purchase their books online for delivery by post.

6.4.2. NBN is unlikely to see employment decentralised on a large-scale

It is easy to see how the national broadband network will make it easy for a wide range of services and goods to
be provided by labour employed at some distance from the customer. This hasled some people to conclude that
there will be a reduced need for workers to be physically located in cities. According to this proposition, workers
will still be able to live in rural and regional communities whilst enjoying major-city-style employment opportunities
via the NBN.

It should be noted first and foremost that this proposition can only ever apply to white collar workers - and probably
only a narrow subset of those workers. The national broadband network will not allow a city courier to work from
regional Australia, or a waiter to serve a cup of coffee to a customer remotely. With this qualification, it’s worth
considering the two scenarios that may emerge. One is in relation to white collar employees, and the other is in
relation to outsourced professional service providers.

123 Todd Sinai, Joel Waldfogel, “Geography and the Internet: is the Internet a substitute or a complement for cities?”(2004) 56 Journal of Urban Economics, 1-24, 3.
124 Jessica L. Collins and Barry Wellman, “Small Town in the Internet Society: Chapleau Is No Longer an Island” (2010)
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In any employment situation, where people are required to work as a team, the roll-out of broadband is unlikely
to see groups of co-workers dispersed of significant geographic distances. Research on the existing practice of
telecommuting shows that high-intensity telecommuting (more than 2.5 days a week) harmed relationships with
co-workers.'? Research with workgroups involved in telecommuting showed that supervisors found the lack of
personal contact with employees created challenges.’? These include difficulties fostering synergy, replicating
informal learning, creating opportunities for interpersonal networking and professionally developing out-of-sight

employees.

These challenges affected telecommuters’ professional development opportunities, which in turn heightened
their perceived professional isolation. For the foreseeable future workgroups of employees will need to spend
a significant proportion of their time within the physical presence of each other. To the extent that the national
broadband network facilitates work at home by employees, the employees are still likely to be located in the
same city for this reason.

We have seen a significant increase in outsourcing, generally by larger firms, including an increase in the outsourcing
of professional services (such as accounting, marketing, research, etc). The internet, and ultimately, the national
broadband network could reasonably boost this trend. However, the question is, whether, like telecommuting,
professional workers providing outsourced services will be located in the same city as their clients, or in regional areas.

“A sustainable population strategy should not assume that the national
broadband network will lead to decentralisation. If anything the opposite trend is

more likely in the foreseeable future.”

The nature of the work of professionals tends to suggest that they will continue to be based in urban settings. Not
just because professionals prefer to live in communities of other professionals (see section 6.2), but also because
a self-employed professional providing services to larger businesses needs to pitch for new work. Such pitches
are usually best delivered in person, rather than the internet (even the high speed interent). Meeting clients
face-to-face at key points in the delivery of any package of work is also often unavoidable. On the clients’ side,
the evidence suggests that businesses are more likely to out-source professional services when there are deep
local labour markets.*?” Where the local supply of a particular professional skills is more constrained, they are
more likely to seek to keep that function in-house. The shift to home-based employment has not generally been
accompanied by a stampede of professionals out of cities - just a movement to the inner and middle ring suburbs
of our largest capital cities.

A sustainable population strategy should not assume that the national broadband network will lead to
decentralisation. If anything the opposite trend is more likely in the foreseeable future.

125 Ravi S. Gajendrana and David Harrison, “The Good, the Bad, and the Unknown About Telecommuting: Meta-Analysis of Psychological Mediators and
Individual Consequences” (2007 92(6) Journal of Applied Psychology, 1524-1541.

126 Nancy Kurland, a and Cecily Cooper, “Manager control and employee isolation in telecommuting environments” (2002) 13(1)
The Journal of High Technology Management Research, 107-12.

127 Yukako Ono, “Market thickness and outsourcing services “, 2007 37(2), Regional Science and Urban Economics, 220-238.
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7.1. INEVITABILITY OF POPULATION GROWTH

“To sustain workforce growth, net overseas migration will become increasingly important.”

As it stands, future workforce growth from the resident population is set to slow sharply, as our existing population
ages. To sustain workforce growth, net overseas migration will become increasingly important.

The ageing of our population means that strong productivity growth will be particulary important for Australia’s
economic future, and be fundamental to average wages growth.

Further expansion of major cities promises to be a critical source of productivity improvements, provided that
government policy does not prevent this from happening.

A very visible symbol of the productivity issue will be providing for the care of Australia’s senior citizens as they
seek to age in their own homes, rather than in institutions. The more dispersed the Australian population, the more
government-funded health workers that will be required to deliver at-home health services. This will raise the cost
of providing at-home care services, which would be measured as lower productivity from the health sector. On
the other hand, a population that is focused on major cities can be more easily and more efficiently cared from
by health authorities, without the need to pursue greater institutional care.

In its advice to the re-elected Gillard Government, the Treasury described population growth as “inevitable”.1?
Population growth is inescapable, so long as governments do not make irrational public policy interventions by
constraining population growth. This paper, in part, has explained why policy-makers should accept the inevitability
of population growth and plan accordingly.

This paper has responded to the distinction the Federal Government draws between Australia’s overall rate of
population growth and the population growth of particular regions whose “carrying capacity” has allegedly been
reached. It’s clear that the Federal Government is referring to Sydney, Melbourne and South East Queensland in
this context. It may also be referring to our fourth and fifth largest cities - Perth and Adelaide.

This paper has explained that the volume of activity in these placesis a sign of their economic success. Seeking to
restrain our most productive places, in the name of encouraging people to flow to areas with lower productivity,
will have dire consequences for Australia.

Larger urban areas tend to be more productive, because they enable greater specialisation in labour use,
better matching of skills and jobs, and a wider array of consumption choices for workers and ancillary services for
producers. As long as the productivity benefits generally outweigh higher costs for land, labour, housing, and other
necessities, the expansion of major cities will continue.

The gains from scale economies mean that the expansion of urban areas can generate and sustain significant
productivity benefits over time. In turn, those productivity benefits will flow through into average household income,
in the form of higher wages growth and more employment. If government policy were to deprive households of
this choice, and send them somewhere where they are less productive, they will lose out on income and lifestyle.

128 The Treasury, The Red Book (2010), 23.
<http://www.treasury.gov.au/documents/1875/PDF/Red_Book_Part_2_Redacted.pdf> at 28 February 2011.

PEOPLE POWER Urban Taskforce



Government has the ability to kill the golden goose by:

= preventing or constraining new dwelling construction in major cities;

= regulating the immigration intake to reduce immigration numbers overall and/or prevent immigrants from
settling in the major cities; and

= by withholding funding for major urban infrastructure (such as roads and public transport) essential
to supporting growth - thus encouraging existing residents to exit from major cities and discouraging
internal migration to those cities.

Very substantial investments are required for urban transport infrastructure, not just public transport, but roads
supporting growth areas too. The infrastructure investment requirements may appear daunting to governments.
However, when the constraints of existing urban infrastructure begin to act as a break on our most economically
productive places, Australia will begin to feel the cost of its existing under-investment.

7.2. AUSTRALIA HAS ALREADY EXPERIMENTED WITH GROWTH CONTROL

The proposition that government policy should restrict urban growth to low levels, or even pursue a steady-state
population, is dangerous. Such a policy risks the health of Australia’s most productive places. Policy-makers who
adopt this approach will be playing Russian roulette with Australia’s economic prosperity and social health.

We have already had a taste of what can happen when government policy settings are deliberately used to
constrain growth. Having declared that “Sydney is full”, former NSW Premier, Bob Carr, pursued policies that saw a
sharp decline in Sydney dwelling construction in the 2000s, while housing construction in the balance of the nation
remained steady.

While, for Australia generally, employment growth has been concentrated in the capital cities, jobs growth in
Sydney slowed over the 2001 to 2010 period. The low rate of new housing supply has constrained the average
level of population growth in Sydney, and effectively capped the potential jobs growth in that city.

“Capping Sydney’s population growth has made NSW poorer than it needed to be.”

As a result, household income per capita has increased more rapidly in Victoria and Queensland than in New
South Wales. Over the 2001 to 2010 period, the rise in household income per capita in Queensland was $1,400
greater than in NSW and by $640 more in Victoria than in NSW. Capping Sydney’s population growth has made
NSW poorer than it needed to be.

Sydney’s experiment with population growth control has not been a success. The state’s poor economic
performance has deprived the NSW Government of revenue. Multiple transport projects have been cancelled
because of lack of funds and an anticipated lack of patronage. Growth controls have led to an increased, rather
than decreased, sense of despondency.
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Of course, Sydney only went half way. It constrained population growth, but did not seek to enforce a static
population policy. This avoided the more serious scenarios contemplated in the body of the paper, although we

have seen many serious adverse consequences, including:

- falling levels of home ownership;

= increased congestion linked to insufficient supply of homes generally, and an insufficient supply of
homes close to where people are working;

= increased congestion linked to under-investment in transport infrastructure and restrictions on
employment related development in Western Sydney; and

= aninsufficient supply of new retail development, causing existing shopping centres to strain under the
weight of people, and diversion of consumer purchasers to more expensive service stations and
convenience stores.

As our population ages and the retiree share of the existing population of major cities grows, the economic and

social risks of growth controls will jump exponentially.

7.3. THE ROLE OF HOME PRICES

This paper considers the hypothetical scenario where a government seeks to place a cap on the population of a
capital city, in order to evaluate the social and economic consequences of this position.

This paper found that the projection for residential property prices - when government policy imposes an outright
population cap - is an 18.3 per cent decline for Sydney, a 15.3 per cent decline for Melbourne, a 14.7 per cent
decline for Brisbane, a 6.6 per cent decline for Adelaide and a 12.6 per cent decline for Perth. Itis important that
this projection could arise as consequence of normal market activity. It would take deliberate government to
decision to cap a city’s population at current levels in order to bring about this outcome.

Falls in home prices will clearly have adverse social and economic implications. Yet home price increases are
often used as an argument for preventing or reducing immigration.

This paper explains how, in a properly functioning housing market, increases in residential home prices are a
necessary mechanism to trigger extra supply. Regretfully, Australia does not have such a market.

In Australia, for every 1 per cent jump in home prices, we see just a half a per cent increase in supply. We rank
poorly, when compared to other countries with a similar population density. In the United States, the same 1 per
cent increase in home prices, delivers a 2 per cent increase in supply. Sweden, Denmark, Canada, Japan and
Finland also all enjoy new home supply that is at least as twice as responsive to changes in home prices, than in
Australia. Itis clear that there is a problem with Australia’s housing supply.

The OECD’s estimates of new housing supply responsiveness tend to be lower in countries where it takes longer
to acquire a building approval, suggesting that an efficient design and enforcement of land use regulation can
make housing supply more responsive to prices. The OECD believes that, in the long term, a more flexible supply
of housing is generally desirable as it allows a better match of housing construction to changes in housing demand
patterns across a nation.
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Badly-designed policies that unnecessarily act as a break on new housing supply can have substantial negative
effects on the economy, for instance by increasing the level and volatility of real house prices and preventing

people from moving easily to follow employment opportunities.

Thereis a strong case for public policy reform, when public policy is preventing property developers from responding
to price signals with extra supply. Such reform should not focus on reducing demand.

Instead policy reform should focus on the supply side, to improve the ability of the development industry to
respond to price signals with more new homes. The purpose of such intervention would not be to assist property
developers. The purpose is to minimise the adverse economic consequences of escalating housing prices. It will
also address some of the perceptions that immigration is the cause of inflated home price rises, when, in truth, the
cause lies in state government land use laws.

7.4. BIG BROTHER DOES NOT KNOW BEST

Governments are expert at stopping things. We are confident that, if it really wanted to, government could halt
population growth in our major cities (at great social and economic cost). However, government is far less likely

to pick productive and successful places capable of supporting growth.

Government has tended to be a poor judge as to whether or not the economics of a location (the necessary level
of productivity/private sector demand) warrant significant population growth in the future.

In any event, the very suggestion that growth needs to be killed off in cities to trigger growth elsewhere tells you
that the productivity offered in these locations will be substandard compared to the major cities.

The risk we face from a poorly-crafted national “sustainable” population strategy is that cities more generally will
face population caps designed to slow growth, or bring growth to a halt altogether, without any likelihood of

compensating growth elsewhere.

In any event, the Harvard University study outlined in this paper showed that an equilibrium exists by which some
people are attracted to lower income areas with the offer of improved amenities, and other people are attracted
to areas with high home prices and higher prices, with high incomes. People already tend to live in areas that suit
their preferences. Why should government attempt to interfere with choices people have made?

If individuals residing in lower income areas have been compensated by lower housing prices, there is no natural

redistributive reason to use government policy to equalise incomes between regions.
Australia will get the most bang-for-the buck for any given level of population increase, if the extra people are
allowed to locate themselves in the geographic area where they will deliver the economy the greatest productive

gain.

A policy that merely moves skilled people from one area to another helps the area that receives the skilled workers,
but harms the area that loses them.
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There are already signs that government may be making erroneous assumptions with regard to the desirable
distribution of population in the future. For example, commentary that the NBN will lead a preference for a more
decentralised population is not supported by the available evidence.

Rural communities that receive broadband internet access can expect to derive significant benefits, including
greater economic growth. However, that does not necessarily means that more people would be employed
in rural communities. It may mean, for example, that existing businesses are substituting labour with capital (i.e.
computer technology); the continuation of a long established trend for Australia’s major primary industries.

It is likely that expenditure, that is otherwise destined for business providing goods and services within the travelling
distance of an individual’s home will be increasingly substituted with services provided over the internet.

The NBN will also allow private and government services to more easily be provided remotely to rural and regional
communities without the need to employ as many people locally. Many items that are currently regarded as
“goods” are migrating to the internet and are more likely to be delivered as services (e.g. music, books, newspapers,
magazines and video entertainment), with less local labour.

NBN is unlikely to see employment decentralised out of major cities on a large-scale. To the extent that the

national broadband network facilitates work at home by employees or out-sourced professional workers, the
individuals are still likely to be located in the same city.

7.5. WHAT SHOULD SUSTAINABLE POPULATION STRATEGY SEEK TO DO?

The Federal Treasury has told the Gillard Government that:

It is expected that much of the [projected] population growth will occur in capital cities. The
choices of people and businesses to locate in cities is driven by the productivity growth of urban areas
that generates economic opportunity and access to services. The ability of government to

counteract these long-established forces through regional policy would appear limited.*?®

We agree with this analysis by the Federal Treasury. This paper has explained, in greater depth, why growth must
be facilitated in Australia’s major cities.

Accordingly, our advice to the Federal Government is straightforward:
A “sustainable population strategy” must not directly or indirectly cap the population of any major Australian city.
In particular, it must not seek to use regulatory controls to constrain the construction of new homes, it should not try

to impose long-term limits on our immigration program, nor preclude immigrants from settling in the major cities.

The strategy must not impose defacto population limits by prioritising spending on transport projects in low growth
areas, over projects with larger economic benefits in high growth communities.

129 The Treasury, The Red Book (2010), 23. <http://www.treasury.gov.au/documents/1875/PDF/Red_Book_Part_2_Redacted.pdf> at 28 February 2011.
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We also have a positive vision for a sustainable population strategy. In our view, such a strategy should seek to
drive planning reform across Australia and improve the ability of our cities to supply housing in response to price
changes.

It should require every level of government to provide substantial funding to infrastructure that will ease the growing
pains of our major cities. Infrastructure investments will need to include roads and public transport funding of
significant scale. Transportation investments that take advantage of agglomeration economies (the economies
of scale that come from cities) will offer the greatest benefits for consumer welfare and business productivity. This
should be the guiding principle of decision-making on transport funding, not notions of re-distributive policy.

Should the federal government fear over-concentration, the sustainable population strategy should provide an
opportunity for cities, neighbouring our largest cities, offer themselves as a competitive choice to businesses and
potential residents.

This can be achieved by investing appropriately in inter-regional infrastructure linking nearby smaller cities to the
biggest cities. Additionally, the government could seek to give more cities the tools for good self-governance,
including more regionally-based, better funded, local government authorities.

This policy approach would allow smaller cities that are able to offer the necessary productivity boost to have a

greater chance to prove themselves in a market context, without government regulatory intervention. This avoids
penalising the economic success of the largest cities.
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