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Introduction

Labour productivity in Australia, measured as real GDP per hour worked, has stagnated since 2015,
current labor productivity is only 1.08% higher than 2015-2019 average (Graph 1). This stagnation is
a significant problem as it limits the growth of real GDP per capita and real wages, which has heavily
impacted the living standard of Australians'. Empirically, as seen in graph 2, Australia’s labour
productivity growth being lower than UK, US, New Zealand, Canada, OECD, and the Euro Area
coincided with its real wage growth being lower than all of those economies and its real GDP per
capita being lower than most of those economies.

This paper first establishes the extent of the slowdown, then examines the drivers — capital
deepening, human capital, and multifactor productivity. While Australia’s productivity stagnation is
well-documented, less attention has been paid to whether fiscal interventions have mitigated or
exacerbated these trends. This paper addresses that gap.

We found that the current long run productivity slowdown is significantly associated with
capital per hour (CPH) and multifactor productivity (MFP) slowdown. The CPH slowdown is
significantly associated with private investment slowdown due to increased global uncertainty and
risk aversion, weak economic expectation, declining competitiveness, and heavy government
intervention. The MFP slowdown coincided with declining competition, RnD investment slowdown
and lowering contribution towards GDP. This paper also found that public investment is less effective
than private investment, even though there is lack of evidence for crowding out effect.

Furthermore, political incentives and structural rigidities have limited the effectiveness of
fiscal spending, with large-scale projects such as the NBN yielding only modest productivity gains
despite significant cost overruns, while chronic underinvestment in vocational education and training
(VET) has weakened the human capital pipeline.

Graph 1. Australia Labour Productivity
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Graph 2. Cross-Country Real GDP per Capita, Labour Productivity, and Real Wage Growth
16.00%
14.00%
12.00%

10.00%

8.00%

6.00%

4.00%

SN N RIRIR
0.00% Ll

Australia New Zealand Canada OECD Euro Area

Growth 2016-2023

Country

M Real GDP per Capita Growth Since 2016-2023 M Labor Productivity Growth M Real Wage Growth

Source: OECD’, Framing (NUS x USydney)

Causes of Labour Productivity Stagnation

According to Australia’s productivity committee, there are three factors affecting labour
productivity slowdown: human capital, capital per hours worked (CPH), and multifactor
productivity (MFP)*. In this section, we will explore if there exists a slowdown in those factors as
well as the theoretical and empirical link between these factors and labour productivity stagnation. We
will also explore the cause of the slowdown of those factors.

Empirical Existence of the Slowdown
Graph 3. Growth of CPH
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Graph 4. Growth of MFP

* OECD, 2010—present
* Productivity Commission, 2023



3.50%
3.00%
2.50%
2.00%
1.50%
1.00%

0.50%

Growth of MFP

0.00%
© P
-0.50%,5 &

NN
-1.00%

-1.50%

Year

Source: ABS Estimates of MFP Table 2°, Framing (NUS x USydney)

Graph 5. Growth of Human Capital
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The graphs reveal a downward trend in the growth of CPH and MFP and an upward trend in the
growth of human capital despite a plummet in 2001-2006. Hence, only CPH and MFP are
experiencing a slowdown. The reason for this slowdown will be elaborated in later parts.
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Theoretical Background

According to the Lucas Growth Model’, output is generated via a production function with a
functional form:
Y = AK“(HL) ™ (eq. 1)
Where Y refers to output, A refers to MFP, K refers to physical capital, H refers to human
capital, and L refers to labour hours. Modifying the production function to derive labour productivity:

Y 1-a, k¢
—=AH (7)) (eq. 2)
% refers to output per labour hours, the measure of labour productivity. % refers to CPH.

Modifying the production function into growth equations:
9r=9,+ 1 - ag, + ag (eq. 3)
L L
The equation 3 above states that the growth in labour productivity is caused by the growth in
MFP, the growth in human capital, and the growth in CPH. Hence, the stagnation of those factors will
cause labour productivity slowdown.
Empirical Evidence

Using equation 3 as a baseline, we get this regression model:

D.In(labor productivity) = b0 + le. In(MFP) + sz. In(human capital) + b3D. In(CPH) + u(eq. 4)

Graph 6. Regression of equation 4
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The regression above shows that growth of CPH and MFP have a significant positive
relationship with growth of labour productivity, as predicted in theory. On the other hand, growth of
human capital has an insignificant negative relationship with growth of labour productivity,
contradicting the theory’s prediction. As seen in graph 7, the insignificant negative relationship
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persists even on direct regression of human capital and labor productivity, hence multicollinearity
does not fully explain this unexpected result. This unexpected result may reflect measurement
limitations in ABS estimates, the lag between education investment and productivity gains, or a skills
mismatch between VET/university graduates and industry needs

Graph 7. Direct regression of growth of labour productivity and growth of human capital
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In conclusion, the current long run labor productivity slowdown can be explained by the
concurrent long run MFP and CPH slowdown. The insignificance of labor productivity shall be
explored in future research.

Explaining CPH Slowdown
Graph 8. Contribution of capital stock and hours worked towards CPH growth
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The CPH slowdown happened due to falling capital stock (graph 8) which coincided with
falling investment rates driven by falling private investment (graph 9).



Graph 9. Public, Private, and Total Investment
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Graph 10. Regression between growth of CPH, lagged growth of private investment, lagged growth of
public investment, and hours worked
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Graph 11. Direct regression of growth of CPH and growth of public investment
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Graph 12. Regression between growth of private investment and growth of public investment
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Empirically, as seen in graph 10, lagged growth in private investment is significantly
positively associated with growth in CPH. The relationship between public investment and CPH is
positive but statistically insignificant. Multicollinearity does not fully explain the insignificance as it
still persists in direct regression (graph 11). This might indicate that private investment is more
effective than public investment in capital deepening.

However, we do not have enough evidence of the crowding out effect. As seen in graph 12,
even though growth in public investment is associated with a negative growth in private investment, it
is statistically insignificant. Hence, even though public investment is less effective statistically, it does
not go too far to crowd out private investment. A plausible hypothesis might be the cancelling out
between its complementary and crowding out effect towards capital, which shall be explored in future
research. However, this result might still indicate that public policy should be directed towards
fostering private investment rather than direct investment from the public sector.

Explaining Private Investment Stagnation

There are some hypotheses about the causes of private investment stagnation in Australia.
Evans et. al. (2024) postulated that an increase in risk premium after the global financial crisis due to
global uncertainty and risk aversion explains the stagnation in private investment®. Jones (2021)
postulated that weak current and expected economic growth is perceived by firms as a signal of low
demand, leading to less motivation to invest’. Farhi and Gourio (2019) theorised that growing market
power of firms and reduction in competition lessens the incentive for firms to invest'. The
Productivity Committee (2025) stated that low growth of multifactor productivity reduces the
marginal product of capital and hence incentive to invest''. Bradley et. al. (2025) state that heavy
government intervention at ever-more-granular levels of the economy discouraged investment'?.

Explaining MFP Slowdown
Generally, the MFP is regarded as a residual variable for effects not captured by capital, labor,

and human capital. However, economists often attributed it towards technology. According to the
Treasury (2023), declining competition as signalled by falling entry and exit rates (graph 13) is

8 Evans, Kamil, Thiris, Lipp, & de Fontenay, 2024
? Jones, 2021

10 Farhi & Gourio, 2019

" Productivity Commission, 2023

2 McKinsey & Company, 2022



causing slower adoption of new technology. Conventionally, investment in research and development
is also the driver of MFP growth, and it is also experiencing a slowdown in growth (graph 14) as well
as a declining contribution towards GDP growth, which results in MFP slowdown.

Graph 13. Firm entry and exit rates
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Source: Treasury Working Future: The Australian Government's White Paper on Jobs and
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Graph 14. Growth of Private Investment in RnD
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Graph 15. Contribution of Intellectual Property Investments toward growth (in index points)
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Graph 16: Private Investment into Intellectual Property Products
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The divergence between the sharp rise in private IP investment (Graph 16) and its falling GDP
contribution (Graph 15) mirrors the pattern in Australia’s declining multifactor productivity, indicative
of the decreasing returns to capital deepening. While IP assets expand the capital base, the subdued
output response suggests that the economy’s combined use of labour and capital has become less
efficient. This could reflect long gestation lags in R&D, diminishing marginal returns to certain
intangible assets, or resource allocation into ventures with limited near-term payoff. In productivity
terms, capital input is growing, but output growth is not keeping pace, a hallmark of MFP weakness.

Constraints on Fiscal Policy

From the previous section, we have seen how public investment has been less effective than
private investment in conducting capital deepening. Its expected complementary role by providing the
foundational environment towards private investment (ie. through transport, digital networks, skill
development facilities) is also absent. These underperformances of fiscal policy in successfully
addressing Australia’s long-term productivity stagnation can be understood by the presence of key
constraints. Namely, these include political and institutional factors, competing priorities and
structural hurdles.



Political Constraints

Over the last decade, it has been found that effective public investment has often been curbed
in favor of short term political incentives or disagreements, disrupting the potential for meaningful
long-run productivity reform. For instance, the 2017 Budget, under the leadership of Malcolm
Turnbull proposed the National Energy Guarantee, a scheme designed to create a cohesive energy
policy that improved energy affordability by placing the burden on energy retailers to meet reliability
& emissions targets'. Despite being commended as guaranteed to “make the energy system
cleaner...and give investors certainty” about infrastructure development,” The scheme was
abandoned in 2018 due to internal political divisions and a lack of total consensus. Following
Turnbull’s ‘ousting’, the NEG has instead served to highlight the presence of firm divisions within
Australia’s dominant parties regarding its energy future.'® Alternatively, criticism surrounding the
2022 March Budget, released strategically before the federal election in May, revealed that the
Morrison government’s headline infrastructure policy of $17.9 billion in new infrastructure projects
contained nearly $10 billion in markedly inefficient allocations.'” Specifically, Infrastructure Australia
revealed that only 21 of the 144 infrastructure projects were on IA’s productivity priority list and
instead allocated to electorate spanning locations, diminishing the potential of efficient capital
deepening and instead demonstrating politicised spending.'”® Whilst only exploring two isolated
occasions, such incidents of politicised spending of fiscal policy demonstrates the existence of a firm
political constraint when it comes to effective reform, disabling meaningful responses to Australia’s
stagnating long-run productivity.

Structural Constraints

In a similar vein, Australia’s structural constraints such as its concentrated market structure
and decreasing economic dynamism have inhibited the effectiveness of fiscal policy in addressing
productivity stagnation. As indicated by the treasury, declining entry and exit rates alongside rising
industry concentration have reduced competitive pressures, weakening incentives to innovate and
reallocate resources productively.'” A key example is the 2015-16 Budget’s Digital Transformation
Agenda, which saw a $250 million investment into establishing the Digital Transformation Agency as
well as the growing digitisation of key government services, ultimately designed to boost productivity
across federal operations.”® Despite this nominal promise to boost productivity, the increased funding
reinforced relationships with established ICT contractors with very limited procurement reforms or
any opportunities for new firms to enter. As revealed in the ICT Report, it was recommended that the
offers under the DTA be made flexible and competitive as opposed to relying on single large
contractors given the risk of locking out new firms and inhibiting productivity gains.?' Similarly, the
2022 October Budget’s establishment of the $15 billion National Reconstruction Fund (NRF) was
designed to ‘crowd-in’ private investment in high-value sectors such as manufacturing and clean
energy.” However, in a position echoing the DTA, the NRF’s reliance on incumbent firms in
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industries with limited contestability risks reinforcing existing market power as opposed to fostering
competition or innovation, once again preventing productive reform.” As such in these incidents we
come to gain a broader understanding of the equally corrosive effect of structural constraints
inhibiting effective productivity reform.

Case Studies of Fiscal Policy in Practice

The limits of fiscal policy in lifting productivity can be seen in long-term government
programs. The National Broadband Network (NBN) illustrates how large-scale investment was
undermined by cost overruns and political compromise, yielding only modest productivity gains
relative to its size. Meanwhile, the decline of Vocational Education and Training (VET) enrolments
reflects chronic underinvestment in the skills pipeline — a case of fiscal policy failing to prioritise
areas that directly build human capital. Together, these cases show how public investment has often
been misallocated or poorly targeted, limiting its ability to address the drivers of labour productivity
stagnation.

The National Broadband Network (NBN)

The National Broadband Network (NBN) was established in 2009 by the Australian Government as a
“Government Business Enterprise (GBE) with a clear direction — to design, build and operate a
wholesale broadband access network for Australia.”* The initial central policy objectives of the NBN
network was to “deliver significant improvement in broadband service and quality...[increase
broadband speed] and reshape the telecommunications sector [for all Australians]...” The Australian
Government initially [budgeted] $29.5 billion in equity funding to NBN Co Limited (NBN Co) for
[its] rollout...by 2020.”* However, by late 2018 the estimated final cost was $51 billion*®, with an
additional $9.5b allocated to finalise and upgrade the network between 2020*’ and 2025.%® This cost is
considered operational only in the underlying cash balance within the Budget, as the funding is
conducted through the debt issuance program.

According to a report by Accenture, the returns to productivity on this fiscal spending is
outlined as a “0.14% annual contribution to multifactor productivity growth (MFP)...[over the period
2012 to 2022],” or a 1.4% contribution over the decade, which accounts for a quarter of all MFP
growth during the period”, rendering the aforementioned impacts crucial in improving Australia’s
stagnating productivity growth.

Furthermore, a 2021 report by Frontier Economics, prepared for the Department of
Infrastructure, highlights the NBN’s impacts on businesses, with “average firm productivity across all
industries [approximately] 2.0% [annually],” with a notable 3.4% average firm productivity gain for
the health care and social assistance industry,™ a sector which has been trailing behind in terms of
productivity growth.*!
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The Vocational Education and Training (VET) Programs

Graph 18: Growth of Number Students Enrolled in Govt. Funded VET
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The given data illustrates the annual growth rate of students enrolled in government-funded
Vocational Education and Training (VET) programs in Australia from 1981 to 2023. While individual
years display fluctuations, the overall trend, represented by the downward-sloping linear line indicates
a long-term decline in growth. This suggests that, over time, fewer students are enrolling each year
compared to previous decades.

Relating this data to the endogenous growth model, a stagnating or shrinking VET sector
slows the accumulation of new skills and reduces the flow of human capital into the economy,
undermining innovation and technological progress. It also undermines innovation spillovers, as fewer
workers with vocational training enter industries where incremental process improvements drive MFP.
The economy’s ability to thus sustain labour productivity growth from within is weakened, making it
more reliant on external inputs or immigration for skilled labour.

This declining growth rate may point to broader structural changes in Australia’s skills
development pipeline, such as shifting demand for qualifications, increased competition from private
training providers, reduced public funding, or changing perceptions of VET compared to university
education. Over time, such a trend could have implications for workforce readiness, particularly in
industries that rely heavily on vocational training.

Conclusion

This paper has shown that Australia’s long-run labour productivity slowdown is driven
primarily by weak capital per hour (CPH) and multifactor productivity (MFP), while human capital
has played a limited role. Fiscal policy has not effectively reversed these trends: public investment has
proven less effective than private investment in deepening capital, with political short-termism and
structural market concentration further limiting its impact. Case studies reinforce this outcome — the
NBN highlighted inefficiency and cost overruns that delivered only modest productivity gains, while
underinvestment in VET reflected a failure to channel resources into the skills pipeline.

32 National Centre for Vocational Education Research, 2023



Looking forward, fiscal policy should shift from direct crowd-in attempts toward enabling
investment in skills, infrastructure, and competition. Tying fiscal outlays to productivity-linked
performance metrics (such as VET funding conditional on employment outcomes) can improve
efficiency. Institutional reforms, such as a semi-independent productivity board for fiscal policy, could
also insulate long-run reforms from electoral cycles and enhance credibility.
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