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EXPANSION IN PUBLIC DEMAND

TO SEE A TEPID RECOVERY IN THE

PRIVATE SECTOR

Key points

. The increase in public spending as a
share of the real economy has been
unprecedented in speed and scale.

- This lowers growth in measured
labour productivity, but the direct
impact on CPI inflation is likely to
be muted given public services are
heavily subsidised.

- Indirectly, growing public spending
(both federal and state) in areas
with capacity constraints (such
as construction) is bidding away
resources from the private sector,
elongating the disinflationary process
and adding to the RBA’s concerns.

- The National Accounts showed the
private sector needs support. With
the RBA increasingly concerned that
inflation is too “sticky”, monetary
support is unlikely this year and will
be gradual when it arrives (consistent
with our interest rate outlook).

New public demand to reach 28% of GDP
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It takes time for a sector that has
been squeezed in this way to recover.
When the growth baton is eventually
passed back to the private sector,
the recovery is therefore likely to be
tepid.

Reflecting this, we have lowered our
growth forecast by 1ppt in 2026,

with the near-term growth mix also
expected to be skewed more towards
public demand.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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A lot has been written about Australia’s recent
productivity performance. Measured labour
productivity has been unusually volatile due to the
disruptions caused by the pandemic and its aftermath,
and now, as public spending (both federal and state)
grows to a record high share of the economy.

In the transition to a larger public sector, measured
growth in labour productivity will likely be soft. The
composition of output will be shifting towards industries
with lower levels of measured productivity due to
measurement difficulties and errors, public regulations
and intrinsic constraints (i.e. the mining sector may be
able to double its output by investing more, but this is
much harder to achieve for care workers).

As the surge in public spending plateaus, this
compositional effect will fade. Productivity will likely
return to around its pre-pandemic trend, although this
too remains uncertain. Outside the mining and non-
market (or public) sectors, labour productivity has
already rebounded strongly, growing 1.7%yr in the June
quarter 2024. This strong showing could be partly due
to the supply side of the economy normalising following
the pandemic, and/or increased competition for labour
from the public sector driving productivity enhancing
investment and process change elsewhere.

The RBA is concerned the current rate of wages growth,
coupled with slow growth in labour productivity, could
see underlying cost pressures (or unit labour costs)
remain elevated and inflation sticky.

Critically, elevated costs pressures must pass through
into consumer prices for this risk to materialise. We
know pressures in the non-market sector will not fully
pass through into consumer prices because public
services, such as education and health services, are
heavily subsidised by governments.

This is not to say that the increase in public spending
has been benign for inflation. Indirectly, increased

public spending, particularly in areas that are capacity
constrained, such as health, disability support and
construction, is bidding away resources from the private
sector, elongating the disinflationary process and adding
to the RBA’s concerns. Since the 2019 calendar year,

the underlying cost base in the construction sector has
grown by a whopping 36%, compared to around 21% in
the non-mining market sector as a whole.
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The June quarter National Accounts showed the private
sector needs support. With the RBA increasingly
concerned that inflation is too “sticky”, monetary
support is unlikely this year and will be gradual when it
arrives (consistent with our interest rate outlook). And
when a sector has been squeezed in this way, it takes a
while to recover.

When the growth baton is eventually passed back to
the private sector, the recovery is therefore likely to
be tepid. Reflecting this, we have recently lowered our
growth forecast by 1ppt in 2026, with the near-term
growth mix also expected to be skewed more towards
public demand.

There is a risk that over the medium to longer term we
head back to the pre-pandemic situation where growth
in private demand was anaemic and we went through

a period of wage stagnation, which saw underlying
inflation undershoot the RBA’s inflation target (see Luci’s
note available here).

Public demand to reach a new record high

The Australian economy is quietly undergoing one of
the largest transitions in modern history, rivalling the
structural change driven by the mining investment
boom of the 2000s. Geopolitical instability, economic
uncertainty and demographic trends (most notably

the ageing of the population) have combined to see
governments become a larger part of the economy, both
here and abroad.

In Australia we have seen new public demand go from

a pre pandemic average of around 22.5% of the real
economy, to a record high of 27.3% in the June quarter
2024. We are forecasting (based on previous published
research) a further increase to around 28% of real GDP
by the end of 2025. The increase in new public spending
as a share of the real economy is unprecedented in
speed and scale (using quarterly ABS data going back to
the early 19705s).

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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This measure of new public spending is a subset of

the overall fiscal impulse: it’s the provision of heavily
subsidised goods and services (including infrastructure
services) by both the federal and state governments.
Previous work on the aggregate fiscal impulse, which
includes social assistance benefits (such as welfare
payments) and the revenue side of the budget can be
found here.

The increase to date has been driven by government
consumption, essentially the increased provision

of subsidised public goods and services including
childcare, education, healthcare, aged care and disability
support. Public investment has also stepped up and is
likely to remain elevated as infrastructure investment
catches up to the record population growth.

New public demand by component
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To be clear, we are not saying this is a bad thing.
Governments exist partly to provide citizens with goods
and services that the market sector would not. And
there are many cases where this generates large social
and economic benefits. At issue is the implications of
this latest expansion for the Australian economy.

Comparing to the mining expansion

As a basis for comparison, following the mining
investment boom, output from the mining sector
increased by a similar share of real GDP. Following
record high commodity prices, mining investment
increased sharply, taking mining output from around 11%
of real GDP in 2009 to around 15% of GDP in 2016 - it is
currently sitting at around 15% of GDP.

While the expansion is of a similar size, there are many
differences. The expansion in the provision of public
services has occurred more rapidly, with most of the
increase from 2020. It took the mining sector about
seven years to make a similar expansion, with a much
longer lead time - the investment that was required to
increase mining output this much started to ramp up in
the early 2000s.

And most importantly, the mining expansion was
characterised by the sector quadrupling its capital
stock and doubling its capital to labour ratio. This
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resulted in a capacity boost once this investment and
capital equipment were operational. In comparison,

the provision of public goods and services is labour
intensive, which will mean recurrent government revenue
has to continue to fund these goods and services.

In the past when government budgets have gone into
the red, bracket creep (or fiscal drag) has become a
more important mechanism for fiscal consolidation and
to fund recurrent government programs. This dynamic
is likely to be repeated, which will weigh on household
income growth in the medium term.

While stage 3 tax cuts will provide some immediate
support, our projections suggest, in the absence of
policy changes, average personal income tax rates will
return to 2022-23 peak levels (the second highest in
history) by 2026-27 and back to 2023-24 levels (the
highest in history) by the end of 2028-29.

Mining factors of production
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Impact on growth in productivity likely to be
transitory

As the expansion in public services continues in line
with 2024-25 federal and state budget announcements,
compositional effects will weigh on measured growth
in aggregate labour productivity. More output will

be produced by the non-market sector (the health,
education, and public administration industries), where

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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measured productivity is around two thirds of the
economy-wide average productivity level.

Non-market productivity
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70 70
691 69
681 68
671 67
661 t66
651 te65
641 t64

3 T T T T T T T T T T T T 63
2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Source: , Macrobond, Westpac Economics

As this unprecedented expansion in public demand
slows and comes to an end, productivity will likely
return to be around its pre pandemic trend, but this
remains uncertain. Outside the mining and non-market
(or public) sectors, labour productivity has rebounded
strongly.

Labour productivity by sector
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Higher public costs pressures unlikely to get fully
passed through into the CPI

For softer growth in productivity to translate to higher
consumer prices, the elevated growth in the economy’s
cost base (or unit labour costs) must be fully passed
through to consumers. We know that this will not be the
case. In fact, part of the expansion in public services is
driven by increased subsidisation of services such as
childcare and disability support.

Using the most recent input/output tables, we find

that around 70% of the output produced by the health
care industry is government funded, around 60% of the
services provided by the education industry is funded
by governments and the government funds virtually all
public administration and safety services - this suggests
there will only be partial pass through into the CPI.

Consumer price index by components
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But uncertainties remain and it’s unclear what this
expansion means for ongoing underlying inflationary
pressures.

On the one hand, a larger share of the economy will

be less sensitive to downside demand shocks, possibly
making inflation “stickier”. Furthermore, indexation is
likely to become more important, given a large share of
administered prices are indexed to past inflation, adding
to the inertia in Australia’s inflation. These are issues we
continue to actively explore.

The crowding out effect to remain significant

This is not to say that the increase in public spending
has been benign for inflation. Indirectly, increased
public spending, particularly in areas that are capacity
constrained, is bidding away resources from the private
sector, elongating the disinflationary process.

Capacity constraints in the construction sector are
clearly showing. Other industries which the public (or
non-market) sector relies on for inputs, such as the
professional and technical services industry, have also
experienced above average growth in their underlying
cost base since 2019.
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And we know going forward governments have
announced ambitious plans to help with the housing
crisis, transition to net zero emissions and to bolster
our defence capabilities, further increasing demand for

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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construction services.

In fact, based on announcements in the 2024-25 federal
and state budgets, public investment (comprised

mainly of gross investment in non-financial assets such
as roads, rail and bridges) is expected to increase by
around 1 percentage point of nominal GDP in 2024-25,
accounting for around 45% of the national fiscal impulse
in 2024-25.

National fiscal position
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Conclusion

While lower productivity in the non-market sector

may not directly flow through to higher consumer
prices, increased spending in areas that are capacity
constrained, such as infrastructure construction, is
elongating the disinflationary process, adding to the
RBA'’s concerns. The longer this plays out, the weaker
activity in the private sector and the slower the eventual
recovery. Reflecting this, we have lowered our growth
forecast by 1ppt in 2026 and have also reduced our
wages growth forecast.

There is a risk that over the medium to longer term we
head back to the pre-pandemic situation where growth

in private demand was anaemic and we went through a
period of wage stagnation, which saw underlying inflation
undershoot the middle of the RBA’s inflation target.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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which that information relates have been disclosed.

Investment recommendations must be read alongside

the specific disclosure which accompanies them and the
general disclosure which can be found here. Such disclosure
fulfils certain additional information requirements of MAR
and associated delegated legislation and by accepting this
communication you acknowledge that you are aware of the
existence of such additional disclosure and its contents.

To the extent this communication comprises an investment
recommendation it is classified as non-independent research. It
has not been prepared in accordance with legal requirements
designed to promote the independence of investment research
and therefore constitutes a marketing communication. Further,
this communication is not subject to any prohibition on dealing
ahead of the dissemination of investment research.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort has been taken to ensure that the assumptions on which the forecasts
are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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https://www.westpaciq.com.au/terms-and-conditions/investment-recommendation-disclosure.html

