DOCTOR DOOM'S DIAGNOSIS.

Bryan Kavanagh explains The Great Crash

Here's a new regular column, primarily directed
at Australia’s politicians and policy advisors. In
it, Bryan Kavanagh explains the futility of
neoclassical economic policies and outlines the
underlying reasons for our present economic
chaos, calling on the studies performed by
Melbourne’s geoist think tank, the Land Values
Research Group.

#1 ASTONISHING EVENTS?

At the recent Lowy Institute lecture in Sydney,

the former governor of the Reserve Bank of Australia,

lan Macfarlane, said that he found the events of the
last year to “have been quite astonishing”.
Astonishing? But we foretold of this asset price
deflation three and a half years ago! In THE AGE of
15 June 2005, we warned the RBA not to increase
interest rates because Australia was “primed to tank
into a deflation" and “in the current deflationary
environment ... the next adjustment of Australian
interest rates would more properly be down.”

The RBA chose to ignore the warnings provided
by our index though. Also ignoring the looming price
drop, it ratcheted interest rates up 1.75% over the
next three years (seven times by 25 basis points).
Now the RBA's “seeing is believing” approach has
witnessed it move into panic mode to lower interest
rates by 3.00% in just three months! Surely this
hopelessly dilatory action is the real ‘astonishing’
event, Mr. Macfarlane? It is a damning indictment of
the very body whose raison d'étre is to maintain full
employment and to protect Australians and their
currency. By whom has the RBA been advised? Did
the Bank take any cognizance at all of the Australian
real estate bubble that we defined and quantified for
it? No, it used its ‘experts’.

The Land Values Research Group (LVRG)
hereby challenges any commercial economic
forecaster, analyst or credit rating agency to match
our economic forecasts. Alan Kohler noted in

“Secrets and Lies” on 2 December that Goldman
Sachs admits to tailoring the truth a little in delivering
its economic prognostications, because it is a
commercial organisation, and, well .... it just has to!
The LVRG isn't a commercial organisation and we
and our colleagues at Prosper Australia don't have to
‘doctor’ any of our studies - so we'll stick to telling
people the truth about what they reveal.

OK, so lan Macfarlane seems to agree with
Christopher Joye and other bubble-deniers that
people like us and Steve Keen are incorrect - that
even though our real estate bubble may be bigger
than all the others, ours isn't about to burst next year.
Want a bet?

There are workable solutions to this horrible
financial implosion.

# 2 INEFFECTIVE DEMAND: A
PICTURE OF A TAX-INDUCED
ECONOMIC DEPRESSION

What’s wrong with this picture?

There's nothing wrong with it - except for what it
portrays. It depicts Australia’s gross domestic product
descending into an economic depression because a
badly-designed tax system has finally choked off
effective demand - almost completely. This unique
portrayal separates earned incomes from unearned
incomes and closely approximates what has taken
place in other economies.

Why is it ‘unique'? Because it at last assesses
the extent of rent within the economy. In economic
terms, rent is the annual value of a nation's land. It's
literally a natural source for revenue, because no
individuals have created it. It's the value that the
public and community infrastructure gives to the land
as we work away at our jobs each year. Although it is
a surplus value (because it's community-generated,
not a production cost), we capture only 12% of it to
the public purse (less than $40 billion of $325 billion)
in Australia. The graph shows that rent is now
sufficient to replace taxation at all levels of
government. i.e. If we were to collect it all, there
would be no need to tax (or fine) labour and capital
for working!

Although it would do away with the taxation of
labour and capital were we to capture our land rent
for necessary government, we've permitted
landowners to retain 88% of it, even though they've
done nothing to earn it. And, of course, those who
get the greater part of our rent are those who own not
only the most land, but also the most valuable land.
Peaple who rent their homes receive no rent from
society at all, although their presence did help to
create it (not as individuals, but as a group). So, it is
unfair in the extreme that rent - being generated by
everyone - is collected only by the wealthier
segments of society.

Therefore, as Australia allowed rent to be
privately expropriated, it became necessary to tax
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labour and capital more heavily for working, in order
to make up the difference necessary for public
finance. The effect of this has been to reduce the
returns to labour and capital severely, as shown in
the chart. If we were to capture more of our land rent,
wages and capital would retain a greater share of
their earnings and - instead of capturing only $390
billion in 2007 - these two factors of production would
collect nearer to the full $675 billion to which they are
entitled; that is, which they earned.

But the reduction of the earned incomes of
labour and capital is only part of the story of
Australia’s sharp decline into economic
depression. Returning to the graph, it may be seen
that net wages and interest (the net returns to labour
and capital after taxation), grew only 677 times since
1911 as their proportion of GDP declined from 85%
of GDP to 39%. Effective demand has been eroded
slowly but surely. Taxation meanwhile grew by a
factor of 7000! Herein lies another great economic
truth: every bit of the increase in taxation was
necessarily added into Australian producers' costs.

There is one thing on which economists do
agree - that, unlike taxes, rents cannot be passed on
in prices in a competitive economy. Therefore, to
claim that Australia can't compete with China, or
other ‘low wage' countries, is a nonsense. We could
become cost competitive overnight simply by cutting
our counter-productive taxes and increasing our land-
based revenues.

Unlike the share of labour and capital,
Australia’s land rent grew by a factor of 5400
between 1911 and 2007, from $60 million to $325
billion, and because almost all of this was privatised,
we get an insight into the process that enriches the
wealthy at the expense of the Australian community
as a whole — they leech parasitically off its rent. Nor
is that the entire story. While rent has always grown
strongly with the community and its infrastructure, it
climbed particularly rapidly since 1980, during the
period of so-called ‘economic rationalism’, as it
became popular to ‘pooh pooh’ community values

and to sell off the public’s
assets to rent-seeking
companies. Rent
28.5% represents community,
$285bn insofar as it is generated
1 publicly by the existence of the
captured community, but we
| and rent permitted the enormous
4.0% 540 bn increases shown in land
rent to flow into a few
28.5% private pockets. In so
$285bn doing, the recent massive
increases in rent were also
capitalised into escalating
land prices, impossible
levels of household debt
and larger and larger
mortgages.

So, like most of the
world, Australia grinds to a
halt as both labour and
capital are caught in the
jaws of the rent-seekers'
vice, that is, between a
declining share of GDP and higher and higher taxes
and land prices. We compensated the earned
incomes we lost to taxes and privatised rent by
borrowing greater sums from banks - just to
exist. Whereas Charles Dickens' character, Wilkins
Micawber, came to learn that this was quite an
unsustainable position, the framers of our taxation
policy have still not learned this lesson.

Labour has been denied effective demand by
means of the private capitalisation of extraordinary
levels of rent into astronomically high land prices and
mortgage debt that has become impossible to repay.

Since the beginning of the 1980s, the Australian
taxation system has emitted a glowing green signal
to property speculation and a red light to labour and
capital. The current depression is therefore an
entirely logical outcome of a corrupted revenue
system, and the economy has finally surrendered to
the idiocy of our tax policy.

It is sometimes said that we live in a '‘computer
age' and 'land doesn't matter anymore', but this
ignores that everything we produce still comes from
land - even the computer chip. So, we need to
capture a far greater share of rent for public revenue
if we are to re-establish cheaper access to land and
permit labour to combine with land to generate
capital and wealth again.

Despite the graph's portrayal of an inverse
relationship between the private capture of rent and
the returns to labour and capital, there has been very
little analytical recognition that our deepening
economic woes emanate from the excessive
privatisation of Australia’s land rent. Instead of the
government sacrificing huge sums of money into a
deflationary vortex in the forlorn hope of resuscitating
the economy, Ken Henry's review of Australia’s
Future Tax System needs to give a lead by slashing
labour and capital taxes to the bone and capturing
much more of our rent for revenue. Real estate
speculation can no longer remain a sacred cow.Jj
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