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Summary Recommendations

 Direct budgetary issues

Federal Government spending is already providing more than adequate fiscal

stimulation to economic growth in 2000-01 and into 2001-02. There is no

particular macroeconomic justification for further net Government spending

initiatives in the 2001-02 Budget. [Recommendation 2]

The Business Council cautions strongly against excessive spending, tax cuts or

spending aimed at the short term rather than investing for the future

economic well being of Australians. [Recommendation 5]

In the Council’s view, Australia’s lack of private saving indicates that:

(i) either Governments have to save more (to run budget surpluses), or 

(ii) the private sector has to save more (requiring further moves to remove

remaining biases against saving in the tax system, and/or building

upon the existing mandatory program of superannuation savings).

These concerns should be central to the budgetary strategy. 

[Recommendation 6]

The Council urges the Government to adopt policies aimed at addressing the

longer term, fiscal issues now (eg from aging), rather than awaiting their

effects.  In particular, Council urges the Government to lay down a long-term

fiscal framework in the 2001-02 Budget, aimed at addressing these issues

before they are upon us. [Recommendation 7]

Broader budgetary and financial issues
 

The Business Council is of the view that it is important to maintain the pace of

reform in Australia. [Recommendation 1]
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The gains of the past decade will be at risk if policy moves in the 2001-02

Federal Budget were to succumb to the calls of those citing ‘reform fatigue’.

[Recommendation 3]

The key to Australian business investment growth in the next few years rests

with a handful of mining and manufacturing companies. Since the prospects

of avoiding recession rely fundamentally on growth in business investment

spending, the Business Council draws the attention of the Government to the

urgency of assessing and – where appropriate – approving some of these key

projects. [Recommendation 4]

The Council is of the view that the vast bulk of any privatization revenues

should be used to retire existing debt or meet un-funded liabilities.

[Recommendation 8]
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1 Australia’s report card

The Business Council and its members note that Australia’s economic report
card makes for better reading than at any time since the 1960s.  The 1990s
were a decade of achievement for the Australian economy.  However,
Australia can do still better if we maintain and build on the strength of our
economic fundamentals.

In fact, in 2001-02 Australia will rely more than it has for quite some time on
its fundamental economic strengths.  For the record, those include:
1. an established track record of low inflation and low real interest rates,
2. a commitment to continued Federal Budget surpluses while growth

remains good,
3. usage rates of new technology that have succeeded in ensuring

productivity growth has surpassed that in much of the rest of the
developed world, and

4. a willingness to tackle the structural reform issues such as tax reform,
labour market reform, regulatory reform, and national competition policy.

Inflation-adjusted annual ordinary time earnings before tax ($)
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Also for the record, that combination has delivered the average Australian
rather more growth in the real purchasing power of their pay packet than has
otherwise been seen in a generation (see chart).  

Recommendation 1: The Business Council is of the view that it is important to
maintain the pace of reform in Australia.
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2 Looking ahead – global and Australian economic growth

The need for greater reliance on our fundamentals in 2001-02 arises because
Australia (and therefore both the Federal Budget and the nation’s businesses)
face key challenges in the coming financial year.  Growth in the world
economy is slowing, the Australian economy is slowing too, unemployment is
no longer falling, corporate profits are falling, the investment outlook remains
uncertain, and the current account deficit, though falling along with domestic
demand, remains worryingly high.  Perhaps most worryingly, populist
politicians have made bogeys out of ‘national competition policy’, ‘economic
rationalism’ and ‘globalisation’.  That provides an unsettled backdrop to the
framing of the 2001-02 Federal Budget.

2.1 5lobal gloom surrounds the 2001-02 Budget – but shouldn’t

It is true that Australia usually follows the economic fortunes of the US.
Reasons include the usual links between the two countries’ interest and
exchange rates and sharemarkets, plus the fact that much of Asia moves with
the US locomotive, thereby affecting Australia exports to Asia.  In addition, it
is also true that economic growth in both the US and Australia is slowing.
However, the US is not necessarily headed for a full blown recession, and
Australia will not necessarily follow the US, whatever happens there.

Consensus forecasts of expected GDP growth in 2001
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After growing too fast for too long, the US is now slowing.  The ‘New
Economy’ was not a fraud – the spread of new technologies has picked up the
underlying pace of productivity growth, not just in the US, but in the world.
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However, markets overreacted to ‘New Economy’ positives.  They sent the US
sharemarket too high, and priced the $US (and therefore US manufacturing
exports) too high as well.  That resulted in a blowout in the US current
account deficit.  At the same time, unsustainably rapid economic growth
pushed up interest rates, and created an environment in which OPEC
successfully raised oil prices.  As a result, higher interest rates and energy
prices have slowed demand.  That has left products unsold on store shelves,
which in turn has prompted fears that US economic growth is stumbling (see
chart), or even headed for recession.

That said, the US does not show the same symptoms which preceded the full
blown recessions of the early 1980s and early 1990s.  Interest rates are not too
high, while wage gains have not been unreasonable, and core inflation
remains on a tight rein.  In that light, the US may well enter mild recession,
rather than full blown recession.

Nor is it only the US at issue.  Leading indicators for Japan and Europe
suggest each of the world’s major economic engines will run below trend in
2001.  Japan’s outlook has also deteriorated quickly, despite interest rates
which are close to zero.  At least European prospects are somewhat better,
with the dominant German and French economies still reporting solid
growth.

2.2 Australian economic growth prospects

Second, as noted, there are reasons to believe that, no matter how much the
US economy slows in 2001, Australia will do better.  That is because Australia
has three key strengths:
1. The Australian dollar is undervalued, aiding our exports, while the US

dollar is overvalued;
2. Australia already has its tax cut in place, while President Bush’s tax cut is

unlikely to deliver cash into pay packets until any US recession is already
over, and

3. Australian consumers are not as overstretched as their US counterparts, in
part as the local sharemarket never scaled the giddy heights of the
NASDAQ or the DOW.

Because of those factors, the macro settings underpinning the 2001-02 Budget
do not need major overhaul.  This appears to be a slowdown, not a recession-
in-the-making, and its policy implications are relatively few.  First up,
Australia was always widely expected to slow this financial year.  Second,
economic slowdowns are nothing unusual.  They come on average once every
4½ years.  Australia last dealt with a slowdown in 1996, and last saw a
recession in 1991.  Third, nor is a tight Budget necessarily inconsistent with
subsequent good economic growth.  Note that the spending cuts in the 1996
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Federal Budget are widely credited with helping Australia to successfully
navigate the shoals of the Asian financial crisis of 1997 and 1998.

That said, Australia is unlikely to match the 4% economic growth for 2000-01
flagged in the November 2000 Mid-Year Economic Review.  Current
consensus forecasts are for economic growth of 2.9% in 2001 and 3.8% in 2002.

Within overall economic growth, strength is evident in net exports and in
public sector spending, while weakness is evident in private sector demand
(notably retail and housing).  The strength in public sector spending evident
in recent national accounts data does not, as yet, account for further policy
commitments announced in recent months on defence, road funding and
innovation policy.

Recommendation 2: Federal Government spending is already providing more than
adequate support to the pace of economic growth in 2000-01 and into 2001-02 – there
is no particular macroeconomic justification for further Government spending
initiatives in the 2001-02 Budget.

With domestic demand already slowing, a risk for Australia is that weaker
global growth (in the US and Asia in particular) means the nation risks being
faced with both slower domestic spending and softer exports.  That could
turn what still looks to be a relatively soft landing into one somewhat
bumpier.

Consequently a recession is not impossible, just unlikely.  Indeed, recessions
occur, on average, once every nine years, yet neither Australia nor the US
have been in recession since 1991.  A key issue is the path of Australian
corporate profits and business investment.  If the above assessment is to
prove inaccurate, and if Australia is to enter recession, history suggests that is
likely to be due to a sustained fall in corporate profits and business
confidence, which in turn leads to a fall in business spending on investment.

The latter is another reminder of the importance of avoiding policy U-turns in
the coming Federal Budget.  Populists may point to the need to soothe
disaffected voters by winding back the clock.  However, the Council notes
that a failure to sustain the pace of reform would itself be a much riskier
policy.

Recommendation 3: The gains of the past decade would be at risk if policy moves in
the 2001-02 Federal Budget were to succumb to the calls of those noting ‘reform
fatigue’.
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2.3 The central role of business investment prospects

In the past year, underlying engineering construction activity has dropped by
a third, with mining investment a shadow of its former self, and big transport
and other infrastructure projects drawing to a close.  Similarly, other business
building activity has fallen by a fifth, with Olympic construction now old
news, and Sydney’s CBD office building boom passing.  Only in machinery
and equipment is the news better.

In particular, it is a concern that Australian business investment forecasts
hinge precariously on the likely go ahead or otherwise (and the timing of) a
series of extremely large investment projects.

Australia has some $18.4 billion of major projects in planning which may be
committed during the coming year.  Of that total, Western Australia has
$10.9 billion of potential projects (including the NW Shelf LNG expansion and
the Austeel Cape Preston project).  In addition, Queensland has $6.1 billion.
Key Queensland projects are the Comalco alumina refinery, the AMC
magnesium plant and the PNG to Queensland gas link.  Notably, the pipeline
of resource projects which are definite or under consideration is rising.
However, a rapid upturn in activity is unlikely.  Existing projects are still
being completed, and there can be long lead times in projects under
consideration actually moving into construction.

Recommendation 4: The key to Australian business investment growth in the next
few years rests with a handful of mining and manufacturing companies. Since the
prospects of avoiding  recession relying fundamentally on growth in business
investment spending, the Business Council draws the attention of the Government to
the urgency of assessing and – where appropriate – approving some of these key
projects.

No matter how far or fast new technologies take the nation, further
investment in both micro reform and labour market reform can take Australia
further.  The 1990s were solid evidence of the benefits of such reform.  To give
in to ‘reform fatigue’ now would be to turn our back on developments which
are already paying off in terms of better economic outcomes for Australians.

Avoiding the boom/bust cycle is something that policymakers are now rather
better at than they were in the late 1980s.  The necessary elements of a
medium term policy framework (low inflation etc) are substantially agreed –
however, the increasing agreement on the framework should not mean the
Government underplays the importance of getting those fundamentals right.

3 Longer term structural issues
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There are longer term issues as well, several of which have important
implications for the longer term stance of Federal Government policies:
� Is the current slowdown in economic growth a return to normality?
� Do demographics threaten the economy and the Budget?
� Is national saving on the improve (and so will current account imbalances

ease)?
� Whence the $A, and will it continue to support economic growth?

3.1 The growth/productivity/structural Budget debate

The answers to these latter questions are vital.  For example, the extent to
which the Federal Government is able to spend the surpluses identified in its
forward estimates depends on whether they are a temporary fluke of a long-
lived business cycle, or are the more permanent (structural) result of faster
productivity/GDP growth.

Australia grew faster than did the US in the 1990s, in part as our productivity
growth picked up.  That meant that Australian economic growth went from a
3.2% average in the fifteen years to 1995 (made up of 1.8% employment
growth, and 1.4% productivity growth) to a 4.5% average in the four years to
1999 (made up of 1.6% employment growth, and 2.9% productivity growth).

If the latter doubling of labour productivity growth can be sustained (or even
just a large share of it), then the future is bright, and the projected Budget
surpluses are structural, and they are there to be spent on investing in a better
future for all Australians.

However, the alternative is that much recent economic growth was nothing
more than the peak of a large and long-lived business cycle, and that potential
economic growth is lower than assumed by the Federal Treasury. This
hypothesis would suggest that Australia’s current and prospective Budget
surpluses identified in the official forward estimates are rather more cyclical
than structural.  Or, in other words, a less positive long term growth outlook
is a reminder that the Budget may not be in as good a shape as implied by the
official forward estimates.

This would underline the importance of maintaining the pace of economic
reform.  Failure to do so will condemn Australia to a future with slower
economic growth, higher unemployment, a reduced purchasing power of
wages, a higher risk of recession, and a reduced ability to spend the surpluses
in the official forward estimates.

Potential economic growth is the sum of productivity gains (driven by
economic reform and the spread of new technologies) and the increase in the
available number of employees (with these latter trends largely driven by
demographics).
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A risk is that demographic trends may reduce employment growth (as the
baby boomers retire), and that reform fatigue eats into labour productivity
growth.  If true, that would suggest current Budget surpluses are cyclical,
official forecasts of more to come are partly ephemeral, and additional
spending at the moment would be unwise.

Either way, there is considerable consensus among economists of the need to
avoid boom/bust cycles.  Each bust tends to carry disproportionate costs on
both job loss and Federal Budget deficits.

Recommendation 5: The Business Council cautions strongly against excessive
spending, tax cuts, or spending aimed at the short term rather than investing for the
future economic well being of Australians.

At any given time, Government spending can be:
� consumption spending (where the Government itself spends on consumer

goods and services for),
� transfer payments (where benefits or compensation packages support the

private consumer spending of the recipients), or
� investment spending (seed funding or full funding of infrastructure and

related spending).

The Business Council cautions against excessive additional spending in the
2001-02 Budget, it particularly cautions against non-investment spending.

As always, to be economically responsible, savings in the 2001-02 Budget
should be directed at real cuts in Government recurrent expenditures rather
than cuts to capital or infrastructure expenditures, with a focus on tighter
targeting of transfers to those in greatest need as well as greater efficiency in
administration. The Government must also do everything in its power to
maintain the economic growth which underpins what would otherwise be
much poorer fiscal performance.  For this reason the Government should
maintain the momentum of micro reform.  Without the dividend from past
microeconomic reform, the Budget would be in much worse condition than it
is today. 

3.2 The national savings issue

Australia’s relative lack of national savings is well known.  The nation
consistently:
1. Spends more on world markets than it earns on world markets, and
2. Has insufficient national savings to finance national investment.

The long term impact of that is a steady rise in:
1. Net foreign debt owed to the rest of the world, and/or
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2. The share of Australian companies owned by foreigners.

These developments imply that an increasing proportion of the productive
capacity of the Australian economy generates income for foreigners rather
than Australians.

The Business Council understands the considerable strides that have been
made to address the lack of national savings:
1. Governments have improved the saving effort of the public sector, and
2. Governments have addressed some of the incentives for spending in the

private sector, both via tax reform, and via superannuation/retirement
incomes policy, and by creating a low inflation environment in which
businesses and households are penalised less than before when they save.

However, even after the above, it is clear that Australia still has a national
saving problem.

In addition, the Government should encourage mature age Australians to stay
in the workforce for longer.  That would benefit both public and private
saving, as well as reducing the risks of demographic change for the
macroeconomy.

Recommendation 6: In the Council’s view, Australia’s lack of private saving indicates
that:
(iii) either Governments have to save more (to run budget surpluses), or 
(iv) the private sector has to save more (requiring further moves to remove

remaining biases against saving in the tax system, and/or building upon the
existing mandatory program of superannuation savings).

These concerns should be central to the budgetary strategy. 
 

3.3 The Australian dollar – liability or saviour?

For the economic circumstances of the moment, the Business Council sees the
$A as a support to economic growth.  It is not a liability, at least provided
wages do not chase higher prices induced by the weak $A. (It does however
represent a lessening of Australian’s purchasing power foreign goods, so that
a long term goal is to raise it).

Indeed, it was not only micro-reform and rapid technology-induced
productivity gains which stood Australia in good stead in the second half of
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the 1990s.  A steady fall in the $A (and consequent increase in international
competitiveness) also underwrote growth across that period.

However, whether or not the $A is below where fundamentals would have it
at the moment, it is certainly clear that the next few years are unlikely to see
the $A decline at the same rate.  Or, in other words, it will be harder to
achieve faster economic growth in the next few years than it was in the last
few years.

Again Council cautions the Government against excessive spending in the
2001-02 Budget and beyond.  Current Budget surpluses are built atop an
economic growth rate that it will prove difficult to sustain.

3.4 Demographic and other threats to the long term Budget position

Demographic developments may slow economic growth (see above), and add
to Budget costs (notably where ageing interacts with the existing trend
increase in relative health care costs), as well as eating into Budget revenues.

The peak year of the baby boom was in 1947, and the speed at which the
people born in that year take retirement will be a key determinant of
macroeconomic performance in the next few years.

Indeed, long term Budget assessments remain sober reading.  An ageing
population will add to the demand for pensions, health and residential care
outlays, and cut revenue.  Official estimates of long-term pressures on
Australia’s fiscal finances (up $16-24 billion by 2031) may be understated.  It is
not so much aging as it is the cost of increasing quality in health that threatens
to blow a hole in the nation’s public finances.  The lesson from history is that
health costs rise not merely as a result of population aging.  Unit costs are
rising and can be expected to continue rising as a result of the increasing
complexity and quality in health technology and delivery.  Based on an
estimate of the latter trend, extra costs to the public purse in coming decades
may be dominated by health.  If left untouched, Australia’s finances could
lose their present strength over the next three decades.  According to Access
Economics ‘best guesstimate’, by 2031 the annual recurrent bill to put public
finances back to where they are today would be $47.3 billion (in 2001 dollars).

Nor are these the only longer-term fiscal challenges.  There is increasing
awareness of a need to spend more on national defence, given a rise in
regional security concerns, and spending on defence will be notably increased
by looming obsolescence in defence equipment, even after allowing for
recently announced new spending.  In addition, and despite recent steps to
address salinity in the Murray/Darling basin and in Western Australia,
Australia needs to make further efforts to conserve its environment.  Again,
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some of those costs will fall to taxpayers in general (that is, to Federal
Government spending).

Recommendation 7: The Council urges the Government to adopt policies aimed at
addressing the longer term fiscal issues now (eg from aging), rather than awaiting
their effects.  In particular, Council urges the Government to lay down a long-term
fiscal framework in the 2001-02 Budget, aimed at addressing these issues before they
are upon us.

There is a need to address fiscal issues associated with aging.  There is a
particular need to reform health care funding before pressures make reform a
fraught exercise.  Similarly, there is a need to speed up the rise in the age
limits at which people may tap into their superannuation 

3.5 The innovation debate

The above already canvassed the possibility that the world is seeing higher
growth rates due to the spread of new technologies.  The underlying principle
is clear – if you want to be a high wage economy, you need to be a high skill
economy.

Australian financial institutions do not have a good record of investing in
innovation / knowledge / venture capital. Recent changes to capital taxes
and associated measures will go some way to remedying this situation.

The Business Council therefore welcomes the measures in the recent
Innovation Statement although more clearly needs to be done.

4 The 2000-01 Budget position

Earlier Sections noted the short and longer term economic challenges facing
the Federal Government and Australia’s major corporations.  This Section
notes the starting point for fiscal assessment of the above considerations.

The Mid-Year Review estimated underlying cash balances of $4.3 billion in
2000-01 and $4.7 billion in 2001-02.  As always, those estimates will be
affected by subsequent net new policy spending, and changes to economic
parameters.

Net new policy spending appears to be proceeding apace.  Recent examples
include:
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� The Government’s response to the 2000 Defence White Paper committed it
to boosting Defence personnel by 2,500 over four years, starting in 2001.
The total additional spending across the next decade will be $23 billion
(capability upgrades of $16 billion, and $7 billion for rising operational
costs), with $500 million in 2001-02, $1 billion in 2002-03 and $1.4 billion in
2003-04.  That said, an unknown amount of this has already been factored
into the Mid-Year Review.

� On roads, a $1.6 billion boost is spread over four years, with $1.2 billion
directly distributed to local governments through a ‘Roads to Recovery’
program.

� Similarly, the Governments’ recently announced Innovation statement
promised considerable new spending, as well as adjusting tax incentives
with respect to R&D (aiming to increase new R&D spending by targeting
tax incentives at the increase in spending).

� $217 million to aid farmers affected by floods in NSW and southern
Queensland.  The first year will see $129 million spent, dominated by an
interest subsidy of $70 million. The second year will see $88 million,
including repairing roads and public facilities. 

� Press commentary suggests the Government has committed to extra
spending on welfare reform, with the McClure report arguing an
(expensive) extension of welfare-to-work mutual obligation.  Costs may be
up to $1 billion over four years.

� Finally, the Government has increased its subsidy to the Darwin/Alice
Springs railway by an additional $30 million.

There are also obvious net economic negatives to consider since the Mid-Year
Review was announced.  Certainly consensus forecasts would suggest that
neither the economic growth nor the employment growth forecasts in the
Mid-Year Review will be met.  That will undermine revenues.  So too would
any failure to achieve the budgeted target for revenue from the auction of 3G
mobile phone spectrum.

That would suggest that the starting point for the 2001-02 cash underlying
surplus is not as healthy as it first appears.

However, it is also possible that the Budget will see an upward revision to
estimates of the GST tax take.  During the current transitional period, upside
in collections benefits the Federal Government.  Moreover, history suggests
that the take from new taxes are typically underestimated.  That has certainly
been the case with the GST.  The Mid-Year Review, for example, saw $2.25
billion added to the estimate of 2000-01 GST collections, albeit essentially due
to one-off timing issues.

Even so, it is clear that the starting point for the 2001-02 cash underlying
Budget balance is less promising than it appeared as recently as in last
November’s Mid-Year Review.  Although Council is aware that the aim of
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fiscal policy is structural balance over the course of the cycle1, or the
maintenance of a surplus while growth remains good, Council is also aware
that it is difficult to judge the structural health or otherwise of the Federal
Budget. Not all the downturn in the outlook for Budget surpluses in recent
months is cyclical, and the size of the coming cycle remains a key unknown.

Accordingly, Council notes that the deterioration in fiscal prospects since the
Mid-Year Review released last November also argues against further net
spending in the 2001-02 Budget – or, at least, it militates against further
spending on other than ‘investment’ programs.

5 Wise use of privatization receipts

An asset should be sold if this can made a positive contribution to economic
welfare or the economy’s capacity to sustain consumption.  This will often be
the case where the market is competitive, or issues of competition can be
satisfactorily addressed with regulation.  However accrual accounting
concepts help us to appreciate that when an asset moves from public to
private ownership, what matters is not the effect on any one financial flow –
say debt and/or interest payments – but the future flow of net receipts to the
Commonwealth into the future.

In this regard, interest savings upon the sale of an asset are counterbalanced
by lower expected earnings – both distributed as dividends back to the
Commonwealth and undistributed, which accrue as unrealised capital gains.
The decision to privatize should therefore be seen for what it is.  It is an asset
allocation decision, which should be taken according to judgements made
about the net present value of the future income flows of the assets involved,
and the different risk profiles attached to different asset allocation options.

Assets should not be sold simply because of their high potential price tag.
Such a view is mired in simplistic assessments of cash receipts and debt
management.  Rather, public sector assets should be seen in a balance sheet
context.

Recommendation 8: The Council is of the view that the vast bulk of any privatization
revenues should be used to retire existing debt or meet un-funded liabilities.

To use privatization receipts to fund substantial new capital works programs
would involve competition for funds between Australia’s public and private
                                                
1 Or an average a little above balance, in recognition of the fact that Governments tax high income
people with a high propensity to save, and spend on low income people with a low propensity to save.
Allowing for the resultant impact of public policy on private saving, there is a case for the aim of
public saving to be a small surplus over the course of the business cycle.  That would help to counter
the impact of fiscal policy on private saving behaviour.
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sectors.  The result would either involve private sector investment being
crowded out (in effect the Government would be ‘picking winners’ at the
expense of private investment), or both sets of investment going ahead, but
with both paying higher interest rates.  The results of the second alternative
would be renewed deterioration in Australia’s current account deficit.


	BUSINESS COUNCIL OF AUSTRALIA
	PRE-BUDGET SUBMISSION: TABLE OF CONTENTS
	Summary Recommendations
	Direct budgetary issues
	Broader budgetary and financial issues

	Australia’s report card
	Looking ahead – global and Australian economic gr
	5lobal gloom surrounds the 2001-02 Budget – but s
	Australian economic growth prospects
	The central role of business investment prospects

	Longer term structural issues
	The growth/productivity/structural Budget debate
	The national savings issue
	The Australian dollar – liability or saviour?
	Demographic and other threats to the long term Budget position
	The innovation debate

	The 2000-01 Budget position
	Wise use of privatization receipts

