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EXECUTIVE SUMMARY 

The 2011–12 Budget will be framed in a challenging economic and policy environment and 
in the aftermath of the devastating January floods. 
 
While the high terms of trade is raising national wealth and supporting a return to surplus 
through higher tax receipts, concern persists that Australia’s productivity growth remains 
weak. 
 
On the whole, the need for fiscal policy to stimulate the economy has passed. The 
predominant objective should be to move the Budget back into surplus and to target 
spending towards facilitating structural adjustment and raising productive capacity to 
support the next phase of growth in the Australian economy. 
 
The expectation that the government will play a prominent role in the flood-related 
rebuilding effort in Queensland and Victoria will, of course, have implications for the 
Budget. At this time it is not possible to get an accurate assessment of the full scale of the 
spending that will be required. 
 
It is natural that every effort be made to restore the livelihoods of communities and people 
devastated by the floods as expeditiously as possible. A carefully measured response will 
mitigate against the risks of substantial price surges on materials and labour costs, and a 
crowding out of other private sector activity. The response should also be developed with 
the close involvement of affected communities. 
 
The BCA view is that the funding of reconstruction spending by governments should be 
sourced from revisions to fiscal priorities, and in particular, reduced spending on other 
programs that deliver the least value to economic and social development. This includes 
any infrastructure projects that have not been subject to a cost–benefit analysis. This 
approach is preferred to raising taxes. Options to increase taxes, even through temporary 
levies, should be considered only after an exhaustive examination of potential savings on 
the expenditure side of the Budget. 
 
As well as the economic and social effects of the recent floods, a key backdrop to the 
Budget is the outlook for commodity prices. Market sentiment suggests that resource prices 
will remain strong for a while longer, but it is important to recognise the significant 
uncertainty attaching to the global economic recovery, including emerging watch points on 
inflation in China. 
 
Moreover, an uneven pattern of growth prevails in the Australian economy. This is 
characterised by a strong labour market and signs of emerging skills shortages and 
capacity constraints on the one hand, and weakness in retail spending and softness in 
parts of the manufacturing and services sectors on the other. In part, this reflects the 
different regional impacts that occur when the terms of trade and Australian dollar are at 
elevated levels. 
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The overall picture for the economy is one of sound growth prospects. However, tight 
labour markets will present significant challenges, and the capacity of the Fair Work Act to 
support productivity-related wage outcomes will be tested through 2011 and into 2012 as 
existing Australian Workplace Agreements expire. A commitment to a well-targeted skilled 
migration program will also be essential for successful economic and fiscal management. 
 
The issues outlined above will have fundamental implications for the Budget, and getting 
the fiscal settings right this year will require a greater than usual degree of judgement. 
What is clear, however, is that tight fiscal policy combined with measures to boost 
workforce participation and productivity can be used to complement the monetary policy 
task and take pressure off interest rates. 
 
Against this background the BCA advocates that the 2011–12 Budget should include: 
 
1. A recommitment to a disciplined long-term fiscal strategy, and the maintenance 

of tight fiscal policy which returns the Budget to surplus in the short term 
through expenditure restraint.  

2. A carefully measured response to floods-related rebuilding to avoid the risk of 
price surges on materials and labour costs, as well as consideration of a new 
Natural Disaster Fund to assist in the budgeting of future catastrophes. 

3. Renewed funding and a refreshed mandate for Infrastructure Australia 
accompanied by a long-term national infrastructure plan to promote productivity 
and growth in Australia’s economy. 

4. A three-pronged strategy to meet Australia’s pressing skills needs, including 
ongoing education and training of Australian workers; a commitment to maintain 
the current level of permanent skilled migration; and greater use of temporary 
migration visas (including the 457 visa program and a new ‘Enterprise Migration 
Program’ for certain large investment projects). 

5. A commitment to greater transparency in the budget documentation on the 
sensitivity of tax revenue to movements in commodity prices to support better 
fiscal management. 

6. The establishment of a new independent fiscal authority – the Commission of 
Budget Integrity – to provide additional independent advice on fiscal 
sustainability. 

Fiscal Sustainability, Productivity and Improving Government 

The Department of Finance and Deregulation, in its Incoming Government Brief, 
highlighted the challenges associated with economic uncertainty, a need for fiscal restraint 
and a decline in confidence in the ability of governments to deliver programs and address 
Australia’s future needs. It suggested an approach to dealing with these challenges around 
the themes of fiscal sustainability, productivity and improving government. 
  



5 
Business Council of Australia 
ABN 75 008 483 216 

This is the right approach to take and one that is supported by the BCA. However, such an 
approach needs to be founded on a disciplined, long-term strategy and one underpinned by 
a preparedness by government to push ahead with bold policy reforms. 
 
The 2011–12 Budget provides an opportunity to consolidate sound long-term financial 
management by the government. 

Fiscal Strategy and Near-term Budget Priorities 

Since 2008–09 the government has maintained a medium-term fiscal strategy to achieve 
budget surpluses on average over the cycle, and to hold taxation as a share of GDP below 
23.5 per cent. This has provided a good anchor point for budget policy.  
 
The BCA has previously endorsed the government’s deficit exit strategy predicated on a 
commitment to budget for real spending growth of less than 2 per cent in the years in which 
the economy is projected to grow at above trend rates. 
 
We urge the government to maintain such a discipline on spending, noting that once past 
stimulus spending is withdrawn maintaining the 2 per cent target will become more 
challenging. 

RESPONDING TO THE FLOODS: NEW NATURAL DISASTER FUND ARRANGEMENTS 

The 2011 floods are the most recent of a series of natural disasters that have seriously 
affected Australia. These natural disasters include the Victorian bushfires in 2009, the 1989 
Newcastle earthquake, Cyclone Tracy and Cyclone Larry. In each case substantial damage 
was incurred and considerable financial assistance from government was required for 
rebuilding efforts. 
 
While some of the losses caused by natural disasters will be covered by private insurance, 
the federal government will continue to be expected to provide disaster relief in such 
situations. Given the unpredictability of natural disaster events, one option would be to 
investigate the establishment at a national level of a Natural Disaster Fund to assist in the 
budgeting of future catastrophes. This is consistent with the theme of this submission on 
the need for a disciplined, long-term approach to budget management. 
 
The establishment of a designated Natural Disaster Fund could explicitly set aside funds for 
disaster relief and establish stricter parameters for the use of such funds. It is 
acknowledged that the Budget already contains provisions for natural disaster relief and a 
Contingency Reserve exists, however these arrangements could be improved. 
 
The design and governing arrangements for a new Natural Disaster Fund is an idea that 
warrants further consideration. As well as taking account of existing budget provisioning, it 
will be critical that any new arrangements are structured in a way that does not reduce 
incentives for the take-up of insurance with private insurance providers (with the 
government substituting ‘free insurance’ as an underwriter at large). It should also not 
diminish incentives for state governments to undertake appropriate planning and risk 
management, particularly when making infrastructure investment decisions. 
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RENEWED FUNDING AND A REFRESHED MANDATE FOR INFRASTRUCTURE AUSTRALIA 

Australia’s infrastructure quality and capacity will play a critical role in supporting economic 
growth and higher future living standards for a substantially larger population. 
 
Infrastructure Australia has made a number of positive contributions to infrastructure policy 
since being established in 2008, and its funding is to be reviewed in the 2011–12 Budget. 
 
The BCA supports continued funding for Infrastructure Australia and recommends that its 
role be clarified and enhanced in a way that helps to drive efficient and effective private 
investment in infrastructure as well as setting out a list of priority projects for public 
investment. This will include providing it with the independence and resourcing to conduct 
cost–benefit analysis of all projects of national significance. 
 
To best deal with the long-term growth challenges ahead, the BCA recommends the 
development of a coherent and comprehensive ‘national infrastructure plan’ that will 
translate the large body of policy advice provided by Infrastructure Australia and others into 
an actionable plan that prioritises policy reforms and projects for implementation. One of 
the priorities of the plan should be to implement policy frameworks that leverage private 
funds by encouraging private businesses to invest in infrastructure. 

ADDRESSING LABOUR SHORTAGES 

The ongoing demand for labour and skills cannot be underestimated and tight labour 
markets and emerging skills shortages will present major challenges for policymakers. 
 
Reflecting this, the BCA considers there is a need for policy interventions at several levels. 
Firstly, there is a need to continue to provide flexible and high-quality training opportunities 
for those leaving school and those seeking retraining to enter areas of employment growth. 
Secondly, the BCA believes that it is important for the Budget to include a clear 
commitment to policies that will support current levels of permanent skilled migration. 
 
There is also a need to promote policies that can help address immediate labour shortages 
by improving arrangements around the present 457 visa program and considering the 
introduction of new ‘Enterprise Migration Programs’ for certain large investment projects (as 
outlined in the National Resources Sector Employment Taskforce Report). 

Sensitivity of the Budget to Commodity Prices 

A fundamental issue for this year’s Budget and indeed in the years ahead is whether the 
recent surge in commodity prices and the terms of trade will be sustained. 
 
Recent commentary from Treasury and others has highlighted the strong prospects for 
resource-intensive growth in emerging Asia, particularly China and India, for many years to 
come. 
 
While there are strong grounds for thinking that commodity prices will remain high for a 
while longer, this is by no means assured. 
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In responding to the 2010–11 Budget, the BCA highlighted a key risk that the Budget had 
become significantly more exposed to movements in commodity prices. Given the central 
importance of commodity prices to overall revenue collections, the BCA commissioned 
Access Economics to prepare a report which considered amongst other things the 
sensitivity of future budget estimates to possible large movements in the terms of trade. 
 
This analysis highlights how the Budget is more vulnerable now than it has ever been 
before, suggesting that a budget shortfall of between $7½ billion and $36 billion could 
eventuate by 2013–14 should Australia’s terms of trade soften by 4 per cent and 
17 per cent respectively. (A 17 per cent fall in Australia’s terms of trade would still leave 
them one-third higher than their average over the past 50 years.) 
 
While it is acknowledged that Australia’s terms of trade are likely to stay high in the short 
term, the range of plausible risks is quite high. Other things being equal, this suggests a 
clear case for caution on budget settings. 
 
Given the fundamental importance of this issue, the BCA recommends that detailed 
sensitivity analysis of the type prepared by Access Economics be included as a matter of 
course in all future budget documentation with a view to supporting better fiscal 
management. 

An Independent Commission of Budget Integrity 

In light of the significant budgetary challenges which lie ahead, a good case can be made 
to effect further institutional reforms that will help drive long-term fiscal sustainability 
through increased transparency and accountability. 
 
The BCA has for some time been calling on the government to subject the Budget and its 
spending programs to greater independent scrutiny. 
 
The establishment of a permanent independent fiscal authority would allow for government 
activities and public sector performance to be assessed independently and objectively. It 
would allow the community to consider whether programs are meeting their objectives and 
delivering value for money, and whether ongoing government involvement in particular 
areas is even appropriate. 
 
The BCA sees the proposal to establish a Parliamentary Budget Office within the 
Parliamentary Library as a positive step but considers that there is a case to go much 
further and establish a permanent independent Commission of Budget Integrity. 
 
A key consideration in establishing the Commission of Budget Integrity is the need to avoid 
duplication and overlap between the new body and the Treasury, the Department of 
Finance, the Australian National Audit Office, the Productivity Commission and other 
government bodies. 
 
In order not to duplicate existing functions of existing government bodies, a new fiscal 
agency should provide a fresh and independent perspective on budget issues. To be 
successful, an independent fiscal office also needs to have a clear, explicit and 
unambiguous mandate, and a structure that matches its mandate. 
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Advice commissioned by the BCA from a former senior Department of Finance official, 
Stephen Bartos of the Sapere Research Group, provides analysis of a range of options. 
The BCA considers that the creation of a new authority involving a Commonwealth-owned 
company outside of government would place the agency in the most independent and 
arm’s-length position. It would ensure it could engage in controversial or previously 
unscrutinised areas of spending (including tax expenditures) and open up an informed 
public debate on ‘value for money’ of existing expenditures and the long-term sustainability 
of finances. 
 
Based on the functions envisaged and governance model, it is expected that ongoing 
annual funding in the order of $10 million would be necessary for the Commission of 
Budget Integrity to fulfil its role effectively. In line with the government’s fiscal discipline of 
offsetting all new spending, the BCA proposes that the costs of the Commission of Budget 
Integrity be offset by an equivalent reduction in tax expenditures relating to business 
income. 

Other Long-Term Fiscal Issues and Effective Markets and Efficient Government 

The coming Budget also provides an opportunity to acknowledge the prominent role that 
structural reform of the tax system can play in supporting economic growth in the face of 
global competition, technological advance and population ageing. The tax forum scheduled 
for later in the year provides a good opportunity for furthering the cause of tax reform. 
 
Recent tax reforms implemented in New Zealand and Great Britain have involved 
reductions in company tax and a rise in consumption taxes to effect a change in the tax 
mix. Such reform has been pursued as a means of raising tax revenue in a way that least 
damages competitiveness and incentives to work and invest. In his most recent State of the 
Union address, United States President Barack Obama recognised the importance of 
lowering the corporate tax rate as a means of boosting competitiveness. It remains the 
case that Australia’s corporate tax rate is uncompetitive with other countries in our region, 
including Singapore. 
 
A further focus of the Budget, and a reform agenda more generally, should be a recognition 
of the role played by markets. Efficient government and effective markets go together. 
Competitive and flexible product and labour markets, combined with a skilled workforce and 
openness to investment and trade, are the key drivers of productivity. 
 
By way of example, the national health and hospitals network reforms announced to date 
are a positive development. However, their implementation will determine whether they 
represent significant change or incremental adjustment to current models. Using 
microeconomic reforms to supplement and shape implementation can accelerate the rate 
and extent of change. By re-orienting the health sector through changes to system 
governance, system management and through engaging and empowering citizens, an 
engine can be created for persistent and long-term change. 

Conclusion 

One of the things evident from the 2011 floods – and indeed past natural disasters – has 
been a coming together of communities, and an emboldened national spirit. Australians are 
known for their resilience and are prepared to step up and pitch in when needed. The time 
is ripe for a call to action. The coming Budget provides an opportunity for the government to 
lead the way on long-term, responsible financial management to foster national wellbeing in 
the years ahead. 
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PART ONE: ECONOMIC CONDITIONS AND OUTLOOK 

In our Budget Submission last year, we noted that the Australian economy was poised to 
return to a growth path with the private sector resuming its position as the primary driver of 
economic growth. This assessment was largely borne out. Through 2010 the economy 
recovered even as past policy stimulus was withdrawn, with very strong growth in 
employment the standout feature of the economic story. 
 
The outlook for the international economy has also improved, although major uncertainties 
persist as to its sustainability. The destructive floods that hit parts of Australia in January 
2011 will also have some implications for the near-term growth outlook. These points are 
discussed below. 

International Economy 

A stimulus-driven recovery was apparent for much of the global economy in 2010, albeit 
with differing strength across regions. While the global economy grew by 3.9 per cent, the 
major developed economies laboured under largely jobless recoveries while many 
developing economies, most notably China, powered ahead. 
 
The International Monetary Fund (IMF) and others have highlighted that 2011 will be pivotal 
for the global economic recovery. A pattern of rapid emerging economy growth is expected 
to prevail alongside trend-like growth in the advanced economies, despite the existence of 
significant amounts of excess capacity in those countries. 
 
Growth forecasts for the major Asian economies are encouraging with the Chinese 
economy again projected to grow strongly, and other Asian countries by around double the 
global rate. Such a growth outlook for the region, should it eventuate, augurs well for 
Australia’s continuing growth prospects. 
 
A watch point will be developments with inflation in China. China’s consumer price inflation 
is currently running at around 5 per cent due predominantly to high food prices. There is, 
however, growing concern that China’s inflation may be more systemic and signalling 
potential for an overheating of the economy. Wage pressures are also building and low 
deposit rates are encouraging households to look to alternative savings mechanisms such 
as investments in certain asset markets. The Chinese Government has increased interest 
rates twice over recent months which will go some way to dealing with these issues, 
however, these risk factors will need to be monitored closely going forward. 
 
A key theme through 2011 for the global economy will be the continuation of the process of 
fiscal adjustment in the developed world. According to the IMF, most countries’ budget 
deficits started to decline in 2010 with the aggregate fiscal deficit for all countries in the 
world being reduced from around 6¾ per cent in 2009 to 6 per cent. The world’s aggregate 
budget deficit is expected to fall further to 5 per cent in 2011.1 
 
For the advanced economies, fiscal policy remains mostly supportive although many 
European countries are embarking on more urgent austerity reforms, often in response to 
pressure from bond market investors. 
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Figure 1: Fiscal Balances 
Per cent of GDP  
 

 
 
Source: IMF, Fiscal Monitor – Fiscal Exit: from Strategy to Implementation, November 2010 
 
The central challenge for policymakers around the world will be to strike the appropriate 
balance between consolidating the fiscal position and promoting growth that is sufficient to 
make inroads into the stubbornly high rates of unemployment in many countries. 
 
However, some countries are not able to use fiscal policy to promote growth because of 
their excessive levels of debt. A very important issue is the tolerance of investors to fund 
high public debt levels, with the recent experience of the peripheral European countries a 
pertinent example of what can happen when investors lose confidence. 
 

‘Governments need to lay out a credible path to reducing their deficits in the 
medium term, but without excessively enfeebling an already weak recovery. 
That means raising retirement ages and overhauling pensions; putting in place 
the budget rules and institutions that will curb future profligacy and favouring 
spending cuts over tax increases.’ 
 
Z. M. Beddoes, ‘Avoidable Errors’, The Economist – The World in 2011, p. 18 

 
Heading into 2011, sentiment around the global recovery is cautiously optimistic, including 
on prospects for a recovery in the United States economy. While policymakers around the 
world performed well in managing the risks that came with the global financial crisis, 
significant challenges remain in returning economic settings to a more normal footing, if 
indeed that is possible. 
 
The unconventional policy actions associated with the quantitative easing in the United 
States and the magnitude of accumulated public debt levels have taken us into unchartered 
waters. Whenever government debt remains at such elevated levels, there is a risk that 
investors will lose confidence in nations’ capacities to repay their loans, potentially 
triggering debt crises. Examples of this are occurring in Europe now. 
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Moreover, the substantial global macroeconomic imbalances that contributed to the 
financial crisis continue to exist and to date there has been little progress in reducing them. 
Ultimately, the imbalances will need to be addressed, and this will best be achieved 
through a process involving adjustments to exchange rates. The removal of these 
imbalances will have a constraining influence on growth. 
 
The consensus view for growth in the world economy in 2011 is around 4 per cent, 
underpinned by growth in the United States of 3 per cent or more; Euro-area growth of 
1½ per cent, growth in China of 9 per cent and Japanese growth of above 1 per cent. For 
the reasons outlined above there is significant uncertainty attaching to this outlook, 
although a continuing recovery in the developed countries seems to be the most likely 
scenario. 
 
The key risks are a spreading of sovereign debt pressures and rising inflation in China 
resulting in a marked slowdown in that economy. 

Domestic Economy 

Current Economic Conditions 

The Australian economy entered 2010 with good prospects supported by previous policy 
stimulus and a rebound in both business and consumer confidence. Solid rates of 
economic growth were recorded in the first half of 2010 with through the year growth 
reaching 3 per cent – a growth rate approaching trend. A softer outcome was recorded in 
the September Quarter 2010. 
 
Around the middle of the year it seemed that a number of factors combined to inhibit the 
confidence of both businesses and consumers. The effects of three interest rate rises and 
uncertainty around the Resource Super Profits Tax saw both the National Australia Bank 
business confidence and Westpac–Melbourne Institute consumer sentiment measures fall 
discernibly. After a short recovery, both confidence measures tailed off again in the final 
months of 2010. The significant appreciation of the exchange rate in the latter half of the 
year and a further interest rate rise will have been contributing factors. 
  



12 
Business Council of Australia 
ABN 75 008 483 216 

Figure 2: Business and Consumer Confidence 
 
Business Confidence 
 

 
 
Source: National Australia Bank Monthly Business Survey 
 
Consumer Sentiment 
 

 
 
Source: Westpac–Melbourne Institute Index of Consumer Sentiment 
 
Through 2010, developments on commodity prices and Australia’s terms of trade were 
central to the economy. After peaking in late 2008 the terms of trade declined through 2009 
before resuming on an upward trend. Over the year to September 2010, the terms of trade 
grew by a further 24 per cent to reach new historic highs. 
 
Reflecting this, Australia’s aggregate export performance experienced a very strong 
recovery through 2010, with the value of exports of goods and services some 30 per cent 
higher than a year ago. 
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The composition of exports was dominated by resource exports and to a lesser extent rural 
exports. The export performance of the manufacturing and services sectors was more 
subdued with a high exchange rate weighing down international competitiveness. 
 
Figure 3: Australia’s Exports 
 
Resource Exports     Rural Exports 
Percentage change on year earlier   Percentage change on year earlier 
 

 
 
Manufacturing Exports    Services Exports 
Percentage change on year earlier   Percentage change on year earlier 
 

 
Source: ABS, International Trade in Goods and Services, Australia, Catalogue No. 5368.0, November 2010 
Note: the scale on the resource export chart has been truncated for illustrative purposes. 
 
One somewhat surprising feature of the past year was that better outcomes were not 
recorded on business investment in contributing to overall economic growth. Some positive 
signs were evident in dwelling investment and construction, however, investment in plant 
and equipment remained subdued. Signs remain positive, however, that significant new 
resource-related investment will eventuate and be a key driver of growth. 
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Figure 4: Business Investment 
Per cent of GDP 
 

 
 
Source: ABS, Australian National Accounts: National Income, Expenditure and Product, Catalogue No. 5206.0, 
September 2010 
 
This time last year a focus of the economic story was the fact that employers were not 
laying off workers (and raising unemployment) in response to uncertainty around the global 
financial crisis but instead were scaling back hours worked. In contrast, a stand-out feature 
of the economy in 2010 was the strength of the labour market. 
 
Over the course of last year some 360,000 new jobs were created, the largest annual jobs 
growth yet recorded. While this strong employment growth has helped to drive down the 
national unemployment rate to 5 per cent, a corollary has been that skill shortages have 
emerged. Latest data from the Clarius Skills Index confirms this trend. 
 
Figure 5: Labour Shortages 
Index 
 

  
 
Source: Clarius Skills Index, KPMG Econtech 
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Wage growth in the economy has picked up from the slower growth observed in 2009, with 
a 3.5% increase in the wage price index observed over the year to September 2010. The 
increase in the September Quarter was the largest increase observed in the last six 
quarters reflecting the continued strength in public sector wage growth and rebounding 
private sector wage growth. These trends are consistent with the strengthening of the 
labour market. 
 
Inflation has been moderate in recent years although pressures are building with inflation of 
some 2¾ per cent recorded over the year to December 2010, approaching the top end of 
Reserve Bank of Australia’s target band. 

Productivity 

The central importance of improving Australia’s productivity performance has been widely 
recognised as having a critical role in the current policy debate. 
 
By its nature, measuring productivity accurately is difficult, due in part to its cyclical 
characteristics. Even so, and notwithstanding the increased policy focus, available data 
suggests that Australia’s productivity performance continues to be weak. 
 
Over the year to June 2010, the Australian Bureau of Statistics has estimated that 
multifactor productivity was flat, after declining by an average of 1 per cent per year for the 
five years before that. 
 
Figure 6: Multifactor Productivity 
Percentage change on year earlier 
 

 
 
Source: ABS, Australian System of National Accounts, Catalogue No. 5204.0, 2009–10 
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Net Lending and Australia’s Current Account Position 

In previous submissions the BCA has included an analysis of Australia’s net lending 
position. The net lending framework provides a useful link between the current account and 
Australia’s national saving investment imbalance, and can provide a good snapshot of the 
economic and fiscal situation.2 
 
Figure 7 updates Australia’s net lending position and in doing so highlights a number of the 
economic trends discussed above. As at June 2010, Australia was in a net borrowing 
position that equated to 4½ per cent of GDP (i.e. equivalent to a current account deficit of 
that magnitude). 
 
Reflecting the rise in the household saving ratio, the household sector is in a net lending 
position to the tune of around 2 per cent of GDP after a significant period of being a net 
borrower. As households continue a process of deleveraging, this trend to being a net 
lender is set to continue. 
 
The business sector remains a net borrower, although with net borrowings at 0.7 per cent 
of GDP its borrowing position is lower than has been the case historically. This may reflect 
the subdued rollout of business investment seen to date (or the fact that investments are 
being financed out of retained earnings). As business investment steps up in the coming 
years, the aggregate borrowing of that sector is expected to rise markedly as a share of 
GDP. 
 
The general government sector (Commonwealth and states) was for the second 
consecutive year a substantial net borrower. This reflected the role of the sector in 
providing substantial policy stimulus. 
 
Over the medium term, and consistent with a sound economic and fiscal strategy, the 
general government sector should return to being a net lender, with the business sector 
accounting for the bulk of net borrowing to exploit sound and productive investment 
opportunities. 
 
Figure 7: Net Lending and Sources of the Current Account Deficit 
Per cent of GDP 
 

 
 
Source: ABS, Australian System of National Accounts, Catalogue No. 5204.0, 2009–10  
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Economic Outlook 

In the months immediately before the floods, economic forecasts released by both Treasury 
in the MYEFO and the Reserve Bank of Australia in its November 2010 Statement on 
Monetary Policy outlined strong prospects for Australia’s economic growth – of some 
3¼ per cent in 2010–11 and 3¾ per cent in 2011–12. This is around or slightly higher than 
trend. 
 
With the softer than expected September Quarter growth outcome, many economic 
commentators shaved down their growth forecasts for the current year. A recent Australian 
Financial Review survey reported a survey average of 2.9 per cent for 2010–11 and 
3.7 per cent for 2011–12.3 
 
The extent of the devastating January 2011 floods will naturally have an impact on the 
economic outlook. Early estimates from economists on the likely effects of the floods on 
measured GDP suggest that they could detract some 0.5 to 1 percentage point from the 
growth that might otherwise be recorded in the March Quarter 2011.4 However, measured 
growth will be boosted by significant expenditure on repair and reconstruction works in the 
second half of 2011 and beyond. It is likely to be the case that a reshuffling in the 
composition of growth will occur over 2011 and into 2012. 
 
On the outlook for Australia’s terms of trade, a medium-term decline from current elevated 
levels is expected. Treasury expects that the decline will be gradual, albeit with potential for 
significant volatility over shorter time horizons. Treasury has forecast that the terms of trade 
will increase by 15½ per cent in 2010–11 before falling by 4½ per cent in 2011–12. A 
further discussion of issues around Australia’s terms of trade, including the budget impact, 
is discussed in further detail in Part Three. 
 
Given that the labour market is already tight and that skills shortages are emerging, the 
added requirement for reconstruction-related labour and resources in Queensland and 
Victoria will present substantial challenges for the economy. In addition, the capacity of the 
Fair Work Act to support productivity-related wage outcomes will be tested through 2011 
and into 2012 as existing Australian Workplace Agreements expire. Dealing with labour 
shortages will require a number of policy interventions including in relation to Australia’s 
skilled migration program. 
 
While there are grounds for optimism for Australia’s economic outlook, the principal risk is 
that inflationary pressures will magnify and lead to greater pressure on monetary policy. 
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PART TWO: FISCAL STRATEGY AND NEAR-TERM BUDGET PRIORITIES 

Sustained fiscal discipline is a fundamental element of macroeconomic policy to support 
growth. A strong fiscal position also provides governments with greater flexibility to act 
quickly and decisively in responding to unexpected challenges, such as the global financial 
crisis. 
 
Since 2008–09 the government has maintained a medium-term fiscal strategy to achieve 
budget surpluses on average over the cycle, and to hold taxation as a share of GDP below 
23.5 per cent. This has provided a good anchor point for budget policy. 
 
The BCA has previously endorsed the government’s deficit exit strategy predicated on a 
commitment to budget for real spending growth of less than 2 per cent in the years in which 
the economy is projected to grow at above-trend rates. 
 
Under the strategy articulated both in last year’s Budget and the Mid-Year Economic and 
Fiscal Outlook (MYEFO), the Budget is expected to be returned to surplus by 2012–13. 
 
Given Australia’s generally strong economic circumstances outlined in the previous section, 
it makes good sense to be effecting a tightening in fiscal policy as the need for stimulus to 
support overall growth has passed. 
 
Indeed, as noted by Treasury in its Incoming Government Brief, in the face of a tight labour 
market and record terms of trade, ‘tighter fiscal policy and measures to boost labour force 
participation and productivity could play a useful role in complementing monetary policy, 
reducing the size of the required increases in interest rates and the exchange rate.’5 
The BCA concurs with this view. 
 
The aftermath of the January 2011 floods and the expectation that the government will play 
a prominent role in the rebuilding effort in Queensland and Victoria will obviously have 
implications for the Budget. 
 
It is natural that every effort be made to restore the livelihoods of communities and people 
devastated by the floods as expeditiously as possible. A carefully measured response will 
mitigate against the risks of substantial price surges on materials and labour costs, and a 
crowding out of other private sector activity. The response should also be developed with 
the close involvement of affected communities. 
 
At this time it is not possible to get an accurate assessment of the full scale of the spending 
that will be required, nor is apparent how much of the reconstruction will relate to public 
infrastructure, to private infrastructure and how much is insured. In its initial response the 
government has announced that it will invest $5.6 billion in rebuilding flood-affected 
regions.6 
 
The BCA view is that the funding of reconstruction spending by governments should be 
sourced from revisions to fiscal priorities, and in particular, reduced spending on other 
programs that deliver the least value to economic and social development. 
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We acknowledge that the government intends to fund two-thirds of its initial commitment 
through savings measures. However, the BCA considers that there is scope for additional 
savings to be found in the Budget. This includes infrastructure projects that are not part of 
the flood rebuild and have not been subject to a transparent cost–benefit analysis process. 
 
This approach is preferred to raising taxes. Options to increase taxes, even through 
temporary levies, should be considered only after an exhaustive examination of potential 
savings on the expenditure side of the Budget. 
 
The crisis caused by the floods could also give cause to longer-term strategies for dealing 
with national disasters across all three tiers of government. These issues are discussed 
further below. 
 
The budget position we experience today has been substantially influenced by high 
commodity prices and record terms of trade. Commodity prices are by their nature volatile, 
and there is no guarantee that existing favourable conditions will prevail in the longer run. 
Our budget position remains highly vulnerable to any further faltering in the global 
economy. The fiscal strategy needs to be mindful of this. 
 
As the BCA has noted in previous submissions, Australia is ahead of the game when it 
comes to consideration of the long-term demographic challenges that will come with an 
ageing population. Some difficult policy decisions have already been taken, but more will 
be required if we are to get the efficient government that Australians expect. 
 
The BCA’s position is that the government should stay the course with its existing fiscal 
strategy, albeit with some modification at the margin. The aim should be the pursuit of tight 
fiscal policy to return the Budget to surplus, along with a strengthened focus on long-term 
fiscal sustainability. In this submission the BCA recommends a number of proposals aimed 
at increasing transparency around the existing fiscal framework. 
 
These and other issues are discussed further below. 

The 2 Per Cent Spending Cap 

In its Budget Submission last year the BCA called for a convincing plan to return the 
Budget to surplus through expenditure control and not through higher tax levels. We 
commended the government on its commitment to contain real spending growth to 
2 per cent per year, but also sought a clear articulation of how this cap on spending could 
be implemented and achieved. 
 
The Mid-Year Economic and Fiscal Outlook confirmed a return of the Budget to surplus in 
2012–13 and delivery of the 2 per cent spending commitment across the forward estimates 
period. 
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Table 1: Budget Aggregates: Mid-Year Economic and Fiscal Outlook 
 

 2010–11 2011–12 2012–13 2013–14 
     
Receipts 313.2 348.2 376.7 392.2 
     
Payments 351.7 357.7 370.8 386.1 
     
Real Growth (%) 1.5% -1.1% 1.0% 1.6% 
     
Budget Balance -41.6 -12.3 3.1 3.3 

 
Source: Mid-Year Economic and Fiscal Outlook, 2010–11 
 
It was an encouraging development that the government was able to offset new spending 
including that associated with election commitments. 
 
That said, the Incoming Government Brief prepared by the Department of Finance and 
Deregulation highlighted that there will be further challenges ahead, noting that ‘continuing 
to achieve the 2 per cent real spending target will become more challenging once stimulus 
spending is fully withdrawn in 2013–14. Based on historical real growth rates of spending of 
around 3.2 per cent per annum and assuming no net spending decisions, the government 
may need to find [significant] net savings in 2014–15 to meet this target.’7 

Budgeting for Future Catastrophes 

The floods in Queensland, northern New South Wales and Victoria are the most recent of a 
series of natural disasters that have seriously affected Australia. These natural disasters 
include the Victorian bushfires in 2009, the 1989 Newcastle earthquake, Cyclone Tracy and 
Cyclone Larry. In each case substantial damage was incurred by the communities affected 
and considerable financial assistance from government was required for rebuilding efforts. 
 
A study undertaken by the Bureau of Transport Economics in 2001 estimates the average 
annualised cost of natural disasters between 1967 and 1999 was around $1.1 billion. It was 
also found that there were 265 natural disasters that had costs of more than $10 million 
during this period.8 
 
While some of the losses caused by natural disasters will be covered by private insurance, 
the federal government will continue to be expected to provide disaster relief in such 
situations. 
 
At present, Natural Disaster Relief and Recovery Arrangements are administered by the 
Commonwealth and include the provision of financial assistance to eligible Australian 
states and territories following natural disasters. These arrangements stipulate that the 
federal government will reimburse 50 per cent of eligible state expenditure on personal 
hardship and distress insurance and may provide between 50 per cent and 75 per cent of 
eligible costs for the restoration of public infrastructure and other forms of assistance 
including loan subsidies for primary producers. 
 
Given the unpredictability of natural disaster events, one option would be to investigate the 
establishment at a national level of a Natural Disaster Fund to assist in the budgeting of 
future catastrophes. This is consistent with the theme of this submission on the need for a 
disciplined, long-term approach to budget management. 



21 
Business Council of Australia 
ABN 75 008 483 216 

Such a fund was included as a recommendation in the report of the United States 
President’s National Commission on Fiscal Responsibility and Reform.9 The commission 
noted that federal budgets rarely set aside adequate resources in anticipation of such 
disasters and instead rely on emergency supplemental funding requests. 
 
The establishment of a designated Natural Disaster Fund in Australia could explicitly set 
aside funds for disaster relief and establish stricter parameters for the use of such funds. It 
is acknowledged that the Budget already contains provisions for natural disaster relief and 
as well as a Contingency Reserve for future events and pressures that are reasonably 
expected to affect the budget estimates. At present some $80 million per year is included 
for natural disaster relief along with $16.9 billion in the Contingency Reserve over the 
forward estimates period.10 
 
Nonetheless, the design and governing arrangements for a new Disaster Fund Budget 
Authority is an idea that warrants further consideration. As well as taking account of 
existing budget provisioning, it will be critical that any new arrangements are structured in a 
way that does not reduce the incentive for the take-up of insurance with private insurance 
providers (with the government substituting ‘free insurance’ as an underwriter at large). It 
should also not diminish incentives for state governments to undertake appropriate 
planning and risk management, particularly when making infrastructure investment 
decisions. 
 
The Productivity Commission could sensibly be tasked with preparing advice on the merits 
of this proposal, including an assessment of the costs and benefits and how such an 
arrangement might be best funded. It is essential that consideration of this option be 
undertaken in close consultation with the insurance industry. 
 
The Productivity Commission could draw on its 2009 experience in assessing government 
drought support programs (which considered the moral hazard problem) and also the 
circumstances surrounding the establishment in 2003 of a new government-backed 
reinsurance scheme arrangement for losses arising from a declared terrorist incident. 

Renewed Funding and a Refreshed Mandate for Infrastructure Australia 

Australia’s infrastructure quality and capacity will play a critical role in supporting economic 
growth and higher future living standards for a substantially larger population. 
 
The BCA maintains that this can best be achieved through all governments committing to 
infrastructure policy settings that lead to: 
• Enhanced market structures through regulatory and pricing reforms that will help to 

ensure we make better use of existing infrastructure and alleviate constraints and 
under-investment, not least by reducing distortions around private investment decisions. 

• Rigorous and strategic coordination of infrastructure planning, ensuring Australia’s 
infrastructure investment is directed to where it best supports economic and population 
growth without compromising social and environmental objectives. 
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Infrastructure Australia has made a number of positive contributions to infrastructure policy 
since being established in 2008. It has set out priority project lists to guide national funding 
decisions, established a common set of public–private partnership guidelines, and 
progressed the development of a national freight network plan and ports strategies. 
 
In doing so, it has played an important role in highlighting deficiencies in Australia’s 
infrastructure provision and pointed to the tasks required to improve infrastructure in 
Australia. 
 
When established, the government committed to $20 million of funding over four years to 
Infrastructure Australia (including $6.5 million in 2010–11). Its funding is to be reviewed in 
the 2011–12 Budget. 
 
The BCA supports continued funding for Infrastructure Australia and recommends that its 
role be clarified and enhanced in the following ways: 
 
1. Reinforce Infrastructure Australia’s role to advise government on the reforms needed to 

drive efficient and effective use of private investment in infrastructure as well as its 
function to set out a list of priority projects for public investment. 

2. Strengthen Infrastructure Australia’s role by giving it the independence and resourcing it 
needs to conduct cost–benefit analysis of all projects of national significance and to 
decide when and where it publishes those assessments. 

3. Infrastructure Australia’s infrastructure audit function should be located in the 
Productivity Commission. We believe this is necessary to avoid the potential for conflict 
from Infrastructure Australia advising on infrastructure reforms and also assessing 
infrastructure performance resulting from those reforms. 

4. Infrastructure Australia should help governments set target service levels in all 
infrastructure sectors, for example, performance levels for metropolitan rail networks, 
road congestion, and port efficiency. The Productivity Commission could then monitor 
performance against these service levels. Infrastructure Australia should also advise on 
the infrastructure service levels to be included in project funding agreements between 
the Commonwealth and state and territory governments. 

5. Infrastructure Australia should regularly review and report publicly on the alignment of 
Commonwealth infrastructure funding programs and policy reforms with Infrastructure 
Australia’s infrastructure priority lists. 

Infrastructure Australia is now building a useful body of advice on national infrastructure 
priorities that should guide future implementation of infrastructure policy in Australia. In 
drawing upon advice from Infrastructure Australia and other economic advisers, 
governments should set policies to achieve sufficient investment in the economic 
infrastructure projects that will best support sustainable growth as Australia’s population 
and economy continue to grow. 
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With the Building Australia Fund now fully allocated and the 2 per cent real expenditure 
growth cap in place there is now limited scope for extra federal funding of projects on 
Infrastructure Australia’s priority list. 
 
Concerns about sufficient spending on infrastructure have been alleviated to some extent in 
recent years and a number of projects are underway. As the BCA’s 2009 Groundwork for 
Growth report showed, spending on economic infrastructure has increased, reflecting 
higher levels of investment by private and public corporations as they respond to 
favourable economic conditions, as well as increased spending by governments seeking to 
both raise Australia’s productive capacity and stimulate the economy. 
 
The question for governments is now whether we are currently investing in the right 
projects. Decisions by governments to select infrastructure projects for funding and 
implementation must be accompanied by a cost–benefit analysis to ensure that scarce 
economic resources are being diverted to their most productive use. The purpose of 
Infrastructure Australia’s infrastructure priority list is to provide a ready list of projects that 
have passed the net benefit test. 
 
We need governments to maintain their commitment to fund important economic 
infrastructure. However, the current shortage of funds and labour required in our growing 
export sectors and to support rebuilding efforts from flood damage in the eastern states 
means that spending on infrastructure for the purpose of stimulating the economy alone is 
no longer necessary. Any infrastructure project that is currently being supported by 
government but which has not been demonstrated to provide a net benefit to the Australian 
economy should be strongly reconsidered. The largest of these projects is the National 
Broadband Network. 
 
The costs of poor infrastructure decisions are not always immediately apparent but become 
evident over time. Projects with low or negative economic and social returns effectively hold 
back the growth of the economy and ultimately act to lower living standards. 
 
To best deal with the long-term growth challenges ahead the BCA recommends the 
development of a coherent and comprehensive ‘national infrastructure plan’ that will 
translate the large body of policy advice provided by Infrastructure Australia and others into 
an actionable plan that prioritises policy reforms and projects for implementation. Such a 
plan would be led by the Commonwealth but would require the involvement and support of 
all governments through agreement at the Council of Australian Governments (COAG). It 
would require all governments to commit to a growth ambition for Australia and to commit 
to plan and invest for growth. 
 
One of the priorities of the plan should be to implement policy frameworks that leverage 
private funds by encouraging private businesses to invest in infrastructure. This can be 
achieved through pursuing infrastructure pricing reforms to better reflect costs and in 
making planning regimes more efficient and certain. Public–private partnerships (PPPs) are 
well-understood arrangements for transferring construction and operational risks to private 
partners while government retains regulatory and demand risk. 
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Strict observance of competitive neutrality by government businesses and public reporting 
will also help to encourage private investment by creating a level playing field for all 
investors. The timeliness of reporting of competitive neutrality compliance has slipped in 
recent years and warrants improvement. 
 
Adopting the right strategies for the future through a national infrastructure plan will give us 
the best chance to support the growth in our economy through efficient investment in 
economic infrastructure. 

Addressing Near-term Labour Shortages 

The ongoing demand for labour and skills cannot be underestimated, and tight labour 
markets and emerging skills shortages will present major challenges for policymakers. 
 
Expected strong investment in resources projects will, for example, have significant 
consequences for the demand for skilled workers over the next few years. According to the 
National Resources Sector Taskforce Report, the number of construction jobs on new 
projects could peak at 45,000 in 2012 and 2013.11 Employment growth in mining operations 
of almost 5 per cent is expected over the next five years with some 60,000 new jobs 
created by 2015. The report also suggests that there could be a shortage of skilled 
tradespeople in the resources sector of around 36,000 by 2015 and notes that even if these 
workers are recruited from other sectors, there will be shortages in those industries. 
 
Reflecting this, the BCA considers there is a need for policy interventions at several levels. 
 
Firstly, there is a need to continue to provide flexible and high-quality training opportunities 
for those leaving school and those seeking retraining to enter areas of employment growth. 
 
This should involve extending demand-driven arrangements for the funding and allocation 
of places within the apprenticeship training system. There would also be merit in further 
developing more flexible ways to commence and complete workplace and institutional 
training components of trade apprenticeships. 
 
At the same time, efforts must be made to strengthen the quality of the training and higher 
education sectors through better information on the quality of learning outcomes, and 
improvements to the quality of teaching and assessment capabilities. 
 
It is also the case that permanent and temporary skilled migration has made a significant 
contribution to the supply of skilled workers. The BCA believes that it is important for the 
Budget to include a clear commitment to policies that will support appropriate levels of 
skilled migration. 
 
A discussion of longer-term migration issues is contained in Part Four. While recognising 
that the broader issue of population growth is not without challenges, the BCA nonetheless 
supports the 2011–12 Budget including a clear commitment to policies that will support net 
overseas migration of 180,000 per year throughout the forward estimates period and 
beyond. 
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In addition, the BCA contends that temporary migration will be required to play an important 
role as a source of certain skilled workers for many of Australia’s greenfield resource 
projects. 
 
The existing Subclass 457 visa program is an uncapped temporary visa program driven by 
employer demand for skilled workers. It allows employers to sponsor overseas workers to 
fill skilled vacancies in identified occupations for up to four years. In recent times, many 
companies have raised concerns about the cost and processing times associated with the 
457 visa program. 
 
The BCA endorses the recommendation of the National Resources Sector Employment 
Taskforce around improved arrangements (including information and support available) 
from the Department of Immigration and Citizenship for employers wishing to use the 
Subclass 457 visa program. We note and acknowledge the recent announcement by the 
Prime Minister to implement new arrangements along these lines for Queensland flood-
related work and would urge the government to expand on this commitment for the wider 
economy. 
 
The taskforce also highlighted the availability of ‘Labour Agreements’ between the 
Australian Government and an employer which allows the employer to bring in skilled 
workers to Australia on either a temporary or permanent visa. While such agreements 
provide an opportunity for engagement with the government to identify the best migration 
options for meeting particular skill needs they appear to have been underutilised by the 
resources sector. 
 
The BCA supports the taskforce’s recommendation that a special form of Labour 
Agreement – Enterprise Migration Agreements – be introduced for mega resources 
projects. These agreements would provide streamlined access to migration for large 
resource projects, pre-qualifying employers and reducing negotiation timeframes. Their 
introduction has the potential to create greater efficiency and certainty to project 
proponents during the critical construction phase. 
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PART THREE: SENSITIVITY OF THE BUDGET TO COMMODITY PRICES 

A major structural change that has occurred in recent times relates to the fundamental 
driver of Australia’s budget position. As noted by Access Economics, for many years the 
unemployment rate was the best proxy for the underlying health of the Budget. This is no 
longer the case, with coal and iron ore prices now seemingly the main determinant of the 
budget position.12 
 
A fundamental issue for this year’s Budget and indeed in the years ahead is whether the 
recent surge in commodity prices and the terms of trade will be sustained. 
 
In both the MYEFO and last year’s Budget, Treasury highlighted the strong prospects for 
resource-intensive growth in emerging Asia, particularly China and India for many years to 
come. As such, it considers there are reasonable grounds to believe that the terms of trade 
and mineral resource prices will be sustained at high levels for some time. 
 
Figure 8: Terms of Trade 
Index 
 

 
 
Source: ABS, Australian National Accounts: National Income, Expenditure and Product, Catalogue No. 5206.0, 
September 2010 
 
A recent study by McKay et al. provides an analysis of China’s future path of demand for 
steel and other ferrous metals.13 This study found that China’s steel intensity will likely peak 
in around 2024 and at that time China’s steel demand per capita is expected to be between 
700 and 800 kilograms. 
 
Such strong demand can be expected to be met by an increase in the global supply of iron 
ore and coal. Treasury has recognised this and notes that the medium-term outlook for 
Australia’s terms of trade will decline. However, it believes the medium-term decline will be 
gradual, albeit with potential for significant volatility over shorter time horizons. 
 
As noted earlier, Treasury’s central forecast is that the terms of trade will increase by 
15½ per cent in 2010–11 before falling by 4½ per cent in 2011–12. The projections 
included in last year’s budget paper suggest that the terms of trade will gradually return to 
its 2009 level by around 2021. 
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While there are strong grounds for thinking that commodity prices will remain high, this is 
by no means assured and a case can be made against a permanently higher terms of 
trade. 
 
Work commissioned by the BCA from Access Economics demonstrates that while there 
has been an impressive surge in commodity prices over the past decade, the longer term 
has been characterised by a marked downward trend in relative minerals prices. Moreover, 
Access Economics cites Consensus Economics forecasts which project over the long term 
a near halving in real iron ore prices and a 38 per cent fall for coking coal prices in real 
terms. 
 
Access Economics maintains a view that commodity price surges tend to be temporary 
rather than permanent, however, it notes that there are few certainties and the range of 
possible outcomes is wide. 
 

Exhibit 1: Policy Response on the Terms of Trade 
Sentiment is growing in many quarters, including from the Treasury and the 
Reserve Bank, that the present resources boom may be prolonged. This has 
implications for the policy response. 
 
Australia’s overriding economic challenge is to enhance our productive capacity 
– to improve the supply side of the economy to make it more flexible and better 
able to respond to the various challenges that will emerge. 
 
The BCA position is that having this flexibility is fundamental to ensuring that 
structural adjustments can occur in the face of a sustained resources boom. We 
need to ensure that the economy is able to operate in a way that allows factors 
of production to flow to their most productive use. 
 
The author Alan Beattie has highlighted that the best response to a resources 
boom is to ensure that the receipts from the boom “are where possible, spent on 
making the rest of the economy more competitive. Rather than handing out 
permanent subsidies to offset the effect on the exchange rate from the mineral 
exports, a more sensible route is to improve infrastructure, education and 
overall productive capacity.”14 
 
The BCA has in recent years argued strongly in favour of policies that enhance 
Australia’s productive capacity. This includes policy reforms such as tax reform 
that maintains Australia’s international competitiveness and helps support all 
sectors to grow, and other structural reforms that lead to more responsive and 
better-planned skills training as well as reforms to enhance Australia’s economic 
infrastructure. 
 
In terms of sensibly handling the proceeds of a resources boom, the concept of 
a stabilisation fund is one mechanism available. The Reserve Bank Governor 
Glenn Stevens acknowledged that establishing such a stabilisation fund in 
Australia is an option that could be considered in the future. However, he noted 
that this would involve some significant issues – around governance and asset 
management – and addressing them would not be straightforward. 
 
While not proposing the consideration of a stabilisation fund for this Budget, the 
BCA believes the matter warrants detailed consideration in future. 
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In responding to the 2010–11 Budget, the BCA highlighted a key risk that the Budget had 
become significantly more exposed to movements in commodity prices.  
 
This point was acknowledged in the MYEFO. “The historically high terms of trade and 
growth in the mining sector as a share of the economy have meant that the Budget is more 
sensitive to developments in commodity and currency markets than in the past. Given the 
continuing uncertainty around the growth prospects for many of the world’s major 
economies, this is a potential source of volatility for budget estimates.”15 
 
Reflecting this, the MYEFO contained a sensitivity analysis which provided an explicit 
consideration of the effects on the Budget of a weakening in commodity prices. Access 
Economics has noted that this analysis has several drawbacks including the relatively small 
size of the shock modelled (a 1 per cent fall in nominal GDP associated with an estimated 
4 per cent fall in the terms of trade) and the fact that the estimates are only presented out 
to the year 2011–12 (i.e. the years prior to the proposed introduction of the Minerals 
Resource Rent Tax and the expanded Petroleum Resource Rent Tax). 
 
Given the central importance of commodity prices to the Budget, the BCA commissioned 
Access Economics to prepare a report assessing the risks to the Budget from the economy 
and movements in the terms of trade. 
 
Analysis was provided on three scenarios. 
• The first scenario sought to replicate Treasury’s sensitivity analysis (i.e. of a 1 per cent 

fall in nominal GDP associated with an approximate 4 per cent fall in the terms of trade) 
but extended the analysis out to include the years 2012–13 and 2013–14. 

• The second scenario modelled a real economy (or cyclical slowdown) with a view to 
estimating the effects on the Budget out to 2013–14. 

• The third scenario modelled the effects on the Budget of a more significant commodity 
price slowdown involving a 17 per cent drop in the terms of trade (which would still 
leave them one-third higher than their average over the past 50 years). 

 
The estimated sensitivity of the Budget to these scenarios for the next four years are 
outlined in the chart below. 
 
Figure 9: Budget Sensitivity Analysis 
 

 
 
Source: Access Economics, ‘How at Risk Is the Budget to the Economy?’, January 2011 
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This analysis highlights that a Budget shortfall of between $7½ billion and $36 billion could 
eventuate by 2013–14 should commodity prices soften. This has quite profound 
implications and reinforces the claim that the Budget is more vulnerable now than it ever 
has been before. 
 
While Access Economics acknowledges that Australia’s terms of trade are likely to stay 
high in the short term, the range of plausible risks is quite high. Other things being equal, 
this suggests a clear case for caution on budget settings. 
 
Given the fundamental importance of this issue, the BCA recommends that detailed 
sensitivity analysis of the type prepared by Access Economics be included as a matter of 
course in all future budget documentation. In following this course, the transparency of the 
Budget will be improved and such an arrangement should contribute to better overall fiscal 
management. 
 
A complete copy of the Access Economics study prepared for the BCA is included at 
Appendix One. 
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PART FOUR: LONGER-TERM FISCAL STRATEGY 

The Long-term Challenges Remain 

In addition to the medium-term challenge of constraining expenditure growth, contributing 
to the rebuilding task and returning the Budget to surplus, planning for the future must 
involve policy foresight to deal with looming long-term challenges. 
 
Since the BCA’s 2010–11 Budget Submission, the government released its third 
Intergenerational Report (IGR) and the Treasury and Finance departments have both 
emphasised (in their Incoming Government Briefs) the long-term fiscal and economic 
challenges emerging from the IGR’s most recent projections. 
 
Constraining spending growth to real growth of 2 per cent in years when the economy is 
growing above trend until the Budget is in surplus will deliver a permanent structural 
improvement in spending. This improvement was estimated in the IGR to be equivalent to 
around 1 percentage point of GDP from 2015–16. 
 
However, as the Department of Finance and Deregulation has noted, continuing to achieve 
this spending growth target in the longer term will be challenging and a substantial program 
of structural and other savings will be required. It also suggests that more fundamental 
questions need to be asked when addressing future spending pressures, including whether 
the funding burden should shift from subsidies funded by taxpayers to a greater focus on 
an individual’s capacity to pay. 

Highlights of the 2010 Intergenerational Report 

The 2010 IGR projects a slightly more gradual ageing of the population than previous 
reports but still reinforces the findings of past reports and the broad magnitude of the 
challenge that lies ahead. 
 
The ageing population will have a significant impact on economic growth and the fiscal 
position in absence of appropriate policy responses. The next 40 years are projected to see 
economic growth fall to 2.7 per cent annually, compared with real growth in GDP of 3.3 per 
cent in the past 40 years. 
 
Figure 10: Average Annual Growth Projections 
 

 
 
Source: Intergenerational Report 2010 
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Two-thirds of the projected increase in spending over the next 40 years is related to health, 
and Commonwealth spending on health alone is projected to increase fivefold over the next 
40 years from around $50 billion to $250 billion.16 Around half of this increase can be 
explained by the seven-fold increase in people over the age of 65 and their increased 
health spending profile (see Figure 11). However, it is also important to recognise that the 
other half of this increase can be attributed to the rise in expenditures for those under 65, 
reflecting the role of non-demographic factors such as excess health price inflation. 
 
Figure 11: Health Spending Profile By Age, 2008 
Index 
 

 
 
Source: Intergenerational Report 2010 
(Note – Weighted average of all people equals 1) 
 
The other primary spending pressures come from the aged pension, which is projected to 
rise from 2.7 per cent of GDP in 2009–10 to 3.9 per cent in 2049–50, along with aged care, 
which is projected to rise from 0.8 per cent of GDP to 1.8 per cent of GDP. 

Addressing the Challenges 

If we are prepared to take the necessary steps now, the task of addressing the long-term 
challenges will be less drastic – and policy interventions less costly – than in the future. 
 
While Australia’s public finances are much healthier than those of most other developed 
nations, we nonetheless need to be attuned to some of the lessons arising from the 
European debt crisis. Simply put, countries need to begin addressing underlying long-term 
structural issues before they become intractable. 
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‘… vulnerabilities can remain latent for a long time, then materialise very rapidly 
… It follows that potential vulnerabilities need to be addressed in good times, 
even when markets are not signalling unease, because by the time markets 
take notice and start responding seriously – which will usually be in bad times – 
the problem may have become pretty big.’ 
 
G. Stevens, ‘Recent Developments’, Address to Western Sydney Business Connection, 
9 June 2010 

 

Enhancing Productivity: Tax Reform for the Long Term 

Lifting productivity will be the key determinant of living standards in the future. The BCA 
has continued to highlight the critical importance of reforming the tax system as a key to 
boosting Australia’s long-term economic performance. Tax reforms that reduce and remove 
taxes that distort individuals and firms’ incentives to invest, work, save and engage in 
innovation will have substantial productivity payoffs in the long term. 
 
Globally, governments are recognising the critical role of tax reform in growing their 
economies and moving away from the most distortionary taxes that impact on incentives to 
work, save, invest and innovate. The Federal Reserve Chairman recently nominated tax 
reform as the most effective proposal for making the US economy grow.17 
 
Tax reform should of course be undertaken within an integrated long-term fiscal policy 
framework. The tax system should also be flexible enough to meet future government 
funding needs and be capable of responding to changing international developments. 
 
The Henry tax review has provided clear principles and sensible proposals and the 
upcoming tax forum will provide an opportunity to set out a credible long-term reform path. 
 
While there is no doubt that progressing tax reform is one of the most difficult areas of 
public policy reform, there have over the past year been several examples of countries 
succeeding in effecting meaningful reform. The recent experience of other jurisdictions in 
tax reform is outlined below. 
 

Exhibit 2: Taxation Reform in Other Jurisdictions 
In Australia, the Henry review’s recommendations provide a strong foundation 
for future tax reform. The upcoming tax forum should provide the opportunity for 
the government to discuss these recommendations with the community and 
build support for a long-term tax reform plan. Recent tax reforms in 
New Zealand and the United Kingdom highlight what is achievable. 
 
NEW ZEALAND 

In early 2009, the New Zealand Treasury coordinated a working group of private 
sector and academic experts to provide a forum for informed discussion of 
medium-term tax policy to feed into advice to ministers and wider public debates 
on tax policy. The working group held several meetings throughout the year to 
discuss various aspects of the tax system, publishing a series of papers of 
records of its meetings. These meetings stopped short of making formal 
recommendations but provided guidance on policies that should be ‘given 
further consideration’ or where further work should be undertaken by officials. 
 
The working group then convened a conference at the end of 2009, providing 
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the opportunity to discuss its findings so far with a much broader audience 
before finalising its report in early 2010. 
 
In the event the government agreed with the tax working group’s broad direction 
of shifting the tax burden to less mobile and less growth-damaging bases to 
support economic growth. 
 
In its 2010 Budget, the New Zealand Government moved to implement from 
1 October the working group’s recommendations by: 
• reducing all personal income tax rates 
• increasing its goods and services tax to 15 per cent 
• reducing the company tax rate from 30 to 28 per cent 
• reducing tax rates for savings vehicles in line with company tax rate 
• broadening the tax base to make effective tax rates more uniform across 

the sectors. 
 
UNITED KINGDOM 

The UK has also taken steps recently to make its tax system more competitive. 
Reforms include reducing the corporate tax rate from 28 to 24 per cent over the 
next four years and the small profits rate from 21 to 20 per cent in 2011. 
 
The UK Government as part of its austerity budget also increased the rate of 
Value Added Tax from 17.5 per cent to 20 per cent, citing this decision as the 
most effective means of increasing tax revenue without damaging 
competitiveness or incentives to work. 
 
In addition to these immediate steps, the government has published a Corporate 
Tax Road Map, which it is using as a basis for consultation with business on 
future reforms, including reforming the very manner in which tax policy is 
developed to provide predictability and stability for business. 
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Participation 

As noted previously, a corollary of strong employment growth has been that skill shortages 
have emerged in Australia. Over the longer term, Skills Australia has projected a mismatch 
between expected strong labour demand and constraints in labour supply with 9.3 million 
job openings over the next 15 years.18 These projections underline not only a need to 
improve our training systems, but also the need to address the projected decline of 
workforce participation over coming decades. 
 
Australia’s participation rate reached a record high towards the end of 2010, however, 
considerable scope exists in particular demographic cohorts to boost participation. 
Figures 12 and 13 demonstrate that while Australia’s participation rates for the mature aged 
and for women aged 25 to 34 are above the OECD average and trending upwards, they 
are still considerably lower than other industrialised countries. 
 
Improving participation rates in these demographic cohorts could have a significant impact 
on Australia’s future growth prospects. For example, the IGR projects that if mature age 
participation rates were to increase from below 60 per cent today to 67 per cent by 2049–
50, then real GDP per capita would be 2.4 per cent higher in 2049–50. 
 
Figure 12: Participation Rates for Persons Aged 55–64 
 

 
 
Source: OECD Statistics Portal 
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Figure 13: Participation Rates for Women Aged 25–34 
 

 
 
Source: OECD Statistics Portal 
 
Improving incentives for participation through the reduction of high effective marginal tax 
rates for the worst-impacted groups must also be a fundamental feature of strategies to 
boost participation. In addition, the ongoing growth of transfers such as the Disability 
Support Pension (which represents the government’s fifth largest spending program) has 
been widely acknowledged as unsustainable both fiscally and in terms of its impact on the 
incentives for workforce participation. 
 
The Henry tax review has provided a number of proposals to address weaknesses in the 
transfer system. 
 
Labour market regulations that provide businesses with the flexibility to adapt and 
accommodate Australia’s changing demographics in workplaces will also be a critical 
underpinning for increased participation. 

Population 

Skilled migration and population growth have been important components of Australia’s 
strong economic performance. Ours is a growth economy that is strongly interlinked with 
the rapidly developing countries in the Asia–Pacific region. 
 
The size and mix of Australia’s population are therefore highly important considerations in 
sustaining economic growth and managing the Budget. Australia’s sound prospects for 
growth mean we face a period of high labour demand at a time when we can also expect 
large-scale retirements due to an ageing workforce. Our economy also increasingly 
benefits from transient flows of people who come here for defined periods of time to work, 
study and to consume services like education and tourism. 
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We will need to grow our workforce to address the looming mismatch between labour 
demand and supply. Achieving this is essential for sustaining the Australian economic 
model where output and employment rely heavily on high levels of business investment 
and that are funded to a considerable extent by our current account deficit and net foreign 
debt. 
 
The IGR showed how important migration will be for Australia’s future economic growth and 
for the sustainability of the Budget. The IGR projects Net Overseas Migration will be 
180,000 per annum over the next 40 years leading to a total population of 36 million by 
2050. 
 
Even assuming net migration of 180,000, ageing will cause annual GDP per capita growth 
to fall to 1.5 per cent per annum, down from 1.9 per cent recorded over the past 40 years. 
Levels of net migration below 180,000 result in lower GDP per capita outcomes and a 
worsening of the budget position as the decline in the proportion of the population that is of 
working age reduces the revenue base at a time when the costs of health and aged care 
are expected to rise significantly. 
 
The argument for maintaining positive Net Overseas Migration is supported by modelling 
undertaken for the Department of Immigration and Citizenship which suggests an optimal 
level of Net Overseas Migration in terms of GDP per capita is between 160,000 and 
210,000 per annum over the next 40 years. An average Net Overseas Migration of 180,000 
delivers GDP per capita growth that is ten percentage points higher than under a zero net 
migration scenario by 2050.19 
 
While the government stresses the 180,000 Net Overseas Migration figure in the IGR is not 
a target, it is a good guide for setting the parameters of Australia’s migration programs in 
order to optimise our growth prospects in a sustainable way. 
 
After a period when our political leaders have cast doubt on the future growth of Australia’s 
population, it is now time to explain the merits of population growth for Australia in the 
years ahead. The BCA supports the 2011–12 Budget including a clear commitment to 
policies that will support Net Overseas Migration of 180,000 throughout the forward 
estimates and beyond. 
 
In setting this benchmark, exceptions may need to be made to accommodate long-term 
temporary migration that supports the growth of Australia’s services exports and which is 
necessary to fill short-term labour needs such as through the allocation of 457 visas. 
 
Population growth is not without its challenges. We will need to do better to manage the 
impact on our cities and lessen the costs of congestion and environmental impact, but it is 
an essential part of Australia’s future prosperity and successful fiscal management. 
 
Community concerns about the impact of poorly managed growth led the government to 
commit to developing Australia’s first population strategy. The BCA will be making a 
submission to the population strategy that argues why well-managed population growth is 
the best strategic option for Australia through the first half of the 21st century. 
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Fiscal Sustainability 

Policies targeted at building the productive capacity of the economy will need to be 
complemented by disciplined fiscal strategy over the longer term. 
 
In the United States, President Obama took the significant step of establishing a bipartisan 
commission to identify savings in the budget. While the US finds itself in more challenging 
economic and fiscal circumstances than Australia, their National Commission on Fiscal 
Responsibility and Reform is nonetheless a useful example of the pivotal role that 
institutional reforms can play in increasing the accountability and transparency of 
government finances and addressing difficult or previously ‘off-limits’ elements of the 
Budget. Exhibit 3 provides details of the commission’s recently released proposals. 
 
The BCA believes the government’s longer-term fiscal strategy would be most effectively 
bolstered by the establishment of an independent Commission of Budget Integrity. In this 
context and in parallel with the inquiry into the Parliamentary Budget Office, the BCA has 
commissioned work and considered in detail the most beneficial functions that such a 
commission might undertake and the most appropriate form for effectively performing these 
functions. Part Five outlines the findings of the work undertaken and the BCA’s 
recommendations in this regard. 
 

Exhibit 3: National Commission on Fiscal Responsibility and Reform 
The National Commission on Fiscal Responsibility and Reform was established 
by the US President in early 2010 to develop a bipartisan proposal to address 
the nation’s fiscal challenges in this decade and beyond. The commission was 
established amid dire fiscal forecasts from the Congressional Budget Office that 
by 2025, US government revenue would only be able to finance interest 
payments, Medicare, Medicaid and Social Security. 
 
In December 2010, the commission delivered a six-part plan to put the US back 
on a more sustainable fiscal path: 
1. Discretionary Spending Cuts including strong spending caps for 

Congress and arduous processes for approval of spending over these 
levels as well as cutting low-priority programs and streamlining government 
operations. 

2. Comprehensive Tax Reform including sharply reducing rates, broadening 
the base, simplifying the tax code and reducing the $1.1 trillion of tax 
expenditures which the report refers to as “another name for spending 
through the tax code”. 

3. Health Care Cost Containment including overhauling existing savings 
programs that would not genuinely meet their targets. 

4. Mandatory Savings including by modernising military and civil service 
retirement arrangements and placing the Pension Benefit Guarantee 
Corporation on a more sustainable path. 

5. Social Security Reforms directed at reforming the system for its own 
efficiency and better outcomes rather than for deficit reduction per se. 

6. Process changes to provide greater transparency and accuracy around 
key fiscal measures. 
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The commission’s proposals are estimated to achieve nearly $4 trillion in deficit 
reduction by 2020 and reduce the deficit to 2.3 per cent of GDP from its 2010 
level of almost 9 per cent of GDP. Some of the more notable proposals in the 
commission’s report include: 
• Opening up security and defence spending to increased scrutiny and 

spending cuts, areas which have been effectively quarantined in previous 
budgets. 

• Recognising that ‘any given disaster may itself be unpredictable, but the 
need to pay for some level of disaster relief is not’ and explicitly setting 
aside disaster funding equivalent to the rolling average of disaster spending 
in the previous 10 years in the Budget. 

• Removing loopholes in which Congress uses emergency designation to 
overcome fiscal restraints to pass spending proposals. 

• Reducing Congress and White House budgets by 15 per cent. 
• Applying innovations and cost-saving techniques from the private sector to 

government programs. 
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PART FIVE: AN INDEPENDENT COMMISSION OF BUDGET INTEGRITY 

Background 

In light of the significant budgetary challenges which lie ahead, a good case can be made 
to effect further institutional reforms that will help drive long-term fiscal sustainability 
through increased transparency and accountability. 
 
The BCA has for some time been calling on the government to subject the Budget and its 
spending programs to greater independent scrutiny. In the past, the BCA has promoted the 
need for all federal budget expenditure and revenue policies to be reviewed on a five-yearly 
cycle. 
 
The establishment of a permanent independent fiscal authority would allow for government 
activities and public sector performance to be assessed independently and objectively. It 
would allow the community to consider whether programs are meeting their objectives and 
delivering value for money, and whether ongoing government involvement in particular 
areas is even appropriate. 
 
The Agreement for a Better Parliament reached between the government and the 
Independents provided a commitment to establish a Parliamentary Budget Office based in 
the Parliamentary Library. Its role is expected to include the provision of independent 
costings, fiscal analysis and research to all members of parliament, especially non-
government members. 
 
The BCA sees the proposal to establish a Parliamentary Budget Office as a positive step 
but considers that there is a case to go much further and establish a permanent 
independent Commission of Budget Integrity. 
 
The BCA envisages that such a commission could make a constructive contribution to long-
term policy by: 
• enhancing government accountability for the efficiency and effectiveness of federal 

spending programs 
• identifying opportunities for improving the effectiveness of government spending 
• enhancing the credibility and transparency of budget estimates. 
 
To assist in considering issues around a new independent fiscal authority, the BCA 
commissioned a former senior Department of Finance official Stephen Bartos, now with the 
Sapere Research Group, to prepare an options paper. This paper included consideration of 
the scope of work the commission could undertake and appropriate governance 
arrangements dealing with its independence and operations. A discussion drawing on 
aspects of the Sapere report is outlined below, while a full copy of the options paper 
prepared is included at Appendix Two. 
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The Case for an Independent Fiscal Authority 

One of the factors contributing to a country’s economic performance is the role played by 
institutions devoted to scrutiny, oversight and advice, both inside and outside government. 
There is a clear link between the strength and independence of economic institutions and 
national wellbeing. 
 
Independent institutions – such as the Reserve Bank of Australia, the Productivity 
Commission and the Australian National Audit Office – contribute to Australia’s economic 
performance through enhanced scrutiny, oversight and advice, both inside and outside 
government. These institutions contribute to good policy governance at a national level and 
help contribute to public trust and confidence. 
 
Fiscal policy has no equivalent institution, and while the advice of agencies like Treasury 
and Finance is independent, generally robust and well regarded, the advice provided on 
fiscal policy by these agencies is for the most part confidential and it is not possible to 
determine the extent to which the government of the day has or has not followed that 
advice. 
 
The OECD has recently confirmed the usefulness of independent fiscal bodies for 
economic performance, albeit cautioning that they are not in themselves sufficient to 
guarantee success and need to be complemented by political commitment to achieving 
medium-term fiscal goals. 
 
More recently, comments from the Department of Finance and Deregulation’s Incoming 
Government Brief highlight the need to prevent complacency and take significant steps to 
promote greater transparency and accountability of government finances. 
 

‘Australia has a strong record of budgetary reform. The shift to accrual 
budgeting in 1999–2000 allowed for an increased focus on the full costs of 
government’s policies and the long-term fiscal sustainability of the 
Commonwealth. To maintain Australia’s strong economic and fiscal position, 
further steps should be taken to enhance transparency and accountability of 
government finances. The Global Financial Crisis and sovereign debt concerns 
in other countries provides a salutary lesson for strong public sector financial 
management.’ 
 
Department of Finance and Deregulation, Incoming Government Brief, 10 September 
2010 

 
Although Australia has developed a strong reputation for the transparency of its budget 
documentation, there is no institutionalised independent external assurance or 
interpretation of the ‘official’ view of the Budget and government finances. 
 
The further consolidation of a robust long-term fiscal strategy would, in the BCA’s view, be 
bolstered through inclusion in the institutional framework of an independent Commission of 
Budget Integrity. 
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Possible Functions of the Commission of Budget Integrity 

A Commission of Budget Integrity could conceivably undertake work including: 
macroeconomic forecasting, fiscal sustainability reporting, costing of policy proposals, 
program evaluations, analysis of tax expenditures, budget and fiscal commentary, and the 
preparation of issues or discussion papers. 
 
The BCA believes the focus of the Commission of Budget Integrity should be on three 
areas: 
• the preparation of fiscal sustainability reports 
• undertaking program evaluation, with an emphasis an independent assessments of 

value for money 
• assessment of tax expenditures. 

Fiscal Sustainability Reports 

Preparation of a report on fiscal sustainability, looking at longer-term budget pressures and 
ways of dealing with them, would be a useful addition to the public debate in Australia. 
 
The Congressional Budget Office in the United States, for example, is responsible (among 
other things) for formulating a baseline against which the impact of budget proposals can 
be assessed. It also prepares a number of different long-term forecasts including a 10-year 
outlook (currently available for 2010 to 2020), a long-term budget outlook report for the next 
70 years (although it indicates that the analysis focuses mainly on the next 25 years), and 
estimates of social security costs reaching out to 2082. These generate considerable public 
attention and debate and help inform fiscal policy. 
 
The Intergenerational Report prepared by the Treasury is a type of fiscal sustainability 
report and does fulfil an important long-term forecasting function in an Australian context. 
However, instead of publishing annual revenue, expenditure and budget balance 
aggregates into the future, the IGR has tended to confine its analysis to the publication of 
long-term charts. An absence of publication of the underlying data detracts, to some extent, 
from the usefulness of the analysis. 
 
Moreover, as noted in the Sapere report, the 2010 Intergenerational Report was more 
political in tone than some of the previous reports, and was used as an opportunity to 
promote some government programs such as the National Broadband Network and the 
Carbon Pollution Reduction Scheme that, at the time, were the subject of dispute politically. 
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Options for preparing more comprehensive sustainability reports could include: 
• amending the Charter of Budget Honesty Act 1998 to make the Intergenerational 

Report a responsibility of the independent Commission of Budget Integrity, and broaden 
the coverage of that report, or 

• publication by the independent Commission of Budget Integrity of other long-term 
forecasts on a more regular basis that draw on, but do not duplicate, the work of the 
Intergenerational Report. 

Program Evaluation 

The Commonwealth Government in the past had a requirement that all programs should be 
subject to an independent evaluation at least every three years. In 1996 this policy was 
discontinued for a number of reasons. 
 
There are nonetheless a range of existing mechanisms around program evaluation 
including the Australian National Audit Office performance audits, parliamentary inquiries, 
Productivity Commission inquiries and other commissioned evaluations. Despite this, 
considerable gaps exist in assessments including from assessor agencies in making clear 
public judgements about whether particular programs are achieving the key fiscal priority of 
‘value for money’. In addition, existing program assessment mechanisms are generally not 
suited to examining large systemic issues as they affect the Budget – for example 
population and social disadvantage. 
 
Some areas of government spending also tend to be ‘off limits’ like the tax system for 
owner-occupied housing or private health insurance. 
 
In light of these limitations, there is a case for an independent agency to be tasked with 
responsibility for evaluating government programs with a view to better assessing value for 
money. If it is to avoid duplication and overlap, the responsibility should be confined to 
significant areas of spending that would not otherwise be caught up in evaluation 
processes elsewhere in the Commonwealth. Some possible areas could include: 
• better targeting of social welfare payments, and reduction in welfare dependency 
• the costs of overlap between the Commonwealth and the states in health and 

education, and options for a clearer delineation of responsibilities 
• identification of the reasons for growth in public service staff to current levels (the 

highest on record, adjusted for changes in coverage) and options to contain that 
growth. 

 
Carefully targeting the role of the Commission of Budget Integrity to look at significant 
areas of spending, including those that have previously been deemed ‘off limits’, could 
significantly increase transparency of government spending and enhance the efficiency of 
government programs. 
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Tax Expenditures 

Tax expenditures are the various concessions offered by government to taxpayers (both 
individual and corporate) that reduce the amount of tax collected. They have a similar effect 
to spending programs – they provide a benefit and they reduce the budget bottom line. 
Examples of tax expenditures include research and development tax concession and 
concessions on the taxation of superannuation and on certain rates of excise. 
 
The annual Tax Expenditures Statement published by Treasury indicates that in 2008–09 
tax expenditures of around $102 billion dollars were provided, equivalent to around 
8.5 per cent of GDP.20 
 
Despite being the equivalent of a third of total government spending in that year, these tax 
expenditures receive scarce scrutiny compared to the Budget and as the Sapere report 
suggests ‘they are the unloved orphan of fiscal scrutiny, paid little attention and not well 
understood and analysed’. Examining these expenditures would be a valuable first priority 
for the Commission of Budget Integrity. 

Other Roles 

In terms of a role for the Commission of Budget Integrity in preparing economic forecasts, 
there would seem to be little value in replication of the official forecasts as this would simply 
double the already significant costs involved. 
 
Similarly, given the wide range of existing commentary on the Budget, it seems at first 
glance that providing the Commission of Budget Integrity with a role to comment on the 
Budget would be of limited benefit. However, the Australian Strategic Policy Institute’s 
annual review of the defence Budget navigates the complexity of the budget data and 
synthesises the context and implications, providing an excellent example of the 
transparency and value of independent analysis. 
 
Providing more meaningful and strategic long-term analysis of the Budget to 
parliamentarians and others in the Australian community could play an important role in 
lifting the level of public debate by increasing the transparency and understanding of 
Australia’s fiscal position. 
 
Undertaking a costings function has the potential to be more problematic for the 
Commission of Budget Integrity given the political issues around costings and the resource-
intensive nature of costing exercises. In the event that such a function was given to the 
independent office, there would have to be a mechanism put in place to ensure that 
costings did not conflict with published Treasury or Finance costings. It is also inevitable 
that in preparing such costings, the commission would have to rely heavily on input from 
line and central agencies, which could over time impair the perception of its independence. 
This has been an ongoing challenge for the UK’s Office of Budget Review. 
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Options and Recommended Model 

Based on the analysis of the various functions considered in the Sapere report, the BCA 
considers that the greatest contribution to long-term fiscal sustainability from a new 
Commission of Budget Integrity can be made through fostering public debate and 
improving understanding of fiscal issues as well as providing an external source of scrutiny. 
 
This suggests a primary focus of the Commission of Budget Integrity on fiscal sustainability 
reporting, targeted program evaluation and analysis of tax expenditures. There may also be 
merit in the commission providing strategic economic briefing and commentary in line with 
the Australian Strategic Policy Institute model. 
 
To be successful, overseas experience indicates that an independent fiscal office needs to 
have a clear, explicit and unambiguous mandate and a structure that matches its mandate. 
 
A key consideration in establishing the Commission of Budget Integrity is the need to avoid 
duplication and overlap between the new body and the Treasury, Department of Finance, 
Australian National Audit Office, Productivity Commission and other government bodies. 
The discussion of possible functions outlined above (and in the Sapere report) aimed to 
identify areas where these bodies are not currently active, or ways in which responsibilities 
might be transferred to a new independent agency. 
 
The Sapere report has outlined four structural options that would be suitable for 
establishing a new independent fiscal authority. 
 
1. provision of a fiscal advisory service from inside the Parliamentary Library 

2. a separate independent parliamentary department 

3. a separate Commission of Budget Integrity inside government 

4. a separate Commission of Budget Integrity funded by, but outside of, government. 

The table below taken from the options paper summarises the suitability of a fiscal advisory 
agency located either within or outside of government to undertake the primary functions 
listed above. Taking account of the BCA’s position on the roles and responsibilities of the 
Commission of Budget Integrity, it is our preference that the new body be created as a 
Commonwealth-owned company outside of government. 
 
Table 2: Commission of Budget Integrity: Matching Form to Function 
 

FUNCTION LOCATION 
 Within Govt Outside Govt 
Fiscal Sustainability reporting ** *** 
Program Evaluations *** ** 
Comment on budgetary and economic policy issues * *** 
Publication of reports and discussion papers ** *** 
Contributions to media and external debate * *** 

 
*Moderately Suitable; **Suitable; ***Highly Suitable 
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In order to not duplicate functions of existing government bodies such as Treasury and 
Finance, a new fiscal agency should provide a fresh and independent perspective on 
budget issues. 
 
A new authority involving a Commonwealth-owned company outside of government would 
place the agency in the most independent and arm’s-length position. It would ensure it 
could engage in controversial or previously unscrutinised areas and open up an informed 
public debate on ‘value for money’ of existing expenditures and the long-term sustainability 
of finances. 
 
There are existing examples of such an arrangement including Education Services 
Australia and the National Centre for Social and Economic Modelling (NATSEM). Similarly, 
the Australian Strategic Policy Institute is another example of an independent agency 
outside of government but with strong support from within government. 

Funding 

Based on the functions envisaged and governance model, ongoing annual funding in the 
order of $10 million would be necessary for the commission to fulfil its role effectively. This 
funding would support around 30 to 40 staff, two senior executives, a board, access to 
appropriate research materials and their own website. 
 
The BCA considers that this is a relatively small investment in an institution whose value 
will be readily quantifiable in the savings to the Budget that originate from its reporting. 
 
In line with the government’s fiscal discipline of offsetting all new spending, the BCA 
proposes that the costs of the commission be offset by an equivalent reduction in tax 
expenditures relating to business income. In 2008–09, Treasury estimated that there were 
around $6.5 billion in tax expenditures related to business income suggesting ample scope 
to identify an appropriate offset.21 
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PART SIX: EFFECTIVE MARKETS AND EFFICIENT GOVERNMENT 

Competitive markets have been the backbone of Australia’s economic growth, and 
competitive reforms during the 1980s and 1990s were instrumental in the sustained 
productivity growth over these decades. While our economy has strengthened, our markets 
have become more dynamic, we have many new products and services, and also new 
competitors. 
 

‘The current economic context for considering reform priorities to promote 
productivity is itself a challenge. One key dimension is the budgetary constraints 
that governments face in the aftermath of the global crisis. This has limited the 
scope for governments to promote productivity improvements through further 
spending and investments in the human capital and infrastructure areas that 
have been at the centre of the COAG Reform Agenda, pre-dating the crisis.’ 
 
G. Banks, ‘Successful Reform: Past Lessons, Future Challenges’, Address to 
Australian Business Economists, 8 December 2010 

 
The BCA believes that the constrained fiscal environment reinforces the need to focus on 
the underlying structural dynamics of markets to ensure that they are operating 
competitively and effectively. It is critical that labour, product and capital markets provide 
the opportunities and incentives for individuals and firms to continually improve and 
compete to lift productivity. This was the central theme of the UK Government’s recently 
released strategy for economic growth. 
 

Exhibit 4: UK Government Economic Strategy 
In November 2010, the UK Government released an economic growth strategy 
titled The Path to Strong, Sustainable and Balanced Growth. The strategy was 
developed to ‘move away from an unbalanced growth model reliant on a narrow 
range of sectors and ever-increasing government spending’. 
 
The strategy suggests that the government’s priority must be to create the 
conditions for businesses to grow and for individuals to reach their potential by: 
 
1. providing the stability business needs to plan and invest 

2. making markets more dynamic by removing barriers to growth 

3. focusing the government’s own activities on providing the conditions for 
private sector growth and investment 

4. ensuring that strong growth is fairly shared and sustainable in the long-term. 
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Specific reform proposals in the strategy include: 
• reforming the planning system to support economic growth by allocating 

land effectively and providing timely development approvals and delivery of 
infrastructure 

• each relevant department is reviewing the employment law to ensure 
maximum flexibility, protect fairness and promote competitiveness 

• driving transparency of public spending through each department reporting 
publicly against the milestones in its business plan each month 

• delivery of the first ever national infrastructure plan with a strategy for 
unlocking £200 billion of public and private sector investment 

• reducing the corporate tax rate to its lowest point ever over the next four 
years to 24 per cent. 

 
Professor Hilmer has recently drawn on the microeconomic reforms of the 1980s and 
1990s to capture the critical distinction and interaction between spending measures 
directed at productivity (enablers) and the underlying role of effective markets 
(incentives).22 While investments in critical enablers like human capital and infrastructure 
are important, incentives provided by effectively functioning markets play a more critical 
role in improving productivity. As Hilmer suggests, ‘just because firms and individuals can 
improve productivity does not mean that they will necessarily do so, particularly if there is 
no incentive for this to occur.’23 
 
In the period ahead the government may be constrained in the extent to which it can invest 
in the enablers of productivity, but there remains ample opportunity to engage in reforms 
that seek to make markets more open and competitive. In the area of meeting the 
increasing demand for public services, such reforms could be the key to unlocking business 
investment, innovative service delivery models and greater efficiency. 
 
Engaging in reforms of this nature will necessarily require a coordinated approach from all 
governments through COAG. In many cases the broad agenda already exists but simply 
requires renewed focus and commitment by governments. For example, the BCA has 
consistently argued for the competition reforms under the seamless national economy 
agenda to be reinvigorated with pricing reforms in transport and energy likely to be a useful 
starting point. Similarly, market principles will be central to productivity improvements in 
service delivery to complement significant investments made by COAG in education, 
health, ageing and infrastructure. 
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Safeguards for Competitive Markets 

While market-based reforms will play an important role, it is also important to acknowledge 
that markets do not always work perfectly. In this context, competition laws are a critical 
underpinning to protect the competitive process and prohibit misconduct that threatens this 
process. 
 
While regulatory intervention is sometimes necessary, the evidence from those markets 
currently most in need of microeconomic reform is that when regulation is applied 
inappropriately it distorts incentives and can have the unintended impact of lessening 
efficiency and outcomes for consumers. On this basis, rigorous processes for assessing 
the regulatory impact of proposals is critical in ensuring that interventions do not have the 
effect of reducing the incentives that underpin effective markets. 
 
The BCA has developed a set of principles that outline the foundations of competitive 
markets and best practice competition regulation. 
 

Exhibit 5: BCA Competition Principles 
1. A market-based system promotes growth and raises living standards.  

2. For markets to work, the system must have a strong legal underpinning 
which inspires trust. Information must be readily available, and both 
individuals and businesses should be able to reap the rewards of their 
efforts. 

3. Competition laws should protect the competitive process rather than 
particular competitors.  

4. Competition laws should not be used to deliver broader social objectives, 
such as preserving domestic firms or employment. 

5. Government businesses should not receive undue competitive advantage. 

6. Better choices and outcomes for consumers should be the overriding goal, 
recognising that consumers’ interests can be met when there are many 
competitors or in markets with a smaller number of large and efficient firms. 

7. Competition laws should prohibit misconduct that seriously weakens the 
competitive process, including predatory pricing and collusive cartel 
conduct. 

8. While instances of market failure will occur from time to time and require 
regulatory intervention, it should be evidence-based and only introduced 
after broad consultation with stakeholders. 

9. Competition regulation targeting a particular sector should only be 
introduced where there is clear evidence of market failure over a period of 
time. Addressing industry specific issues by introducing competition laws 
that affect the rest of the economy should be avoided. 

10. Competition laws should be applied consistently, transparently and in a 
timely way to avoid creating unnecessary uncertainty. 
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Delivering Public Services More Efficiently 

In recent times there have been comments from within government regarding the need to 
deliver services more effectively by exposing them to microeconomic reform.24 
 
Against this background, the focus should not be on determining the superiority of public 
sector or private sector models per se but determining the best way to encourage the 
efficient deployment of public and private resources. Applying market-based principles and 
developing service delivery models that focus on the drivers of productivity outlined 
previously in this submission could see public services delivered more efficiently and 
effectively. 
 
In many cases such market reforms will include the introduction of price signals or 
elimination of price caps or subsidies. While these reforms will be difficult, history suggests 
that these issues can be overcome by appropriate consumer safeguards and a safety net 
for the most disadvantaged in the community. 
 
The areas outlined below provide a sample of just some of the areas of public service 
delivery that will most readily benefit from a market-based approach. 

HEALTH 

The national health and hospitals network reforms announced to date are a positive first 
step. However, their implementation will determine whether they represent significant 
change or incremental adjustment to current models. Using microeconomic reforms to 
supplement and shape implementation can accelerate the rate and extent of change. By 
reorienting the health sector through changes to system governance, system management 
and through engaging and empowering citizens, we create an engine for persistent and 
long-term change. 
 
There is a need to more evenly balance the market power of providers and government by 
engaging and empowering citizens. Internationally, governments are introducing mandatory 
public reporting on patient experiences, information to enable choice between providers 
and financial incentives for high levels of ‘patient-centredness’. 
 
The major elements of building more efficient health services are: 
 
1. Establish the institutions which can oversee and report upon sector performance and 

guide purchasing decisions to deliver equitable and good patient value outcomes. 

2. Build citizen and patient empowerment and engagement through transparency, 
measurement and accountability. This includes sharing the challenges and highlighting 
the interdependencies and choices available. 

3. Design incentives to change individual and provider behaviour that will promote health 
and focus competition on outcomes. 

4. Review regulations to remove those that restrict unnecessarily new service models and 
block proven innovations. 

5. Encourage investment in the infrastructure necessary to support a knowledge-intensive 
sector of the 21st century, that supports seamless patient journeys and provides fast 
feedback loops between research and practice. 
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AGEING 

The existing model of aged care services is seen to be expensive, inefficient and not 
capable of meeting the nature, type and level of demand for these services in the coming 
decades. 
 

‘A key challenge in providing aged care services is ensuring that service 
providers have the flexibility and capacity to meet the level and diversity of 
demand for aged care services. Currently, the highly regulated system where 
aged care services are rationed via the planning and allocation system and via 
an eligibility assessment results in unmet demand for aged care services. In 
addition, restrictions on the types of services that can be offered in different 
settings affect the capacity of providers to offer continuity of care, particularly in 
community settings.’ 
 
Productivity Commission, Caring for Older Australians, Draft Report, January 2011 

 
Private sector investment will be critical to building the supporting infrastructure necessary 
to meet future demand, but investment has been largely stagnant. Ongoing low returns, 
barriers to entry and limitation on prices and the range of service models deter expansion 
and investment in the sector. This is largely due to short-term regulatory frameworks that 
have accumulated over time and often in response to particular issues, and incentive 
structures have not been updated to reflect changing demands and policy aims. 
 
The BCA’s submission to the Productivity Commission’s inquiry into aged care emphasised 
the need for a more dispersed ageing-in-place policy that allows a greater breadth of 
options and choice for the consumer while at the same time providing greater infrastructure 
and workforce capacity. A key part of the supporting infrastructure will be technologies that 
assist daily living and monitor health to improve the safety of those living independently. 
 
The BCA offered a number of suggestions to address the current barriers in the sector in its 
submission to the Productivity Commission inquiry, including: 
• streamlining regulation that constrains the ways in which services are offered and 

allows the quality, access and efficiency benefits available through new technologies to 
be captured 

• establishing strong consumer-oriented quality assurance and system governance 
mechanisms, including access to all relevant information and assistance with system 
navigation 

• developing a new class of financial instruments that can be used to supplement existing 
mechanisms to help self-fund life-cycle expenses. 

 
The Productivity Commission’s recently released draft report from the inquiry provides 
constructive proposals for tackling these challenges, addressing many of the issues raised 
in the BCA’s submission. 

Infrastructure 

As noted previously, the need for a coherent and comprehensive ‘infrastructure plan’ has 
been one of the BCA’s policy priorities for the government. One of the priorities of the plan 
should be to leverage private funds by encouraging private businesses to invest in 
infrastructure. This can be achieved through pursuing infrastructure pricing reforms to 
better reflect costs and in making planning regimes more efficient and certain. 
 
The BCA will be giving further consideration to different infrastructure funding models and 
policy implications during 2011. 
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 Executive Summary 

How at risk is the Budget to the economy?  Access Economics explored that issue for the BCA 
in a report back in February 2008. 

This report updates those earlier findings.  It reiterates the key message that the Budget is 
riding high on a strong cycle in commodity prices – but is therefore at particular risk if and 
when those prices fall away. 

■ The results show an even sharper impact on the Budget from a downturn in commodity 
prices than the matching analysis we did for the BCA in February 2008.   

■ That is no surprise – commodity prices are rather higher today than they were in early 
2008, and additional taxes on commodity profits have been introduced in the meantime. 

Federal Treasury’s own analysis points to some similar risks.  Recent years saw Treasury 
re-fashion the fiscal sensitivities it presents in the Budget papers so as to explicitly consider the 
effects of the Budget of a weakening in commodity prices. 

Its scenario analysis shows that a commodity price fall which led to a 1% reduction in the size 
of the nominal economy would, by 2011-12, hurt the Budget bottom line by $5.5 billion.  
However, the specific example used by Treasury has important drawbacks: 

■ It is small (a fall in the size of the nominal economy of 1% – roughly equivalent to a fall in 
the terms of trade of 4%) whereas recent movements in the terms of trade have been 
big (they are currently 64% above the level they averaged in the past three decades).   

■ In addition, the Treasury estimates only go out to 2011-12, and hence cut out prior to 
the introduction of the Minerals Resource Rent Tax and the expanded Petroleum 
Resource Rent Tax. 

Accordingly, Access Economics has considered three scenarios. 

The first scenario 

The first scenario broadly replicates the Treasury analysis, thereby allowing estimates of Budget 
impacts beyond 2011-12.  Access Economics’ estimates are similar to Treasury’s where the 
latter are published.  Our estimates go on to show a Budget shortfall of $7.2 billion by 2013-14.   

Yet the shortfalls modelled by Treasury do not represent anything like a worst case scenario 
for the Budget.  They even fall short of ‘typical’ year to year variation in the terms of trade. 

The second scenario 

The second scenario is a ‘real economy cycle’.  It may be thought of as a classic cycle:  the 
economy slows, job gains weaken, unemployment lifts and real wage growth eases. 

It is relatively easy to calibrate a typical slowdown, as Australia has had many of them.  We 
allow for the loss of one standard deviation in growth rates for a range of Australian 
macroeconomic variables – except the terms of trade. 
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Our estimates project a Budget shortfall of $15.9 billion by 2013-14 from such a cycle.  That 
said, although such a shortfall is eminently possible, it is unlikely of itself to be permanent – 
such cyclical weakness in the economy is usually eventually followed by a recovery. 

The third scenario 

That is where the third scenario comes in.  Risks to the Budget used to be easier to assess.  Up 
until 2003, unemployment was a very handy proxy for the underlying strength of the Budget.  
Yet unemployment benefits are a very small component of overall public spending.  Even more 
importantly, the key volatility through the cycle is not in spending, but rather in revenue. 

Indeed the only reason why the unemployment rate was a proxy of the structural health of 
Australia’s fiscal finances through to 2003 was that unemployment was as handy proxy for the 
strength of the wider economy – when it went up, tax revenues went down. 

However, the revenue side of the Federal Budget now shows little linkage to shifts in the 
unemployment rate.  Since 2003 there has been a striking lift in national prosperity off the 
back of a lift in the terms of trade – in particular, higher coal and iron ore prices.  That shift in 
China-driven coal and iron ore prices led to a fundamental improvement in revenues. 

The best proxy for the underlying health of Australia’s Federal Budget is no longer 
unemployment – it is now coal and iron ore prices. 

The resultant difficulty is that, although economists argue over the structural unemployment 
rate, the boundaries of that argument are not very wide – for example, few economists would 
see the longer term average unemployment rate in Australia as either below 4% or above 7%.   

In contrast, assessing where commodity prices stand today versus where they will be in the 
longer term opens up a rather wider field of possible answers. 

The third scenario considered here is therefore one where the classic slowdown is combined 
with or created by a global slowdown which also leads to a fall in commodity prices.   

It would result in a $36 billion hole in the Budget by 2013-14. 

And, unlike the second scenario, these Budget losses could be permanent rather than 
temporary.  That is because the level at which commodity prices will eventually settle is highly 
uncertain – and the figures considered in the third scenario are quite plausible. 

That is illustrated in the chart below.  It shows the 4% fall in the terms of trade assumed in the 
first scenario, and the 17% fall assumed in the third scenario.  It illustrates these relative to 
Treasury’s projections over the coming decade.  That helps to show that the assumptions of 
the third scenario still imply a notably elevated terms of trade compared with times past, 
leaving them still one third higher than they have averaged in the past half century. 

That said, the terms of trade are set to stay high in the short term.  China’s economy continues 
to grow rapidly, while India’s economy is becoming ever more formidable as well.  Against that 
strong demand backdrop, the supply side of commodity markets is still trying to get its act 
together.  Although the world’s miners are spending up a storm on getting extra volumes to 
market, the next few years won’t see them succeed to any substantial degree. 
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Yet they will succeed eventually.  After all, it is brave to assume miners will always remain 
behind the curve – that global commodity demand will remain permanently ahead of supply, 
and that margins on minerals will remain permanently elevated.   

Alternative projections for the terms of trade 
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Source: Access Economics, Federal Treasury 

It is worth remembering that there has never been a permanent boom in margins in any 
commodity.  Although the world’s miners won’t dig as fast as China and India can grow in the 
next few years, they are spending a fortune on expansion plans that will eventually see them 
easily overtake demand even if the latter continues to grow fast. 

Conclusion 

Australia’s economy is riding high and, in global terms, our Budget is riding even higher still. 

However, its strength remains reliant on the assumption that global commodity prices stay 
close to current record highs.   

That may turn out to be true, but both history and economics suggest commodity supply will 
eventually catch up to demand, and the range of plausible risks – including for permanent 
impacts on the Budget’s bottom line – goes quite high.   

Other things equal, that suggests a clear case for caution on Budget settings. 

 
Access Economics 
10 January 2011 
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1 Introduction 

Australians are lucky enough to be enjoying the fruits of rapid industrialisation in the world’s 
emerging economies.  Although that has brought mixed blessings across our sectors and 
States, it has delivered a considerable boost to national income, lifting both profits and jobs.   

One of the biggest beneficiaries of the commodity price boom of recent years has been the 
Australian Federal Budget. 

Access Economics estimates that the Budget bottom line in 2010-11 will be some  
$110 billion better off than if the terms of trade – the ratio of the prices we receive for our 
exports to the prices we pay for our imports – was back at its 2001-02 levels. 

As Federal Treasury quite correctly noted in recent years (including in its sensitivity analysis of 
the impact of commodity price falls and budget aggregates), the impact of commodity prices 
on the Australian economy and hence on Commonwealth Budget revenues is pervasive: 

■ When times are good, that acts as a turbocharger on revenue collections arising from 
the commodity boom.  That is perhaps most notable in company taxes, but is also 
evident across a range of other heads of taxation revenue as well. 

■ When times are bad, the Budget impact could be equally large – but in the opposite 
direction. 

Treasury’s Mid-Year Economic and Fiscal Outlook (MYEFO) therefore noted at page 34 that: 

“The MYEFO projections assume a decline in the terms of trade over the forward 
estimates and medium term. This is a prudent approach which recognises 
commodity prices are unlikely to remain at their current high levels indefinitely 
(particularly as global supply responds). Over the medium term, a decline in the 
terms of trade is likely to be associated with a depreciating exchange rate, which 
would tend to moderate the decline in Australian dollar earnings, and hence 
moderate any fall in government revenue associated with a weaker terms of 
trade.  By assumption, this moderating effect of the exchange rate is not reflected 
in the budget projections. 

The historically high terms of trade and associated growth in the mining sector as 
a share of the economy have also meant that the budget is more sensitive to 
developments in commodity and currency markets than in the past. The mining 
industry now accounts for around 9 per cent of our economy compared to an 
average of under 5 per cent in the 1990s. The sensitivity of revenue is also 
heightened by continuing uncertainty around the growth prospects for many of 
the world’s major economies.” 

Yet the sensitivity of the Budget to possible swings in commodity prices is greater than a 
simple look at the increased size of the mining sector might suggest. 
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In part that is because the advent of new taxes on the mineral sector – the Minerals Resource 
Rent Tax (MRRT) and an expanded Petroleum Resource Rent Tax (PRRT) – further adds to the 
sensitivity of the Budget to swings in commodity prices.1 

The Federal Treasury has made note of the fiscal risks associated with commodity prices, 
including drawing attention to that in the ‘Red Book’ of advice handed to the re-elected 
government in late 2010. 

Usefully, Treasury has also provided an estimate of the impact of the commodity price fall on 
the economy and the Budget. 

However, there are important shortfalls in Treasury’s analysis of commodity price risks, and 
the analysis in this report seeks to address that.  In brief: 

■ The Treasury sensitivity analysis is calibrated to a fairly small fall in commodity prices – 
one sufficient to cut the nominal size of Australia’s economy by 1%.  That is roughly 
equivalent to a 4% fall in the terms of trade.  Yet the terms of trade are currently 64% 
above the level that they averaged in the past three decades.  That suggests the 
potential for a rather more substantial drop (and hence a rather bigger impact on 
Budget aggregates) than the Treasury sensitivity analysis identifies.   

■ In addition, Treasury’s analysis covers the impact of lower commodity prices on the 
Budget in 2010-11 and in 2011-12.  Yet the MRRT and the expansion of the PRRT are 
scheduled to commence operations in 2012-13, and so revenue impacts on these new 
taxes from any fall in commodity prices falls beyond the horizon in the official analysis.   

This report analyses the numbers in three stages: 

■ The initial analysis benchmarks Access Economics modelling of a similar shock to that 
considered by Treasury.   

■ The second round of figuring considers a larger shock to the economy, including impacts 
on real economic variables such as employment more in line with past downturns.  

■ The final element of the analysis adds a larger down turn in commodity prices. Access 
Economics sees this latter scenario as a more consistent set of possibilities – the 
downturn in commodity prices is bigger, and the knock on impacts to the real economy 
are more in line with those seen in times past.  

                                                            
1 One of the potential benefits of these new taxes on the mineral sector is that they can moderate the swings in 
private income as commodity prices move around over time.  As these are profit-related taxes, collections can be 
quite high when commodity prices are matchingly high, and can fall to a minimum of royalty payments if 
commodity prices are poor.  That said, if the reaction of governments is to spend the windfalls when they arrive – a 
simplistic but relatively accurate characterisation of what has happened over much of the past decade – then the 
new tax will not assist in moderating demand cycles in Australia’s economy. 
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2 The economic backdrop to the Federal Budget 

Australians don’t know how healthy our Budget is – or isn’t. 

That may seem like a strange thing to say, but it has been increasingly true since 2003.   

Up until 2003, the unemployment rate was a very handy proxy for the underlying strength of 
Australia’s Budget.  If, for example, we were running a deficit even when unemployment was 
low, that pointed to underlying structural weakness in the Budget.  Or if we were running a 
surplus even when unemployment was higher than usual, that pointed to structural strength in 
this nation’s social contract with itself.   

Accordingly, analysts could use the unemployment rate or a range of related statistics such as 
‘output gaps’ to usefully identify the structural health of Australia’s economy. 

You can see that type of relationship in Chart 2.1 below, which shows both the actual and the 
estimated structural unemployment rate in Australia – with the actual rate leaping above the 
structural rate in recessions and returning closer to it in recoveries. 

On Access Economics’ estimate, both 2007-08 and 2008-09 saw the actual unemployment rate 
below the structural one, and it is about to do the same again now. 

Chart 2.1: The actual and structural unemployment rates 
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These types of relationships continue to underpin most published analysis of the structural 
health of Australia’s Federal Budget.  Chart 2.2 below shows the estimates produced by Access 
Economics, the OECD and the IMF over time.   
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Chart 2.2: The ‘no policy change’ structural underlying cash balance 
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Yet there is an immediate question mark over estimates which rely on unemployment or 
output gaps as the key explanator of the underlying health of the Budget.  Most notably, 
payments of unemployment benefits are a small component of overall public spending.   

Even more importantly, the key volatility in Budget aggregates is not in spending, but rather in 
revenue. 

Indeed the only reason why the unemployment rate was a proxy of the structural health of 
Australia’s fiscal finances through to 2003 was that unemployment was as handy proxy for the 
strength of the wider economy – when it went up, tax revenues went down. 

The problem for Budget modellers is that, since 2003, the revenue side of Australia’s Federal 
Budget has shown little linkage to shifts in the unemployment rate.  Across the period since 
2003 there has been a striking lift in national prosperity off the back of a lift in the terms of 
trade – in particular, higher coal and iron ore prices. 

That shift in China-driven coal and iron ore prices led to a fundamental improvement in 
revenues. 

The lift in revenues came via many channels, with higher coal and iron ore prices doing 
everything from raising employment and retail sales, as well as underpinning a sharp upswing 
in sharemarkets and housing prices. 

Or, in short, the best proxy for the underlying health of Australia’s Federal Budget is no 
longer unemployment – it is now coal and iron ore prices. 

The difficulty with that is that, although economists argue over the structural unemployment 
rate, the boundaries of that argument are not very wide – for example, few economists would 
see the longer term average unemployment rate in Australia as either below 4% or above 7%.  
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That is why measures of the structural health of the Budget in times past have tended not to 
differ that much. 

However, now that our fiscal finances are very much dependent on coal and iron ore prices, 
and their associated flow on effects to Australia’s economy and asset markets, the range of 
reasonable estimates becomes rather wider.  The crucial judgement call to make in assessing 
the structural strength of the Budget is no longer unemployment – it is coal and iron ore 
prices.   

Assessing where those stand today versus where they will be in the longer term opens up a 
rather wider field of dispute. 

The key implication is that a very contestable assumption is now absolutely make or break for 
Australia’s Federal Budget. 

Treasury may well be right that commodity prices won’t be pegged back much in the coming 
years.  Or economic theory and the lessons of history may prove right, and we may see a 
rather more substantial downswing. 

But if the latter proves to be true, then the Federal Budget is notably at risk. 

In times past, Treasury’s assessment of the Budget could be pegged more securely against the 
yardstick of where unemployment might settle over the longer term.  Today’s equivalent 
assumption requires the rather less precise estimate of where coal and iron ore prices settle 
over the longer term. 

That means the Federal Budget is built on rather shakier foundations than most policymakers 
realise.  One implication of the increased volatility – greater risk – that implies is the case for 
taking out more insurance. 

Access Economics has long argued that there were reasons to be cautious in the extent to 
which we have handed out tax cuts and spending increases in recent years.   

In contrast, implicit in the policy response of recent years – which can be summed up as 
“spend the lot” – is that Australia has taken out no insurance for the future.  If Federal 
Treasury’s relative optimism on commodity prices proves misplaced, the Budget will be in 
rather worse circumstances than most realise. 

Access Economics has been concerned about this for some time.  So far, the strength of the 
demand surge out of emerging economies has comfortably run ahead of the increase in global 
mineral supply.  The Budget continues to ride high relative to the fiscal finances seen in the 
rest of the Western world as a result of the continuing strength in commodity prices.   

Yet if the emerging economies take a temporary tumble, or if the world’s miners dig deep 
enough to start to catch up with the burgeoning demand of China and India and others, then 
the Budget will look very little like it does today. 

Hence the Budget – Australia’s social contract with ourselves – is rather more vulnerable now 
than it has ever been before.  That vulnerability is merely hidden by China’s continuing 
prosperity and the impact of that on the rivers of gold flowing to the Federal taxman.   



How at risk is the Budget to the economy? 
 

6 Commercial-in-Confidence

2.2 The case for a permanently higher terms of trade 

The key to the economic backdrop to the Budget is commodity prices. 

Hence a vital question is whether Australia’s terms of trade are now permanently higher. 

There are certainly good reasons to hold that view. 

Chart 2.3 is drawn from the 2010-11 Commonwealth Budget.  It shows Federal Treasury’s 
projections for the terms of trade to 2020-21.  The projections have the terms of trade staying 
above the elevated 2008-09 levels for the next decade due to strong commodity demand in 
China and India.   

Chart 2.3: The terms of trade – Federal Treasury projections 

 
                Source: Federal Treasury, Budget Paper No 1, 2010-11, page 4-5. 

As noted by Treasury in the 2010-11 Budget (Budget Paper No. 1, page 4-5): 

“The process of economic convergence of China and India with more developed 
countries, and the prospect that their relatively strong economic growth and 
consequent demand for resources could well continue into the coming decades, 
means it is reasonable to expect that there will be a relatively slow unwinding of 
historically high non-rural commodity prices.” 

Federal Treasury also states in the 2010-11 Budget (Budget Paper No. 1, page 4-10): 

“There are reasonable grounds — in particular, an expectation that global demand 
will continue to grow strongly for an extended period — to believe that the terms 
of trade and mineral resource prices will be sustained at high levels for some time” 

Other things equal, Treasury’s expectation of a level shift in Australia’s terms of trade also 
implies a level shift in the value of the $A. 
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2.3 The case against a permanently higher terms of trade 

Why should commodity prices ease from their latest highs?  After all, there seems to be a clear 
case to think that mineral prices could be expected to rise over time: 

■ Not only is the world’s population growing, but so too is its prosperity, and both factors 
add to industrial commodity demand.   

■ At the same time there is a fixed supply of minerals which we are steadily eating our 
way through, and that mix of rising demand and falling supply should lead to a longer 
term uptrend in relative industrial commodity prices.  

However, economic theory begs to differ.  And so does past experience:  amid all the 
enthusiasm of recent years for commodities, you may be surprised to know that non-fuel 
commodity prices fell by an average 1.6% per annum (relative to consumer prices) in the 50 
years to 2000.   

This long-term downward trend is consistent with the Prebisch-Singer hypothesis – that, over 
time, the terms of trade of primary commodity exporters falls relative to exporters of 
manufacturing products.   

In other words, the Singer-Prebisch thesis argues that the price of primary products (such as 
minerals) will tend to fall relative to the price of manufactured goods over time.  In 1998, 
Singer noted that the IMF and World Bank used this view to warn nations of the risks of relying 
on the longevity of commodity booms: 

“They are warned to remember the outlook for commodity prices is not favourable 
and that windfalls will tend to be temporary, with the subsequent relapse likely to 
be greater than the temporary windfall. This is exactly the warning which the 
Prebisch-Singer Theorem would give.”2 

Chart 2.4 shows the index which has been compiled by The Economist magazine since 1845.  It 
shows the clear downward trend in relative minerals prices over time.  That story in The 
Economist was published in 2005, relatively early in the current surge in industrial commodity 
prices.  Yet even were that chart to be updated to today’s prices, it would still show the latter 
as part of the continuing secular downtrend.  

Or, in other words, the spike of the last handful of years is impressive, but does not change the 
underlying picture of the longer term downswing in relative minerals prices.  

Relative prices are ultimately a function of relative productivity.  If the pace of improvement in 
mining productivity has been faster than the pace of improvement in productivity in other 
sectors, than the straightforward conclusion is that relative mineral prices will fall.   

While the surge in commodity prices over the last decade is impressive, it does not change the 
underlying picture of the longer term downtrend in relative minerals prices.  Commodity prices 
are set by both supply and demand, and an increase in supply over coming years may see 
prices fall back in line with the historic trend. 

                                                            
2 Singer, H. (1998), ‘The Terms of Trade Fifty Years Later – Convergence and Divergence’, The South Letter (30). 
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Chart 2.4: Industrial commodity price index, real $US terms 

 
Source: The Economist print edition, 10 February 2005 

This, it should be noted, is a widely held view.  A survey undertaken by Consensus Economics 
asks respondents’ views on where real commodity prices will move in the long term relative to 
current spot prices.   

As Chart 2.5 shows, Australia’s two key exports – iron ore and coking coal – are not expected 
to enjoy today’s high prices forever.  Indeed, the consensus view among mineral price 
forecasters is for substantial falls across a number of base metals, including a near halving in 
real iron ore prices, and a 38% fall for real coking coal prices. 

Chart 2.5: Consensus forecasts of longer term changes in real mineral prices 
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Source: Consensus Economics October 2010 survey 
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There are therefore two schools of thought regarding the future course of commodity prices: 

■ Federal Treasury and others see a long-running economic boom in China and the 
developing world more generally which will fuel commodity demand and hence 
commodity prices.   

■ However, others argue long term prices are set by both supply and demand, and that a 
long-running boom in China and the developing world will boost demand and supply, 
but not prices. 

These two views have very different implications for the underlying health of the Budget. 

Few advocates of the supercycle school argue that this is a permanent shift in pricing.  Rather, 
they see it as a period in which the pace of demand growth will be so strong that supply will 
struggle to catch up through the next two decades as China and then India and others 
industrialise. 

The Australian Bureau of Agriculture and Resource Economics, the Federal Government’s 
official commodity price forecaster, was downbeat on commodity prices in 2006, noting that: 

“Some market commentators have suggested that commodity prices are in a 
‘supercycle’.   [But] for minerals and energy prices to reverse their long term 
downward trend and increase in real terms over a prolonged period, real costs of 
production would have to rise and the relative costs of substitutes would also have 
to rise. Neither of these conditions is expected to be met”.3 

Treasury also acknowledge the notable risks.  “There are substantial risks around the future 
profile of the terms of trade, with considerable short-term volatility in spot commodity prices 
and uncertainty about the timing, pace and extent of their decline as increased global supply 
capacity comes on line.” (Pre-Election Fiscal Outlook 2010, at page 2) 

“The medium-term outlook for the terms of trade, and for the commodity prices which 
underpin them, is uncertain. Empirical evidence produced by the International Monetary Fund 
suggests that commodity price shocks are typically persistent and that there are often no well-
defined, time-invariant averages to which commodity prices return.  There is broad agreement 
that current high levels of prices are unsustainable and that a supply response will  see 
commodity prices decline to more normal levels over the medium term, but the timing and 
extent of the expected decline is uncertain.” (Pre-Election Fiscal Outlook 2010, at page 4) 

Similarly, as the Reserve Bank has noted, “High prices create an incentive for producers to 
expand supply, encouraging exploration and investment in new capacity. Reflecting this, a 
large number of new mining projects are progressing around the world. In Australia alone, 
coking coal and iron ore export capacity are expected to increase by more than 10% annually 
for the next few years. Among importers, high prices encourage substitution away from steel-
intensive activities and reduce real incomes, acting to moderate growth in demand” 
(Statement on Monetary Policy, May 2010, at page 13). 

                                                            
3 ABARE (2005), Australian Commodities, June quarter 
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A cautious view is a sensible one, and it has important implications for the Budget.  If 
commodity prices, and therefore the terms of trade, do not remain at elevated levels over the 
long term, revenues could also be expected to retreat over time. 

Hence Access Economics maintains our medium and longer term view that commodity price 
surges tend to be temporary rather than permanent.  It won’t happen tomorrow.  But as and 
when commodity prices do eventually fall back, the news will be just as bad for the Budget as 
today’s news is good. 

As Access Economics often stresses, you can only ever have a boom in two out of three of 
demand, supply and price.  The longer term implications of a continuing industrial revolution in 
centred on China and India in coming decades will be a continuation of the boom in 
commodity demand.   

However, chances are that boom in demand will be increasingly met over time by higher mine 
supply, leaving commodity prices and margins well below today’s peaks. 

Access Economics admits that there are few certainties here, and that the optimism prevailing 
in Treasury may turn out to be right. 

However, the range of possible outcomes is wide, and some sensitivity analysis makes sense. 

The next chapter of this report therefore turns to that issue. 
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3 Three scenarios 

The economy affects the Budget, but its effects vary relatively widely across different 
categories of revenue and spending. 

As a simple rule of thumb, taxes respond notably to swings in the economy, whereas spending 
does not.   

It is in that asymmetric response that fiscal risks lurk:  virtually all of the revenue side of the 
Budget is sensitive to the economy, whereas little more than one in $25 dollars on the 
spending side of the Budget is similarly sensitive.4 

3.1 Treasury’s scenario analysis 

As noted above, and to its credit, Federal Treasury is well aware of the risks, and recent years 
saw it re-fashion the fiscal sensitivities it presents in the Budget papers so as to explicitly 
consider the effects of the Budget of a weakening in commodity prices. 

However, as Chapter 1 noted, the specific example used by Treasury has important drawbacks: 

■ It is small (a fall in the size of the nominal economy of 1% – roughly equivalent to a fall in 
the terms of trade of 4%) whereas recent movements in the terms of trade have been 
big (they are currently 64% above the level they averaged in the past three decades). 

■ The estimates only go out to 2011-12 (and hence cut out prior to the introduction of the 
MRRT and the expanded PRRT). 

Access Economics has begun its analysis by conducting a similar scenario to that considered by 
Treasury.  Our assumptions are not an exact match for those used by Treasury, as we confine 
the effects of the commodity price fall to nominal variables, whereas Treasury allow for some 
of the nominal negatives to affect the real economy as well: 

■ Treasury’s fall of 1% in the nominal size of the Australian economy is made up of a 
reduction of ¼% in the real economy, with the remaining ¾% of the fall in nominal GDP 
in response to lower prices (particularly in commodity prices). 

■ In contrast, all of Access Economics’ initial scenario consists of price negatives (with no 
knock on impacts to the real economy). 

Notwithstanding those different compositional effects, the results from the two scenarios are 
similar.  They are mapped out in Chart 3.1 below. 

That chart shows similar negatives for the Budget bottom line in 2010-11 and 2011-12.  Those 
negatives build in size in 2012-13 and 2013-14 in the Access Economics’ estimates, mostly due 
to the introduction of the MRRT and the expanded PRRT in those latter years. 

 

                                                            
4 Once you allow for the fact that the GST is a wash.  Because GST revenue is funnelled to the States, it can be 
usefully discounted from both the revenue and spending sides of the Budget for the purposes of this analysis. 
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Chart 3.1:  Budget impacts from a 1% fall in the size of the nominal economy ($bn) 
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Source: Federal Treasury (MYEFO, Table 3.16 at page 51) and Access Economics 

By 2013-14, the Budget bottom line is worse of to the tune of $7.2 billion. 

However, some perspective is handy here.  Remember that these Budget impacts arise from a 
4% fall in the terms of trade. 

Yet the typical year-to-year variation in the terms of trade is 5.6%.5 

Accordingly, the shortfalls mapped out in Chart 3.1 do not represent anything like a worst case 
scenario for the Budget.  They even fall short of ‘typical’ year-to-year variation in the terms of 
trade. 

3.2 A ‘more typical’ scenario 

The second scenario Access Economics considers here is deliberately designed to be ‘typical’, 
while still steering clear of terms of trade effects. 

A ‘real economy cycle’ may be thought of as a classic cycle:  the economy slows, job gains 
weaken, unemployment lifts and wage growth eases back relative to price inflation: 

■ There is usually a relatively larger impact (in proportional terms) on profits and markets 
and imports.  Hence, for example, the profit share and the level of sharemarkets 
typically fall away in a slowdown.  

■ There are relatively smaller impacts on consumer spending and on job growth. 

■ The most cyclically sensitive heads of revenue in a classic slowdown are those most 
closely linked to profits and asset prices:  such as company taxes, taxes on super funds 

                                                            
5 Specifically, this is the standard deviation of year-to-year percentage changes in the terms of trade over the period 
1980-81 to 2009-10. 
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(mostly because these are linked to sharemarket earnings), ‘gross other individuals’ (a 
head of revenue which picks up most earning from small unincorporated businesses, 
plus subcontractors, as well as dividend, rental and interest income) and petroleum 
resource rent tax (which is also a profit tax, albeit one on a specific sector). 

■ Demand and other taxes (such as the excises) and the employment-related taxes (such 
as Pay-As-You-Go taxes on wage and salary earners) tend to be less sensitive than the 
profit-related taxes. 

■ About two-thirds of revenues are moderately sensitive to such a classic cycle, while the 
remaining third are notably sensitive.  A handful expenses are also moderately sensitive 
to a classic cycle, mostly because unemployment and related welfare benefits rise. 

It is relatively easy to calibrate a typical slowdown, as Australia has had many of them.  The 
standard deviation in growth rates for a range of Australian macroeconomic variables is shown 
in the table below. 

Table 3.1: The sensitivity of the Budget to the cycle 

Budget component Standard deviation 

Real GDP 1.7% 
Imports 7.5% 
Private consumption 1.4% 
Nominal GDP 3.3% 
Employment 1.6% 
Profits 5.0% 
Unemployment 14.0% 
Terms of trade 5.6% 

Source: Access Economics, Australian Bureau of Statistics 
Note: Standard deviation calculated on annual growth rates between 1980-81 and 2009-10 

Assuming that a ‘real economy slowdown’ sees all of these (except the terms of trade) fall by 
one standard deviation, then by 2013-14 such a slowdown would generate a total effect on 
revenue and expenses equivalent to $15.9 billion. 

Excluding GST effects, that total is made up of a loss of $14.3 billion on revenues, and an 
increase of $1.6 billion on expenses. 

Chart 3.2 plots this second scenario against the first one considered above.  In brief, the impact 
on the Budget of a ‘typical slowdown’ is about double that of the first scenario. 
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Chart 3.2:  Budget impacts from a ‘real economy slowdown’ in the economy ($bn) 
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Source: Access Economics 

Even though such a ‘typical slowdown’ has been calibrated to exclude terms of trade effects, it 
is no surprise that the ‘profit taxes’ are those most affected – as seen in Chart 3.3 below. 

Chart 3.3:  Revenue losses & spending increases in a ‘real economy slowdown’ ($bn), 2013-14 
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Source: Access Economics 

That said, although such a Budget shortfall is eminently possible, it is unlikely of itself to be 
permanent – such cyclical weakness in the economy is usually followed by a recovery. 
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3.3 A ‘commodity price’ scenario 

Risks to the Budget used to be easier to assess.  Up until 2003, the unemployment rate was a 
very handy proxy for the underlying strength of Australia’s Budget.  Yet payments of 
unemployment benefits are a small component of overall public spending.  Even more 
importantly, the key volatility through the cycle is not in spending, but rather in revenue. 

Indeed the only reason why the unemployment rate was a proxy of the structural health of 
Australia’s fiscal finances through to 2003 was that unemployment was as handy proxy for the 
strength of the wider economy – when it went up, tax revenues went down. 

The revenue side of the Federal Budget now shows little linkage to shifts in the unemployment 
rate.  Since 2003 there has been a striking lift in national prosperity off the back of a lift in the 
terms of trade – in particular, higher coal and iron ore prices.  That shift in China-driven coal 
and iron ore prices led to a fundamental improvement in revenues. 

As we noted earlier, the best proxy for the underlying health of Australia’s Federal Budget is 
no longer unemployment – it is now coal and iron ore prices. 

The difficulty with that is that, although economists argue over the structural unemployment 
rate, the boundaries of that argument are not very wide – for example, few economists would 
see the longer term average unemployment rate in Australia as either below 4% or above 7%.   

In contrast, assessing where commodity prices stand today versus where they will be in the 
longer term opens up a rather wider field of possible answers. 

The third scenario considered here is therefore one where the classic slowdown is combined 
with or created by a global slowdown which also leads to a fall in commodity prices.   

Over and above the classic cycle, such a commodity cycle could see a very substantial fall in 
profits and asset prices, which would then reverberate through the profit-related taxes.  There 
would be larger effects on a number of other heads of revenue too.  For example, a notable 
weakening on profits would, with a lag, be likely to further slow employment growth over and 
above the slowing to be expected in a classic cycle.   

Assuming that a ‘commodity slowdown’ adds a fall in the terms of trade of three standard 
deviations (which would still leave the terms of trade one third higher than they have averaged 
in the past half century), then by 2013-14 such a slowdown would generate a total effect on 
revenue and expenses equivalent to $35.6 billion. 

Excluding GST effects, that total is made up of a loss of $34.1 billion on revenues, and an 
increase of $1.6 billion on expenses. 

Chart 3.4 plots this third scenario against the first two scenarios considered above.  In brief, 
the impact on the Budget of a ‘commodity slowdown’ is striking. 
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Chart 3.4:  Budget impacts from a ‘commodity slowdown’ ($bn) 
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Source: Access Economics 

Again it is no surprise that the ‘profit taxes’ are those most affected – as seen in Chart 3.5 
below. 

Chart 3.5:  Revenue losses & spending increases in a ‘commodity slowdown’ ($bn), 2013-14 
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Source: Access Economics 
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3.4 Assessing the ‘commodity price’ scenario 

As noted above, there are a wide range of views as to where commodity prices may settle. 

And, unlike the second scenario, these effects could be permanent rather than temporary. 

That is because the level at which commodity prices will eventually settle is highly uncertain – 
and the figures considered in the third scenario are quite plausible. 

Chart 2.3 earlier showed Treasury’s medium term projections for the terms of trade.  As no 
matching chart was given in Treasury’s Mid-Year Economic and Fiscal Outlook, we have 
updated the earlier Treasury chart for subsequent data and for the ‘rebasing’ in prices by the 
Australian Bureau of Statistics which has occurred subsequently. 

That is shown in Chart 3.6 below.  That chart also shows the 4% fall in the terms of trade 
assumed in the first scenario, and the 17% fall assumed in the third scenario. 

Chart 3.6:  Alternative projections for the terms of trade 
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Source: Access Economics, Federal Treasury 

That chart is revealing, because it is a reminder that the assumptions of the third scenario still 
imply a terms of trade that is notably elevated compared with times past. 

It would still leave the terms of trade one third higher than they have averaged in the past half 
century. 

That said, it is true that the terms of trade are set to stay high in the short term.  China’s 
economy continues to grow rapidly, while India’s economy is becoming ever more formidable 
as well.  Against that strong demand backdrop, the supply side of commodity markets is still 
trying to get its act together.  Although the world’s miners are spending up a storm on getting 
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extra volumes to market, the next few years won’t see them succeed to any substantial 
degree. 

But they will eventually.  It is brave to assume miners will always remain behind the curve – 
that global commodity demand will remain permanently ahead of supply, and that margins on 
minerals will remain permanently elevated.   

It is worth remembering that there has never been a permanent boom in margins in any 
commodity.  Although the world’s miners won’t dig as fast as China and India can grow in the 
next few years, they are spending a fortune on expansion plans that will eventually see them 
easily overtake demand even if the latter continues to grow fast. 
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Executive Summary 

There is an active debate at present on the creation of a Parliamentary Budget 
Office, subject of an inquiry by a Joint Select Committee of the Commonwealth 
Parliament. 

Even were the present makeup of the parliament not a factor, there would be merit 
in the creation of an independent body to examine and report on the government’s 
budget estimates, economic forecasts and financial management.   

Around the world a number of comparable jurisdictions to Australia have such 
bodies, many created within the last three years.  Their mandates and 
responsibilities differ widely, but the underlying drivers are the same:  public 
demand for greater transparency in government, a need for both the public and 
parliamentarians to understand better how government budgeting and finance 
works, and a desire for a more robust debate on fiscal issues.    

Dissatisfaction with government economic policy settings following the global 
financial crisis has been a factor in some countries.  However, creation of 
independent budget scrutiny bodies is also a reflection of a globally widespread 
decline in trust in government performance over several decades.  

This paper presents options for an independent budget office or commission for 
Australia.  Key principles underpinning the options are: 

• Achieve value for money through minimising duplication and overlap 

• Need for a clear and well defined mandate 

• A high level of transparency 

• Capacity to make a significant difference to the public debate on fiscal 
policies. 

Four options for such a body are examined: 

a) A Parliamentary Budget Office (PBO) inside the Parliamentary Library 

b) A PBO inside the Parliament, separate from the Library (but still within the 
Department of Parliamentary Services) 

c) An independent agency of government outside the Parliament 

d) An independent body outside government. 
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The choice of option depends on the remit it is given.  If the main purpose of the 
body is to provide services and advice to non-government members of parliament, 
options one or two are desirable.  If the objective is to provide not only 
parliamentarians but also Ministers with an alternative source of advice, and to 
inform other levels of government and the public, then option three would be 
suitable.  If the primary objective is arms-length, apolitical scrutiny to inform and 
assist public debate, then option four – an external body such as an independent 
Commission of Budget Integrity - is preferable.  

The functions that could be performed by an independent budget commission are:  

• Macroeconomic forecasting; noting however that there would be 
significant resource costs to adopting a fully blown forecasting function, 
and a better option might be for the independent body to provide an 
assurance function in relation to the official forecasts, confirming whether 
or not they are within acceptable bounds 

• Analysis of the sustainability of the fiscal position – including commentary 
on longer term fiscal pressures and risks to the budget.   

• Analysis of tax expenditures – currently a woefully neglected area of 
government fiscal activity 

• Program evaluation, aimed not to duplicate other evaluations conducted 
within government but with the aim of identifying options to achieve better 
value for money in significant areas of government spending not otherwise 
subject to evaluation 

• Costing of policy proposals from non-government parliamentarians (a 
function performed at present outside of the election period, within a 
limited budget and timeframe, by the Pre-Election Policy Unit in the 
Parliamentary Library) 

• Budget and other economic commentary, including issuing discussion 
papers and contributions to public debate. 
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1 Establishing the need – why independent 
scrutiny is desirable 

1.1 Introduction 

There is a lively discussion underway on creation of a Parliamentary Budget Office 
(PBO) in the Commonwealth Parliament.   

In his budget reply speech of 2009 the then Opposition leader put forward a proposal to 
create such an office and in mid 2010 the Opposition introduced a Bill to that effect in 
the Senate.  An inquiry into the Bill was begun by the Senate Committee on Finance and 
Public Administration, but was not completed due to the prorogation of the parliament. 

Following the 2010 election the negotiations that led to the formation of the government 
included a commitment to establish a PBO.  A Joint Select Committee on the 
Parliamentary Budget Office was established in November 2010.  The Committee is 
examining possible arrangements for a PBO including its mandate, scope, structure, 
resourcing and protocols.  It is due to report by 31 March 2011.   

Other possible approaches have been put forward, including the Commission of Budget 
Integrity proposed by the Business Council of Australia.   

Box 1 – a Commission of Budget Integrity 

 

 

 

 

 

 

 

 

 

 

 

“…The agreement reached with the independents on parliamentary reform 
includes a proposal to establish a Parliamentary Budget Office to provide 
independent costings and research to members of parliament. 
 
This will be a useful first step, but there is a case to go further. 
 
Over the past three years, the BCA has promoted the need for all federal 
budget expenditure and revenue policies to be reviewed on a five yearly 
cycle. 
 
The establishment of a beefed-up and permanent Commission of Budget 
Integrity would allow for government activities and public sector 
performance to be assessed independently and objectively. 
 
It would allow us to consider whether programs are meeting their 
objectives and delivering value for money, and whether ongoing 
government involvement in particular areas is even appropriate.” 

 
Graham Bradley, President, Business Council of Australia 

Address to the National Press Club, 15 September 2010 
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1.2 Purpose of the paper, methodology and structure 

Even were there not a current discussion in the parliament on creation of a PBO, there is 
a strong case for introduction of an independent fiscal agency. It is a concept that has 
been raised in the past in Australian public policy discussion (see Attachment A for a 
summary of previous proposals) and has numerous supporters among academics and 
economic commentators. It is increasingly a structure being adopted in other 
jurisdictions as a desirable mechanism for increasing confidence in budget estimates, 
transparency in fiscal policy and improvement of economic debate.   

The purpose of this paper is to set out options for how an independent fiscal agency 
could be established in the Australian Government.  The options range from a limited 
function in a small PBO through to a more comprehensive range of functions that could 
be performed by an independent Commission of Budget Integrity.   

Numerous sources of evidence were drawn on in preparation of this paper.  We 
conducted a comprehensive survey of the literature, a review of media reporting in 
relation to independent fiscal agencies, and examination of the websites of a number of 
the key independent fiscal agencies internationally.  The results of this desktop 
examination are incorporated in the paper. 

Interviews were then conducted with a number of senior officials in government and 
parliamentary agencies, staff of parliamentarians in Australia, and some independent 
parliamentary budget offices internationally.  The interviews were designed to elicit 
commentary that went beyond the official record and explored the underlying 
advantages and disadvantages of different options.  All interviews were conducted on 
the basis of confidentiality, and interviewees are therefore not identified in the paper – 
however they all provided important insights and their contribution to the work is 
gratefully acknowledged.   

The options paper discusses the underlying case for an independent agency in the 
following section, and the chapter after covers the experience of other jurisdictions.  The 
paper then outlines possible functions that such a body could perform (Chapter 3), and 
options for different structural arrangements to match the desired functions (Chapter 4). 
Attachments cover a summary of previous Australian discussion on the topic, examples 
from European experience, the literature and a list of references.   

1.3 The case for change 

There are three important reasons why an independent fiscal agency is highly desirable 
for Australia.  It would help to: improve government’s capacity for good fiscal policy 
and program management; improve public trust in government and public institutions; 
and enhance Australia’s international reputation for good governance. 

1) Economic Management 
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One of the factors contributing to a country’s economic performance is the role played 
by institutions devoted to scrutiny, oversight and advice, both inside and outside 
government.  There is a clear link between the strength and independence of economic 
institutions and national wellbeing.  In Australia, the effective conduct of monetary 
policy by the Reserve Bank of Australia has been an important contributor to economic 
prosperity.  Other key independent institutions include the review and analysis carried 
out and injected into public debate by the Productivity Commission, the audit function 
undertaken by the Australian National Audit Office, and competition monitoring 
through the Australian Competition and Consumer Commission.   

Fiscal policy (tax and spending) has no equivalent institution. This is not to suggest that 
fiscal policies have been developed without independent advice; the key central 
economic agencies - the departments of the Treasury and Finance and Deregulation - 
have a reputation for robust and impartial advice. The Treasury in particular has strongly 
fostered its reputation for independence. Commonwealth governments of whatever 
political persuasion in recent decades have encouraged these agencies to provide frank 
and impartial advice.   

Nevertheless, under the Westminster system of government there is always the potential 
for a future government to depart from recent practice in this regard, to the detriment of 
the economy.  Moreover, the advice provided to Ministers by these agencies is for the 
most part confidential1, and it is therefore generally impossible to determine the extent 
to which a government has or has not followed that advice.  

The OECD has recently confirmed the usefulness of independent fiscal bodies for 
economic performance, albeit cautioning that they are not in themselves sufficient to 
guarantee success and need to be complemented by political commitment to achieving 
medium term fiscal goals.   

Box 2 – Independent fiscal institutions and economic performance.  

 

 

 

 

 
                                                      

 

1 With the commendable recent exception that both central economic agencies published large 
portions of their briefings to the incoming government in 2010 – an initiative that greatly 
enhanced transparency and reflected well on those departments and the government.   

Experience and empirical evidence suggest that delegating macroeconomic forecasting to an 
independent fiscal council can indeed reduce forecasting bias. There is some empirical 
evidence that independent fiscal institutions can buttress a government’s capacity to comply 
with a numerical rule. Good fiscal institutions are a necessary condition for achieving 
disciplined fiscal performance. Experience demonstrates, however, that their existence is not 
sufficient. Without strong and sustained political commitment to a medium-term fiscal goal 
and, where relevant, to the mandate of a fiscal council, durable improvements in fiscal 
performance will remain elusive. 

Hagemann, OECD, 2010 
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2) Trust 

Alongside improved economic performance, it is also important that citizens perceive 
government as being able to influence that performance in an effective way. Public 
confidence in government has been in decline in most of the western world including in 
Australia. A key reason worldwide is “citizens’ perception that the government is 
incapable of dealing with the current fiscal and financial challenges” (Blind, 2006).   

A Scanlon Foundation survey (Markus, 2010) found that in 2010 only 31 per cent of 
Australians trusted their government ‘to do the right thing for the Australian people’.  
The survey methodology does not provide a precise reason for this low level of trust, 
and notes that it correlates with declining popular support for the then government.  In 
the same survey however the most frequent response to the question ‘What do you think 
are the most important problems facing Australia today?’ was the category ‘Economy/ 
unemployment/ poverty’.  It would be reasonable to infer that perceptions of how well 
government deals with these economic problems would affect respondents’ levels of 
trust.  

Economic management is consistently nominated in opinion polls as an important issue 
for voters.  In the July 2010 Newspoll2 published in The Australian ‘the economy’ rated 
third most important issue affecting voting intentions (behind ‘health and medicare’ and 
‘education’); it was the most important when the same poll was taken in February 2009.   

A better informed public debate on fiscal matters would enhance business and public 
confidence in government.  Budget and fiscal policy issues are not well understood in 
the Australian community at large.  Media reporting on budget issues tends to be 
superficial, with a focus on the budget balance (surplus or deficit) or large tax or 
spending announcements.  Commentary is guided strongly by the media management of 
the Treasurer of the day. Stakeholders consulted for this study commented that even 
parliamentarians in many cases face difficulty in coming to terms with the details of 
budget papers or the estimates underpinning vitally important fiscal decisions.   

For most of the community budgeting remains a mysterious ‘black box’ process inside 
government.  A feature of a healthy democracy is informed debate on important policy 
issues; economic policy should not be an exception.   

3) Good governance 

Although Australia has developed a strong reputation for the transparency of its budget 
documentation, there is no institutionalised independent external assurance or 
interpretation of the “official” view of the budget and government finances.  This stands 
in contrast to many other comparable countries. 
                                                      

 

2 At www.newspoll.com.au viewed 12 November 2010 
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In the 1980s and 1990s Australia was one of the leading OECD countries in terms of 
economic and public sector reform. In 2004 Australia received a United Nations award 
for Improvement of the Quality of the Public Service Process in the Asia-Pacific region.  
As noted by the responsible Minister at the time “it reflects substantial public sector 
reform spanning two decades of management and workplace change and culminating in 
the Public Service Act 1999”3.  

As that statement suggests, international recognition builds slowly over time, and the 
lags are considerable.  Countries’ relative standings therefore tend to change slowly, but 
nonetheless they do change over time as national systems of governance evolve.  

Many other countries have recognised or are recognising the benefits of an independent 
fiscal agency (see following section).  All other things being equal, Australia’s standing 
as an open and transparent economy and reputation for good governance will decline if 
we fail to learn from that experience, harming our international competitiveness over the 
longer term.  

Our standing in international ratings is relatively high today.  Such indices include the 
World Economic Forum global competitiveness report (16th in 2010, down a place from 
2009), the Transparency International corruption perceptions index (ranked 8th in 2010) 
and the World Bank survey of ease of doing business (ranked 10th in 2010).   

However, this is no reason for complacency or for ignoring the compelling case for 
reform. An investment in desirable institutional reform now will have long term payoffs 
and either enhance our standing or at the least help stave off decline.   

An independent fiscal body is only one of many possible factors contributing to national 
transparency and economic performance.  Introducing such a body in Australia would be 
a desirable reform, but of itself would not guarantee better budgeting.  Economic 
performance will continue also to require discipline and commitment on the part of 
government, supported by effective scrutiny from parliament, the media and community.     

 

                                                      

 

3 Media Release, Kevin Andrews MP, at www.apsc.gov.au viewed 12 December 2010 
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2 Practice in other jurisdictions, and lessons 
to be learned 

Many other advanced economies have much stronger independent scrutiny of 
government spending than does Australia.  Some are long established (the Netherlands, 
Denmark and USA) while others are more recent.  Important lessons for Australia from 
those experiences are covered in this section of the report. 

2.1 The UK, USA and Canada – a study in contrasts 

Three large English-speaking countries from which Australia frequently draws lessons 
in public sector management have independent fiscal offices.  They are very different in 
nature, reflecting the different institutional history of each country.   

A key lesson from the sharp differences between these examples is that there is no 
simple template for an independent fiscal body that can be applied from one jurisdiction 
to another.  The functions and structure of such a body depend heavily on political 
history, other national institutions, and the economic policy challenges faced by the 
country in question. 

2.1.1 United Kingdom – the OBR initiative 

The British government established the Office for Budget Responsibility (OBR) in May 
2010.  An interim Committee helped with the establishment phase of the OBR.  Since 
October 2010 Robert Choate has been Chairman of the OBR.  He was recruited from an 
independent think tank, the UK Institute for Fiscal Studies, and was formerly a senior 
economic journalist. Choate, together with a well respected professor of economics and 
a former high ranking Treasury official comprise the Budget Responsibility Committee, 
the formal OBR body that authorises its independent opinions on forecasts for the 
budget and its judgements on the state of public finances.  

The role of the OBR is to make “independent assessments of the public finances and the 
economy… [and] of the public sector balance sheet”.  Details of its mandate and 
structure are spelt out at the website of the Office.  

Its most significant publication to date has been the November 2010 Economic and 
Fiscal Outlook.  This is a comprehensive 152 page publication that provides economic 
forecasts for key indicators such as economic growth (Gross Domestic Product), 
inflation and employment for the current year and five years into the future.   

These forecasts were previously provided in Budget and Pre-budget reports prepared 
within the Treasury and presented by the Chancellor or the Exchequer. This past UK 
practice is very much equivalent to the present Australian practice (see section 2.4 
below).   
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A bill to establish the OBR on a permanent footing, the Budget Responsibility and 
National Audit Bill [HL] 2010-11 is, at time of writing, in the committee stage in the 
House of Lords, where the bill originated.   

The House of Commons Treasury Committee conducted an inquiry into the OBR in mid 
2010, and reported on 16 September 2010. The submissions and evidence provided to 
the Committee were largely positive about the anticipated role of the OBR, but there 
were some criticisms including its closeness (both physically and in terms of staffing) to 
Treasury, small budget, and lack of transparency in its forecasting methodology.  

Box 2 – Extracts, House of Commons Treasury Committee report on the OBR 

 

 

 

 

 

 

 

 

The OBR has a budget, at present, of £1.75m per annum (around $A2.8m). Although its 
key publications are authorised by the Budget Responsibility Committee, none of whom 
are currently Treasury staff (and only one was formerly), most of its employees have a 
Treasury background.  

Key features of relevance to Australia 

The OBR has a very high degree of independence.  Its main purpose however is 
economic forecasting, and it therefore needs to maintain strong relationships with, and 
for much of its information is wholly reliant on, the Treasury and the Bank of England. 
Although it has drawn many of its staff from HM Treasury, it is a separate body and 
sees its separation as an important component of independence, to the extent of seeking 
to move physically away from the same building. The tension between the need to have 
very close links with Treasury in order to be able to undertake its work, while still 
maintaining independence, is one which any similar body will face in Australia.   

Some of its presentation of information is more nuanced than forecasts published in the 
Australian budget papers – in particular, it presents “fan diagrams” that show the range 
of uncertainty in future forecasts (for example, its forecast for GDP growth of 2.7 per 
cent in 2015 is within a band that suggests this could be within a range from 0 to 5 per 

The Chancellor of the Exchequer has taken a bold step in giving responsibility for 
drawing up the Government's budget forecast to an independent body, the Office 
for Budget Responsibility… 

For the OBR to succeed, it will have to be, and be seen to be, independent. There 
are obvious challenges in ensuring the independence of a body which will produce 
the forecasts which the Government uses in its budget, and which will have to draw 
on government resources in its forecasting role…. 

If it is to be successful, the OBR will provide clear, impartial forecasts and 
commentary which improve public debate. It will avoid being drawn into political 
controversy, even though the material it provides will inevitably be used by others 
in political debate. 
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cent, at different degrees of probability). The ‘fan diagram’ approach has been used by 
the Bank of England since 1997 in producing its estimates of inflation, and has become 
a favoured technique for conveying the uncertainty around such forecasts (King, 2010).   

A notable feature of the fan diagram approach is that it graphically illustrates the rapidly 
increasing uncertainty of estimates the further out they extend in time.   A recent Bank 
of England fan chart shown in Figure 1 below illustrates the approach. 

Figure 1 - Bank of England November 2010 Inflation Report – Fan Chart4 

 

The high degree of independence given to the OBR reflects a confluence of politics and 
economics.  The political dimension was election of a new coalition government; both 
coalition partners prior to the election had commented on the desirability of more 
transparency and independence in budgeting. The economic dimension was the severe 
effect on the UK economy of the global financial crisis, and the new government’s 
program of fiscal stringency instituted to restore the national public sector balance sheet.   

                                                      

 

4 An explanation of the chart from the Bank’s May 2002 Inflation Report includes:  “The fan 
chart depicts the probability of various outcomes for …inflation in the future. The darkest band 
includes the central (single most likely) projection and covers 10% of the probability. Each 
successive pair of bands is drawn to cover a further 10% of probability, until 90% of the 
probability distribution is covered. The outcomes bands widen as the time horizon is extended…”. 
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In these circumstances, a high level of independence from government was an important 
factor in ensuring the OBR would be perceived as free from government influence.  It 
has been presented as a key reform to restore fiscal integrity and good economic 
management to an economy in difficult straits.   

2.1.2 USA:  CBO, the world’s largest independent budget agency 

The Congressional Budget Office (CBO) provides the United States’ Congress with 
analysis to aid in economic and budgetary decisions on programs covered by the federal 
budget. CBO is responsible among other things for formulating a baseline against which 
the impact of budget proposals can be assessed, and reviewing the President's annual 
budget submission.  It issues an annual Economic and Budget Outlook plus a mid-year 
update to the House and Senate Committees. It also provides a Long-Term Budget 
Outlook that presents illustrative scenarios for federal spending and revenues to 2050 
and describes the implications of those scenarios for the economy.  

The Speaker of the House of Representatives and the President of the Senate jointly 
appoint the CBO Director. The Director’s term of office is four years, with no limit on 
the number of terms a Director may serve. Either House of Congress may remove the 
Director by resolution. 

The Congressional Budget and Impoundment Control Act of 1974 (the Budget Act) is 
the basic legislative foundation for budget procedures (although amended by other Acts 
since its basic elements remain in place.  It was passed in response to a long history of 
budget conflicts between presidents and the legislative branch in the US system of 
government. The Budget Act assumed that lawmakers would behave more responsibly if 
they faced up to budget totals and voted explicitly on budget aggregates. It also created 
the CBO to serve as the “scorekeeper'' for Congress and assist it to understand the 
totality of the budget figures on which it deliberated.   

The mandate and authority of the Office has grown considerably since. It now publishes 
not only budget forecasts and analyses but also thorough, well researched papers on 
many of the major economic and budgetary issues facing the USA.  Its analytical studies 
are prepared “at the request of a Congressional Committee or Subcommittee; the 
Congressional leadership; or, as time permits, individual Members” (information at 
www.cbo.gov/aboutcbo).  They encompass difficult and highly contested policy areas 
such as greenhouse gas abatement, health reform and immigration. Most of its work is 
published, and its reports are widely read and highly influential in debate not only in the 
Congress but elsewhere in government, the media and the community. 

The CBO has a budget of $US45.2m in 2010 and a staff of some 250 people.  A 
majority of staff have economics or public policy qualifications, frequently at 
postgraduate level.  
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Key features of relevance to Australia 

Despite the differences in scale between the US and Australian budgets there are useful 
lessons for Australia in the approach adopted by the CBO.  In particular, its level of 
independence has been built up over time, and the type of influence it has on policy 
debates has developed progressively, with the current high level of performance built on 
past achievement.  It did not start off by entering the deeply controversial end of the 
policy pool.  

The other key feature to note is the excellent online (and hitherto on paper) transparency 
of the CBO – its published reports are widely used by media, other policy institutions 
and decision makers not only within the Congress but also within the executive. 

The institutional structure of the USA is however very different to Australia.  Despite 
some similarities, the role of the CBO as a large, powerful, well established arm of 
Congress is primarily due to that country’s much stronger separation of powers between 
the executive and the legislature.   

The system of budgeting is complex and intricate; the phrase “the President proposes, 
the Congress disposes” reflects the different roles of the executive and legislature, where 
the legislature is much more in control of the budget process, especially since the 
passage of the Budget Act and creation of the CBO in 1974.   

The reality of the US system is that the final shape of the budget is largely reflective of 
the Congressional process, and the extent to which the executive influences the budget 
comes down to the President and key staff members’ powers of persuasion.  For this 
reason, a large and influential CBO is a necessary part of the system.  However, the 
strength of the CBO is also reflective of a decline in the influence of the Office of 
Management and Budget, the budgeting agency that reports to the President.  In the 
1980s in particular its forecasting and budgeting credibility waned as it resorted to 
dubious figures (including what former OMB director David Stockman described as a 
“magic asterisk” that was employed to make future deficits disappear from the 
estimates).  One interviewee for this project reflected that this was a scenario Australia 
should be careful to avoid.  

2.1.3 Canada – a difficult birth for a PBO  

The Conservative government of Stephen Harper, elected in 2006, came to office with a 
strong mandate to increase transparency and accountability.   

One of its early initiatives was passage of the Federal Accountability Act, containing 
widespread changes to accounting and disclosure, appointment processes, restrictions on 
lobbying, and other institutional mechanisms to improve accountability.  Among these 
was a Parliamentary Budget office within the Parliamentary Library.  

The office was established through amendments to the Parliament of Canada Act.  Its 
role is “to provide independent analysis to Parliament on the state of the nation's 
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finances, the government's estimates and trends in the Canadian economy”.  The first 
Parliamentary Budget Officer, Kevin Page, was appointed in March 2008.  The Office 
has a budget of $C2.8m. 

Box 3 – the establishment of the Canadian PBO 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The PBO in Canada has had an uneasy relationship with the Parliamentary Library.  
Some interviewees for this project who have observed the situation from a distance 
suggested there was some tension between the cultures of between the PBO’s staff of 
professional ex-Finance department analysts and Library staff.  

In addition, the PBO has clashed with the government over forecasts and fiscal policy, 
which has led to strained relations over budget and authority for the Office.  To 
understand this conflict it should be noted that in a Westminster system such as Canada 
the government by definition has a majority in the lower house of the legislature, and 

Improving the transparency and credibility of the Government’s fiscal 
forecasting and budget planning process is a fundamental step in making it 
more accountable to Parliament and to Canadians. Parliamentary committees 
should have access to independent, objective analysis and advice on 
economic and fiscal issues, supported by the timely provision of accurate 
information from departments and agencies. 

The Federal Accountability Act will introduce the following changes: 

▪ The Act will expand the mandate and resources of the non-partisan 
Library of Parliament by establishing within it the position of 
Parliamentary Budget Officer. 

▪ It will give this Officer the mandate to: 
◦ provide objective analysis to the Senate and House of Commons 

concerning the state of the nation’s finances and trends in 
the national economy; 

◦ undertake economic and fiscal research for the Standing 
Committee on Finance, the Standing Committee on Public 
Accounts, or the Senate Standing Committee on National 
Finance, on the request of these committees; and 

◦ estimate the financial cost of proposals currently or prospectively 
under consideration in either House when requested to do so 
by a Member, a committee of the Senate or the House of 
Commons, or a committee of both Houses. 

▪ It will require that departments and agencies provide the Officer with 
existing data necessary to fulfill his or her mandate.  

 
Source:  Federal Accountability Action Plan, April 2006.  Treasury Board of 
Canada Secretariat at www.tbs-sct.gc.ca/faa-lfi/docs/ap-pa/ap-pa06-eng.asp 
viewed 10 December 2010 
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government MPs in the Canadian system do not have as strong a tradition as in Australia 
of asserting parliamentary autonomy over the government in relation to the parliament’s 
resourcing and operations.    

Box 4 – Battles over the Canadian PBO  

 

 

 

 

 

 

 

 

 

Eventually these difficulties were resolved and the PBO given its budget and operational 
freedom, but not before it had lost two of its key senior staff.   

Key features of relevance to Australia 

Fundamental to the difficulties experienced by the PBO in Canada is a mismatch 
between its very broad mandate and relatively small budget.  The dispute over its budget 
in 2009 highlighted the vulnerability of the office.  The PBO is dependent on 
government for funding, while providing independent advice that may at times conflict 
with the narrative that same government wants to present to the public on fiscal matters.   

The location of the PBO within the Parliamentary Library also proved problematic not 
only because of initial cultural mismatches referred to above, but also because of 
divergences in the two bodies’ timeframe and focus.  In Canada the Parliamentary 
Library, like Australia’s, needs to respond to day to day requests for research and advice 
from parliamentarians.  It operates according to the immediate priorities of 
parliamentarians in a contested political climate, and also (again, as in Australia) is often 
asked to provide advice to parliamentarians confidentially.   

By contrast, the PBO has a focus on long term fiscal sustainability and a strong 
commitment to open publication and transparency.  While not necessarily in conflict, 
there is a possible friction between these different approaches, especially when it comes 
to difficult fiscal policy questions that divide major political parties.   

Last year, a dramatic public battle took place over how independent the Parliamentary Budget 
Office actually is. When Mr. Page was appointed in March 2008 as a result of the position 
being created under the Federal Accountability Act, he interpreted the position as an 
independent officer of Parliament.  

Others, including the Speakers for both the House and Senate, maintained their interpretation 
that the position was an office within the Library of Parliament, which meant that Mr. Page 
would report to the Parliamentary Librarian rather than Parliament itself.  

The Joint Library of Parliament committee later stepped in to also define his role as one 
within the Library, and in order for the office to receive the $2.8-million budget increase last 
year that it was expecting when the office was first created, Mr. Page would have to follow a 
certain number of rules, such as working within pre-existing Library of Parliament structures 
and keeping reports confidential unless released by the Parliamentarian who requested it.  

The Hill Times Online September 20 2010 
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2.2 European Countries other than the UK 

Many European countries have an organisation – often in the form of a fiscal council - 
to provide independent review of budgets or economic policies. Although some have 
existed for many years (for example, the CPB in the Netherlands), in the last three years 
new Fiscal Councils have been created in several other countries including Sweden, 
Slovenia and Hungary.  

These moves have been given impetus by the 21 October 2010 report of a taskforce 
chaired by EU President Herman Van Rompuy Strengthening Economic governance in 
the EU.  Among the findings of the report was that:   

“Stronger institutions both at national and EU level will contribute to improve 
economic governance. At the national level, the Task Force recommends the use or 
setting up of public institutions or bodies to provide independent analysis, 
assessments and forecasts on domestic fiscal policy matters as a way to reinforcing 
fiscal governance and ensuring long-term sustainability”. 

The table below provides an indication of the kinds of bodies now in existence. A 
summary of the various arrangements is provided at Attachment B.   

Table 1 – European Fiscal Councils or similar bodies 

Country Body When 
Established 

Functions 

Netherlands Bureau for 
Economic Policy 
Analysis 

1945 Economic forecasts, 
evaluation of election 
policies, specific issues 
papers 

Denmark Economic Council, 
Environmental 
Economic Council 

1962 

2007 

2-3 year economic 
forecasts, analysis of 
specific topics 

Belgium High Council of 
Finance;         
Federal Planning 
Bureau 

1989 

1994 

Coordination of regional 
and national fiscal policy 
medium term objectives for 
regional and national 
budget deficits, analysis 
and forecasting 
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Sweden Fiscal Policy 
Council 

2007 Monitoring sustainability of 
fiscal policy, employment 
and growth forecasts, 
evaluation of cyclical fiscal 
policy, explanation of 
government policy 

Hungary Fiscal Council of the 
Republic of 
Hungary   

2009 Macroeconomic forecasts, 
comment and advice on 
fiscal planning 

Slovenia Fiscal Council 2009 Assessment of: 
sustainability of fiscal 
policy, efficiency in use of 
public funds, trends in 
revenue and expenditure, 
transparency in finances, 
quality of economic 
forecasts 

 

Key features of relevance to Australia 

Many of the examples above are observed in countries which have a long history of 
coalition governments and budget processes based on consensus building among 
different groupings in their parliaments. This makes the role of an external body capable 
of providing scrutiny and advice on fiscal issues more central than it would be likely to 
be in Australia.  

The most interesting recent example from an Australian perspective is in Sweden, where 
the mandate of the Fiscal Policy Council is very wide, including both forecasting and 
evaluation of government programs.  It is not clear how the independence of the office 
reconciles with its role of explaining fiscal aspects of government policies to the public; 
it will be tested in the event that the Council concludes that a policy advanced by the 
government of the day is fiscally irresponsible (noting this is less of a possibility in a 
consensual system of government than in a Westminster system – there is a lower 
likelihood of the type of conflict that has characterised the Canadian experience).   
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2.3 An Australian example – NSW   

New South Wales is in the process of establishing an independent Parliamentary Budget 
Office. From public statements to date by the NSW Treasurer5 its main focus will be 
costing of election policies, with a staff of economists, accountants and analysts.  It will 
also have an ongoing role outside election periods in “economic policy advice and 
research, and the costing of Bills introduced to Parliament”. 

Figures provided in the NSW Bill to establish a Parliamentary Budget Office indicate 
that: “the office will require approximately 12 to 16 qualified and experienced 
economists, accountants and financial analysts covering the key spending areas and 
requisite support staff. The office will receive up to $4 million-recurrent and capital 
funding combined-in 2010-11 in order to establish the Parliamentary Budget Office, and 
up to $3 million recurrent”.  The media statements from the NSW Treasurer confirm it 
will have 16 staff.   

Given that NSW has budget expenses of $56.9b, compared with the Commonwealth’s 
expenses of $354.6b, a pro-rata calculation (approximately 6:1) would suggest a setup 
cost for a Commonwealth office with equivalent functions of around $24m; ongoing 
funding of around $18m; and staffing of around 90 people.  There could be economies 
of scale in a larger office that would reduce these figures; in any event, there are such 
differences in the nature of both revenue and expenses between a State and the 
Commonwealth government that mean direct pro-rata comparisons are at best indicative 
of scale.  The resourcing for any Commonwealth independent fiscal body should be 
determined in reference to the functions it is designed to perform – analysed in the 
following section.   

                                                      

 

5 Media Releases, Eric Roozendaal MP, NSW Treasurer, What Have you Got to Hide Barry? 20 
October 2010 and There’s nothing left to hide Barry 26 October 2010 
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3 Functions that could be performed by an 
PBO or an Independent Commission of 
Budget Integrity 

This section outlines the advantages and disadvantages of an independent fiscal agency 
undertaking different types of work:  macroeconomic forecasting; sustainability 
reporting; costing of policy proposals; program evaluations; analysis of tax expenditures; 
budget and fiscal commentary; preparation of issues or discussion papers; and possible 
other functions.   

3.1 Economic Forecasting 

3.1.1 Current practice 

Official economic forecasts in the budget papers and other updates are presented to the 
Parliament by the Treasurer and Minister for Finance and Deregulation in the annual 
Budget (Budget Paper No. 1) and in the Mid-Year Economic and Fiscal Outlook.  One 
set of Australian forecasts and estimates of revenue and expenses, the Pre-Election 
Fiscal Outlook, is prepared independently by Treasury and Finance under the Charter of 
Budget Honesty Act 1998.  At other times forecasts are the government’s and presented 
by Ministers, albeit reliant heavily on Treasury advice.  

Within the bureaucracy preparation of the budget’s economic forecasts is primarily the 
responsibility of the Treasury.  The forecasts are considered by a standing inter-agency 
committee, the Joint Economic Forecasting Group (JEFG), comprised of the 
Commonwealth Treasury, Department of the Prime Minister and Cabinet, Department 
of Finance and Deregulation, and Reserve Bank of Australia.  JEFG is mainly a 
consultative mechanism to assist Treasury in the construction of the economic forecasts.  
The Reserve Bank provides input through JEFG, but this is not taken as an endorsement 
of the JEFG forecasts; although the Bank contributes information through the JEFG 
process it can and sometimes does publish its own forecasts that differ from those in the 
Budget.   

For a detailed account of forecasting in Australia see Hawkins (2005). 

A number of different forecasts appear in the Budget and MYEFO, including not only 
the often quoted growth forecast but also inflation, employment, household consumption, 
private and public demand, exports, imports and others (see Table 1 of Budget 
Statement 2 at page 2-7 in 2010-11 Budget Paper No. 1).    

Forecasts are presented in the Australian Budget as single figures, rather than as the 
ranges in a fan diagram that is now the OBR practice in the United Kingdom.  The 
budget papers do however indicate that the forecasts are subject to uncertainty, and 
readers can calculate (and the budget papers describe) the sensitivity of the budget 
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estimates to changed assumptions about a number of the key forecasts.  Nevertheless the 
figures are often presented in media commentary as firm predictions rather than 
forecasts subject to uncertainty.   

3.1.2 Options for the future 

In some of the countries previously examined in chapter 2, economic forecasts are 
prepared by the fiscal council or similar body.  Not all countries use government 
agencies to prepare budget forecasts – in Canada the budget uses an average of private 
sector forecasts (although the Finance Ministry also constructs forecasts in-house, these 
are not published and are not the basis of the budget).  In the USA there is a multitude of 
forecasts produced by different analysts and independent think tanks, together with 
official forecasts prepared by the administration.  The forecasts provided by the CBO 
however are generally used in public debate as the most authoritative and reliable.   

Unlike some of the countries surveyed, Australia already has a history of well developed 
and reliable government forecasts that are generally accepted as independent and 
impartial (although there has been some criticism of Treasury forecasts in recent years, 
see e.g. Carling (2009)).  To what extent would it be desirable for a separate office to 
develop its own forecasts separate from the official JEFG forecasts?  Would such an 
office have any credibility in preparing its own forecasts?  

The House of Commons Treasury Committee inquiry (see section 2.1.1 above) has 
struggled with the question of the forecasting role for the OBR.  Under the heading “the 
dilemma” the committee report notes that: 

The majority of fiscal councils comment externally on government forecasts or 
produce their own forecasts. They are not, therefore, involved in the policy-making 
process leading up to the publication of a Budget. The information they use is for the 
most part in the public domain. The staff of the council are employed entirely by the 
council itself.  
The OBR is in a more difficult position. In the run up to the Budget it is producing 
the official forecasts for government, in the light of policy options that have not yet 
been settled —let alone made public. The requirements for confidentiality and 
access to internal government information and knowledge are therefore much higher. 
The question is, how to ensure these requirements are met without compromising the 
OBR's independence?...[quoting Sir Alan Budd] the involvement of officials 
working in the Treasury, HMRC and DWP is absolutely inevitable. They command 
the detailed knowledge of the policies and programmes; they work on the policy 
changes, if any; and they are the experts on the effects of those policy 
changes…how does the OBR perform this task which has been allotted to it, which 
involves using departmental officials, whilst ensuring its independence and 
satisfying the world that it is independent?...around 100 staff in the Treasury, 
HMRC and DWP who are involved in drawing up the Budget forecasts.  
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A similar situation prevails in Australia. Interviewees for this project stressed the 
resource intensive nature of the forecasting conducted by Treasury and other agencies.  
The issue with forecasting is not the acquisition of a forecasting model (a version of a 
computable general equilibrium model can even be downloaded free of charge from the 
Centre of Policy Studies at Monash University).  The resources required are a 
consequence of a) maintenance of the model or models (populating with up to date 
economic data, improving or amending the algorithms used, ensuring latest modelling 
research is incorporated) and b) using it skilfully to prepare reliable forecasts (the 
forecasts produced by a model are only as good as the parameters that are input). 
Moreover, modelling is only one element of official forecasting. One interviewee 
suggested that “it would take 30-40 people to run the ruler over the official forecasts”.  
Preparation of the full range of forecasts through a separate agency might require a 
budget of anywhere between $10-12m ongoing and up to $20m in its establishment 
phase (depending on access to IT resources and sources of information).   

In addition to staff in Treasury involved in preparing the economic forecasts, staff in 
other departments including the Departments of Finance and Deregulation and Prime 
Minister and Cabinet, and in some cases line departments, contribute to the forecasts. 
For example, the Finance department plays an important role in estimation of public 
sector final demand; the department of Families, Housing, Community Services and 
Indigenous Affairs may have input in relation to unemployment numbers; and other 
agencies could be called on to assist with aspects of economic forecasting from time to 
time. To replicate this function would require not only a large staff and but also the 
authority to acquire information from other government agencies as inputs to the task.  

There would seem no real value to taxpayers in replication of the official forecasts in a 
separate body: this would simply double the already significant costs involved. It is 
moreover likely that there would be small differences in forecasts produced by different 
bodies given that the forecasts are always subject to some uncertainty. This in itself 
carries risks – where Treasury and the fiscal agency produced different forecasts, an 
unedifying and complicated debate about forecasting methodologies could erupt, and 
potentially be used or misused in political debate. If taken to extremes this could even 
possibly undermine market confidence in Australian fiscal integrity.  

One option advanced in interviews conducted for this report was that the independent 
fiscal agency could aid in public understanding of the budget by preparing forecasts for 
years just outside the three forward estimates years – that is, four, five or six years after 
the budget year.  There is potential value in showing the costs of government policies in 
this way.  In particular, some large expenditure programs with long implementation lead 
times can appear in the forward estimates to be relatively inexpensive, although in a full 
year of operation they may be very costly options.  Similar concerns could potentially 
apply to revenue measures. 

The options in relation to budget forecasts could be: 

a) Make the official forecasts the responsibility of the new independent fiscal 
agency and transfer the function to it from the Treasury.  This option would be 
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strongly resisted by Treasury, which sees the preparation of the official forecasts 
as one of its core tasks. It does have precedents internationally, and 
administratively would be easy to implement6.   

b) Give the fiscal agency responsibility for providing independent comment on the 
official forecasts. In this option it could examine the forecasts and provide an 
opinion on factors such as their internal consistency, whether they are based on 
reliable external evidence, and whether they fall within a reasonable range.  This 
is not a function currently undertaken in Australia and one which would be 
likely to be welcomed by government agencies. Although Australian 
governments to date have not manipulated the official forecasts for political 
purposes, an independent assurance mechanism would be a safeguard against 
any such practice in the future.   

c) Give the independent agency the resources to prepare in house, or contract out, 
projections for later years outside the forward estimates period for selected key 
official forecasts (there are a number of independent bodies with the capacity to 
prepare forecasts, either in universities or the private sector).     

3.2 Fiscal sustainability reporting 

Another possible function for an independent fiscal agency would be to prepare long 
term forecasts of the kind prepared by fiscal agencies in other countries.  Notably, the 
CBO in the United States prepares a number of different long term forecasts including a 
ten year outlook (currently available for 2010 to 2020), a long term budget outlook 
report for the next 70 years7 (although it indicates that the analysis focuses mainly on the 
next 25 years), and estimates of social security costs reaching out to 20828.  These 
generate considerable public attention and debate, and help inform fiscal policy.   

More recently, US President Barack Obama established a National Commission on 
Fiscal Responsibility and Reform.  Its December 2010 Report The Moment of Truth 
identified options to bring unsustainable growth in the United States’ Federal debt under 
control.  It provided estimates of deficits and debt out to 2040, and even longer term 
projections – the next 75 years – for social security.  The National Commission on 

                                                      

 

6 If the agency were within government, it could be done simply through a change to the 
Administrative Arrangements Order and transfer of the relevant staff.   

7 The Long-Term Budget Outlook  CBO, June 2010 
8 Updated Long Term Projections for Social Security, issued in 2008, provides ranges and 
scenarios over a 90 year timeframe 
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Fiscal Responsibility and Reform drew heavily on CBO data, the best long term fiscal 
analyses available.   

The Danish Environmental Economic Council has a particular focus on the interactions 
between environmental and economic sustainability, including in areas such as energy 
and agriculture.  

3.2.1 Current practice 

The Intergenerational Report prepared by the Treasury in Australia fulfils some of this 
long term forecasting function.  Section 21 of the Charter of Budget Honesty Act 1998 
provides that:  

“An intergenerational report is to assess the long term sustainability of current 
Government policies over the 40 years following the release of the report, including 
by taking account of the financial implications of demographic change.” 

Under the Act the report is to be prepared every five years, although the last report in 
2010 was only three years after the previous report. The report covered a wide range of 
issues; although it was dominated (as a consequence of its mandate under the Act) by 
demographic issues, and especially the aging of the population, it also covered issues 
such as climate change, skills and social inclusion.   

Unlike the CBO reports, or the report from the National Commission on Fiscal 
Responsibility and Reform in the USA, the Intergenerational Report does not provide 
long term forecasts of revenues and expenses.  Instead it provides long term projections 
of key figures such as net debt, underlying cash balance and net worth expressed as 
percentages of GDP.  This is useful information, but its significance is not always 
apparent to readers because it is a very different format to that used for numbers in the 
budget papers and other economic documents.     

The 2010 report was more political in tone than some of the previous reports, and was 
used as an opportunity by the government to promote some of its programs such as the 
National Broadband Network and Carbon Pollution Reduction Scheme that at the time 
were subject of intense political debate.    

3.2.2 Options for the future  

Preparation of a report on fiscal sustainability, looking at longer term budget pressures 
and ways of dealing with them, would be a useful addition to the public debate in 
Australia.  As well as the focus on population ageing seen in the Intergenerational 
Report such a publication could examine questions such as: the future prospects for 
Australian industry, trends in international competitiveness, and their implications for 
tax revenue; pressures on government spending from growth in entitlement programs 
other than the aged pension; labour markets and education; options for making provision 
for unexpected future downturns that might affect the economy.  It would also provide a 
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greater range of analytical tools to enable readers to understand how the longer term 
forecasts relate to the figures presented in the annual budget papers.   

In some countries there is also reporting on the cyclical state of the budget – that is, 
whether taking into account economic cycles the budget is in a sustainable position.  
Simplistic debates about whether a budget is in a surplus or deficit are not helpful to 
public understanding of fiscal issues – neither is necessarily a good or bad budget 
balance.  Whether a surplus or deficit in the budget bottom line is desirable depends on 
the state of the economy as a whole.  Cyclical analyses can help illuminate this question, 
but need to be treated with caution – they have a wide margin of error, because while 
economic cycles can be discerned in retrospect, it is virtually impossible (except by 
chance) to predict the duration of a boom or downturn while it is underway.      

 Options for preparing more comprehensive sustainability reports could include: 

a) Amending the Charter of Budget Honesty Act 1998 to make the 
Intergenerational Report a responsibility of the independent fiscal agency, and 
broaden the coverage of that report (perhaps renaming it a Fiscal Sustainability 
Report); or 

b) Publication by the independent fiscal agency on a regular basis of long term 
forecasts and commentary to contribute to debate on fiscal sustainability. These 
could draw on, but not duplicate, the work of the Intergenerational Report. 

3.3 Policy costings 

3.3.1 Current practice 

The Charter of Budget Honesty Act 1998 provides for both the government and 
opposition to have policies costed by the Treasury or Department of Finance and 
Administration in the pre-election period.  These provisions have been subject to 
criticism for their asymmetric affect:  the government has access to the resources prior 
to the election being called, so can have all its policies in effect ‘pre-costed’, meaning it 
has little chance of being surprised by the results and (if the costs are too great) can 
amend its policies before they are released officially.  The Opposition has no such 
access. The Charter of Budget Honesty Act also only mentions the Opposition; it does 
not contemplate costings being required by independents or minor parties. 

In a statement of October 2005 titled ‘Operation Sunlight – Improving Federal 
Government budget reporting’, the then Shadow Minister for Finance Lindsay Tanner 
argued for fair access by non-government parties to resources to help them establish the 
costs of their policy proposals.  He suggested that “there are benefits in giving equal 
access to costing resources well before the issue of writs for an election” and proposed 
that the Charter of Budget Honesty Act 1998 be amended to “extend the period covered 
by the costing process to the 12 months prior to the last day on which election writs can 
be issued.”  In government, as Finance Minister, Lindsay Tanner continued to pursue 
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Operation Sunlight reforms. He commissioned former Senator Andrew Murray to 
conduct a review, which was released in December 2008.   

Senator Murray drew attention to potential challenges under the Charter of Budget 
Honesty arrangements:   
 

“additional costing access will require increased resources. More difficult to resolve 
are potential conflicts of interest. On the plus side, allowing the Opposition access to 
Government departments for costings a year out from the election would be good for 
policymaking and allow the major parties to enter the caretaker period on a more 
equal footing. On the negative side, potential conflict could arise for the public 
service if it had to balance two simultaneous requests from the Government and 
Opposition… the current approach of receiving requests via the Prime Minister 
would not be appropriate…Related to the confidentiality of the costing requests, 
further conflict for the public service could arise from meeting with the Opposition.” 

 
He also noted that:  
 

“While the current system provides for the Opposition to obtain policy costings, at 
least potentially, it makes no provision for the needs of minor parties to do so… 
Minor parties are doubly disadvantaged; their inability to seek costings during 
elections is exacerbated by the lack of staffing resources with which they typically 
operate.” 

 
He recommended that “the Government implement the changes to access for election 
costings proposed in Operation Sunlight, and investigate options to make provision for 
reasonable access to these services by minor parties.” 
 
In response to the need identified for costing resources the May 2010 Budget announced 
that “The Government will provide $0.5 million in both 2010-11 and 2013-14 to 
enhance the capacity of the Parliamentary Library to assist non-Government parties in 
developing policies in the lead-up to federal elections”.   

To give effect to the measure the Library established the Pre-Election Policy Unit, from 
1 July 2010, which provided assistance to parliamentarians in the lead up to the election.  
That service was evaluated9 and found to be successful within the limited time and 
budget available, but it would be more valuable to the policy development process if 
parliamentarians had access to this or a comparable service on an ongoing basis.  

                                                      

 

9 The report is available online at http://www.aph.gov.au/library/pubs/PEPU/index.htm. 
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3.3.2 Options for the future 

Most interviewees saw costing as the most problematic function for a new body (which 
most interviewees assumed would be a Parliamentary Budget Office) for two reasons:  
the politics surrounding costings and the resources required.  

Costing of political parties’ policies is inevitably high profile and highly disputed. In the 
event that the function were given to the independent office, there would have to be 
some mechanism put in place to ensure that its costings did not conflict with published 
Treasury/Finance costings.  Neither the independent body nor the two departments 
would welcome being dragged into a political fight over whose costings were more 
accurate.  It would drag down reputations on both sides of the fight.   

There is a difficulty for the public service in becoming involved in costings outside of 
the caretaker period (the period after an election is called, when the public service is 
meant to operate in ‘caretaker’ mode against the possibilities that either the government 
will be re-elected or a new government will be elected).  Outside that period 
departments work for their Minister – and so providing assistance with costings to other 
parties is difficult, for the reasons identified by Senator Murray (see above). If an 
Opposition requested assistance in developing its policies in an iterative fashion – that is, 
submit a draft, see how much it cost, revise it and resubmit and so on – then it would 
need a very firm assurance that this process and any draft proposals would be kept secret 
from the Minister; but for the public servants concerned, keeping secrets from their 
Minister is an uncomfortable position to be in.  

The resources involved in costings are also considerable.  In the period when Charter of 
Budget Honesty costings are undertaken literally hundreds of public servants are 
involved – not only in Treasury and Finance, but also in other agencies.  Some costings 
are very complex – for example, any proposal to change social security arrangements 
requires highly detailed specification, and then has to be tested through the very large 
and complex model of how the system works that is maintained by FAHCSIA, in 
consultation with Finance.  It would be highly costly – and probably impossible – to 
replicate that expertise.   

This is not an easy question to resolve.  One possibility would be to give full 
responsibility for all policy costings – including Charter of Budget Honesty costings – to 
the independent body.  This would not be favoured by Treasury or Finance.  It would 
also require the independent body to be able to compel Treasury, Finance and other 
departments to provide the information necessary to cost the policies.   

Another possibility would be for the independent body to act as an intermediary between 
parliamentarians and the departments in costing outside the caretaker period – 
preserving anonymity in relation to requests, but leaving the costings to be done by the 
departments concerned using their normal methodologies.  This could still involve 
potential difficulties in the event that a non-government politician released a policy 
based on such costings and the Treasury or Department of Finance then disagreed with it 
under the Charter of Budget Honesty process.  It would be possible though to provide a 
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mechanism to ensure that where changes that resulted from changed assumptions or the 
lapse of time, these differences would be spelt out in the official costing.  It is an option 
that would need to be managed carefully to preserve trust and confidentiality, and would 
rely on strong communications between the new independent office and the key 
departments concerned.   

Although costing is important for good policy development, all interviewees were of the 
view that it should not be the primary focus of an independent fiscal agency.  If it were 
to become predominantly a free costing resource for non-government political parties its 
value to better fiscal management in Australia would be minimal.   

3.4 Program evaluation 

3.4.1 Current practice 

The Commonwealth government in the past had a requirement that all programs should 
be subject to an independent evaluation at least every three years.  In 1996 this policy 
was discontinued, for a number of reasons. First, market testing was seen as a more 
effective mechanism for assessing the worth of government activities.  Second, the 
strategy itself was becoming worn over time:  evaluations were often seen as lacking 
independence, agencies were lax about complying with the timetable requirement, many 
programs were missed, and many of the reports were either not published or published 
in obscure and difficult to access locations.   

Various mechanisms are still employed for program evaluation; however, few reports 
that reach the public domain have a specific focus on value for money.  The current 
mechanisms include the following:  

• The Australian National Audit Office (ANAO) conducts performance audits that 
in some senses have a similar function to an evaluation, albeit within an audit 
methodology framework and avoiding questions of policy, which the ANAO 
sees as matters for government. 

•  The government itself commissions external program evaluations in some cases 
(a recent prominent example being the evaluation of the Building the Education 
Revolution program).   

• The Parliament conducts inquiries into particular areas of interest.   

• The Productivity Commission may be asked to undertake evaluations on 
specified areas of government activity. 

• Departments themselves may commission external evaluations of particular 
programs.  Under s.44 of the Financial Management and Accountability Act 
1997, chief executives of agencies are responsible for proper use of resources, 
defined as “efficient, effective and ethical use that is not inconsistent with the 
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policies of the Commonwealth” – those who take this obligation seriously are 
generally supportive of external independent evaluations. 

• Evaluations or program reviews may be commissioned from agencies during the 
budget process, often with the involvement of the Department of Finance and 
Deregulation, to inform future years’ consideration of budget bids.  

This is a crowded area of activity in terms of ex-post (after the event) reporting on 
program performance.  There is however a gap in relation to the key fiscal priority of 
achieving best value for money in government spending.  In that regard there are 
limitations to all of these avenues for program evaluation.  

Most of the current mechanisms are not well suited to examining large systemic issues 
that cross departmental boundaries (such as urbanisation, population, social 
disadvantage, investment attractiveness, international competitiveness, and costs of tiers 
of government). These can be examined through the inquiry processes undertaken either 
by parliamentary committees or the Productivity Commission, but these are time 
consuming and resource intensive.  There are thus limits to the number of programs that 
can be considered in this way.  Inquiry-based mechanisms are also highly reliant on 
submissions received to provide the authority and justification for their conclusions.    

Some of the mechanisms, including ANAO audits and many government commissioned 
inquiries, are backward looking.  Although they can draw out lessons for the future, 
these lessons are couched mostly in terms of errors to avoid rather than policy changes 
that can deliver better value for money.  The ANAO is also limited in the extent to 
which it can make comment on value for money in terms of government priorities. 
While it can consider the extent to which programs comply with legislated or regulatory 
frameworks and meet the objectives set for them, its reports do not comment on whether 
those objectives are a good means of achieving value for taxpayers.  

Some areas of government spending have been ruled ‘off limits’ for outside evaluation 
for political reasons – for example, support through the tax system for owner-occupied 
housing, or growth over the past decade in spending on security and policing.   

Most of the program reviews conducted inside government, especially if they relate to 
areas where potential savings can be realised, are kept confidential.  In some cases this 
can be fiscally responsible, allowing government to take a decision without arousing 
special interests to campaign for a program to be retained; but in others it can become a 
means of keeping options out of the public arena and preserving those special interests 
instead.  

In light of these limitations, there is a case for giving an independent agency 
responsibility for evaluating government programs with a view to better value for 
money. If it is to avoid duplication and overlap, the responsibility should be confined to 
significant areas of spending that would not otherwise be caught up in evaluation 
processes elsewhere in the Commonwealth.  Some possible areas could include: 
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• Better targeting of social welfare payments, and the interactions between 
different elements of the social welfare system - in particular, examination of 
areas of rapid growth in spending such as disability support payments, and 
options for supporting payment recipients to return to work  

• The costs of overlap between the Commonwealth and the States in health and 
education, and options for a clearer delineation of responsibilities 

• Identification of the reasons for growth in public service staff to current levels 
(according to some measures, the highest on record, adjusted for changes in 
coverage10) and options to contain that growth.   

These evaluations might not only be about areas where savings are to be made; for 
example, one priority could be consideration of how to fund increased investment in 
skills formation; another could be development of an approach to assessing value for 
money in competing areas of infrastructure spending that cross over between portfolios 
(e.g. tradeoffs between transport, communications, defence and housing infrastructure).   

Box 5 – How an independent value for money evaluation might be carried out 

 

 
 

 

 

 

 

 

 

 

 
                                                      

 

10 There are various ways to measure the size of the public service;  see Parliamentary Library 
Background Note ‘How many are employed in the Commonwealth public sector?’ Joanne 
Simon-Davies 26 November 2010 

Any fiscal scrutiny body should also demonstrate value money in its own practices.  A 
possible methodology for an evaluation to be carried out by the body could be: 

• Identify the area to be evaluated and the core problem to be examined, and 
post the problem definition online.  Link to any previous reports or papers that 
have addressed the problem.   

• Prepare and circulate discussion papers on options to solve the problem, either 
using own resources or on specific topics requiring subject matter expertise, 
potentially from one or more external bodies (academics, consultants, 
community groups or others). 

• Seek commentary and drafting suggestions openly, either through open 
forums, on paper or online.  As an online example, the wiki approach adopted 
in the recent Government 2.0 report proved highly effective. 

• Independently assess the different inputs received, make a judgement on value 
for money aspects of the program concerned, and propose options to 
government on improving value for money in the future. 
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3.5 Tax expenditures  

3.5.1 Current practice 

Tax expenditures are the various concessions (deductions, exemptions, offsets, deferrals 
and so on) offered by government to taxpayers, individuals and corporate, that reduce 
the amount of tax collected.  Because they have a similar effect to spending programs – 
they provide a benefit and they reduce the budget bottom line – they are often called tax 
expenditures, a term coined by former US Treasury official Stanley Surrey. 

In Australia, there is a brief outline of tax expenditures in the annual budget papers (at 
Appendix F to Budget Statement 5 in Budget Paper No. 1, page 5-48 in the 2010-11 
Budget Papers).  A more comprehensive Tax Expenditures Statement is published by 
Treasury annually, before the end of January in each year.  The Tax Expenditure 
Statement 2009, issued on 29 January 2010, indicates that “Total tax expenditures are 
estimated at $102 billion in 2008-09, or around 8.5 per cent of GDP”. 

This figure includes only tax expenditures that can be measured – there are others that 
cannot be estimated reliably.  The largest tax expenditures that are quantified are 
concessions for owner occupied housing and for superannuation. 

Despite being the equivalent to almost a third of total government spending (which 
amounted to $324b in 2008-09) tax expenditures would be lucky to receive a hundredth 
of the attention given to budget spending.  Their publication is generally relegated to 
interior pages or business sections of newspapers, and given little if any mention in 
electronic media news bulletins.   

Tax expenditures are the unloved orphan of fiscal scrutiny, paid little attention and not 
well understood nor adequately analysed. 

3.5.2 Options for the future 

An independent office could have a valuable role in scrutiny of tax expenditures.  It 
could help raise the profile of consideration of the various concessions now incorporated 
in the tax system, and compare their effectiveness with government spending programs. 

It can often be the case that a tax expenditure and a direct expenditure directly substitute 
for each other.  On occasion they can overlap or even potentially work in conflicting 
directions in relation to the same functional area of government activity.  Careful 
scrutiny would show up the areas of overlap and make recommendations for how best to 
overcome them.   

A useful option would be to incorporate regular review of tax expenditures in the remit 
of any independent fiscal office, in cooperation with Treasury and other agencies as 
required.  
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3.6 Budget and other economic briefing and commentary 

3.6.1 Current practice 

The annual budget is subject to commentary from numerous media outlets; in addition, 
large accounting firms and consultancies will often prepare their own media briefings 
for their clients.  It is also analysed by academics with an interest in fiscal matters, by 
accountants seeking to understand changes in the tax system, and by interest groups that 
have sought funding.  

There would seem at first to be little room for an independent fiscal office to add 
anything to this plethora of commentary.  However, there is an example of independent 
analysis of a specific area of the budget that points to the value that an independent 
fiscal agency could provide.  The work of the Australian Strategic Policy Institute in its 
annual review of the defence budget is an invaluable aid to those seeking to work their 
way through the complexities of this area (see Thomson, 2010).  Although its main 
source of information is the budget papers themselves, the work helps readers 
understand what is in the budget, put it in context, and draw out implications.  It also 
provides an analysis that brings out the significance of what would otherwise be simply 
figures in tables. 

There is a good case for something similar in relation to the budget as a whole.  It is 
clear from interviews conducted for the project that the budget is not well understood, 
including by parliamentarians who are required to vote on it.   

A briefing that was able to explain its contents from a reliable and independent 
perspective would be welcomed not only by parliamentarians but by many others with 
an interest in government tax and spending.   

There is a similar function to be performed in relation to other official papers including 
the Tax Expenditures Statement (see previous section) and the Mid-Year Economic and 
Fiscal Outlook.   

It might also be valuable in the event of releases of new economic data released by the 
Australian Bureau of Statistics that showed trends at variance with official forecasts (for 
example, in relation to growth and inflation).  In doing so it could also act as a corrective 
to the tendency among some commentators to take one month’s set of figures – 
frequently subject to revision in the subsequent month – as cause for premature alarm or 
celebration.   
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Another possible advantage of provision of this service within an independent fiscal 
office would be to reduce the unexpected and often unpredictable workload reportedly 
placed on the Treasury by demands for briefing from the current parliament: 

Box 6 – economic briefing demands on Treasury  

 

 

 

 

 

 

 

 

 

 

3.6.2 Options for the future 

An independent office or commission would be well placed to issue periodic briefings 
explaining the budget and other major economic documents to readers.  This would 
assist in raising the quality of economic debate in Australia.   

In addition to responsive commentary on official documents, the body could also issue 
discussion papers in its own right on key fiscal issues.  These could be targeted to 
current issues of key concern to fiscal sustainability, or to the fiscal implications of 
proposals that were the subject of widespread discussion in the media.   

One valuable function that could be performed by an independent body outside of 
government or the political arena would be to raise the profile of an important issue that 
might otherwise be neglected because it was not part of the immediate campaign 
priorities of major political parties.   

This would also imply a need for active engagement with media and other mechanisms 
to disseminate information such as online policy forums, seminars and conferences.   

Treasury secretary Ken Henry… claims Treasury Department resources are 
under severe stress.  

This is as a result of the demands from independents and the Greens. 

Dr Henry told a private gathering of senior ex-Treasury officials… Treasury was 
now at the beck and call of the independents and Greens, creating a huge strain 
on the capacity of the department. 

…one attendee told The Australian. "Dealing with a hung parliament was placing 
enormous pressure on the department as the government demanded they 
constantly brief not only the independents but the Greens also. And such 
briefings were being conducted at incredibly short notice..." 

 ‘Treasury swamped by demands: Ken Henry’ 

 The Australian  9 December 2010 
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4  Options for structure, location and 
governance 

A key consideration is the need to avoid duplication and overlap between the new body 
and the Treasury, Department of Finance, ANAO, Productivity Commission and other 
government bodies.  The discussion of possible functions in the previous section aimed 
to identify areas where these bodies are not currently active, or ways in which 
responsibilities might be transferred to a new independent agency.  This section of the 
report examines structural options in more detail. 

4.1 Structural options 

There are many different ways to structure functions which a government or parliament 
wants to have performed – both within government, and through purchase of those 
services from outside.  The choice of structure and governance arrangement should be 
determined by the purpose for which it is intended (Bartos, 2004).  As noted by DOFA 
(2005) “a clear and unambiguous purpose is fundamental to designing effective 
governance arrangements”. 
 
Any independent fiscal body – whether a PBO or Commission of Budget Integrity – will 
have a number of possible functions it could perform.  A key starting point in deciding 
which of these functions are appropriate and where they should be housed is to ask what 
purpose they are intended to fulfil.   
 
If the primary purpose is to provide support for parliamentarians in their consideration 
of legislation and policy, then a governance arrangement based on parliamentary 
structures is appropriate: the Parliamentary Library model (either as a unit within the 
Library or a separate unit working alongside the Library).   
 
If the primary purpose is to support policy making by government– while retaining a 
degree of independence – then a separate agency within government is appropriate: the 
Productivity Commission model.   
 
If the primary purpose is to foster public debate and understanding of fiscal issues, and 
act as an external source of scrutiny, then a body outside government would be 
appropriate: the ASPI or NATSEM model.  
 
An approach that will not work well would be to attempt to achieve all of these purposes 
within the one body.  What the Canadian experience shows is that an independent fiscal 
office needs to have a clear, explicit and unambiguous mandate, and a structure that 
matches its mandate.   
 
While some goals might be met as an adjunct to achieving the body’s main objective – 
for example, briefings to parliamentarians might also be made available to the public, or 
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conversely reports published to assist in public debate would also assist parliamentarians 
– it should be clear what the primary objective of the body is to be. 
 
A further attribute of the body has to be independence.  This is vital if it is to contribute 
to better economic management, public trust and good governance as outlined in Section 
One of this report.  As noted by Hagemann (2010) “The effectiveness of fiscal councils 
hinges on several factors, including having full autonomy within the scope of their 
mandates, active and unfettered dissemination of their analysis and their credibility.”  

Some possible structural options inside government (for example, establishing a fiscal 
scrutiny office as a branch within Treasury), although feasible, do not achieve this 
objective.  They are therefore not considered.   
 
Four options that would achieve the designated objectives are as follows:   

1) Provision of a fiscal advisory service from inside the Parliamentary Library 

• Advantages: access to a pool of other researchers for tasks as they arise; 
established culture of independence and integrity; could be done without 
legislative change; pre-existing governance arrangements could apply.   

• Disadvantages:  the priorities are likely to be driven by immediate parliamentary 
requests rather than underlying economic importance of issues;  the body would 
be at risk of budget cuts (as in Canada);  lack of own legislation undercuts its 
independent status 

2) A separate independent parliamentary department  

• Advantages:  meets concerns of parliamentarians in current environment 
(agreement with Greens); preserves independence from the executive (as in the 
US CBO); could establish a constituency of parliamentary supporters of the 
office 

• Disadvantages:  as with 1, still driven by parliamentarians’ requests for advice 
and assistance; may be under pressure not to publish information provided in 
confidence to clients; may not have capacity to undertake independent program 
evaluation. 

3) A separate Commission of Budget Integrity inside government 

• Advantages: a highly arms length and independent option.  Would provide a 
high degree of transparency in resourcing and work program.  Able to undertake 
work on the basis of economic judgement and advice.  Would enlist a broader 
constituency in business and community groups. 

• Disadvantages:  Could be subject to attack from other agencies (for example, the 
former Economic Planning Advisory Council always had an uneasy relationship 
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with the Treasury); would need strong governance through an independent 
Board.   

4) A separate Commission of Budget Integrity funded by but outside of 
government.   

• Advantages: the most arms length and independent option.  Would allow the 
body greater flexibility to engage on controversial issues.  Would undertake a 
wide range of work on the basis of its own judgement and independent advice, 
and not be driven by either government or Opposition priorities.     

• Disadvantages:  As with option 3, could be subject to attack from other agencies 
and would need strong governance through an independent Board.  Could be 
vulnerable to government withdrawing its funding if it produced reports critical 
of government.   

Each of these options is outlined in more detail below. 

4.1.1 Fiscal advisory service inside the Parliamentary Library 

Under this option a fiscal advisory service could be established as a unit within the 
Parliamentary Library.  This was an option favoured by some interviewees, primarily on 
the grounds that the Library has a strong culture of impartial, well researched advice.  It 
will be important for the credibility of any new agency that it rapidly establishes a 
comparable reputation – as noted by one interviewee, perceptions of this kind of body 
are quickly set in concrete.  Location inside the Library will predispose the body to have 
a similar culture and approach to its work.  Other advantages include administrative ease 
of establishment, and that no new governance arrangements will need to be devised. 

There were also misgivings expressed about the option.  Some interviewees considered 
that it would be more difficult to recruit staff with high level fiscal policy skills and 
experience to a body that was not perceived as having a specialist and high profile 
economic advisory role.  The location in the Library might also inhibit the body from 
taking a strong position on issues – for example, in a situation where it held a firm view 
that a future government’s budget position was unsustainable, it would still feel 
compelled to present a balanced range of views on this question including the official 
government view.  It would also be less likely to engage in public debate; while the 
Library plays a commendable role in encouraging vigorous debate, Library staff 
themselves do so rarely and instead let their reports speak for themselves. 

The closest international parallel to this arrangement is the Canadian Parliamentary 
Budget Officer, located within the Canadian parliamentary Library.  There is ongoing 
tension in the arrangements in Canada, because the present PBO considers that a 
condition of the office is that it has a separate and independent role that is not required 
to report through the Librarian.  If a similar arrangement were put in place in Australia, 
it would be desirable to specify reporting arrangements and accountabilities from the 
outset, before any appointments are made.  
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This is a model that would be well suited to provision of confidential briefing material to 
parliamentarians.  That was however one of the sources of friction in the Canadian case, 
where the Parliamentary Budget Office took the view that all of its work should be made 
as transparent as possible, and was not comfortable with keeping information 
exclusively for the use of requesting parliamentarians. 

One trap to avoid would be for the body to be dedicated solely to policy costings.  As 
noted in section 3.3.1 above, the Parliamentary Library established a pre-election policy 
unit in 2010, to commission modelling reports to aid in the costing of non-government 
parliamentarians’ policies.  It would be easy for a body within the Library to assume its 
role was to continue this function and not provide analysis on other fiscal questions.     

Governance 

An independent parliamentary budget officer position could be created, reporting to the 
Parliamentary Librarian.  The Librarian is a statutory office established by s38A of the 
Parliamentary Service Act 1999, appointed by the presiding officers of the parliament 
(the Speaker of the House of Representatives and the President of the Senate) for a 5 
year term.  The Librarian reports to the presiding officers and to the Joint Standing 
Committee on the Parliamentary Library. 

There would be no barrier to creation of a position of a Parliamentary Budget Officer 
within the Parliamentary Library, with appropriate resourcing provided through an 
increase in the appropriation provided to the Department of Parliamentary Services.  It 
would in effect amount to establishment of an additional arm of the Library providing 
specialist services in relation to fiscal matters. 

4.1.2 Fiscal advisory body as a separate organisation within the 
Department of parliamentary Services 

This would see the body established as a separate unit within the Parliament, of 
equivalent standing to the parliamentary Library.  It could be established within the 
Department of Parliamentary Services, in the same way as the Parliamentary Library is 
part of that Department but largely autonomous in its operations.  Physically it could 
either be located in Parliament House or in close proximity.   
 
Establishment of the Office in this way would give it greater independent status, 
including through its own sections of legislation, and ensure that the Parliament spelt out 
clearly the purposes for which it was intended.  It would have greater autonomy over its 
resourcing and staffing, which might be an advantage in creating a cadre of specialist 
fiscal analysts (although some interviewees commented that this could be a disadvantage, 
limiting the kind of thinking and perspectives provided through the Office).  
 
The disadvantage would be creation of potential barriers between it and the 
Parliamentary Library on issues where cooperation would be desirable, and the need to 
establish its own culture and ways of operating without ready templates and examples to 
draw on. 
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The closest international parallel is the United States, which has a separate 
Congressional Budget Office and a Congressional Research Service that both operate 
autonomously providing services to Congress.  There are some areas, such as provision 
of briefing on bills, where they work together to provide complementary services, the 
former providing estimates of costs and the latter analysis of policy implications.  
 
Governance 
 
This option would require amendment of the Parliamentary Service Act 1999 to 
establish a separate Parliamentary Budget Office, and specify its functions and its 
accountabilities.  The process for appointment of a Parliamentary Budget Officer could 
be the same as for the Parliamentary Librarian, a responsibility of the Presiding Officers.  
It could have a reporting line to a committee of the parliament; an obvious candidate 
would the Joint Committee on Public Accounts and Audit, or alternatively the 
Parliament might consider creation of a separate committee on fiscal affairs.   
 

4.1.3 Fiscal policy agency within government.   

A frequent device used within government to promote arms length consideration of 
important issues is the establishment of agencies either inside a department with 
separate branding and identity, or outside the core department but within a Minister’s 
portfolio, that have an independent role.   

Examples at the Commonwealth level include the Productivity Commission, Australian 
Bureau of Agricultural and Resource Economics and Sciences (ABARES), and Bureau 
of Infrastructure, Transport and Regional Economics (BITRE).   

Past examples include the former Economic Planning and Advisory Council (EPAC), 
which became part of the newly established Productivity Commission in 1998.   

The advantage of creating a new Commission of Budget Integrity in this form would be 
an arms-length relationship with the Parliament.  Rather than its workload being driven 
by requests for briefing from parliamentarians, it could have a more strategic focus to a 
workplan. 

The option of establishing the body inside a government department (e.g. the ABARES 
within the Department of Agriculture Forestry and Fisheries Australia) is that it lacks the 
formal independence of a body with its own appropriation and legal form.  It means that 
its location and organisational form can be shifted around internally within a department 
(for example, the former Australian Bureau of Agricultural and Resource Economics 
was amalgamated with the former Bureau of Rural Sciences in 2010 to form ABARES) 
and its CEO is part of the departmental executive structure.  There are advantages in 
terms of flexibility and possible savings in terms of corporate support services, but these 
are outweighed by the disadvantage that the body would face possible abolition any time 
it produced reports at variance with official government policy.    
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A more arms length relationship, such as that enjoyed by the Productivity Commission, 
would allow the body the freedom to provide independent reports and commentary. This 
is a position that could also be of considerable assistance to government in encouraging 
debate on reform options.  The independent body would be able to raise awareness of 
uncomfortable or difficult fiscal questions and propose tough options for dealing with 
them, without the government necessarily having to take sides in that debate or commit 
itself prematurely to unpopular causes.   

Governance 

The two options for creation of bodies in the Commonwealth government are the 
Financial Management and Accountability Act 1997 (FMA Act) and the Commonwealth 
Authorities and Companies Act 1997 (CAC Act).  Both Acts can allow for a body to 
have a high level of independence operationally.  The main difference is that CAC Act 
bodies have a governing board, control their own assets, have a degree of independence 
from other government policies and generally have the power to engage staff outside the 
Public Service Act 1999 (see DOFA 2005).   

Given that a Commission of Budget Integrity would want to have a high level of 
autonomy, and a strong Board to provide guidance and direction, a CAC Act form 
would seem the most appropriate route.  This would also allow the body to undertake 
work on a commercial basis if opportunities arose. The Finance department prefers the 
form of CAC Act agencies to be a statutory body – that is, established through an Act of 
the Parliament – rather than a company.  Not only because of this preference, but also in 
light of the purpose of the body as a provider of independent analysis and reporting, a 
separate legislative foundation would be desirable.   

There is an alternative option, which would be to establish the Commission under the 
FMA Act and with its own legislation, but with statutory independence and a reporting 
line direct to the Parliament rather than through a Minister.  This is the model that 
applies to the Australian National Audit Office, another key integrity institution of the 
Commonwealth, under the Auditor-General Act 1997.  The Auditor reports to the Joint 
Committee of Public Accounts and Audit.    

4.1.4 Fiscal policy agency outside government 

A Commission of Budget Integrity need not be created within government directly.  It 
could be created either as a Commonwealth owned company, or as a unit within a 
tertiary institution with sufficient budget funding to allow it operate on a continuous 
basis. 
 
There are a number of instances of bodies outside government that maintain strong links 
with government and provide independent services.   
 
One example is Education Services Australia, a national not for profit company jointly 
owned by education Ministers of the Commonwealth, States and Territories. It operates 
at arm’s length from any specific government, is commissioned to undertake work by a 
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Ministerial Council, and has a board comprised of a mix of independents (including an 
independent chair) and representational appointees. 
 
The National Centre for Social and Economic Modelling (NATSEM) is a research 
centre for economic and social modelling at the University of Canberra. Its primary 
source of income, through various indirect means, is from government, in the form of 
both grants and commissioned research.  It was established by Dr. Ann Harding, a 
former Commonwealth public servant, in 1993, with the encouragement and support of 
her previous employer.  NATSEM took on a modelling role that in some respects had 
previously been done in the then Department of Social Security, with the advantage of 
greater freedom to undertake independent research outside of public service restrictions.  
 
The Australian Security Policy Institute is probably the most interesting recent 
development in creation of an independent agency outside of, but with strong support 
from, government.   
 
Box 7 – the ASPI model  
 
  From the outset there was a very deliberate strategy of creating policy contestability 

between ASPI and the Defence department.  
 
 In his letter to the initial board members, then Minister Peter Reith said “The Government 
believes that contestability of advice is an important contributor to good public policy, and 
is concerned that in the strategic and defence policy arena the range of alternative views on 
which the government can draw is not well developed. ASPI is intended to help remedy 
this”.   
 
 ASPI relies on cooperation with Defence for the information required to do its job well; for 
that reason, it has depended on having high level supporters in the offices of both the senior 
and junior Ministers for the portfolio and at senior levels within the Defence hierarchy. 
Ministers' continued very strong support for ASPI has been essential to its survival.   
 
One of the other elements behind the desire for an ASPI was that there was an increasing 
amount of ill informed debate on defence policy in the community, especially in light of 
Australia’s international strategic stance at the time.  Defence itself (being part of 
government) was not a credible source of counterbalance to the debate in public arenas and 
ASPI was seen as having an important role in injecting thoughtful, balanced analysis into 
the national policy debate. 
 
ASPI receives the majority of its funding from the Commonwealth government through the 
Defence budget. It is a company limited by guarantee under the CAC Act, wholly owned by 
the Commonwealth.  It has its own independent Board. 
 
Since the creation of ASPI, reportedly (although this is purely anecdotal) the strategic policy 
advice provided by the Defence department itself has also improved markedly.   
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Table 2 – matching form to function 
 
 PBO inside 

Library 
PBO in 
Parliament 

Fiscal advisory 
agency within 
government 

Fiscal advisory 
agency outside 
government 

Confidential 
briefings to 
MPs & Senators 

***   ** * * 

Macro 
Forecasting 

* * ** * 

Assurance on 
forecasts 

* * ** *** 

Costing of 
policies 

* ** *** ** 

Sustainability 
reporting 

*** ** ** *** 

Evaluations * * *** ** 

Comment on 
budgetary and 
economic policy 
issues 

** ** * *** 

Published 
reports and 
discussion 
papers 

** ** ** *** 

Contributions 
to media and 
external debate 

   * ** * *** 

 
*         Moderately Suitable 
**       Suitable  
***     Highly suitable 

4.2 Workload, budget and staffing 

Other key considerations for the new body are how its functions translate into a work 
program, what resourcing it will require and how it should be staffed.  
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4.2.1 Work program 

A potential danger for the body is that it its work program will be reactive, driven by 
immediate events and requests (especially if it is located within the Parliament) and not 
have the capacity to develop original thinking on key fiscal challenges facing Australia. 

This is a perennial problem even within departments such as Finance and Deregulation, 
where the annual budget cycle with its continual round of estimates updates, briefings 
and publications tends to drive out longer term thinking.  This led that Department to 
create the long term budget policy unit precisely to avoid the problem of policy being 
purely reactive.   

In a Parliamentary Budget Office there is also the timetable pressure of the political 
cycle to contend with, which would affect workloads associated with costing of election 
proposals.  

If a Commission of Budget Integrity were established with an independent Board, an 
important role for the Board would be to set priorities and ensure that forward looking 
analysis of key issues was undertaken.   

Whatever the structure chosen, it would be desirable for the body to agree an annual 
work program with either the parliamentary committee or Board to which it reports.  
That would be published online, and the body would be responsible for publication of 
progress reports against that work program. 

4.2.2 Staffing 

This was the area of most concern among stakeholders consulted for the project, 
including overseas independent fiscal advisors.  The skill set required for an office of 
this nature is not common.  It requires staff with the capacity to understand budget 
documents, analyse fiscal issues, and then present reports in a way that allows non-
expert readers to understand and apply the information.   

Finding suitable staff will be a challenge for the new agency.  The most obvious sources 
of people with the necessary skills and expertise are the Departments of the Treasury 
and of Finance and Deregulation – but neither will be very comfortable with losing key 
staff to an independent agency.  There are though alternatives, including secondments 
and temporary placements, which can overcome this problem.  Ideally, the independent 
fiscal agency would become known as a good stepping stone in the careers of talented 
economists and budget analysts, exposing them to work they would otherwise not be 
able to do inside a department of state.  

The body should also have the authority and resources to obtain services on a 
consultancy basis to meet short term demands or in order to prepare briefing and advice 
in areas of specialist expertise.   
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4.2.3 Funding  

The decision on levels of funding will be up to the government and Parliament, 
depending on the role they perceive as appropriate for the new body.  An indicative 
outline of the kinds of roles that might be supported is below.   

Table 3 – Funding a PBO or Commission of Budget Integrity 

Funding level  Number and type of staff 
and other resources 
 

Scope of activities 

$3m Around 10-12 staff, one 
SES, no Board, limited IT, 
limited access to 
information, use of existing 
websites (e.g. in the 
Parliamentary Library) to 
disseminate information 
 

Mainly advisory, handling 
ad hoc requests, costing of 
proposals, commissioning a 
limited amount of external 
research 

$10m Around 30-40 staff, 2 
senior executive,  Board,  
access to journals and 
online databases, own 
website, access to frequent 
consultancy or research  
advice 
  

As above, plus stronger role 
in economic forecasting and 
commentary, some 
examination of government 
spending programs  
 

$20m Around 60-80 staff, high 
powered Board, library 
resources (mainly online), 
interactive website to 
encourage extensive public 
engagement, strong 
publications capacity, 
strong IT capacity to 
support modelling and 
analysis.   
 

As above, with a significant 
research capacity, ability to 
scrutinise government 
programs, searching 
examination of underlying 
fiscal and budget issues and 
scrutiny of the full range of 
revenues, expenses and tax 
expenditures 
 

 
These figures are derived from a comparison with a variety of other Commonwealth 
bodies:  the Productivity Commission (expenses $38.8m, average staffing level 190); 
National Water Commission ($21.3m, ASL 50); Australian Office of Financial 
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Management ($9.6m, 37 ASL)11.   They also take account of overseas experience, 
although direct comparisons are not possible due to different accounting and budgeting 
methodologies between countries.   
 
Staffing levels vary considerably depending on the nature of the work undertaken, the 
extent to which use is made of resources other than public servants, and availability of  
economies of scale.  This makes inter-agency comparisons, especially between agencies 
of different size, fraught with potential for misinterpretation.  The figures presented are 
only indicative, and a detailed costing of the office would have to be developed were it 
to proceed, taking account of the mandate and functions agreed for the body.   
 
It should be possible to fund the agency through savings elsewhere in the budget.  
Moreover, to the extent that an independent fiscal agency enabled consideration of areas 
of comparative fiscal neglect, it could be expected in any case to result in a net positive 
benefit to the budget balance over time.    

4.3 Comparing the options 

Determining the appropriate functions and therefore structure for the independent fiscal 
agency will involve tradeoffs between different priorities.  Discussions to date have 
focused largely on its potential role in support of parliamentarians; however, as noted 
with commendable self awareness by one staff member of a parliamentarian “we can 
sometimes be too inward looking and think that this [Parliament House] is the only 
place that matters”.  The contribution of the independent office to better budget 
management will have broader benefits to all Australians.   
 
In that light, the criteria for determining what functions are most important (and 
therefore how the body should be structured) could focus more on what added value it 
would bring to national fiscal performance.  One way to do this would be to ask what 
function it could perform that is not presently provided through other institutional 
arrangements.  Against this test, the functional priorities would be preparation of fiscal 
sustainability reports, independent validation of economic forecasts, and evaluation - 
from a value for money perspective - of neglected or problematic areas of government 
activity.  

                                                      

 

11 Source:  Budget Paper No. 4 2010-11, Agency Resourcing, and Table C:5 Estimates of average 
staffing level (ASL) of agencies in the Australian general government sector, Appendix C, 
Budget Paper 6, Budget Paper No. 1 2010-11.  Australian Government, Canberra 
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5 Attachments 

Attachment A 
Proposals for independent fiscal offices in Australia 
 

There has been a sporadic debate in Australia on the need for an independent fiscal 
agency, in various forms and for different purposes, over at least the past ten years.   

Economist Nicholas Gruen (1997, 2000, 2001) has been a long time advocate for the 
creation of an independent fiscal policy agency within government with the kind of 
institutional independence enjoyed by the Reserve Bank in relation to monetary policy, 
to determine annual targets for the discretionary use of fiscal policy by governments. 
This was a theme also taken up by the Business Council of Australia (1999) in the 
context of a broader discussion paper on economic management.  

In a 2003 paper on fiscal rules Ric Simes of the Chifley Institute argued for the creation 
of an independent ‘Institute for Fiscal Affairs’ charged with “monitoring the 
performance of fiscal policy against the Government’s fiscal rules and principles;  
conducting research into policies relating to intergenerational matters; and promoting 
debate on how various policy agendas interact with fiscal policy”.  He proposed this be 
established outside government, through a tender process.   

Carling and Kirchner (2009) argued that the Charter of budget Honesty had failed to 
restrain growth in government spending and debt, and argued for creation of a Fiscal 
Commission “to enhance the independence, transparency and accountability of the 
federal budget process”.  An innovative aspect of this proposal was that “The Fiscal 
Commission would enforce compliance with the fiscal policy rules…and have powers to 
impose pecuniary penalties on members of the federal parliament for non-compliance… 
A one percentage point breach of the budget balance, net debt, or expenditure and 
revenue shares of GDP would be penalised on each count by a 1% reduction in 
politicians’ remuneration…”.   Aside from the punitive powers, the arrangement 
proposed has some features in common with a number of European fiscal Councils. 

More recently, there has been considerable debate around the creation of an independent 
Parliamentary Budget Office (PBO).  While this debate has been given additional 
impetus by the agreement reached with independent MPs as part of the formation of the 
current government, it had been discussed in various forums previously and was a 
prominent Coalition policy commitment12 in 2010. 
                                                      

 

12 Media Release, Andrew Robb MP, Coalition to Ensure Taxpayers Get Better Value for Money 
23 June 2010. 
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Attachment B 
European independent fiscal advisory bodies. 
 

A summary of the arrangements applying to a number of European fiscal councils or 
equivalent bodies is set out below.  It draws extensively on the excellent website on 
fiscal councils developed and maintained by Prof. Simon Wren-Lewis at Oxford 
University, supplemented by materials derived from the websites of individual countries’ 
Councils.   

Netherlands 

The Netherlands Bureau for Economic Policy Analysis (CPB) was founded in 1945. It is 
an independent research institute and has its own independent external advisory body. It 
provides economic and fiscal forecasts as inputs into the budgetary planning process. It 
also evaluates the election programme of government and opposition parties (at those 
parties’ requests). The Bureau also provides economic expertise on a wide range of 
specific issues, such as labour market reform. 

Denmark 

Denmark has had an Economic Council since 1962, joined more recently in 2007 by an 
Environmental Economic Council.  The two Councils have a common chairmanship of 
four senior professors –the Councils’ website notes these chairpersons are usually called 
the “wise men”.  The Councils each have 17 members.  The members of the Economic 
Council are drawn from government, the Danish Central Bank, academe, unions and 
“employers federations” (although some of the latter would be more akin in Australia to 
industry lobby groups).  The membership of the Environmental Economic Council is 
similar but also includes environmental non-government organisations.   

The objective of the Economic Council is “to monitor the Danish economy and analyze 
the long-term economic development. Another objective of the Council is to improve 
coordination between the different economic interests in the Danish society. Therefore 
the Council plays an important role in the public debate on economic policy issues in 
Denmark”13.  
 
The Economic Council meets twice a year, and the Environmental Economic Council 
meets once a year. The Economic Council considers reports from the Chairmanship 
which contain medium term economic forecasts for the Danish economy and special 
analyses of selected topics such as labour markets, the welfare state or the European 
Monetary Union.   

                                                      

 

13 From http://www.dors.dk/sw3018.asp viewed 6 December 2010 
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The Councils are supported by a secretariat of 20, mainly economists or environmental 
economists. 

The approach reflects differences in Nordic systems of governance that emphasise 
greater consultation across society, and joint decision making between government, 
unions and employers (often described as a ‘corporatist’ approach to government). This 
kind of tripartite decision making has been a feature of specific areas of policy making 
by some previous Australian governments, but has never been institutionalised to the 
extent it has in many Scandinavian countries.   

Belgium 

The Federal Planning Bureau, established in 1994, provides a range of services along 
similar lines to the CPB in the Netherlands. In addition, the High Council of Finance, 
which was reformed in 1989, overseas the coordination of regional and national fiscal 
policy. It sets medium term objectives for regional and national budget deficits, and 
proposes annual targets, which form the basis for government negotiations. The High 
Council is chaired by the Minister of Finance, but has representatives from inside and 
outside government. Although it has no formal decision making power, it does exert 
considerable influence.  

Sweden 

The Swedish Fiscal Policy Council, established in 2007, has small resources but a broad 
remit. In addition to monitoring the long-run sustainability of fiscal policy, the council 
evaluates the short-run fiscal stance from a cyclical perspective. The council also 
analyses long-run employment and growth developments. Another task is to evaluate the 
motives, explanations and research basis for government policies. The council plays a 
“supervisory” role in the country’s general economic policy debate, helping to raise the 
standards of discussion. 

As in Denmark, the leading role played by the Fiscal Policy Council in economic debate 
is a reflection of the greater consensus tradition in Swedish governance.  It may not be a 
function easily translatable to the more adversarial Australian political system. 

Hungary 

The Fiscal Council of the Republic of Hungary was set up in 2009 as ‘an independent 
state institution that endeavours to ensure the responsible management of public 
resources.’ It prepares macroeconomic forecasts which represent the baseline for 
budgetary decisions. It also provides comment and advice on fiscal planning more 
generally, within the context of existing fiscal rules. 

Slovenia 

A Fiscal Council was established in 2009 “as a consultative body for independent 
assessment of the fiscal policy and implementation of structural reforms”. Its tasks 
include assessment of: the sustainability of fiscal policy, efficiency in the use of public 
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funds, trends in revenue and expenditure, transparency in finances, the quality of 
economic forecasts, borrowing and guarantees.   
 
Its establishment followed a proposal advanced in the 2009 OECD Country Survey of 
Slovenia, which argued that “the rationale of a fiscal council is that it mitigates the 
information asymmetry problem between the government and its electorate and hence it 
helps the electorate to judge the government’s fiscal decisions” (a rationale that can be 
applied more broadly to independent budget commissions or offices in any country).   
 
The members of the Fiscal Council are appointed by the Government and include 
economists, bankers and a former head of tax.  It is not yet clear how broadly the body 
will interpret its mandate and whether or not it will undertake fundamental assessment 
of government; its main products appear from press reports to have been fiscal 
updates.    
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Attachment C 
Review of fiscal agency literature   
 

Inspired partly by the success of delegation in monetary policy, fiscal agencies now 
form a strong feature of a comprehensive macro-prudential framework in a growing 
number of countries.  This attachment presents a summary of the recent literature on 
fiscal agencies, with a focus on:  

• their benefits and disadvantages compared to other fiscal instruments (section 1),  
• their potential impacts on accountability and transparency in government and 

informed public debate (section 2), and  
• the key features of such agencies (section 3).  
 

This paper was prepared by Carole Canler of the Auckland office of the Sapere 
Research Group.  It is strongly inspired by a recent literature review on independent 
fiscal agencies conducted by Debrun, Hauner and Kumar at the International Monetary 
Fund.  

Section 1 - Comparison of fiscal instruments 

The lack of fiscal discipline in many countries has been a strong focus in the literature, 
even more so recently following the financial crisis. It is argued that policy makers tend 
to focus primarily on the short-term consequences of their actions. In addition, there is a 
possible conflict between political agenda of a constituency or group and fiscal restraint. 
A third factor is the time inconsistency - or lags in decision making and in implementing 
policy measures after a shock has been identified.  

These factors create a bias towards over spending, giving way to public deficits and 
potentially procyclical policies. A number of different instruments and approaches have 
the potential to improve the incentives for policymakers to use discretion responsibility, 
reduce deficit bias and improve fiscal outcomes.  They can be categorised as: fiscal rules, 
fiscal responsibility laws, and independent fiscal agencies.  

The initial reaction to the problem of deficit bias, both in government and academia, was 
to explore the use of fiscal rules that might provide a constraint on governments14. 
Probably the most notable example is the Stability and Growth Pact of the Euro zone. 

                                                      

 

14 Fat’ás & al. (2003) 
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Fiscal rules have however not been very successful, in the sense that they have not been 
adhered to. One of the problems with fiscal rules is that simple rules are clearly 
suboptimal, but more complex rules are difficult to monitor. In addition, numerical rules 
might be simple but they come at a cost: lack of flexibility. Strict numerical rules on 
budget balances of government debt have the advantage of being simple and transparent. 
But because of their inability to adapt to changing economic conditions, they are likely 
to lead to credibility crises. There is an almost perfect parallel with fixed exchange rate 
regimes as simple rules to conduct monetary policy15.  

Wyplosz16 compares rules-based with institution-based fiscal discipline, and strongly 
supports the latter over the former. He argues that institutions can have the flexibility 
that rules do not have, and can use judgment, which rules cannot. 

His view is strongly supported by the literature, which suggests that rather than 
removing policymakers’ discretionary power (through the use of rules for example), 
institutional reforms aimed at improving or correcting incentives would be preferable. 
They provide a framework and institutional guarantees that significantly reduce the 
likelihood that discretionary power could be misused.  

Section 2 - Accountability, transparency and credibility 

Transparency of policy has been interpreted by fiscal authorities as referring to tracking 
how tax revenues get spent, achieving ‘value for money’ from government programmes, 
following accepted accounting standards, and conducting policy in an open and public 
way. 

Fiscal transparency seems to be more about establishing the integrity of the fiscal 
process than it is about helping the public to form expectations of future tax and 
spending policies.” Along many important dimensions, monetary and fiscal policies 
have more similarities than dissimilarities. Leeper17 argues that this is “the minimal 
standards that a democratic society should expect from its government”.  

The literature draws many parallels between monetary and fiscal policy18, both in terms 
of transparency standards and institutional frameworks. Monetary policies are 
scrutinised by legislators, economists and the public. This intense scrutiny has led the 
most transparent central banks to reveal to the public in written documents, public 
                                                      

 

15 Ibid 

16 Wyplosz C (2002) 

17 Leeper E M (2009) 

18 Debrun & al. (2008) 
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speeches, and news conferences three key aspects of their decision making processes: 
the objectives of monetary policy and the means by which the central bank tries to 
achieve the objectives; the central bank’s views of the current state of the economy, 
including its understanding of the sources of shocks to the economy in the recent past; 
and the central bank’s forecasts of important economic variables, including at least some  
discussion of where future policy is likely to head. 

Some authors recommend using monetary transparency standards as a benchmark for 
fiscal transparency19. They recognise that such a level of transparency might not be 
achievable, but that agencies should use those as targets. They argue that enhanced fiscal 
transparency can be beneficial in macro-economic terms. It can help anchor expectations 
of fiscal policy, raise the level of discourse about fiscal policy effects and financing 
options, and make fiscal actions more predictable and effective. Transparency reduces 
macroeconomic uncertainty by taking some of the guesswork out of policy intentions. 

A question relevant to this paper is whether the separation between an institution, such 
as an independent fiscal agency, and the executive level improves public governance in 
terms of transparency, openness and accountability. Leeper argues that “the arguments 
that have led countries to make dramatic reforms to their monetary policy institutions 
apply with equal – or possibly greater – force to fiscal policy”20.  

Mihailov and Ullrich21  analyse the effects of fiscal (and monetary) agencies on 
accountability in the form of possible overriding by the government of economic policy 
decisions delegated to a committee of experts with mandates in the fiscal and monetary 
area. Accountability is only reasonable if the institution to be made responsible is 
sufficiently autonomous in the first place.  

The authors test for different degrees of independence and interaction of the appointed 
committees, each taken in its entirety as a policymaking unit or agent, and the elected 
government, as principal. They then compare the equilibrium outcomes of these 
alternative institution-design frameworks compared and ranked according to key 
macroeconomic performance criteria such as inflation expectations, inflation, output and 
the budget deficit. The authors conclude that if the priority is to manage inflation and 
inflation expectations, a society should opt for independent monetary policy which is not 
constrained by the threat of its decisions being overridden, no matter whether fiscal 
policy is similarly independent or fully dependent. If, on the other hand, a society would 
prefer to mitigate the fluctuations of output and employment, policymaking by expert 
committees should be additionally constrained either by accountability mechanisms 
                                                      

 

19 Leeper E M (2009) 

20 Ibid 

21 Mihailov A & Ullrich K  (2008) 
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(such as override clauses or similar) or by permitting instrument but not goal 
independence as, for instance, in popular inflation targeting regimes of monetary policy. 
One can argue that similar rules could apply to fiscal agencies. 

Section 3 - Role of independent fiscal agencies  

The literature distinguishes between independent fiscal agencies, and fiscal councils, the 
difference being whether the agency’s mandate includes policy development. 

Independent Fiscal Agencies Fiscal Councils 

Set long-term objectives (e.g. debt targets) 
and short-term targets consistent with them 
(e.g. fiscal balance) 

Set targets (for fiscal balance) in the context 
of a fiscal rule  

Adjust some pre-determined tax and 
expenditure packages 

Provide objective analysis of fiscal 
policies 

Provide independent budget forecasts 

Provide normative assessment and 
recommendations 

 

Independent Fiscal Agencies can provide technical expertise and help inform, analyse, 
develop, assess and implement fiscal policies. Wyplosz22 argues that fiscal policies 
should be taken out of the hands of policymakers. “Democratic control is essential for 
deciding the size of government, the distribution of spending and the structure of 
taxation, but it has proven inefficient to set the size of the budget deficit. Taking the 
deficit and the debt out of the standard democratic process does not imply any loss of 
democratic control where it is fully justified. The macroeconomic aspect of fiscal policy 
is not different from that of monetary policy”.   

To date, however, no country has established an Independent Fiscal Agency. The fact 
that there is no existing Independent Fiscal Agencies suggests that “policymakers might 
be reluctant to delegate such a significant element of their policy mandate and that their 
implication may raise issues of democratic accountability”23. Fiscal Councils are 
generally more acceptable and have the potential to improve fiscal discipline. We 
discuss below the potential mandate for a Fiscal Council, common institutional set-ups 
and lessons learnt in terms of their effectiveness.  

                                                      

 

22 Wyplosz C (2002) 

23 Debrun & al. (2008) 
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Mandate: 

An important point in the literature is that the mandate of the fiscal agency depends on 
the severity of the fiscal problems, and the existing institutional framework. The 
Swedish experience shows that “the broader the remit, the more difficult it is to 
penetrate an issue in depth. But the appropriate tradeoff depends on the environment in 
which a fiscal agency operates”24  

A review of proposals to establish Fiscal Councils highlights three types of activities: 

1. The most common function is to assess budgetary performance relative to fiscal 
rules and to suggest adjustments if necessary25. This equals to a strengthening of the 
commitment to existing fiscal rules through a Fiscal Council type of institution. 
Fat’ás 26 concludes that “the lack of continuous short-term monitoring designed to 
ensure that the country will meet its loosely-defined long-term goal is likely to lead 
to loss of credibility”. In this respect, a Fiscal Council has the potential to remedy 
this shortfall. The OECD also argues that, in the context of tax reforms necessary to 
address growing public deficits, “there is often a role for independent bodies 
charged with assessing the likely impact of proposed reforms on taxpayer behaviour, 
revenues, equity and ease of administration”.  

2. Some proposals go a step further and suggest combining a Fiscal Council’s 
assessment of the observance of fiscal rules with sanctions imposed by the 
judiciary27. Ultimately, the idea is to make fiscal rules that were established through 
the political process legally binding like any other constitutional provision. 

3. Some proposals suggest the independent preparation of fiscal and macroeconomic 
forecasts by a Fiscal Council28. The OECD states that “the most significant risk to 
any fiscal strategy is the use of inaccurate economic forecasts, notably the use of 
“optimistic” ones which make additional revenue seemingly available and thus 
reduce overall discipline. The independence of the preparers of economic forecasts 
needs to be assured”29.  The use of separate independent bodies to prepare economic 

                                                      

 

24 Calmfors L (2010) 

25 Committee on Stabilization Policy (2002), Fat’ás et al. (2003), European Commission (2004), 
Ubide (2004) 

26 Fat’ás & al. (2004) 

27 De Haan et al. (2004), Inman (1996) 

28 Jonung and Larch (2006), Ubide (2004) and Wyplosz (2005) 

29 OCEC (Nov 2010) 
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forecasts is a notable trend. Such bodies can also play an important role in assuring 
the observance of any fiscal rule.   
The Fiscal Council would prepare forecasts on a continuous basis that could 
increase the transparency of the budget and of fiscal performance throughout the 
year. The essential difference between these forecasts and those by the private sector 
or academic forecasters would be that the Fiscal Council would be legally mandated, 
and would thus have both statutory obligations and full access to information on 
actual policy goals and motivations. The forecasts could be revisited during the year 
to adjust the fiscal stance where needed. While the ultimate decision on the budget 
forecasts could be left to the government, the impact of independent forecasts on 
fiscal discipline would be enhanced if their use for the budget were mandatory. 

4. A potential fourth function is independent arbitration between the central and sub-
national levels of governments. This assumes substantial fiscal decentralisation.   

 

Institutional arrangements: 

The proposed institutional arrangements for Fiscal Councils vary, but autonomy is a 
general consideration. Most proposals envisage that Fiscal Councils would consist of 
economic policy experts from academia and the public sector, whose autonomy could be 
bolstered by a number of provisions, not unlike those in place for many independent 
central banks.  

Accountability could be enhanced if Fiscal Councils were instituted by parliament and 
required to explain recommendations in comprehensive public reports.  

Moreover, a Fiscal Council’s influence on policy and its contribution to public debate 
would depend on the credibility of its assessment. The credibility of the fiscal agency is 
paramount if it is to exert influence and contribute to the public debate.   

Effectiveness: 

The literature strongly emphasises that a Fiscal Council should have an explicit mandate, 
have discretion to fulfil its mandate, be accountable to the executive agencies using ex-
post control, and be independent using explicit guarantees against ex ante political 
control.  

Debrun30 argues that a number of conditions could strengthen the effectiveness of a 
Fiscal Council, given that it would exert influence primarily through the public debate:  

                                                      

 

30 Debrun & al. (2008) 
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• its mandate needs to be clearly defined and reflect a relatively broad social 
consensus on what constitutes sound policy  

• the government must be willing to integrate the Fiscal Council into its work – 
perhaps even by using it to bolster its case for unpopular measures or reforms  

• the existence of fiscal rules, because they provide a clear benchmark against which 
the government’s policies can be assessed 

• a central role for the Fiscal Council in the budget process, for example the budget 
vote could require a hearing with the Fiscal Council or an explanation from the 
government if its  recommendations are ignored 

• legislated provisions regarding the Fiscal Council, because they could bolster its 
position in a possibly unfavourable political environment. 

 

Fiscal agencies seem to work best when there is a certain degree of separation from the 
executive. In addition, a degree of public engagement is desirable. Fiscal Councils must 
insist that insight into fiscal decisions and their consequences, before political decisions 
are made, extends beyond the decision-makers and a narrow circle of experts, and 
should be open to the general public as well. This is broadly supported by the OECD31 

which states that public policies, including fiscal policies, are more legitimate, credible 
and effective if they meet the expectations and needs of the people for whom they are 
intended. Well-designed public engagement helps to design and deliver effective public 
policy and services while strengthening trust in government. In addition, and because of 
their role to improve the public debate on tax policy, the Fiscal Council needs a high 
degree of credibility if it is to be effective. This is best achieved through independence, 
transparency and technical expertise.  

Alice Rivlin32, the first director of the US-based Congressional Budget Office (CBO) 
provides some interesting insight as to the CBO’s effectiveness: 
 
”CBO’s acceptance by the political players rests on four aspects of its structure and 
history.  
• It has had strong professional leadership and attracted high quality analytical staff.  
• It has been aggressively non-partisan and never allowed politicians to appoint 

members of the staff.  
• It never makes recommendations on policy matters, but offers estimates of 

budgetary costs or analysis of options and alternatives. It has always tried to help 
politicians evaluate their choices and steadfastly refused to tell them how to choose.  

• It makes all of its reports and analyses available to the public and the press and tries 
hard to make them clear and readable.”  

                                                      

 

31 OECD (2004) 

32 Rivlin A M (2010) 
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