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Terms of Reference of the Inguiry in the 34th Parliament

The House of Representatives Standing Committee on Expenditure
regolved to inguire into Infrastructure on 28 May 1986.

1. To review trends in Australia’s expenditure on
infrastructure and compare those trends with overseas
countries;

2., To examine Australia’s infrastructure expenditure and
public capital stock to determine any areas of
imbalance;

3. To examine, through a case study approach, the framework
for public capital investment in order to identify
possible improvements to the decision-making processes;
and

4. To recommend measures that could be undertaken to
improve the efficiency and effectiveness of expenditure
on the public capital stock.

Terms of Reference of the Ingquiry in the 35th Parliament

on 5 November 1987 Senatocr the Hon, Gareth Evans Q.C. Minister
for Transport and Communications wrote to the Chairman of the
House of Representatives Standing Committee on Infrastructure
(later renamed the Committee on Transport, Communication and
Infrastructure) to refer the inguiry with the same terms of
reference as adopted by the Expenditure Committee in the 34th
Parliament (See Appendix 1}.
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FOREWORD -
Foreword by Mr J Saunderson, MP

on 24 September 1987, for the first time since
Federation the House established what can be termed a
comprehensive system of committees when it set up 8 general
purpose standing committees. The House of Representatives
Standing Committee on Transport, Communications and

Infrastructure was one of these committees,

. This first report produced in the name of the Transport,
Communications and Infrastructure Committee represents the
completion of an inguiry conducted in the 34th Parliament by the
‘then House of Representatives Standing Committee on Expenditure.
On 28 May 1986 that committee resolved to inguire into the
provision of infrastructure in Australia. Briefly, the decision
to hold an inquiry reflected the Expenditure Committee’s concern
for the need to replenish adequately public investment capital

stock during periocds of continuoug public expenditure restraint.

The. Bxpenditure Committee received a large number of
detailed submissiong, took evidence at public hearings and
commissioned a paper on the macro-economic effects of public
investment jin Australia. At the dissolution of the 34th
Parliament, however, that committee had not completed preparation
of a draft report. The Expenditure Committee has not been
reappointed in the 35th Parliament.

- The matters covered by the Expenditure Committee inguiry
are important and still relevant. The Transport, Communications
and Infrastructure Committee has concluded that given this, and-
given in particular the interest displayed in the inguiry, it has
a parliamentary duty to present a report to the House,
Accordingly, the committee sought and received from the Ninister
for Transport and Communicatiocns agreement to a reference in
identical terms to those adopted by the Expenditure Committee,.
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The committee appointed a sub-committee consisting of
Mr J.V., Langmore (Chalrman), M¥Mr R.N.J. Gorman and
Mr J. Saunderson to prepare for its consideration a report based
on the evidence presented to and taken by the Expenditure
Committee. Mr Langmore was the chairman of the sub-committee the
Expenditure Committee appointed to undertake its inguiry into

infrastructure,

The report presented to the sub-committee was prepared
under the guidance and direction given by Mr Langmore to staff of
the former Expenditure Committee who assisted in the inguiry.

Mr Langmore presented his draft report to the sub-committee and
after deliberation and amendment, the amended report was
presented to the committee. The committee agreed that it should
adopt the report, so that it could be presented to the House,

In adopting the report of the sub~committee, the
committee was following a practice common to parliamentary
committees that appoint sub-committees. Nevertheless, I emphasise
that this inquiry described earlier, does not necessarily contain
or reflect the views of committee members who were neot members of
the sub-committee. Nor does it necessarily reflect the views of
the earlier Expenditure Committee. This approach is also
supperted by the precedent of the 1976 repcort on Passenger Motor
vVehicle Safety from the then House of Representatives Standing
Committee on Road Safety. :

I believe thig report is both wide ranging and
controversial. After identifying the basic problem, namely the
urgent need to finance significant increases in infrastructure in
the 1990's, the report embarks on a detailed examination of - a
number of funding options which in turn lead to the examination
of various aspects of macroeconomic policy. This examination
covers the size of the public sector and the role of government,

privatisation, increasing the efficiency of statutory




authorities, an examination of whether government consumption can
be reduced and pubic expenditure cut {(and taxes increased),
public borrowing, national savings, and, institutional and

national priorities.

Some of the igsues are decidedly c¢ontroversial and some
members of the committee both Government and Opposition, do not
necessarily agree with all that is said or with all the
conclusions that are reached.

Nevertheless, given the importance of adeguate
infrastructure to the future well bheing of Australia, I believe
it is necessary for this report to go forward as a contribution
to an important national debate.

John Saunderson
Chairman

Foreword by Wr J.V. Langmore, HP

One of the few relationships about which all economists
agree is between investment and economic growth. A necessary
condition for sustained economic growth is increased investment.
Yet public investment in Australia has been allowed to fall as a
proportion of GDP from just over 9.6% in 1965-66 to 7.5% in
1985-86 ~ and this is not because private investment has
increased to £fill the gap.- Private investment (including housing)
has also fallen from 18.4% of GDP in 1965-66 to 15.9% in 1986-87.

This report examines reascns for the f£all in public
investment, conseguences, and ways of financing a renewed
increase as well as ways of increasing the effectiveness with
which the existing infrastructure and available funds are used.
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The report is an attempt to outline a strategy for providing the
infrastructure framework for increasing national preductivity and
restructuring the -economy - both-of which are essential if we are
to cope with our current account deficit, let alone continuing

high unemployment.

As chairman of the Expenditure Committee sub-committee -
which undertook the infrastructure inguiry I would like to warmly
thank parliamentary colleagues who attended the hearings and took
an active interest in the issues. Those who were particularly
invelved were Julian Beale, Bob Brown, David Hawker, Leo McLeay,
Stephen Martin, John Mcountford, Warwick Smith and Tan Wilson.
They were all members of the Expenditure Committee and therefore
carry no responsibility for the report, because they did not have
the opportunity to study the draft report since it had not been
completed when the 34th Parliament was dissolved in June 1987.
The Expenditure Committee was not reappeinted in the 35th
Parliament. The new Transport, Communications and Infrastructure
Committee took over the infrastructure inquiry and, because of
the new membership, almost all the members of the Expenditure
Committee could not participate in the consideration of the draft
report which wasg finalised after the election and considered by
the new committee. Although I know that some of the members of
the Expenditure Committee will disagree with some parts of the
final report, 1 hope that they will recognise in the discussion
points which they made at the hearings, and be satisfied with the
broad thrust of the conclusions.. o ' o

As chairman ¢f the sub-committee given the
responsibility for preparing a report for the Transport,
Communications and Infrastructure Committee I am grateful to John
Saunderson, the Chairman of the new Transport, Communications and
Infrastructure Standing Committee, for his close interest in the
content and process of tompleting and tabling the report, and to
Russ Gorman; the other member of the sub-committee which approved

the final report.
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One of the fascinating aspects of:.this inquiry has heen
the wide range of groups and individuals who were sufficiently
concerned about the issues to make submigsions and to appear, -all
the members of the National Infrastructure Committee made
important submissions, both together and through their
organisations. To illustrate, but without being able teo cover
many of those who made valuable submissions, I would like to
mention the CSRIO Division of Building Research, the Australian
Federation of Construction Contractors, the Building Workers
industrial Union, Telecom, the Victorian bepartment of Management
and Budget, and the Commonwealth Departments of the Treasury and

Finance.

The paper commissioned from Professcr John Nevile on the
macroeconomic implications of public investment made a centrally
important contribution to the committee’s work. Members also
appreciated Professcor Nevile’s willingness to visit Canberra to
discuss the issuves informally. Emeritus Professor Russell Mathews
gave advice to the committee during the inquiry for which I am
particularly grateful.

I would particularly like to thank the staff who have
worked on this report. The adviger to the sub-committee, Peter
Hamburger, wrote most of the first draft. His high guality
analytical work and writing have been crucial to completion of
the report. Evan Tully, seconded from the Department of Housing
and Construction for most of the inquiry, made a major
contribution through his knowledge of the construction industry
and his logical, thoughtful and sustained application. Ian
bundas, the sub-committee secretary made a vital contribution
too, through his organisatien of the committee and his editing of
the report. Phil Bergin, Malcolm Aldons and Lexia Noakes, all
contributed at various Stages in important ways to the
committee’s work. Kylie Freer and Xelly Edwards both did
outstanding and timely work on the keyboard to help bring the

report to fruition.
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I hope that this report will be extensively debated and
influence thinking about appropriate national economic policies.

Ideas can bhe powerful.

John Langmore
Sub-Committee Chairman
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LIST OF HAIN CONCLUSIONS

1. Much of our infrastructure is younger than that of
comparable western nations. It is not much younger, however, and -
there is no reason to believe that Australia will be immune from
a build-up of rehabilitation or replacement needs of the type
that has occcurred in other developed economies. (Para 2.17

2. Maintenance and replacement needs will substantially
inerease during the rest of this century due to the overall age
pattern of Australian infrastructure. Unless the need due to
ageing can be offset by savings elsewhere, through lower demand,
aggregate need for public investment must rise. (Parva 2.23)

3. There are still significant gaps in Australian
infrastructure networks, all of which it would be desirable to
fill and some of which it is essential to f£ill. We may have to
cope with the ageing of much of our existing infrastructure

before we have completed many of its networks. (Para 2.32)

4. Australia has ne option but to look toward significané
restructuring of its economy. This can be expected to reguire
increased infrastructure investment, and desirable structural
change in the Australian economy will generate a need for
significant increases in private investment and a complementary
need for public infrastructure investment, The result will be
higher ihvestment needs in Australia in the next decade or two.
{(Para 3.12)

5. Demographic changes may lead to some temporary easing of
infrastructure investment need in some areas but any such effect
will be modest and short lived and offset by increased needs in
other areas because of rapid population growth in some regions

and the ageing of the population. (Para 4.5)
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€. Technology has the potential to allow us to meet our
infrastructure needs more efficiently and at lower cost but there
is risk of under investment in technology in the Australian
public sector. {(Para 4.11)

7. Privatisation is unlikely to offer an effective

means of increasing naticnal infrastructure investment, because
sale of public authorities is likely to divert private capital
from alternative uses. (Para 5.25)

8. It would not be feasible to fully finance a substantial
increase in public investment from reduced consumption spending
growth and some constraints on the relative proportion of
national income devoted to public and private consumption
expenditure is likely to be required to finance increased
investment including infrastructure, but this alone will not meet
the likely needs, (Para 5.31}

9. Although there are practical limits to the extent to
which necessary increases in infrastructure investment can be
financed from higher levels of taxation a reversal of the decline
in the share of revenue contributed by the corporate sector would
be an appropriate approach to providing funds for economic
infrastructure. {Para 6.8} '

10. The simple version of the crowding out theory which
holds that higher levels of public borrowing will reduce the
scope for private investment cannot be sustained. {(Para 6.18)

11. A heavy reliance on foreign capital for national
investment carries risks for Australia that have heen
dramatically illustrated by the events of the past two years.
{(Para 6.22}
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12, The present levels of public debt which are low by
historical and international standards and the absence of ¢lear
direct links between moderate levels of public borrowing and
interest rates suggest that there is scope for increased
infrastructure investment financed by borrowing. However any
increase in borrowing would require careful implementation so as
to minimise the danger of adverse market perceptions. (Para 6.28)

13. The present practice of not separating capital and
current expenditure in the Commonwealth budget provides a
misleading presentation of the budget deficit which has the
potential to damage Australia’s interests in the capital markets.
{Para 6.36)

14, A stricter separation of source and application of funds
for capital and recurrent purposes in the Commonwealth budget
would be desirable. This would give a clearer picture of
Australia’s budgetary circumstances and would reduce the
excessive weight currently placed by financial markets on a
somewhat misleading "bottom line". (Para 6.39)}

15. The failure to clearly distinguish between commercial
and non-commercial public activities in important published
accounts misleads market opinion, The opportunities for making
this distinction should be pursued and the most logical approach
would be to exclude borrowings by commercial public authorities
from the PSBR as is done in a number of western countries.

(Para 6.46}

16. A higher level of investment in Australia would lead to
a higher level of ecconomic growth. Private investment may be
influenced by government efforts to create a favourable climate
for investment but it is important in doing so that opportunities
for public investment yielding sufficient returns are also taken.
{Para 6.47)
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17, The national savings rate is too low. The spread of
occupational superannuation may not raise committed household
savings to a level sufficient to finance desirable investment
without undue reliance on foreign capital. (Para 6.59)

ia. The aims of the Treasury/Finance line on ingreasing
efficiency should be supported but the potential benefits are not
as great as those claimed by its proponents., (Para 7.13)

19. Comparisons with average private sector pecrformance are
not likely to be a valid measure of efficiency in the public
sector {Para 7.16) *

20. There is some scope for improvement in efficiency
through the establishment of target rates of return for public
enterprises. The rates selected should be specific to each
enterprise in recognition of the different circumstances in which
various enterprises operate. These targets need to be )
supplemented by some direct controls, but the mixture of direct
and indirect methods needs to assist flexibility and performance,
(Para 7.29}

21. Potentially profitable public investment has been
prevented by current arrangements and this is ilikely to continue.
The shortfall in investment is a greater problem than any
shortfall in efficiency. (Para 7.33)

22, The level of public investment in Australia appears to
be largely determined by the amount of funds available after
recurrent commitments have been mei and a deficit targest set.
Rather than being a residual, public investment should have a
wmuch higher priority with all parts of the budget - recurrent
capital revenue and the deficit - being set on an iterative
basis. {(Para 7.36)
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23. The Treasury/Finance approach to improved efficiency in
Commonwealth enterprises pays insufficient attention to the
possibility of under—-investment in this sector and may increase
the possibility that aggregate investment will be tooc low, nor
does it fully consider the value of such projects in stimulating
economic growth. {(Para 7.45}

24, There is little scope for improving efficiency by
eliminating deliberate cross—subsidies in the Commonwealth
sector, but such subsidies should be made transparent through
systems of clear annual reporting of their extent and direction.
(Para 7.51)

25. The removal of unintended cross—subsidies coffers scope
for improved efficiency in a number ©f areas and should be
pursued through policies of appropriate pricing and charging.
Many such subsidies occur in the budget sector and this area
should not be neglected. (Para 7.60)

26. There is scope for some improvement in priority setting
at the national level, but achieving such an improvement will be
difficult. A political precess such as occurs in the Loan Council
is a most appropriate forum for setting national public
investment priorities. {(Para 8.28)

27, Some improvement in priority setting might be available
through improving the quality of the input to the Loan Council
process. Decisions which effectively determine the level of
public investment are made with little regard to actual need.
Better judgements would be made if more information on actual
investment needs was available to members of the Loan Council.
{Para 8.29)
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28. There is no national body to asgess whether a higher
level of public investment in infrastructure would lead to more
rapid economic growth. There is insufficient co-ordination of
major public sector investment proposals and the Loan Council has
not been effective in this regard. (Para 8.33)
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LIST OF RECOMMENDATIONS

The declining, trend of public investment be reversed and
preparations be made for increased public investment for
the remainder of this century. (Para 2.32)

The Government should give high priority teo promoting
research and development by CSIRO, universities and
other public authorities related to improving the
efficiency and effectiveness of the provision and
management of infrastructure. In particular, the CSIRO
proposal for a four year infrastructure research program
should be supported. (Para 4.13)

The Government should apply a stricter separation
between its capital and current accounts so that the
Commonwealth budget deficit is recorded in line with

conventional accounting practice. (Para 6.39)

The Government should exclude the borrowings of
commercial public authorities from the Public Sector
Borrowing Requirement. (Para 6.46)

Consideration should be given to positive incentives to
voluntary saving as exist in Japan and as are proposed
in Sweden. (Para 6.60)

The Government should review the controls over
goverament business enterprises outlined in its policy
information paper with a view to allowing a higher level
of managerial autonomy. Accountability should be
assured through better specificaticn of desired results
and agreed, periodic review of performance after the
event. (Para 7.30)
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14G.

i11.

The Government should consider complementing the asset
management work undertaken by the former Department of
Housing and Construction with research by its successor
and CSIRO into analysis of the asset replacement

problem, strategies for asset management and research

into construction materials and practices. {Para 7.32)

" The Department of Finance should complete and issue its

‘proposed manual on benefit-cast analysis as soon as

pcssible.'(Para 7.41)

The Government should act to remove the distorting
effects on allocative and operational efficiency of
unintended cross-subsides; the most glaring example
being the large cross-subsidy to heavy road transport
vehicles. (Para 7.60)

The Loan Council should attempt at least some broad
measure of priority-setting and coordination of major
public investment‘proposais, {Para B,33)

Serious consideration be given by the Commonwealth

Government to participating in a joint venture with the
present proponents of the Very Fast Train. (Para 9.33)
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I. INTRODUCTION

fnfrastrvctore. Those structural elements of an

cconomy whichk facilitare the fFlow of goods and services
between buypers amnd selfers. Examplecs of these structuvrasl/
elfements are commurrications and traansport {roads,
raffways, harbours, airports, telfephornes cltc. ), howsring,
sewerage, power sypstems elfec. These Ffacilities are
wswally, thowgh mot mecessarily, provided by public
aupthorrties and may be regarded s a prereguisite for

economic growth fn an cconomy. (Lavid Poarcerd
THE INQUIRY INTO INFRASTRUCTURE

1.1 The seeds of a parliamentary inguiry into infrastructure
were sown at the first National Infrastructure Forum in October
1985. The forum showed that concern with inadequate
infrastructure was a serious matter of concern for all sectors of
Bustralian society and one of its recommendations was that a
parliamentary infrastructure committee be established. In May
1986 the House of Representativesg Standing Committee on ‘
Expenditure established a sub-commitiee to conduct an ingquiry
into infrastructure. That sub-commititee identified several

specific areas of interest:

. the consequences and longterm implications of the
reduction in public investment in Australia during

periods of public expenditure restraint;

. the maintenance of public infrastructure assets

during periods of public expenditure restraint;

any gaps or inadequacies in the public capital
stock or the current structure of public

investment:




. the priorities in allocating public investment

funds;

the co-ordination between Commonwszalth, State and
Local Governments of investment funding and
allocation, and the role of the Federal Government

in overseeing the arrangements; and

the adeguacy of the Loan Council as a co-ordinating

body and of ILoan Council procedures.

1.2 The sub-committee gathered a large amount of wide
ranging evidence but had not prepared its report by the time the
34th Parliament was dissolved in June 1987. The Expenditure
Committee was not re-appointed in the 35th Parliament.

(See Appendix 1)

1.3 After the election the consideration of infrastructure
issues was considerably advanced by the appointment of a junior
minister with responsibility for land transport and
infrastructure support and the establishment in both Houses of
the new parliament of standing committees on infrastructure.

1.4 This report represents the completion of work carried
out by the sub-committee of the Expenditure Committee and is
based largely on the evidence and background material gathered by
that sub-committee. Consideration of the evidence and preparation
of this report was carried out by a sub-committee of the House of
Representatives Standing Committee on Transport, Communications

and Infrastructure.




A CONCEPT OF INFRASTRUCTURE

1.5 The national infrastructure comprises many, diverse
elements. There are hundreds of thousands of kilometres of roads
and tens of thousands of kilometres of railway track. Sea and air
trangport are served by hundreds of ports and airports. We are
accomnmodated at home and work in vast numbers of buildings of
varying size and complexity. We are educated and trained for
work, leisure and social responsibility in thousands of public
and private schools, colleges and universities. Most people are
born in hospitals and are treated in them when injured or sick
and some of us are incarcerated in prisons when we transgress the
laws of the land. We receive water and sewerage services through
hundreds of thousands of kilometres of piping. Power is supplied
through a huge and complex network of electricity generation and
distribution facilities, as well as gas and oil wells,
refineries, stores and pipelines. A large part of the nation's
capital stock provides these and other gervices which support our

economic and social activities and are essential to development.

TABLE 1.1

AUSTRALIA'S INFRASTRUCTURE - SELECTED STATISTICS

Kilometres of road open for general traffic 805 000
Kilometres of government railway track 39 000
No. of aerodromes 440
No. of ports _ 71
No. of major dams and reservoirs 94
Ne. of telephone instruments in use 8 330 060
Kilometres of telecommunications cable - 798 000
No. of primary and secondary schools 1¢ 025
No. of occupied dwellings - 4 691 000
No. of hospital beds B7 586
Source:

Australian Bureau of Statistics, Year Book Australian 1986
Australian Bureau of Statistics, Canberra, 1986, Australian
Telecommunications Commission, Annual Report 1986, Melbourne
1986. Department of Transport and Communications, Department
of Health. '




1.6 The term infrastructure, which groups these diverse
goods and services, is to some extent an abstraction. The word
embraces a host of different investments; some whelly in the
public sector, some private but encouraged or facilitated by
governments, others purely private. They all share several common

elements:

they exist to support other economic or social
activities, not as an end in themselvesg;

incur relatively high initial capital costs:
. have relatively long lives; and therefore

.  should be managed and paid for on a long term
basis.

1.7 Australia’s econocmic problems - relatively high levels
of unemployment and inflation, a balance of payments crisis, a
high and rapidly increasing level of overseas debt and widespread
occurrence of hidden poverty - will not be solved without serious
attention to the structure of our capital stock. The supporting
infrastructure framework is an important coastraint on our
ability to increase the ratic of our exports to imports, reduce
our level of indebitedness and achieve the levels of growth
necessary for full employment and rising living standards. We
cannot produce more manufactured goods, for export or to replace
imports, for example, if our transport, communications, energy
and marketing networks are inadequate for the task. The
infrastructure constraint to economic activity is often

overlooked.




1.8 Infrastructure is not, of course, the only constraint.
The National Institute of Economic and Industrial Research; in a
recent study, has argued that "severe, mutually interleocking
congtraints” limit the capacity for economic growth in
Australia.? Infrastructure limitations are one of these. The
balance of payments deficit is alsc & constraint. It restricts
both our capacity to import and our capacity to borrow overseas
for the productive investment necessary to replace imports.
Limitations on the skills base of the workforce and difficulties
in changing that base are a further constraint. They reduce our
capacity to increase production and productivity and to build on
the areas of strength in the economy. Also, Australia’s relative
inattention to research and development, particularly in the
private sector, constrains our economic growth by limiting the
rate of product development.

1.9 The inter-relationship of these constraints complicates
analysis of the problem and prescription of solutions. To bring
the balance of payments and debt problems under control, we need
more investment. But the extent to which we can fund more
investment is strictly limited by these same problems. Dealing
with the skills and research limitations will divert scarce
resources from necessary physical infrastructure and will also
run up against the balance of payments constraint. The need for
new investment in a variety of fields is as clear as the
difficulty of funding it.

1.10 In this report, the Committee focuses mainly on the
infrastructure constraint to economic and social activity. While
much of the report discusses economic issues, the committee was
aware that infrastructure networks are not purely economic in
their effect. Schools are important in developing workforce
skills, but they alsoc shape our social relationships. Roads




transport freight but they are also a crucial social link between
members of Australian society. Infrastructure needs cannot be
viewed in isolation from their social impact any more than from

their economic importance.

1.11 The report focuses mainly on public infrastructure. The
network of publicly owned and managed transport, energy,
education, health and housing assets are an important component
of the national capital stock. Public infrastructure supports
every aspect of private economic activity. There may well be
argument as to the best mix of public and private investment but
it is impossible to deny that the public component is and will
remain important. Increased private investment automatically
carries with it the need for complementary increases in public
investment. A new private factory will increase the load on some
public roads, telecommunications, electricity supply and
educational facilities. A general increase in private investment
will increase the load on public infrastructure in general. The
capacity and efficiency of public investment, in turn, will
affect the prospects for private investment.

1.12 The initial concern of the report is whether Australia's
infrastructure is adeguate. The National Institute of Economic
and Industrial Research study mentioned above is only one of a
number of expert studies to claim that infrastructure
deficiencies are an important potential limitation on our future
economic well-being. The committee’s charter to examine this
claim clearly extends further in the public than the private
sector and this is reflected in the report. However, the links
between public and private capital are too close for any clear
distinction to be possible. If Australia has an infrastructure
problem, it is a matter for concern in both the public and
private sectors. The needs and performances of each sector cannot
be divorced from those of the other.
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2. THE AGE AND ADEQUACY OF OUR INFRASTRUCTURE

Iinfrastruciure was populariy discovered o U8 News

cand World Repors on July 9, 1978 when that prblication

weighed ifn with "Worn Outr Cities: Ticking Time Bomb for
Taxpayers. " From then on, fhe publiic worfs category is
dominated by the tick, tock, tick of infrastructure
deteriorating and (hings going fo hell. (Royer &
Carr?

A

WHERE WE ARE AND HOW WE GOT THERE

2.1 The Australian economy is unusual among those of
developed nations. Although the Australian standard of living has
been, and remains, high, our pattern of trade and economic
development has much in common with the third world. Like many
developing countries, we have traditionally had'advantages in
production of agricultural and mineral commodities. We have been
a very efficient commodity exporter and have enijoyed a high
standard of living, much of it due to that efficiency. As & large
sparsely populated nation which for much of this century has
aimed to increase its population through immigration, Australia

' has undertaken a Euge infrastructare construction task over a
relatively short period. Many of these assets support our °
‘traditional agricultural:and mineral industries.:ﬁike most
develo?ing countries, and unlike much of the developed world,
Australia has been a nett importer of capital. Qur development
has traditicnally been partlj financed by inflow of foreign
~capital.

2.2 The public sector played a leading xole in
infrastructure provision through out of Australia’s development
and is still important. This also matches the experience of most
developing countries. But figure 2.1 shows that, while the

proportions of private and capital formation have fluctuated




throughout the 20th century, there has been a trend away from
public and towards private investment, particularly in the early
post-war period. However, over the past 20 years both public and
private investment have declined. Public capital formation as a
proportion of GDP has fallen from around 9.5% in 1985-86 to 7.5%
in 1985-86. But since infrastructure costs have risen more
rapidly than prices overall and therefore the fall in real terms
is more pronounced; from almost 10.%% in 1965-66 to 7% in
1985-86.2

FIGURE 2.1

PUBLIC AND PRIVATE CAPITAL FORMATION 1901-1986
(As a percentage of GDP)
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2.3 Figureg 2.1 and 2.2 aggregate the spending of
Commonwealth, State and local governments. Figure 2.3 shows,
State governments are predominant, providing over 60% of
infrastructure. Commonwealth and local governments each provide
less than 20%. But financing does not match responsibility. In
the Australian federal system there is a general tendency for
funds to be raised at a higher level cof government and spent at a
lower. There 1s typically a very substantial gap between the
political level at which funds are raised and the level at which
they are spent. A number of submissions to the Committee argued
that this division cof responsibility is a major cause of

inefficiency in public investment decision making.

FIGURE 2.2

PUBLIC CAPITAL FORMATION
(As a percentage of GDP in real terms)
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2.4 It is aiso necessary to note that much public investment
at each level of government is undertaken by semi-autonomous
agencies rather than directly by government. At the Commonwealth
level, for example, 85% of investment is undertaken by public
enterprises like Telecom, Australia Post and Qantas. At State
level electricity authorities, port authorities and like
enterprises are responsible for a major component of public
investment. To a lesser but still important extent, the same is
true of local government. Figure 2.4 shows that overall about 55%
of all pubklic investment in Australia is undertaken by public
business enterprises.

FIGURE 2.3
PUBLIC CAPITAL FORMATION
(By level of government)
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2.5 Investment by these public enterprises has more in
common with private investment than with traditional government
activities. Each enterprise invests to achieve a return from sale

of products or services just as private firms do, although many

public enterprises have non-commercial public service obligations
as well. This mix of government and business functions makes it
difficult to draw conclusions about the efficiency or
effectiveness of public enterprises. The mix of business and

social activities in overall government accounts also makes it

difficult to draw any conclusions on investment need from

aggregate public investment statistics. The fluctuating fortunes

of particular public business enterprises may mask any underlying
picture of over or under-investment in the public sector.

FIGURE 2.4

PUBLIC CAPITAL FORMATION
(by organisation)
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2.6 Many interested parties have seized on the long-term
decline in public capital investment as one cause for concern
about infrastructure. The Australian Federation of Construction
Contractors (AFCC), for example, has claimed that the decline in
public investment reflects an "infrastructure gap", citing
decline from 27% to 21% in the proportion of total government
expenditure allotted to new fixed assets over the last 15 years .3
(see Figure 2.5) Much of this proportional decline, it should be
noted, has resulted not from the relative decline in public
investment but rather from a substantial increase in government
consumption spending and in transferxs of income by government.
While public investment has sliowly declined as a proportion of
GDP, public consumption spending has rapidly risen.

FIGURE 2.5
TOTAL PUBLIC OUTLAYS
(by purpose)
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2.7 Whatever the Jjustification for the AFCC's call for
higher levels of public investment, private investment trends
cannot be ignored. Figure 2.6 shows that private non-housing
investment as a proportion of GDP has fallen over the past 15
years. The exception to that trend in the late 1970s and early
1980s is largely the result of investment in resource-related
projects during the so-called mineral boom. Many of thesse
investments have produced disappointing results with the collapse
of world commodity prices. The overall private investment trend
has been disappointing.

FIGURE 2.6
PRIVATE INVESTMENT
{by categories)’
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2.8 If inadequate investment is a problem in Australia, it
is as much a problem in the private sector as the public. Most
public investment is complementary to private sector activity.
Leaving aside for the moment the guestion of whether the public
sector is efficient in complementing private investment, it is
not surprising that reduced activity in the private sector will
be reflected in the government accounts. Conversely, future
public infrastructure needs are'likeiy to be influenced by
private investment trends.

FIGURE 2.7
TOTAL NON-RESIDENTIAY, INVESTMENT AND GDP GROWTH
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2.9 There is a close connection between overall investment
levels and rates of economic growth. Figure 2.7 shows that growth
in real GDP in Australia has closely mirrored aggregate,
non-housing investment over the past 30 years. The one notable
exception cgcurred in the late 1970s and early 1980s when high
levels of investment in expectation of a minerals boom did not
improve economic growth when the boom failed to eventuate.

2.10 It does not follow from any of the above that lower
proportions of public investment in total public expenditure are
necessarily bad., Australia’s pattern of development meant that we
had much to build in the early and middle years of this century.
It may be that much of this necessary construction has been
completed and investment can safely decline. The mass immigration
programs of the 1950s and 60s are past, along with much of the
need they created for urban infrastructure. Qur basic road and
rail networks may be largely complete. There are nc new projects
on the horizon as large as the Snowy Mountains scheme of the
1950s and 60s. Australia may well have followed the common
development pattern of progressively shifting responsibility for
investment from the public to the private sector. To justify
higher levels of public investment, it is necessary to show not
only that present levels -are lower than those of the past but
also that needs have not declined proporticnately.

2.11 Infrastructure needs could arise from 5 possible causes:
. ageing of the infrastructure - some other countries
have experienced maintenance/ rehabilitation
backlogs as their infrastructure networks have

grown older:;

. gaps in the existing network - somé infrastructure
needs may not yet have been met;
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structural change - new infrastructure may be
needed to support changes in social and economic

direction;

demographic change - infrastructure may need to
change to match chariges in the size, age and
location of the population, and

. technological change - much existing infrastructure
will be progressively replaced as technology
advances.,

The balance between these factors will determine whether there is
any overall deficiency in Australia’s infrastructure, as some
have argued, or whether we have no real grounds for concern.

AN INFRASTRUCTURE CRISIS?

2.12 An ‘infrastructure crisis’ in the United States was
discovered by the mass media in the late 1970s. A number of
spectacular failures of particular infrastructure items had-
occurred. Bridges and dams had collapsed and large sections of
the interstate highway network needed repair. Supporting these
vigible examples were several national needs studies, identifying
requirements for wvast investments in replacement or
rehabilitation of the national capital stock. The ageing of the
infrastructure had been discovered and the need for vastly

increased infrastructure investment became a commonplace.

2.13 A gimilar interest in infrastructure deficiencies
developed in Western -Burope. The -Institution of Civil Engineers
in the United Kingdom twice urged the British Government to
establish an Infrastructure Strategy Board to determine
investment needs and coordinate proper provision of basic
infrastructure. In the absence of government action, the

Institution itself conducted a major study and found major areas
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of concern.? Governments and relevant interest groups in other
developed nations also became more concerned with the condition
of their national infrastructure and assessments of repair and

replacement needs were undertaken in many countries.

2.14 Large parts of the public infrastructure in Western
Nations were at or approaching an age at which maintenance and
rehabilitation costs would sharply rise. Funds for public works
were less readily available than they had been in the 1950s, 60s
and 70s but there was scope for considerably better management of
public investment, both in the choice between projects and the
management of particular programs and projects. The opportunities
available from these management techniques and from emerging
technologies had the potential if applied to the public
infrastructure to provide real benefits for the economy. In
short, infrastructure deserved serious attention but this

presented an opportunity as much as a crisis.
AN AGEING INFRASTRUCTURE

2.15 A central issue in the committee’s inguiry was the
guestion of whether this overseas experience carries lessons for
Australia.

2.16 It might be assumed that the Australian infrastructure
would be significantly younger than that of most nations which

have become concerned at the age of the public capital. However
this is not entirely true. F.A.Blakey and W.R.Finighan, of the

CSIRC Division of Building Research, point out that:

--"Even though many- European cities have some buildings---
that considerably predate the 18th and 15th centuries in
terms of urbanisation and industrial development, the
major cities in Australia have a range of ages in
buildings and infrastructure similar to that of cities
in Burope and the United States.
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Considering utilities, for example, we find that London
was sewered in the 1880s and Melbourne around 1900. On
the other hand, Melbourne had a reticulated water supply
in 1853, while Londeon's was not completed until 1899.
Parts of London were supplied with town gas in 1810 but
general distribution was not implemented until some time
later; distributicn of gas to dwellings began in 18690 in
Melbourne..."3

2.17 The Launceston water supply and sewerage network, which
the committee inspected, is among the oldest still operating in
the world (see Appendix 6). The interstate highway networks of
the United States, one of the major areas of infrastructure need
in that country, were planned in the 1950s and constructed mostly
in that decade and the next. They are of about the same age as
much of Australia’s road infrastructure. Construction of our
railway network was largely completed before World War 2. Despite
these and similar exceptions, much of our infrastructure is
younger than that of comparable western naticns. It is not much
younger, however, and there is no reason to believe that
Australia will be immune from a build-up of rehabilitation or
replacement needs of the type that has occurred in other
developed ecconomies.

2.18 Relatively little work has been done on the age and
replacement profile of public infrastructure in Australia. The
Australian Bureau of Statistics recently released aggregate
estimates of the age of the Australian capital stock including
the major categories of infrastructure.® The average age of
public housing, for example, is estimated at more than 16 years
and -that-of-roads at about-18 . -years - (see figure~2:8y. These
estimates were based on a fragmented and inconsistent supply of

data and some caution is advised in use of the figures. To
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estimate maintenance and replacement requirements one needs to
know the expected life and age profile of the stock of assets.
The average age alone is of limited use in assessing the rate at

which assets are depreciating or being used up.

Figure 2.8
AVERAGE AGE OF THE AUSTRALIAN CAPITAL STOCK
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2.19 The Public Accounts Committee of the South Australia
Parliament has completed a series of asset replacement studies
which show the potential problem in particular areas (see
Appendix 7). These sgtudies of public housing, highways,
electricity supply and hospital assets show that replacement
needs for much of South Australia’s public infrastructure will
in the next 10 years and double again in the following decade.
They show that government accounting systems have not supported
proper asset management.7 Dr Penny Burns, who assisted the South
Australian Committee in ite inguiry made this point in a recent

.papers:

"Unfortunately the annual wearing out of our existing
capital stock has, in general, not been recorded. It is
almost as if, once created, assets last forever. ...Take
+the case of the South Australian'Highways Department -

“and this is true in the other States also. Here, the

" accounting system does not even recognise that roads and
bridges are assets, but sees them rather as 'output’.
This means that a road building truck with a life of
.about 5-7 years is recorded as an asset but the road
itself, with a life of 30-35 years is not..."8

To address the problem the South Australian Public Accounts
Committee recommended a shift from cash accounting to. accrual
accounting for the Public Accounts and the financial statements
cf statutory authorities; depreciation of assets to be calculated
on the basis of current replacement cost; and balance sheets to
be published.

2.20 The committee is satisfied that the situation shown to
exist in South Australia is widespread. The BHunter District Water
Board, a public infrastructure agency which has been forced to
consider its future, is one of many possible examples in other
States (Appendix 9)., In a review of its charging policies issued
in 1982, the Board said:
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",..in recent years (the Board’'s) plant has run down
badly due to inadequate spending on the maintenance and
renewal of its ageing system. The money has gone to
expanding the system. Recent strategy has been
equivalent to. the householder who adds a new room while
the house falls apart. ... The past strategy will come
to a dramatic end when maintenance backlog spending can
no longer be safely deferred, and simultaneocusly the
Board must invest in a new water source. At that date a
substantial increase in both revenue and loan funds will
be inevitable. This coincidence of increased demands on
funds will arise in the next two or three years,.."?

2.21 . The Launceston sewerage and water supply system
mentioned earlier is another example as are the emerging problems
of concrete deterioration described in Appendix 8 and cur ageing
prisons (see Chapter 9). A disturbing picture emerges when these
and other examples are aggregated.

2.22 It seems most likely that the ageing of our
infrastructure will increase the rehabilitation need over the
next two decades. The South Australian studies are indicative of
the real maintenance-replacement-rehabilitation need that can be
expected in Australia. In North America and Western Europe, with
infrastructure which is probably no more than a decade or two
older on average than ours, Jjust such a rise in replacement need
commenced 5-10 years ago. It therefore seems reasonable to expect
that the 1990s will be the decade in which the ageing of ‘the

Australian infrastructure begins to impose serious costs.

2.23 Higher maintenance, rehabilitation or replacement

costs may not be a problem in themselves. It may be that these
increases will be balanced by reduced needs for new construction
or it may be possible to stagger replacement over many years so
that the cost burden is bearable. For these reasons the

Commonwealth Treasury and Department of Finance suggested to the
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Committee that no real peak in need due to ageing can be
predicted. However neither department could supply any empirical
evidence suggesting that such a peak would not oeccur. The overall
age pattern of Australian infrastructure leads the committee to
conclude that maintenance and replacement needs will increase
substantially increase during the rest of this century. Unless
this need due to ageing can be offset by savings through lower

demand elsewhere, aggregate need for public investment must rise.
GAPS IN THE NETWORK

2.24 As a relatively young country and one characterised by
great distance and small population, Australia has faced the task
of developing a substantial infrastructure in a relatively short
pericd of time. Although some of the infrastructure is comparable
in age to that of North America and Western Europe, it does not
follow that this has provided Australia with a network of public
assets as comprehensive as those of the older and more settled
nations. A greater task and fewer resources have left this
country with significant gaps in its basic infrastructure
network.

2,25 The committee heard evidence of a variety of
infrastructure deficiencies. Urban arterial roads, aspects of the
rail network, rural communications, urban sewerage and water
supply infrastructure all offer scope for significant
improvement. Most areas outside the capital cities have limited
access to television and AM radio and none at all to FM radio. A
significant upgrading cf national highways has oecurred since the
late 1970s, largely as a result of pressure from road users for a
higher quality of service. Similar pressures can be expected in

other areas of infrastructure need.
2.26 Many of the gaps listed above have important economic

implications. The Bureau cof Transport Economics 1984 review of
the road system showed, for example, that about 40% of
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Commonwealth roads expenditure went to projects expected to
return three times their cost.}0 The Australian Railway Research
and Development Organisation (ARRDO) demonstrated in its 1981
Report on Rail that annual investment in mainline general freight

facilities was at least 20% below the commercially optimal level
at prevailing interest rates.ll On one estimate, 45% of Perth
remains to be sewered.l? '

TABLE 2.1
EXAMPLES OF GAPS IN THE NETWORKS

. Urban arterial rcads in capital cities’

. Rail, general underinvestment
VFT, pre-feasibility study promising
Intermodal 1inks

- standard gauge rail to port
Brisbane, Melbocurne and Geelong

- standard gauge rail to Sydney internaticnal
airport

. -Airport capacity, Sydney

. Perth, significant area: unsewered

Salination Murray-Darling, guality Adelaide water

Telecommunications, ISDN
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2.27 While there remains a backlog of projects as
economically important as these, additional infrastructure
investment can be expected to add to national economic growth. In
many cases, like the salinisation problem cutlined above, there
is no realistic alternative to investment designed to
progressively plug the gap. Many of the gaps in our présent
infrastructure gimply have to be filled and the only gquestion is

one of timing.

2.28 Identifying copportunities for productive investment
beyond these more obvious gaps may not be easy however. The
Economic¢ Planning Advisory Council (EPAC), in the course of
preparing a discussion paper on infrastructure, undertock a
survey of business users of the elements of public infrastructure
which directly support economic activity. The results suggest
that there is relatively little user dissatisfaction with the
existing infrastructure among that limited sample.l3

2.29 The committee noted this finding but had some
reservations about opinion surveys of this kind. Users of
infrastructure may not appreciate the potential advantages to
them of improvements which could be made in the network. A
network which serves the present industrial structure may not be
appropriate for the structure we will need in the next decade,
even if it satisfies present users. The EPAC survey focused on
infrastructure of direct service to business, Deficiencies in
areas of less direct effect, such as training and retraining,
housing and health, may still have significant effect on economic
activity but it is unlikely that these effects will be readily
detected in a survey of business user opinion. The deficiencies
which go unncticed in such a survey may lead to the loss of

opportunities for long-term economic growth.
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2.30 One example of the many possible deficiencies likely to
be missed in the survey technique used by EPAC was suggested to
the committee by Telecom, the largest public investing agency in
Australia. Our national telecommunications organisation is
committed to a very large investment program to progressively
upgrade the Australian telecommunications network into an
Integrated Services Digital Network (ISDN). ISDN is a concept
which would bring back together the various networks that have
grown up to support such services as telephony, telex, telegraph
and computer data transmission. The existing separate networks
regquire large scale investments and often force users who need
services from more than cne network to obtain separate wiring,
plugs and terminal eguipment. The risks associated with large
investments in emerging technology are clear but failure to keep
up with world trends in communications technology will have
serious implications for our future as a trading nation,
especially in the services area.

2.31 ISDN is an especially clear example of the type of
investment need which may not be detected by a user survey such
as that undertaken by EPAC., Current users may well be satisfied
with present telecommunications technology but they will not be
aware of what is needed to keep the hustralian network
competitive or even compatible with those of the rest of the
world. They will also not be aware of benefits that might be
available to them if the present technology is replaced. Equally
importantly, the present users may not be the ones whose opinions
are most important. ISDN will be of particular value to exporters
of services and of manufactured goods. Both are currently in the
ninority in the business community but this will have to change
if the Australian economy is restructured in the way which the
comuittee believes to be desirable and necessary to the
maintenance of an acceptable standard of living. A decision to
restrict Telecom’s investment in ISDN because current users are
satisfied with existing services might well retard the pace of
urgently needed change.
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2.32 The committee concludes that there are still significant
gaps in Australian infrastructure networks, all of which it would
be desirable to £ill and some of which it is essential to f£ill.
The priority that particular gaps in the infrastructure network
should receive relative to other needs will he discussed later in
the report. It is important to note at this point, however, that
Australia’s infrastructure network is not complete and that many
of the gaps are significant. Unlike most of the western
economies, where the ageing peak imposes costs on-a mature or
largely complete infrastructure network, Australia still has
important areas to develop. We may have to cope with the ageing
of much of our existing infrastructure before we have completed
many of its networks. When added to the likely need for
structural change, discussed in the next chapter, this gives

ground for sericus concern., The Committee recommends that:

the declining trend of public investment be reversed and
preparations be made for increased public investment for
the remainder of this century.
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3. INFRASTRUCTURE AND STRUCTURAL CHBHNGE

Bur the engine of an cconomy is different from the
engine of a4 car in cae vifal wap:, its parts are people.
A mechanic may be able to Fix a2 badly working cagine by
disconnecting or reconnccting things or by discarding
worn—~out parts for new oncs. Buri when youw Frx an
scomomic crgrine, yeou are disconpeciing or reconngciring
people - (o work, money, opportunity. When you throw old
parts of the cngine aside and put im mew ones, you are
consigning indusiries, regfons, citics, to hardskip or

good Fforruve, (Robert Heillbroger & Lester Thyrowrd
STRUCTURAL CHANGE

3.1 The age of our existing infrastructure and the gaps in
the network are both important indicators of investment need.
Potentially more important, however, are the effects of
structural change. Melbourne economic historian, C.B.Schedvin
persuasively argues that:

"There are good reasons for believing that we are
nearing the end of our heavy reliance on resource
exploitation. Nineteenth-century style commodity
production has been maintained well beyond time in the
twentieth-century, and the future must bring major
changes to the composition of cur export production and
the style of our economic life..."2.

Australia, according to Schedvin may now be ‘on the hinge of
history towards the development of a more diversified and dynamic
orientation to the world econcomy’, provided we take the
opportunity.3
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3.2 hustralia has traditionally maintained its high standard

of living by very efficient production and export of primary
products. The returns from these products, however, have shown a
long term decline relative to the costs of manufactured goods
over most of this century. All indications are that this trend
will continue. As Bustralia has traditionally paid for a
significant proportion of its requirements of imported,
manufactured goods from the proceeds of its primary product
exports, the decline in the relative value of our exports is a
central issue in economic policy. The present balance of payments
crisis is the latest of a series which reflect a clear long-term

trend against our traditional areas of specialisation

(see Figure
3.1,

FIGURE 3.1
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3.3 Economic commentator Peter Drucker has argued in a
widely cited article that three fundamental changes have occurred

in the world economy during the last 10-15 years:

. the primary-products economy has become "uncoupled”

from the industrial economy;

in the industrial economy itself, production has
become "uncoupled" from employment;

capital movements rather than trade in goods and
‘services have become the engines and driving force
of the world ecenomy ...the link (between them} has
become quite loose, and worse, quite
unpredictable.?

3.4 Drucker argues that food production has increased fagter
than demand, and this trend is likely to continue. At the same
time industrial production has become much less
material-intensive, reducing the demand for non-farm commodities.
For most developed countries, the primary product sector has
become marginal to ecconemic activity. The importance of these
changes cannot be overstated for & country like Australia, which
has been heavily dependent on trade in primary products and on
capital imports. A large part of the infrastructure which we have
developed over the past 200 years may be directed towards a
pattern of economic activity which we cannot sustain in the long
term. It is now critically important to determine how much and in
what directions infrastructure must change to support a
reorientation of the Australian export economy from primary to

secondary and tertiary production.
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THE IMPLICATIONS OF STRUCTURAL CHANGE

3.5 Evidence to the committee from Commonwealth economic
departments tended to minimise the infrastructure implications of
structural change in the economy. In a written answer to a
guestion from the committee, the Secretary to the Treasury

commented:

"Structural change in the economy may tend to increase
demands for economic infrastructure servicing
manufacturing and service industries, while reducing
those for some parts of agriculture and mining. Such
compositional changes could lead to either higher or

lower aggregate infrastructure needs..."®

3.6 The Secretary to the Department cof Finance, in response

to the same question, wrote:

"Inscofar as structural change places greater reliance on
manufacturing and service industries in locations where
transport, power, port etc facilities are already well
catered for, there will be less reguirement for
infrastructure than would be the case for new resource
sector developments. Tc a significant extent,
restructuring can also be achieved by redirecting the
“investment capacity that would otherwise have been
devoted to supporting activities that have relatively
poor commercial prospects or which are no longer as

profitable as in the past..."7

3.7 While Treasury and the Department of Finance do not draw
firm conclusions about structural change and future levels of
infrastructure investment, the committee considers that arguments
can be made in support of greater investment. Professor Noel
Butlin, for example, has suggested that possible options for
structural change in the Australian economy could include
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development of a natural resource processing capacity and "so
increase the quality of our human capital that we can effectively
compete in world markets by living on sophisticated manufacturing
and service wits."8 Both these options could require highex
levels of investment. Other economists have expressed similar
views. It is difficult to accept that significant structural
change could be achieved in Australia without new infrastructure
investment in both the public and private sectors.

FIGURE 3.2
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3.8 The National Institute of Economic and Industrial
Research (NIEIR) paper referred to in Chapter 1 attempted o
estimate investment needs associated with structural change. The
paper’s authors, Dr Peter Brain and Dr Ian Manning estimate that
usage of Australia's capital stock is approaching capacity.
Figure 3.2 charts the NIEIR estimates of excess capital capacity,
showing that the excess developed in the early 1980s has been
effectively absorbed. Brain and Manning further argue that most
of the existing capital stock cannot be redistributed. Rates of
growth and employment, they argue, can only be increased by the

accumulation of more capital.
3.9 The NIEIR study concludes that:

"Any attempt at reducing unempleyment with a constant
capital stock then becomes an exercise in creating jobs
which do not reguire capital, or which make more
intensive use of existing capital in the limited number
of cases where such use is possible. Australia has
indeed followed this course for some time by creating
welfare services jobs in the public sector, but tax
resistance has put an end to 'such job creation. Job
oreation could centinue on this basis in the pfivate
sectér if the public could be persuaded to buy the
prodﬁcts ~ mestly services - so produced. This might be

 possible if the-inequality of income were to increase
markedly: the poor could then be employed providing
child care and domestic services for the professional
and executive classes, so incidentally further
increasing the resemblance between Australia and the

- less developed countries..."?

3.10 The NIEIR calculations suggest that growth in
manufacturing output of the order of 4% per year would be
required through the 1390s to resclve Australia’s balance of
payments problem. The paper argues that, based on Australian
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historical trends and international comparisons, this would
require an overall increase in private sector investment of
approximately 8% per year supported by complementary public
investment increases cof about 5% per year.ig The precise accuracy
of these figures is less important than their direction. If
funding of investment increases of this order are required,
significant increases in aggregate national saving will also be
needed. The implications of this will be discussed in the next

chapter.

3.11 The committee accepts this general line of reasoning and
believes that structural change to the extent necessary in the
Bustralian economy will generate a need for increased investment
in infrastructure. Recognition of this increased investment need
is crucial to establishing the public policies which will be
necessary to support it. It will also be necessary to consider
how the need can be met. As we learnt from the resources boom of
the late 1970s, the guality of investment may be as important as
the gquantity. Acceptance that more investment is needed does not
imply that any agygregate increase will be sufficient. The
direction of the investment will also be important,

3.12 It cannot be assumed either that a high investment
strategy in Australia will occuxr in a vacuum. Other Western and
developing countries with similar prcblems are almost certain to
attempt similar solutions. The economies of the developed
countries will themselves evolve while curs is changing. Actions
by the United States of America to reduce its balance of trade
deficit, for example, will probably reduce internaticnal demand
and intensify competition in industries in which Australia has
specialised or where we need to try to increase capacity.
Nevertheless, the committee believes that Australia has no opticn
but to look towards significant restructuring of its economy

to achieve greater production of manufactured goods and services,
both for export and internal use. We expect this to require

increased infrastructure investment and conclude that desirable
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structural change in the Australian economy will generate
gignificant increases in private investment and a complementary
need for public infrastructure investment. The total effect of
those factors will be to create higher investment needs in
Australia in the next decade or two than has been the case in

recent years.
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4. DEMOGRAPHIC AND TECHNOLOGICAL CHANGE

Unlike chemical recactions or ecngriuneering

tolerances, which can be predicted accurately to within
a small range, no agreemeua! has been rcached on the
nation’s infrastructure regquirements. [t is not known,
for instance, how much rinfrastructure the nation, or a
particular region, must have (o marintarn economic
viability — although we do kmow that the United States
/s dependent on its rnfrastructure, and that the absence
of adeguate public facilitics cventually will stifle
economic activity.

(U.S. Natioaa! Cowuncil on Public Works

mefOVamcﬂ/)Z
DEMOGRAPHIC CHANGE

4.1 Demographic changes may offer some scope for reduction
in medium term investment needs. Changes in the numbers, age
distribution and place of residence of the Australian population
are factors which can affect infrastructure need in different
ways. The rate of immigration, and with it the rate of growth of
the Australian population has slowed in the last 15 years. This
could be expected to result in lower demand for many
infrastructure items, in proportion to GDP, than was formerly the
case. Nett overseas migration is rising again from the low of
54,800 in 1983 to around 103,000 in 1986 and may continue to

increase.

4.2 Changes in age distribution and locational preference
also determine the pattern and overall level of infrastructure.
For social infrastructure the numbers and distribution of the

young and the old are important factors in the provision of
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schools and health facilities. Most of our large cities, for
example, show a pattern of excess supply of schools and hospitals
in inner suburbs and shortages in cuter suburban areas. We could
expect that, in aggregate terms, the ageing of cur population
might lead to lower needs for new schools and higher needs for
health care facilities and aged persons accommodation. But it is
likely that many of the potential savings in areas like education
will not be achievable because of changes in location of users

and in the standards of service they reguire (See Chapter 9y.

4.3 Tertiary and trade training facility needs are less

. location specific than school needs as students in this age group
are more mobile, at least within cities and tc a lesser extent
within States. There are also significant differences in the age
distribution of these groups between States which could lead to
excess capacity in some States but a need for new facilities in
other States. Rates of net internal migration in Australia have
alse been significant in recent yvears. All of these factors need
to be allowed for in assessing needs from population projections

{see figure 4.1).

4.4 While reduced levels of immigration in the past decade
may have slowed the rate of growth of need for some types of
infrastructure, many commentators have also noted that a side
benefit of immigration has been reduced training costs as fully
or partly trained workers have been imported.? One effect of a
lower reliance on immigration of skilled workers for population
growth will therefore be an increase in local training and
retraining expenses. A general consensus has also emerged on a
need for improvements in training and retraining in Australia,
This has significant infrastructure implications for the
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education sector. The Commonwealth Tertiary Education Commission,

for example, recently estimated that the Government's policy

objective of a 65% retention rate to high school year 12 will, in

the next 5 years, lncrease year 12 enrolments by 33.4 % and

higher education intakes by 35.5%.3

:

Figure 4.1
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4.5 From this information the committee coné¢ludes that
demographic change may lead to some temporary easing of
infrastructure investment reguirement in some areas. Any such
effect will be modest and short-lived and cffset by Increased
needs in other areas because of rapid population growth in some

regions and the ageing of the population.
TECHNOLOGICAL CHARGE

- 4.6 It has been argued that technology coffers opportunities
for reduction in the cost of repairing, replacing or adding to

ouxr infrastructure. The United States Natioenal Council on Public
Works Improvement, which is undertaking a comprehensive review of
infrastructure problems in that country on behalf of the

. Congress, concluded in 1986 that:

"Technolbgical innovation represents a potential means
of meeting the nation’s infrastructure requirements in a
more efficient and less costly manner. Néw technologies
can provide better construction materials and more
reliable systems for planning, designing and monitoring

public works facilities..."4

4.7 ' Howevet, a submission to the committee from Telécom

opened with:

"A major theme of this submission is that technological
obsolescence in the telecommunications infrastructure
may have even more important implications for
Australia’s econcomic prosperity than physical
obsolescence in other parts of the public

infrastructure...">
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Telecom argued that while technological change and the
developnent of concepts like ISDN present great opportunities,
there 18 a risk of underinvestment in the public infrastructure
because the needs presented by technological change may not be

‘properly recognised in the public decision-making process.

4.8 The National (Council on Public Works Improvement noted a

similar problem in the United States:

"the perception is widespread among industry
representatives, professional engineering and trade
associations, and researchers that technological
innovations in the public works field have lagged well
behind théesse in defsnse, medicine, and space
explogation. In fact, the basic technology of public
works has changed very little in the past 50 years..."6

4.9 A similay situatien almodét certainly prevails in
Australifa. Infastruetire covers a number of industries including
transport and communications, but the provision of most
infrastructure involves the construction industry. Research and
development expendituré in the éonstruction industry is low by
industry and international ¢omparison.’ It is over 20 times lower
than for agricultuxe axd 5 times lower than for the mining
industry both of which are of similar size to the construétion
industry. An inter-country comparison by the International
Council for Building Research Studiés and Documentation showed
Australia to be sixteehth out of 17 countries:® Expenditure on
construction ¥esearch and development in Sweden was § tifes
gredter than that in Australia while €hs U.%. epent 6 times as
much.
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4.10 Many industry and public leaders accept that aggregate
research and development in Australia is at less than adeguate
levels. The NIEIR study cited earlier sees inadequate research
and develeopment as a basic constraint on Australian economic
gr0wth.9 Schedvin, whose major recent study has been a history of
the research organisaticon {SIRO, claims that, with some

qualifications:

"Despite the extent of manufacturing expansion in the
gquarter century after the war, there was virtually no
relationship between that expansion and Australian-based

industrial innovation..."10

4.11 It is accepted in most western countries that technoleogy
is one of the more promising solutions to the infrastructure
problem. But technclogical change cannot be expected to lead to
nett reductions in investment need in the Australian
infrastructure if our commitment to research and development is
inadeguate or i1f we lag in applying the results. The committee
cencludes that technology has the potential to allow us to meet
our infrastructure needs more efficiently and at lower cost than
in the past but there is a risk of underinvestment in technology

in the Australian public sector.

4.12 There is considerable scope for progress in this area in
Australia. CSIRQO has propesed a 4 year infrastructure research
program which would address areas of research which this
committee thought offered great scope for productive results. The
first part of the research proposal is the development of
predictive technigues which will enable planning of corrective
action tg avoid crises in infrastructure funding. An important
spin-off will be identification of the components of
infrastructure that will most benefit from the application of
"new" techneclogies. A further part covers the practical problens
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of asset management, the aim being to identify the improvements
which could be made in management, construction and maintenance

practices. A key aspect is the need to predict the least cost

il "

path for maintenance and eventual replacement. Finally, "new
technologies for construction and maintenance will bhe applied in
order to achieve a least cost path. Findings from the first two
parts of the research program will focus attention, while results
from the final part will provide essential feedback that will
impact both future predictions and strategies for asset
management. While many larger authorities have developed their
own procedures the CSIR0O research will be applicable to a range
of public authorities. CSIRO is planning on sponsorship of around
5250,000 per year to fund up to half the value of the project.
some of the research will be in areas ldentified by sponsoring
organisations.

4.13 The committee recommends that:

the government should give high priority to promoting
research and development by CSIRO, universities and
other public authorities related to improving the
efficiency and effectiveness of the provision and
management ©of infrastructure. In particular, the CSIRD
proposal for a four year infrastructure research program
should be supported.

THE OVERALI, SCALE OF NEED AND THE ALLCCATION OF PRICRITIES

4.14 The problem facing australia in the provision of
infrastructure during the next two decades flows from the
competing forces discussed above. our existing infrastructure
network is incomplete and is ageing. increasing maintenance and
replacement costs are likely along with a continuing regquirement
for new work. added to this, there will almost certainly be
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significantly increased needs resulting from structural changes.
the overall infrastructure investment need may be reduced at
times by demographic and technological trends but it will remain
gubstantial. The conseguences of not adeqguately funding necessary
infrastructure investment would, in the long-run, impose a

serious constraint on Australia’s economic development.

4.15 Determining what investment is needed then becomes
crucial. A thousand projects may be justified in themselves but
chcices have to be made if the community can only afford half of
them. When asked for an indication of major areas of investment
need, the Chairman of the National Infrastructure Committee said
that:

"There are a number of areas cf need. I guess it is fair
to call them ‘wish lists’ presented at the National
Infrastructure Forum. ...What the basis of those is I do

not know as we have never gone into any detail..."11

Wish lists may be a useful starting point but hard choices will
be necessary in the climate of fiscal restraint in which this

country will exist in the foreseeable future.

4.16 The amount of investment needed can vary greatly
according to the standard of service specified. Water supply
infrastructure needs, for example, will be much higher if
constant supplies of high quality water are required than if
pericdic water restrictions and turbidity problems are
acceptable. The amount of investment needed at a particular time
depends on the specified life of the asset. It is possible to
trade off shorter life against lower initial costs and vice
versa. There is often a choice between new construction,
upgrading and repair of assets te meet any need. These options
carry different costs and benefits in each case.
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4.17 There may often be scope for making greater or more
efficient use of existing infrastructure. It may be possible, for
exanple to allow greater after-hours use of schools by community
groups as an alternative to construction of a c¢ivic centre.
Tertiary institutions may be able te accommodate an additional
semester by rearranging their calendars. Reduced curfew periods
at airports may reduce the need for new airport facilities and
improvements to traffic flows on existing roads may defer the

need for new construction.

4.18 All this means that the investment needs related to any
infrastructure project are contingent on several factors. In
relation to a particular project, it is often less useful to use
a singlie needs figure than it is to express needs in contingent

form such as:

this level of service can be achieved for this
period of time by spending this amount on new

construction: or

. that level of service for that period of time by
spending that amount on upgrading.

4.19 To aggregate needs across a range of projects will
reguire an answer to the contingent gquestions on each project.
The more this is done, the less meaningful the aggregate is
likely to be. It will be contingent on the particular assumptions
of too many specific cases. It is a useful, indeed necessary,
discipline for an individual enterprise to assess its investment
need in this way. Figures for aggregate national needs, however,
are likely to have little or no meaning. They are dependent on
too many assumptions in too many particular cases to be of any

real value.
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4.20 In the balance of this report the committee discusses
how Australia can finance the higher levels of infrastructure
investment which the committee sees as necessary and how the hard
choicaes between priorities can be made. The committee proceeds
from the premise that higher investment is necessary for a more
productive and rapidly growing economy. There may be argument as
to what level of additional investment is required but the
committee believes that the first and most important requirement

is acceptance that an increase is needed.
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5. THE ROLE OF THE PUBLIC SECTOR

Fefore we sell off the pubiic scecrtor, cxemp! the
private sector from law and order and upsetr the svpply
of caprital to rhe domestic sector it would be pradent to
remember why the three are there and whatr they do.

(Hugh Strettonit
THE HIGHER INVESTMENT OPTION

5.1 For the purpose of this inguiry the committes assunes
that the central objective of Australian economic policy is the
maintenance of an acceptable standard of living for Australians.
The committee sees full employment and stability of costs and
prices as critical components of an acceptable national standard
of living. These in turn depend on related requirements for
satisfactory rates of economic growth and increased productivity
as well as on restoration of a sustainable balance of payments,2
It is generally accepted that there is a strong positive
relationship between levels of investment and rates of economic
growth. Some correlation over time between investment and growth
in Australia is shown in Figure 2.7. Figure 5.1 shows a similar
picture for a range of comparable countries in the post-~war
period. There would seem no alternative to higher investment if
Australia is to escape the balance of payments trap, rehabilitate
an ageing infrastructure and eliminate chronic unemployment.
Failure to Improve our investment performance can be expected to
lead to permanent recession and a decline in ocur relative living
standards.

5.2 Government decisiens will inevitably affect levels of
investment. The public sector is directly responsible for
investment in important sectors of the economy while government
regulations form an important part of the framework for private
investment. There are also indirect effects. A government
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decision to build a road, for example, may encourage private
investment in one location at the expense of others. The way in
which governments recover road costs may favour some vehicle
owners over others and the way road users pay in comparison with
rail may favour one mode of transport over another (See Chaptexr
9). The overall level and direction of public investment will
have economic effects that may encoﬁrage or deter particular
components of private investment. The role of the public sector
is important in considering levels of national investment.

THE SIZE OF GOVERNMENT

5.3 The optimum size and role of government has been an
important area of policy debate throughout the western world in
recent vears. Some commentators have argued that the public
sector competes with private economic activity for scarce funds,
is inherently inefficient and, if it grows too large, may
threaten individual liberty. Others have maintained that
government intervention is reguired to cope with general and
severe market failure and that present, or indeed greater, levels
of public activity are justifiable. In the next two chapters the .
committee considers the extent to which the public sector
actually competes with private investment and the question of
efficiency. For the moment, however, it is convenient to consider
the scope for reducing or redirecting public spending.
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FIGURE 5.1

INTERNATIONAL COMPARISONS OF INVESTMENT AND GDP
PER PERSON EMPLOYED (% of growth 19%62-1979)
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5.4 It is necessary first to note that, as measured by
levels of taxation and public spending, the Australian public
sector is relatively small. Figure 5.2 shows levels of taxation
and spending on general government services in a range of
developed countries. It is clear that Australia falls towards the
bottom of the league in both categorles ThlS broad quantltatlve
trend is reflected in the extent of direct’ government involvement
in the econony. Tt also is cleax that much of the international
trend towards privatisation has applied to many activities which
.are already substantlvely in prlvate hands in Australla, for
exanple, oil productlon, mlnaral exploratlon, car and alrcraft
producticn, steel and ‘chemical manufacturlng, banklng and
insurance. It follows that Australia will still be in the lower
part of the international field after many countries undertaking
privatisation have moved quite aggr8551vely to sell publlc assets

to private interests.

5.5 The committee noted that direct'pubiic'ownership oxr
management of assets is not the only measure of the size of
government. Public regulation of prlvate act1v1ty is as much a
government intervention in the economy as is dlrect ownershlp

Rudolph Klein makes the point well:

"Consider a mythical country whose government decides to
keep public expenditure below the 25 pércent Qf gross
national product once thought to be the maximuﬁ H
tolerable proportion. Instead of intrddﬁding a social
security scheme or a national health service, it makes
it mandatory for every firm comprehensively to insure
its employees and their families. Instead of building
motorways, it offers generous tax concessions to
turnpike trusts. Instead of subsidizing jobs to prevent
unemployment from rising, it introduces legislation
‘forbidding companies to dismiss anyone. Instead of
spending money on pollution control, it compels private

industry to clean up the air and rivers it has befouled.
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This welfare society has virtually no welfare spending
as measured in the conventional public expenditure
statistics..."3

FIGURE 5.2
TAXATTON AND PUBLIC SPENDING IN SELECTED OFECD COUNTRIES
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5.8 While Klein's society is mythical, the examples he gives
are not. All the measures he describes have been implemented in
at least one western economy. Comparisons of the size of
government in different countries are therefore very difficult.
But it must be noted that there is no reason to believe that
Australia ranks highly in the big government league even when
regulation is taken into account. The United States, which ranks
below Austraiia in terms of direct government ownership of
assets, imposes strict reqgulations on the power and
communications utilities which comprise an important part of its
economy. Japan and several western European nations offer far
greater security of private employment than exists in Australia,
where many of the costs of unemployment are borne by the public
sector.

5.7 Bven allowing for this uncertainty of definition of the
public sector, there is no persuasive empirical evidence of any

link between size of government and economic growth. Australian

economist Peter Saunders, who was co-author of an important QECD
study on the size of government, recently summarised some of the
study’'s findings in the following terms:

"...breadly speaking there is little evidence that the
size and growth of government spending is Iinfluenced to
any great degree by overall economic performance.
Economic growth for example is not associated with
differences in government size or growth. Nor is there
evidence that the level of national income per capita
influenced the demand for government provision. The
level of unemployment and its increase over the period
were similarly found to have had no overall impact on
the size and growth of government spending., The only
aspect of economic performance that did appear to be
important ig the inflation rate. Countries with lower
inflation rates had government spending levels at the

end of the period which were higher at the end of the
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period and grew fastest over the period..."(emphasis in

original)4

5.8 The justification for placement of activities in the
public or private sectors can be expected to change with time. It
must be asked whether there would be advantages in extending the
scope of the public sector in some areas and reducing it in
others. In particular, as some submissions suggested, it may be
possible to finance increased investment by reducing public
consumption spending, by expanding the tax base or by passing
regponsibility for some areas from the public to the private
sector.

THE ROLE OF GOVERNMENT

5.9 The first factor to consider in proposing a transfer of
responsibility from the public to the private sector is the
initial reason for public involvement. Classical economics held
that the public role is minor. The ‘invisible hand’ of market
forces would ensure that the sum of individual decisions based on
self interest would best approximate the public interest. But
even the staunchest of nec-classical economists concede that
markets sometimes fail to deliver the best outcome. Decisions by
individuals to produce and consume may, for example, lead to
pollution which adversely affects all of us. But the effect on
the individuals concerned may not be large enough for market
forces to resolve the problem. If national defence were to be
funded by individual citizens buying security in a market, it is
likely that the nation would have less effective defences than
those of countries which choose to concentrate defence resocurces
in a planned way. Market failure is the underlying raticnale for
all public intervention in the economy.
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5.10 Market failure can take several forms. Markets may, for
example, fail to supply what eccnomisgsts call ‘public goods’ -
products which if supplied to one person, are available to others
at no extra cost. National defence, street lighting and
environmental protection are typlical public goods which we all
enjoy, once they are provided, and for the use of which it is
very difficult to charge individual users. Most economic
activities generate externalities - positive or negative
spillovers from the main transaction. Thus, artists selling their
work for profit may also benefit the broader community by
anriching the general culture. A manufacturing plant may impose
costs on the general community by generating pollution as a side
effect of its production. The first case Jjustifies an element of
government subsidy to the arts to enccourage the beneficial
externality, the second justifies government anti-poellution

regulations to minimise the negative externality.

5.11 Some economic activities are natural monopolies. There
could be no justification, for example, for the construction of
two electricity supply networks, but if only one existed and it
was in unregulated private hands, the charges might well be set
at a level which would generate excess profit and discourage
optimal use. In fact it has been demonstrated by economists that
the profit maximising price for a monopoly is above that which is
of greatest benefit to the economy as a whole. Mconopoly power in
particular parts of the economy will reduce the productivity of
other sectors. Government intervention, either through ownership
of potential monopolies or through regulation of private owners,
is essential to avoid this problem.

5.12 Many large, long-lived projects require'a level and
stability of investment which may not be easily organised through
the market system alone. Much infrastructure £alls in this
category and governments have often intervened to provide large
capital works. The Snowy Mountains Scheme and the
Trans-continental railway in Australia, the Tennessee Valley
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Auvthority and the Interstate Highway network in the United
States, the alpine tunnels and the super-highway networks of
Western Burope all fall into this category. All could conceivably
have been privately financed but would probably not have
attracted sufficient private funds for a long enough period had
the attempt been made. Markets also pass through cycles of boom
and bust. It is generally accepted that governments have a part
to play in smoothing these cycles, intervening to a greater
extent when private investment falters and limiting their
activities when the private sector recovers. The resulting
stability is to the advantage of by far the larger part of

society.

5.13 Some government intervention has been designed to
improve the efficiency of the economy as a whole by increasing
competition. Where components of private sector activity are not
subject to extensive competition, there may be a role for public
enterprise to increase competition. Hugh Stretton has argued the
the South Australian Housing Trust introduced a beneficial deqree
of competition into the Adelaide housing market for many years,
ensuring as a result much lower urban land and house prices than
would otherwise have existed.5 The Commonwealth Bank and
Australian Airlines are two Commonwealth enterprises which
reportedly had similar goals when established and which appear to
have made such a contribution in practice by increasing the level
of competition.

5.14 Government economic intervention in all western, liberal
societies is intended primarily to complement rather than compete
with private activity. Governments aim to benefit private
economic activity when they act to ensure that costs and prices
take proper account of external effects, that public goods are
supplied in sufficient quantity and that monopoly power is not
allowed to distort rescurce allocation. They aim to assist the
vision that inspires large investment, to minimise the disruption
caused by cyclical business changes and to ensure desirable
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levels of competition. The cause of any government economic
intervention can generally be tracved to a perceived market

failure at some time.

5.15 It is important to note here that market failure is
concerned with more than technical efficiency. We began this
chapter with the assumption that the central cobjective of
national economic poligy is the maintenance of an acceptable
standard of living for Australians. A market outcome in the
Australian economy is theoretically possible which would produce
high levels of economic growth but also lead to persistent high
levels of unempleoyment, a degradation of the quality of work
available to those in employment and decreases in the quality of
the social and physical environment. Whatever its technical
efficiency, this outcome would be a market failure in the

committee’'s terms.

5.16 The judgement on whether and to what extent governments
should intervene to correct market failure is, to scme extent, a
matter of goals and values. The economic and scclal environment
in which the decision is made will have an effect and this will
change over time. There is currently, for example, a broad
consensus on the role of government in the provision of pure or
near pure public goods like roads but less agreement on some of
the network services such as telecommunications, electricity,
gas, and transport services., Governments have accepted various
levels of responsibility for provision of services like these at
different times in Australian history. Governments of other
countries take different approaches at the present time, Air
transport, for example, was a wholly private activity in
Australia at one time but now.involves both. the public and
private sectors. It is largely public in some comparable overseas
countries and wholly private in others.
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5.17 It need not be true that any particular market faillure
will continue to exist or that the original solution will remain
valid as times change. Nor is it always the case that public
intervention will ﬁecessarily lead to a better result. Market
failure is more easily described than measured. There are few
pure public goods and the size and effect of externalities in any
economic transaction can usually be debated. A local government
authority, for example, may have to choose between investment
which will make the council chambers more attractive and impesing
or investment in a park or other community facility, a reduction
in its debt or lower levels of rates. Although technigques like
cost-benefit analysis exist which attempt to measure and balance
the external effects and public benefits involved in choices like
this, the problems of placing values on many of the variables

ensure that there will never be complete agreement.
CHANGING THE ROLE OF GOVERNMENT: PRIVATISATION

5.18 This report is not principally about privatisation. Only
one aspect of this subject is relevant: whether privatisation
would be likely to increase or decrease the aggregate level of
invesitment in infrastructure. Given that there is room for debate
on the optimum size of the public sector and that the
justification for any particular government intervention may not
apply for ever, is there scope for Australia to resolve its
public investment problem by transferring functions from public
to private hands? This could be done in various ways. Existing
public assets could be sold to the private sector through sale
and leaseback arrangements. Public functions could be delegated
to private suppliers or private funding could be sought for new
projects which would formerly have been publicly financed. aAll

these technigques have been used in Australia.
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5.1%9 The potential for transfer of public functions to the
private sector is currently a matter of significant political
debate, few submissions to the committee dealt with the issue.
Perhaps the most substantial support for some privatisation came

in a submission from the Confederation of Australian Industry:

".,..in view of the continuing need to reduce persisting
high public sector deficits, public expenditure
restraint should ke regarded as an essential part of
Federal and State economic policies. It is important to
avoid a negative appreoach to public spending restraint.
The real issue is how to attract increasing private
sector participation and redirect public sector spending
- within an overall commitment to Commonwealth and State
expenditure restraint - to ensure adequate funding of
infrastructure. The roles of public and private sectors
should be seen as complementary, not competitive., This
makes it important to assess the effects of periods of
public expenditure restraint in terms of opportunities
to attract greater private sector participation in
funding and operating infrastructure components, As a
general rule, private enterprise should be encouraged to
finance and operate infrastructure components in areas
in which it can do so more efficiently than the public

sector..."b

Oppesing views to this were expressed in a number of submissions
but generally the issue received little attention in the evidence

presented to the ingquiry.

5.20 Privatisation of any public activity might he justified
if it led either to higher levels of aggregate investment or to
efficiency gains within an existing level of investment. No
evidence was presented to the committee or is known to the

committee which leads to these conclusions. In any case, such a
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move is unlikely te be the anly means of achieving the desired
ends and close examination of the costs and benefits of
alternatives will always be necessary.

5.21 There will be no nett increase to overall, national
investment from private moves into the traditional public field
if they are at the expense of private investment elsewhere. It is
possible that reductions in the scope of public sector activity
may lead not te new private investment but to a redirection of
private investment into areas which would formerly have been
public investment. Private investment, instead of creating new
production, may be increasingly devoted to maintaining the
support structure which government formerly provided. This effect
will be much more marked if public assets are sold and the
proceeds used tce finance any form of consumption. As Hugh
Stretton explains it:

"If a government’s purpose in privatizing is to attract
political and business support by reducing taxation, it
will not reinvest its cash takings, or use them to
reduce its own borrowing. By using the proceeds to
replace tax revenue it in effect distributes the
proceeds to the taxpayers. They will save a little and
spend the rest, If, as is likely, they spend about BC
pexr cent of it, there will have been national dissaving
to that amount..."”

5.22 If the public eguity in Telecom, for example, were to he
sold for a potential market price of $10-15 billion, that amount
would be drawn from private capital markets. The way in which a
government then used the proceeds would be crucial. Any part of
it which was diverted to consumption expenditure, whether through
its return to taxpayers in the form of tax cuts or through
subgidy of government consumption spending, would represent a

nett reduction in investment.
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5.23 The arguments for privatisation usually rely on
potential for increased efficiency of one sort or another. It
appears to be the predominant view in the economic literature
that public sector management is not inherently superior or
inferior to private sector management. One convinecing review of
the issue by Kay and Thompson in the Ecconomic Journal in 1586
concluded that:

"...it does not seem that there is anything
intrinsically superior about performance under private
ownership...there are efficient and inefficient public
enterprises and efficient and inefficient private

enterprises..."8

The Economic Planning Adviscory Council (EPAC), reviewed the
literature on this subject and also concluded in a recent study
of the efficiency of public trading enterprises that there was no
conclusive evidence of any inherent gualitative differences

between public and private management.9

5.24 There have been particulaf cases of bhetter or worse
performance in the public sector and there are probably
particular types of activities that are better performed in one
sector or the other. But for the purpose of this inquiry it is
sufficient to note that any efficiency gains expected from a
particular decision to privatise would need to be large enough to
offset the transaction cost and the diversion of investment funds
from new investment in the private sector to the purchase of

existing public capital.

5.25. .. The committee concludes that privatisation is unlikely
to offer an effective means of increasing aggregate national
infrastructure investment, because sale of public authorities is

likely to divert private capital from alternative uses.
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CHANGING THE ROLE OF GOVERNMENT: REDUCED CONSUMPTION

5.26 A relatively small proporticn of public expenditure is
directed to investment. Public investment as a proportion of
total government spending has, in fact, declined from 27% in
1850 to only about 17% of all public outlays today. It has been
suggested that reductions in public consumption spending could
make room for increased public investment. The Australian
Federation of Construction Contractors (AFCC)Y, for example, has
argued that the proportion of public spending allocated to
capital purposes should be returned by the

year 2000 to that which applied in the late 1960s; an ocbijective
the Federation has called Target 2000. According to the AFCC:

"To achieve our Target 2000 objective it is necessary to
increase the proportion of total outlays allocated to
capital expenditures from the present level of 20.9% to
27.2% and, it follows, decrease the recurrent

expenditure share from 79.1% to 72.8%..."10

Assuming annual growth in GDP of 4%, AFCC calculated that this
shift in emphasis could be achieved by containing growth in

recurrent expenditure to 3.43% per year in real terms.il

5.27 This seductively simple apprcach has some flaws. A
significant proportion of the recurrent expenditure, which AFCC
equated to consumption, in fact supports investment. Capital
investment in schools and hospitals, for example, is supported by
the recurrent expenditure incurred in supplying teachers and
health workers. The committee is not alone in believing that
deficiencies in our training and retraining systems, our research
and development structure and the information and support base
for our exporters are all important constraints on economic
development. These and similar essential economic services are

classified as consumption in the national accounts. Assuming that
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such services would be excluded from the general reduction in
consumption spending proposed by. the AFCC and others, the areas
which were to be cut would clearly suffer greater reductions.

5.28 The pattern of government consumption spending is also
shaped by demographic change. An ageing population will make
heavier demands on services such as social security, health
services and aged perscons’ facilities. The Economic Planning
Advisory Council, EPAC, released a paper examining Australian

social expenditures in March 1986. The paper classified the

causes of increased social expenditure according toc whether they

are due to demographic change, expansion of coverage or higher
benefits. It concludes that a substantial part of the increase
social expenditures in recent years is the result of demographi
change rather than either of the other factors, which are the
result of consciocus decisions to increase expenditure.12 It can
be expected, in short, that attempts to redirect expenditure fr
government consumption to government investment will run up
against demographic factors which are causing a large part of t

trend towards increased consumption spending.

5,29 Large parts of so-called consumption expenditure are,
any case, virtually fixed. Public debt interest payments
account for 10% of consumption expenditure - an area which can
only be cut by reductions in either interest rates or the size
the debt. When this and similar areas are excluded, very large
cuts in items like social security payments, education and
welfare would be necessary to finance the amount of investment
required. This is likely to be unacceptable to the community
because Australia already spends a much smaller proportion of

national income . in these areas than most Western countries.

5.30 It must also be noted that AFCC's relatively painless
solution assumed annual growth in GDP of 4% per year. This was
valid assumption in 1985 when the AFCC issued its paper. Growth

rates at this level will be difficult to achieve and maintain
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again given the balance of payments constraint. To the extent
that actual growth rates fall shoxrt of 4% the cuts in public
recurrent expenditure would need to be be greater.

5.31 None of this should be taken as criticism of the AFCC,
whose paper ls representative of a widely held point of view. The
committee accepts that a high investment strategy in Australia’s
present circumstances implies a reduction in both public and
private consumption spending. Rather than arguing that
consumption spending cannot be c¢ut, the committee is suggesting
that its growth must be constrained. The committee cannot accept
that this can be as painless as the AFCC suggests. Nor does the
committee believe that it would be feasible to fully finance a
substantial increase in public investment from this source and
conclude that some constraint on the relative proportion of
national income devoted to public and private consumption
expenditure is likely to be requirsd to finance increased
investment, including infrastructure but this alone will not meet
the likely needs.

THE SCOPE FOR PUBLIC SECTCR CUTS

5.32 The committee's gquick review of the public sector can be
easily summarised. It is not realistic to expect that investment
increases in traditionally public areas can be funded by
transfers of responsibility to the private sector or by
reductions in public consumption spending such as education. Some
contribution should be possible from restraint of consumption
growth but excessive zeal could be counter-productive. Aggregate
national investment would be reduced rather than increased if,
for example, productive private investment was diverted by
inappropriate asset sales or if cuts were made in economically
productive ‘consumption’ spending such as education. An attack on
the public sector also risks losing sight of the fundamental
reason for its existence. Governments intervene to correct the
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effects of market failure and not all these effects are economic
in the narrow sense. Some of the more extreme proposals for
reductions in the public sector seem to arque that we must

destroy our standard of living in order to save it.
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6. TAXING, BORROWING AND SAVING

v.o.a fow level of saviags [lies bekhrind the prescal

fow rate of fovestment! spending, (his im torn haviang
been bronght abour by rhe coliapse of bvsiness and
governgment saviang. Saviag by businmesscs has fallen dve
to bigh rnterest rafes and the related shoriening of
stock cxchange lime fborizons; saviag by governments has
fallen due to a combigation of tax resistance wilh a
bigh demand for current! governmeni! cexpendifure.

(Brason & Manning). 7
FUNDING HIGHER INVESTMENT

6.1 It is necessary to consider how far Australia is capable
of increasing investment in infrastructure. It may be possible to
improve the efficiency of public and private investment, and a
smaller increase in overall investment might be acceptable, but
the scope for such improvement is limited. It may also not be
easy to increase either private or public investment. The low
levels of private investment in recent years, despite some
changes which might have been expected to improve them would
suggest that there have been significant barviers to private
investment. High interest rates and currency fluctuations, for
example, may have discouraged the export oriented investment
which is now needed. The significant advantage provided by
depreciation of the Australian dollar can be expected to provide
a better private investment climate and hence a need for

complementary public investment.

6.2 Both private and public investment are ultimately funded
from savings. A higher investment policy will therefore reqguire
that increased levels of savings be harnessed in productive ways
by both sectors. Private firms either attract savings directly

through equity investment or retained earnings or indirectly by
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borrowing from domestic or foreign savers. Governments normally
finance public investment through taxation or government charges,
which in econcomic¢ terms amount to public saving, or by borrowing,
again from domestic or foreign savers. In concluding that levels
of public and private investment in Australia need to increase,
the committee has implicitly concluded that this country needs to
increase aggregate domestic savings, attract higher levels of
foreign savings or achieve some combination ¢f the two. To the
extent that there are risks associated with excessive foreign
borrowing, a higher reliance on domestic savings would be
prudent.. The level of foreign debt we have accumulated to date
will be a central factor in this risk and our economic past wiil,

in thig way, affect the options now open to us.

6.3 To aid its consideration of these issues, the committee
commissioned a paper on public investment from Profesgsor John
Nevile cof the Centre for Applied Economic Research at the
University of New South Wales. Professor Nevile's research for
the paper, which is reproduced at Appendix 5, supports the
committee’'s view that higher levels of investment in public
infrastructure are essential in the short to medium term. The
first guestion is whether this increase can be funded by higher
taxation. '

TAXATION

6.4 Professor Nevile observed that financing higher levels
of public investment through increased taxation would have two
cpposing effects on investment:

"The increased public investment will increase output
and employment and the increased taxation will reduce
it. If the public investment is on building and

construction, or other items with low import content,

there will be a small increase, on balance, in demand,
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output and employment. On the other hand, the demand for
imports will decline since the public investment will
have a significantly smaller import content than the
private expenditure that no longer takes place because
of the increase in taxation. Apart from any costs
associated with increased taxation, the short run
effects are beneficial.

The political costs of increased levels of taxation are
obvious, the economic costs are not so clear cut. High
levels of taxation do introduce distortions into private
decision-making. The actions that maximise after-tax
income are not the same as those that maximise before-
tax income and this leads to inefficiencies in the use
of resources. It is difficult to quantify these, but in
this context...it is probably not important to do so,
since raising taxation levels is not a politically

viable option..."2

6.5 Brain and Manning, in the NIBIR study, are less definite
on the political impossibility of increasing taxation:

"Unless ways can be found for economising on cther heads
of government expenditure, economic recovery in
Australia is likely to reguire higher tax rates, not
lower, in order to finance government activities
complementary to private investment. It would be simple
to say that this is not possible; taxes are unusually
politically unpopular at the moment and no increase
would be tolerated. However, such bald statements of
impossibility should not be accepted without

examination..."3
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6.6 The NIEIR paper goes on to note that the political
resistance to lncreased taxes rests in large part on public
perceptions that the taxation system is unfailr and inefficient.
These perceptions are said to be encouraged by the present mix of
direct and indirect taxes, the redistributive features of the tax
system, the fiscal imbalance between the Commonwealth and the
States and the popularity of a particular strand of economic
thought - public choice theory. Brain and Manning conclude that:

"With these forces opposed to tax increases, the
observation that Australia is only moderately taxed by
OECD standards, and the argument that its modernisation
is likely to require tax increases, are received with
incredulity. It may be, therefore, that Australian

economic growth will be tax constrained..."%

6.7 Some economists agree that an increase in the moderate
levels of taxation presently applying in Australia would be
desirable if it led to higher levels of investment. The
distinguished American eccnomist, John Kenneth Galbraith,
expressed such a view during his recent visit to

Australia.® Qthers argue, however, that Australian taxes are tco
high and that any increase would deter investment in the private
sector to a greater extent than it would increase public
investment. So long as the latter opinion retains significant
support, the political difficulties of financing higher
investment through increased taxation will be greatly compounded.
Tax increases may also adversely affect investment through their
effect on expectations in the financial markets. Any attempt to
support a high investment strategy with higher taxation would
therefore be difficult and subject to severe practical limits.
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6.8 Most taxes in Australia are low and it is instructive to
look at the change in share of revenue contributed by the major
categories over the last 25 years. Pay as you earn income taxes
have doubled from 20% to around 40% other income taxes have been
fairly stable -at around 12%, sales and other consumption type
taxes have fallen from 35% to less than 30% while company taxes
have fallen from arocund 18% to 10%. Aside from the jump in PAYE
tax the biggest change has been the reduction in taxes paid by
the corporate sector. Since a substantial part of public
investment is in economic as opposed te social infrastructure it
may be appropriate to consider increasing the proportion of
revenue contributed by the corporate sector to economic
infrastructure by way of company taxation. Though there are
practical limits to the extent to which necessary increases in
infrastructure investment can be financed from higher levels of
taxation the committee concludes that a reversal of the decline
in the share of revenue contributed by the corporate sector would
be an appropriate approach to providing funds for economic
infrastructure.

6.9 Recent events in the United States show, however, that
the speed with which such attitudes can change is striking. The
Wall Street collapse has focussed the ccllective American mind on
the size of the US budget deficit in a way which responsible
economic commentators have been urging for several years. The
conventional wisdom now is that taxes should be increased and
military expenditure cut - policies which two or three years ago
were regarded as wildly radical. It is difficult to forsee events
which could have a similar impact in Australia - but the
situation already exists and we should be considering such
policies in the interests of restructuring and voping with our
curreni account deficit.

77




PUBLXC BORROWING

6.10 It is often argqued that public borrowing reduces the
scope for, or "crowds out", private investment. In its crudest
form, the crowding out theory assumes that there is a fixed
supply of savings and that a dollar borrowed by the public sector
will reduce private investment by the same amount. Since the
deregulation of financial markets, the closed economy assumption
underlying the fixed supply of savings is even more obviously
invalid than before as virtually unlimited funds are available
from overseas, although the price of these funds may become
prohibitive. It is now more commonly argued by the "crowding out”
theorists that public borrowing competes for scarce but not fixed
supplies of savings and thus forces up interest rates. The higher
interest rates then deter private investors they argue. It
follows from this that private investment could be encouraged by
reducing the public call on available funds.

6.11 Professor Nevile's paper shows that, in fact:

there has been no direct correlation in recent
Australian history between levels of public
borrowing and interest rates;

. Australia has traditicnally financed a high
proportion of its public investment through
taxation rather than borrowing, in this sense the
Australian public sector has been a net saver
throﬁghout the post-war period; and

. present levels of public debt are lower -as a
proportion of GDP than the levels of the mid-1560s
and lower than those of all Western countries

except Finland.
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6.12 Professor Nevile’'s work shows that, if there is any
relationship at all between levels of public borrowing and
interest rates, it is clearly not a simple or direct one;
interest rates have risen as public sector borrowing has
decreased more often than not in recent years. He argues that

Australian interest rates, in fact:

"...are determined by interest rates in major financial
markets overseas adjusted for the expected change in the
value of the Australian dollar on foreign exchange

markets..."®

6.13 Nevile notes that a higher budget deficit may lead to
higher levels of imports through its stimulatory effect on
general economic activity. This ccould adversely affect the
balance of trade and cause a tendency towards lower rates of
exchange for the Australian dollar. If the government should then
choose to resist this fall through increasing interest rates,
public investment financed by borrowing could be said to have
crowded out private investment. A long chain of conditions would
have to be met before this would happen and many other forces
also affect the balance of payments. Professor Nevile expected
Australia’s balance of payments to improve over the following 18
meonths from May 1987 and did not therefore regard this potential
source cf crowding out as a threat.

6.14 Professor Nevile, in any case, suggests that public
investment is more likely than private investment to be in
productive rather than financial assets, and also less likely to
require imports. Professor Nevile’'s Table 4 (see Appendix 5,
p.20) shows that about three-gquarters of corporate borrowing is
now used to acquire financial assets rather than to directly
create new capital structures and egquipment. This trend has
increased markedly in recent years while the opposite trend has
occurred in the public sector. The effect is that, even if public

investment did crowd cut private investment, a larger proportion
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of total investment would then be in productive assets rather
than used to finance paper transactions. Public investment, in
the short term at least, may thus promote higher levels of growth
than would investment by the private seactor.

6.15 Nevile alse commented on the idea that borrowing to
finance public investment may be limited because existing levels
of public debt are too high. He observed that public debt in
Australia is still well below the level of 20 years ago and very
low by international standards.(See Figure 6.1) OECD figures show
that as of 1983, only Finland had a lower ratio of public debt to
gross domestic product in 20 developed countries surveyed.
Professor Nevile concluded that there is little scope for

increases in taxation but:

" ... there is room for an increase in public
investment, financed by borrowing, without either a fall
“in the value of the Australian dollar below the levels
holding at the beginning of 1987, or upward pressure on
interest rates..."7
6.16 The committee asked the Commonwealth Treasury and the
Department of Finance to comment on Professor Nevile's paper.
Both departments acknowledged that many factors determine
interest rates but argued that a link between public sector
borrowing and interest rate levels could not be ruled out. Both
saw market expectations as a key factor. The Department of

Finance took the view that:

"Market opinion on these issues is not capricious.
Experience in Australia (and elsewhere) is that
reduction in the current account deficit and the
associated necessary structural shifts in savings and
lending by other sectors necessarily take time. This
seems to be appreciated by markets but if they are to
provide the reqguired bridging finance to allow the

country to trade its way out of its present
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difficulties, then understandably markets will want to

This 1s not

see some signs that progress is being made.

just a matter of progress in reducing the current

account deficit but alsc progress in winding back the

(PSBR) in support of

the structural adjustments that clearly are required in

public sector beorrowing requirement

"

the medium term...

FIGURE 6.1
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6.17 The Treasury submitted that:

"The predominant view among economists and financial
analysts is that in the present circumstances of the
Australian economy a reduction in the public sector
borrowing requirement would contribute to a sustainable
reduction in (real) interest rates and, hence, a better

climate for business investment..."9

5.18 The Treasury and Finance responses do not challenge
Professor Nevile’s main point: that there are no simple, direct
links between public borrowing and interest rates. The argument
that factors other than the level of public borrowing may affect
interest rates would seem to confirm rather than contradict the
Nevile thesis. Treasury and Finance officials, when questioned at
public hearings provided no further support for their arguments.
The committee was concerned to note that ailthough official
witnesses maintained that Australian interest rates were
determined by a number of variables, none was able to cffer

empirical evidence of the relative effect of these variables.l0

6.15 It is clear in any case that the simple version of the
crowding out theofy cannot be sustained. The claims, often thrown
about in political debate, that Australian interest rates will
automatically fall in line with a decline in public sector
borrowing are simplistic. As the Chief Bconomist to Telecom, Mr
John De Ridder, observed in correspondence to the Committee:

"...the present retreat from the simplistic crowding-out
argument reminds me of the retreat from monetarism. That
is, the long and variable lags which obscured the

alleged relationship hetween the growth of money supply
and prices is akin to the expectation effects which are
now held to account for the poor empirical relationship

between movements in budget deficits and interest rates.
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Most countries including Australia have now abandoned
simple money supply targets. Maybe deficit fetishism
will go the same way..."11l

MARKET PERCEPTIONS

6.20 It need net follow, however, that significant increases
in public borrowing are appropriate. Treasury and Finance stress
the importance of market expectations in determining the extent
to which Australian interest rates vary from those in important
financial markets overseas, a point to which Professor Nevile
gives due attention. The way in which our economy is perceived in
the markets in which we borrow is clearly important to the level
of domestic interest rates even if there is not a simple and

direct relationship.

6.21 Markets are not capricious. A senior Treasury witness

observed that:

"...very largely, markets are an aggregation of people
making hard-headed decisions about where they are going
to put their money and what the risks are, It is not in
.the interests of the market’s participants to be
irrational, any more than it is in the Government’'s
interests that they should be..."12

If the belief of most market participants is that public
berrowing in Australia is at too high a level, it can be expected
that increased public borrowing will tend to force interest rates

up through its effect on market opinion.

6.22 Though Australia’s level of public debt is relatively

low, both by historical standards and in comparison with other

developed economies, the level of private overseas debt is very
'high. As at March 1987 Australia’s gross foreign debt was at a
disturbingly high level of $109% billion; 60% of the total was
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owad by the private sector.l3 Higher real interest rates in
recent years have alsco increased the burden cf servicing our
foreign debt. EPAC pointed out in 1986 that external debt must be
stabilised at some stage and estimated that stability could be
achieved by 1990 at a level equal to about 40% of GDP.1% The

. NIEIR study also saw a need for stabilisation of external debt
and regarded this as a constraint to economic recovery. The
committee considers that a heavy reliance on foreign capital for
national investment carries risks for Australia that have been
dramatically illustrated by the events of the past two years.

6.23 Potential lenders to Australia take ocur external debt
position into account in deciding what levels of interest would
be acceptable to them. Public and private investment may both be
inhibited by the resulting high interest rates. Market
expectations will be formed in part by perceptions of the
prospects for the Australian economy and may lead to higher
interest rates if higher public spending is perceived by the
market to be in areas which do not assist our prospects for
economic growth. This could reduce public spending on prcjects
with the potential to offer reasonable rates of return.

6.24 Market expectations are not necessarily guided by
potential long-term returns. It can, in fact, be more raticnal
for market participants to focus exclusively on the short term.
John Maynard Keynes, himself a very successful investor, noted
that: '

"It might have been supposed that competition between
expert professionals, possessing judgement and knowledge
beyond that of the average private investor, would
correct the vagaries of the ignorant individual left to
himself. It happens, however, that the energies and
skill of the professional investor and speculator are
mainly occupied ctherwise. For meost of these persons

are, in fact, largely concerned, not with making
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superior long~term forecasts of the probable yield of an
investment over its life, but.with foreseeing changes in
the conventional basis of valuation a short time ahead
of the general public. They are concerned, not with what
an investment is worth to a man who buys it ‘for keeps’,
but with what the market will value it at, under the
influence of mass psychology, three months or a year

hence..."15

6.25 Forecasting the reactions of other market participants,
which Keynes called speculation, and forecasting the prospective
yvield from assets, which he called enterprise, are both
components of most markets. Keynes went on to note that
speculation does not always predominate over enterprise but that
the risk of this occurring increases with the scophistication of
investment markets. In words that have been much-quoted since, he

then observed:

"Speculators may do no harm as bubbles on a steady
stream of enterprise. But the position is serious when
enterprise becomes the bubble on a whirlpool of
speculation. When the capital development of a country
becomes a by-product of the activities of a casino, it
is likely to be ill-done..."16

6.26 The deregulation of the Australian financial system has
led to the full integration of our investment markets into a
highly sophisticated worlid system. Australia is a small player in
the international financial system and, with the new-found
flexibility comes a risk of speculative excess and instability.
These short-term movements may deter some investors and overseas
lenders and add to the risk premium on the interest rate charged

on overseas borrowings.
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6.27 If public spending is viewed unfavourably regardless of
its intrinsic merit, increases in public borrowing may well work
towards higher Iinterest rates. However, lower levels of public
borrowing may not lead directly to lower interest rates hecause
Australian interest rates now seem.to be more determined by
cverseas rates plus a risk premium related to market perceptions
of our growth and trade prospects. As there is no practical
prospect of reducing public spending sufficiently to meet
exaggerated expectations, the reductions that are possible may
not be seen as sufficient to reverse the process. Increases in
public borrowing may be constrained by this factor without

decreases leading to any improvement.

6.28 While Australian overseas debt remains high, this
country is especially vulnerable to market opinicn, whether it is
based on a rational view of our economic prospects or not. In
Keynes' terms, if average market opinion will not consider us a
safe investment, then we will have difficulty financing
investment at an acceptable price, irrespective of the
prospective long~term returns. The committee concludes that
present levels of public debt, which are low by historical and
internaticnal standards and the absence of a

clear, direct link between moderate levels of public borrowing
and interest rates suggest that there is scope for increased
infrastructure investment financed by borrowing. However, any
increase in borrowing would require careful implementation so as

to minimise the danger of adverse market perceptions.
CAPITAL BUDGETING

6.29 Given the importance of market expectations, it is clear
that every effort should be made to avoid misperceptions by key
market players. The committee considers that there is a risk that
potentially preductive pubklic investment may be blocked by
badly-based market expectations and the result of this will be
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lower economic growth than would otherwise have been sustainable.
The committee believes it is important that every effort be made
to prevent this and a range of possible measures could be used to
help in this task. A clear consensus on the role of the public
sector would help and this is discussed in Chapter 5. The greater
the perception that public sector management is efficient, the
less the risk, and the possibility for improvements in this area
is discussed in the next chapter. A third option is to improve
the way in which our budgets are presented to reduce the risk of

misunderstanding.

6.30 As Professor Nevile's paper shows, (see Appendix 5) the
Australian public sector is a nett saver. In every year since
1949-50, public revenue has covered all public consumption
spending as well as a component of public capital spending. The
balance of new public investment has been met by borrowing in the
same way and for the same reason that households borrow to
finance large purchases like houses, cars and furniture. If
assets have a long life and a potential to yield a return over
that life, it is reasonable and often convenient to pay for them

over time.

6.31 It is usual to repay lcans for short lived items such as
cars or eguipment at a faster rate than long lived items such as
buildings or infrastructure. At this point it is worth recalling
that over 75% of public sector non-residential investment is tied
up in infrastructure. In contrast only about 45% private
non-residential investment is tied up in infrastructure
{including buildings) with the balance in plant and equipment.
Excluding equipment, ABS figures show that the nett value of
public investment in infrastructure (non-residential buildings
and construction) is almost twice as large as private

investment.l® If both sectors were to finance their long lived
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assets by long term borrowings we would therefore expect the
public sector borrowings for this purpose to be around twice as
large as private borrowings. However, a considerable proportion

of new public investment is financed from current revenue.

6.32 The extent to which the public sector finances capital
purchases from current revenue appears to be one of the better
kept secrets in Australian public finance. Few Australians are
aware of it and our integration into world financial markets
exposes us to the influence of market participants whose
knowledge of Australian public finance is often limited. In view
of the importance of market expectations, it is vital that the
scape for misunderstanding in the market is minimised. The
committee would therefore favour measures to improve market
understanding of Australian public sector finance. The largest
areas of potential misunderstanding are associated with the
Commonwealth budget deficit and the Pubklic Sector Borrowing
Requirement (PSBR).

6.33 Budget deficit is defined in one well-known economic
dictionary as "current expenditures in excess of current
income".1? pefined in this way, there has been no Commonwealth
budget deficit in Australia since 1949-50. Current revenue has
exceeded current expenditure in all years. The Commonwealth
budget deficit during that time has comprised a mixture of
capital and current expenditure exceeding, in total, current
revenue. It is questionable to what extent this distinction is
understood in financial markets outside Australia, or even
indeed, within the country. It is, however, important because
market participants who believe that Commonwealth budget deficits
signify profligate spending may adversely affect general market
expectations. It is also important because it makes it harder for

most Australians to understand their own ecconomy.
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6.34 All Amustralian States, all commercial enterprises and
many industrialised nations distinguish between capital and
current spending in their accounts. The Australian Government did
the same until the 19%40s. There are significant definitional
problems in this distinction but it is generally held to provide
a more useful understanding of the budget than the simple cash
flow approach used at Commonwealth level in Australia. In
assessing the state of Australian public finance, for example, it
is clearly useful to know that government tazation and charges
cover all current expenses {(including repayments of and interest
on past borrowing) and make a contribution to new investment.
While it is useful to know that current and capital expenses in a
particular year exceeded current revenue (a budget deficit) there
is also value in knowing the extent to which capital expenditure

is financed by current revenue.

6.35 Dr Greg Whitwell, writing of the 1940s in a recent
history of the Commonwealth Treasury, presents evidence that the
practice cf charging capital expenditure agalnst current revenue,
in defiance of accounting conventions applying at that time,
developed as a means of disguising budget surpluses. Governments
used the device to bring down budgets which were more restrictive
than they appeared.20 A restrictive bias was considered justified
in the years immediately following World war II when too rapid a
release of pent-up demand threatened to push Australia into a
boom-bust cycle. The Hon. W.C.Wentworth, a former Minister for
Social Security, who was involved in various aspects of
Australian public finance for more than 40 years, supported this

view in evidence to the committee:

"The Commonwealth Treasury has for decades - in fact,
ever since I can remember in the 1930s, which is a long
time ago - always been restrictive. I am not trying to
argue about whether that is right or wrong... What I
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would argue is that the Commonwealth Treasury, since
1950 or thereabcuts, has deliberately manipulated the
Commonwealth accounts so that it would be in a position

to cut down public works expenditure in Australia..."?}

Similar arguments have emerged from other responsible souxrces.
Academics from the prestigious US Brookings Institute visited
Australia in 1983 and undertock a detailed study of the
Australian economy. Rudiger Dornbusch and Stanley Fischer went so
far as to c¢laim in their paper "The Australian Macroeconomy” that

the confusion of capital and current expenditure in the

Commonwealth budget aims at "...frightening the bourgeoisie by
exaggerating the deficit problem..."22,
6.36 Whatever the intention of the present practice, there is

no doubt as to its effect. Offsetting capital expenditure against
current revenue produces a budget ‘deficit’ that would not appear
as such under conventional accounting practices. At a time when
Australia is especially vulnerable to market perceptions, it
seems unwise to deliberately present our performance in a poor
light. But this is the effect of the present budgetary practice.
The committee considers that the present practice of not
separating capital and current expenditure in the Commonwealth
budget provides a misleading presentation of the budget deficit
which has the potential to damage Australia’s interests in the
capital markets.

6.37 Mr Wentworth, in his evidence to the committee, offered
three potential advantages of a stricter separation of capital

and current spending:

. it would present a more accurate picture of changes

in public expenditure;
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. it would reduce the adverse effects on market
perceptions, especially overseas, of Commonwealth

‘deficits’; and

it would encourage the use of productive public

investment at times of economic downturn.23
Other respected commentators share his view.

6§.38 Representatives of the Treasury and the Department of
Finance agreed that it was important that the uses to which
borrowed funds were put should be widely understood. Neil Hyden,
a First Assistant Secretary at the Treasury, told the committee:

"Borrowing, as a country or as a government, is not
necessarily bad in itself. It is the use to which the
funds are put that is important. If the lender can see
that they are being put to productive uses that will
yield a high return - or at least a return high enough
to cover the cost of the borrowing - then the
willingness will be greater and the risk premiums will

be much less than if he believes that is not to be the
case. ,..Some better information on the use to which
those borrowed funds are being put by governments, I
think, would be helpful. I am not sure that a
distinction merely between capital expenditure and
current expenditure is a sufficient answer to that
problem, because a lot of the concern is that government
investment has been in poor yielding projects, or in
projects that will not cover their costs..."24
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Witnesses from both Treasury and Finance pointed out that most
public capital expenditure in Australia is conducted by State or
local government and that changes to the presentation of the
Commonwealth budget may not have much effect for this reason.

6.39 The committee was strongly of the view that a stricter
separation of source and application of funds for capital and
recurrent purposes in the Commonwealth budget would be desirable.
The committee believes this would give a clearer picture of
Australia’s budgetary c¢ircumstances and would reduce the
excessive weight currently placed by financial markets on a
somewhat misleading "bottom line". Representatives of Treasury
and Finance urged on us the virtues of transparency in several
aspects of public accounting. A stricter separation of capital
and current expenditure in the budget would be a simple and cheap
move towards transparency in thelr own area of responsibility.
The committee recommends:

the government should apply a stricter separation
between its capital and current accounts so that the
Commonwealth budget deficit is recorded in line with
conventional accounting practice.

6.40 The commonwealth budget, as treasury and finance pointed
out, does not directly reflect most infrastructure spending. by
far the greatest part of public investment is undertaken by
commonwealth and state statutory authorities, and state and local
governments. Their expenditures, revenues and borrowings are
brought to account in a variety of ways, some of which affect the
commonwealth budget but few of which appear in any consolidated
form in the budget papers. For this reason, clarification of
accounting in the commonwealth budget does not approach a
complete answer. The main indicator of total public borrowing
levels is the PSBR, which is the extent to which the revenue of
the public sector falls short of expenditure in a period.
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6.41 Like the commonwealth budget defecit, the PSBR provides
an attractively simple indicator for investment markets as they
form their perceptions of the state of the economy. Since the
PSBR is the final net result of capital and current expenditure
and revenue of the three levels of government and their
enterprises, it is not likely to be more valid as a ‘bottom line’
than the commonwealth budget deficit. This is particularly so
since the PSBR fails to distinguish hetween commercially viable
capital investment in the public sector, which can be expected to
cover its costs, and other public activity which may not. No
distinction is made, for example, between the bhorrowings of
Telecom and the State electricity authorities which are
effectively secured by the future earnings the loans will

generate, and other borrowings for general government purposes.

6,42 The Department of Finance drew the committee’s attention
to recent widespread comment on the so-called "twin deficits"
problem in which it is speculated that the current account
deficit moves broadly in parallel with the PSBR. The Department
claimed that this concept "“receives considerable attention in
financial markets."2> The best economic comment on the twin
deficits issue available to the committee, a paper prepared by
Department of Finance officers, notes that the apparent long-term
correlation between the two deficits need not be causally related
and, indeed, notes that there are plausible external explanations
for movements of both variables together in two significant
pexriods. The paper concludes that:

"Empirically isolating a simple causal relationship
between the PSBR and the current account deficit using
historical time series data, in the face of unknown lag
structures and continuous exogenous shocks affecting
both variables is at best a difficult task if not an
impossible one..."26
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6.43 The Secretary to the Department of Finance, Dr Michael
Keating, conceded to the committee that simplistic market
interpretations of the PSBR could be damaging:

"...{In economic terms), our concern would be with the
efficiency of the investment, the commerciality of the
investment first and foremost. I think bevond that the
only piece of economics I could imagine would be whether
there is a perception that markets might have which may
be unfortunate if the investment is truly commercial and
that markets may not treat it as fully commercial if it
is associated with the public sector. It may mean that
the public sector ought to be reviewing how it presents
its borrowing requirement and loocking at ways of
separately distinguishing the commercial

investment..."27

6.44 Dr Keating went on to note that there are considerable
difficulties in distinguishing between commercial and
non-commercial public investment but that means of doing so
should be pursued as a follow-up to the government’s policy
guidelines for government business enterprises. The committee of
Inguiry into the Australian Financial System {Campbell Committee)
saw merit in attempting to draw a distiction between "commercial"
and "non-commercial’” authorities. It envisaged that "commercial”
authorities would continue to borrow in their own name, but
without any form of government guarantee. They would be free of
Loan Council regulation as to amounts, terms and conditiong and
their operations would in effect be subiject to most normal market
disciplines and they could not be said teo be "c¢rowding out”
private investment. The Campbell Committee went on to recommend
that where it can be clearly demonstrated that a public authority

is basically subject to market disciplines it could be viewed as
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a commercial authority. The Campbell Committee also recommended
that the volume of borrowings by "commercial" local and
semi-government authorities, and the terms and conditions of such
borrowings, should be free from Loan Council contrel; borrowings
by these authorities should not be government guaranteed.28

6.45 To the extent that public authorities operate
commercially without practical differences between them and
private firms, the reason for including their borrowings in with
other goverment borrowings in the PSBR becomes obscure. The
effect of borrowings of fully commercial publicly owned
authorities are, from a national point of view the same as for
private companies and should not therefore be included with

public borrowings.

6.46 The committee agrees that the failure to clearly
distinguish between commercial and non-commercial public
activities in important published accounts misleads market
opinion. We support the Department cof Finance view that
opportunities for making this distinction should be pursued. The
most logical approach would be to exclude borrowings by
commercial public authorities from the PSBR as i1s done in a

number of western countries. The commitiee recommends:

the Govermment should exclude the borrowings of
commercial public authorities from the Public Sector

Borrowing Requirement.

6.47 Whatever beneficial effect might be obtained from
clarifications of the public accounts, there can be no doubt that
the scope for borrowing to meet public infrastructure needs will .
be constrained in the short to medium term by the extent of cur
overseas debt and the balance of payments problem. The committee
noted Professor Nevile’s view that meoderate increases in
debt-financed public investment could be sustained in the short
to medium term., This view is shared by other informed
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commentators and on the evidence is accepted by the committee.
The committee's conclusion is that there is convincing evidence
that a higher level of investment in Australia would lead to a
higher level of economic growth. Private investment may be
influenced by government efforts to create a favourable climate
for investment but it is important in doing so that opportunities

for public investment yielding sufficient returns are also taken.

6.48 While market expectations undoubtedly represent a
constraint on increased public investment, it does not follow
that an erosion of the public sector is the only available
response. Cutting government spending may favourably impress the
market but a large part of this effect may result from
excessively pessimistic market views on the quality of public
management and on the contribution of public activities to
economic growth. Efforts to improve the presentation of the
public accounts and to iImprove market perceptions of the
performance of public enterprises may have the potential to make
a larger contribution to growth than perpetual constraint on
public investment. In the next chapter the committee loocks at the
effect existing institutions and national priorities have had on

the level of pubklic investment.

HATIONAL SAVING

6.45 In order to finance an increased level of investment and
to provide funds at a lower cost it is desirable for the
domestic savings rate to be increased. It appears that Australia
has always relied on overseas borrowings for a significant part
of its overall investment needs. Economic historian Professor
Koel Butlin has described it as;

"...a willingness to be dependent and an unwillingness

to save in Australia. From about 10 per cent in the 19th

century to about 15 per cent to WW2 savings performance
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did not compare with the North American level of about
25 per cent of GDP..."29

6.50 The committee heard evidence that BAustralia’s overall
savings ratio needs to rise by about 3 percentage points, from
the current level of around 22%, just to stabilise the balance of
payments.30 To provide the necessary infrastructure for a
satisfactory long term growth rate in Australia the savings ratio
will need to rise, perhaps even to about 28 to 30% of GDP, as
achieved in the mid 1960s.

6.51 For a comparison with Australia, the committee looked at
the national savings rate of Japan and Sweden. Both countries are
known for their productive investment and competitiveness on
world export markets. However, despite the similarities there are
some striking differences. Japan had the highest gross saving
rate among the 7 major OECD countries at 31.4% in 1985 while
Sweden’'s 17.8% was one of the lowest of all OECD countries.3l
Sweden is one of the few countries where private households have
had a negative savings ratio. So, to ensure adeguate national
savings, the Swedish public sector has had to run a financial
surplus.3?

6.52 Sweden’s low household savings rate has been explained
partly because the state provides a cradle to grave welfare
system and partly because the tax system discourages saving. In
contrast Japan has a poorly developed social welfare system and a
great many incentives to save. Sweden is known for its high top
marginal rate of personal income tax (80%) but less well known is
Japan’s top rate of around 84%. Like Australia, Sweden’'s top
marginal rate comes in at a relatively low level (around SA
64,000) but in January 1987 the Swedish Finance Minister
announced "sketch" plans for tax reform. The plans include a
lowering of the top marginal tax rate from 80% to 60% and the

introduction of incentives to save.33
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6.53 Japan'’'s rapid post war growth has been financed almost
entirely from domestic savings with virtually no net reliance on
foreign capital. Although various reasons have been proposed
including the old Confucian value system in which saving was a
virtue, and an inadequate social welfare system, the most
striking factor is the array of savings schemes on offer which

are tax free up to a certain income level.

6.54 Some of the schemes warrant comment because they have
the practical effect of directing savings into investment avenues
which include infrastructure. The Post Office savings system
(established 1875) allows the Government, through the Trust Fund
Bureau of the Ministry of Finance to allocate funds into those
sections of the economy thought to need most capital. The Maruyu
system was established in 1955 to provide funds for industrial
reconstruction. The Tokubetsu Maruyu or Maru-toko system was
established (in 1967) to encourage small savers to invest in
government bonds. The attraction to individual Japanese is the
tax free earnings limit of 3 million yen (about $A30,000) per
year in each scheme. Another avenue open to company employees is
an employee’s asset formation system which allows up to % million
yen in income tax exempt interest. A dividend tax exemption
system allows individuals to earn dividends of 100,000 yen
(sA1,000) tax free in any particular company. Small investors
with a large number of holdings pay a low rate of tax and are
exempt from capital gains tax on fewer than 50 transactions per
year.34

6.55 Japan’'s present national income tax system is very
progressive with rates rising from 10.5% to 70% in 15 brackets.
The maximum marginal tax rate of 84% is payable only on income
over some $A700,000 per year, but the savings schemes overall
ensure that only the very rich pay tax on interest income derived
from savings. The overall effect of these schemes has been to
encourage consistently high savings and provide a large volume of
funds for investment at very low rates of interest. It has been
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claimed that it was the Japanese savings system which prevented
the countyry from falling into the Third-World debt trap as the
economy rose from an impoverished semi-agrarian state at the end
of World War 2.

6.56 The committee sought to draw out the important factors
which determine the level of savings in these two countries. It
has seen that there is only limited scope in Australia for a
higher saving level by government (through taxaticn or higher
;chaxges}. There alsc appears to be limited scope for a higher
level of corporate saving given the uncertainty following the
stock market collapse. The final option is a higher level of
savings by the hcousehold sector.

6.57 Australia is now moving towards greater use of
occupaticnal superannuation schemes. These have the apparent
short term effect of raising the level of committed savings in
the household sector. It is too early to determine if the
national savings rate will rise as a result of these and related
schemes such as insurance bonds. But there is a possibility that
the greater security in old age from the spread of superannuation
may reduce voluntary saving. Sweden's experience confirms that a
comprehensive social security system and high rates of taxation

can pe assocliated with very low or negative voluntary savings.

5.58 For whatever reasons savings by Australian households in
recent years have been undesirably low. The nation ¢an no longer
rely on thrift from a generation whose values were established in
pre-war years and the post war generation appears unwilling to
suffer negative real returns on savings. The interest rates
necessary to achieve a balance between saving and investing are
higher now than they would be in the absence either of inflation

or taxation cof savings.
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6.59 From Japan’s experience it appears that two important
factors contributing to a high rate of savings have been the poor
social security system which has lifted savings through fear and
risk aversion, and the tax exemption which has lifted savings
voluntarily. In Sweden’s case an "advanced” social security
system and high rates of personal taxation have combined to
virtually eliminate net personal saving. Australia’s policies
are substantially different to Japan; we spend less on social
security than most Western countries and we offer few incentives
to save, However, it may be in the long term national interest to
introduce some positive inducements to voluntary saving, perhaps
along the lines of some of the Japanese schemes which provide
funds for investment in infrastructure. Such a scheme could be
introduced equitably by limiting tax exemptions to the first

(small; proportion of saving.

6.60 The conclusion to be drawn from this committee’s review
is that the national savings rate is too low. The spread of
occupational superannuation may not raise committed household
savings to a level sufficient to finance desirable investment
without undue reliance on foreign capital. The committee
recommends that:

consideration should be given to positive incentives to
voluntary saving as exist in Japan and as are proposed
in Sweden.

100




ENDNOTES:

14,

11,

12,
13.

14.

15.

16.
17.
ig.
19.

20.

21.

22,

Brain & Manning, p. 10.

See Appendix 5.

Brajin & Manning, p. 54.

Brain & Manniﬁg, p. 55. 7

Kenneth Davidson, "J.K. Galbraith’, Age, 24.2.87.
See Appendix 5.

See Appendix 5.

Exhibit 22,

Exhibit 23.

Evidence p. 603.

Letter to the committee from J.De Riddler, Chief
Econcmist, Telecom Australia, Dated 9/8/1987.

Evidence p. 585.
ABS 5306.0, 1987.

EPAC, External Balance and Economic Growth, Council
Paper No. 22, EPAC, Canberra, 1986.

John Maynard Keynes, The General Theory of Employment,
Interest and Money, McMillan-Cambridge University Press,
London, 1974, pp. 154-5.

Kevynes, pp. 158-9.
Keynes, pp. 156-7.
ABS 5221.0, 1987.
Pearce; p. 48.

Greg Whitwell, The Treasury Line, Allen & Unwin, Sydney,
1986, pp. 92-3.

Evidence, p. 316.

Rudiger Dornbusch & Stanley Fischer, "The Australian
Macroeconomy’, in Richard E. Caves & Lawrence B. Krause,
(eds), The Australian Economyv: A view from the North,
Sydney, 1984, p. 67.

101




23.
24,
25.
26.

27.

28.

29.

30,
31.
3z.
33.

34,

Evidence, pp. 615-7.
Evidence, p. 597.
fvidence, p. 560.

H.N. Johnston et al, The Role of Fiscal Policy in
Post-War Australian Economig¢ Growth, Paper presented at
the Conference on Post-War Economic Growth at the Centre
for Economic Pelicy Research, Australian National
University, November 1986, p. 37.

Evidence, p. 563.

Committee of Inquiry into the Australian Financial
System, Final Report, A.G.P.S. Canberra 1981, p.
199-200.

N.G. Butlin, Bicentennial Perspective of Australian
Economic Growth, EHSANZ 1986, p. 33.

Evidence p. 354.

QECD Economic Outlook, December 1986, p. 159.
Economist, "Sweden’s Econony,” March 7, 1987.
Ibid p. 26.

Australian Financial Review, "Japan Survey," C¢tober 27
1986, p. 42.

102




