7. IMPROVING EFFICIENCY

(/fn the fare 1960s) the Treasury’s attention became
Ffncreasingly dirccted toward the guestion of rationals
cconomic behaviowr and rhe means by which
decisrion—making technigues, parffculfarly ro rhe public
sector, could be rmproved so as fo make betier use of
avaflable resovrces. ...The Treasory cemerged from the
Cearly and mrd 1960s) convinced that some proning of the
public sector, at feast Fn refative ferms, was esseniial
and that much greater efforis needed to be made fo
cmulate rthe profrl-meximising activitics of private

scetor caterprises. (Greg Whitwel/l 4
THE TREASURY LINE

7.1 Submissions by the Treasury and the Department of
Finance were optimistic on the scope for improving the guality of
public sector investment. In response to Professor Nevile’s paper
(Appendix 5), both departments again stressed the importance of
improving public sector efficiency. The Treasury suggested that

it must be asked:

"...whether a careful allocation of a lower overall

level of public investment might in fact make a greater
contribution to Australia’s economic adjustment than a
higher overall level with socme other, less appropriate

allocation,.."2
1.2 The Department of Finance went so far as to suggest that
attention to efficiency at the level of each investment decision
. offered the best hope that overall investment levels would be

appropriate:

"Identification of the optimal level of public
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7.3

investment expenditure is inexorably bound tc the
broader issue of resource allocation. The aggregate
level of public investment expenditure comprises a
myriad of smaller public sector investment projects - if
resources are allocated efficiently with regard to each
of those projects so that social welfare could not be
increased by allocating more or fewer resources Le any
particular project, then the resulting level of
aggregate investment could alsc be presumed to be

optimal.

While it is difficult to judge whether six per cent,
eight per cent or 10 per cent is the appropriate ratio
of public investment to GDP in any particular year, and
any such judgement would be highly subjective, economic
theory can more usefully provide guidelines or criteria
for determining whether any particular public sector
activity has the capacity to add to (or detract from)
social welfare. The more confident we can be that each
investment proposal has been evaluated ‘correctly’,” the
more confident we can be that the aggregate level of
investment reflects the best possible use of society’s

resources..."3

BEfficiency is one of the few ‘motherhood’ concepts still

revered in an increasingly sceptical age; possibly out-performing

motherhood itself in this regard. The committee would not deny

that it is very important that choices between competing uses for

resources are made so as to direct investment in the best

possible way. It is important that, after these cholices are made,

the resultant investments are managed as efficiently as possible.

Efficiency in the allocation of resources and in their use will

allow a wider range of the community’s wants tc be satisfied and

will have other desirable economic results through positive

effects on market expectations. Efficiency, therefore, is & good

thing and the committee does not wish to suggest otherwise. The
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committee does consider it necessary to be realistic about the
scope for increased efficiency. In particular, there are doubts
that efficiency improvements alone will be sufficient to meet

Australia’s infrastructure needs.

THE TREASURY/FIHANCE APPROACH TO IMPROVED EFFICIENCY

7.4 The Treasury/Finance proposals for improved efficiency
in public investment aims to achieve two types of efficiency. The
objectives are allocative efficiency, in which resources are
encouraged into the most productive uses in the economy as a
whole, and operatiocnal efficiency, in which resources are put to
the best possible use within each enterprise. There are two broad
components to the approach. Existing and new public assets are to
be required to produce agreed rates of return on the public
investment in them and their managers are also to be subject to a
range of direct controls on financial and non-financial
activities. It has been widely noted that there is an inherent
conflict between the two components of this approach; managers
are to be held accountable for achieving cutcomes while their
freedom to seek the best way of doing so is restricted by the
direct controls.

7.5 The Department cf Finance explained the proposal for
agreed rates of return on investment by public enterprises in the
following terms:

"The rationale for setting a financial performance
target for each enterprise stems from the intention
thait, with suitable adjustment to reflect the cost of
meeting agreed community service obligations, the rate
of return earned on the funds invested in an enterprise
should at least reflect the returns that could have been
earned by investing those resources in alternative uses,
in particular by the private sector in competitive

markets., Thus, as well as recognising the need for
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enterprises to achieve an adeguate rate of return on the
Commonwealth’s investment in them, the financial target
setting process seeks to promote efficiency of resource
use, both internally by enterxprises and from an

economy-wide Viewpoint..."4

7.6 The intent is clearly to ensure that investment is not
made in any area of public responsibility when greater returns
could be expected if the investment was made elsewhere in the
public sector or in the private sector, Further, the target rate
of return will encourage the managers of each enterprise to
achieve and maintain levels of efficiency sufficient to meet
their targets. Finance hopes that new investment will only be
made if it is Jjustified and existing investments will be managed

in the best possible way.

7.7 For new public investment undertaken by Ministerial
Departments rather than public enterprises, Finance proposes a
parallel apprcach. The costs and benefits of each project should
be rigorously evaluated and investment directed to the projects
offering the best returns. Projects c¢ould be compared by
discounting to present value the stream of benefits flowing from
each project in the future using a discount rate which would
reflect the benefits that could have been achieved had
alternative investments been made by the private sector. As

Finance explained it to the committee:

"The main respect in which the guidelines for investment
appraisal should reflect macroeconomic reguirements is
via the use of an appropriate discount rate for public
sector investment appraisal; in the absence of market
pressures and particularly those reflected via
sensitivity to the level of interest rates, there is a
need for investment decisions to reflect resulting

investment foregone in the private sector.
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The Department of Finance supports the use of a discount
rate for evaluating infrastructure investment based on
the required rate of return on equivalent capital
expenditure in the private sector; this represents the
opportunity cost of the resources (financial and real)
absorbed by the infrastructure investment and will wvary
with differing risk characteristics of the projects

concerned..."D

7.8 Additional to these indirect financial targets, Treasury
and Finance proposed a range of direct contreols, both financial
and non-financial. These included corporate and strategic
planning, powers of ministerial direction over public
authorities, control of public authority borrowing and the
setting of non-~financial performance indicators. The
Treasury/Finance approach paralleled that of the 1986 Government
discussion paper on proposed policy guidelines for statutory
authorities and government business enterprises (later revised
and published as a Policy Information Paper in October 1987).% A
somewhat similar approach has been adopted in Victoria where
State enterprises have been set a target rate of return but far
fewer direct controls are applied. The Victorian Government's
approach has been to require authorities to move towards a 4%
rate of return on the written down current cost of the assets in
service. Non-financial performance indicators appear to be
confined to two groups; consumer service performance indicators
and those which deal with efficiency are known as management

performance indicators.”
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7.9 Treasury and Finance stressed in their submissions to
the committee that the proposed new controls replaced and
consolidated existing controls, many of which are out of date.
The Treasury submission argued that:

"There are...a number of important limitations on the

commerciality of government enterprises...

Government enterprises generally do not face the
disciplines imposed on private sector firms by
capital markets, including the threats of takeovers

and liquidation.

Government ownership usually implies that
enterprises face a lower cost of funds - an
advantage that has been reduced somewhat by the
Government’s recent decision to levy a charge for
explicit Commonwealth loan guarantees.

. Government enterprises can be less sensitive to

monetary conditions and interest rate levels.

Enterprises that are required to meet CSOs
{Community Service (Obligations) cannot operate in a
fully commercial way.

These limitations mean that there is a continuing need
for governments to maintain oversight over the financial
commitments and activities of their enterprises. It
might be expected that the necessary controls for this
purpose would be at least comparable to those exercised
in the private sector by companies over wholly-owned
subsidiaries..."8
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7.10

The Treasury/Finance approach to improved efficiency in

public investment seems plausible and, indeed, the committee

supports a large part of it but we are concerned at the apparent

conflict between direct and indirect controls. This aspect of the

proposals has also drawn trenchant criticism from the boards and

managers of most Commonwealth public authorities. The Chairman

of the Australian Shipping Commission, Mr W.Bolitho, summarised

the general response when he predicted that: "the letter of the

fine bureaucratic print will kill the laudable spirit of the

proposals".9 The Chairman of the Australian Telecommunications

Commission, speaking at the same seminar, entitled his paper,

"Shall we burn our management books?" 10

7.11
words:

7.12

The objections are perhaps best summarised in Bolitho's

"The Government would be making a fundamental mistake if
in removing a series of outmoded controls on government
business enterprises, it replaced them with a new series
of ‘modern’ commerclally orientated constraints related
to planning and financial controls centrally
administered by government departments. The cure
proposed is very likely to be worse than the complaint.
There appears to be a continuing conflict between the
needs of enterprises to manage their own affairsg free of
detailed intervention if they are to be successful and
the fundamental need, desire and intent of the
bureaucracy to exercise detailed control over them,
whilst at the same time avoiding any bureaucratic
responsibility for adverse consequences flowing from the
exercise of that control..."}}

The committee, like many of the public enterprise

critics of the Treasury/Finance line, supports its aims while
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disagreeing on some important points of emphasis. More
importéntiy, the committee does not accept that the
Treasury/Finance line offers potential benefits as great as those
claimed by its proponents.

THE SCOPE FOR IMPROVING EFFICIENCY

7.13 It is implicit in the Treasury/Finance approach that
present public investment practices are less than optimal. There
would otherwise be no basis for expecting large efficiency gains
from improved procedures. It is difficult to generalise about the
efficiency or otherwise of so large a field as public investment.
The committee noted that there is no convincing empirical
evidence that public enterprises as a whole are managed less
efficiently than private enterprises as a whole. This does not
mean that improvements could not be made in the management of
particular public activities but it is grounds for some
scepticism as to how large an impact the proposed improvements
might make.

7.14 An important study of Commonwealth business enterprises
appears to have been influential in Treasury and Finance thinking
on efficiency. The study, by a consultant to the Senate

Select Committee on Statutory Authoritiy Financing, was tabled
with the Select Committee’s report in 1983.12 The consultant
assessed the real accounting rates of return achieved by nine
major Commonwealth business enterprises over various periods
between 1570-7) and 1981-82., The results show sharply varying
performances between the various authorities, at least as
measured by rate of return. The nine public enterprises when
compared to a large sample of private companies were, on average,
about six times more capital intensive. A much higher proportion
of their net assets were funded by external borrowing and
therefore they had higher debt/equity ratios than the private
average. Return on funds employed and returns on equity for

Commonwealth enterprises are illustrated in Table 7.1.
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TABLE 7.1
AVERAGE RATE OF RETURN MEASURES FOR
COMMONWEALTH BUSINESS UNDERTAKINGS, 1985-86

Return on Return on
funds employed equity
oTC 15.8 38.0
Telecom 10.8 6.3
Australian Airlines 7.3 21.7
ANL 12.3 28.4
Qantas 3.2 -

Source: Annual Reports of the authorities listed.

Note 1. The Commonwealth has not equity in Telecom. Shareholders
funds are calculated as longterm loans from the

Commonwealth plus reserves.

7.15 These comparisons of average performance have led some
commentators to propose rate of return targets at least equal to
the private secifor average as an efficiency benchmark for all
puabklic enterprises. The Department of Finance appears to lean in
that direction, advising the committee that:

"In the absence of a direct point of comparison, the
average required rate of return applying in the private
sector can provide a benchmark (for public rate of
return targets) although that rate may need to be varieg
at the margin depending on the risk characteristics of
the investment..,"13
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The committee believes, however, that comparisons with average
private sector performance are not likely to be a valid measure

of efficiency in the public sector.

7.16 Hugh Stretton, in a report prepared for the Minister foxr
Finance in 1983, drew attention to a number of deficiencies in
the comparative approach adopted by the consultant to the Senate

Committees

"Pricing, earning, saving and dividend policies must
vary from industry to industry. The following should be

borne in mind -

. ...the financial policies of public enterprises
should be determined in relation to the whole range
of direct and indirect functions they are expected

to perform.

Rates of return will vary from industry to
industry. The Government should not accept
suggestions, for example from the Senate Standing
Committee on Statutory Authority Financing, that
public enterprises should aim at a common rate of
return to assets employed or at rates comparable
with the average rate in the private sector. First,
the division of labour between the sectors gives
the public sector a disproportionate share of
capital-intensive industries whose returns are low
everywhere, whether they are publicly owned or (as
many are in the US) privately owned. Second, there
are wide variations around the average rate of
return in each sector. Information as to variations
in the Australian private sector is not available.
But the US range is from 20 per cent (e.g. in
pharmaceuticals and many perscnal services) through

112




some low rates in steel, housing and other
manufactures to negative rates for railroads and
some other franchised private services which enjoy
public subsidies. The variations do not reflect
degrees of monopoly, and cannot be sufficiently
explained by factors of risk. They exist for
complex historical, institutional and technological
reasons..."14

7.17 These arguments are a serious challenge to the view that
public sector efficiency can be gauged by comparisons between
average private and public sector returns on investment. The
committee fully accepts Stretton’s arguments. It follows that, to
the extent that the disparity between rates of return is
explained by factors such as the degree of capital intensity,
technology and other factors identified in the Stretton paper,
the scope for achieving improvements in public sector efficiency
is lessened.

7.18 There are other reasons for scepticism at some of the
more extreme claims of potential efficiency gains from the
measures proposed by Treasury and Finance. In particular, it is
necessary to consider the extent to which rate of return targets
will actually affect allocative and operational efficiency.
Professor Ray Rees, in commenting on the proposed policy
guidelines for government business enterprises, has suggested
that the effect is likely to be small.ld

7.19 Rees points out that in terms of economic theory there
are two reguirements to achieving allocative efficiency:

. all inputs must be valued at their real opportunity

cost which is the realisable value they could

achieve if put to the best alternative use: and

113




. prices for the resulting goods and services should

be set to marginal opportunity costs.

7.20 Neither of these conditions will be met by imposing
targets for the accounting rates of return of any enterprise.
Existing capital, which is the main input of most public business
enterprises usually has a low opportunity cost outside the
enterprise -~ it is generally a sunk cosit - and its accounting
value will often be higher than its opportunity cost.
Furthermore, the relevant comparison for new public sector
investment is not with average accounting rates of return of any
other enterprise or sector but rather with the rate of return
which has to be earned on the new investment to compensate for
the benefits foregone by diverting resources from consumption or
private investment. Térgeting of any particular accounting rate
of return will result in prices which cover accounting costs not
marginal opportunity costs. For this reason, pricing under this

system will not necessarily improve allocative efficiency.

7.21 In practice, costing and pricing so as to achieve
theoretical allocative efficiency will seldom be effective. A
target accounting rate of return may serve as a proxy for the
theoretical optimum and should improve practical performance if
existing costing and pricing practices are poor. In making a case
for a change to optimal pricing of its water-supply and sewerage
services (see Appendix 9), the Hunter District Water Beoard made
this point with clarity:

"To protect our flank from academic point scorers and
nit pickers, one further observation is required. (The
rate of return argument) is asscociated with the
venerated name of Professor Pigou. However, in the past
15 years or so, a new economic theory of optimal
taxation and pricing has emerged. Some of the old

results are qualified or even fundamentally questioned.
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Not to worry. The new theory and the old stand to each
other as Relativity stands to Newtonian physics. The new
is clearly right and better. However, until you are
traveliiné close to the speed of light, the practical
consequences of using Newton’s results are trivial. The
Board’'s engineers are still getting by with Newtonian
physics and the Board’s pricing and investment pclicies
can live with Pigou at least for 1982-83. Pigou is a big
enough advance over the totally inequitable and

inefficient rating system..."16

7.22 This iillustrates a point which is absclutely critical to
the potential success of the Treasury/Finance approach. Rate of
return targets can be expected to deliver impressive results when
they drag the accounting practices of an enterprise forward to
the early 1930s. Results are likely to be much less in
enterprises which have learnt the lessons published by Professor
Pigou in 1832.

7.23 We have noted that the boards and managers of most
Commonwealth business enterprises have strongly opposed some of
the proposed measures. Their opposition has been based in large
part on management theory rather than the economic line sketched
out above. The Finance-Treasury appreoach comprises a mixture of
indirect contfcl of public enterprises, through rate of return
targets, and direct control through central approval of borrowing
programs, corporate plans and strategies and non-financial
performance indicators. Representatives of most Commonwealth
business enterprises have soundly denounced the proposed division
of responsibility. As the Chairman of the Australian

Telecommunications Commission expressed it:

"Boards are, supposedly, still to be held publicly
accountable for performance - but performance, in turn
is to depend on the decisions of persons remote from

Board members..."17
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Those c¢losest to the management of the Commonwealth enterprises
are almost unanimous in denying the potential for improved
internal or operational efficiency from the Finance-Treasury
approach.

7.24 Many of the objections from Commonwealth enterprise
Boards and managements to the proposed controls cite the need for
flexibility and speed in decision-making and for detailed
knowledge of the business in those making the decisions. All of
these, it is c¢laimed, would be weakened by the extent of
centralised control in the proposed system. Telecom and Australia
Post in particular complained to the committee that Treasury
control of their borrowing for macro-economic purposes has
distorted their investment priorities. Public enterprises, they
claimed, are required to produce commercial rates of return but
their investment programs, which are crucial to thelr regults,
are arbitrarily cut to meet general public sector financial
constraints. All these arguments have a respectable base in

management theory.

7.25 Treasury argued that the Commonwealth should exercise
control over its enterprises, "at lsast equivalent to those
exercised in the private sector by companies over wholly owned
subsidiaries".l8 The committee believes that few successful
private sector companies exercise detailed controls over the
activities of their subsidiaries while also setting rate of
return targets. It is far more common for managers of
subsidiaries to be held accountable for results and given a

considerable degree of freedom in the way they achieve themn.
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7.26 In any case, as Rees points out, and as Treasury and
Finance acknowledged in their evidence, economists would not
necessarily expect rate of return targets to improve the

cperational efficiency of public enterprises. In Rees’ words:

"The idea here clearly is that the profit target puts
pressure on management to cut costs and eliminate waste
and inefficiency, if they exist. It is, however, a very
blunt instrument for this purpose. There is first the
standard point that enterprises with a considerable
degree of monopoly power in their markets can meet
targets by increasing prices rather than by cutting

costs...

There is the further difficulty which arises both in
setting the financial target and in evaluating financial
out-turns against the target. The level of the target
will be determined on the one hand by market conditions
- the inherent potential profitability of the market
supplied by the enterprises - and on the other hand by
the extent of community service obligations and other
non-commercial objectives..."19

7.27 Rees goes on to note that all these difficulties, many
of which are subject to continual change through the evaluation
pericd, combine to make it extremely difficult to use target
rates as a meaningful measure of perfoxmance. They are more
likely, he claims, to generate.a need for increasingly large
flows of information from the enterprises to the government, thus
further reducing the scope for managerial enterprise and
initiative. All this uncertainty may protect truly inefficient
enterprises from punishment by government and cheat efficient
ones of their reward. Noting also that the actual results of rate
of return targeting in the British public sector

were disappointing, Rees concludes that it is difficult to see
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rate of return targets alone providing any significant incentives

for greater operational efficiency.20

7.28 The committee concludes that 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 the varicus enterprises operate. The
committee accepts the Treasury-Finance view that these targets
need to be supplemented by some direct controls but the mixture
of direct and indirect methods needs to assist flexibility and

performance.

7.29 The proposals seem to the committee to incorporate
unjustified levels both of pessimism about the present efficiency
of Commonwealth enterprises and of optimism about the scope to
which economic theory alone can lead to improvement. The

committee recommends:

-the Government should review the controls over
government 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 specification of
desired results and agreed, periodic review of

performance after the event.

7.30 As illustrated by the case of the Hunter District Water
Board, one of the benefits of rational pricing is that it forces
proper accounting for assets. It appears that this problem has
already received attention in the Commonwealth business
enterprigses. Studies by the South Australian Public Accounts
Committee suggest that there may be problems with asset
managemeht in the budget sector, the area of public
infrastructure provision which does not charge for its services.

The Department of Housing and Construction {(DHC) was the main
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asset manager for the Commonwealth budget sector when the
committee collected evidence and its role will continue within
the Department of Administrative Services following the recent
change in administrative arrangements. The Department advised the

committee that:

“In providing capital works, DHC is adopting an asset
management appreach to ensure that client’s needs are
met in the most cost-effective way. This involives
identification of all costs occurring throughout the
life of alternative facilities and using standard
discounting technigques to make cost comparisons. This
asset management strategy will be developed as a tool to
assist in determining and evaluating proposed capital
works..."21

7.31 There is clearly value in such an approach, although the
commitiee noted that as in benefit-cost analysis, results are
highly sensitive to the assumptions made about discount rates and
depreciation. The Department suggested that wider adoption of its
asset management approach, both in the Commonwealth budget sector
and at other levels of government might be beneficial.?? To the
extent that such an approach increases the zigour of analysis of
decisions regarding the provision, maintenance and replacement of
assets, this may be so, although the committee again is sceptical
of some 0f the more extreme predictions of efficiency gains. The
area of asset managemeni 1s one suggested for attention under the
C8IR0 research proposal noted in Chapter 4. The committee

recommends:

the Government should consider complementing the asset
management work undertaken by the former Department of
Bousing and Construction with research by its successor
and CSIRO into analysis of the asset replacement
problem, strategies for assel management and yesearch

into construction materials and practices.

119




7.32 In noting the limited scope for improvements in public
sector efficiency, the committee does not wish to imply that
there is no scope for improvement. Nor does it arque that no
effort should be made in this direction. There are two essential
threads to the argument. The use of rigorous economic technique
proposed by Treasury and Finance is a necessary approach to
public sector management but by no means a sufficient solution to
the problem of inadequate public investment. Whatever savings can
be achieved should be, but it would be dangerous to build
exaggerated hopes on them. The committee believes that
potentially profitable public investment has been prevented by
current arrangements and that this is likely to continue.
Shortfall in investment is a greater problem than any shortfall
in efficiency.

LIMITS TO IMPROVING EFFICIENCY

7.33 The committee agreed with the aim of the
Treasury/Finance enterprise approach as described in the Finance

submission:

"The more confident we can be that each investment
proposal has been evaluated ‘correctly’, the more
confident we can be that the aggregate level of
investment reflects the best possible use of soclety’s

resources,.."43
7.34 There are many institutional factors as well as

priorities and policies which are properly the function of

government which all affect the level of public investment,

120




While accepting that efficiency at the level of each public
enterprise is important, the committee was concerned that the
possibility of under-investment at the macro level should not be
neglected. Professor Mathews, an acknowledged expert on public
finance, told the committee that, in his view:

"Budgetary pelicies by all levels of government have
treated public investment as the most easily sacrificed
or deferred form of expenditure during periods of both
budgetary expansion and budget restraint. As a result of
this neglect, problems have been created for the public
infrastructure which in some areas will prove to be
irreversible unless decisgive action is taken to deal

with them soocn..."2%

Similar views formed perhaps the strongest single theme to emerge
from more than 50 submissions received by the committee.

7.35 Investment levels of public enterprises have, in
practice, largely been determined by overall budgetary
congiderations. Efficient choice between projects within these
overall limits is clearly desirable. If the limits are set too
‘tightly, funding will, at best, be restricted to the handful of
projects offering the highest return while many other activities
which present opportunities for significant returns will be
excluded., We will all pay the price for this in lost
opportunities for greater economic growth and lower unemployment.
The overall level of public investment is as important to our
prospects for economic growth as is efficient choice between
pricrities. Attention to efficiency of the parts should not
obscure the importance of the whole. The committee concludes that
the level of public investment in Australia appears to be largely
determined by the amount of funds available after recurrent
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commitments have been met and a deficit target set. Rather than
being a residual, public investment should have a nmuch higher
priority with all parts of the budget - recurrent, capital,

revenue and the deficit - being set on an iterative basis.

7.36 Excessive concern with efficiency at the level of
particular decisions may create a bias towards under-investment
in the decision-making process if it leads to excessive caution
in decision making. All investment decisions carry some risk and
it is often the case that potentially high yielding investments
carry higher risk. There is no leogical reason to exclude the
public sector from such investments. It will sometimes bhe
necessary for the public sector, as for the private to take
risks. Indeed, successful risk-taking is commonly identified as a
component of good management. Rigorous scrutiny of the efficiency
of countless individual decisions will encourage safer decisions
but a good climate for investment decision making could be as
important for public authority managers as for private sector

managers.

7.37 The risk of under-investment in the public sector would
be less if the financial and non-financial costs and benefits of
all government activities were to be assessed and compared in a
consistent way. Comparison of costs and benefits is relatively
easily achieved for public economic services like water,
electricity and telecommunications because they are sold. Market
forces and well established economic techniques allow comparisons
among investment proposals in this sector. But there are huge
difficulties in comparing these priorities with non-economic
services such as funding for age pensiocns, health services,
education, cultural activities and the environment, to name only
a few. Some of these services have an economic spin-off in

producing a more stable or productive workforce but the costs and
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penefits are difficult to quantify. Since the basic economic
justification for much govermment activity is market failure, the
potential for rigorous comparison of costs and benefits through
what are essentially market-based technigues is, by definition,

Iimited.

7.38 There are, as the Department of Finance submission
noted, accepted estimating techniques for measuring the
contribution of any activity to public welfare, whether a price
is placed on it or not., To suggest that these techniques of
rigorous cost-benefit analysis should be applied to every
government activity is to propose job-creation for economists on
a truly awesome scale. It is alsc to ignore the difficulties
associated with the forecasting necessary for proper evaluatlon
of investment projects that are expected to last for many years.
At this peoint it is worth noting that the Treasury is thought to
be reluctant to publish forecasts beyond the short-term because
of the difficulties and the risks of being wrong. Yet to fully
utilise the cost-benefit techniques proposed will reguire
Authorities to produce long-term forecasts! Keynes, in his
General.Theory noted that:

"Oﬁr knowledge of the factors which will govern the
vield of an investment some years hence is usually very
slight and often negligible. If we speak frankly, we
have to admit that cur basis of knowledge for estimating
the yield ten years hence of a railway, a copper mine, a
textile factory, the goodwill cof a patent medicine, an
Atlantic liner, a building in the City of London amounts
to little and sometimes to nothing; or even five years
hence..,"25

7.39 The process of placing a value on social costs and
benefits for rigorous benefit-cost analysis is a useful
discipline. It forces decision-makers to consider all the

predictable results of their choices. Full account can be taken

123




of the opportunity costs associated with choices through the use
of ‘shadow prices’ in which imputed values are used where market
prices are unavallable or do not properly account for opportunity
costs. The opportunity cost to the economy o¢f unemployment, for
example, can be recognised by the use of shadow wages in
computing the costs and bhenefits of a project which would

increase employment.

7.40 The Department of Finance advised the committee that a
manual proposing a standard approach to benefit-cost analysis in
the Commonwealth sector is in preparation. Although the committee
is sceptical of some of the more extreme claims for this
technique, its value in enforcing a rigorous approach to
particular decisions is recognised. The Department of Finance
initiative is fully endorsed and the committee recommends that:

the Department of Finance should compléete and issue its
proposed manual on benefit-cost analysis as soon as

possible.

Such a manual can only be beneficial in improving the efficiency
of some decision-making in the Commonwealth sector and may be

influential in other areas of public administration.

7.41% To suggest, as Finance did, that the more confident we
can be that each proposal is ‘correctly’ assessed, the more
confident we can be that total welfare will be at its best level
is to ignore the fact that, in practice, external factors appear
often to limit public authorities’ ability to reach that
desirable level.

7.42 The committee is concerned that the Treasury/Finance
argument comes close to making efficiency an end in itself and
the efficient management of investment almost the sole object of
government. It is easy to move from this position to one in which

particular projects receive preference because it appears that
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they can be more efficiently undertaken than others. A recent
article by Dr Peter Wilenski and Dr Robert Goodin made this point

well:

“The characteristic administrative form this fallacy
takes is as follows. Some policy P; is rejected on the
grounds that some other policy P9 would achieve the same
goal more efficiently. But then for one reason or
another Po is not pursued either. Governments decline to
build high-tech hospitals, for example, on the grounds
that community health programs are a more efficient
response to the needs; but then they fail to fund those
either,.."28

Efficient management is a means to achieving desired cutcomes,
not an cutcome in itself and it will sometimes be better in
public policy to satisfy a need inefficiently than not to satisfy
it at all.

7.43 The tension between narrow efficiency -~ achieving any
output with the lowest pessible input ~ and the broader concept
of effectiveness - achieving the right output - is well
established in the management literature. Mr Lee Iacocca, perhaps
the best known manager in the US3, recently wrote of the balance
between efficiency and effectiveness in the following terms:

"By their very nature, financial analysts tend to be
defensive, conservative and pessimistic. On the other
side of the fence are the guys in sales and marketing -
aggressive, speculative and optimistic. They’'re always
saving, ‘Let’s do it,’ while the bean counters are
always cautioning you on why you shouldn’t do it. In any
company you need both sides of the eguation, because the
natural tension between the two groups creates its own
system of checks and balances.
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If the bean counters are too weak, the company will
spend itself into bankruptey. But If they’'re too strong,
the company won't meet the market or stay

competitive.o."Qg

7.44 The committee was concerned that the balance in
Rustralian public investment should not tip too far in favour of
the "bean counters"” and concludes that 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 too low. Nor does it fully consider the value
of such projects in stimulating economic growth.

CROSS-SUBSIDIES AND TRANSPARENCY

7.45 Before leaving the question of efficiency, the issue of
the extent fto which public sector enterprises should be used to
raise taxes and/or redistribute income is raised. Many public
enterprises have been used for one or both of these purposes.
Telecom, for example, maintains a standard charge across
Australia for many of its services. Since the cost of providing
these services varies between telephone districts, high cost
districts are effectively subsidised by low cost districts. In
econcmic terms, an indirect tax is levied on all telephone users
and the resulting revenue is distributed as a subsidy to
Australians who live outside the capital cities.

7.486 The Telecom cross-subsidy o non-urban areas has been
approved by successive governments. Its size was recently
estimated at about $500 million per year.30 Many economists
oppose the use of deliberate crouss-subsidies like this, although,
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to paraphrase Adam Smith, few of these economists live outside
the capital cities. Thelr arguments, however, are relevant to
public sector efficiency. EPAC in a recent report claimed that

cross—-subsidies reduce allocative efficiency.:

"Pricing methods which do not relate the price charged
to the cost of producing an additional unit of the
service are not likely to be consistent with allocative
efficiency. There is a tendency to encourage over-use of
a service which is supplied below cost, while unduly
discouraging its use by those who bear the cost of the

cross-subsidy..."31

7.47 EPAC also noted that cross-subsidies can only be used as
a means of redistribution where they can be supplied through
enterprises which exercise a degree of monopeoly power.
Enterprises which face competition will be under-cut in their
profitable markets if they try to set excessive prices there to
cover logses in the cross-subsidised areas. They will not
therefore be in a position to cross-subsidise unprofitable
activities to any great extent. EPAC went on to suggest that
there were at least two alternatives to cross-subsidy; a direct
subsidy from the budget and a direct subsidy funded through a
levy on other users or providers in the industry concerned.32

7.48 It has also been argued that cross-subsidies are
undesirable as a means of redistributing income because their
costs and benefits are hidden. Professor Michael Porter recently
went so far as to assert that, "the principle (si¢) reason for
state enterprises is to cgonceal cross-subsidies" (emphasis in
criginal).33 It is not necessary to accept this view of the
rationale for the public sector to agree that hidden taxes on
some users and subsidies to others are undesirable. The community
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has a right to know how and why its collective resources are
redistributed. In addition, there will always be a risk that
cross-subsidies will allow technical inefficiency within an
organisation to be wrongly attributed to the cost of meeting

public service obligations.

7.49 Although many economists urge that cross-subsidies
generally be avoided for all these reasons, others disagree. OECD
economist Henry Ergas, in a recent, major report on
telecommunications in Australia, argued that the main
cross-subsidy in the Telecom accounts was an efficient way of
achieving justified ends.34 The Expenditure Committee in the last
Parliament accepted Ergas’ argument. The key issues are the
degree to which cross-subsidies are visible or transparent and
their size. The Ergas view, which is accepted by this committee

. as well as its predecessor, is that if a cross-subsidy is of
moderate size and is properly identified in the accounts, it may
achieve community objectives more efficiently and eguitably than
direct subsidies.

7.50 ¥Most deliberate cross-subsidies have broad community
acceptance and would be continued following any review, either in
their present form or through a direct subsidy system. The
Telecom rural cross-subsidy, for example; has been guantified and
the broad scale of it has been accepted through the political
process. Australia Post, estimates that standard mail rates
Australia-wide provided a similar subsidy to residents of rural
areas of about $24 million in 1980-81.33 However total community
service obligations are now in the order of $200 million.36
Neither subsidy is large in proportion to the operations of the
enterprise through which it is supplied and this is true of the
Commonwealth sector generally. The committee concludes that 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.
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UNINTENDED CROSS-SUBSIDIES

7.51 Where natural monopoly provides the raticnale for public
enterprise, the committee sees no reason not to use that power
for taxing and redistributive purposes provided the use is open
and subject to scrutiny and review by the community. However,
pricing policies of enterprises with a degree of monopoly power
may also result in unintended cross-subsidies. The Hunter
District Water Board noted in 1982 that the pricing system it
then used resulted in careful users of water subsidising what the
Board called ‘water hogs’ to the tune of $1.50 for each hour of
unhecessary water use. Residents who owned low value properties
and used small guantities of water received a reduction in water
rates of around 50% following the change to user-pay charging.
There was also a significant cross-subsidy between users in
different categories prior to the change. In the non-residential
gsector, for example, industrial consumers paid for 63% of the
water they used and agricultural users paid for 67%. Commercial
users paid for all their own water and for the balance of the
industrial and agricultural use.37 Cross-subsidies of this type
may occur both between different categories of users and between
users in the same category.

7.52 The worst example of an unintended cross-subsidy to come
toc the committee’'s attention concerned transfers between
different categories of users to the benefit of road transport.
Heavy road transport vehicles, because of their weight, cause far
more damage to roads than do cars but the charges for registering
and using cars and heavy trucks do not fully reflect this, even
when fuel excises are taken into account. As a result, it has
been authoritatively estimated that each heavy truck receives a
cross-subsidy of $15,000 per year from car users. The Bureau of
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Transport Economics recently calculated that, in total, heavy
road transport is subsidised to the extent of $1406 million per
vear. This compares with a combined deficit for rail freight of
all the railway systems in Australia of about $300 million per
yvear.38

7.53 Road transport competes with rail in many markets and to
ensure efficient choice between these two freight modes there
should be no disparity in subsidy and preferably no subsidies at
all. It is likely that both road and rail transport will operate
inefficiently as a result of the different types and levels of
subsidy. Road transport may be encouraged by the hidden subsidy
into areas for which rail would be better suited. The railway
systems, with their subsidies more open to public view may be
starved of investment funds, even though this investment may have
the potential to greatly increase operational efficiency.

7.54 Cross-gsubsidies between users in the same category also
occur in many areas of public sector charging. They usually occur
as a result of a flat-rate price structure which is
administratively convenient but which does not take account of
actual patterns of cost and use. In the Hunter District prior to
1982, a flat water rate provided a water allocation well beyond
the needs of many households. ‘Water hogs’ paid much the same as
more frugal users. Since the users of smaller amounts of water
tended to be the elderly, often pensioners who were more likely
to live in households of fewer people, the flat rate was guite
reqressive in its effect. The change to a user-pays system was

clearly more eguitable.

7.55 Similar cross-gubsidies occur in the motor wvehicle
registration area where some fees such as registration and
third-party insurance are not related to road use. The ABS survey
of motor vehicle usage confirms the commonsense expectation that
there are significant variations in the distances which different

motorists travel each year.39 When registration and third-party
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insurance fees are allocated according to distance, the fees are
highest for those who travel the least. The proverbial ‘little
cld lady’ who drives to church each Sunday subsidises the
commercial traveller. If these fees were allocated according to
user-pay principles based on distance travelled (through fuel
taxes) a substantially different picture emerges. Taking the
average registraticn and third party insurance fees for all cars
and station wagons in Australia and allocating those fees
according categories of distance travelled per year from the
latest ABS survey a remarkable picture of cross-subsidy emerges.
In comparison with the present system, all car and station wagon
owners -who travel above average distances receive a cross-subsidy
which in teotal amounts to over $600 million per year from those
car and wagon owners who use the roads the least

(See Figure 7.1).

FIGURE 7.1
CROSS SUBSIDES
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7.56 Economic opinion is wvirtually unanimous on the
undesirability of unintended cross-subsidies like these, although
it has been noted that an element of small cross-subsidies is
probably inevitable in the pricing policies of any large
organisation.40 Hidden cross~subsidies not only contribute to
allocative and operational inefficiency but are also usually
inegquitable. It is clearly unfair that car users should subsidise
road transport operators or that responsible water users should

subsidise their irresponsible neighbours.

7.57 It is important to note that some of the largest
cross-subsidies exist in areas which would not be addressed by
the initiatives proposed by Treasury and Finance. Under these
proposals, the Australian National Rail line would face £financial
targets and direct controls aimed at improving the efficiency
with which resources are allocated to and used by it. Unless the
cross-subsidies to road transport are removed, its competitors on

the roads would continue to enjoy large hidden subsidies,

7.58 - in the committee’'s view much of the effort devoted to
economic argument about cross-subsidies has been misdirected. It
has paid too much attention to the operations of public business
enterprises and too little to other activities where large
unintended cross-subsidies exist, like road pricing. The
committee concludes that removal of unintended cross-subsidies
offers scope for improved efficiency. Movement in this direction
may lead to more rational use of resources and defer or eliminate
the need for new investment in some areas. In the case of the
Hunter District Water Board, for example, water usage was reduced
by 28% below the long term trend and construction of a new dam
was deferred for at least 5 years, leading to very considerable

savings.41
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7.59 Some of the largest unintended cross-subsidies are in
the budget sector rather than among public enterprises. The
committee believes that much of the current concern with
enterprise efficiency may tend to direct attention away from
these areas with potential for improvement. The road transport
cross-subsidies alone are about three or four times the Telecom
non-urban subsidy. Unlike the telephone cross-subsidy the heavy
truck and car cross-subsidies are not there for any social goal,
but because institutional factors have kept them in the too hard
basket. The removal of unintended cross-subsidies offers scope
for improved efficiency in a number of areas and should be
pursuaed through policies of appropriate pricing and charging.
Many such subsidies occur in the budget sector and this area

should not be neglected.
The committee recommends:

the Government should act to remove the distorting
effects on allccative and operational efficiency of
unintended cross-subsidies; the most glaring example
being the large cross-subsidy to heavy road transport
vehicles.
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8. INSTITUTIONS AND NATIONAL PRIORITIES

Inder the Avsiralian federal system, (he

Commonweslth reises more revesve than it reguwires fo
frinance those services and expenditvres whichk come
wilthim Fits copstitrutiomal responsibility such as
defence, social secwrity, foreign affairs, immigralion,
guaraniine, eic, On the cirber band, the States which
fhave copsiituiional responsibifity For education,
bealtd, police, FJaw and order, ifn addition fo other
social services, do #mof bave access [0 révenye sources
adeguate to meel fhe costs of providing those services.

cHon., Mr Fusiice R.E. Else - MitchellrT
INSTITUTIOHAL ARRANGEMENTS ~ THE AUSTRALITAN LOAN COUNCIL

g.1 Accommodations between six sovereign States and the
Commonwealth in the Australian federal system have led to
decision-making structures and procedures relating to public
borrowing which, it has been claimed by many commentators, leads
to poor results. The balance between individual States, between
the States as a group and the Commonwealth sector and local
government and public enterprises is determined more by
historical precedent than by any careful re-evaluation of public
investment needs each year. A major theme of submissions to this

ingquiry was the need for institutional improvement.

8.2 There are three major concerns in the management of
public borrowing. The macroeconomic effects of any level of
borrowing are clearly important. It is also important that lcan
funds are allocated betwsen competing uses as efficilently as
possible. In a federation, equitable allocation of resources
between component states is also essential. The central
institution involved with public borrowing in Australia is the

Loan Council. Fiscal balance between the States is a feature of
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its operations but neither the Loan Council nor any other central
agency has any comprehensive oversight of the efficiency of
allocation of loan funds between the States.

8.3 The Loan Council was formed in 1927 to eliminate
competition between the State and Commonwealth governments in the
limited capital markets then existing. It was also intended to
produce a coordinated apprecach to the problem of public debt:
then at much higher levels relative to GDP than is now the case.
The Loan Council has binding powers over the amount and
conditions of all significant government borrowing in Australia
and also decides the broad allocation of borrowings between the
Commonwealth and the variocus States. It has no power over the
composition of spending from borrowed funds nor over the

aggregate level of investment by each level of government.

8.4 The Loan Council comprises the Prime Minister, or his
nominee (traditionally the Commonwealth Treasurer) and the State
Premiers. The interests of local government and of the
semi-autonomous public enterprises are represented by State
Premiers in the case of local government and State enterprises,
and the Treasurer in the case of the Commonwealth enterprises.
The Council normally meets in June but meetings may be called at
other times. A secretariat service is provided by the
Commonwealth Treasury but peolicy advice to Council members is the
responsibility of their respective departments and other official

advisers.

8.5 Three central features of Loan Council operations were
of interest to the committee in this inquiry:

the function of the Loan Council has come to be
restricted to determining the overall level of
borrowing, and by extension, it has become the main
determinant of the overall level of public

investment;
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. the proportions of loan funds allccated to each
State has hardly altered since the early 1950s; and

. the Commonwealth has come to dominate the Council.

The effect of these three factors is to reduce the link between
particular investment decisions and the aggregate level of
investment and between the process of investment and its funding.
investment ceilings are set at each level of government and
investment projects are then ranked by whatever procedures have
been developed by that government. The aggregate level within
which local priocrities are set is formed largely in isolation
from any direct knowledge of needs.

THE OVERALL LEVEL OF BORROWING
8.6 As early as 1932, one commentator noted that:

"...the Loan Council was, in effect, endowed with the
function of regulating the speed at which the capital
development of the whole country should proceed.."2

As recently as December 1983 the Martin report stated:

"The ability of public authorities to undertake capital
investment appears to have been constrained at times by
the supply of finance. In recent years, the constralnts
appear to have related primarily, not to limitations on
the volume of funds that domestic financial markets
would be willing to supply to the public sector, but
rather to official restrictions on authorities’
borrowing activity (and on the ability of authorities
engaged in commercial activity to raise prices or to
retain earnings)..."3
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8.7 The aggregate level of public borrowing each year is a
key factor in determining the pace of public investment. Too
little investment and we may sacrifice a more rapid rate of
economic growth. Tooc much investment and we face declining but
still positive returns on the investment dollar provided we
target the projects which give the greatest return. It may be
difficult or impossible ko target an optimum level of investment.
We can say that if projects are chosen wisely, raising the level
of investment is the only way to achieve a higher rate of

economic growth.

8.8 Most of the evidence pocinted to too little public (and
private) investment at present. The committee has concluded
elsewhere that higher levels of investment would need to be
financed in the short term by borrowing until the rate of
domestic savings can be raised. This being so, it would seem
important that the level of borrowings and the direction and
potential of the investment funds be considered. A frequent theme
in submissions to this ingquiry was that Loan Council procedures

pay insufficient regard to these issues.

§.9 The Australian Council of Local Government Organisations
submitted to the committee that:

"...the Loan Council does not act as a body coordinating
investment funding and its allocation according to need,
Further, there exists no other federal institution
capable of examining the ’national and aggregate aspects
of public infrastructure in Australia’, the needs for
maintaining existing and developing further
infrastructure, or for assessing priorities between
competing needs. Such an institution is urgently
reqguired..."4
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8.10 The Australian Federation of Construction Contractors

argued that:

"Seme involvement by the Australian Loan Council in
public sector borrowing is also necessary to ensure that
resources are allocated efficiently because of ‘market
failures’ in the public sector. However, no mechanism
exists within the Loan Council to evaluate projects so
that resources are allocated more efficiently. ...A more
permanent mechanism like the Commonwealth Grants
Commission could be established to provide advice to the
Loan Council as to a more efficient distribution..."3

8.11 These submissions reflect widespread concern for a long
period of time among individuals and groups involved in public
finance. The Advisory Council on Inter-government Relations
reviewad the operations of the Loan Council in 1982 and concluded
that the Council should advise on development policy and allocate
funds for special development and infrastructure projects. &
Numerous publications of the Centyre for Research on Federal
Financial Relations have made similar points 7. A former Director
of the Centre, Professor Mathews wrote in 1984:

"...since arbitrary decisjions have favoured some forms
of public sector borrowing relative to others,
discriminated against State general purpose loan
programs, distorted the allocation of resources between
and within the public and the private sectors, prevented
the States from determining their own capital works
pricrities and ...made them resort to various expedients
to circumvent Loan Council constraints..."8

There is no doubt fhat the vast majority of academic and expert

opinion holds that the absence of priority setting mechanisms at
the national level is, at best, unfortunate.
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ALLOCATIONS BETWEEN STATES

8.12 The Loan Council may orxr may not be the appropriate forum
in which to examine or set priorities but the rigidity in its
overall allocation to the States is reflected in the figures.
Information provided by the Treasury showed clearly that the
proportional allocation ©f loan funds has barely changed in more
than 30 vears. In contrast, the relative distribution of
population between the States has changed significantly in the
same period, leading to large changes in the per-capita
allocation of public lecan funding within Australia. It would be
comforting if these changes reflected deliberate and conscious
decisions but it is impossible to believe this because the
results appear perverse. A specific issue raised by the SA Public
Accounts Committee (SAPAC) involved the funding replacement of
assets which resulted through Commonwealth grants. The submission
from the SA Premier noted that, "Whereas in 1980-8l1 specific
purpose grants accounted for about 65% of total capital grants to
South Australia, by 1586-87 that proportion is estimated to
increase to about 80%." (Sub p.335) State program flexibility was
reduced by this trend and also by the need for the State to
provide funds for tied or matching arrangements with the

Commonwealth.

8.13 By most accounts there are two main "types" of demand
for infrastructure funds. One is to repair, replace and upgréde
the existing network and the other is to extend the network. The
demand to maintain and upgrade the existing network depends
largely on the size of the population and to a lesser extent on
geographic factors but the demand for extensions to networks
depends largely on population and local economic growth. Leading
from this one would expect that the States with the highest
population growth to have the largest relative increase in loan
funds. However, the figures show that the States with the highest

pepulation growth rates over the past decade have had a decrease
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in funding from Loan Councll sources on a per capita basis. By
providing funds for new assets and not for their eventual
replacement the Commonwealth may be unintentionally creating
funding problems for the States when the eventual need for
replacement or non-rcutine maintenance falls due. Therefore the
committee considers that the Commonwealth may need to address
this issue by providing funding for replacement and non-routine
maintenance of infrastructure assets which were originally

constructed with funds provided by the Commonwealth.

8.14 The relatively fixed allocation of loan funds between
the States can be accounted for by the Loan Council arrangements
rather than any deliberate or rational choice. As R.H.Scott

explains it:

"After the mid-point of the century, when State
Governments were more willing borrowers and Commonwealth
restrictions were more purposeful and potent than
before, it was to be expected that willingness to make
sacrifices for the sake of another should be limited in
both extent and fregquency...and State shares of State
government borrowing programs have been fixed in a rigid
pattern since the early 1950s. Indeed, cnce a pattern
was formed, the formula for determining State shares of
a national total in any year ...reinforced any tendency
to preserve that pattern, based as the formula was on
the shares of preceding years..."?

8.15 It can be assumed that this rigid Loan Council outcome
has had an adverse effect on the economic growth of Australia
since the States with the highest population {(and economic)
growth have had, through ican Council, the lowest access to
public loan funds on a per capita basis. Whether there are some
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good distributional effects to outweigh the bad may be debated.

The West Australian Government, in its submission to the

comeittee, claimed:

8.16

"The distribution of capital funding between the States
should therefore reflect esach State’s needs in terms of
relative rates of economic growth, population growth,
etc. When these factors are taken into account it is
apparent that Western Australia has been growing at
rates above the national average and our needs for
infrastructure financing on a per capita.basis have
exceeded those of other States... The relatively fixed
factors determining State shares of capital funds (the
factors detérmininq the State shares have been virtually
unichanged since the early 1950s) is considered to
discriminate against higher growth States such as
Western Australia and result in a lesser availability of
general purpose Commonwealth capital funding and an
increased reliance on higher cost sources of

capital..."10

Distributional equity between regions is a proper

objective of government and Loan Council may have contributed to

this as part of a deliberate policy. It is difficult not to

conclude that the weights given to the varicus factors 30 years

ago are now no longer appropriate. Economists generally, however,

would prefer that such interventions be transparent, with their

objectives and effects clearly stated and understood. The

distributional effects of the relatively fixed allocations of

loan funds are clearly not transparent. Teogether with the tight

limits on aggregate borrowing, they have prompted many attemptis

at circumvention of Lovan Council restraints by various States.
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COMMONWEALTH DOMINATION

8.17 The Financial Agreement, under which the Loan Council
was formed, might appear to be an agreement between equals. But
many commentators have claimed that a variety of structural and
procedural factors give the Commonwealth effective domination.

Mathews wrote in 1984:

"To all intents and purposes, the Commonwealth is now
able to control the fiscal transactions of State and
Local governments in much the same way as those of its
own departments and agencles. The aggregate level of
Loan Council borrowing programs has been kept much too
low in relation to the country’s needs for public
investment, so that in effect private sector borrowing
has been given priocority over public sector borrowing.
The zreason for this is not the relative needs of the two
sectors or the fact that more government loans could not
be raised in the capital market on reasonable terms, but
rather that the Commonwealth, through the Loan Council,
has imposed arbitrary limits on the amounts which State

governments and their authorities may borrow..."1ll

g.18 The relative balance of Commonwealth and State power has
led to frequent attempts by States to by-pass Loan Council
controls. The first major change to Loan Council procedures, the
‘gentlemen’s agreement’ of 1936 which established borrowing
guidelines, for example, resulted from attempts by New South
Wales to channel public works borrowings through statutory
authorities to avoid Loan Council borrowing limits then in place.
Wentworth, who was financial adviser to the New South Wales
Government of the time, told the committee that Commonwealth
pressures on the State extended to an offer of the Commonwealth
Treagsurership to the State Premier in exchange for compliance by
his Government with Commonwealth wishes. While that offer was
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declined, the State was eventually persuaded to comply by other
means. The present ‘global apprcach’, which replaced the
gentlemen’'s agreement in 1984, also resulted from an increasing
incidence of State circumvention of Loan Council controls through
sale/leaseback and other technigues, although the committee has
ne reason to believe that the Commonwealth Treasurership was
coffered up on this occasion. The committes has noted earlier the
increasing popularity of public-private joint ventures for
infrastructure development and these may also be seen as a way

arcound tight public borxrowing limits set by the Commonwealth.

8.19 The extent to which the Commonwealth actually dominates
the Loan Council can be debated but it goes beyond Loan Council.
It includes, since 1970-71, the Commonwealth’s provision of
interest free grants to the States. Between 1975-76 and 1984-85,
one third of the States’ borrowing program was financed in this
way. Loan Council approved programs as a proportion the total
capital funds provided by the Commonwealth to the States, had
declined from 80% to less than 50% in the 25 years to 1979-80C.
There is no doubt, however, that the Commonwealth influence at
Loan Council is strong. Given the need for macroeconomic
management at the national level, this is probably desirable as
well as unavoidable. The Loan Council is ultimately & political
forum in which State and Commonwealth views tested and revised in
a process of hard political bargaining. The guestion facing this
committee was whether the Loan Council process could be improved.

8.20 Before considering specific proposals for reform put to
this inguiry one further scheme should be mentioned. This was the
Iinfrastructure Borrowing Program for larger public authorities
initiated at the June 1978 Loan Council meeting. Under this
program proposals for special additions to larger authority
borrowings were examined. Eligible projects were those of gpecial
significance for national development which could not easily be
funded under the normal Loan Council program. In special
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circumstances overseas borrowings were permitted and a
significant amount of offshore borrowing occurred during its
operation. The Advisory Council for Inter-government Relations
reported in 1982 that "the Program was initially considered on a
proiject basis and allocations were made accordingly. Lately,
however, approvals appear to have been politically
determined”.l2 In fact since 1980 no new projects have been
approved and the program has been subsumed under the "global”

borrowing limits now in place.
WATIONAL PRICRITIES

§.21 The Loan Council process has a significant effect on the
level and distribution of public investment, and indirectly an
effect on private investment. Its decisions on the level of
publiec borrowing do have a marked effect on ‘the capital
development of the whole country’. Because of this, it has often
been argued that the Ccuncil or some other body should make
greater efforts to set priorities between projects. The committee
considered a number of specific proposals to this end.

8.22 The Australian Council of Local Government Organisations

argued:

"Essentially two elements are necessary. One is for a
federal institution involving the three spheres of
government which determines priorities in infrastructure
financing or investment funding. The second is for a
mechanism which collects data of comparable quality or
standards on which needs can be assessed.

One institutional alternative favoured by both the
Advisory Council on Inter-government Relations and the
Centre for Research on Federal Financial Relations is to
expand the present Loan Council in terms of cbjectives

and staff rescurces to become a Federal Financial
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Council involved in looking bevond public sector
borrowing to include other financial transfers including

specific purpose grants.

Another alternative could be for the present Loan
Council to determine the level of infrastructure finance
to be available within PSBR and for expanded Grants
Commissions at both Commonwealth and State spheres to

determine distribution..."13

8.23 The Australian Federation of Construction Contractors
saw the existing Loan Council arrangements as not providing time

for adequate participation by the States:

"The participatory approach between the Commonwealth and
the State Governments should be a continual process
throughout the year and not left to the time of the Lean
Council meeting. It should also provide the mechanism to
evaluate programs so that resources are allocated more
efficiently. Maybe a more permanent mechanism like the
Commonwealth Grants Commission should be established to
provide advice to Loan Council on the distribution..."1%

The Federation was also concerned that the Australian political
process is biased towards short-term priorities and it saw a need
to "educate the country’s decision-makers in the importance of

investment"”.

8.24 The National Infrastructure Committee, which represents

a wide range of interests, claimed that:

"More effective mechanisms are reguired for determining
infrastructure priorities, and the priorities of
infrastructure in relation to other budget areas. The
development of such mechanisms reguires a better
coordinated approach to infrastructure across the three
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spheres of government; Commonwealth, State and local...
In streamlining, upgrading and coordinating
infrastructure decision-making processes, there is a
need to maximise the use of existing mechanisms and
structures. These include Commonwealth and State
Cabinets and Parliaments, the Loan Council, Premiers’
Conferences and other inter- and intra-government
Coordinating Meetings and Offices, and parliamentary

committees.

In addition to improving existing mechanisms and
structures external Infrastructure Consultative Councils
should be established for the Commonwealth and each
State. The role of such Councils would be to provide
advice to all spheres of government and to governmental

agencies,.

These Councils should include representatives from
Governments, business, unions and community groups. They
would highlight infrastructure issues, produce relewvant

material, and monitor infrastructure programs..."lS

B.25 These views are representative of a widely held opinion
that coordination of public investment in Australia is
inadequate. The proposals for reform are also in line with many
past calls for a greater level of politically neutral technical
input into decisions and for a more broadly representative
decision-making body. The State Governments which made
submissions to this ingquiry were more restrained in their

specific proposals for change.
8.26 The State submissions accepted the need for restraint

in the present economic climate and their views may have been
tempered by this need. They did have & number of critical
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comments on the Loan Council process. The Western Australian

government suggested:

",.. close attention to the distributive mechanismg for
available capital funding and, where appropriate,
alterations to the funding levels to ensure that the
most efficient use is made of scarce capital

resources..."16,
The Scuth Australian Government argued for:

... further development in Loan Council rules allowing
greater flexibility to the States and a longer time

frame..."17
The Victorian Government stated that:

"...due recognition should be given to the econcomic
merit of proposed major initiatives... the loan
raisings/works grant component of the Loan Council
program, between the States do not appear to give due
regard to the purposes to which the funds are
applied..."18

8.27 Representatives of the Commonwealth Treasury were less
hopeful that the changes proposed would take place;

"“Unless the States want to get involved in those sorts
of processes, I think it is unlikely to take place,
Frankly, T do not think it would be very productive. It
is complex enough for us to handle the various processes
involved in reaching decisions in relation to
Commonwealth authorities. I think it would be completely
unmanageable to think in terms of us having a round
table debate with the States as to who has a stronger

case as to particular projects they want to run.
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There is an obvious intellectual attraction in the idea
of a centralised body laying down the rules which
everyone must follow, whether it is Investment analysis
or whatever. But in practice; leaving aside the Loan
Council complications of a federation, centralised
decision-making is pretty difficult when it gets to
matters of detail. One has to be trying to set up
decision-making processes which can decentralise
decision-making. Much of the debate about statutory
authorities as vehicles for public investment is really
about trying to get decision-making procedures which
will give the right incentive to those making
decentralised decisions. The Loan Council does not stand
in one line as a particularly outstanding body for
rational debate.,."19

8.28 There is certainly scope for some improvement in
priority-setting at the national level but achieving such an
improvement will be difficult. The needs of macroecononic
management , allocative efificiency and eguity bhetween different
parts of the nation are not easily reconciled. The committee is
firmly of the wview that a political process, such as occurs in
the Loan Council, is the most appropriate forum for setting
national public investment priorities. Any improvements in the
efficiency of such a process must take account of the
constitutional rights of the States and the Commonwealth as well
as the historical development of the balance of power within the
Australian Federation. Detailed investigation in this area being
undertaken by the Constitutional Commission may hold some promise

of longterm improvement.

8.29 In the shorter-term, scme improvement might be available
through improving the guality of the input to the Iican Council
process. It seems an obvious deficiency that decisions which

effectively determine the level of public investment are made
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with little regard to actual need. The present procedures involve
a risk that macroeconomic management may lead to a lower overall
level of public investment than desirable for longterm economic
growth. Further, the allocation of funds at the macro-level also
leaves a lot to be desired from the viewpoint of allocative
efficiency. The committee accepts that the balance is one
requiring difficult and often subjective judgments and believes
that these would be better made if more information on actual

investment needs was available to members of the Loan Council.

8.30 The committee has seen that the relative ilmportance of
Loan Council decisions in relation to overall public investment
has declined somewhat in the past 30 years. The Advisory Council
cn Inter-government Relations (ACIR) considered that an
integrated approach should be taken to financial arrangements and
that all aspects (including public sector borrowing plus general
ang specific purpose grants outside the scope of Loan Council)
need to be studied in a co-ordinated manner. The committee agrees
that a national appreoach to investment priorities would need to
consider funding sources beyvond the scope of Loan Council.

8.31 The committee notes the different treatment accorded to
funds for capital and recurrent purposes. Recurrent payments from
the Commonwealth to the States are determined at Premier's
Conferences in the light of per capita relativities as reported
by the Commonwealth Grants Commission. The Commission was
established in 1933 and is empowered to inguire into and report
on matters relating to the making of grants of assistance to
States and the Northern Territory. Since 197% the Commission has
conducted three enquiries intoe the relative per capita
digtribution of general revenue grants Lo the States (the
"relativities”) that would be required to enable each State,
provided it makes a comparable revenue effort, to provide
services to its residents at a standard not appreciably below the
standards of the other States. This is known as the principle of
fiscal equalisation. 20
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B.32 There is no comparable body to research and advise on
development policy and recommend funding of development and
infrastructure proljects. The ACIR examined whether the role of
the Grants Commission c¢ould be expanded to include capital as
waell as recurrent grants. It concluded that the similarities
between loan raising and specific purpose capital grants for
capital purposes make it desirable for reviews of these matters
to be made by the same body. As previously mentioned, the ACIR
recommended the establishment of a Federal Financial Council to
include pregent Loan Council functions but include a secretariat
to provide policy advice and to assess infrastructure projects.21

8.33 The committee agreed with the general aims of 'this
proposal but stopped short of recommending a particular structure
to address the issues raised above; this being a major subject in
itself which requires more comprehensive study than there has
heen time for in this already broad reference. There is
considerable scope for improvements in the factual input to the
Loan Council. Part of the reason for its rigidity could be the
lack of a firm, researched and objective evaluation of the
capital ie infrastructure needs of the States and Australia as a
whole. The Commonwealth and State Grants Commissions already
collect and assess a large amount of relevant information in
performing their fiscal equalisation role. It may be possible to
draw on this information so that the Loan Council can use it to
determine national allocations in line with broad priocrities
rather than by a formula which essentially dates back to the
1950s. An expanded %ocan Council research backup is presumed.
There is no national body to assess whether a higher level of
public investment in infrastructure would lead to more rapid
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economic growth. There is insufficient coordination of major
public sector investment proposals and the Loan Council has not
been effective in this regard. The committee recommends that:

the Loan Council should attempt at least some broad

measure of priority-setting and coordination of major

public investment proposals.
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9. SECTORAL TRENDS AND ISSUES

Puplic concern fas moved beyond simple physical
evidence of dererioralion fo fnclude the ecconomic
importance of public works facriirities, [Ipcreasingly, it
is wnderstooed that the conditionm, safetly, and
responsivencss of the mation’s rafrastrucivre are &
refilection of natioaal comunitment (o marntaining a
bealthy and competifive business e¢limate, improving the
guality of I/fe, and providing a sowvnd ecomomic future
for gemerations to come. (National Council oz Publric

Works Improvemen()?

9.1 In a report as wide ranging as this it is not possible
to deal adequately with all of the issues raised on specific
areas of infrastructure. In the report the committee has sought
to highlight the main issues and common areas of concern raised
in the submissions and at the hearings but only so much can be
highlighted. In this chapter some of the specific issues raised
for the main categories of infrastructure are covered. A number
of the categories have been the subject of previous study or
engquiry and some of these are referred to.

5.2 Each section is preceded by a short summary of the
trends in the major categories of public infrastructure
expenditure in the post-war period. The comments should be read
in conjunction with the corresponding graphs which show
expenditure expressed as a proportion of GDP. The graphs enable
comparisons between the major categories over a relatively long

timeframe comparable with the lifespans of infrastructure assets.

They also avoid some of the difficulties of deflating prices over

such long periods.
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9.3 Several factors should be kept in mind when attempting
to assess need for future infrastructure investment. Productivity
and technical advances may allow a greater amount of investment
per dollar than in the past. This is offset by the tendency for
capital eguipment and construction prices in Australia to rise
more rapidly than overall prices. One also needs to assess how
much investment is going on replacement and maintenance as
opposed to extensions of the network. The "echo" effect for
replacement of past investment is certainly important for parts
of the network and also for the overall national scene.
Replacement may be cheaper than the original in some cases (eg.
electronic versus older electro-mechanical switchgear) but it
could be more expensive in others (eg replacing water or sewer
pipes in built-up urban areas).

9.4 The graphs show at a glance how the share of the
naticnal cake devoted to the main infrastructure categories has
changed over time. At the national level past patterns of
investment do give some guide to the desirable future level of
investment after consideration cof the nature of each category

{(see alsc Chapter 4).
ROADS

9.5 The relative expenditure on roads rose from a wartime
low to a peak in the early 1960s and declined subsequently until
a pickup in the mid 1970s and 1980s (See Figure 9.1). Despite the
apparent rise in road expenditure the provision of roads did not
nearly keep pace with the increasing numbers and use of road
vehicles. All three levels of government have an input to road
funding and allocation of road funds. Within the overall
allocation there have been examples of both overprovision and

underprovision in the road network.

158.




FIGURE 9.1

PUBLIC CAPITAL FORMATION - TRANSPORT
(As a percentage of gross domestic product)
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3.6 The main concerns raised before the committee related to
the raising of revenue from road users overall and the
distribution of costs between users. There was a widely held view
that motorists were used as a source of taxation and figures
presented to the committee supported the claim. The proportion of
revenue used for roads fell short of collections for both the

Commonwealth and State governments at 61% and 65% respectively in
1983-84.2
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9.7 The distribution of costs between road users was of
major congern. It was widely claimed that heavy transports impose
a burden on the road network which is not borne by those
vehicles. This was expressed as a cross-subsidy from car owners
0 heavy trucks which amounted to some $15,000 p.a. per vehicle.
Witnesses believed that the undercharging issue had not yet been
adequately addressed. It also had adverse effects on competing
transport modes, especially rail with the (subsidised)
competition occurring at the end of the transport spectrum where
rail has a comparative advantage namely heavy freight over long
hauls. It has been recently claimed by officers of the Bureau of
Transport Economics that trucks with 3 or more axles failed to
pay road costs attributable to this class of truck of some $1406
million in 1985-86.3 This estimate exceeds the State total rail
freight deficit which was estimated to be "in excess of $300
million"4

9.8 A more concerted effort should be made to eliminate this
form of cross subsidy. This could be accomplished by a greater
use of existing mechanisms, including higher fuel taxes on
trucks, that is on distillate, and an offsetting reduction on
petrol (mainly for cars). It was suggested by one witness that
Federal road funding be contingent on efforts being made by each
State and Territory to reduce its road fraight deficit. A
precedent for this approach has already been supplied in the
United States by their Surface Transportation Assistance Act,
1982.%

9.9 There was widespread support for roads revenue to be
raised on a user-pays basis., The Executive Director of the
Australian Road Research Board, Dr Lay said:

“I am very aware of the Treasury-type arguments against

hypothecation but in respect of that marginal usage of
the system at least there needs to be in the internal
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system a feedback that the user is paying for his use of
the system. I think on these grounds a level of
hypothecation is justified..."b

9.10 In this respect fuel excises, when hypothecated for road
use were favoured over flat rate charges unrelated to road use
such as registration fees. Although flat rate fees can, in
theory, be set to achieve some equity between vehlcle categories
they fail to achieve equity within categories. Only use-related
fees such as fuel excises or weight-distance charges can achieve
this. Here a conflict emerges because the efficient user-pay
charges such as fuel excises are not directly available to the
States. However, all States except Queensland have introduced
what are euphemistically described as "business fuel franchise
fees" of about 2 to 6 cents per litre as a substitute. One
alternative to defacto excises would be for the Commonwealth to
collect dedicated excises on behalf of the States if agreement
could he reached by all parties. Obviously there needs to be a

degree of uniformity in these charges teo reduce border hopping.

9.11 A further option to address the under-charging of heavy
transports would be a load distance tax along New Zealand lines.
This scheme was regarded by the Interstate Commigssion as the best
of those for which it had a reascnable amount of information.? It
could be introduced by the States although the Inter-State
Commission had reservations because it would require a uniform
approach by all governments"a, Priority should be given to
introduction of a weight distance tax despite these obstacles. In
New Zealand this tax raises about the same revenue as the New
Zealand fuel tax. It has the advantage of more fully capturing
the costs imposed by heavy vehicles since fuel taxes are not
"progressive" enough to achieve this aim. 1In the short term
greater reliance could be placed on differential fuel excises
between petrol and distillate because distillate is now the main
fuel for heavy transports. Such a move would also address the

current cross-subsidy between cars and trucks. Even though 3 of
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the 5 States which impose business fuel franchise fees do, in
fact impose a higher charge on distiilate, the differential is
less than 2 cents per litre and not sufficient to adequately
address the problem.

$.12 Continuity of funding was a most important aspect of
road funding emphasised by contractors, state road authorities
and motoring organisaticns. Continuity enabled road teams to be
kept together and avoided the high cost of stop-start work. In
this respect the Australian Bicentennial Road Development program
and the Australian Land Transport programs achieved a large
measure of continuity through a dedicated share of fuel excise
revenue. They were regarded as "first rate programs" by Dr Lay.?
However, budget constraints had resulted in cuts in the latter
program in the last 3 years and the Secretarv-General of the
Australian Automobile Association said that the rcad system was
now at a standstill and would start toc deteriorate very rapidly
unless adequate levels of funding were supplied.l0

9.13 A related issue is the provision of funds for
maintenance. This issue was raised in relation to roads but has
wider applicability. It was claimed that often funds were more
readily available for new works than for subseguent maintenance.
In the USA there had been particuarly striking examples of
freeways which had been allowed to virtually disintegrate into a
mass of potheles because subsequent funds for resealing and
maintenance had not been made available. Dr Lay told the
committee that there is an egqual obligation everi time the
network is extended to make provision for maintaining it.ll Often
that provision has not been made in the past. Commonwealth road
funding had been for construction of roads and not for
maintenance in the same way. According to Dr Lay there was also
"more justification for hypothecating funds from users to
maintain the system because it is the users who are imposing a
marginal cost on roads which is recovered in a reasonakble way
through the fuel tax.1?
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9.14 The committee asked witnesses for specific examples of
infrastructure gaps or deficiencies. In the roads area urban
arterial roads (including ring roads) were most freguently
mentioned as in need of further investment. Evidence was cited to
show quite high rates of return on these projects 1ln the major
cities, “"cost-benefit ratios are very high, 4 or 5 times".l13
Major rural arterials between major towns were also mentioned. A
specific example guoted by the Australian Automobile Association
was a comparison of the declining accident rate on the Hume
Highway (which had been extensively upgraded) and a rising
accident rate on the Pacific Highway which lacked similar
upgrading.

RAILWAYS

9.15 Rajlways investment recovered sharply in the early post
war period but throughout most of the pest-war years investment
has shown a relative decline (See Figure 9.1). This was despite
the gauge unification moves and the conversion to diesel and
electrification during this period. The share of general rail
traffic has declined through most of the post-war years mainly as
a result of competition frocm the private car for urban passenger

traffic and rcad transport for freight.

9.16 A failure to invest and modernise the rail network and
improve its operational efficiency has restricted rail’s ability
to compete and as a result most of the rail authorities have run
at a deficit for many years. The Australian Transport Advisory
Council considered in 195% that the annual rate of capital
invested in railways was small having regard to the traffic task
performed.l4 The Council believed there was scope for further
investment to modernise and develop the railways and to continue
the preogram of improved tracks and structures, modernise rolling
stock, and add amenities and terminal facilities. A guarter of a

century later, the situation had not improved:
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"National rail mainlines are burdened with 19th century
design specifications, break of gauge problems and a
national land transport investment strategy which
effectively relegates mainline investment to
discretionary Ministerial funding from what may or may
not be left over from the National Roads Budget.."l3

9.17 From a naticnal perspective, rail transport’s problems
began last century when State government’'s began developing their
own networks and chose 3 incompatible rail track widths. The
problems of incompatibility still extend far beyond the tracks to
such things as couplings, braking systems, steps and handrails
and also into operational areas affecting labour practices and
working conditions. As for the road network, prime
responsibility for rail still rests with the States (with the
exception of non-metropolitan South Australian and Tasmanian rail
which have been transferred to the Commonwealth). However, while
funding of the rocad network is shared between all three levels of
government public rail infrastructure is predominantly a State

government responsibility.

9.18 The main issues in relation to rail transport flowed
from the lack of an integrated land transport policy and an
imbalance between road and rail transport in funding, in
regearch, and in pricing. Federal rail funding in the post-war
periocd has generally been in the form of specific purpose
payments to the States, the majority being loans repayable with
interest, while road funds have been outright grants. From
1951-52 to 1982-83 about $1030 million (in 1982-83 dollars) was
made available by the Federal Government for rail works.l® These
funds have been directed principally to linking all the mainland
capital cities to a national standard gauge network and to
assisting the States to upgrade lines which are integral to

interstate and overseas trade.l7
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$.19 In the past decade the Commonwealth has increased its
funding of road infrastructure but decreased its funding of rail.

The Australian Railways Union said:

"Against the general trend in public infrastructure
investment, the Commonwealth allocation to the states
for roads increased dramatically from $433.8 million in
1976-77 to $1250 million in 1986-87. Over the same
period annual Commenwealth allocation to the States for
rail declined from $58.4 million to $0.2 milljon..."18

There was therefore, a dramatic improvement in the naticnal
highway network but no comparable improvement in the national
rail network. The level of investment recommended for rail wasg
not of the same order as that for national roads but even this

was pot forthcoming.
9.20 The Report con Rail recommended that the Commonwealth:

.. increase the level of assistance for mainline
upgrading now provided in the National Railway Network
(Financial Assistance) Act 19%79% to at least $83 million
per year ($1979-80) from 1982-83 to 1986-87. This
compares with the existing Act which makes provision for
$70 million over five vears, 1978-79 to 1982-83..."19

This recommendation was not acted on and Commonwealth allocations
for rail fell from $28 million in 1982-83 to $4.6 million in the
following year. Moreowver, the States’ ability to invest in rail
infrastructure was also hampered from 1983 onwards by the
imposition of railway fuel excises (which amounted to $63 million
in 1983-84). Unlike the principle of hypothecation outlined in
the 1985 Australian Land Transport Program for roads, a dedicated
share of railway fuel excise taxes has never been hypothecated to

investment in rail infrastructure.20
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.21 The only national body capable of planning and assessing
rail regquirements, the Australian Railway Research and
Development Orgenisation {(ARRDO) was disbanded in July 1986.
Further, it was claimed that there is now no naticnal rail
research planning whatscever while at the Federal level various
avenues are available for planning and assessing the road
infrastructure and they receive grants of some $10 million per
year.2l Some of ARRDO's functions will be addressed by the Rail
Industry Council (RIC) which was established at that time but it
appears to the committee that the means of rigorcusly researching
and identifying profitable avenues of investment in rail from a
national perspective appears to be lacking at present.

9.22 - The Rail Industry Council comprises representatives of
Federal and State governments (with the exception of (Queensland)
the ACTU and the railway unions. It is expected that the RIC will
have an important influence on the future direction of the
industry and in particular the evaluation of its future
infrastructure needs.<2 The committee doubts that the new
arrangements will ensure that new proposals are identified and
thoroughly evaluated in the national interest. There is an urgent
need to look at many new proposals for rail. These include links
from the major city airports to the central city areas, upgrading
of intercity lines to cater for piggy backing and to increase the
speed of intercity links.

9.23 The guestion of pricing is critical for an efficient
land transport network so that prices facing users reflect the
true costs of providing the rail and road network. By not fully
covering the costs they impose on the road network, as mentioned
above, heavy transport charges are lower and they pick up more
freight from rail than they would otherwise. This has an adverse
effect on rail’s ability to compete. Part of the overall rail
deficit can therefore be ascribed to "unfair" competition from
heavy transports, especially for heavy items of freight over long

distances where rail is normally most competitive.
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9.24 A comparison of interstate rail and road freight costs
was undertaken by the Inter-State Commission in 1986.23 1t
compared cost recovery ratios for rail and six axle articulated
trucks concluding that the cost recovery ratio for interstate
road transport substantially exceeds that for interstate rail.
Cost recovery ratios for trucks ranged from 72% to 94% and the
Commission based its conclusion on a comparison with the
estimated overall average for rail of 66%. However, the

cost recovery ratios for rail ranged from below 40% to over 180%.
The figures show that rail freight revenue exceeds fully
distributed costs in some States but in no case did the heavy

trucks fully pay thelr way.

9.25 This committee noted the Inter-State Commission’s
reccommendation towards full cost recovery;

"The Commission’s clear conclusion is that before steps
are taken in the progression towards full cost recovery,
it is essential that more accurate estimates be
avajlable of the road costs attributable to particular
vehicle classes. It will also be necessary to monitor
the progress made by the rail systems in improving their
cost recovery levels..."24

Rather than wait for more accurate data the committee believes
that the magnitude of the cost under-recovery for heavy
transports was sufficient to be addressed immediately. Later
estimates appear even more glaring; the latest estimate puts the
cost at some $1406 million and this estimate shades the rail
freight deficit of some $300 million. Results of a recent paper
by staff of the Bureau of Transport Economics show that while
there is considerable over recovery of costs from private
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motorists, operators of heavy vehicles pay only a small
proportion (34% in the case of six axle articulated vehicles),in
terms of effective rovad user charges, of the costs incurred by
their use of roads.25

9.26 Aside from the major pricing problems affecting resource
allocation there was a number of deficiencies in the rail area
which should be addressed. First, there appear to be great
economic and operational advances to be gained from having a
national perspective on all aspects of railway design so that new
investment is able to take advantage of economies of scale rather
than have 5 separate systems. Secondly, rail’s place in the
national transport scene has not received the same priority from
the Commonwealth as that accorded to road and air transport. This
is perhaps reflected in the then Commonwealth Minister for
Transport’s initially sceptical response to the Very Fast Train
proposal. Finally, to assess the scope for new investment in rail
a greater research effort will be necessary. Rail appears to have
been caught in a catch 22 situation; the operational deficits
have discouraged new investment and failure to invest and

modernise is one reason why rail deficits continue.

9.27 There were guite a number of potentially profitable rail
upgrades and new investments which were brought to the attention
of the committee. These include; standard gauvge lines to ports at
Brisbane, Melbourne, and Geelong and from Melbourne to Adelaide,
a Sydney airport to city rail link, electrification of high
traffic lines, alignment and clearance upgrades on thé Sydney
Melbourne line, and proposals for new links such as the VFT from
Sydney to Melbourne.

THE VERY FAST TRAIN
9.28 The Very Fast Train (VFT) is a preoposal for a new high

speed track between Sydney and Melbourne via Canberra, Cooma and
south along a coastal route. The proposed railway would be built
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and operated by private enterprise. Pre-feasibkility studies have
proved favourable and the consortium is to undertake a full
feasibility study. The VFT would use standard gauge, double
track, conventional line with electric 25kV alternating current.
Speeds of up to 350 km/h would allow travel times of one hour
between Sydney and Canberra and three hours between Sydney and
Melbourne. The high speeds enable steeper grades than with
conventional rail resulting in a cost saving of perhaps $2
billion in comparison with conventional rail. The all-up cost was
estimated at $3.66 billion over the chosen route.

9.29 The committee heard that the project will divert traffic
from other modes and that this demand is about one third of the
present demand on this route. A very large part of the traffic
will be new traffic generated from the short travel times and
relatively low cost, estimated to be $35 Sydney-Canberra and $70
Canberra-Melbourne. The greatest impact will be on airline
traffic between Sydney and Canberra which could be virtually
wiped out while the Sydney-Melbourne traffic could be reduced by
30%. Since air traffic was growing rapidly the loss of air
traffic was only equal to about 5 or 6 years growth. Air traffic
would not fall below what it is now.Z26

9.30 Rail passenger traffic on the existing line is also
likely to disappear from both routes but it was claimed that
those are unprofitable routes anyway. However the proponents of
the scheme believe that they will be helping State rail
authorities a great deal in that there will be an estimated 5
million passengers arriving and departing from both Sydney and
Melbourne from the VFT and many of these will use the suburban
services. Further demand is expected from feeder services to
Newcastle, Wollongong and other regional centres. It was claimed
that "from the State rail point of view.. the whole thing would
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lead to greatly increased employment on railways and 1ift the
standing, the reputation and the role of the whole railway
community..." "2’ Freight traffic would scarcely be affected
because the freight taken would be of a totally different

character.

9.31 The main ared which the proponents see as needing
government involvement was in land acguisition along the route.
Costs would be met by the proponents although detail on whether
the land would bs owned by the Jjoint venture partnexs or leased:
had yet to be decided. No other subsidies or concessions were

required. The proponents have stated that:

"...we are asking for nothing financial from the
taxpaver, or the Government, except the privilege of
paying tax..."Z28

9.32 The commitiee is impressed by the imagination, scale and
potential of this new project. It ranked potentially with some of
the great national proijects of the past such as the Snowy
Mountains Scheme. Most of the major infrastructure projects in
the past had been undertaken by the public sector but the
committee welcomed this new private initiative though noted that
there would be dangers from exploitation of the market if one
company is involved in each of the alternative transport modes
between Sydney and Melbourne. The committee thought that there
was however, a large grey area which involved the public sector
through existing State rail reservations and perhaps facilities
at either end. Also of course, Commonwealth and State governments
have responsibility for transport planning and coordination and
must therefore maintain detailed oversight of the project.

9.33 In other countries it is not uncommon for governments to
be inveolved con some sort of joint equity basis and the committee
guestioned the proponents on this aspect. They thought that
having governments involved through a minority equity would be a
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“very good thing." While not speaking for the joint venture
partners, the proponents thoughi that they would probably welcome
a certain degree of public equity.2?? This aspect of divis
Townership and responsibility between the public and private
sectors has been under gquestion in the aviation industry. The
committee recommends that:

serious consideration be given by the Commonwealth
Government to participating in a joint venture with the
present proponents ¢f the Very Fast Train.

AVIATION

9.34 Expenditure on aviation facilities has shown a long term
rising rate of expenditure but a more variable pattern than for
other transport modes. This is mainly due to large investments
involved in the provision or upgrading of major airports in the
capital citles. Air traffic has been the most rapid of any
transport mode and this is reflected in the generally rising
trend on aviation infrastructure works since WW2. It appears that
aviation infrastructure has not generally suffered from severe
financial constraints, perhaps because of direct access to
Federal funding, although political factors have adversely
affected investment decisions in recent vyears (see helow).

9.35 The Commonwealth Government is the major provider of
airports and airways facilities. State governments play a
regulatory role and provide subsidies tc a small number of
aerodromes. Local authorities own and maintain a significant
number of aerodromes. There have been a number of significant
changes recently aimed at improving the efficiency of alrway and
airport operation. These changes follow the strategies
‘recormmended by the Independent Inquiry into Aviation Cost
Recovery (Bosch Inguiry) in 1984,
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9.356 The Bosch.report concluded that there was virtually no
.possibility_qf_achieving 100% cogt recovery under -the
mairangements_at.tbat.time.~$be highest level of cost recovery
ever achieved was 66% in 1979 and .since then it had declined to
;55% in 1982-83. The -Bosch Commitiep estimated that if those
érxangements had .continued the recevery level would have fallen
;ﬁo ab@ﬁt.49% in 1987-88. These figures were, with the exception
of one figure.in ¢ne year, lowexr -than for xail; of 5 wail cast
#e;oyery:stud;gs undertaken .in recent years, the lowest cost

recovery figure was 65%.30

9.37 .The Bosch inguiry found that governments have
over-serviced the aviafion industry .se that industry revenues
were not sufficient to fund the infrastructure as it was
currently managed.3l-Bosch found cause for concern in almest
.e#eryngspeqt_of the situation. Some of ithe problems identified

weze:
infrastructure costs not agcounted for;
arbitrary methods of allocating costs:

. <charges not closely related to costs; and

. decisions that affect cost levels were taken
without consideration of whether there will be
fosetting revenue.

9.38 Significant changes are underway which will address many
of these issues. A Federal Airports Corporation is expected to be
estgblished in January 1988. It will be responsible for
investment decisiong relating to airports. An in principle
deciéion has also been made to establish a Civil Aviation
Corporation to be responsible for the provision, operation and

maintenance of airways facilities. The Department of Aviation
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submitted that the thrust of these initiatives is to improve cost
recovery, to achieve higher efficiency through modernisation of
facilities: and to" emphagise’comhercial criteria in decision

ma}u'_nc_;.?f2

94 39’ The main deficiency or gap raised before the commnittee
concerned the inadequate’ provision of facilities at' Sydney’s
Kingsford Smith-Airport.. Air traffic growth thrdugh the terminal
was nearly 10% in 1985-86. Over 50% of international travellers
déclare New South' Wales as their principal destindtion. In-bound
traffic. has been enhancéd by overséas promotion and adverse’
factors’ discouraging tourism in somé’other “parts of ‘the world.
Sydney airport is just not up to the task. The terminal was =
designed for 1000 passengers per hour. Even following'a $23
millioh upgrade due for cémpléetion in’ 1989 'its capacity will be ™
only between 1600 and 1800 per hour but in the first héur of the
day between 3000 and 3600 passengers sdmetimés arrive.3) The
airport suffers a’ peak load ‘problem” in'the eafly morning*and*-
minor peaks at other times such as’ late aftérnwvon: It wag
claimed’ thatthe upgrade will only oVérCome”thé”current"préblémé;:
and that: with' the- substantial growth'there”wiilﬁbe'additionﬁlt
problems that will have to be ‘addresséd’in some‘other waYL3@'

9,40 The' conimittee viéws the ‘péak load probler as oné for
peak load pricing., A répreésentative from the Department of
Aviation” said there had ‘been"...a lot of discussion... but so

far nobody: has been willing to-try‘it".35'nelays of up to 3 to 4"
hours’ for some passengers to clear inwards have been reported.36
It" appears that: the' problem will only get wotse until ‘the upgrade
comes “on styream in 1989. Long waiting times ‘are unacceptable to
many ovefSeas"tourists'and"many"wou1d~béLquif@"Willing”to pay
higher airfares to avoid theém. This option’is not ‘available ‘at
present for early morning ‘ar¥ivals: If just half of “the 3000 plus'"
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early morning arrivals could ieduce their waiting times by one
hour for $20 each, ovexr halffthe cost of the current upgrade
would be raised in a single_year. The obvious solution is to sell
the highly prized early morﬁing time slots to the highest
bidders.

9.41 Problems identified at other airport facilities were not
of the same magnitude as for Sydney. Tullamarine was experiencing
gome aircraft and terminal congestion due to the peak load
problem. Darwin Airport was the most primitive, being a converted
hangar and, for this resson needing an upgrade although
Department of Aviation officials were unwilling to say that it
should be number 2, 3 ©r 4 in texrms of priority. One comment the
committee found curious was that the Department of Aviation has a
restriction that "...we have to clear the terminal when the winds
get up to about 60 kilometres an hour..."37 Given that the
terminal survived cyclone "Tracy" with winds of over 200 km per
hour perhaps the terminal is in better shape than current

management practices would suggest.

PORTS

9.42 Ports expenditure has declined relatively throughcocut the
post -war years. During this period passenger travel has virtually
disiappeared while there have been major changes and economies in
thex handling of cargo with the introduction of containerisation
arnd bulk handling. Infrastructure provision 1s generally regarded
a&s adeguate but operational inefficiencies remain and some have

suggested that there are too many ports for efficient use.

9.43 Specific issues raised include the need for
rationalisation on the number of ports, especially in Northern
Tasmania. There could also be a need for some upgrading of the

Melbourne port facilities if recommendations in a recent report
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to the Federal Government on linex shipping arrangements are
followed up.38 The main recommendation was for the bulk of
Australia‘s liner trade to be concentrated at the main terminal

ports of Melbourne, Sydney and Fremantle.

COMMUNICATIONS
9.44 Posts and telegraphic services were grouped until the
separation of Telecom and Australia Post in the mid 1970s. The
telegraphic component is the larger with Telecom capital
expenditure in recent years over $2000 million p.a. compared with
around $50 million for Australia Post. The combined posts and
telegraphic graph shows that in the post-war pericd relative

expenditure rose until the early 1950s and then levelled cut (See

Figqure 9.2).
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AUSTRALIA POST

.45 Australia Post has a statutory obligation to meet at
least half of its capital expenditure from internal sources. But
at present, in practice, it has been required to finance a far

higher proportion cof capital expenditure from internal sources.

"0f the three occasions Australia Post has gone to the Loan

Council, rationing of access to lecans has meant... capital
spending consequentially lower.,." than planned.3?
9.46 Australia Post’'s annual turnover is around $1.3 to $1.4

billion and capital investment was programmed at around $80
million in 1985-86. Just under half was financed from profits
with the remainder expected to be financed from depreciation and
other reserves. A $40 million short-term borrowing facility is
used to smooth out cash flows but does not provide anything
beyond the current year. A senior officer of Australia Post teld
the committee that:

"We have been excluded from the Budget and from access
to the Lwoan Council since Australia Post has been in
existence. The Government has taken the position that if
we need capital money we should finance it

ourselves..."40

9.47 Australia Post has argued that although it is expacted
increasingly to operate as a commercial enterprise it is subject ; """
to the processes of the Prices Surveillance Authority, it has a :
statutory reguirement to provide services at rates and charges as
low as possible but that "...the pursuit of this statutory
requirement is compromised by limitations on borrowing."%l They
argued that "...if profits do not achieve... the level which we
anticipate they should when we do our initial planning, we find

ocurselves cutting back on investment during the yeart.."42
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Statutory cbligations require Australia Post to fund unprofitable
mail obligations but "projects with low, or no financial return
are included with profitable projects with the aim of yielding an
average (real rate of) return of 5%".%3

9.48 The committee thinks that subijecting a significant but
imprecise proportion of Australia Post's capital investment to
the vagaries of "profit" in any one year results in a less than
optimal investment program. It could deny Australia Post the
opportunity to undertake "profitable” investment when the
opportunities are there from, say, new technology and thereby
gsacrifice long term growth and productivity increases. One
example of new technology was in equipment for optically reading,
handling and sorting letters. Representatives of Australia Post
stated that:

"We are moving into an area with the introduction of
(new) technology... There are pressures... on the
capital program by these initiatives, which are becoming
a much greater propeortion of the capital program than...
in the past. In the past it was mainly buildings and
land acguisition... we need either to find funds from
elsewhere, or perhaps move into a program of selling off
part of our assets and leasing back..." 44

However, the committee was told that the sale and leaseback
arrangements are often in the nature of financial leases and
hence are subject to the global limits of Loan Council
borrowings and even where they are not regarded as financial
leases, there are real limits to the extent to which Australia

Post can prudently increase its on-going costs .45
9.49 3 large part of Australia Post’s investment is in

buildings and over 60% are over 25 years old.%€ This is a far
older age profile than for private sector non-residential

177.




building. Australia Post personnel believe that they are putting
a higher percentage of funds in to building maintenance than they

ought to:

"We spend about 5.5 pexr cent of our historic
written-down value of ocur buildings in maintenance every
yvear... about 40 per cent of our building stock is in

fair or worse condition..."%7

Additional money spent on capital works in the building area
would reduce the amount of money required for on-going repairs
and maintenance. A further problem is that many building

redevelopments or upgrades "...get one tied up in historical, or
heritage issues, as wa$ the case with the Sydney GPO..."48
9.50 Figures tabled by Australia Post appear to support the

noticn that postal investments are not keeping up with
international trends (see table 9.1}, There were no specific
references to gaps or deficiencies in the postal domain by other
submissions. The committee concluded that the rejection by the
government of very modest borrowing applications by Australia
Post was having an adverse effect on its investment plans.
Australia Post was facing competition for almost all of its
services except perhaps its unprofitable statutory obligatiocn,
and to meet competition needed to modernise and market its
services. The present borrowing limits are "...brutally effective
in restraining (authorities’) investment behaviour. This is
particuarly evident when a comparison is made with the nmuch
weaker effects on private investment induced by monetary

policy..."49
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TABLE 9.1
GROWTH IN EXPENDITURE ON FIXED ASSETS
% growth
5 years to 1984-85
(10 years to 1984-85)

Australia Sweden U.XK. U.5.A.+%
27 255 200 131
(83) (511) (248) (105)

Source: Submission by Australia Post.
* Note: 4 and 8 year compariscon to 1983-84.

TELECOM

9.51 Telecom is Australia's largest enterprise {(public or
private) with over 8% of the national infrastructure stock
managed by Telecom. To illustrate its importance for the quality
of modern life, Telecom drew an analogy between the importance of
the road system that united the Roman Empire and what

telecommunications do for us now.

9.52 Over the past 25 years the main thrust under the
Telecommunications Act has been to provide an affordable
telephone service to all Australians. This goal had been achieved
and the task ahead was to modernise the telecommunications
network. This involved digitising the network through the so
called integrated services digital network (ISDN). IS5DN will be
introduced in an eveolutionary way. In the first phase the
telephone exchanges and the transmission links between them are
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converted from analogue to digital technology. This process has
heen underway for some time. The second phase extends the process
of conversion or digitalisation of switching and transmission
facilities into an integrated digital network (IDN). Then, in the
third phase the width or capacity of the telecommunicaticn's
lines is enlarged significantly. The latter development to
wideband ISDN wlll be accompanied by the replacement of many
existing copper cables with fibre optic cable which is ideal for

ISPN-standard communications.
9.53 ISDN was described by Telecom as:

"a bit of a moving target, because ISDN is really a
system of internatiomal protocols for hardware and
development and so on for the future... What it really
means in practice is that over the last few years
Telecom Australia and most telecommunications
administrations have been progresgively digitising their
core networks... so that you have digital exchanges
which have much greater capaciiy and more intelligence.
When you have the voice facility (of a telephone) what
ISDN is offering is that at the same time (ag you are
tatking on the phone) you can transmit data to-and'from‘
your terminals or someone else’s at the same place or
not at the same place..."30

9.54 The principal advantage of ISDN is its much greater
flexibility. At the moment the cost of the ISEN system is
slightly over the eguivalent of two normal exchange: lines but it
gives the equivalent of two normal teleplone lines. It is
proposed to introduce ISDN services from 1988 to those customars
who would make most use of it, essentially large businesses

first, then general business and finally households:..
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5.55 The Ergas Report, commenting on suggestions that the
Australian network required an annual increase in investment of
8% in real terms to achieve resonable growth objectives and the
fajilure to achieve such rates under periods of financial

constraints noted the following conseguences:

. there has not been enough spare capacity in the
network to meet the rapid growth demand;

insufficient funds have been available to replace
fault-prone eguipment and improve the grade of
service (although substantial progress has been

made in this respect); and

digitalisation has fallen behind the levels
justified by the growth of demand and now lags
behind the programs implemented in the other

advanced economies..."31

9.56 Ergas examined three broad options to finance a higher
level of expansion in the Australian telecommunications network.
They were:
. greater retained earnings;
greater borrowing; and

greater guasi-equity capital.

The first option considered was a reduction in the incremental
capital output ratio (ICOR) to allow greater network growth
rates. (The ICOR ratic measures the amount of output from a small
increase in capital investment). There has been a significant
downward trend since 1874 in the ICOR when normalised for demand
fluctuations implying that a dellar spent on the
telecommunications network goes further each year.
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9.57 How ever, Ergas concluded that "...it would be
unrealistic to expect a major decline in ICORs over the period to

1965..."52 The reasons were:

rapidly increasing software costs at a time when

networks are becoming more software intensive;

. the initial costs of digital systems now being
installed were typically high (but offered low

expansion costs); and

technical progress had reduced the expected
lifegpans for telecommunications equipment in some
cases to less than half that of the 1960s; implying
more rapid replacement and higher costs.

9.58 Retained earnings or "prefits" provide the major source
of Telecom's investable funds. Higher internal investment funds
could be chtained by higher productivity, increased prices or
lower dividend and interest payments or repayments to the
Government. Ergas concluded that preliminary calculations for the
Australian (Telecom) network suggest annual rates of growth in
total factor productivity two to three percentage points above
American, Canadian and French levels, and more than twice as high
as the overall average for the Australian economy. At least on
the evidence currently availakle , the scope for further
accelerating these rates must be judged to be limited.33

.59 Higher prices were a further option for raising the
level of retained earnings. Ergas did not think that Telecom
price levels were too low by world standards but drew two
conclusiens in relation to pricing from the viewpoint ¢of economic

afficiency;

. the cross-subsidy provided by Telecom to rural and
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remnote subscribers may be a more efficient means of
subsidising these subscribers’ usage of the network

than direct financial transfers; and

. there may be scope for increasing demand
responsiveness and flexibility of the pricing
structure, notably by refining and extending
time~of-day discounts, in both domestic and

international networks.

9.60 A third option to increase Telecom’s retained earnings
would be to reduce the dividend payout to the Commonwealth,
Although payout rates have eased since 1983-84 they remain high
when set against average private sector payouts and were four
times higher than the level for Japanese and Canadian networks.
Ergas found that payments to the Commonwealth out of net income
have been an element of significant unpredictability in the
authorities’ financial planning, since they have largely been set
in the context of the Government'’s annual budget cycle. This
contrasts sharply with the private sector, where dividend policy
is determined by longer term financial objectives and reviewed
according to short term profit fluctuations. It is seldom
determined by shareholders’ short term budgetary needs.

9.61 External finance or borrowings provide a second fund
raising option. Over the last decade Telecom’s share of the
pubklic sector borrowing reguirement (PSBR) had declined from
about 10% to about 3%. Available evidence suggests that the
return on further investwent by Telecom exceeds the opportunity
cost of capital. Therefore it may be regarded as more efficient
to borrow to finance that investment than to fund internally by
raising prices. Borrowing utilises voluntary savings but higher

charges could be seen as forced savings implemented by using
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Telecom's prices as an indirect taxing mechanism. These factors
support the conclusion that there is scope for Telecom to
increase its level of commercial borrowing, including, where

appropriate, greater recourse to off-balance-sheet borrowing.

9.62 A final external source of funds is provided by
financial instruments similar to equity capital with funds made
available through project finance and for subsidiary companies in

ancillary areas. Ergas found that:

"the upgrading of the network would lead to new
opportunities for the development of ‘value added
networks’, which provide features above and beyond those
available from the basic Telecom network. This is an
area in which Australian producexs can be highly
competitive, and where there should be opportunities for
export to other countries in the region. Telecom and OTC
have taken numerous initiatives to develop value-added
networks. They should continue to do so, both directly
and through subsidiary companies with profit centre
responsibility for particular services. The important
raole of the private sector in promoting value-added
networks is recognised by the authorities... The scope
should be examined for cooperation in developing
value-added networks between the authorities and the

private sector, notably through joint ventures..."5%

9.63 The main issues raised before the committee related to
the limit on Telecom’s investment program and the uncertainty
created by the current procedures. The uncertainty problem was
raised by Telecom in relation to Telecom's borrowing and dividend

payments

"The process of interaction with government on borrowing

levels and related financial matters leads to disruptive
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and de-stabilizing last minute changes to Telecom's

capital program..."55

Telecom’'s chief economist stated that situations where there are
short term changes to programs were not working and were very

expensive,>6

.64 The committee found little evidence of significant gaps
in the provision of telecommunications infrastructure. However,
the issue of the boundaries for 8TD zones was raised. A major
barrier to development of (local) employment in the satellite
city of Macarthur was telephone links to Sydney which were
charged at ST not local call rates.>7 Obviously the Telecom
practice of charging the same local call rate througout Australia
is debased if satellite cities and the commuting zones arocund the
major cities are not included in the one STD zone.

9.65 Although there were few gaps in the telecommunications
network, opportunities for productive investment are being lost
by the restrictions on Telecom’'s investment level. Short lead
times in the notification of borrowing approval levels and
dividend requirements have imposed unnecessary cost iImposts.
Evidence points to telecommunications being an area offering a
very high potential return on funds for both Telecom and related
private sector investment. It appears to this committee that
Australia’s growth rate is being retarded by restrictions on

Telecom’'s investment.
UPPILIPTIES

8.66 Electricity and gas expenditure rose substantially with
the comuencement of coal-fired power stations and the Snowy
Mountains Hydro-electric Scheme in the early post-war period and
then declined until further substantial power stations were added
in the late 1970s and early 1980s(See Figure 9.2). The peaks
reflect the power station component rather than extensions to the
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electricity network. The gas component has been usually fairly
small except during the construction of the North-West Shelf to
Perth gas pipeline in the early 1980s.

9.67 Provision of electricity was one of the few areas of
infrastructure where there were no “gaps” but rather there was a
significant surplus in generating capacity in some States. This
had arisen as a by-product of the surge in demand for power for
smelting aluminium in the early 1980s. Other factors were the
lower economic growth rates during this pericd leading to demand
growth below forecast levels, long lead times and inflexible
timetables for power station construction and the electricity
industry’'s inablity to defer projects due to contractual
arrangements. This excess of generating capacity represents an
investment of hundreds of millions of dollars.>8

$.68 One particular deficiency was identified. This was the
lack of electricity supply arrangements across State boundaries.
A multi-state grid has been proposed by the Institution of
Engineers as a means of keeping the reducing the capital costs of
the networks.>9 This would be achieved by minimising the rolling
reserves and total reserves to the benefit of each State
componant. The main interstate link was provided between Victoria
and NSW when the Snowy Mountains Scheme was developed more than
25 years ago, but interest in such arrangements in the
intervening period had seldom bheen put in to practice. However,
South Australia and Victoria are currently engaged in the
development of a shared electricity grid.

WATER AND SEWERAGE

9.69 Expenditure on water and sewerage services rose
consistently from the end of the war until the early 1960s
reflecting the rapid population growth and suburban growth of
Australian cities. Expenditure then levelled out with a slight
peak in the mid 1970s reflecting a concerted effort to catch up
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on a sewerage backlog in some cities. The subsequent relative
decline reflects a slowdown in population growth and a rise in
medium density housing in mainly settled areas and a slowdown in
"greenfields" land servicing.

8.70 A major study on water resources was publiished by the
Department of Resources and Energy in 1983. The Water 2000 study
comprised the report of the Steering Committee and 13 consultant
reports. The study identified eight major issues facing the water
industry until the year 2000:

. protection and improvement of water quality;

. more gfficient use of available water supplies:

. the conservation of existing water supplies by more

appropriate allocation and financial policies;

coordinated management and use of water and land

use resources;
. adequate provision for in-stream uses:

. improvements in data collection and analysis of

information dissemination;

. provision of adequate funding for water resources
purposes’ including research; and

. a continuing Commonwealth Government role.
The report identified a changing emphasis in the industry from

one of development of new sources of water supply towards the

mere efficient management and use of existing supplies. This was
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being acconplished through more appropriate financial and
economic management pollcies and improvements in the technical

efficiency of distribution.

89.71 As a case study to illustrate a change in financial and
economic management, the committee undertook an examination of
the recent major restructuring at the Hunter District Water Board
{see also Chapter 7 and Appendix 9). A key aspect of this
reorganisation was the introduction of a "user-pays” tariff. The
Beard faced a series of problems typical of those faced at times
by public authorities, namely:

. water consumption close to the limit cof storage

capacity;

. the revenue base not covering the real cost of
recurrent maintenance expenditure; and, as a

result;
. an accumulated backlog of deferred maintenance.

9.72 There appears to be a considerable gap between the
theoretically desirable pricing options for public utilities and
the actual pricing in place. The gap was analogous to that
between pure research at tertiary institutions and application of
that research in Australian industry. Some of the benefits
achieved for the Hunter Board by the move to an efficient
user-pay pricing system were:

water consumption was substantially reduced
deferring the need for further capital expenditure

on water storage capacity;

. the deferral allowed resources to be devoted to a

maintenance backlog;
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. greater horizontal eguity was achieved ie "water
hogs” no longer paid the same amount for water as

careful users:

vertical equity was achieved through a slight
element of progessivity (owners of more valuable
properties paying a little more; although more
could have been achieved); and

. demand for servicing of vacant land was reduced
temporarily due to removal of an effective subsidy
to these landowners,

.73 A second case study. examined by the committee ‘was the
water and sewerage works of Launceston ity Council (see’
Appendix: 6) . While a pricing solution would be of long term
benefit it appears that much of its ihfrastructure has passed the’
point where it should have beén replaced and the Council is now
facing severe 'maintenance problems. AS a result a high proportion
of the available rate revenue is being consumed in merely
maintaining a‘'deteriorating network without sufficient funds
being available for replacement.

9.74 The Launceston City Council stated that: “Launceston is
facing ' major problems in coping with accelerating deterioration
in its urban engineering infrastructure. Most of its services
within'the central city area were constructed in the 1840's -
1890’s..."50 The Council provided décumentation on a quite
alarming series of deteriorations ‘and failureés in the water and’
sewerage ‘network:

"Despite repairs to the Margaret Street (central city)

sewer the danger of imminent collapse is very real.

collapses' impose huge repair and social costs on the
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community... Some of our early sewers lie under
buildings. The problems associated with collapse in

these sgituations can be imagined..."51

9.75 Replacement costs were estimated at $1.5 million for
trunk water mains and $14 million for the central area sewerage
system. The latter work was recommended by consultants but
covered mains and feeders only. The majority of the catchment has
been developed on a combined system with water and sewerage in
the one pipe and it would cost 540 million to "separate" the

system.

9.76 Launceston should be treated as a special case for
provision of funds to undertake the upgrading work, perhaps by
greater access to borrowing, because of the risk and high
potential cost of doing otherwise. However, infrastructure
authorities must be encouraged to provide adeguate reserve
finance for the replacement of water and sewerage works before
rising maintenance costs impose intolerabie burdens on the
communities they serve. The older metropolitan water and sewerage
authorities also face the same need to replace old water and
sewerage pipes but the high cost is more easily covered by the
large revenue base of these cities.

9.77 Restructuring is being carried cut by the Sydney Water
Board. This included ocean outfall sewerage treatment to reduce
pollution problems at Sydney beaches and augmentation of water
storage dam spillways following an update on figures for iikely
maximum rainfall in catchment areas. A major restructuring of the
Beoard had been undertaken to improve the operational efficiency,
cut red tape and enable guicker responses. This had been achieved
in consultation with unicns and employees and had resulted in a

reduction from 14 to 7 or less in the number of hierarchial
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levels. These changes appear to have had a significant effect on
the Board’'s efficiency. This is perhaps reflected in rate
increases which have fallen significantly in recent years and the
Board aims to keep them at current levels with rises that are
helow the CPI.

9.78 A number of specific gaps or needs in the water,
sewerage and drainage area were raised. The number of unsewered
urban areas had been reduced significantly in recent years but
small portions of the networks in all cities visited remain to be
completed. In the major cities the remaining unsewered areas are
generally in difficult terrain or in semi-rural areas both of
which are expensive to service. A major gap is in Perth where
some 35% of the metropclitan region is without mains sewerage.

It has been estimated that it would cost $800 million to remove
this backlog.sz

9.79 A major problem is looming in the Murray-Darling
drainage basin in the form of a rising water table and serious
salinity and drainage problems. In many of Australia’s older
irrigation districts particuarly in the Murray-Darling basin, the
irrigation infrastructure such as water supply and drainage
channels is in very poor conditicn, either through poor initial
design or lack of maintenance or poor irrigation practices.
Leakage from these channels has, in many instances, contributed
to the salinity precblems. These problems are beginning to have a
major economic and social effect on the viability of scome
industries and the regional economies based on them. These issues
are being considered by the Murray-Darling Basin Ministerial
Council and an amount of $7.7 million has been allocated for
salinity contrel in the Murray-pDarling and scuth-west Western
Australia in 1986-87.%3 rar greater sums will be needed if a
solution is to be found to this problem.
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9.80 A related issue is the declining quality of the Rdelaide
water supply. Adelaide draws its water from the Murray River and
rigsing salinity and turbidity is becoming a major issue. To
maintain the current standard of water guality (which many regard
as the worst in Australia) will regquire increased water treatment
and major expense for water treatment facilities if current

trends continue.
SOCTAL INFRASTRUCTURE AND EDUCATION

9.81 Education infrastructure (mainly buildings) rose
consistantly until the early 1960s reflecting rapid pepulation
growth in the younger age groups, higher schoel retention rates
as well as the rapid extension of urban areas'during this period.
The education share was maintained until the early 1870s when a
sharp rise occurred during the Whitlam years. This was followed
by a downward drift in part reflecting the passing of the post
war baby boom "bulge" in the age distribution, but aliso a slowing

in the rate of urban expansion (See Figure 9.3).

9.82 Educational reguirements in future may be conveniently
grouped intoc schocols (for 5 to 16 year olds) and
college/tertiary/TAFE institutions for the 17 to 22 year olds.
The number of school age children is expected to fall until about
1989 but rise thereafter (see Figure 4.1). As school reguirements
follow the location of school age children there may be a
surplus of under utilised schools in "older" areas but still a
demand for new schools in outer areas of the major cities where
voung families live. Whilst increases in the number of schocol age
children are likely to lead to a rising demand for public
expenditure on schocls, other factors such as participation rates
and average expenditure per student are also important. The
latter has risen sharply in recent years, by 1%% between 1974-75
and 1981-82 and this has contributed substantially to the

117% increase {in real terms) in total outlays over that
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period‘ﬁ4 Even Lf there is no further increase in expenditure per
student, total expenditure is likely to continue to rise until
well into the next century. Another feature of projected school
age population is the fluctuation in numbers. Until the 1990s
declines in the numbers at primary school age coincide with
increases in the number at secondary school age and vice versa.
These trends indicate the likely need for flexibility in manpower

and infrastructure arrangements.

FIGURE 9.3
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9.83 The numbers of 17 to 22 year olds is expected to
continue rising to peak in the early 19%0s and fall back by some
7% to 8% about 6 years later (see Figure 4.1). In the short term
pressure is likely to be placed on tertiary training facilities
but there could be some easing shortly afterwards., On the basis

of population figures alone demand for TAFE and higher education
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places will increase by some 1.5% per year over the 1988-90
triennium falling to 0.3% a year for the rest of the 1990's.65
More specifically Queensland, Western Australia, the ACT and the
NT are expected to experience significant growth in the relevant
age groups in the 1988-90 triennium and throughout the 1990s.
With demands for a greater proportion of the population to
undertake tertiary training and perhaps a carry-over of unmet
demand, the expected levelling in numbers may not be translated
into a commensurate reduction in the demand. Following the fall
in numbers of 17 to 22 year olds in the late 1990s numbers will
continue to rise for the next 15 or 20 years adding significantly
to the demand for new tertiary infrastructure.

5.84 The main aspect of education infrastructure raised
before the committee related to the need for a greater investment
in human capital. While this enguiry has been concerned primarily
with the adequacy or otherwise of public physical infrastructure
the committee places great iImportance on the need for
complementary investment in human capital. This aspect was
highlighted before the committee in relation to the need for
Australia to restructure - to change direction significantly. Dr
Brain from the NEIR said:

"We are expecting, in the longer term, the Australian
economy to become a much more skill intensive - value

added intensive basically - economy..."66

To achieve this aim it will be necessary to provide buildings and
equipment to meet not only the needs of training the "17 to 22
year olds" but the retraining needs of older persons in the
workforce.

9.85 The inadeguate level of funding ¢f equipment purchase

and maintenance within universities was of serious concern to the

committee. The Department of Science stated that there is
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"probably a fairly significant backlog of re-egquipment that has
to be tackled".®7 In view of the need for training in the
sciences and engineering where the Australian workforce numbers
fall short compared with other nations constraints imposed by
poor equipnent are potentially very sericus. Examples included
instruments that "just do not have the resolution and accuracy
that scientific journals demand nowadays". Eguipment of this
nature was largely imported and the dollar depreciation had

increased the size of the problem.
HEALTH

9.86 Health expenditure followed a similar rapid rise to
education in the early post-war period but expenditure levelled
out during the mid 1950s with a subsequent peak in the late

19708 and then a decline (See figure 9.3). High rates of
immigration have assisted in keeping Australia’'s age profile
fairly young despite a relatively low birthrate and kept the
share of GDP devoted %o health infrastructure relatively constant
since that time. Total health expenditure, in c¢ontrast has
cgontinued to rise. As a proportion of GDP it has risen from about
5% in 1960 to about 7.5% of GDP in 1980. The Department of Health
have projected a rise to around 9% of GDP by the year 2000.98

9.87 The greatest use of medical services is made by the
aged. The number of persons aged 65 or more is expected to double
over the next 35 years rising at an average annual rate of over
2% per year (see Figure 4.1). This will c¢reate a rapid rise in
demand for the types of infrastructure needed by the aged
including medical facilities. Despite the aging of the population
the age profile of Australia will still be younger than many
other developed countries. Overall, the demand for health related
infrastructure is expected to rise significantly, but less
rapidly than either the proijected rise in the aged or the
projected rise in overall health outlays.
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HOUSING

9.88 In the early post-war period considerable public
resources were allocated to housing. A chronic housing shortage
had developed during the war and the early Commonwealth-State
housing agreements were aimed at overcoming some of the shortage
through public housing. Public housing expenditure fell back in
the mid 19508 and remained fairly constant in relative terms
until the mid 1970s and early 1980s when successive Federal Labor

Governments increased the money for public housing.

9.89 A very strong private housing sector in the post-war
period has at times reduced the perceived need for pubklic housing
and perhaps lead to some fairly dramatic mistakes in the way
public housing has been handled in Sydney and Melbourne in
particular. These include some well publicised examples. The
first was the resumption and demolition of private terrace
housing in the 19505 to make way for high rise housing commission
blocks. At the time many of these areas were regarded as slums
but onlily a decade or two later these same houses were keenly
sought by new owners for renovation. Not only were significant
numbers of people displaced (especially migrants) but the new
high rise blocks were not well suited t¢ the needs of the types
of families that were housed in them. At the other extreme,
tracts of public housing were constructed on the fringe of urban
areas well away from transport and community facilities. Without
access to facilities this housing was also not well suited to the
needs of tenants.

8.90 The backlog in the demand for public housing was
described at the hearings as enormous and showing no signs of
abating.®? Over recent years the capacity of individuals to
finance their own houses had diminished due mainly to high
interest rates, This fact, plus the higher unemployment rate and
a rise in the number of family break-ups have added greatly to
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the public housing waiting lists. Another factor has been the
reduced supply of private rental housing in some areas. In
Australia only a small proportion of housing has been purpose
built for rent from new with most of the supply coming from small
landlords who formerly occupied the properties or landlords who

are wishing to sell the housing when the market is "xight".

9.51 The committee sees a continued need for public housing.
Several lessons may be drawn from the past "mistakes". Many of
those cited above are unlikely to be repeated. However, the
committee’'s attention was drawn to the fact that public housing
had been sold during the 1950s and later under financial
arrangements by the vendor which were favourable to former
tenants but did not allow the stock of public housing to be
preserved.70 In other words, housing was sold under concessional
financial arrangements which encouraged ownership but deprived
housing authorities of revenue to replace that housing stock. The
committee has no objection to encouraging ownership among former
tenants provided it is done in a way which allows the public
housing stock to be maintained by replacing stock which is sold.
In fact, it may be desirable to sell public housing under certain
clrcumstances if this allows purchase of housing which better
meets the needs of public tenants or if it avoids expensive

rehabilitation, replacement or maintenance costs.

9.92 A rising maintenance bill is of great concern to most
housing authorities and many are locking at available options
including sale. However, it appears that those persons going
into public housing are on lower relative incomes than was
formerly the case and are not in a position to buy. Some of the
State housing authorities are therefore looking at various
ocptions to reduce maintenance costs. Shared eguity schemes are
one option which may go part way and perhaps involve tenants in

day to day maintenance.
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9.93 An illustration of the size of the maintenance and
replacement costs facing public housing was provided by the Scuth
Australian Housing Trust. The South Australian Housing Trust is
facing a substantial rise in its public housing costs over the
next 20 years according to a study undertaken by the Sa Public
Accounts Committee.’l If past policies and practices continue
unaltered, replacement of public housing in South Australia will
doubie in the next 5 years and be three times current levels by
the year 2000 after adjusting for inflation. The current level of
maintenance expenditure is therefore a guite inadequate guide to
future requirements. In evidence, it was clear that a growing
maintenance bill was cof concern to all State housing authorities.

9.594 In response to growth in public housing lists State
housing authorities "have been trying to spread the dollar

further by entering jeoint wventures with the private secter and by

lease~back arrangements and things like that..."72 These types of
arrangements were generally supported in the submissions
received.

9.95 Commonwealth funds for housing were once entirely in the

form of loans but from the very early 1980s an increasing
proportion of funds have been by way of grants. The great bulk of
funding is untied grants "but there are specific areas, for
example, the local government community housing program where a
specific amount of money is specifically intended to encourage
the States to get local community groups involved, generally

through the provision of land ox voluntary services..."73

9.96 The Commeonwealth is also involved through its power
over taxation arrangements. One anomaly in this area was brought
to the committee’s attention. Because of a decision related to
leveraged leasing of power stations "stock leased by the public
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sector does not attract depreciation allowances... inadvertently,
or because of some previous decision, we built in a distortion
which makes it more difficult to lease stock from the private

sector..." 74

9.97 The committee concluded that there was currently a
substantial need for public housing as demonstrated by the rise
in the size of public housing waiting lists in the past few
years. The committee supports the continuing high priority of
funding for public housing.

PRISONS

9.98 Prisons seldom attract attention until there are serious
preblems. The age of prisons was raised as problem (see box 2.4)
by a small number of submissions but on further investigation the
committee found that the problem of age and inadeguate facilities
was being compounded by chronic overcrowding. In a paper prepared
for the committee by the Australian Federation of Construction
Contractors, on infrastructure gaps and deterioration the AFCC
said that:

“...there is increasing awareness of the physical
inadequacy of corrective institutions in all States.
Gaols, remand centres and similar facilities are showing
their age in over-crowding, the expense of repairs and
difficulties in adaptation to new crininolegical and
surveillance techniques. The stage has been reached when

major works must be considered..."73
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9.99 Specialists in the area of criminal justice have
expressed similar views. Professor Richard Harding recently

observed that:

"Australian prisons in all durisdictions except Tasmania
are chronically overcrowded... Basic facilities, such as
visiting and interview rooms, are under constant strain;
reasonable hygiene is not easy to maintaing AIDS
prevention and drug rehabilitation programs are very
difficult to implement. The cumulative stress impacts
not just upon the inmates but upon prison cfficers and

other correctional staff..."’6

Although there are some prospects of slowing the rise prison
numbers by use of home detention and electronic surveillance it

will really only buy time without addressing the basic problem of

an aged and inadequate prison stock.

JOHN SAUNDERSON
Chairman

November 1987
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Appendix 1

Conduct of the Inquiry

The inguiry commenced on 28 May 1986 when the House of
Representatives Standing Committee on Expenditure in the 34th
Parliament adopted the terms of reference and appointed a
sub~committee with Mr John Langmore, MP, as chairman.

Advertisements were placed in the national press and
submissions were sought from state governments, commonwealth
government departments and a wide range of private and business
crganisations. In response the Expenditure Committee received 54
submigsions which formed the basis for 7 public hearings. The
Expenditure Committee alsoc conducted inspections and held
informal discussions in Launceston, Melbourne, Brisbane,

Townsville and Sydney.

Oon 5 November Senator the Hon. Gareth Evans, Q.C. the
Minister for Transport and Communications referred the inguiry
with the same terms of reference to the newly established House
of Representatives Standing Committee on Infrastructure. The
committee agreed te continue the inguiry and confined its
activities to a review of the evidence previously gathered and

consideration of a draft report.

The Minister stated that the reference was to allow the
committee to consider the draft report arising from the
Expenditure Committee’s inguiry and that the new committee might
not require further submissions before concluding its
considerations. The Minister also noted that it would be made
clear that the report should not necessarily be taken as
containing or reflecting the views of either previous 6r present

committee menmbers.
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The inquiry was greatly facgilitated by the contributions
of a number of professionsl associations, particularly the
National Infrastructure Committee, the Australian Federation of
Construction Contractors and the Australian Council of Local

Government Associatiohs.
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EBppendix 2
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Local Government Associations
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of
of
of
of
of
of
of
of
of
of
of
of
of
of

Department
Department
Department
Department
Department
Department
Department
Department
Department
Department
Department
Department
Department
Department

Arts, Heritage and Evironment
Aviation

Communications

Community Services

bDefence

Finance

Housing and Construction
Resources and Energy

Science

Sport, Recreation and Tourism
Territories

Transport

Transport {Western Australia}
Veterans’ Affairs

Gladstone City Council
Gleghorn, Mr R.J.

Housing Industry Asscciaticon
Humes Concrete
G. Hawkins & Sons Pty Ltd

Institute of Engineers, Australia

Laird, Dr P.G.
Launceston City Council

Master Builders' Federation
National Capital Development Commission

National Ccmmittee on Rationalised Building
National Infrastructure Committee
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The Overseas Telecommunications Commission
Public Service Assoclation of NSW

Shire of Benalla

S8hire of Gordon

South aAustralian State Government

Stokes, Mr E,.

Telecom
Treasury

Urban Development Institute of Australia

Victorian State Government
Victorian Trades Hall Council

Westernal Australian State Government
Western Australian State Planning Commigsion
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Appendix 3

List of Exhibits

DESCRIPTICON

Infrastructure and the econcomy from a macroeconomic
point of view. A paper presented to the National
Infrastructure Forum in 1985 by John Freebairn.

A vulnerable country?
Edited by D. Ball and J. Langtry.

City of Brisbane Town Plan.
Volumes 1-4 and guide - presented by the City of
Brisbane Council.

Gateway Arterial Proiect.
Information on the preject -~ presented by the Main
Roads Department (QLD).

Literature presented by the Australian Institute of
Marine Science.

The Domain Tunnel — The Missing Link
Paper presented to the Melbourne-South Yarra Group by
Professor L A Endershee.

mnnual Report 1984-85
Melbourne and Metropolitan Board of Works.

Copies of overhead projecturals from MMBW meeting of
27 August 1986.

Assessment of the Australian Rcoad System: 1984
Bureau of Transpeort Economics.

Macroprojects
The Warren Centre, University of Sydney.

Papers presented by the
City of Launceston, 16/12/1986.

Preliminary Analysig of Buildings
by use and condition. Australia Post.

Source bock for Australian Roads.
M G Lay.

Documents presented by the Australian Railways Union,
11/3/87.
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15

i6

17

18

19

20

21

22

23

ACTY Economic Recommendations, Building Workers
Industrial Union.

fhotographs presented by the Public Service
Association, 11/3/87.

Documents entitled "Resume of submission to the
infrastructure Sub-committee" and "New interstate rail
freight options" presents by Dr Laird, 11/3/87.

infrastructure Gaps, Australian Federation of
Constructicon Contractors.

Transport Infrastructure, Australian Institution of
Engineers.

V.F.T, Prefeagibility Study: Summary and
Recommendations, V.F.T. Joint Ventures.

Integration, consolidation and modernisation of the
airways system; evaluation of commercial viability,
Department of Aviation.

Letter from M § Keating, Secretary, Department of
Finance - reply to written guestions from the
Committee.

Letter from B W Fraser, Secretary, The Treasury -
reply to written questions from the Committee,
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Appendix 4

List of Witnesses

Wednesday, 17 December 1986

Dr
Dr
Mr
Mr
Mr
Mr

My
My
Mr

F.A. Blakey, Chairman, National Infrastructure Committee

C. Gerrard, Secretary, National Infrastructure Committee

W. Neilley, Committee Member, National Infrastructure Committee
L. King, Committee Member, National Infrastructure Committee

E. Bajkowski, Committee Membher, National Infrastructure Committee
D.G. McQuitty, Chief Manager, Development & Services,

Augtralia Post

K.J. Fennell, General Manager, Estate Management, Australia Post
R.A. Gray, General Manager, Corporate Planning, Australia Post
C.A. Short, General Manager, Finance & Accounting, Australia Post

Prof, J.W. Freebairn, Victoria

My
Mr
Mr
br
Mr

Mr
Dr

P.S. Wilson, Acting Director-~General, Vic Dept of Management

and Budget

G.W, Frankish, DPirector, Public Authorities, Vic Dept of
Management and Budget

E. Stokes, Sub~Dean, Engineering Faculty, Royal Melbourne
Institute of Technology

T.A. Cutler, Manager, Pubklic Networks Services Planning, Telecom
J. de Ridder, Chief Economist, Telecom

R.C. Panckert, Manager Programs, Engineering Dept Telecom

M.G. Lay, Executive Director, Australian Recad Research Board

ednesd Marc 987

Mr R.G. Jowett, Assistant National Secretary, Australian Railways
Union

Wr P, Ferris, Research-Publicity Officer Australian Railways Union

Mr W.J. Neilley, National Research Officer, Building Workers
Industrial Union

Mr P.T. Dempsey, Project Officer, Building Workers Industrial Union

Mr 8. Rix, Industrial Officer, Public Service Association of NSW

Dr P.G. Laird

We

Mr

L. King, Director, Wational Affairs, Australian Federation of
Construction Conktractors

R.S. Barkeyr, Director, Industry Development, Australian
Federation of Construction Contractors
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Wednesday, 18 March 1987

Mr G.B. Sheldon, Manager, National Office, Housing Industry
Association

Mr G.J. Forster, Director of Economics and Corporate Affairs,
Master Builders Federation of Australia

Rear Admiral W.J. Rourke, Chief Executive, Insgtitute of Engineers
Bhustralia

Mr B.R. Lunn, Secretary-General, Australian Automobile Association

Mr D. Howell, Depuiy Secretary-General, BAustralian Automobile
Association

Wednesday, 25 March 1987

Mr L.J. Mooney, Executive Member, Australian Council of Local
Government Associations

Mr R.C. Osborn, Deputy Director, Australian Council of Local
Government Associations

Dr J.P. Wild, Chairman, VFT Joint Venture

Dr J. Brotchie, Adviger, VFT Joint Venture

Dr R, Noakes, Consultant Econemist, VFT Joint Venture

Dr P.J. Brain, Executive Director, National Institute of Hconomic
and Industry Research Pty Ltd

Dr R. Badger, Assistant Secretary, Strategic Policy Branch, Dept
of Science

Dr P. Price, Director, Research Policy, Dept of Science

Dr J. %Zillman, Director, Bureau of Meteorclogy, Dept of Science
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Appendix 5

THE MACRO-ECONOMIC EFFECTS OF
PUBLIC INVESTMENT

A paper prepared for the House of Representatives Standing
Committee on Expenditure in the 34th Parliament by Professor
-J. MNevile {University of New South Wales) May 1987,
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THE MARCRO~FECONOMIC EFFECTS OF PUBLIC INVESTMENT

I Introduction and Summary

Public investment contributes to growth in output or gross
national product in two ways. In the longer run it increases
productivity and hence enhances the ability of the economy to
produce goods and services. In terms of the jargon fashionable in
some guarters, it is a significant supply-side factor. Indeed,
sustained growth in output is only possible if the capital
equipment and structures used to produce output also increases,
and part of this increase in physical capital comes about through
public investment, e.g. expenditure on roads. In Australia,
increases iln the amount of capital per head have been more
important that in most countries in increasing output per head or
productivity growth. Moreover, in Australia the public sector
plays a greater reole in increasing the capital stock than is the
cagse in the majority of Western European and North American
economies. Public investment has been an important source of
productivity growth in the past and will be an essential part of
any successful efforts to raise the long run rate of productivity
growth in Aunstralia.

In the short run, public investment puts money intc the hands
of Australians (through wages, payments to contractors and
suppliers and =0 on). This increases the amount of goods and
services demanded by Australians and hence the demand for output
in Australia. If there is unemployment and unused resources, this
increase in demand will encourage production and employment,
increasing output and reducing unemployment.

Both the short-run and the longer run effects are important,
but, despite the high levels of unemployment in Australia today,
this paper argues that, in current economic circumstances the
long-run effects of increasing productivity are more important
than the short-run effects of reducing unemployment. The major
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constraint on economic growth in Australia at present is the
balance of payments. Any policy to restore economic growth in
Australia can have, at the most, only temporary success unless it
either increases exports and/or increases output in import
competing industries. The paper argues that increasing the rate
of productivity growth is essential if this is to occur. Hence,
the longer run effects of public investment in increasing
productivity are vital.

rart IT of the paper discusses both the short-run effects of
public investment of increasing output and employment and the
longer run effects of increasing productivity, It alsoc briefly
spells out the case for the need for productivity growth and
hence the vital nature of public investments' contribution in
this area.

The importance ¢f public investment is unquestionable, but,
of course, it is not a free goed, It has to be paid for, ox
financed. The way it is financed will affect the economy in the
short-run, and possible in the longer run.

One way of financing public investment can be ruled out
impediately, that is by "printing money". If this is done to a
signficant extent over any extended period of time, it will have
undegirable long-run inflationary effects.

The other ways of financing public investment are through
taxation or through the government borrowing from the public, It
is, of course, possible to finance public investment by cutting
other government outlays, but if this can be done and then, in
principle, either taxation or borrowing can be reduced. If the
money saved by cuts in non-investment outlays is used to increase
public investment either taxation receipts or government
borrowing must be higher than they would have been if the outlays
on public investment had not been made.
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If pubic investment is paid for by taxation, then this
taxation will reduce private expenditure, by not as much asg the
public investment increases expenditure if it is expenditure on
building and construction, but usually by more if it is
expenditure on capital eguipment., There are alsc political costs
and pogsibly some adverse economic factors associated with high
levels of taxation. The short—run effects on the sconomy when
public investment is financed by taxation are discussged in
rart I¥I, Australia already finances a significant proportion of
public investment by taxation and the scope for financing more by
taxation is limited.

If public investment is paid for by borrowing the effects of
raising the levels of taxation would appear to be avoided.
However, some argue that even when financed by borrowing, public
investment will reduce private expenditure, Moreover, it is
argued that the reduction in private expenditure in the borrowing
case 1g particularly pernicious since it will be concentrated on
private expenditure on capital eguipment. This possible reduction
in private expenditure conseguent on increased public expenditure
is called ®"crowding out", and Part IV sets out the arguments
supporting crowding out in the "borrowing case" and assesses
their validity. The conclusion reached is that the traditional
arguments for crowding out dc not hold water, but that public
investment will increase the demand for imports to some extent,
To the extent that additional imports are associated with public
investment they cannot be private investment goods. In this sense
and in this sense only is crowding out relevant. However,
government policies already in place will reduce the demand for
imports and encourage exports over the next 18 months. Therefore,
some expansion of public investment is possible, along with an
expansion not a reduction, of private investment over the sanme
period.

Morecver, a far greater proportion of public borrowing is
spent on actual capital equipment and structures than is the case
for private sector borrowing, where most borrowing is used to
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acquire financial assets. Thus, even if public berreowing did
crowd out private borrowing completely, which it does not, the
net effect of substituting public borrowing for private borrowing
would be to increase capital formation in Australia.

Another concern about financing public investment through
borrowing is that it increases the size of the public debt, and
this may already be too high. The level of the public debt is
discussed in Part V. The level of public debt in Australia is
lower, as a proportion of gross domestic product, than it was
twenty vears ago. It is also lower than it is in almost all other
0.E.C.D. countries today.

I1I The Rol £ Public Investment i ncreasing Output

a ort Effec on Output and Em ment

If the economy is operating at or close to full employment
levels, increases in public investment will have little effect in
the short-run on cutput in Australia. Either they will simply
increase imports or, more likely, they will both increase imports
and add to the inflationary pressures in the economy. However,
when there is substantial unemployment, increased public
investment will not only increase total demand in the eccnomy,
but, unless the investment is virtually entirely on items that
are imported, will also increase output and incomes of
Australians and reduce unemployment. This initial increase in
output and income is not the end of the story. Those whose income
ig increaged will spend some of thelr increase in income, causing
a further rise in demand in output and in income, and so on. In
an economy like that of Australia, with a high propensity to
import, these multiplier effects are not large. Various
individuals and research groups have estimated these effects with
general agreement that in the vear the public investment is made
the multiplier for building and construction investment is no
more than 1.5. That is for every 100 dollars spent by the
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government on building and construction the demand in total for
Bustralian produced output increased by up to 150 dollars, For
investment on equipment the multiplier is much smaller because
much equipment is imported and even that produced in Australia
often has a higher import content than the output of the building
and construction industries. On average, public investment in
eguipment probably has a multiplier of around .75, but it varies
greatly depending on the type of eguipment.

bl Lon -Run Effec (o} ductivit owt

The idea that economic growth requires investment is
uncontroversial. Sustained growth in output is only possible if
the capital equipment and structures used to produce ocutput
increase, that is if there is investment in physical capital {(as
opposed to financial assets). This need for investment is behind
worries that high interest rates are having an unduly depressing
effect on investment in the private sector in Australia today.

However, public investment, as well as private investment, is
necessary for economic growth. Some public investment contributes
directly to productivity growth in the private sector. This type
of investment varies from very mundane things like roads and
railways to very sophisticated technology like satellites which
can gend back "geological" pictures of remote areas and aid the
search for minerals., Other public investment, e.q. in schools and
universities, contributes indirectly to productivity in the
private sector, Still another category of public investment does
not contribute to productivity in the private sector in any
easily traced way, but is necessary if the type of ocutput
produced is to be that which the community wants. For example, if
the community wants part of the national output to be in the form
of effective defence services, investment in military equipment
is necessary. Much investment in hospital, jails and even houses
of parliament falls into this category.
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This is not to say that all public investment contributes
equally to growth in output, or even that all such investment has
a positive effect on output growth., Some public investment aids
productivity growth much more than others; and, like some
investment decisions in the private sector, some public
investment decisions are misguided and result in white elephants,
Obviously, care must be taken in selecting public investment
projects: but the microeconomic considerations relating to this
are beyocond the scope of this paper. At the macro level, there is
no doubt that public investment has contributed significantly to
the growth in output in Australia and productivity growth, and
has a continuing role to play in this respect.

In fact, public investment has been more important in
increasing productivity growth in Australia than in many
countries,

Growth in capital equipment per head is a very important
source of productivity growth or growth in output per head. In
the postwar period in Australia approximately half of the
increase in output per head in Australia was due to increased
capital. The other half was due to intangible factors such as
technical change. The methods used to estimate sources of
productivity growth are fairly crude and not much weight should
be put on small differences between various estimates, nor on the
exact figure. Nevertheless, the general picture is clear., A study
by Kaspura and Weldon produced figures, gquoted in the EPAC paper
Human Capital and Productivity Growth (Council Paper No. 15}
which imply that 48 per cent of productivity growth in Australia
over the period 1946-47 to 1978-79 was due to increased capital
per head. Thig conclusion is in line with figures in an
unpublished study by W.D. Scott which estimated that in
Australia, over the period 1950-51 to 1%73-74, 58 per cent of the
growth in preductivity was due to increased capital per head.
These proportions of the percentage of productivity growth due to
increased capital are rather larger than the figures obtained in

221




studies for various overseas countries., Thus, the significance of
the figure of approximately 50 per cent is twofold. It shows both
the importance of investment as a source of productivity growth,
and that it has been relatively more important in Australia than
in many overseas countries for which studies of the gources of
productivity growth have been made.

Increased capital per head comes from both public investment
and private investment. The second point is that in Australia
public investment is typically a greater proportion of total
investment than is the case in many countries. Table 1 shows the
way total investment is split between public and private
investment in a number of 0.E.C.D., countries, Non-Scandinavian
continental Buropean countries tend to be between the United
Ringdom and the United States cases, as does Canada and are not
shown in the Table. In general, public investment is a greater
part of total capital formation in Australia than in
non-Scandinavian western European countries and North American

countries.
TABLE 1
Publi¢c Investment as a Percenta of Tot stment
Bustralia United States United Sweden Japan
Kingdom
% % % % %
1965-69 33.8 18.8 43.3 n.a. 24,2
1970-74 33.7 17.4 40,6 42.8 26.0
1975-79 33.4 14,7 34.9 37.9 30.5
1980-84 32.5 12.3 26.8 40.4 29.8
Source: Calculated from figures in International Monetary
Fund, International Financial Statistics, various
issues.
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Thus, in Australia, not only is investment more important in
contributing to preductivity growth than is generally the case,
but public investment is a greater proportion of total investment
than in many countries. Public investment has been an important
source of productivity growth in the past, and must be an
esgential part of efforts to increase productivity growth in the
future.

¢} The Inmportance of Productivity Growth

Productivity growth is always important in raising living
standards, but at the moment it is much more than that. It is the
key to restoring economic growth in Australia.

The major censtraints on economic growth in Australia at the
meoment is the balance of payments. This is not only the case at
present, it has been the case for most of Australia’s history.
However, the situation is currently worse than usual, largely due
to trends in the world econcmy.

Relatively expansionary budgets gave Australia rapid economic
growth from mid-1983 to mid-1985. While expansionary budgets can
produce economic growth, if a country grows much faster than its
trading partners, as Australia did in 1984 and 1985, eventually
it will import more than it exports and have a balance of
payments problem. In the case of Australia this balance of
payments problem became a crisis because of the decline in our
terms of trade - the prices received for our exports, compared to
the price we pay for imports,

The important thing is that, although in the last two years
the decline in our terms of trade was particularly severe, this
was not an isolated event, likely to be quickly reversed, but the
culmination of a long standing trend. The prices of our
traditional exports have shown a downward trend relative to
prices paid for imports since the Rorean War. Over the last
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thirty years it has taken, on average, 2% more exports each year
to pay for the same volume of imports, Since 1970 things have
become even worse so that it has reguired 3% more exports each
year to pay for the same volume of imports. In the last few
yvears, it has taken most of Australia's growth in productivity to
pay the increases in prices for imports compared to the prices
received for exports so that little has been available to
increase living standards. There is no reason to believe this
trend in the terms of trade will change in the next few vears ox
even in the next decade. The Common Market agricultural policy
will, one hopes, be modified, but it is unlikely to be abandoned;
the success of the Democrats in the U,8. congressional elections
will probably increase agricultural protecticn; and fairly low
prices for o0il are likely to persist, keeping down the prices of
Australian energy and energy related exports. The balance of
payments problem may ease, but it is not going to go away.

rhe balance of payments problem must be sclved because the
rest of the world will not go on lending Australia increasing
amounts of money for ever. There are two ways to solve the
balance of payments problem. Either there must be an expansion of
Australian exporting and import competing industries or
Australian imports will have to be reduced through a policy of
more or less permanent recession. Assuming that we reject the
permanent recession option and aim to restore and maintain
economic growth in Australia, it is important both that import
competing industries remain competitive internationally and that
Australia develops new competitive export industries, This will
require productivity growth, not only in expeort and import
competing industries, but in all sectors of the economy, since
the level of preoductivity in industries whose products do not
enter into international trade, affects costs throughout the
economy and hence, in export and import competing industries.

While there may be little argument that international
competitiveness is essential for Austrazlian economic growth, at
first sight the claim that international competitiveness must be
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based on productivity growth sounds implausible. In the last two
years to trade weighted index of the value of the Australian
dollar has declined by one third. Productivity growth may be of
the order of 4 or 5 per cent a year, if we are lucky. How can
productivity gains compare with the massive effects of
substantial devaluation? Nevertheless, devaluation is not the
answer to a lack of international competitiveness. At the best,
all it can do is buy time to enable us to make the changes
required if we are to have internationally competitive export and
import replacement industries of the size necessary to support
vigorous economic growth,

There are at least three flaws in the argument that
devaluation alone can produce international competitiveness as a
condition for economic growth in Australia. First, devaluation
only works if accompanied by measures that reduce its
inflationary impact, such as the remarkably tight monetary and
fiscal policy in place in Australia at the moment. Measures like
these normally reduce demand, increase unemployment and act
against the economic growth the devaluation is supposed to
facilitate. Secondly, in the case of Australia, many of our
exports, and to a lesser extent of our imports, are such that the
changes in the relative prices caused by the devaluation will
have relatively small effects on the amounts exported or
imported. Finally, devaluation itself is likely to worsen our
terms of trade or the relative prices of exports and imports.

Import controls have been suggested by some as the solution,
but experience has shown that they lead to inefficiencies and
reduce productivity and economic growth, not least because in
Australia they lead to the development of import replacement
industries which are too small to be efficient., We do need import
replacement industries, but efficient ones, with growth in output
based on productivity growth, not industries that can only
survive through protection, at considerable cost to the consumery
and hence (through wage costs) to all other industries.
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Increased public investment can and does increase output and
employment in the short-run., However, any measures to raise
output and employment will run up against the balance of payments
constraint. Increased public investment is also an important
factor in increasing productivity growth, This section has arqued
that increased productivity growth is essential to solving
Australia’s balance of payments problems. Hence, public
investment's role in aiding productivity growth is wvital,

111 Public Investment Paid for by Taxation

Over the last 30 years Australia has financed a high
proportion of public investment by taxation, although this
proportion has declined since the mid-seventies. Even in the most
recent year 1985-86, public investment on fixed capital was
19.8 billion dollars, whereas the total public sector borrowing
was 10.7 billion dollars. However, public borrowing is also used,
in small part, to acguire financial assets. Table 2 shows the
proportion of public investment financed by taxation or by
undistributed profits of public enterprises. (As far as the
economic effects are concerned, a profit on the product of a
pubic enterprise is the same as a tax on the product of that
enterprise.)

TABLE 2
Government Net Savings as a Propertion of Government

Fixed Capital Formation
Australia = All levels of Government

%
1953~54 to 1862-63 82
1963-64 to 1972-73 79
1973~74 to 1982-83 46
1979-80 49
1680~-81 52
1981-82 57
1982-83 24
1983-84 7

Source: Calculated from figures in Reserve Bank of

Australia Statistical Bulletin and Bulletin,
various issues.
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Government savings tend to fluctuate substantially due to
changes in both policy and economic activity. However, the ten
year averages give a good picture of what has happened. Figures
for the individual years in the eighties should be treated with a
great deal of caution. 1983-84 is the last year for which firm
figures are available and, it was obviously a very exceptional
year. The evidence so far available suggests that since 1983-84
the proportion of government fixed capital formation financed by
government savings has returned tec about 50 per cent,

What would be the short-run macroeconomic effects of
increasing public investment and financing the increase with
increased taxation? The increased public investment will increase
cutput and employment and the increased taxation will reduce it.
If the public investment is onh building and construction, or
other items with low import content, there will be a small
increase, on balance, in demand, 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 tagation, Apart from any costs associated with
increaged 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., Eigh 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 hefore-tax income and this leads to
inefficiencies in the use of resources, It is difficult to
guantify these, but in this context, as opposed to the context of
cutting tax rates as part of taxation reform, it is probably not
important to do s6, since raising taxation levels is not a
politically viable option.

If increased public investment is in the form of largely
imported capital eguipment and is financed by taxation, the
short=run effects are unambiguously bad (though the longer-run

227




effects on increasing productivity growth still remain). Qutput
produced in Australia and employment will go down but imports
will increase. Whatever disabilities attach fto higher taxation
are still there. Any justification for an increase in this type
of public investment must lie in the longer-run efifects on
productivity.

IV Crowding Qut

It is frequently argued that public spending on capital goods
reduces or crowds out private spending, even when it is paid for
by borrowing, not taxation, Moreover, it is argued that the
reduction in private expenditure when public investment is
financed by borrowing mainly occurs in private investment
expenditure, whereas when public investment is financed by
taxation much of the reduction in private expenditure is in
comsumption. Thus, it is argued, the final outcome in the
borrowing case is worse than in the case where public investment
is financed through taxation. This result may not only occur when
the economy is operating at full capacity with very little in the
way of unused resources. Obviously, if there are already
important bottlenecks preventing signficant increases in output,
unless increased public expenditure is spent entirely on impoerts,
it can only occur if private expenditure is reduced. But those
stressing crowding out argue that increased public investment
crowds out private investment, even when the economy is far from
operating at full employment or full capacity levels.

There are two arguments advanced to support crowding out. The
first ig that the total supply of savings available is fixed, or
at the most can only be increased by an undesirable increase in
borrowing from abroad. Savings is the other side of the coin from
investment. If resources are devoted to investment goods, they
cannot be spent on consumption goods so that investment must, by
definition, be matched by savings. Hence, when the total supply
of savings is fixed, if the government invests more the private
sector must invest less.
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However, I know of no economist who would argue that if
income increases savings will not also increase. It is
nonsensical to start with the assumption that the supply of
savings to finance investment cannot be increased in the
short-run unless one argues that the total amount of output, or
production, and hence income in Australia cannot be increased in
the short-run. Obviously, this is the case at full employment
levels of output but we are far from full employment in Australia
today. The only possible reason for arguing that output and
income cannot be increased in Australia is that, other things
being equal, any increase in income will entail extra imports,
the balance of payments gituation is such that imports must not
increase and that there is no acceptable way of restricting
imports except through preventing any increase in output and
income, i.e. that we must maintain a state of permanent recession
in Australia.

This argument is logical, but it is a counsel of despair, an
argument against any increase at all in expenditure whether in
the public or private sector. Its weak link is in the assumpticn
that there is no acceptable way to restrict imports except by
maintaining a state of recession with high unemployment. There
are other ways, e.d. the large recent depreciation in the value
of the Australian dollar is restricting imports. In my view, a
general revenue tariff of uniform height on all imports {(not
individual made-to-measure tariffs) would be another acceptable
way of restricting imports., It is not only a counsel of despair,
it is an unnecessary counsel of despair to argue that no increase
in income and output and no reduction of unemployment in
Australia is possible in current circumstances for balance of
payments reasons, so that we are in the same situation as full
employment as far as increasing savings through increasing income
is concerned. The argument that the supply of savings is strictly
limited so that government investment expenditure must crowd out
an egual amount of private investment expenditure does not hold
water,
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The sgecond argument to support crowding out is that if the
government borrows to finance public investment expenditure, this
forceg up interest rates and the rise in interest rates reduces
private investment. There is no doubt that higher interest rates
reduce private investment so that, if government borrowing
necessarily forces up interest rates, then it will crowd out some
private investment to some extent.

One can tackle the questicn of whether increases in
government borrowing force up interest rates in two ways, by
looking at the theory of what determines interest rates and by
looking at what has actually happened to interest rates as
government borrowing has increased. Beth approaches are helpful,
At the empirical level it is very difficult to see any
relationship between the level of interest rates and the amount
of public sector borrowing in Australia. Table 3 gives the
relevant figures and shows no discernable relationship between
the public sector borrowing regquirement and either short-term or
long~term interest rates, Many commentators focus attention on
the Commonwealth Government budget deficit, although there is no
good reason to do this. However, figures for this magnitude are
also given in Table 3 and again, no relationship can be seen
between the size of the deficit and the level of interest rates.

If one locks at the detailed figures in Table 3 one sees
that, more often than noit, when the public sector borrowing
requirement rose interest rates fell. There was a steady increase
in the Public Sector Borrowing Reguirement (PSBR) for the three
years starting in 1970-71. Interest rates fell in each of these
years. 1in the next year, the PSBR declined but interest rates
rose. The next year there was a very large increase in the PSBR
and a small increase in interest rates. The next large increase
in the PSBR was in 1977-78 but long-run interest rates fell in
that year. Interest rates rose in 1979-80 and 19806-81, but the
PSBR fell in each of these years. In 1981-82 both the PSBR and
interest rates roge. There was a very large increase in the PSBR
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in 1982-~83 and a fall in interest rates, In 1983-84 the PSBR rose
and interest rates fell, and in 1984-85 both the PSBR and the
long~run reate of interest fell. Overall, there is no pattern. In
two of the three vears in which there was a very large increase
in the PSBR interest rates fell, but this was probably a

coincidence.

TABLE 3

Defici nd Inte t Rates
Rustralia, 1970~71 to 1984-85
Year Commonwealth Public Sector Interest Rates
Budget beficit Borrowing 26 week 10 year
Requirement Treasury Bondsg
M M % %

1970-71 10 522 5.73 6.85
1971-72 134 659 5.13 6.24
1972-73 696 978 4.31 5,91
1973~74 27% 809 7.63 8.20
1974-75 2,545 3,459 8.90 9.50
1975~76 3,566 3,982 7.37 10.00
1976-77 2,717 4,053 8.72 10,23
1877-78 3,308 5,468 8.82 9.62
1878-7% 3,448 5,552 8.82 9.18
1997-80 2,016 4,691 9.98 10.66
1980-81 1,105 4,674 12.35 12.58
1981~82 576 6,010 15.23 15.18
1582-83 4,467 11,195 13.08 14.51
1983~84 7,960 13,227 11.59 13,93
1984-85% 6,746 12,517 13.30 13,42
Sources: Reserve Bank of Australia, Statistical Bulletin ang

Bulletin, Various issues. Statement No. 6 Budget
Statements, Budget Paper No. 1, Various issues.
Australian Bureau of Statistics, Government
Fipancial Estimates, Cat. No. 3501.0, Various
issues.

There is an economic thecry, the lcanable funds theory, which
supports the view that increasing government deficits forces up
interest rates. This theory argues that interest rates bring into
balance the demand for and supply of loanable funds. Hence, if
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the government increases the demand for loanable funds, by
increasing the deficit, interest rates rise and gsome crowding out
occurs. This thecory works well to explain what has happened in
the United States since Mr. Reagan became President. But as Tahle
3 shows, it is not consistent with the Australian experience,
There is a very good reason for this. The United States is the
largest and most important economy in the Western World.
Australia is relatively small and unimportant. Interest rates in
Bustralia are greatly influenced by what happens overseas and
less influenced by what happens in Australia. Short-run interest
rates are determined by the xeserve Bank of Australia, and there
is no disagreement with the proposition that in recent years, the
Regerve Bank has used interest rates to influence the rate of
exchange for the Australian dollar. However, this is not
inconsistent with the view that the level of interest rates in
Australia is greatly influenced by overseas factors,

Recause of the increasing international integration of
financial markets, interest rates in Australia 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. If the value of the dollar is not
expected to change, interest rates in Australia go up and down as
interest rates abroad go up and down. If the situation changes,
so that instead of no change being euapected in the wvalue of the
Australian dollar our dollar is expected to depreciate, interest
rates in Australia will have to rise to compensate those who lend
money in Australia (rather than, say New York) for the expected
depreciation of the Australian dollar. The Reserve Bank
influences the exchange rate by setting interest rates but it is
actually the differential between the Australian interest rate
and the overseas interest rate which is relating to the rate of
exchange., If this differential rises, money tends to flow into
Australia and the exchange rate rises. This higher value of the
Australian dollar is consistent with higher interest rates,
since, if the money market considers that, in the lionger run, the
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value of the exchange rate is set by "fundamental" factors such
as import and export flows, then, if these fundamentals are
unchanged, the higher the exchange rate, the greater the expected
depreciation and, of necessity, the greater the Australian rate
of interest. This theory of the determination of interest rates
is coherent and consistent with the facts. Notice that the size
of the budget deficit has no part to play in it,

Having said all this, it must be stated that nevertheless,
under one possible set of circumstances, there is one indirect
way in which, in a country like Australia, a larger budget
deficit will tend to result in higher interest rates, other thing
being equal. A larger budget deficit will provide more stimulus
to the economy in a given situation than will a smaller one. That
is, again other things being egual, with a larger budget deficit,
income, output and employment, and hence imports, will be at
nigher levels than with a smaller deficit. Unless something is
working in the other direction, higher imports will mean a
tendency for the exchange rate to fall. If the government is
determined to resist this £all in the exchange rate, the
mechanism which it will use to prevent a fall is for the Reserve
Bank to force up interest rates.

Thig is a long chain of conditions which must be met before
larger deficits increase interest rates. In the case of Australia
today, we have already expressed the judgement that the balance
of payments will improve over the next eighteen months. Hence,
there is room for an increase in public investment, fiananced by
borrowing, without either a fall in the value of the Australian
dollar below the levels heolding at the beginning of 1987, or
upward pressure on interest rates.

Moreover, it is important to notice that even in those
circumstances, when the mechanism just outlined does result in
high interest rates, it is not the increase in public investment
itself which brings about high interest rates, but the higher
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level of income, output and employment. Any increase in
expenditure in either the public or the private sector which
resulted in economic growth - in increases in income cutput and
employment ~ would have exactly the same effect on interest
rates. To argue that public investment should be cut to reduce
interest rates is to argue that income and employment, that
economic growth itself, should be cut to reduce interest rates,
This is to confuse means with ends,

One final point on the concern that public borrowing crowds
out private borrowing. It is alsc necessary to look at the uses
to which borrowed funds are put. In Australia public borrowing is
largely to finance public investment in buildings, other
structureg, and capital equipment. In fact, as we have seen,
public investment is much larger than public borrowing, and much
of this investment is paid for by public savings (i.e. through
taxation and retained earnings of public enterprises). However,
some public borrowing is used for the acquisition of financial
agsets. But this is a small proportion of total pubklic borrowing,
moset of which is used to finance that part of public investment
not financed through savings.

In the private corporate sector this is not the case. Again a
substantial part of investment (in physical capitall is financed
through savings, and the rest financed through borrowing, but
well over half of the borrowing by corporate trading enterprises
is used to acquire financial assets not to create new capital
structures and equipment. This was not always the case, but there
has been a trend for legs and less government borrowing to be
used to aquire financial assets whereas in the private corporate
trading sector the trend is exactly in the opposite direction.
This is sghown by the figures in Table 4., (The household sector is
not included since this sector is a net lender both to the
government and to the private corporate trading sector. The
financial sector is also excluded since this sector comprises
firms, such as banks, whose business is to borrow and use the
funds to acguire financial assets).
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TABLE 4
Fixed Capital Formation less Net Savings, and Gross Borrowings

Australia 1954-55 to 1984-85

Annual Averages
1854-55 to 1963-64 to 1974-75 to 1984-85
1963-64 1973~74 1583-84 Preliminary

$M $M $M $M
Potal Gov €

Sector

Fixed Capital

Formation less

Net Savings 222 564 5,615 12,385
Gross Borrowing 784 1,583 7,041 15,361

Private Corporate
Trading Sector

Fixed Capital

Formation less

Net Savings 306 601 2,172 2,609
Gross Borrowing 514 1,714 6,053 10,818

Note: Net Saving is defined as savings available to finance
fixed capital formation, i.e. gross savings, less
capital formation in stocks, land and intangibles and
capital transfers.

Source: Calculated from fiqures published in Reserve Bank of

Bustralia, Statistical Bulletin and Bulletin, varicus
issues,

Table 4 shows that since the mid-sjixties only a little over a
third of gross borrowings by private corporate trading
enterprises has been needed to finance fixed capital formation,
whereas an increasing proportion of government gross borrowing is
used for that, and in the last decade in the government sector
fixed capital formation less net savings was 80% of gross
borrowing. The figures for 1984-85 show the contrast between the
two sectors becoming more marked if anything; but not too much
weight should be put on the figures for one year, and in any
case, those for 1984-85 are only preliminary. However, there is
no evidence to show a change in trend since 1983-84. Thus, even
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if public borrowing did crowd out completely private borrowing,
which is certainly not the case, the net effect of gubstituting
public borrowing for private borrowing would be to increase
capital formation in Australia,

v Public Debt Issues

Some may oppose borrowing to finance public investment
because they believe that the public debt in Australia is too
large. There are several adverge effects of a very high level of
public debt. The most important are probably the effects on
income distribution. People who receive interest payments are
usually a different group to the typical taxpavers who pay the
taxes that service the debt. It is a safe generalisation that
those who directly (or indirectly through superannuation funds)
receive government interest are on average richer and older than
the typical taxpayer. Similarly, they are generally richer than
those benefitting from government cutlays which may be sgqueezed
to meet interest payments, that is they are richer than
pensioners and others dependent on government transfer payments,
and those using government subsidised facilities. Therefore, many
argue that the distributional effects of a large public debt are
kad, though it should be noted that if the public debt is reduced
by measures which increases unemployment, the distributional
effects of this are worse.

the second maior reason why some fear a large public debt is
something that can not be objectively assessed, but is rather
intangible, Since the public debt is fixed in nominal terms, high
rates of inflation can reduce its size relative to gross domestic
product., This has happened in the past and could happen in the
future as long as interest rates do not rise with rises in the
rate of inflation. Given today's sophisticated financial markets,
it is perhaps unilikely that interest rates would not increase if
inflation increased significantly. Nevertheless, some fear that a
large public debt could tempt a government into inflationary
policies, though this is unlikely in the current climate in
BAustralia. 236




It is easy to list the adverse effects of a high level of
public debt, but it is harder to say categorically when the level
of debt becomes too high. There are two standards of comparison.
One is to compare the present level of public debt with that
gccurring in the past in Australia, and the other is to make
international comparison. Neither of these comparisons suggests
that the level public debt is high in Australia today. The ratio
of public debt to gross naticnal product is lower in Australia
now than it was in the halycon vears in the mid-sixties, and,
with the exception of Finland, Australia has the smallest ratio
of public debt to gross national product of any country in the
Western World.

There are two concepts of public debt, gross debt, or debt
net of financial assets, The net debt concept is the one most
directly related to the sum of past budget deficits and may be
considered the most relevant in this context. However, the
international statistics on gross debt are better, and this is
the one usually discussed. In the case of Australia, gross debt
and net debt have tended to move together so one reaches similar
conclusions when making historical comparisons whichever concept
is used.

It is also useful to distinguish between the debt of general
government and the debt of public business enterprises such as
Australian Airlines or Telecom. While a strong case can be made
for excluding the debt of public enterprises, it is included in
this paper when making historical comparisons for Australia. This
is done to show that even taking the worst case, in which all
possible debts are included in the public debt, that debt is not
unduly high and is lower than it was 20 years ago.

The net public sector debt was 47 per cent of the annual
gross domestic product at the end of 1965-66. (All net public
debt figures used are from the EPAC paper Issues in Medium-Term
Budgetary Policy, Council Paper No. 16). The percentage steadily
declined until 1974~75; but then showed an upward trend till it

237




reached 34 per cent in 1984-85, the last year for which exact
figures are available. Thus, the ratio of public debt to gross
national product is still well below that which held 20 years
ago. Moreover, if the public sector borrowing requirement
remained constant at the 1985-86 level (i.e. 4.5 per cent of
gross domestic product) given the author's projections of growth
rates, interest rates and the inflation rate, the ratic of the
public debt to gross demestic preoduct will gradually approach the
level of the mid-sixties but will take a decade to reach it. Such
& forecast, like all ten year forecasts, is based on a large
number of assumptions (or guesses);: but the historical record is
not and by historical standards the level of public debt in
hAustralia is reasonably low at present.

By international standards, the level of public debt is very
low in Australia today. In making international comparisons it is
meaningless to include the debt of public enterprises, because
then what is included in the public sector varies so widely from
country to country. To give a single example, in Australia
Telecom is a public enterprise, in America, telephone services
are provided by private firms and in the United Kingdom a few
vears ago they were provided by a public enterprise but now are
in the private sector. Hence, all internaticnal comparisons are
for the general government sector, that is excluding public
enterprises.

- Some . figures which enable internaticnal comparisons are given
in Table 5. They are taken from an O.EBE.C.D. publication
{(Department of Economics and Statistics Werking Paper No. 30) and
this publication singles out Australia as one of the countries
with the lowest ratioc of public debt to gross domestic product.
In fact, of the 20 countriesg it studies only Finland had a lower
level,
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TABLE B

Gross Public Debt as a Percentage of Gross Domegtic Product

1973 1983
e e e - S . 2
Australia 31.8 24.5
United States 40.9 43.5
Japan i7.6 - 66.9
Germany 18.6 - 41.0
France 25,1 29.8
United Kingdom 69,7 54.1
Italy 60.6 84.3
Canada 46,7 58.7
Total 7 major countries 36.9 49.6
Total 20 countries(a) 36.0 49,7
(a) the eight listed in the table plus Australia, Belguim,

Denmark, Finland, Greece, Ireland, Netherlands, Norway,
Portugal, Spain, Sweden and Switzerland.

Source: see text.

For purposes of comparison, Table 5 shows figures for 1973
well as 1983, the last year for which figures for all the
countries are available. As in most countries, public debt in
Bustralia rose as a proportion of ygross domestic product in
recent years., But it rose significantly less than was typical.
1973, Australia's level of public debt was higher than that in
Japan, CGermany and France, and alsoc than the level in Austria,
Denmark, Greece, Portugal, Spain and Sweden, (although these
latter countries are not shown in the Table). By 1983 the level
of public debt in Australia was lower than that in any of these
countries, In the western world only Finland had a lower level
public debt, and our level of public debt was less than half th
average level.
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The most important reason identified earlier for concern
about the public debt related to the level of interest payments
rather than to the level of the debt itself. Interest rates are
higher in Australia than some countries. Perhaps this could
change the favourable picture. In fact, it does not. The relevant
figures are given in Table 6. Again, they related to general
government public debt. This time the comparison is made only
with the major 0.E.C.D. countries, as it enables the figures to
be one more year up to date, but & similar conclusion would
follow if all the O.E.C.D. countries were to be examined.

TABLE 6
nte on the P ic Debpt as a Pe nkage
of Gross estig Product 4
%
Australia(a) 2.7
United States 5.0
Japan 4,4(b)
Germany 3.0
France 2.8
United Kingdom 5.3
Italy 9.6
Canada 7.6

(a) for the years 19%69-70 and 1983-84
(b} 1983, figure for 1984 not availabkle

Source: O.E,.C.D, Economic Survevs, Various Issues.

In 1984, Australia had a lower ratio of public debt interest
payments to gross domestic product than did any ¢f the seven
major 0,E.C.D, countries., In the year just ended, 1985-86, the
ratic for Australia had risen to 3.6. This was below the average
for the seven major countries in 1984 and, in fact, they also
have an upward trend in the ratio, so Australia may still have a
lower ratio than any of the seven. In any case it is clear that
Kustralia is not a country where the level of public debt is of

pressing concern,
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APPENDIX 6

The Ageing of the Infrastructure: Launceston
Water supply and Sewerage system.

As the third oldest city in Australia Launceston, is facing major
problems in coping with accelerating detericration of its urban
engineering infrastructure... Although primitive in form sewers
existed as far back as Roman times. The modern sewer as we know
it today, was first laid in Hamburg in 1842. Following a
competion Launceston saw its first sewers located in York and
Margaret Street in 1857 just 18 years after Hamburg's first

mains...

In the central area, construction was in brick and stone. Very
many of these are still in use today... some sewers have seen
nearly 100 vyears of service... The majority of the catchment has
been developed on a combined sewer arrangement, ie where the
stormwater and sewage are carried in the one pipe... The present
system is that the theoretical sewage component is extracted by
pumping and the balance of the combined sewage is discharged to
the river... The inability of the Margaret Street sewer o
discharge even miner {drainage water from) storms results in
transfer flooding to tributary sewers. A recent hydraulic
study... revealed that for sections of this sewer there is a 200
- 400 % over-load for moderate storms.

Brick sewers are not designed to withstand excess internal
pressure, particuarly in & sitwation where there are external
voids surrounding the sewer, caused by the entry and exit flow
through ercded brick Jjeints in the wall of the sewer. In these

situations with external ground support remgved collapse is
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inevitable. Desgpite repairs... the danger of imminent collapsge is
very real. Bome of ocur early sewers in the central City area lie
under buildings. The problems associated with collapse in these

situations can only be immagined.’

Scurce: Submission, Launceston City

Council.
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APPENDIX 7
The South Australian Asset Replacement Studies

Asset replacement in the public sector in South Australia is due
to increase shatply over the next decade and to continue growing
until around 2010 {at which point it will be almost four times
current replacement expenditure)}. At that point it falls back a
little but remains at an overall level much higher than current
replacement activity. {# 44th Repecrt p 2)

The projections illustrate the consequences of present actions
(or inactions). They are not prescriptive of what should be spent
on replacement in future years, nor are they predictions of what
will be spent in future years. They are not predictions at all.
They are simply "exploratory caleculations". They project the
level of expenditure that would fall due in various time periods
if the assumptions and asset vauations in the model are correct.
(#53 p 16).

Not only are the amounts of money in this series of reports very
large but it is clear that attitudinal changes of major
importance are necessary if the State is tec make a smcoth
transition from a situation where the creation of new assets is
considered both normal and desirable to a generalised acceptance
that the replacement and refurbishment of assets must take

precedence over the acguisition of new assgets.

If we fail to make the reguired changes then we should anticipate
the traumatic experiences which have occurred overseas when
encrmous asset replacement problems arrived without warning.
These reports ... provide a c¢lear indication of the enormous
increases which will occur in the amount of asset replacement
falling due {(and) ...give the warning in time for adequate
preparation. ( 53rd Report p 5)
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It seems reasonable to the (South Australian Public Accounts)
Committee that the Commonwealth be involved in, and asked to
contribute to, the replacement of assets which originated through
Commonwealth grants and where it is deemed necessary that the

asset be replaced. { 53rd Report p 45}
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APPENDIX 8
Premature ageing of the Infrastructure: Concrete Deterioration

Following widespread reports of “"concrete cancer" on many modern
buildings and other reinforced concrete structures, a study was
undertaken by the Building Research Centre at the University of
New South Wales. The study was the first industry funded project
to be undertaken by the Centre but the problem is not confined to
the private sector and these same faults have been appearing in

many public buildings.

The research invelved an examination of aspects of the
distribution and density of corrosion induced faults on buildings
and a series of site tests to determine whether quantity or
quality of the concrete cover was the major factor leading to the
problem.

The results of this research show guite clearly that most
durability failures are the result of inadeguate concrete cover
over the steel reinforcement. Reinforcement is protected from
corrosion by the concrete encasing it. This layer of concrete,
however, will only adeguately protect the reinforcement if the

gquality and quantity of concrete are sufficient.

Following these results a guantitative assessment was made on the
accuracy of reinforcement placement in 16 buildings under
construction. As a result of this studyv a booklet and two videos
are being produced for clients, designers and contractors. ..
drawing attention to detailing issues which affect durability.
This material is aimed at preventing recurrence of the problem at
the construction stage which is easily the cheapest long run

solution.

245




The study alse yielded cost estimates for repair of existing
faulty buildings. all repair and new construction costs were in
1986 values. Results of the research so far show that for typical
buildings showing signs of concrete deterioration the average
repalr cost is equal to some 7 per cent of the initial cost of
the building. For a typical 15~year-old 6-storey building with a
replacement value of around $1.1 million the average repair cost
is over $70,000 but exceeds $140,000 in 25 per cent of buildings

surveyed.

It is difficult to put a figure on the likely aggregate repair
costs from faulty buildings already in place but they seem
destined to rise in to the $160 miliion p.a. category over the
next decade. (Building Research and Development Advisory
Committee Building Research and Development in Australia 1983-86,

Department of Housing and Construction, Canberra, 1986, pl.)

SQURCE: #Marton Marosszeky et al, Site Investigation - Quality of

Reinforcement Placement on Buildings and Bridges, Building

Research Centre, The University of New South Wales, 1987.
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Appendix 9

Pricing and Efficiency: the Hunter District Water Board

In a paper prepared prior to the introduction of the user-pays
tariff the president of the Board (Dr John Paterson, an
economist) observed that "a large proportion of members of the
economics profession over the past 200 years... had thought
written and argued, about public utility pricing. They have,
collectively, had no effect on the running of the Australian
water industry." The first water supply autherity in Australia to
move to a "User~Pays" approach was the Perth Water Board. The
Perth Water Board was faced with a drought of near disastrous
proportions and (with necessity the mother of invention) "made

the move in the theoretically desirable direction in 1978".

The principles of "user-pays" pricing may be well known among the
economics profession but they are not well known outside. In
commen ugage “"user-pay" often has a political overtone. The
experience of the Hunter Digtrict Water Board illustrates this
point. "Public reaction to the (user-pays) tariff was enormous
and the initial reaction was predominantly unfavourable... The
public controversy did, however have one clearly beneficial
effect, It dramatised the new pricing system, and created a new
consciousness of the real cost of water."” (Hunter District Water
Board, Annual Report 1982-83, p 11,12;}.

The basic theoretical principles were established by Professor A.

C. Pigou over 50 years ago. There are two;

{i} Where a fixed capital ianvestment ig involved, charges to
users for debt service and amortisation should cover this cost
(the 'owning cost’) of capital and should be independent of use.

How those fixed costs should be distributed is a matter of
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relative indifference to the theory: they agree that it depends
on your social values, or in other words it is a matter for

pelitical choice, on which theory offers no real comment,

(ii}) Where operating costs are involved, charges related to
volume consumed should be equal to the long run marginal cost of
the system and should be equal (per unit volume) for
all consumers. Basically long run marginal cost is the cost of
connecting and servicing the next 10 percent of consumers as a
city grows. To simplify matters it can be safely assumed, at
leagt in the case of the Hunter District Water Board, that the
long run marginal cost is about equal to the present average
cost of services rendered. For the foregeeable future there are
no dramatic economies or diseconomies of scale in sight", (Hunter
Digstrict Water Board ,An BEguity Based Water and Sewer User-pays
Tariff, 1982 p 10).
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