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Committee functions

The Public Accounts and Estimates Committee is a joint parliamentary committee
constituted under the Parliamentary Committees Act 2003.

The Committee comprises nine members of Parliament drawn from both Houses of
Parliament.

The Committee carries out investigations and reports to Parliament on matters associated
with the financial management of the State. Its functions under the Act are to inquire into,
consider and report to the Parliament on:

any proposal, matter or thing concerned with public administration or public sector
finances

the annual estimates or receipts and payments and other budget papers and any
supplementary estimates of receipts or payments presented to the Assembly and the
Council

any proposal, matter or thing that is relevant to its functions and has been referred
to the Committee by resolution of the Council or the Assembly or by order of the
Governor in Council published in the Government Gazette.

The Committee also has a number of statutory responsibilities in relation to the Office of
the Auditor-General. The Committee is required to:

recommend the appointment of the Auditor-General and the independent
performance and financial auditors to review the Victorian Auditor-General’s Office

consider the budget estimates for the Victorian Auditor-General’s Office

review the Auditor-General’s draft annual plan and, if necessary, provide comments
on the plan to the Auditor-General prior to its finalisation and tabling in Parliament

have a consultative role in determining the objectives and scope of performance
audits by the Auditor-General and identifying any other particular issues that need to
be addressed

have a consultative role in determining performance audit priorities

exempt, if ever deemed necessary, the Auditor-General from legislative requirements
applicable to government agencies on staff employment conditions and financial
reporting practices.
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Acronyms and terms

(Asset) ‘Asset investment’ funded through another sector (most commonly
investment funded by the ‘general government sector’ and through the ‘public
through other non-financial corporations sector’) for an asset that becomes
sectors part of that other sector. May be reported as gross inflows, gross

outflows or net cash flows.

Agency Government entities which generally receive their funding through
‘departments’ and for which ‘departments’ are responsible for
reporting. Examples include Victoria Police, hospitals and TAFEs.
Agencies, like ‘departments’, are directly accountable through one
or more ministers to Parliament.

Appropriation The authority to withdraw funds from the Consolidated Fund.
This may be a once-off authority (as provided in the annual
Appropriation acts) or a standing authority (a special appropriation
provided by another act).

Asset initiative A new program or project (‘initiative’) that delivers assets. See
‘asset investment’.

Asset investment Expenditure on assets (generally infrastructure such as roads or
hospitals) as opposed to expenditure on the delivery of products
and services (‘outputs’).

Base funding The amount of funding received by a ‘department’ or ‘agency’ for
the goods and services that it delivers every year. This is distinct
from funding for time-limited ‘initiatives’.

Budget estimates Forecasts for future years made in the budget papers about
matters such as revenue, expenditure, assets, liabilities and goods
and services to be delivered.

Budget papers The set of documents released with the annual budget. These
normally include the Treasurer’s speech and volumes on: strategy
and outlook; service delivery; capital investment; and the estimated
financial statements. The set also includes the annual financial
report, published after the end of the budget period.

Contingencies/ Amounts included in a budget for expenses that have not been

contingency determined at the time of the budget. These provisions are for both

provisions predictable expenditure (such as dealing with population growth
and initiatives to be released in future budgets) and unpredictable
expenditure (such as unforeseen natural disasters).

Department Large government entities. At 30 June 2015 there are
seven departments in Victoria, plus Courts Victoria and the
Parliamentary Departments. Funding for most ‘agencies’ is
generally provided through departments and departments are
required to report on the financial and performance results of
the agencies for which they are responsible. Departments, like
‘agencies’, are directly accountable through one or more ministers
to Parliament.
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Acronyms and terms

Depreciation

The amount of money it would require to keep the State’s assets in
the same condition as they were in last year. This amount is listed as
an expense on the operating statement, and the cash equivalent to
that amount is usually used to partially fund ‘asset investment’.

Direct (asset)

‘Asset investment’ by the ‘general government sector’ managed

investment by an ‘entity’ within that sector for an asset that becomes part of
that sector.

DTF Department of Treasury and Finance

Entity Either a ‘department’ or an ‘agency’.

Expenditure
reduction
initiative

Changes in the provision of ‘outputs’ that result in reductions to
the cost of the ‘output’. This may be done by reducing the services
provided or providing the same services more efficiently. Savings
initiatives are only one factor affecting ‘output expenditure’.

Thus, they may not reduce a department’s total ‘output
expenditure’ compared to the previous year if other factors (such
as ‘output initiatives’) are greater in value. Savings initiatives are
usually perpetual.

Forward

estimates period

The period for which estimates are made in the budget papers. This
includes the budget year and the following three financial years.
The forward estimates period for the 2015-16 Budget is 2015-16 to
2018-19 inclusive.

Funds outside

Funds held by entities that are in separate bank accounts and not in

the Public a ‘Trust Fund’ or the Consolidated Fund.

Account

General Government ‘entities’ which provide services either with no charge
government to the user or with charges significantly below the cost of providing
sector the services. This includes all ‘departments’ and many ‘agencies’.

General-purpose

Grants from the Commonwealth Government to the State

(GST) grants Government sourced from GST revenue. There are no restrictions
imposed by the Commonwealth Government on how the funding
can be spent.

GFC Global Financial Crisis

Gonski The National Education Reform Agreement

agreement

Government A measure of ‘general government sector’ expenditure on

infrastructure infrastructure which includes ‘direct asset investment’, ‘asset

investment investment through other sectors’ and some payments for

‘public private partnerships’ less proceeds from asset sales. Some
Commonwealth-funded expenditure is excluded.

Gross State

The total value of goods and services produced by the state in

Product (GSP) a year. This includes the goods and services delivered by the
Government and the private sector.

GST Goods and Services Tax

HVHR High-Value, High-Risk

ICT Information and Communications Technology
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Acronyms and terms

Initiative A specific program or project detailed in the budget papers.
Budget papers can include ‘asset initiatives’, ‘output initiatives’,
‘revenue initiatives’, ‘revenue foregone initiatives’ and ‘expenditure
reduction initiatives’.

Investments See ‘investment through other sectors’.

in financial

assets for policy

purposes

Liabilities Amounts that an organisation is obliged to pay in future
years. Examples include borrowings and defined benefits
superannuation plans.

MICA Mobile Intensive Care Ambulance

MOG Machinery-of-government

NDIS National Disability Insurance Scheme

Net borrowings

New interest bearing liabilities raised from public borrowings during
the year (less interest bearing liabilities repaid). Not to be confused
with ‘Net lending/borrowing’.

Net debt

A calculation based on the difference between the value of selected
categories of financial assets and financial liabilities. Essentially, the
difference in value between what the Government owes and assets
that it could easily convert to cash. Not all financial assets and
liabilities are included.

Net lending /
borrowing

A measure of financial performance in a year, calculated by adding
economic flows (such as changes in the values of financial assets
and liabilities) and ‘asset investment’ (net of asset funding) to ‘net
result from transactions’.

Net operating
balance’

See ‘operating surplus’.

Net result

A measure of an entity’s financial performance in a year which is
calculated by taking the ‘net result from transactions’ and then
adding other economic flows, such as changes in the values of
financial assets and liabilities. The net result is different to the ‘net
result from transactions’ (see below). ‘Asset investment’ is not
included in either the net result or the ‘net result from transactions’.

Net result from
transactions

See ‘operating surplus’.

NHR National Health Reform Agreement

Non-financial The ‘general government sector’ and ‘public non-financial
public sector corporations sector’ consolidated together.

(NFPS)

Operating See ‘revenue’.

revenue

Xii
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Acronyms and terms

Operating
surplus/balance

A measure of a body’s financial performance in a year which is
calculated by subtracting an entity’s expenses in the year from
its income. Also known as the ‘net result from transactions’ or
‘net operating balance’. ‘Asset investment’ is not included in the
operating balance.

Outcome The impact of an ‘output’ on the community, such as healthier
people or a reduction in crime.

Output An aggregate of goods and services (such as health care or policing
services) delivered by a ‘department’ or its ‘agencies’. Outputs are
identified in the budget papers.

Output Expenditure on ‘outputs’ (that is, goods and services). This

expenditure

is distinct from ‘asset investment’, although it includes some
expenditure on ‘public private partnerships’.

Output initiative

A new program or project (‘initiative’) that delivers goods and
services (part of a department’s ‘outputs’). Output initiatives
are usually for a limited period of time, although they are
sometimes perpetual.

PAEC Public Accounts and Estimates Committee
PEBU Pre-Election Budget Update
PNFC Public non-financial corporation - see ‘public non-financial

corporations sector’.

Present value

The amount of money held today which is equivalent to a sum

of money received in the future or stream of cash flows into the
future given a specified rate of interest. For a loan, this is how much
money would need to be held today to make all of the payments

in the future, factoring in interest that would accrue to that money
over time.

PTV

Public Transport Victoria

Public Account

The Government’s principal bank account. The Public Account
includes the Consolidated Fund and the ‘Trust Fund’.

Public financial
corporations

Government ‘agencies’ which provide financial services,
such as the Treasury Corporation of Victoria or the Transport

(PFC)sector Accident Commission.

Public Government ‘agencies’ which provide goods or services with
non-financial charges that recover most of the cost of producing them, such as
corporations water authorities and trusts administering certain facilities. Does
(PNFC) sector not include ‘agencies’ providing financial services (see ‘public

financial corporations sector’).

Public private
partnership
(PPP)

An arrangement in which the private sector delivers an asset on
behalf of the Government. Ownership of the asset usually passes to
the Government after a defined period of time.

Public sector as a

whole

The ‘general government sector’, ‘public non-financial corporations
sector’ and ‘public financial corporations sector’ consolidated
together. Referred to in the budget papers and Annual Financial
Report as the ‘State of Victoria’.
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Acronyms and terms

Xiv

Purchases of

See ‘direct investment’.

non-financial

assets

Revenue Income received by the Government, mostly from State taxes and
grants from the Commonwealth Government.

Revenue Changes in policy which result in a decrease in ‘revenue’. Examples

foregone include reducing a tax rate or increasing the number of people

initiative exempted from a tax. Like ‘revenue initiatives’, revenue foregone
initiatives are usually perpetual.

Revenue Changes in policy which result in an increase in ‘revenue’. Examples

initiative include new taxes or increasing existing taxes. Revenue initiatives

are usually perpetual.

Savings initiative

Changes in the provision of ‘outputs’ that result in reductions to
the cost of the ‘output’. This may be done by reducing the services
provided or providing the same services more efficiently. Savings
initiatives are only one factor affecting ‘output expenditure’.

Thus, they may not reduce a department’s total ‘output
expenditure’ compared to the previous year if other factors (such
as ‘output initiatives’) are greater in value. Savings initiatives are
usually perpetual.

Specific-purpose
grants

Grants from the Commonwealth Government to the State
Government with restrictions on how the funding can be spent.

State of Victoria

See ‘public sector as a whole’.

TAC Transport Accident Commission

TAFE Technical and Further Education

TEI/Total An estimate of the total amount of expenditure required to deliver

estimated an ‘asset investment’ project.

investment

Trust fund Part of the ‘Public Account’. Trust accounts within the trust fund are
set up to receive and distribute funds for specific purposes.

VMIA Victorian Managed Insurance Authority
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Chair’s foreword

I am pleased to present the Report on the 2015-16 Budget Estimates as part of the
annual inquiry into the budget estimates by the Public Accounts and Estimates
Committee. This report examines the assumptions, plans and estimates set out by
the Government over the forward estimates period to 2018-19.

The report brings together the evidence presented to the Committee in relation
to the 2015-16 Budget, including public hearings with ministers, departmental
questionnaires and the budget papers.

The chapters included in this report examine the major aspects of the

2015-16 Budget, including the Government’s plans regarding revenue, output
expenditure, debt, liabilities and asset investment. The report also discusses
the funding of the Government’s election commitments, the changes to the
key components of the performance measurement system for 2015-16 and the
implementation of previous recommendations made by the former Committee.

One of the more important roles the Committee’s reports plays is to assist members
with their understanding of budgets and the processes by which they are created.
Budgets can be intimidating documents, and cover a wide range of subjects, both
financial and strategic.

In this report, the Committee has explained the information in five budget
papers, five information papers and two budget updates. It has also addressed the
Government’s strategy and the wider implications of the budget for Victoria, in
terms of revenue, expenses and how they relate to the State’s debt position. I hope
that the report will be some help to members in assisting their own constituents’
understanding of this complicated subject.

The Committee is grateful to the many people who have contributed their time
and effort to helping this inquiry. The Presiding Officers, Premier, Deputy Premier,
Treasurer, Attorney-General, ministers, departmental secretaries and many of
their staff have provided essential information in responding to questionnaires,
attending public hearings, and answering questions on notice.

I would like to express my gratitude to the Committee’s secretariat for their support
throughout the inquiry. Their professionalism and the high quality of their work are
greatly appreciated by myself and the Committee.

Finally, this is the first estimates report that has been produced by the Committee.

I thank my fellow Committee members for their great efforts, their supportive
approach, the inquisitiveness in their analysis and the spirit of co-operation in their
deliberations on this report.

Mr Danny Pearson MP
CHAIR
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Findings and recommendations

Introduction page

The budget papers estimate that there will be a $1.2 billion operating
surplus in 2015-16, rising to $1.8 billion in 2018-19. The 2015-16 Budget includes
$9.2 billion of new initiatives to deliver goods and services and $19.0-22.0 billion
of new asset investment projects. The budget papers predict that net debt will be
reduced in 2015-16 and then rise between 2016 and 2019. 2

Previous budgets have consistently overestimated or underestimated a
number of key items. These items include revenue, output expenses and the growth
of gross state product. The budget papers do not discuss these variations, leaving
readers of the budget papers unaware of the limitations in the Department of
Treasury and Finance’s estimating methodology. 5

RECOMMENDATION 1: Future budget papers include a discussion about the
tendencies to underestimate or overestimate certain items in past budget estimates,
including both financial statement items and key economic assumptions. This
discussion should include:

(a) identifying the items which past budget papers have consistently
underestimated or overestimated (considering the entire forward
estimates period)

(b) quantifying the variations between the actual results and the estimates for
these items (across all years of the relevant forward estimates periods). 5

RECOMMENDATION 2: When future budget papers discuss the estimated future

growth rates of items compared to past actual growth rates, the discussion clearly
indicate if underestimation or overestimation of the estimates is likely to be a factor
causing variances. This should apply to both financial statement items and key
economic assumptions. 5

RECOMMENDATION 3: The Department of Treasury and Finance consider including
‘fan charts’ in the budget papers, showing the likelihood of different outcomes for
key budget estimates based on past variances between forecasts and actual results. 5

The 2015-16 budget papers provide more information in some areas
than previous budgets. The disclosure in future budget papers could be enhanced by
providing further details about the Government’s financial management objectives,
sources of revenue, net debt targets and performance measurement. 6

The budget papers contain a large amount of information, spread across
five core volumes. In some cases, connections between different parts of the budget
papers could be improved to make the discussion of key topics more comprehensive. 7

RECOMMENDATION 4: The Department of Treasury and Finance review the

budget papers to identify areas where the discussion could be improved by making
cross-references to other parts of the budget papers. 7

Public Accounts and Estimates Committee



Findings and recommendations

A key function of the budget papers is to explain the basis for
the estimated financial statements. The budget papers already contain much
explanatory information, but the Committee has identified some areas where
additional explanations would be helpful. The Committee considers that explaining
variances between past actual growth rates and estimated future growth rates is
particularly important. 8

RECOMMENDATION 5: Future budget papers include explanations for significant
variances between past actual growth rates and estimated future growth rates for

any item over $100.0 million. A variance should be counted as significant when the
future growth rate (between the budget year and the end of the forward estimates
period) varies by greater than +1 percentage point from the growth rate across the

last five years for which actual amounts are known. 8

2 Key aspects of the 2015-16 Budget page

The budget papers estimate that an operating surplus of $1.2 billion will
be achieved in 2015-16. This is higher than the surplus of $883.0 million estimated
for 2014-15. The proposed lease of the Port of Melbourne’s operations is also
expected to facilitate a higher level of asset investment than the previous year and
the first decrease in net debt since 2005-06. 17

The Government has established four long-term financial management
objectives, which are supported by three medium-term measures. However, the
quantified targets for two of these measures are disclosed in a different budget paper
to the discussion of the financial management objectives and measures. In addition,
the medium-term measures do not reflect all of the long-term objectives. 22

RECOMMENDATION 6: In discussing the Government’s financial objectives and
measures in future Strategy and Outlook budget papers, the discussion clearly note

the existence of any relevant quantified targets in other parts of the budget papers,
including Note 1 to the financial statements. 22

RECOMMENDATION 7: The Government expand its financial management targets
to provide specific targets for all four of its long-term objectives. 22

Two of the key components of the performance measurement system
are departmental objectives, which identify the intended impact of departmental
activities on the community, and performance measures, which set the standards for
the delivery of goods and services. The number of objectives has decreased from 46
to 35 since the last budget, while departments have proposed reducing the number
of performance measures from 1,174 to 1,116. 24

The Government states that 96 per cent of the output funding and
65 per cent of the asset funding promised in its election commitments have been
included in the budget estimates. The budget estimates also include a number
of initiatives that were not included as election commitments in Labor’s Financial
Statement 2074. 25

The budget estimates predict an improvement in the sustainability of
the general government sector’s finances, with increasing operating surpluses and a
net lending position in the last two years of the forward estimates period. 29

Report on the 2015-16 Budget Estimates xvii



Findings and recommendations

Xviii

The budget estimates for the public sector as a whole suggest improved
financial performance across the forward estimates period. However, the public sector
is expected to remain in an operating deficit throughout the forward estimates period
and to be in a net borrowing position for all years except 2015-16. 30

The Government has indicated that it is not always practicable for
PNFC sector entities to recover all costs, including depreciation, through charges.
The Government has indicated that additional funding can be provided from the
general government sector. However, the levels of asset investment predicted for the
PNFC sector are lower than the value of depreciation in some years of the forward
estimates period. 31

Large amounts of money are expected to flow between the different
parts of the public sector. In 2015-16, both the PNFC and PFC sectors will receive more
from the general government sector than they give. However, the current budget
estimates predict that, in 2018-19, the PNFC sector will provide more money to the
general government sector than it receives. This is largely driven by an expected
drop in the value of services purchased by the general government sector from the
PNFC sector. 33

For the general government sector, the level of asset investment over
the forward estimates period is expected to be more than required to maintain the
infrastructure base. However, between 2016-17 and 2018-19, asset investment for
the PNFC sector is expected to be less than required to maintain the asset base (as
indicated by depreciation). 35

Net debt for the general government sector is expected to reduce
from $21.2 to $16.9 billion in 2015-16 following the proposed lease of the Port of
Melbourne’s operations. It is then expected to rise in each of the remaining years of
the forward estimates period, reaching $19.8 billion in 2019. However, as a proportion
of gross state product, net debt will reduce between 2015 and 2019, in line with the
Government’s financial management target. 37

For the PNFC sector, net debt is expected to increase in every year of
the forward estimates period, from $14.9 billion in 2015 to $16.4 billion in 2019. 37

The 2015-16 Budget releases new output initiatives with a total
estimated cost of $9.3 billion over five years. Over the forward estimates period,
71.8 per cent of the cost of these initiatives is expected to be funded through the
reprioritisation of existing resources, the use of contingency allowances put aside in
previous budget estimates and expenditure reduction initiatives. The remaining cost
will increase output expenses compared to previous estimates. 40

The 2015-16 Budget includes new asset initiatives with a total expected
cost of $19.0-22.0 billion. These, along with initiatives from previous budgets, will be
funded by a mixture of cash resources and borrowings. The mixture was indicated in a
chart in some previous budget papers, but this year is not indicated in this way. 41

RECOMMENDATION 8: The Department of Treasury and Finance include in future
budget papers a chart indicating the proportion of each year’s infrastructure
investment expected to be funded by cash and the proportion expected to be

funded by debt in recent years and across the forward estimates period. Py |
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The core budget papers in 2015-16 are mostly structured in the same
way as they were in 2014-15. Some additional details have been added which have
increased transparency. However, some changes have decreased transparency in
other areas. 44

3 Economic overview page

Government activity in Victoria, measured by the expenses of the total
public sector, is expected to account for 16.6 per cent of GSP in 2015-16 ($63.7 billion)
and 15.6 per cent in 2018-19 ($69.8 billion). Similarly, public sector revenue is
expected to change from 16.3 per cent of GSP ($62.7 billion) in 2015-16 to 15.5 per
cent in 2018-19 ($69.6 billion). The decrease in revenue and expenses as a proportion
of GSP reflects budget estimates that the Victorian economy will grow at a faster
pace than public sector revenue and expenses. 48

The Budget has been developed on estimates that gross state product
will grow by 2.5 per cent (in real terms) in 2015-16 compared to the previous year
and then by 2.75 per cent per year for the following three years. These are higher
rates than have been seen in recent years. The 2015-16 budget papers indicate that
economic growth over the next four years will be driven primarily by household
consumption and dwelling investment. 52

The budget papers each year do not provide quantified forecasts of the
components of gross state product, making it difficult to assess the estimates of gross
state product. 57

RECOMMENDATION 9: Future budget papers include a break-down of the forecasts

of gross state product used in developing the budget estimates. This break-down
should quantify the expected value of each of the main components of gross state
product across the forward estimates period, including household consumption,
dwelling investment, business investment and trade. 57

The Department of Treasury and Finance discloses six key economic
forecasts in the budget papers each year. However, there are additional significant
factors for which the Department does not disclose its forecasts. Without disclosure
of the forecasts used in producing the budget estimates, it is difficult to assess the
risks to the budget estimates that may come from variations to the forecasts. 58

RECOMMENDATION 10: Future budget papers publish the forecasts for the budget

year and forward estimates period for any variable included in the sensitivity

analysis for which a 1 percentage point variance would impact on the operating

surplus or net debt by more than $100.0 million over the forward estimates period.

For any variable where this is not appropriate, the budget papers should state

the reasons why the forecasts for this variable have not been published in the

budget papers. 58

Not all of the key economic assumptions on which the budget
estimates have been based are included in the sensitivity analysis in the budget paper
each year. 58
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RECOMMENDATION 11: The sensitivity analysis in future budget papers include all
variables listed in Note 1to the financial statements as key economic assumptions
(including population growth and the unemployment rate). For any variable where

this is not appropriate, the budget papers should state the reasons why this variable

has not been included in the sensitivity analysis. 59

The 2015-16 budget papers identify a number of risks to the economic
outlook. If they eventuate they would have a negative effect on the economy and
consequently on the budget estimates. Only two of these risks are quantified in the
sensitivity analysis in the budget papers. 61

RECOMMENDATION 12: Future budget papers quantify the impact of the main

risks to the Victorian economy identified in the discussion in Budget Paper No.2 by
including all of the identified risks in the sensitivity analysis. For any risk where this

is not appropriate, the budget papers should state the reasons why this risk has not
been included in the sensitivity analysis. 61

The Government anticipates a more positive outlook for the labour
market over the forward estimates period. It expects to positively influence the
labour market over the next four years through funding a number of initiatives in
the labour market, education and training areas. The Government has set a target of
creating 100,000 jobs and provides forecasts for the employment and unemployment
rates. However, it has not quantified the expected impact on other key measures
of employment. 65

RECOMMENDATION 13: The Department of Treasury and Finance release forecasts
and publish targets for the underemployment rate, underutilisation rate, the total
number of hours worked and the youth unemployment rate. 65

RECOMMENDATION 14: The Government release regular reports to assess the
progress and efficacy of the Government’s programs to stimulate employment. 65

Forecasts produced by the Department of Treasury and Finance have
shown mixed success between 2007-08 and 2013-14, with 47.6 per cent of recent
estimates for the budget-year within 0.5 percentage points of the actual result.

However, the growth in real gross state product has been consistently overestimated
and population growth has been consistently underestimated. 69

RECOMMENDATION 15: The Department of Treasury and Finance review its
methodology for forecasting growth in real gross state product (in the light of the
regular overestimation in previous budgets) and population growth (in the light of
regular underestimation). 69

Forecasts for most of the key economic variables for 2017-18 and
2018-19 are based on past average growth rates over different periods of time. These
periods range from nine years (in the case of population growth) to 37 years (in the
case of employment growth). The budget papers and the Department of Treasury
and Finance’s Method for Making Forecasts of Macro-Economic Indicators provide
very limited details about how forecasts of the last two years of the forward estimates
period are calculated. 70
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RECOMMENDATION 16: Future budget papers include additional details

about the methodology used in making economic forecasts across the forward
estimates period, including the period of time considered when calculating trends
where appropriate. 71

RECOMMENDATION 17: The Department of Treasury and Finance update the

Method for Making Forecasts of Macro-Economic Indicators to provide more detailed
descriptions of the methods used to produce forecasts for the last two years of the
forward estimates period. 71

4 Revenue page

Revenue is expected to rise to $55.5 billion in 2015-16. It is then forecast
to rise to $61.2 billion over the forward estimates period, an average growth rate
of 3.3 per cent per year. The growth rate for revenue anticipated over the forward
estimates period is significantly lower than historical rates. Though there is a strong
relationship between gross state product (GSP) and taxation revenue, the budget
estimates suggest that taxation revenue will grow more slowly than GSP over the
forward estimates period. 76

RECOMMENDATION 18: Future budget papers include an explanation of how

the estimates for GSP have influenced the estimates of different components

of revenue. In cases where GSP growth rates differ significantly from revenue

growth rates, these explanations should identify the factors which have caused the
difference in growth rates, and discuss how each factor has influenced the estimate. 76

RECOMMENDATION 19: The Auditor-General assess whether the factors used by

the Department of Treasury and Finance in constructing revenue estimates are
adequately described in the budget papers. This assessment should include the

way GSP estimates, and any other relevant factors, have been taken into account.

As part of this, the Auditor-General should examine why the taxation estimates in

the 2015-16 Budget increase at a slower rate than has occurred in recent years at the
same time that the GSP estimates increase at a faster rate. 77

The budget estimates predict that revenue will grow at a slower rate
over the forward estimate period than in recent years. This may be a result of a
forecasting methodology that includes conservative estimates and omits elements of
revenue where the amount to be received is uncertain. 79

Revenue is expected to be $9,172 per Victorian in 2015-16. By 2018-19,
revenue is expected to have decreased to $8,880 per Victorian (in 2015-16 terms), as
population and inflation are expected to grow at a faster rate than the
revenue estimates. 80

The value of revenue and revenue foregone initiatives released in the
2015-16 budget papers is significantly less than the value of initiatives released in the
last four budgets. 86

The Stamp Duty Exemption on Mobile Plant Registration initiative and
the Car Registration Discounts for Trade Apprentices initiative are both intended to
forego revenue to achieve policy objectives. However, the former has been listed in
the budget papers as a revenue initiative, while the latter has been included as an
output initiative. 87
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RECOMMENDATION 20: Future budget papers include information in the revenue
measures section on all initiatives whose main effect is to lower revenue. This can be
achieved either by:

(a) including all such initiatives in the revenue measures section of the budget
papers as revenue initiatives or

(b) including a cross-reference in the revenue measures section of the budget
papers to relevant initiatives in other sections of the budget papers. 87

Additional orientation information describing a number of revenue
items was included in previous budget papers but has not appeared in the 2015-16
budget papers. 90

RECOMMENDATION 21: The budget papers reinstate the practice of including
background information on the major components of revenue, including, where
relevant, the component’s purpose, how it is calculated and relevant concessions

and exemptions. This information may be included in the discussion of each revenue
item or in another section in the budget papers. 90

Sales of goods and services are expected to total $6.8 billion in 2015-16,
rising further to $7.0 billion in 2017-18 and 2018-19. This is a much slower growth rate
than occurred in recent years. 91

Surpluses accumulated over the forward estimates period by WorkSafe
are intended to be used to decrease premiums and to fund programs to benefit the
Victorian workforce. Surpluses from other enterprises are intended to be passed
to the Government as dividends. The Auditor-General has noted an increase in
borrowings by water authorities to finance the construction of infrastructure assets at
the same time that dividends have been taken by the general government sector. 96

RECOMMENDATION 22: The Government publish a detailed explanation of its
dividend policy, identifying the factors considered in determining when it is best to
leave profits with entities and when it is best to take them as dividends. 96

RECOMMENDATION 23: Future budget papers provide more detailed discussion

about the estimated dividend payments included in the forward estimates. This
discussion should explain why those amounts are considered appropriate and

indicate the expected impact of dividend payments on the financial sustainability

of paying entities. This should include a discussion of the effects on paying entities’
abilities to carry out their infrastructure investment plans while meeting required
dividend payments. 96

The Government anticipates that income tax equivalent revenue will be
$287.1 million in 2015-16 and increase to $463.8 million by 2018-19. It is expected to
increase by 67.5 per cent in the last year of the forward estimates period. This change
is not explained in the budget papers. 97

The Government expects that general-purpose (GST) grants from the
Commonwealth Government will rise to $12.8 billion in 2015-16, before rising further
to $15.8 billion by 2018-19. This is driven by expectations of increased GST pool size
and a more favourable GST relativity. 98
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Specific-purpose grants are expected to be $12.7 billion in 2015-16. The
budget estimates assume no growth over the forward estimates period, despite a
long-term trend of growth. The budget papers attribute this to the transfer of some
aged care expenditure to the Commonwealth, changes in agreements for indexing
grants and expiring fixed-term programs. The Department of Treasury and Finance’s
methodology for estimating specific-purpose grants may also have underestimated
the value of grants over the forward estimates period. 101

5 Parliamentary control over departmental revenue page

The budgetary appropriations system provides the Government with
a number of methods to access public money. Some of these methods require direct
Parliamentary authority, while others are determined by the Treasurer or Minister
for Finance. The proportion of total income for departments that is not determined
directly by the Parliament has increased from between 11 and 14 per cent to around
21 per cent due to changes in health funding from the Commonwealth Government.
The budget papers have not discussed this change. 106

RECOMMENDATION 24: Future budget papers note the proportion of revenue
that comes from annual and special appropriations compared to other sources and
explain any significant changes in this proportion from previous years. 106

Annual appropriations are well disclosed, both before and after the
financial year. The uses for which special appropriations are intended are not fully
disclosed in either the budget papers or departments’ annual reports. 107

RECOMMENDATION 25: Future budget papers specify how much of each special
appropriation is intended to fund:

(a) the provision of outputs

(b) additions to the net asset base

(c) payments made on behalf of the State. 108

RECOMMENDATION 26: The Department of Treasury and Finance require
departments, in annual reports, to disclose the amounts received in special
appropriations that are used in:

(a) the provision of outputs

(b) additions to the net asset base

(c) payments made on behalf of the State.

Any variances between the purpose set out in the budget papers and the actual use
should be identified and explained. 108

In contrast to annual appropriations and special appropriations, the
contributions of funds received and held outside the Public Account and the Trust
Fund to the operating statement are not disclosed in the budget papers. 108

RECOMMENDATION 27: Future budget papers specify the anticipated contributions

from funds received and held outside the Public Account and the Trust Fund to
departments’ operating statements. 108
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As in previous years, the budget papers do not disclose the amounts
expected to flow from individual trust accounts to departments or the intended
purpose of funding appropriated from trust accounts. Annual reports do not specify
the uses that funding from trust accounts were put to. 109

RECOMMENDATION 28: Future budget papers specify the amounts expected from
each trust account for each department. 109

RECOMMENDATION 29: Future budget papers specify the intended purpose
(provision of outputs, additions to the net asset base, or payments on behalf of the
State) of money received by departments from trust accounts. 109

RECOMMENDATION 30: The Department of Treasury and Finance require

departments, in their annual reports, to disclose their income from the Trust Fund,
broken down into the provision of outputs, additions to the net asset base and
payments made on behalf of the State. Any variances between the initial budget
estimates and the actual amounts should be identified and explained. 109

The contribution from funds received and held outside the Public
Account is not separately disclosed in either the budget papers or in departments’
annual reports. 10

RECOMMENDATION 31: Future budget papers separately detail the income

expected from funds held outside the Public Account for each department, broken
down into the provision of outputs, additions to the net asset base and payments

made on behalf of the State. 10

RECOMMENDATION 32: The Department of Treasury and Finance require

departments, in their annual reports, to disclose their income from funds held

outside the Public Account, broken down into the provision of outputs, additions

to the net asset base and payments made on behalf of the State. Any variances

between the initial budget estimates and the actual amounts should be identified

and explained. 10

When the cost of delivering an output in a year is lower than the price
agreed with the Government, the unspent portion of the agreed price may be spent
by the department in the future, with the permission of the Treasurer. Departments
have consistently accumulated these amounts over the last decade, with ‘applied
appropriations unspent’ totalling $5.1 billion at 30 June 2014. 13

RECOMMENDATION 33: In future budget papers, the Department of Treasury
and Finance:

(a) note the total value of accumulated applied appropriations unspent,
broken down into the major components (including payables, accruals
related to employee entitlements, prior years’ surpluses and depreciation
equivalent revenue)

(b) indicate the estimated change to these values over the forward
estimates period

(c) indicate the reasons for the anticipated changes for each component. 13
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6 Borrowings, debt and liabilities page

The Government has set a target of reducing net debt as a proportion
of gross state product for the general government sector. However, the Government
has not set a target for net debt in the public non-financial corporations sector,
although that sector’s net debt is also a significant amount. The Government’s plans
for net debt are therefore not comprehensively disclosed. nz

RECOMMENDATION 34: Future budget papers include a target for net debt in the
public non-financial corporations sector. 1n7

The Government expects that the proposed Port of Melbourne lease
will result in general government sector borrowings decreasing to $29.2 billion and
net debt decreasing to $16.9 billion by June 2016. After this, borrowings and net debt
are expected to rise, reaching $33.5 billion and $19.8 billion respectively by June 2019. 118

The budget papers anticipate that borrowings and net debt for the
public non-financial corporations sector will continue to increase over the forward
estimates period. Net debt for the PNFC sector is estimated to increase from
$14.9 billion to $16.4 billion between 2015 and 2019. 120

Melbourne Water Corporation and the three urban water authorities are
expected to make up around 85 per cent of the net debt in the public non-financial
corporations sector in June 2015. These entities are all expected to increase debt
levels over the forward estimates period. 120

The Government plans to decrease its unfunded superannuation
liability to zero by 2035. The liability is expected to decrease gradually but
consistently over the forward estimates period as plan assets increase. However, the
budget papers do not include interim goals towards the Government’s 2035 target.
Without such goals, it is not possible to determine whether the unfunded liability is
on track to be zero by 2035. 123

RECOMMENDATION 35: The budget papers reinstate the practice of including a
diagram showing the expected level of unfunded superannuation liability in each

year between the budget year and 2035, similar to the disclosure in earlier budget
papers. Commentary should also be provided on the achievement of interim goals. 123

In comparison to the 2014 Pre-Election Budget Update, the
2015-16 budget papers estimate that less cash will be available over the forward
estimates period from operating surpluses to fund asset investment. However,
the 2015-16 Budget estimates that this will be partly offset by cash inflows from
investment through other sectors. The Budget also estimates that less borrowing will
be required for infrastructure investment and public private partnerships. As a result,
the 2015-16 Budget estimates that net debt will decrease by $148.4 million more
between 2014 and 2018 than was estimated in the 2014 Pre-Election Budget Update. 126

The ‘reconciliation of estimates’ table in the budget papers provides
useful information on what has driven changes between current and previous
estimates of operating surpluses. There is no equivalent reconciliation of estimates
table for net debt estimates. 126
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RECOMMENDATION 36: Future budget papers include an additional table
reconciling the information given in the ‘application of cash resources’ table
between current and previous estimates, similar to ‘reconciliation of estimates’ table
produced for operating surpluses. This table would include changes to estimates for:

(a) net cash flows from operating activities
(b) direct investment (purchases of non-financial assets)

(c) investment through other sectors (net cash flows from investments in financial
assets for policy purposes)

(d) proceeds from asset sales
(e) finance lease liabilities
(f) changesin net debt. 127

RECOMMENDATION 37: Accompanying the table reconciling estimates of net debt,
the Department of Treasury and Finance provide discussion of the factors that have
driven the changes between budgets. 127

Output expenses page

The Government has stated an intention to improve public services and
to increase output expenses at a faster rate than the previous government planned.
However, this growth will need to be limited to achieve the Government’s other
goals of maintaining the State’s triple-A credit rating and growing infrastructure
while maintaining debt levels. In the 2015-16 Budget, the higher estimated growth
rate for operating expenses is anticipated to be largely offset by cash inflows
from the proposed lease of the Port of Melbourne and from the public financial
corporations sector. 131

The budget papers estimate that output expenses will grow at an
average of 3.0 per cent per year over the forward estimates period. This is a much
lower rate than the actual growth in recent years, which has averaged 6.2 per cent.
However, previous budgets have consistently underestimated the growth in output
expenses by significant amounts, suggesting that the forward estimates in this
budget may be understated. 132

The budget estimates suggest that output expenses will decline over
the forward estimates period when adjusted for population growth and inflation.
However, this may be a result of the forward estimates being underestimated. 133

The majority of output expenses relate to health and education,
followed by the categories ‘transport and communications’ and ‘public order and
safety’. The forward estimates suggest that future spending will be relatively similar.
However, the budget estimates do indicate a decrease in the proportion of expenses
for housing and community amenities. 136

The estimated growth in output expenses is largely driven by expected
increases in employee expenses and grants to the private and not-for-profit sectors.
Purchases of services are expected to decrease as a result of the transfer of some
responsibilities to the Commonwealth Government as part of the National Disability
Insurance Scheme. 137
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The estimates for output expenses between 2015-16 and 2017-18
have been revised upwards by approximately $2 billion per year since the
2014 Pre-Election Budget Update. This has been driven by new output initiatives,
changes to specific-purpose grants and administrative variations. 140

The format of the ‘reconciliation of estimates’ table has been modified
in the 2015-16 budget papers. Generally, this has made the information easier
to understand. However, this table no longer separately discloses the impact of
variations in specific-purpose grants on revenue and expenses. 140

RECOMMENDATION 38: ‘Reconciliation of estimates’ tables in future budget

papers separately disclose the impact on revenue and expenses of variations in
specific-purpose grants. Differences between the impact on revenue and the impact

on expenses should be discussed when the differences exceed $100 million. 140

Machinery-of-government changes affected six departments
during 2014-15. Departments indicated that the expected costs of these changes
in 2014-15 ranged from zero to $2.0 million. 142

RECOMMENDATION 39: The Department of Treasury and Finance update the Model
Report to require all departments to report any costs and benefits in a year as a

result of machinery-of-government changes in their annual reports. The updated

report should include guidance so that the data in annual reports are provided on a
consistent basis across departments. 142

Some departments indicated that the machinery-of-government
changes may result in reduced expenses in future years through efficiencies. 143

The budget papers refer to ‘base funding’ for ongoing programs.
However, the concept of base funding was not clear to departments when
questioned, suggesting that there may be a difference between the way that the
funding process is described and actual practice. 145

RECOMMENDATION 40: Future budget papers clarify what is meant by ‘base
funding’ and explain the relationship between base funding, initiative funding and
output prices. 145

RECOMMENDATION 41: The Department of Treasury and Finance clarify the Budget
and Financial Management Guidances to include a definition of ‘base output price’
and how the escalation of this relates to the budget estimates. 145

RECOMMENDATION 42: The Auditor-General conduct an audit of whether the

way that output prices are calculated is clearly and accurately articulated by the
Department of Treasury and Finance in its Budget and Financial Management
Guidances and other documentation. 145

The 2015-16 Budget provides funding for $9.3 billion of new output
initiatives. The largest new initiatives relate to health and education. Other large
initiatives also relate to social and community services and boosting jobs and
the economy. 149
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The budget papers estimate that new expenditure reduction initiatives
will reduce expenses by $334.5 million over four years. Departments have generally
indicated that they expect this to be achieved without any impacts on service
delivery. However, there is no reporting structure in place to assess whether or not
these expectations will turn out to be accurate. 151

RECOMMENDATION 43: The Department of Treasury and Finance update the Model
Report to require all departments to list expenditure reduction targets set for the
relevant year and how these targets were met. This should include details of any
impacts on service delivery, including quantification of the impacts where possible. 151

The budget papers indicate that $1.5 billion of the cost of new
initiatives will be met by reprioritising funding previously provided to departments.
The budget papers do not include details of which programs have been affected by
the reprioritisation. 152

RECOMMENDATION 44: Future budget papers include details of the programs from
which funding has been reprioritised, including:

(a) the name of the program, initiative or project from which funding has been
reprioritised

(b) the amount reprioritised from each year of the forward estimates period

(c) the budget in which the initiative was released (where relevant). 152

RECOMMENDATION 45: The Department of Treasury and Finance update the
Model Report to require departments to report on the actual amounts of money
reprioritised during the year, including:

(a) the name of the program, initiative or project from which funding has
been reprioritised

(b) the amount reprioritised in the year
(c) the budget in which the initiative was released (where relevant). 153

The Government has used $4.8 billion of the contingency allowance
put aside in previous budget estimates to offset the cost of its new output initiatives.
The Government has also put additional money into contingencies. As a result, the
contingencies in this budget’s forward estimates period are larger than in other
recent budgets, providing scope for funding a larger value of new initiatives in future
budgets without impacting on the estimates for total output expenses. 154

Departments identified 91 initiatives that lapsed in 2014-15, representing
over $281.3 million of expenditure in 2014-15. Other initiatives apparently due to
lapse in 2014-15 may not have done so because the funding was ongoing or because
subsequent initiatives provided further funding. However, this is not always clearly
stated in the budget papers, making it difficult to know what has happened with
an initiative. 155

RECOMMENDATION 46: Future budget papers clearly state in the description of a
new initiative if the initiative:

(a) provides ongoing funding
(b) provides additional funding for a previously released initiative. 155
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Key risks to the expenses estimates identified by the Government
include salary increases and demand for services being higher than expected.
Departments indicated that measures were in place to mitigate these and other
key risks. 157

8 Asset investment page

The Government’s long-term financial management objectives contain
references to infrastructure delivery. However, the 2015-16 Budget does not set a
quantified target for asset investment over the medium term. 161

RECOMMENDATION 47: Future budget papers include a quantified target for
infrastructure investment over the medium term. 161

The High-Value and High-Risk Framework indicates that asset projects
which are judged to be of high value and high risk should be subject to greater levels
of oversight. Previous budget papers listed the projects that had been classified as
high-value and high-risk. However, no equivalent list was included in the 2015-16
budget papers. 163

RECOMMENDATION 48: Future budget papers re-introduce the practice of listing
all asset projects classified as high-value and high-risk. 163

The Government expects to obtain additional resources in the future
as part of the Asset Recycling Initiative. From 2015-16, these additional resources
are expected to be obtained through the proposed lease of operations of the
Port of Melbourne. 164

The budget papers estimate that government infrastructure investment
will peak in 2016-17 at $6.5 billion and then be less in the last two years of the forward
estimates period. Government infrastructure investment is expected to average
$5.3 billion per year between 2015-16 and 2018-19, which is slightly higher than the
annual average of $5.1 billion from 2007-08 to 2014-15. 165

Asset investment has been overestimated in four of the six budgets
between 2008-09 and 2013-14. The average variation between budget year estimates
and actual expenditure has been an overestimation of $499.9 million. 165

The Government expects direct investment by departments and general
government sector agencies to peak at $6.2 billion in 2016-17, before declining
to $5.2 billion in 2018-19. As in previous years, the budget papers do not provide
commentary explaining the year-to-year variations. 167

RECOMMENDATION 49: Future budget papers explain variations between
individual years of the forward estimates period for direct investment (‘purchases of
non-financial assets’) by the general government sector. 167

Investment through other sectors (‘net cash flows from investments
in financial assets for policy purposes’) is expected to decrease over the next four
years in comparison to the investment made from 2007-08 to 2014-15. In two years of
the forward estimates period, cash inflows are expected to exceed cash flowing out.
In 2015-16, this is due to the proposed lease of the Port of Melbourne’s operations.
The budget papers do not explain the expected cash inflow of $1.1 billion in 2017-18. 170
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RECOMMENDATION 50: Future budget papers provide a detailed explanation for
variances to any item of the budget estimates where the variance from one year to
the next or from previous estimates is:

(@) close to or over $1.0 billion or
(b) more than 50 per cent for any item with a value over $200.0 million. 170

In contrast to earlier budget papers, this year’s budget papers do
not provide details of the projects being funded through this method. The budget
papers do not distinguish between cash outflows and inflows for this line item,
making it difficult to understand what the Government is providing to other sectors in
some years. 170

RECOMMENDATION 51: Future budget papers re-instate the practice of disclosing

the major projects funded by the general government sector through ‘net cash flows
from investments in financial assets for policy purposes’, as was undertaken in

past budgets. 170

RECOMMENDATION 52: Future budget papers disaggregate ‘net cash flows from
investments in financial assets for policy purposes’ to specify cash outflows and
cash inflows, as was undertaken in the 2073-14 Financial Report. 170

Estimates of expenditure by the private sector on the construction
of public private partnership projects in 2016-17 and 2017-18 have been
revised downwards since the last budget. This is primarily a result of the
Government’s decision to discontinue projects such as the East West Link and
Cranbourne-Pakenham Rail Corridor. Explanations for changes in PPP infrastructure
investment estimates are not provided in the budget papers each year, making
it difficult for the Parliament and the community to understand changes to the
estimates from one budget to the next. 173

RECOMMENDATION 53: Future budget papers include a reconciliation of ‘public
private partnerships infrastructure investment and other’ estimates between the
current and previous budgets, including explanations for any variances. 173

Payments to service PPP projects are an important constraint that must
be factored into the budget estimates. Government payments for PPP projects are
expected to total approximately $1.5 billion per year across the forward estimates
period, except for 2016-17. These amounts are not disclosed in the budget papers
each year. 175

RECOMMENDATION 54: Future budget papers disclose details of the expected
Government payments on public partnerships projects over the forward estimates
period and beyond, as reported by the Victorian Auditor-General’s Office. 175

Net direct investment for the public non-financial corporations sector
is expected to be $2.5 billion in 2014-15, with lower amounts across the forward
estimates period. As with the general government sector, the budget papers each
year do not provide explanations for variations in this line item across the forward
estimates period for the public non-financial corporations sector. 176
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RECOMMENDATION 55: Future budget papers explain variations between
individual years of the forward estimates period for direct investment (‘purchases of
non-financial assets’) by the public non-financial corporations sector. 176

Government infrastructure investment adjusted for inflation and
population growth is expected to decrease from $858 per Victorian in 2015-16 to
$742 in 2018-19, though with a spike at $1,031in 2016-17. 177

Government infrastructure investment figures have been revised
downwards since the 2014-15 Budget for most years of the forward estimates period.
According to the Department of Treasury and Finance, this is primarily driven by
changes to major projects such as the cancellation of the East West Link and the
Cranbourne-Pakenham Rail Corridor projects, and adjustments made to the proposed
lease of the Port of Melbourne’s operations. 178

The value of new asset initiatives released in each budget has been
significantly higher in the last three budgets than in earlier budgets. This has
been primarily a result of several particularly large projects. However, the largest
projects released in the 2013-14 and 2014-15 budgets were discontinued with the
2015-16 Budget. 180

Four new asset initiatives released in the 2015-16 Budget do not include
full details of their total estimated investment or their expected expenditure in some
years of the forward estimates period. In one case, no explanation is provided. 181

RECOMMENDATION 56: Future budget papers include explanations for all asset
investment projects for which any details of the anticipated expenditure (including
the total estimated investment) are marked ‘thc’. 181

RECOMMENDATION 57: At the earliest opportunity, future budget papers provide
details of the anticipated expenditure over the forward estimates period for any

asset initiative from a previous budget where the anticipated expenditure in some
future years was listed as ‘thc’. 181

Three transport-related projects make up the bulk of the new asset
initiatives released in the 2015-16 Budget: the Melbourne Metro Rail Project, the Level
Crossing Removal Program and High-Capacity Metro Trains. These three projects have
a total estimated investment of between $15.3 and $18.3 billion. Each project replaces
a similar project of the previous government. 185

The 2015-16 Budget estimates include increased cash resources
available to fund its asset investment without borrowings over the next four years.
The increase is primarily a result of larger operating surpluses over the forward
estimates period and cash inflows from investment through other sectors (as a result
of the proposed lease of operations of the Port of Melbourne and expected receipts
from the public financial corporations sector). 187

Six asset projects were discontinued prior to the 2015-16 Budget. In
some cases, alternative projects have been funded in the 2015-16 Budget. 189
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The Government’s election commitments page

Of the 100 output commitments in Labor’s Financial Statement 2014,
at least 85 received funding in the 2014-15 Budget Update or the 2015-16 Budget.
Of these, 79 commitments (totalling $3.0 billion over five years) were fully funded
and one commitment (for $25.4 million over five years) has been partly funded.
Five commitments (for $174.3 million) have been funded, but the extent of the
funding is not clear. Additional initiatives state that they provide funding for election
commitments but it is not clear which, if any, of the commitments in Labor’s Financial
Statement 2014 these relate to. The budget papers do not provide a clear connection
between commitments made in Labor’s Financial Statement 2014 and the initiatives
released in the budget papers in some cases. 196

RECOMMENDATION 58: Future budget papers include a report forming part of the
election commitments section of budget papers that shows:

(a) which election commitments (including output, asset and expenditure
reduction commitments) have been funded to date

(b) which budget initiatives each election commitment has been funded through
(c) how much funding has been provided for each election commitment to date

(d) for commitments that have been partly or not yet funded, whether the
Government intends to further fund the commitments and when further
funding will be provided. 197

Labor’s Financial Statement 2014 indicates that $1.9 billion of funding
will come from expenditure reduction initiatives, the reprioritisation of existing
resources and the use of existing funds. The budget papers state that $1.5 billion has
been provided from these sources in existing forward estimates. However, the budget
papers do not provide further details. 199

Of the 61 asset commitments in Labor’s Financial Statement 2014,
36 (with a TEIl of $3.6-4.0 billion) have been fully funded and 16 (with a TEI of
$2.4-2.6 billion) have been partly funded. The remaining nine commitments (with a
TEI of $175.4 million) have not yet received funding. 202

The funded commitments from Labor’s Financial Statement 2014 have
not resulted in an increase in anticipated investment expenditure compared to the
estimates in the 2014 Pre-Election Budget Update. Net expenditure on assets was
expected to be $10.8 billion between 2015-16 and 2017-18 in the 2014 Pre-Election
Budget Update, while the 2015-16 Budget expects net expenditure to be $7.5 billion
over the same period, a reduction of $3.3 billion. 203

The Government’s election commitments included guarantees for a
minimum of $2.0 billion funding over eight years for roads in rural and outer suburban
areas. This includes $1.0 billion to be spent over the forward estimates period. The
budget papers do not indicate progress towards compliance with the guarantees. 204

RECOMMENDATION 59: Future budget papers include a list of the initiatives that
contribute to the guaranteed minimum funding levels for:

(a) roads in Melbourne’s outer suburban and interface communities
(b) roads and level crossings in rural and regional communities. 204
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All departments have indicated that they are currently developing
corporate plans. The Department of Treasury and Finance’s guidance on long-term
planning is currently under review and the development of long-term plans has
therefore been paused. 210

There are 35 departmental objectives in the 2015-16 budget papers.
This is a decrease of 11 objectives compared to the 2014-15 budget papers and 17
fewer than the 2011-12 budget papers (when objectives were first introduced). Only
the Department of Environment, Land, Water and Planning noted the changes and
provided explanations in the budget papers. 212

RECOMMENDATION 60: Future budget papers include explanations for all
modifications to departmental objectives, following the model of the Department of
Environment, Land, Water and Planning in the 2015-16 budget papers. 212

There are 35 departmental objectives in the 2015-16 budget papers.
This is a decrease of 11 objectives compared to the 2014-15 budget papers and 17
fewer than the 2011-12 budget papers (when objectives were first introduced). Only
the Department of Environment, Land, Water and Planning noted the changes and
provided explanations in the budget papers. 214

RECOMMENDATION 61: Future budget papers include explanations for all
modifications to departmental objective indicators. 214

The total number of outputs decreased by 17.9 per cent between
2009-10 and 2015-16, while the total cost of delivering outputs increased by
26.3 per cent. The Government has stated its intention to review outputs and
performance measures. 216

Most outputs in the 2015-16 budget papers had at least one quality
measure. However, there were eight outputs with no quality measures. These outputs
have a total funding of $531.8 million. 218

RECOMMENDATION 62: The Department of Treasury and Finance ensure that all
outputs from all departments in future budget papers include quality measures. 219

Quantity measures represent 45.2 per cent of the performance
measures in 2015-16. However, there are five outputs without any quantity measures
in the 2015-16 Budget. This includes four outputs from the Department of Treasury
and Finance. 220

RECOMMENDATION 63: The Department of Treasury and Finance ensure that all
outputs from all departments in future budget papers include quantity measures.

These quantity measures should relate to the same goods and services that are
reported on by the other measures in the output. 221

RECOMMENDATION 64: As part of the review of the performance measurement
framework indicated by the Minister for Finance, the Department of Treasury and
Finance establish guidelines to ensure that each output has an appropriate mix of
quality, quantity, timeliness and cost performance measures. 221
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For many new initiatives, departments were able to detail the
performance measures which will reflect the impact of the initiative in future years.
For 41 new initiatives worth at least $20 million (both output and asset initiatives),
departments were unable to identify any associated performance measures other
than output costs in the 2015-16 budget papers. 224

RECOMMENDATION 65: The Department of Treasury and Finance ensure that all
initiatives (worth above $20 million) in future budget papers have at least one
associated performance measure other than output cost. 224

The Government proposed discontinuing 258 non-cost performance
measures with the 2015-16 Budget. The Committee has reviewed these performance
measures and considers that 45 of these measures should be retained. 228

RECOMMENDATION 66: The Government not discontinue the measures listed in
Table 10.4 of this report. 228

The Government’s responses to the former
committee’s Report on the 2014-15 Budget
Estimates page

Of the six recommendations from the Report on the 2014-15 Budget
Estimates that were supported or supported in principle, the Committee considers
that three have been fully implemented, one has been partially implemented and one
has not been implemented. It is too soon to tell whether or not one recommendation
has been implemented. The one that has not been implemented related to the
definitions included in Budget Paper No.4. 231

RECOMMENDATION 67: The Department of Treasury and Finance review previous
recommendations made by the Public Accounts and Estimates Committee about the
glossary in Budget Paper No.4 (State Capital Program) and improve the definitions.

This should include not providing different definitions for terms that are

used interchangeably. 231

The current guidelines for responses to parliamentary inquiries
date from 2002. The previous government intended to review the guidelines but
this review appears not to have been completed. The former Public Accounts and
Estimates Committee made a number of recommendations regarding matters that
could be considered as part of the review. 232

RECOMMENDATION 68: The Government complete the review and update of the
Guidelines for Submissions and Responses to Inquiries. As part of this review, the
Government consider the recommendations of the previous Public Accounts and
Estimates Committee outlined in Appendix A11.1 of this report. 232
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1.1 Background

The Government introduced the 2015-16 appropriation bills into Parliament on
5 May 2015, seeking authority to release money for the 2015-16 financial year. The
bills were passed by the Legislative Council on 25 June 2015.

Along with the appropriation bills, the Government tabled five budget papers,

an overview document and four budget information papers. These documents
detail the estimated finances for the next four years, along with the Government’s
intentions, strategies, economic assumptions and forecasts. The Department

of Treasury and Finance also made available a series of online data sets with
additional information.’

The Parliamentary Committees Act 2003 requires the Public Accounts and
Estimates Committee to inquire into the annual estimates in the budget papers
each year.? This inquiry aims to:

- assist members of Parliament in their deliberation on the appropriation bills

- make recommendations which promote clear and full disclosure of the
information contained in the budget papers

« provide members of Parliament with an improved understanding of the
budget

- provide feedback on the performance measures that the Government has
proposed discontinuing for 2015-16

« encourage economical, efficient and effective government administration.
In May, the Committee tabled an alert report that notified members of Parliament

about the public hearings undertaken as part of this inquiry. This was intended to
assist members in their deliberation on the appropriation bills.

This report presents the findings and recommendations of the Committee
resulting from the Committee’s examination of the 2015-16 budget papers.

1.2 Key findings and recommendations

This section identifies some of the key themes of the report, including several
issues which appear in multiple chapters. These issues are discussed further in
the relevant chapters.

1 Department of Treasury and Finance, Financial Data Sets 2015-16 (2015). Available at <www.dtfvic.gov.au/
Victorias-Economy/Economic-indicators-and-statistics/Financial-data-sets>, viewed 14 August 2015.

2 Parliamentary Committees Act 2003 (Vic), s.14.
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1.2.1

In some cases, recommendations have been included in this section. These
recommendations are more general in nature and affect multiple areas of the
budget papers. In other cases, more specific recommendations addressing the
issues noted in this chapter appear in later chapters.

Links to the other chapters are provided in this section to help readers find more
details on any particular issue.

The Budget at a glance

The budget papers estimate that the Government3 will receive $55.5 billion in
revenue in 2015-16 and will spend $54.3 billion delivering goods and services. This
will leave it with a $1.2 billion operating surplus in 2015-16.*

Between 2015-16 and 2018-19, the Government expects both revenue and expenses
to grow. The budget papers estimate that revenue will grow faster than expenses,
increasing the operating surplus to $1.8 billion in 2018-19.5

The 2015-16 Budget announces 256 new initiatives to deliver goods and services,
which are expected to cost $9.2 billion over five years.®

The budget papers predict that asset investment will average $5.3 billion per year
over the next four years.” The budget announces new asset projects expected

to cost between $19.0 and $22.0 billion to construct or acquire.® These include
the Melbourne Metro Rail Project, the Level Crossing Removal Program and the
High-Capacity Metro Trains initiative.®

According to the budget estimates, net debt will reduce from $21.2 to $16.9 billion
during 2015-16, driven by the proposed lease of the Port of Melbourne’s
operations. The budget papers estimate that debt will increase in the following
years, reaching $19.8 billion in June 2019.°

All of these matters are discussed in more detail through this report.

FINDING 1: The budget papers estimate that there will be a $1.2 billion operating
surplus in 2015-16, rising to $1.8 billion in 2018-19. The 2015-16 Budget includes $9.2 billion
of new initiatives to deliver goods and services and $19.0-22.0 billion of new asset
investment projects. The budget papers predict that net debt will be reduced in 2015-16
and then rise between 2016 and 2019.

3 As represented by the general government sector - that is, departments and those agencies which do not fully
recover costs (see further discussion in Section 2.2).

Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.49.

ibid.

ibid., p.57; Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), Chapter 1.
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.47.

ibid., p.60.

Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), pp.36, 41-2.

10 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.61-2.
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1.2.2 Limitations to the budget estimates

One key theme noted through the report is that, for a number of key budget items
and economic variables, there have historically been regular variations between
what is estimated in the budget papers and what actually occurs. These include:

« growth in the gross state product (adjusted for inflation), which has been
consistently overestimated in past budgets (Section 3.5.2)

« population growth, which has been consistently underestimated
(Section 3.5.2)

» the growth rate of revenue, which has been consistently underestimated
(Section 4.3.2)

« the growth rate of output expenses (that is, the delivery of goods and
services), which has been consistently underestimated (Section 7.3.1)

- the amount of asset investment in the budget year, which has been generally
overestimated in previous budgets (Section 8.3).

In the case of revenue, evidence from departments indicated that the
methodology used to make estimates may be partly responsible for the consistent
underestimation. This methodology includes making conservative estimates

and assuming zero for items where the amount to be received is uncertain (see
Section 4.3.2).

Many factors are difficult to predict when preparing budget estimates. Practices
such as conservative estimation may be prudent from a budget management
perspective. The Committee does not have a view on whether or not the
methodology adopted by the Department of Treasury and Finance is appropriate.
The Committee notes that the Auditor-General reviews the budget estimates each
year, including the methodology used to create them."

However, the Committee considers that the inherent limitations of the budget
estimates process should be more clearly disclosed. The budget papers each

year do not include any discussion of the fact that key figures like revenue and
expenses are consistently underestimated or that asset investment is generally
overestimated. As a result, readers of the budget papers may misunderstand the
nature of budget estimates, believing them to be accurate predictions of what will
occur over the forward estimates period.

The Committee considers that known biases should be clearly stated and
explained. In particular, where estimated future growth rates are compared
to past actual growth rates, the budget papers should clearly indicate if

the estimated growth rates for the item are generally underestimated or
overestimated.

n Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.4-5.
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Figure 1.1

As part of clarifying the limitations to the estimates, the Department of Treasury
and Finance should consider the use of ‘fan charts’. In the United Kingdom,
these have been used by institutions such as the Bank of England and the

Office for Budget Responsibility to illustrate the level of uncertainty associated
with forecasts."

Fan charts are based on variations between past forecasts and actual figures. The
variations are used to create ‘probability bands’, which show the likelihood of
different degrees of variation.

The Office for Budget Responsibility indicates that:™

The uncertainty about the outcome of a variable — for example GDP growth or public
sector net borrowing — can be represented by a probability distribution, which
attaches weights to the likelihood of a range of different outcomes. Fan charts bring
together a series of these distributions, each relating to a particular period of time.

The final fan charts do not represent our assessment of specific risks to the central
forecast. Neither can they fully capture the extreme range of potential outcomes.
We would usually expect forecast errors to fall within a reasonable band around
our central forecasts, and the fan charts capture this general degree of uncertainty
reasonably well.

Figure 1.1 shows an example of a fan chart for growth estimates of gross
domestic product.

Fan chart example (growth of gross domestic product)

6,

4

Percentage change on a year earlier

-6 -
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

e March 2012 EFO central forecast

Source: Reproduced from Office for Budget Responsibility, Briefing Paper No.4: How We Present Uncertainty (2012), p.10.

12 House of Commons, Economic Indicators, February 2015, Research Paper 15/06 (2015), pp.iv-v.
13 Office for Budget Responsibility, Briefing Paper No.4: How We Present Uncertainty (2012), p.3.
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The Office for Budget Responsibility explains that ‘the chart suggests, purely
based on the evidence of past forecast errors, that there is only a 20 per cent
probability of growth being between 14 and 1 per cent in 2012 or between 15 and
215 per cent in 2013

Introducing fan charts into the Victorian budget papers would be one way for
the Department of Treasury and Finance to more clearly indicate the level of
certainty around key estimates in the budget papers.

FINDING 2: Previous budgets have consistently overestimated or underestimated a
number of key items. These items include revenue, output expenses and the growth of
gross state product. The budget papers do not discuss these variations, leaving readers
of the budget papers unaware of the limitations in the Department of Treasury and
Finance’s estimating methodology.

RECOMMENDATION 1: Future budget papers include a discussion about the
tendencies to underestimate or overestimate certain items in past budget estimates,
including both financial statement items and key economic assumptions. This discussion
should include:

(@) identifying the items which past budget papers have consistently underestimated or
overestimated (considering the entire forward estimates period)

(b) quantifying the variations between the actual results and the estimates for these
items (across all years of the relevant forward estimates periods).

RECOMMENDATION 2: When future budget papers discuss the estimated future
growth rates of items compared to past actual growth rates, the discussion clearly
indicate if underestimation or overestimation of the estimates is likely to be a factor
causing variances. This should apply to both financial statement items and key
economic assumptions.

RECOMMENDATION 3: The Department of Treasury and Finance consider including
‘fan charts’ in the budget papers, showing the likelihood of different outcomes for key
budget estimates based on past variances between forecasts and actual results.

1.2.3 Reporting comprehensively

The budget papers are an opportunity for the Government to set out its plans

for the upcoming year, including its goals and how it intends to achieve them.
This disclosure is important for the Parliament in considering the appropriation
bills. It also informs the community about how the Government intends to spend
public money.

At the end of the financial year, the information set out in the budget papers is
essential for assessing the Government’s performance, as the actual results can be
compared to the goals set in the budget papers.

14 ibid., p.10.
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1.2.4

To fulfil these purposes, it is important for the information in the budget
papers to fully and clearly describe what the Government intends to do. The
Committee notes a number of areas where additional information is supplied in
this year’s budget papers compared to the previous year (see Section 2.6). This
report also identifies a number of areas where the budget papers could be more
comprehensive, including;:

- ofthe four long-term financial management objectives, one is supported by
medium-term targets while the others are not (Sections 2.3.2 and 8.2.1)

« varying levels of detail are provided about the different sources of
government revenue, including differing details about the amounts
expected, the intended purposes, the actual amounts received and the actual
ways that the funding is used (Section 5.4)

- while the Government has provided a target for net debt in the general
government sector, it has not provided an equivalent target for the public
non-financial corporations sector, though that sector also has a significant
level of debt (Section 6.3.1)

- in some instances, the specifications of the goods and services to be
delivered do not include quantity or quality measures, making it difficult to
fully assess performance (Section 10.3.4)

- for 41 major initiatives, no performance measures have been included in the
budget papers to assess the success of the initiatives (Section 10.4).

Improving reporting in these areas would enhance the transparency of the
Government’s plans and facilitate accountability at the end of the year.

FINDING 3: The 2015-16 budget papers provide more information in some areas than
previous budgets. The disclosure in future budget papers could be enhanced by providing
further details about the Government’s financial management objectives, sources of
revenue, net debt targets and performance measurement.

Connecting different parts of the budget papers

In total, the core budget papers contain over 900 pages of information spread
across five volumes. A number of topics appear in more than one section, as
different aspects of the topics are discussed, the topics are analysed in different
ways or the topics are considered in a different context.

In many cases, there are clear links between these sections. However, there are
some areas where connections could be improved. Similarly, there are cases
where related topics are discussed in different places and it would be useful for
the budget papers to make connections between the topics. Improving these
sorts of connections is important for comprehensively discussing topics and
helping readers to fully understand the information in the budget papers. The
Committee recommends:

» linking the description of the medium-term financial management measures
to the quantified targets for these measures (Section 2.3.2)
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« disclosing the forecasts used in preparing the budget papers for all the items
which the sensitivity analysis identifies as significant (Section 3.3.1)

« including all the key economic variables noted in the budget papers in the
sensitivity analysis (Sections 3.3.1 and 3.3.2)

« discussing the relationship between the estimates of gross state product and
the estimates of revenue (Section 4.3.1)

- inthe discussion of revenue initiatives, noting any initiatives in other
sections whose main effect is to lower revenue (Section 4.4.3).

The report also identifies ways that the linkage between the election
commitments published in Labor’s Financial Statement 2014 and the initiatives
in the budget papers could be made clearer (Section 9.2.7).

FINDING 4: The budget papers contain a large amount of information, spread across
five core volumes. In some cases, connections between different parts of the budget
papers could be improved to make the discussion of key topics more comprehensive.

RECOMMENDATION 4: The Department of Treasury and Finance review the
budget papers to identify areas where the discussion could be improved by making
cross-references to other parts of the budget papers.

1.2.5 Further explanation for changes

In addition to providing estimated financial statements, a key function of the
budget papers is to explain how the estimates have been made and what they
mean for Victorians. One of the Committee’s main roles in examining the budget
estimates is to identify areas where more explanation is needed. This report
recommends that future budget papers include explanations for:

- variations between past actual growth rates and estimated future growth
rates (Sections 4.3.1 and 7.3.1)

- significant variations between different years of the forward estimates period
(Sections 4.5.3, 8.3.1 and 8.3.2)

« changes to the level of appropriations coming from annual and special
appropriations compared to previous budgets (Section 5.3)

» variations to the estimates for net debt and asset investment between
budgets (Sections 6.4.1 and 8.4)

« why some expenditure estimates cannot be provided for particular asset
initiatives (Section 8.5.2)

« changes to departmental objectives and departmental objective indicators
since the last budget (Sections 10.3.1 and 10.3.2).

The Committee considers that variations between past actual growth rates and
estimated future growth rates are particularly important as these can reveal
changes in policy, changes in the environment or limitations to the estimates
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1.3

1.3.1

(see Section 1.2.2). The Committee considers that, wherever the estimated growth
rate for an item varies from the past actual growth rate by more than 1 percentage
point, this should be explained.

The Committee also notes that the budget estimates include over $1.1 billion of
cash being transferred between sectors in 2017-18. This had not been expected in
earlier budget papers. No explanation for this transfer is included in the budget
papers (see Section 8.3.1 of this report). The Committee considers that, as a rule,
changes of this magnitude should be explained.

FINDING 5: A key function of the budget papers is to explain the basis for the
estimated financial statements. The budget papers already contain much explanatory
information, but the Committee has identified some areas where additional explanations
would be helpful. The Committee considers that explaining variances between past actual
growth rates and estimated future growth rates is particularly important.

RECOMMENDATION 5: Future budget papers include explanations for significant
variances between past actual growth rates and estimated future growth rates for any
item over $100.0 million. A variance should be counted as significant when the future
growth rate (between the budget year and the end of the forward estimates period)
varies by greater than #1 percentage point from the growth rate across the last five years
for which actual amounts are known.

The inquiry process

Questionnaires
The Committee sent two questionnaires to departments as part of this inquiry.

A general questionnaire (that is, a questionnaire containing a standard set of
questions) was sent to all departments in May 2015. The questions related to:

- departmental strategic priorities

« the bases on which the budget was prepared

« spending plans

« expenditure reduction initiatives

« output and asset initiative funding

« public private partnership expenditure

- revenue, including Commonwealth Government grants
« performance measures

- staffing matters.

Departmental responses to this questionnaire were due on 12 June 2015.

Public Accounts and Estimates Committee
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A second questionnaire was sent to selected departments in July 2015. This
included questions specific to each department arising from the budget papers.
Departmental responses to this specific questionnaire were due on 7 August 2015.

The responses to both questionnaires can be found on the Committee’s website
(www.parliament.vic.gov.au/paec).

1.3.2 Public hearings

The Committee held public hearings from 8-22 May 2015 with all ministers and
the Parliament’s Presiding Officers. In total, the hearings lasted for 55 hours.
The aim of the hearings was to provide an opportunity for ministers to present
overviews of their portfolios and for the Committee to ask questions on the
estimates for each portfolio.

As part of the inquiry process, the Committee tabled an alert report in
May 2015 to assist members of Parliament to find information gathered during
these hearings.”®

Transcripts of the public hearings, slide shows of ministers’ presentations and
documents tabled in the hearings can be found on the Committee’s website
(www.parliament.vic.gov.au/paec).

1.3.3 Questions on notice
Ministers took questions on notice at the hearings for 24 portfolios (see
Appendix A1.3). Ministers’ responses can be found on the Committee’s website.

1.3.4 Timeliness of responses

Departments’ and ministers’ responses to the Committee’s questionnaires and
questions on notice are important sources of information for the Committee’s
analysis. It is therefore important that the responses are received early enough for
the Committee to consider the content for the preparation of this report.

Appendix Al.1lists the dates on which responses to the general questionnaire
were received.

Appendix Al.2 lists the dates on which responses to the specific questionnaire
were received.

Appendix Al.3 lists the dates on which responses to the questions on notice
were received.

15 Public Accounts and Estimates Committee, 20715-16 Budget Estimates Hearings Alert Report (2015).
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1.6
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Machinery-of-government changes

A significant number of machinery-of-government changes took place after the
election in November 2014. Changes were also made to ministerial portfolios and
departmental structures.

Changes to portfolios

A number of ministerial portfolios were modified for 2015-16. The modifications
included renaming, amending, adding, amalgamating, splitting and
discontinuing portfolios. The resulting impact was a reduction from 49 portfolios
at the time of the 2014-15 Budget to 40 with the 2015-16 Budget.

Appendix Al.4 compares the portfolios at the time of the 2014-15 and
2015-16 budgets.

Changes to departments

Figure 1.2 below compares the activities delivered by each department in the
2015-16 Budget and the 2014-15 Budget, based on the movement of performance
measures for each department.

Other changes that are not reflected in the performance measures include the
movement of CenlITex from the former Department of State Development,
Business and Innovation to the Department of Treasury and Finance,’ and the
creation of Emergency Management Victoria in 2014, with some responsibilities
transferred to it from Victoria Police.”
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Public Accounts and Estimates Committee



Figure 1.2

OLD DEPARTMENT

NEW DEPARTMENT(S)
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Movement of responsibilities, 2014-15 Budget compared to 2015-16 Budget
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. Key aspects of the
2015-16 Budget

2.1 Introduction

This chapter provides an overview of the 2015-16 Budget. It examines the
following questions:

« What are the key components of the Budget for 2015-16? (Section 2.2)

« What is the economic and political context for this year’s budget?
(Section 2.3)

« What are the budget estimates for the next four years? What do the key
financial indicators show? (Section 2.4)

- What is the expected cost of new initiatives announced in this year’s budget
and how have they been funded? (Section 2.5)

- How are the budget papers structured? What has changed since last year?
(Section 2.6)

Most of the topics in this chapter are discussed in more detail in the later chapters
of this report.

2.2 Key components of the 2015-16 Budget

The public sector as a whole is divided into three parts:'®

- the general government sector, which includes all departments and those
government agencies that provide services with no charges or charges
significantly below costs

- the public non-financial corporations sector, which consists of
government-owned agencies that recover most of their costs through
charges (such as water authorities)

- the public financial corporations sector, which includes
government-owned agencies that provide insurance or financial services.
2.2.1 General government sector

The general government sector is the largest sector and the main focus of the
budget papers.

18 Department of Treasury and Finance, 2013-14 Financial Report (2014), pp.210, 214, 245.
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Figure 2.1 below illustrates the key components of the Budget for the general
government sector in 2015-16 and how money flows from one component to
another. Table 2.1 provides further details of the amounts and compares them to
the previous year.

As the figure and table show, the REVENUE for the general government sector is
expected to total $55.5 billion in 2015-16, with 45.8 per cent of it coming from
Commonwealth Government grants. The remainder comes from the State’s own
sources, such as payroll tax, land transfer duty and charges for services.

Most of this revenue is spent delivering goods and services, referred to in this
report as OUTPUT EXPENSES.” These are expected to total $54.3 billion in 2015-16.

The OPERATING SURPLUS? is the amount of revenue left after output expenses have
been deducted. The operating surplus is expected to be $1.2 billion in 2015-16,
higher than the $883.0 million estimated for 2014-15.2'

The operating surplus is one source of cash which can be used for asset
investment or for the repayment of borrowings. A number of other sources also
provide cash for these purposes.

Some amounts are included in output expenses for accounting reasons but do
not involve any transfer of cash (referred to as ‘DEPRECIATION AND SIMILAR’ in this
report??). As there is no transfer of cash, these amounts are still available from
the total revenue to be spent by the Government. The budget estimates include
$2.5 billion of depreciation and similar within the output expenses for 2015-16.

Proceeds from ASSET SALES? also provide cash, with $322.0 million expected
in 2015-16.

In addition, the Government expects to receive $6.5 billion from its INVESTMENT
THROUGH OTHER SECTORS?* in 2015-16, primarily from the proposed lease of the Port of
Melbourne’s operations.?

The Government expects these four sources of cash (the operating surplus,
depreciation and similar, asset sales and investment through other sectors)
to provide a total of $10.6 billion in 2015-16. This is considerably more than
the $4.0 billion estimated for 2014-15, with the increase largely reflecting the
proposed lease of the Port of Melbourne.

19 Referred to as ‘expenses’, ‘operating expenses’ or ‘expenses from transactions’ in the budget papers.

20 Referred to as ‘operating surplus’, ‘net result from transactions’ or ‘net result from transactions - net operating
balance’ in the budget papers.

21 Actual figures for 2014-15 are not available at this time.

22 Referred to as ‘non-cash revenue and expenses (net)’ in the budget papers.

23 Referred to as ‘proceeds from asset sales’ or ‘sales of non-financial assets’ in the budget papers.

24 Referred to as ‘net cash flows from investments in financial assets for policy purposes’ in the budget papers.

25 This is a net figure for investment through other sectors. Cash outflows from the general government sector
to other sectors for investment through other sectors have been subtracted from the cash inflows. In contrast
to 2015-16, more cash usually flows outwards from the general government sector than inwards, making this a
source of expenditure rather than cash in most years.

Public Accounts and Estimates Committee
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Some of this will be used to fund asset investment. The ‘GOVERNMENT INFRASTRUCTURE
INVESTMENT’ indicator measures the total expenditure by the general government
sector on asset investment,?® along with expenditure by the private sector on
behalf of the government through the construction of public private partnership
projects. The budget papers estimate that government infrastructure investment
will be $5.2 billion in 2015-16.

Some of the cash that remains after asset investment has been funded will be
used to reduce the debt of the general government sector. The DECREASE IN NET DEBT
is expected to be $4.3 billion in 2015-16. This is the first time that net debt for the
general government sector has decreased since 2005-06.%

Key components of the 2015-16 Budget for the general government sector,
comparison to 2014-15

2014-15 2015-16 Variance Variance
revised Budget
estimate

($ million) ($ million) ($ million) (per cent)

REVENUE

State-sourced 29,081.2 30,100.6 1,019.4 35
Commonwealth Government grants 24,461.2 25,428.1 966.9 4.0
Total revenue 53,542.4 55,528.7 1,986.3 3.7
EXPENSES

Output expenses 52,659.4 54,309.8 1,650.4 31

CASH RESOURCES

Operating surplus 883.0 1,218.9 335.9 38.0
Depreciation and similar 3,469.1 2,536.0 -933.1 -26.9
Asset sales 360.0 322.0 -38.0 -10.6
Investment through other sectors (net) -719.5@ 6,510.8 7,230.4 -1,004.9
Total cash resources 3,992.6 10,587.7 6,595.2 165.2

ANNUAL ASSET INVESTMENT

Government infrastructure investment 4,164.5 5,190.9 1,026.4 24.6

REPAYMENT OF BORROWINGS

Decrease in net debt -65.4® 4,342.2 4,407.6 -6,739.4

@) Negative amount indicates that more cash flowed from the general government sector to other sectors (to fund asset
investment) than was received from those sectors.

(b) Negative amount indicates that net debt increased.

Source: Public Accounts and Estimates Committee, based on Department of Treasury and Finance, Budget Paper No.5: 2015-16
Statement of Finances (2015), pp.7, 9, 10, 171, 225, 228, 247; Department of Treasury and Finance, Budget Paper No.2:
2015-16 Strategy and Outlook (2015), pp.44, 59; Department of Treasury and Finance, Net Infrastructure Investment
(2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Other-financial-aggregates>,
viewed 30 September 2015.

26 Including direct investment and investment through other sectors, less proceeds from asset sales and cash
inflows from investment through other sectors (except for the Port of Melbourne).

27 Department of Treasury and Finance, Consolidated Balance Sheet - General Government Sector (2015). Available
at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>, viewed
21 May 2015.
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As noted in Section 1.2.1 of this report, however, past budgets have consistently
underestimated revenue and output expenses and generally overestimated
infrastructure investment in the budget year. Past results suggest that there are
likely to be significant variations between these estimates and the actual results.

FINDING 6: The budget papers estimate that an operating surplus of $1.2 billion will
be achieved in 2015-16. This is higher than the surplus of $883.0 million estimated for
2014-15. The proposed lease of the Port of Melbourne’s operations is also expected to
facilitate a higher level of asset investment than the previous year and the first decrease
in net debt since 2005-06.

2.2.2 Public non-financial corporations sector

As can be seen in Table 2.2, the public non-financial corporations (PNFC) sector is
estimated to have revenue of $9.6 billion in 2015-16 and expenses of $10.1 billion.
This leaves the sector with an operating deficit of $523.4 million. This is part

of alonger trend of this sector running a deficit, which is discussed further in
Section 2.4.1 of this chapter.

Table 2.2 Key components of the 2015-16 Budget for the public non-financial corporations
sector, comparison to 2014-15

2014-15 2015-16 Variance Variance

revised Budget

estimate

($ million) ($ million) ($ million) (per cent)
Revenue 9,309.0 9,581.5 272.5 29
Output expenses 9,691.7 10,104.9 413.2 4.3
Operating surplus/deficit -382.7 -523.4 -140.7 36.8
Net debt 14,908.2 15,559.6 651.4 4.4

Source: Public Accounts and Estimates Committee, based on Department of Treasury and Finance, Budget Paper No.5: 2015-16
Statement of Finances (2015), pp.49-51.

The PNFC sector also undertakes a significant asset investment program each
year. The figures for this are not separately disclosed in the 2015-16 financial
statements ‘due to commercial sensitivities’?® (which the Committee understands
to be a reference to the proposed lease of the Port of Melbourne). Budget

Paper No.4 identifies $3.4 billion of expenditure on asset investment in 2015-16,
compared to $4.2 billion budgeted in 2014-15.2°

Although the proposed lease will provide a significant cash inflow to the PNFC
sector, this will be passed to the general government sector. Consequently, the
sector’s net debt is expected to increase in 2015-16 by 4.4 per cent to $15.6 billion
(see Table 2.2).

28 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.53.

29 Department of Treasury and Finance, Budget Paper No.4: 2015-16 State Capital Program (2015), p.16; Department
of Treasury and Finance, Budget Paper No.4: 2014-15 State Capital Program (2014), p.19. These figures are
calculated on a different basis to the figures in the financial statements.
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Public financial corporations sector

Table 2.3 presents the major estimates for the public financial corporations
(PFC) sector. The PFC sector undertakes little asset investment and most of the
debt it carries is on behalf of the other sectors, so those indicators have not been
included.

Key components of the 2015-16 Budget for the public financial corporations sector,
comparison to 2014-15

2014-15 2015-16 Variance Variance

revised Budget

estimate

($ million) ($ million) ($ million) (per cent)
Revenue 7,054.6 7,580.7 526.1 7.5
Output expenses 8,026.2 8,476.4 450.2 5.6
Operating surplus/deficit -971.6 -895.7 759 -7.8
Net result -882.6 586.9 1,469.5 -166.5

Source: Public Accounts and Estimates Committee, based on Department of Treasury and Finance, Budget Paper No.5: 2015-16
Statement of Finances (2015), p.65.

The PEFC sector is expected to have an operating deficit in both 2014-15 and
2015-16. However, the sector relies to a considerable degree on income from
investments, which are not included in revenue or the operating surplus/deficit.
These are factored into the net result, which is also included in Table 2.3. The PFC
sector is expected to move from a negative to a positive net result between 2014-15
and 2015-16.

Budget setting and strategic directions

In his budget speech, the Treasurer indicated that the 2015-16 Budget was
about ‘jobs, schools, hospitals and transport’.3° The Treasurer explained the
Government’s financial strategy to the Committee:3

Firstly, we have rebalanced the state’s expenditure to ensure that all Victorians
continue to ensure high-quality services, around health and education in particular.
That is critical to addressing that shortfall in funding for services that we inherited.
The pre-election budget update forecast that we would see expenses grow by just
2.5 per cent. We did not see that as sustainable and we moved necessarily to make
appropriate adjustments. The budget begins to correct for that shortfall. We are
moving up our operating expenses to 3 per cent.

30 Department of Treasury and Finance, Budget Paper No.I: 2015-16 Treasurer’s Speech (2015), p.1.
31 Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.16.
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The second part of the strategy is that we have continued to invest in historically high
levels of infrastructure right across the state. The major projects agenda will sensibly
invest in projects — the right projects at the right time, we like to say — and it will
ensure that we improve those linkages between Victorians. Our general infrastructure
spend is expected to average about $5.3 billion over the budget forward estimates
period, and that is well above the 10-year average of 4.9 billion. The budget, as you
know, announced $22 billion in terms of expenditure.

The third proposition is that we deliver surpluses of at least $1 billion every year of
the budget and forward estimates. Strong surpluses provide the cash required to
invest in our services and pay down our debt.

Fourthly, we have funded 96 per cent of our 2014 output election commitments, and,
fifthly, we are delivering low and declining net debt, consistent with maintaining our
AAA credit rating. Solid financial fundamentals in the budget will place our budget
estimates in a strong position for 19-20 and for 20-21 and going forward.

In summary, our finances are basically in a sound position. We are increasing
investment in core services. We are investing in infrastructure at historically high
levels. We are maintaining operating surpluses at about a billion dollars across the
budget and forward estimates - over a billion dollars — and we are projecting net debt
to decrease to 4.4 per cent by June 2019, the lowest for some time.

2.3.1 Economic context

The Government has indicated that it expects the Victorian economy to improve
over the forward estimates period:3?

» Positive signs for Victoria’s economy have recently emerged as the national
economy transitions to more balanced growth, assisted by low interest rates and
a depreciated Australian dollar. Victoria’s traditional growth drivers of household
consumption and dwelling construction are strengthening, although labour
income growth remains weak.

« Other structural shifts are presenting challenges for some industries as well
as growth opportunities in new and emerging sectors. Victoria’s industry
structure is diverse and able to adapt to these changes. Structural adjustment is a
long-standing characteristic of the Victorian economy.

In line with these expectations, the Budget has been based on assumptions that
the economy? will grow at a faster rate than it has in recent years and that the
unemployment rate will go down.3

Further discussion of the economic context of this year’s budget and the accuracy
of assumptions used in the budget papers can be found in Chapter 3 of this report.

32 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.17.

33 As measured by gross state product (that is, the total value of goods and services produced by Victoria in a
year) in real terms (that is, adjusted for inflation).

34 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.19-20.
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Financial management objectives and targets

The Strategy and Outlook budget paper includes two sets of financial

management goals:3®

- long-term priorities

« medium-term measures.

The previous government similarly had long-term objectives and a medium-term
strategy.3 There are several elements in common but also a number of
differences. The budget papers explain that, “The Government has reviewed the
fiscal strategy to more closely align with its priorities to provide services and
infrastructure for all Victorians in a fiscally responsible manner’.%’

Table 2.4 compares the long-term priorities and objectives in the 2015-16 Budget
with the objectives of the previous government.

Long-term financial management priorities and objectives, 2014-15 Budget and

2015-16 Budget

2014-15 Budget

2015-16 Budget

Managing responsibly

Victoria’s state finances will be managed responsibly to
enhance the wellbeing of Victorians.

Sound financial management

Victoria’s finances will be managed in a
responsible manner to provide capacity to fund
services and infrastructure at levels consistent
with maintaining a triple-A credit rating.

Improving services

Victoria’s public services will improve over time through
enhanced efficiency and through a growing capacity of
the Victorian economy to fund those services.

Improving services

Public services will improve over time.

Building infrastructure

Public infrastructure will grow steadily over time
to meet the needs of a growing population.

Maximising community benefit

Public sector resources will be allocated to those
activities which generate maximum community benefit.

Efficient use of public resources

Public sector resources will be invested in
services and infrastructure to maximise the
economic, social and environmental benefits.

Looking after the future

The endowment of public sector wealth bequeathed by
the current generation of Victorians to the next will be
no less than the current generation inherited from the
previous generation.

Managing the unexpected

The State’s financial position will be robust enough to
absorb and recover from unanticipated events, and to
absorb the volatility inherent in revenues and expenses.

Sources: Department of Treasury and Finance, Budget Paper No.2: 2014-15 Strategy and Outlook (2014), p.8; Department of
Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.

35 ibid., p.14.

36 Department of Treasury and Finance, Budget Paper No.2: 2014-15 Strategy and Outlook (2014), pp.8-9.
37 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.13.
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In both the 2014-15 and 2015-16 budgets, these high-level objectives were
supported by shorter-term measures and targets (see Table 2.5).

Table 2.5

Financial measures and targets, 2014-15 Budget and 2015-16 Budget

2014-15 Budget

2015-16 Budget

Net debt

General government net debt reduced as a
percentage of GSP over the decade to 2022.

Net debt

General government net debt as a percentage of
GSP to be maintained at a sustainable level over the
medium-term.

Superannuation liabilities

Fully fund the unfunded superannuation liability
by 2035.

Superannuation liabilities

Fully fund the unfunded superannuation liability
by 2035.

Operating surplus

A net operating surplus of at least $100 million
and consistent with the infrastructure and debt
parameters.

Operating surplus

A net operating surplus consistent with maintaining
general government net debt at a sustainable level
over the medium term.

Infrastructure investment

Infrastructure investment of 1.3 per cent of GSP
(calculated as a rolling five-year average).

Sources: Department of Treasury and Finance, Budget Paper No.2: 2014-15 Strategy and Outlook (2014), p.9; Department of
Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.

With the exception of the infrastructure measure, the measures are broadly
similar between the two budgets. However, the Committee notes that the net debt
and operating surplus targets are described in less precise terms than previously.
Phrases such as ‘a sustainable level’ and ‘the medium term’ are open to multiple

interpretations.

The targets are further specified in the Statement of Finances budget paper,

which indicates that:38

« the target for net debt is ‘net debt as a percentage of GSP reducing from
the commencement of the budget year to the end of the forward estimates

period’

- the target for operating surpluses is ‘net operating surpluses in each year
over the budget and forward estimates period’.

These targets are clear and measurable. However, they are included in a different
budget paper to the financial objectives and measures. There is no mention in the
discussion of the financial measures that further details about the targets can be
found elsewhere. Moreover, their location is in a note to the financial statements
that few people would look at. As a result, the Committee considers that most
readers of the budget papers would not be aware of these quantified targets.
Disclosure of these targets could be improved in future budget papers.

38 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.20.
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Regarding the superannuation liabilities measure, the Committee notes that

the target is to fully fund the unfunded portion of this liability by 2035. With

no intermediate targets, it will be difficult in the medium term to understand
whether or not the Government is on track to achieve its goal. Further discussion
of this can be found in Section 6.3.2 of this report.

The discontinuation of the infrastructure target is discussed in Section 8.2.1.

The Committee also notes that the medium-term targets primarily relate

to the ‘sound financial management’ long-term priority and not the other
three long-term priorities. Greater clarity about the Government’s intentions
would come from introducing targets relating to the other priorities. This
would also provide for greater accountability, as it would facilitate assessing
the Government’s performance compared to its objectives at the end of each
financial year.

FINDING 7: The Government has established four long-term financial management
objectives, which are supported by three medium-term measures. However, the
quantified targets for two of these measures are disclosed in a different budget paper
to the discussion of the financial management objectives and measures. In addition, the
medium-term measures do not reflect all of the long-term objectives.

RECOMMENDATION 6: In discussing the Government’s financial objectives and
measures in future Strategy and Outlook budget papers, the discussion clearly note the
existence of any relevant quantified targets in other parts of the budget papers, including
Note 1to the financial statements.

RECOMMENDATION 7: The Government expand its financial management targets to
provide specific targets for all four of its long-term objectives.

Service delivery objectives and targets

Each year, Budget Paper No.3 provides details of the outcomes that the
Government intends to achieve with its expenditure and how it intends to achieve
them. This includes:

- departmental objectives identifying the impacts that the Government
expects to have on the community

- performance measures establishing the quantity, quality, timeliness and
cost of the goods and services that the Government expects departments to
deliver to achieve the objectives.

These departmental objectives and performance measures are key means for
the Government to communicate its intentions in a budget. They are also a key
element of accountability, as departments are required to report each year on
their actual performance compared to the targets and to explain significant
variations.

Public Accounts and Estimates Committee
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Each year, changes are made to the objectives, indicators, performance measures
and targets. These may reflect changes to government programs and priorities,
administrative variations and refinements of the system.

The 2015-16 budget includes a reduction in the number of departmental
objectives from 46 to 35. Only 17 objectives remained unchanged between
2014-15 and 2015-16, with the rest modified, rearranged or discontinued. One new
measure was introduced. The overall reduction continues a general tendency to
reduce the number of objectives since they were introduced in the 2011-12 budget
papers. Those budget papers included 52 departmental objectives. The budget
papers do not explain the reasons for the changes in most cases.3®

The changes to objectives are discussed in more detail in Section 10.3.1 of this
report.

In relation to performance measures, this budget proposes discontinuing 285
of the 1,174 from 2014-15 (24.3 per cent). This is a larger discontinuation than
previous budgets (over the previous four budgets, the number ranged from 92
to 225).4°

A total of 227 new measures were created with the budget, leading to an overall
proposed reduction of 58 measures (4.9 per cent).* This continues a trend of
reducing the number of performance measures each year, which has been
occurring for several years (see Figure 2.2).

Figure 2.2 Number of performance measures applicable to each year, 2009-10 to 2015-16

number

2009-10 2010-11 201112 2012-13  2013-14  2014-15 2015-16
Notes: Includes measures added in budget updates. Does not include measures recommended by the Committee for
continuation in Chapter 10 of this report.

Source: Committee calculations based on Budget Paper No.3 each year and the relevant budget updates.

While welcoming a number of improvements that have been made to the
performance measures with the 2015-16 Budget, the Committee has concerns
about the discontinuation of some measures. These concerns and other issues
related to performance measurement are discussed in Chapter 10 of this report.

39 Committee calculations based on Budget Paper No.3 for relevant years.
40 Committee calculations based on Budget Paper No.3 and Budget Updates for relevant years.
1 ibid.
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The Committee notes that the Minister for Finance has indicated that the
Government intends to review the performance measurement system.*? This is
discussed further in Sections 10.3.3 and 10.34.

FINDING 8: Two of the key components of the performance measurement system are
departmental objectives, which identify the intended impact of departmental activities
on the community, and performance measures, which set the standards for the delivery
of goods and services. The number of objectives has decreased from 46 to 35 since the
last budget, while departments have proposed reducing the number of performance
measures from 1,174 to 1,116.

Election commitments

As the 2015-16 Budget is the first budget released since the change of government
in 2014, election commitments are a major theme. The budget papers include a
report on the Government’s progress at implementing its election commitments.
It compares the funding provided in the 2014-15 Budget Update and the 2015-16
Budget to the commitments set out in Labor’s Financial Statement 2014, which
was published shortly before the 2014 State election (see Table 2.6).

Funding of Labor’s Financial Statement 2014 commitments

Total value of Initiatives released in  Proportion of committed

commitments budgets to date® funding released in

budgets

($ billion) ($ billion) (per cent)

Output initiatives 3.3 3.2 96

Expenditure offsets® 1.8 15 83

Asset initiatives 6.8 4.4 65

@) Includes the 2014-15 Budget Update and the 2015-16 Budget.

(b) Includes expenditure reduction initiatives, reprioritisation of existing funding and the use of existing funds (such as the

Regional Growth Fund).

Note: Various other qualifications are noted in Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), p.108.

Source: Adapted from Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.108.

The table indicates that most of the funding for output commitments has now
been included in the budget estimates. The budget papers state that funding
has been allocated for all of the initiatives scheduled to commence in 2014-15
or 2015-16.43

42 Hon. Robin Scott MP, Minister for Finance, 2015-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.2.
43 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.108.
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A smaller portion of asset investment funding has been provided to date.
However, the budget estimates include significant amounts in the estimates for
future years which could be used for these projects.** The budget papers state
that, “The budget fully funds projects ready for implementation and work is under
way to deliver the remainder of the Government’s election commitments’.4®

Labor’s Financial Statement 2014 indicated that funding the election
commitments would have no impact on the operating surplus.*¢ Howevetr, as
discussed in Section 2.4.1 of this chapter, the operating surplus estimates in the
2015-16 Budget are significantly lower than had been predicted before the change
of government.

This is because the election commitments make up only a small proportion of the
new output and asset initiatives in the 2014-15 Budget Update and 2015-16 Budget

(see Table 2.7).
Table 2.7 Election commitments as proportion of new output and asset initiatives
New initiatives released Election commitments Proportion of initiatives
in 2014-15 Budget Update released in budgets to that are election
and 2015-16 Budget® date®@® commitments
($ billion) ($ billion) (per cent)
Output initiatives 9.7 3.2 33
Asset initiatives 19.0-22.0 4.4 20-23
@) Five-year totals for output initiatives and total estimated investment for asset initiatives.
(b) Includes the 2014-15 Budget Update and the 2015-16 Budget.

Source: Committee calculations based on Department of Treasury and Finance, 2014-15 Victorian Budget Update (2014),
Appendix A; Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), Chapter T;
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.60.

New output and asset initiatives are discussed further in Section 2.5 of this
chapter and in Chapters 7 and 8 of this report. The Government’s election
commitments are further discussed in Chapter 9.

FINDING 9: The Government states that 96 per cent of the output funding and
65 per cent of the asset funding promised in its election commitments have been
included in the budget estimates. The budget estimates also include a number
of initiatives that were not included as election commitments in Labor’s Financial
Statement 2074.

44 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.35.

45 Department of Treasury and Finance, Budget Paper No.4: 2015-16 State Capital Program (2015), p.1.
46 Victorian Labor, Labor’s Financial Statement 2014 (2014), p.6.
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2.4

2.4.1

Table 2.8
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The forward estimates, 2015-16 to 2018-19

Revenue and expenses

Table 2.8 shows the budget estimates for revenue and expenses for the general
government sector and the PNFC sector across the forward estimates period.
The operating revenue and expenses of the PFC sector have not been included,
as these are a poor indicator of its performance. The PFC sector relies heavily on
returns on investments, which are not included in operating revenue.

The Committee notes that estimates of revenue and expenses in the budget
papers tend to be underestimated (see Sections 4.3.2 and 7.3.1) and that this effect
tends to become more pronounced in the later years of the forward estimates
period.

Revenue and expenses, general government and PNFC sectors, 2014-15 to 2018-19

2014-15 2015-16 2016-17 2017-18 2018-19
revised Budget estimate estimate estimate
estimate

($ million) ($ million) ($ million) ($ million) ($ million)

GENERAL GOVERNMENT SECTOR

Revenue 53,542.4 55,528.7 56,893.9 59,036.6 61,179.1
Output expenses 52,659.4 54,309.8 55,497.4 57,671.0 59,350.7
Operating surplus/deficit 883.0 1,218.9 1,396.5 1,365.6 1,828.4
PNFC SECTOR

Revenue 9,309.0 9,581.5 9,603.1 9,842.9 10,165.0
Output expenses 9,691.7 10,104.9 10,082.7 10,223.7 10,535.7
Operating surplus/deficit -382.7 -523.4 -479.5 -380.8 -370.7

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.7, 49, 225.

For both sectors, revenue and expenses are forecast to grow over the forward
estimates period and the operating surplus/deficit is generally expected to
improve. However, the PNFC sector will remain in deficit throughout the forward
estimates period.

The growth in revenue for both sectors is slower between 2015-16 and 2016-17
compared to the other years. For the general government sector, this is largely
driven by Commonwealth Government grants, where reductions in some areas
have occurred due to the transfer of some responsibilities to the Commonwealth
Government as part of the National Disability Insurance Scheme.#” For the

47 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.52; Department
of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.163; Department of
Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific Questionnaire, received
19 August 2015, pp.5-6.
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PNFC sector, this is predominantly a result of the proposed lease of the Port of
Melbourne’s operations, as the revenue from the sales of goods and services by
the Corporation are no longer included in the PNFC sector statement.8

Expenses for both sectors are similarly expected to grow by smaller amounts
between 2015-16 and 2016-17 than between other years of the forward estimates
period. In fact, for the PNFC sector, the budget estimates indicate lower expenses
in 2016-17 than the previous year. This is also primarily a result of the proposed
lease of the Port of Melbourne.*?

The estimates suggest that the Government will meet its target of general
government sector surpluses in every year (see Section 2.3.2).

The Committee notes that the estimated operating surpluses for the general
government sector are significantly lower than the estimates included in the
2014 Victorian Pre-Election Budget Update (the last estimates made before
the change of government in 2014). The reduced estimates are largely a result
of increased estimates for output expenses. The Treasurer explained to the
Committee:>°

The higher operating surpluses the previous government forecast were only
achievable by restricting our expenditure growth to just 2.5 per cent on average a
year. Taking into account inflation and population growth, this could not have been
delivered without an appreciable impact upon the service delivery that Victorians
need and require and I think deserve. A more sustainable level of expenditure growth
at 3 per cent remains under our revenue growth of 3.4 per cent and delivers on our
election commitments while ensuring essential services are not compromised.

The revision of output expenses is discussed further in Section 7.4.1 of this report.

Expenditure sustainability - general government sector

Figure 2.3 illustrates two measures of expenditure sustainability:

- the operating surplus/deficit, which compares the amount of operating
revenue®' to the cost of delivering goods and services

« netlending/borrowing, which compares the amount of revenue to the cost of
delivering services and some asset investment costs.>?

48 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.5.

49 ibid.

50 Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.2; cf. Department
of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.45.

51 Operating revenue does not include some cash inflows, such as sales of assets.

52 Proceeds from asset sales and the full cost of direct asset investment in each year are included in net lending/
borrowing, but not in the operating surplus/deficit. The total liability for each public private partnership project
is included in net lending/borrowing in the year in which it is commissioned, even though actual payments
will take place over a number of years. Cash inflows and outflows for investment through other sectors are not
included in either the operating surplus/deficit or the net lending/borrowing.
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Figure 2.3
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The operating surplus/deficit is one of the Government’s financial measures (see
Section 2.3.2). Net lending/borrowing is an indicator developed by the Australian
Bureau of Statistics which is used by Moody’s Investors Service in analysing the
Budget.53

Figure 2.3 places the forward estimates for both of these indicators for the general
government sector in historic context.

Operating surplus/deficit and net lending/borrowing, general government sector,
2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-1  20M-12  2012-13  2013-14 2014-15 2015-16 2016-17 2017-18 2018-19

= QOperating surplus/deficit = Net lending/borrowing

Source: Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - General
Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 21 May 2015.

Figure 2.3 shows that the forecast operating surpluses are higher than all years
since the global financial crisis (2008) except for 2013-14 (when the surplus was
inflated by the early receipt of Commonwealth grant payments, including for
East West Link>4).

Net lending/borrowing provides a better measure of whether the Government’s
total expenditure can be funded by its revenue. Broadly speaking, a result above
zero indicates that the Government has more revenue than it requires to fund
expenditure (including asset investment) in that year. This is referred to as a ‘net
lending’ position. A result below zero indicates that revenue without borrowings
is not sufficient (referred to as a ‘net borrowing’ position).

Figure 2.3 also shows that the general government sector is expected to be a net
borrower for the first two years of the forward estimates period and a net lender in
the last two years. This change is driven by decreasing asset investment in the last

53 Moody’s Investor Service, Announcement: Moody’s Comments on Victoria’s 2015/16 Budget (2015).
54 Department of Treasury and Finance, 2013-14 Financial Report (2014), pp.6, 140.

Public Accounts and Estimates Committee



Chapter 2 Key aspects of the 2015-16 Budget

two years accompanied by increasing cash resources available.>® Unlike the other
years of the forward estimates, there is also no commissioning of public private
partnerships included in the estimates for 2018-19.56

Asset investment and funding are discussed further in Chapter 8, while
borrowings are discussed in Chapter 6.

FINDING 10: The budget estimates predict an improvement in the sustainability of
the general government sector’s finances, with increasing operating surpluses and a net
lending position in the last two years of the forward estimates period.

Expenditure sustainability - public sector as a whole

Figure 2.4 looks at the same indicators, but for the public sector as a whole¥
(which includes the general government sector, the PNFC sector and PFC sector).
The operating surplus/deficit for the public sector as a whole follows a similar
pattern to the general government sector, with a peak in 2013-14 followed by a
decrease in 2014-15 and then an increase over the forward estimates period.

Figure 2.4 Operating surplus/deficit and net lending/borrowing, public sector as a whole,
2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-11  2011-12  2012-13 2013-14 2014-15 2015-16 2016-17 2017-18  2018-19

= QOperating surplus/deficit == Net lending/borrowing

Source: Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - Whole of State (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>,
viewed 21 May 2015.

However, the public sector as a whole is expected to be in deficit throughout the
forward estimates period, in contrast to the general government sector. This
is a result of the estimates for the PNFC and PFC sectors both being operating

55 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.8, 36;
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.

56 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
57 Referred to as the ‘State of Victoria’ in the budget papers.
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deficits throughout the forward estimates period.>® In the case of the PFC sector,
the Committee notes that its deficits will be more than offset by returns on
investments, which are a major source of funds for that sector.>®

The net lending/borrowing indicator for the public sector as a whole follows a
similar pattern, but with large variations in 2012-13 and 2015-16. These reflect

the commissioning of the Victorian Desalination Plant (in 2012-13) and the
expected proceeds from the proposed lease of the Port of Melbourne’s operations
in 2015-16.

FINDING 11: The budget estimates for the public sector as a whole suggest improved

financial performance across the forward estimates period. However, the public sector is
expected to remain in an operating deficit throughout the forward estimates period and
to be in a net borrowing position for all years except 2015-16.

The impact of PNFC sector deficits

Looking at the operating deficit and other sustainability indicators for a number
of self-funded entities, the Auditor-General has recently stated:5°

A review of state entities that have been rated as high risk for each of the past five
years indicates that many may not be able to set their fees and charges at a level that
would enable them to generate enough revenue to meet their obligations as they

fall due and ensure the long-term maintenance of their assets. In many cases, if
these entities were to set their prices at a point that would allow them to do this, the
community may not use the services available.

If these entities are to be financially sustainable over the long term, the underlying
pricing model used to generate revenue may need amendment, another funding
source may need to be found or additional government support may be required.
The Department of Treasury and Finance should work with self-funded entities to
try to find an appropriate balance between the fee-setting model and their ability to
improve their long-term financial sustainability.

In response, the Government indicated:®

Often the pricing model, either for commercial or policy reasons, does not always
allow these entities to fully recover depreciation. While operating commercially, most
are sufficiently self-funding to cover direct cash operating costs but not sufficiently
self-funding to fully provide for asset replacement or upgrading.

Fully or partially funding the depreciation costs would result in potentially large cash
reserves being held for many years.

58 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.49, 65.

59 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), p.65.

60 Victorian Auditor-General’s Office, Portfolio Departments and Associated Entities: Results of the 2013-14 Audits
(2015), p.20.

61 ibid., p.135.
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Decisions on whether and when the State wishes to fund asset replacement or
upgrading or new asset acquisition for these entities is a future policy decision, which
the State should make at the time the assets are required to be replaced or upgraded.
Entities can seek funding as part of the annual budget process in the context of whole
of government asset management and service delivery objectives and priorities.

In relation to the 2015-16 Budget, the budget papers note that most PNFC sector
entities are expected to have operating surpluses across the forward estimates
period. The budget papers indicate that the overall operating deficit for the sector
is largely a result of VicTrack, which is expected to have an average deficit of
$460 million over the forward estimates period. According to the budget papers,
the Government considers that VicTrack is sustainable excluding depreciation.5?

The Committee notes that, overall, the budget estimates for the PNFC sector
would be an operating surplus throughout the forward estimates period if
depreciation costs were excluded.® Moreover, the general government sector

is expected to make sufficient surpluses to more than cover the PNFC sector’s
deficits,%* meaning that the general government sector would be able to fund the
shortfalls if it wished to do so.

However, as discussed in Section 2.4.3 of this chapter, asset investment by the
PNFC sector is expected to drop over the forward estimates period. In fact, the
current estimates are lower than depreciation between 2016-17 and 2018-19,
indicating that the level of expenditure may not be sufficient to maintain
infrastructure at the same level as in the past. This is a potential concern which
may suggest that there are difficulties with the existing system.

This is an area that the Committee will be watching through the forward
estimates period.

FINDING 12: The Government has indicated that it is not always practicable for

PNFC sector entities to recover all costs, including depreciation, through charges. The
Government has indicated that additional funding can be provided from the general
government sector. However, the levels of asset investment predicted for the PNFC sector
are lower than the value of depreciation in some years of the forward estimates period.

2.4.2 Transactions between sectors

Considerable amounts of money flow between the three different sectors each
year. In response to the Committee’s questionnaire, the Department of Treasury
and Finance provided details about the flows that occur through the operating
statement, which have been included in Appendices A2.1 and A2.2 and are
summarised in Table 2.9.

62 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.69.

63 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), p.49.

64 See the operating statement for the non-financial public sector, which consolidates both sectors - Department
of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.57.
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Table 2.9
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Transactions between sectors, 2015-16

To/from PNFC sector To/from PFC sector

($ million) ($ million)

Amount going from the general government sector 3,291.3 1,727.8
Amount coming to the general government sector 3,143.6 1,298.3
Net amount going to other sectors 147.7 4295

Source: Committee calculations based on Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget
Estimates General Questionnaire, received 12 June 2015, pp.45-6.

The PNFC sector and the general government sector

As Appendix A2.1 shows, it is anticipated that $3,291.3 million will flow from
the general government sector to the PNFC sector through operating expenses,
mostly through grants and other transfers ($2,943.0 million). This makes up
34.4 per cent of the PNFC sector’s revenue estimates in 2015-16.5°

In the same year, $3,143.6 million is estimated to flow from the PNFC sector
back to the general government sector. The majority of this ($1,751.8 million)
comes through the inter-sector capital assets charge. This is a charge based on
8.0 per cent of the written-down value of assets held by agencies.®® The charge is
intended to help agencies be more aware of the capital tied up in their assets and
to encourage the sale of under-utilised assets by representing the opportunity
cost of holding onto assets.®” A further $610.0 million is expected to flow from
the PNFC sector to the general government sector through taxation, dividends,
income tax equivalent revenue and local government rate equivalent revenue.
These taxes and charges thus effectively recoup $2,361.8 million, or 80.3 per cent
of the funding passed to the PNFC sector as grants.58

However, the individual entities receiving grants may not be the same as the
entities paying the taxes and charges. An important function of the system can be
to redistribute money from some entities to others.

The other years of the forward estimates period are generally similar to the
estimates for 2015-16 except for the purchase of services between the sectors. Both
the provision of services to the PNFC sector and the purchase of services from

the PNFC sector are estimated to decline substantially over the forward estimates
period (see Appendix A2.1).

65 Committee calculations based on Department of Treasury and Finance, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 12 June 2015, pp.45-6; Department of Treasury and Finance,
Budget Paper No.5: 2015-16 Statement of Finances (2015), p.49.

66 Department of Treasury and Finance, BFMG - 12 Capital Assets Charge (2009), p.68.
67 ibid., pp.68, 70.

68 Committee calculations based on Department of Treasury and Finance, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 12 June 2015, pp.45-6.
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Primarily as a result of this, the budget estimates indicate that $51.3 million more
will flow from the PNFC sector to the general government sector than from the
general government sector to the PNFC sector in 2018-19 (see Appendix A2.1). If
this eventuates, it may place additional pressure on the PNFC sector’s finances.

The PFC sector and the general government sector

Appendix A2.2 shows that $1,727.8 million is estimated to flow from the
general government sector to the PFC sector in 2015-16. The majority of this
($1,237.6 million) is interest payments, with the remainder ($490.2 million)
coming from the purchase of services.®®

In 2015-16, $1,298.3 million is estimated to flow from the PFC sector back to the
general government sector. Taxation, dividends, income tax equivalent and
rate equivalent revenue is expected to account for $845.8 million of this. The
remainder comes from interest and charges for services provided by the general
government sector to the PFC sector.

The budget estimates assume that the amounts flowing between the PFC
sector and general government sector will remain relatively stable across the
forward estimates period. The largest change relates to a substantial reduction
in dividends from the PFC sector (see further discussion in Section 4.5.3 of this
report).

FINDING 13: Large amounts of money are expected to flow between the different parts
of the public sector. In 2015-16, both the PNFC and PFC sectors will receive more from the
general government sector than they give. However, the current budget estimates predict
that, in 2018-19, the PNFC sector will provide more money to the general government
sector than it receives. This is largely driven by an expected drop in the value of services
purchased by the general government sector from the PNFC sector.

2.4.3 Asset investment

Table 2.10 shows the level of direct asset investment (less asset sales) for the
general government sector and the PNFC sector across the forward estimates
period. The 2015-16 figure for the PNFC sector primarily reflects estimated
revenue from the proposed lease of the Port of Melbourne’s operations rather
than asset investment.

69 Interest payments are a result of loans made on behalf of the general government sector by the PFC sector, for
which the general government sector pays interest to the PFC sector, which then passes much of the money
on to third parties. The purchase of services relates to the payments for services provided by the PFC sector to
departments or agencies in the general government sector.
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Table 2.10

Figure 2.5
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Direct asset investment less asset sales, general government and PNFC sectors,
2014-15 to 2018-19

2014-15 2015-16 2016-17 2017-18 2018-19
revised Budget estimate estimate estimate
estimate

($ million) ($ million) ($ million) ($ million) ($ million)

General government sector 3,658.1 4,229.7 5,612.7 5,173.2 4,900.3
PNFC sector 2,456.7 -4,423.6@ 1,851.3 1,654.9 1,959.6
@) This primarily reflects proceeds from the proposed lease of the Port of Melbourne rather than spending on
infrastructure.

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.10, 52, 228.

Figure 2.5 compares the estimated level of expenditure on assets to the amount
required to maintain the current asset base (as indicated by depreciation). A ratio
above 1 indicates that the Government is increasing the State’s infrastructure.
This is important to cater for Victoria’s growing population and to provide
up-to-date infrastructure. Additional infrastructure can also provide social and
economic benefits to Victorians. A ratio below 1 means that new asset investment
is not keeping up with the decline in the value of existing assets.

Ratio of asset creation to asset use, general government and PNFC sectors,
2007-08 to 2018-19

B e e
8
0
2007-08 2008-09 2009-10 2010-11 20112 2012-13 2013-14 2014-15 2015-16@ 2016-17 2017-18 2018-19
== General government sector == PNFC sector
@) The 2015-16 figure for the PNFC sector has not been included, as it primarily reflects proceeds from the proposed lease

of the Port of Melbourne’s operations rather than spending on infrastructure.

Source: Committee calculations based on Department of Treasury and Finance, Consolidated Cash Flow Statement - General
Government Sector and Consolidated Balance Sheet - General Government Sector (2015). Available at
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>, viewed
21 May 2015; Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.49, 52;
Department of Treasury and Finance, Financial Report, 2008-09 to 2013-14.

Figure 2.5 shows that the ratio is expected to be above 1 throughout the forward
estimates period for the general government sector. However, for the PNFC
sector, the ratio is estimated at less than 1 between 2016-17 and 2018-19. The
Committee notes that this is consistent with declining asset investment by the
PNFC sector.
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As discussed in Section 1.2.2, some budget estimates are not particularly reliable
and underestimation may be a contributing factor in this instance. Nonetheless,
this is a potential concern and the Committee will be watching the actual
expenditure in future years. Possible difficulties with the PNFC funding model
have been noted in Section 2.4.1 of this chapter.

As shown in Table 2.10 and Figure 2.5, asset investment for the general
government sector is expected to peak in 2016-17. This is largely a result of
estimated expenditure on health and transport projects. The budget papers
indicate that expenditure in these areas is expected to rise between 2015-16

and 2016-17 and then drop off in the later years of the forward estimates period.”®
The budget papers do not indicate which particular projects this reflects (see
further discussion in Section 8.3 of ways to improve disclosure).

FINDING 14: For the general government sector, the level of asset investment over
the forward estimates period is expected to be more than required to maintain the
infrastructure base. However, between 2016-17 and 2018-19, asset investment for the
PNFC sector is expected to be less than required to maintain the asset base (as indicated
by depreciation).

2.4.4 Net debt

The forward estimates for the net debt of the general government sector and
PNFC sector can be seen in Table 2.11.

Table 2.1 Net debt, general government and PNFC sectors, 30 June, 2015 to 2019

2015 2016 2017 2018 2019
revised Budget estimate estimate estimate
estimate

($ million) ($ million) ($ million) ($ million) ($ million)

General government sector 21,240.0 16,897.8 19,259.0 19,450.2 19,834.7

PNFC sector 14,908.2 15,559.6 15,972.6 16,082.7 16,3915

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.9, 51.

As noted in Section 2.2.1, as a result of the proposed lease of the Port of
Melbourne’s operations, the Government intends to repay borrowings

during 2015-16. This contributes to net debt declining from $21.2 billion to

$16.9 billion during that year. Net debt is expected to increase to $19.3 billion

in the following year and then increase at a slower rate over the next two years,
reaching $19.8 billion in 2019.7 This pattern reflects the budget assumptions that
asset investment will peak in 2016-17 and that, in the following two years, asset

70 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.39.
7 ibid., p.9.
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Figure 2.6
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investment will be less while cash resources will be greater (see Section 8.6 of
this report).’2 It is also partly a result of plans to increase the balance of ‘cash and
deposits’ over the forward estimates period.”?

For the PNFC sector, net debt is expected to increase in each year of the forward
estimates period, from $14.9 billion in 2015 to $16.4 billion in 2019.7

Figure 2.6 places the estimates in context by providing a longer time frame and
comparing the net debt estimates to gross state product (GSP), that is, the total
value of goods and services produced by Victoria in the year.

Net debt as a proportion of gross state product, general government and PNFC
sectors, 30 June, 2008 to 2019

per cent of gross state product

2008 2009 2010 201 2012 2013 2014 2015 2016 2017 2018 2019

= General government sector == PNFC sector

Source: Committee calculations based on Department of Treasury and Finance, Consolidated Balance Sheet - General
Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 21 May 2015; Department of Treasury and Finance, Macroeconomic Indicators
(2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Macroeconomic-indicators>,
viewed 21 May 2015; Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015),
p.51; Department of Treasury and Finance, Financial Report, 2008-09 to 2013-14.

Although net debt for the PNFC sector is expected to rise in dollar terms across
the forward estimates period, it is expected to decline as a proportion of GSP. This
is driven by estimates that, although both debt and GSP will grow, GSP will grow
at a faster rate.

Similarly with the general government sector, the growth in GSP means that net
debt will be 4.4 per cent of GSP in both 2016 and 2019,75 despite increasing from
$16.9 to $19.8 billion (see Table 2.11). The estimates indicate that the Government
will meet its target of reducing net debt as a proportion of GSP between the start
and the end of the forward estimates period (see Section 2.3.2), with net debt
estimated to drop from 5.8 per cent of GSP in 2015 to 4.4 per cent in 2019.76

72 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
73 ibid., p.62.

74 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.51.
75 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.44.
76 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.62.
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As Section 3.5.2 of this report discusses, however, previous budget estimates

for GSP growth in real terms (that is, adjusted for inflation) have tended to be
optimistic. If the current budget estimates are similarly optimistic, the decline in
net debt as a proportion of GSP as indicated in Figure 2.6 may not be as rapid as
indicated.

Debt and borrowings are discussed further in Chapter 6.

FINDING 15: Net debt for the general government sector is expected to reduce from
$21.2 to $16.9 billion in 2015-16 following the proposed lease of the Port of Melbourne’s
operations. It is then expected to rise in each of the remaining years of the forward
estimates period, reaching $19.8 billion in 2019. However, as a proportion of gross state
product, net debt will reduce between 2015 and 2019, in line with the Government’s
financial management target.

FINDING 16: For the PNFC sector, net debt is expected to increase in every year of the
forward estimates period, from $14.9 billion in 2015 to $16.4 billion in 2019.

2.4.5 Assessments by the rating agencies

Victoria relies on two independent agencies for the State’s credit rating;:

Standard & Poor’s Financial Services and Moody’s Investor Service. Both gave
Victoria a triple-A credit rating at their most recent assessments (though Moody’s
last report was prior to the 2015-16 Budget).

In August 2015, after consideration of the 2015-16 Budget and other factors,
Standard & Poor’s re-affirmed its ‘AAA/A-1+’ rating with a stable outlook for
Victoria.”” This was based on:’®

... the extremely predictable and supportive institutional framework benefiting
state governments in Australia, plus the state’s very strong financial management
and economy, and its exceptional liquidity. The ratings also reflect Victoria’s strong
budgetary performance and low contingent liabilities. Victoria’s average budgetary
flexibility and its moderate debt burden partially offset these strengths.

Regarding the budget estimates, Standard & Poor’s noted that:”®

Although it is in a strong position, the 2015-2016 budget forecasts higher cash
operating expenditure (3.8% higher from 2016-2018) than previously, reflecting the
state government’s election commitments to increase service delivery including
higher staffing expenses (2.5% higher), which tend to be relatively inflexible and
difficult to reduce, if needed. If costs are not controlled, it could put pressure on the
state’s budgetary performance and creditworthiness in the long run. Supporting this

77 Standard & Poor’s Ratings Services, Research Update: Ratings On Australian State of Victoria Affirmed At
“AAA/A-1+": Outlook Remains Stable (2015).

78 ibid., p.2.
79 ibid., p.3.
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strong position are its small after-capital account deficits of 0.2% of total revenues
over the same period,®° and benefit from additional revenue following the long-term
lease of the Port of Melbourne Corp.

Standard & Poor’s also noted the Government’s ‘prudent approach to debt and
liquidity management’ but expressed its view that, ‘the state’s financial objectives
and targets are not particularly onerous’.®

Moody’s has not issued a ratings assessment since the Budget was tabled, but
did publish some comments on the Budget. Moody’s noted that the estimates for
output expenses in the 2015-16 Budget were higher than previous estimates (see
Section 2.4.1) and commented that:8?

The lower [cash] operating balances provide less of a cushion should tax or
GST-backed Commonwealth grants be less robust than forecast and the higher
current spending base will prove more inflexible if reductions are required in
future years. Given Victoria’s ambitious capital improvement program - including
significant investments in rail and road projects — the availability of operating
surpluses will be critical to the state’s ability to fund a greater portion of capital
expenditures internally and for the achievement of projected targets for easing its
debt burden.

However, Moody’s also noted that, ‘the higher spending rate also incorporates the
setting aside of greater contingencies, an approach which is fiscally prudent’.%3

Budget initiatives and their impact

Most of the Government’s output expenses cover ongoing service delivery, such
as schools, hospitals and the police. Each budget also includes a number of
output initiatives, which are new projects or programs (or the continuation of
previous initiatives for which funding has run out). Output initiatives are usually
funded for a fixed period of time, between one and five years.

The new output initiatives released in this year’s budget account for $2.2 billion of
expenses in 2015-16, or 4.1 per cent of the total output expenses.8

80 Calculation based on figures developed by Standard and Poor’s which are adjusted relative to the figures in the
budget papers. These figures are on a cash basis, include capital expenditure as well as operating expenses and
include both the general government sector and public non-financial corporations sector. The adjusted figures
are published in Standard & Poor’s Ratings Services, Research Update: Ratings On Australian State of Victoria
Affirmed At “AAA/A-1+"; Outlook Remains Stable (2015), pp.5-6.

81 Standard & Poor’s Ratings Services, Research Update: Ratings On Australian State of Victoria Affirmed At
“AAA/A-1+": Outlook Remains Stable (2015), p.3.

82 Moody’s Investor Service, Announcement: Moody’s Comments on Victoria’s 2015/16 Budget (2015).

83 ibid.

84 Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), pp.49, 58.
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Budgets also include asset initiatives, which provide funding for new
infrastructure projects. The projects released in this year’s budget are expected
to have a total cost of between $19.0 and $22.0 billion, with $1.2 billion to be spent
in 2015-16.8

These new initiatives are detailed in Budget Paper No.3.

2.5.1 New output initiatives

The 2015-16 Budget includes 256 output initiatives, with a total cost of $9.3 billion
across five years.8¢ This is higher than recent budgets. This figure is in addition to
$367.5 million of initiatives released in the 2014-15 Budget Update (shortly after
the change of government).®’

The highest value new initiatives mostly relate to schools, TAFEs, hospitals,
supporting the economy (including employment) and support for people with
disabilities. Further details of the new initiatives can be found in Section 7.6 of
this report.

Although the new output initiatives are expected to cost $9.3 billion (of which
$9.1 billion is expected to be spent between 2015-16 and 2018-19),88 it is not
anticipated that expenses will increase by this much. The cost is expected to be
offset by funding from:8°

« reprioritisation of existing resources (which draws on funding previously
allocated to departments, such as for other programs)

« the use of provisions included in previous estimates of the forward estimates
period for expenses that had not been identified at the time those previous
estimates were made (referred to in the budget papers as ‘contingencies’)

- expenditure reduction initiatives (new programs to reduce expenses, either
by delivering services more efficiently or reducing the services delivered).

The impact of these measures is set out in Table 2.12.

As the table shows, most of the new expenditure in each year is funded from
these sources. Overall, 71.8 per cent of the cost of the new initiatives is expected
to be funded through these means across the forward estimates period.®°

The remainder of the cost, however, (the ‘net impact’) will increase expenses
compared to the estimates made in previous budgets.

85 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.60.

86 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), Chapter 1.

87 Committee calculations based on Department of Treasury and Finance, 2074-15 Victorian Budget Update (2014),
Appendix A.

88 Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.58.

89 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.58.

90 Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.58.
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Table 2.12 Impact of the new output initiatives in the 2015-16 Budget, 2015-16 to 2018-19
2015-16 2016-17 2017-18 2018-19
Budget estimate estimate estimate
($ million) ($ million) ($ million) ($ million)
Cost of new output initiatives 2,231 2,176 2,358 2,359
Funded by
* reprioritisation of existing resources -490 -371 -332 -257
+ use of contingencies® -709 -951 -1,416 -1,689
+ expenditure reduction initiatives -72 -84 -91 -88
Net impact 960 770 520 325
(a) Contingencies are allowances made in previous budget estimates for the cost of initiatives which are funded in future
budgets. New initiatives can be funded without impacting on the total expenses estimates by reducing the amount
of contingencies. This figure includes amounts listed as ‘adjustments’ and ‘contingency offset for new policy’ in the
budget papers.
Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.58.
Additional details about these funding sources can be found in Section 7.7 of
this report.
FINDING 17: The 2015-16 Budget releases new output initiatives with a total estimated
cost of $9.3 billion over five years. Over the forward estimates period, 71.8 per cent of the
cost of these initiatives is expected to be funded through the reprioritisation of existing
resources, the use of contingency allowances put aside in previous budget estimates
and expenditure reduction initiatives. The remaining cost will increase output expenses
compared to previous estimates.
2.5.2 New asset initiatives

The 2015-16 Budget provides funding for 91 new asset investment projects. The
total estimated cost for the entire construction or acquisition of these projects is
between $19.0 and $22.0 billion.?' This includes $9.0-11.0 billion for the Melbourne
Metro Rail Project, $5.0-6.0 billion for the Level Crossing Removal Program and
$1.3 billion for High-Capacity Metro Trains.%

The new initiatives make up $1.2 billion® of the $5.2 billion estimated to be spent
by the general government sector on asset investment in 2015-16.%4 The remaining
$4.0 billion includes projects released in previous budgets, upgrades, the
replacement of operating assets and other asset investment that is not detailed in
the budget papers.®>

91 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.60.
92 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.36.

93 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.60.
94 As measured by the ‘government infrastructure investment’ indicator - see Section 2.2.1 of this report.

95 See Department of Treasury and Finance, Budget Paper No.4: 2015-16 State Capital Program (2015), p.12 and
Chapter 2.
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As noted in Section 2.2.1, asset investment can be funded by the operating
surplus, depreciation and similar, asset sales, cash inflows from ‘investment
through other sectors’ and borrowings. Debt estimates are discussed in

Section 2.4.4 and Chapter 6. More details about the funding of new and existing
asset investment can be found in Section 8.6.

The Committee notes that the 2012-13 and 2014-15 budget papers included charts
indicating the proportion of asset investment to be funded through cash and the
proportion to be funded by debt.? The 2015-16 budget papers do not include an
equivalent break-down in the chart indicating estimated asset investment.®” The
Committee considers that the break-down of how each year was expected to be
funded in the 2012-13 budget papers®® was useful and should be re-introduced in
future budget papers.

FINDING 18: The 2015-16 Budget includes new asset initiatives with a total expected
cost of $19.0-22.0 billion. These, along with initiatives from previous budgets, will be
funded by a mixture of cash resources and borrowings. The mixture was indicated in a
chart in some previous budget papers, but this year is not indicated in this way.

RECOMMENDATION 8: The Department of Treasury and Finance include in future
budget papers a chart indicating the proportion of each year’s infrastructure investment
expected to be funded by cash and the proportion expected to be funded by debt in
recent years and across the forward estimates period.

Structure of the 2015-16 budget papers

The Department of Treasury and Finance informed the Committee that the
2015-16 budget papers ‘are structured in a similar manner to the 2014-15 papers’.®®
As with the 2014-15 Budget, there are five core budget papers in 2015-16:

« the Treasurer’s speech (Budget Paper No.1)
- anoutline of the budget strategy and outlook (Budget Paper No.2)

« details of new initiatives released in this budget; details of each department’s
mission statement, objectives, outputs and performance measures; and a
discussion of local government financial relations (Budget Paper No.3)

- information about infrastructure and other asset projects currently
underway in the public sector, including both new and existing projects
(Budget Paper No.4)

96 Department of Treasury and Finance, Budget Paper No.2: 2014-15 Strategy and Outlook (2014), p.50;
Department of Treasury and Finance, Budget Paper No.2: 2012-13 Strategy and Outlook (2012), p.37.
97 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.48.

98 The Committee notes that the 2012-13 budget papers provided details for each year of the forward estimates
period, while the 2014-15 budget papers only provided an average for the last three years of the forward
estimates period. The Committee considers the year-by-year break-down to be preferable.

99 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.42.
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- estimated financial statements with detailed notes for the general
government sector; financial statements for the other sectors and for
departments; and details of a variety of aspects of the State’s finances
(Budget Paper No.5).

There is also a Budget Overview document and four budget information papers,
which bring together information from different parts of the core budget papers.
Additional data are provided online in a number of spreadsheets, along with a
video which ‘provides an overview of the key initiatives’.'o°

In response to the Committee’s questionnaire, the Department expressed its view
that, “There are no significant changes to the suite of core budget papers’.’® The
Committee conducted its own assessment of changes to the budget papers, which
can be seen in Table 2.13.

The changes identified in that table do not include changes to the content as a
result of changes in policy or the machinery of government.

Changes to the structure of the budget papers between 2014-15 and 2015-16

Chapter Type of change Details

Budget Paper No.2: 2015-16 Strategy and Outlook

Chapter 2 Removal The discussion of Victorian economic conditions no longer includes a short
section on regional economies.

Chapter 3 Restructure The chapter this year is focused on employment. Last year it discussed the
economy more broadly.

Chapter 4 Restructure The infrastructure investment chart now displays government infrastructure
investment rather than net infrastructure investment. Each year of the
forward estimates is now displayed separately rather than the last three
years being averaged. The total amount of infrastructure investment is no
longer broken down into the proportion funded by cash and the proportion
funded by debt.

Restructure The reconciliation of estimates to the previous budget update has been
restructured to provide the impact of each factor on the operating surplus
rather than separately detailing the impact on revenue and expenses. Some
items previously specified are no longer separately listed.

Chapter 5 Addition In contrast to earlier years, last year’s ‘Application of Cash Resources for the
Non-Financial Public Sector’ table provided only aggregated information for
‘net investment in fixed assets’. This year, the figure has been disaggregated
in line with earlier years.

Appendix A Addition Charts have now been added for some variables, graphically displaying the
impact on the operating surplus/deficit and net debt.

100 ibid.
101 ibid.
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Chapter

Type of change Details

Budget Paper No.3: 2015-16 Service Delivery

Chapter 1 Removal

The 2014-15 budget papers, within the departmental tables of output
initiatives, indicated for each department:

» the amount of funding for new initiatives to come from existing resources

* the department’s share of whole-of-government initiatives.

Although totals for these are still provided, the departmental break-downs
are no longer supplied.

Addition

Details have been added about asset election commitments which were not
included as initiatives in the 2015-16 Budget but for which funding is held in
contingency in the forward estimates.

Budget Paper No.4: 2015-16 State Capital Program

Chapter 1 Removal

The previous budget papers included a list of the major projects classified
as ‘high-value and high-risk’. There is no equivalent in the 2015-16 budget
papers.

Addition

The table reconciling the ‘government infrastructure investment’ figure with
other asset investment figures has been extended from only covering the
budget year to including the full four years of the forward estimates period.

Removal

This budget paper no longer lists the major projects contributing to asset
investment through other sectors and the expenditure on each project in the
budget year.

Definitions Addition
and Style

Conventions

Extra terms have been added to the definitions.

Budget Paper No.5: 2015-16 Statement of Finances

Chapter 1 Addition Additional notes to the financial statements have been provided relating to:
» contingencies for output expenses and asset investment
* break-downs of the ‘other non-financial assets’ and ‘payables’ balances.

Chapter 2 Removal The number of years of data has been reduced in the financial statements in
Chapter 2, which no longer includes the last year for which actual figures are
available.

Chapter 4 Removal In discussing state taxation, last year’s budget paper included descriptions
of each major category of tax. This has not been repeated in 2015-16.

Addition Several boxes have been added discussing the longer-term context of
various items of revenue.

Addition A new chart (Chart 4.3) has been added illustrating the contribution of the
three major variables to the growth in GST revenue.

Chapter 5 Restructure Table 5.3, comparing tax expenditure and tax revenue for the major
categories of taxation, now refers to the budget year, whereas it was
previously based on the year before the budget year.

Addition Additional detail has been added about changes to concession amounts and
descriptions of key concession categories.

Appendix A Removal Within the table of Consolidated Fund receipts, ‘cash inflows from investing
and financing’ have not been disaggregated this year.

Appendix B Addition Additional notes have been added to the revised estimates for 2014-15 and

results for the first three quarters of 2014-15 detailing:

* abreak-down of dividends received, indicating each paying entity and the
amount paid

* a break-down of the ‘payables’ balance

* the ‘application of cash resources’ (that is, the impact of asset investment
on net debt).
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Chapter Type of change Details

Budget Overview

All Restructure The content has been considerably modified in line with changes to
Government programs, projects and priorities. The overall length of the
document has increased from 16 to 32 pages, though there is less text on
most pages compared to last year.

Budget Information Papers

All Restructure This year there are four budget information papers, compared to two last
year, with new papers provided on ‘putting people first’ and ‘suburban
growth’. The structure and content of the papers has been changed
considerably, with shorter budget papers with less text on the page
compared to last year.

Source: Public Accounts and Estimates Committee.

The Committee considers that many of these changes are improvements.
However, it believes that some of the changes have reduced transparency. These
are discussed in more detail in the relevant chapters of this report.

FINDING 19: The core budget papers in 2015-16 are mostly structured in the same way
as they were in 2014-15. Some additional details have been added which have increased
transparency. However, some changes have decreased transparency in other areas.
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3 Economic overview

3.1 Introduction

The performance of Victoria’s economy is one of the main determinants of how
much money the Government collects from taxes, the level of expenditure on
services, the level of asset investment and the amount of borrowings.

The 2015-16 Budget is based on economic forecasts relating to several elements
of Victoria’s economy, the national economy and the global economic outlook.
These forecasts contain numerous assumptions about how the economy will
develop over the next four years. The levels of revenue and expenditure in the
budget year and forward estimates period are based on these assumptions. Any
significant variations from these assumptions may result in changes to the State’s
forecast fiscal position. An understanding of these assumptions is therefore
important for assessing the reliability of the budget estimates and the risks to
those estimates.

In addition to the overall economy affecting the Government’s budget,
Government policies also impact on the economy. The Government has stated
that it ‘is acting immediately to implement its election commitments to rebuild a
strong economy, improve economic growth and create jobs’.'0?

The 2015-16 budget papers contain a new chapter addressing the overall outlook
of the Victorian labour market (“The Jobs Challenge’)'*3 and a number of
Government policies and initiatives are designed to lift overall economic activity
to support job creation.'o*

This chapter will discuss the following:
« What are the key economic variables influencing the budget estimates? What

role does the Government play in the economy? (Section 3.2)

«  What is the current economic outlook for Victoria? What is the current
national and international outlook? (Section 3.3.1)

«  What risks does the Victorian economy currently face? (Section 3.3.2)
«  What are the prospects for the labour market in Victoria? (Section 3.4)

« How reliable are the Department of Treasury and Finance’s forecasts?
(Section 3.5)

102  Department of Treasury and Finance, 2074-15 Victorian Budget Update (2014), p.1.
103 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.27-41.
104 ibid., p.39.
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Key economic variables

The Department of Treasury and Finance indicated to the Committee that a
number of key economic variables impact on Government revenue (see Table 3.1).

Relationship between main economic variables and major revenue items in the
budget

Economic variable Impacted revenue items

Gross State Product (GSP) All taxes are influenced by GSP

State final demand® Insurance taxes

Household consumption Gambling taxes; GST (national consumption)
Employment Growth Payroll tax, gambling taxes

Consumer Price Index GST, motor vehicle taxes, gambling and insurance taxes.
Wages Growth Payroll tax, land transfer duty and gambling taxes
Housing prices Land transfer duty

Interest rates Land transfer duty

Population All taxes are influenced by population
(a A broad measure of the demand for goods and services in the economy.

Source: Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General Questionnaire,
received 12 June 2015, p.32.

Based on predictions for these and other factors, the Budget anticipates that
$62.7 billion of revenue will flow into the Victorian public sector as a whole in
2015-16 (including Commonwealth grants).'°5 This is equivalent to 16.3 per cent
of the gross state product (GSP),'%¢ that is, the total value of goods and services
produced in the year. The budget papers estimate that public sector revenue will
increase in dollar terms to $69.6 billion in 2018-19,'%7 but decrease as a proportion
of GSP, declining to 15.5 per cent.'%®

A similar pattern is expected for public sector expenses. These are expected to
increase over the forward estimates period in dollar terms, from $63.7 billion in
2015-16 to $69.8 billion in 2018-19.'°° However, expenses are expected to decline as
a proportion of GSP from 16.6 per cent in 2015-16 to 15.6 per cent in 2018-19.M°

Figures 3.1 and 3.2 show the estimated trends for Victorian public sector revenue
and expenses.

105 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.73.

106  Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.20, 73.

107  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.73.

108 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.20, 73.

109 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.73.

10 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.20, 73.
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The anticipated decrease of both revenue and expenses as proportions of GSP
reflects the fact that the budget estimates assume that the economy will grow at a
faster pace than revenue and expenses.

Figure 3.1 Victorian public sector revenue® in dollars and as a proportion of GSP, 2007-08
to 2018-19
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@) Refers to the public sector as a whole (which includes the general government sector, the public non-financial

corporations sector and the public financial corporations sector).

Source: Committee calculations based on Department of Treasury and Finance, Macroeconomic Indlicators (2015). Available at
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Macroeconomic-indicators>, viewed 15 May 2015;
Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - Whole of State (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>,
viewed 15 May 2015.

The Committee notes, however, that figures for revenue and expenses have been
consistently underestimated by past budgets (see Sections 4.3.2 and 7.3.1 of this
report), while growth rates for GSP have been overestimated (see Section 3.5).
The figures in this budget for revenue and expenses as a proportion of GSP may
therefore be understated.

Factors impacting on revenue estimates are discussed further in Chapter 4 of this
report and factors impacting on the estimates of output expenses are discussed
in Chapter 7.
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Figure 3.2 Victorian public sector expenses® in dollars and as a proportion of GSP, 2007-08
to 2018-19
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(a) Refers to the public sector as a whole (which includes the general government sector, the public non-financial

corporations sector and the public financial corporations sector). Excludes infrastructure spending beyond the value of
depreciation.

Source: Committee calculations based on Department of Treasury and Finance, Macroeconomic Indicators (2015). Available at
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Macroeconomic-indicators>, viewed 15 May 2015;
Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - Whole of State (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>,
viewed 15 May 2015.

FINDING 20: Government activity in Victoria, measured by the expenses of the total
public sector, is expected to account for 16.6 per cent of GSP in 2015-16 ($63.7 billion)
and 15.6 per cent in 2018-19 ($69.8 billion). Similarly, public sector revenue is expected

to change from 16.3 per cent of GSP ($62.7 billion) in 2015-16 to 15.5 per cent in 2018-19
($69.6 billion). The decrease in revenue and expenses as a proportion of GSP reflects
budget estimates that the Victorian economy will grow at a faster pace than public sector
revenue and expenses.

3.3 Victorian economic outlook

The economic assumptions that go into the Budget aim to provide the
Government with an outlook as accurate as possible to make informed decisions.
As noted in Section 3.2, the budget estimates for revenue are influenced by a
range of economic variables. The level of expenses, asset investment and debt
are also influenced by these assumptions. If the economic assumptions turn

out not to be correct, the likelihood of the budget estimates being inaccurate
increases accordingly.

Within this context, a reasonable degree of accuracy for these assumptions is
expected. Knowing these assumptions helps the Parliament and the community
understand the reasonableness of the budget estimates and potential areas of risk
where the estimated figures may be subject to higher variability.

48 Public Accounts and Estimates Committee
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3.3.1 The economic forecasts in the budget papers

The Government indicated in the 2014-15 Budget Update that it anticipated
economic growth to remain below trend, primarily weakened by ‘the absence of a
pick-up in business investment’. The Government further explained that:"?

The [Victorian] economy has experienced a period of subdued growth. Gross State
Product [GSP] per capita has been effectively flat since the global financial crisis. The
unemployment rate has reached 6.8 per cent, and total hours worked in the economy
have remained virtually unchanged.

Since the 2014 Pre-Election Budget Update, forecast GSP growth for 2014-15 and
2015-16 has been downgraded, reflecting recent economic data which suggests that
the transition back toward trend growth rates will be slower than previously forecast.
This reflects relatively flat business investment, and modest growth in household
consumption. In addition, the unemployment rate forecast has been increased

in 2014-15 and in each year across the forward estimates.

The Government also indicated the challenges that the Victorian economy
faces:™

Australia’s transition away from mining investment to other drivers of growth in the
Australian economy could be slower than currently anticipated. Given the interstate
trade links through the provision of goods and services, this could also reduce
Victoria’s growth prospects. Victorian employment growth has been weak over the
past two years, with the unemployment rate rising steadily to 6.8 per cent as more
people look for work. Business investment has also been at relatively low levels as

a share of GSP, as businesses defer investment pending signs of sustained growth

in demand.

Following the 2014-15 Budget Update, the 2015-16 budget papers predict an
overall positive economic environment for Victoria. This is primarily driven

by low interest rates, a weaker Australian dollar and high population growth."
Nonetheless, similar to the 2014-15 Budget Update, the 2015-16 budget papers also
signal current economic challenges, such as structural changes in the economy,
heightened job security concerns, weak consumer expectations and a weak
labour market."

Table 3.2 shows the Victorian economic forecasts on which the 2015-16 Budget
is based.

m Department of Treasury and Finance, 20714-15 Victorian Budget Update (2014), p.7.

M2 ibid, p.l.

13 ibid., p.7.

na Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.18.
15  ibid.

Report on the 2015-16 Budget Estimates 49



Chapter 3 Economic overview

Table 3.2

50

The budget papers explain that ‘the key assumptions underlying the economic
forecasts include: interest rates that follow movements in market expectations in
the short term, and stabilise thereafter; a trade-weighted index"® of 64.5; and oil
prices that follow the path suggested by oil futures’.™

Victorian economic forecasts (annual percentage change)® used in the 2015-16
budget papers

2013-14 2014-15 2015-16 2016-17 2017-18 2018-19
actual forecast forecast forecast  projection® projection
Real gross state product 1.7 2.25 2.50 2.75 2.75 2.75
Employment 0.6 2.00 1.50 1.50 1.50 1.50
Unemployment rate® 6.2 6.50 6.25 6.25 6.00 5.75
Consumer price index®© 2.8 1.50 2.75 2.75 2.50 2.50
Wage price index@ 2.7 2.75 3.25 3.50 3.50 3.50
Population® 1.9 1.8 1.8 1.8 1.8 1.8
(a) Per cent change in year-average compared with previous year, except for the unemployment rate and population.
(b) Year-average rate.
©) Melbourne consumer price index.
(d) Total hourly rates are used, excluding bonuses.
(e Per cent change over the year to 30 June. Forecasts are rounded to the nearest 0.1 percentage point.
() On the difference between forecasts and projections, see further discussion in Section 3.5.2 of this chapter.

Source: Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.19; Department of
Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.20.

The Committee notes that the Budget predicts stable growth for the economy as

a whole: between 2.50 per cent and 2.75 per cent each year. The unemployment
rate is expected to gradually decrease from 6.25 per cent in 2015-16 to 5.75 per cent
in 2018-19. The consumer price index is expected to stabilise around 2.50 per cent
over the forward estimates period.

Budget Paper No.2 includes a sensitivity analysis which discusses the expected
impact of some of these and other economic indicators being 1 percentage point
higher than expected. The analysis indicates the impact on the Government’s
revenue, expenses and debt levels." For instance, if consumer prices increase by
1 percentage point more than expected between 2014-15 and 2015-16, revenue and
output expenses in 2015-16 would increase by an additional $219 million and $71
million respectively.™

16 This index reflects the importance of Australia’s major trading partners to Australian trade. It includes the
average of the exchange rates of the Australian dollar with the major trading partners’ currencies.

nz Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.19.
18  ibid., pp.77-88.
19  ibid, p.78.
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According to the sensitivity analysis, variations in interest rates would have the
largest impact on income from transactions in 2015-16 ($227 million of additional
revenue if interest rates are 1 percentage point higher than expected).?° The
Committee notes, however, that interest rate forecasts are not published in the
budget papers (see further discussion later in this section).

Real gross state product

Real gross state product (GSP) is a standard indicator to measure economic
growth. GSP primarily consists of the sum of household consumption, dwelling
investment and ownership transfer costs, business investment, government
expenditure and the trade balance (the difference between the State’s exports and
its imports).”” Figure 3.3 shows the proportions of these components. GSP in real
terms refers to GSP adjusted to account for inflation.

Figure 3.3  Share of GSP, 2013-14
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(a) Includes public consumption and investment for all levels of government (that is, national, state and local).
(b) Includes net interstate trade in goods and services, changes in inventories and other miscellaneous components.

Source: Based on Department of Treasury and Finance, State Budget Briefing (2015). Available at <www.vic.ipaa.org.au/
news/latest-news/2015-state-budget-briefing>, viewed 24 July 2015; Australian Bureau of Statistics, Australian
National Accounts: State Accounts, 2013-14, cat. n0.5220.0. Available at <www.abs.gov.au/AUSSTATS/abs@.nsf/
DetailsPage/5220.02013-14?0penDocument>, viewed 24 July 2015.

The 2015-16 budget papers predict that the Victorian economy, measured by
real GSP, will grow by 2.50 per cent in 2015-16. This compares to 1.70 per cent
growth in 2013-14 and an estimated growth of 2.25 per cent for 2014-15.1%2
According to the 2015-16 budget papers, economic growth in Victoria will be
driven primarily by household consumption and dwelling investment, which
comprise approximately two-thirds of Victoria’s GSP.'?3

Figure 3.4 compares the current budget’s forecasts for real GSP growth rates to the
actual growth rates between 2007-08 and 2013-14.

120  ibid.

121 Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.2.

122 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.19.
123 ibid,, p.18.
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Figure 3.4  Change in real gross state product (GSP),® 2007-08 to 2018-19
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(a) Annual percentage change compared with the previous year.

Source: Department of Treasury and Finance, Macroeconomic Indicators (2015). Available at <www.dtfvic.gov.au/Publications/
Victoria-Economy-publications/Macroeconomic-indicators>, viewed 13 May 2015.

The Committee notes that the budget estimates are framed around real GSP
growth estimates that are larger than recent years. The budget papers predict an
annual average growth rate of 2.7 per cent from 2015-16 to 2018-19, while the actual
annual average growth rate from 2007-08 to 2014-15 has been 2.1 per cent (or

1.9 per cent if the particularly high growth rate in 2007-08 is excluded).™*

FINDING 21: The Budget has been developed on estimates that gross state product
will grow by 2.5 per cent (in real terms) in 2015-16 compared to the previous year and
then by 2.75 per cent per year for the following three years. These are higher rates than
have been seen in recent years. The 2015-16 budget papers indicate that economic
growth over the next four years will be driven primarily by household consumption and
dwelling investment.

The following sections examine the main components of GSP and their drivers.

Employment

There are a number of ways to measure employment levels. The Department of
Treasury and Finance forecasts employment levels by focusing on:'%

« thelabour market (that is, the demand and supply of labour)

- the number of employed people, which considers all the working population
(aged 15 and over) who are employed for more than one hour a week'?

« the unemployment rate, defined as the number of unemployed people as a
proportion of the labour force™

124  Committee calculations based on Department of Treasury and Finance, Macroeconomic indicators (2015),
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Macroeconomic-indicators>, viewed
13 May 2015.

125  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.9.

126  Australian Bureau of Statistics, Labour Force Australia, March 2015, cat. no. 6202.0. Available at <www.abs.gov.au/
AUSSTATS/abs@.nsf/allprimarymainfeatures/4EA28 ABBESAFE477CA257E3D001197FB?opendocument>, viewed
22 October 2015.

127  The sum of people who work or are actively seeking work.
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- the participation rate, which refers to the labour force as a proportion of the
working age population.'?®

The Government predicts that labour market conditions will stabilise in 2015-16
and 2016-17. At the time of the 2015-16 Budget (May 2015), the Government
indicated:°

Victorian labour market conditions have been weak over the past four years.
The unemployment rate has risen and broader measures of spare capacity are at
20-year highs.

Since late 2014, the labour market has shown tentative signs of improvement.
Employment growth has lifted markedly and the unemployment rate has edged lower,
although it remains elevated.

The unemployment rate is expected to stabilise around its current level across 2015-16
and 2016-17 and is projected to ease thereafter as employment grows at trend and the
participation rate moves lower.

The labour market is an area where the Government is seeking to have an
impact through its policies. These are discussed in more detail in Section 3.4 of
this chapter.

The Committee notes that the budget papers provide estimates for the
unemployment rate and the number of employed people,’° but not other labour
market factors such as the underemployment rate, the underutilisation rate, the
total numbers of hours worked and the youth unemployment rate. This is also
discussed further in Section 3.4.

Inflation and wages

The budget papers estimate that inflation will remain within the Reserve

Bank’s national target of 2.0-3.0 per cent over the forward estimates period.

This expectation is primarily driven by an anticipated lower Australian dollar
(compared to levels seen in recent years), improving conditions in the labour
market and growing household consumption.” The annual inflation rate is
expected to increase to 2.75 per cent in 2015-16, significantly higher than the

1.5 per cent estimated for 2014-15 in this year’s budget papers.”? The Government
explains the change as influenced by the repeal of the carbon tax and low
international oil prices.’3

128  Australian Bureau of Statistics, Labour Force Australia, March 2015, cat. no. 6202.0. Available at <www.abs.gov.au/
AUSSTATS/abs@.nsf/allprimarymainfeatures/4EA28 ABBESAFE477CA257E3D001197FB?0opendocument>, viewed
22 October 2015.

129  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.20.

130  ibid, p.19.
131 ibid., p.21.
132 ibid,, p.19.
133 ibid, p.21.
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In relation to wages growth, the budget papers assume that this will stabilise
around an annual growth rate of 3.5 per cent over the forward estimates period.™*
The budget papers state that ‘annual wages growth has been historically low
given elevated unemployment and constrained bargaining power of employees in
seeking additional wage increases’.’s®

Household consumption and dwelling investment

Household consumption is the amount spent by households on goods and
services. It is primarily driven by labour income and household wealth as well as
interest rates.” This component is expected to account for about 60 per cent of
GSP in 2013-14.%

Dwelling investment includes the value of new dwellings and home
improvements. The main factors influencing dwelling investment are the
demand for new houses, population growth, interest rates and prices.” Dwelling
investment accounted for around 6.2 per cent of Victorian GSP in 2013-14.%°

The 2015-16 budget papers predict a positive outlook for both household
consumption and dwelling investment, primarily driven by an expected stronger
labour income (which would increase household wealth and consumption).°

The 2015-16 budget papers further indicate that:™

Positive signs have emerged in the State’s traditional growth drivers of household
consumption and dwelling investment as the national economy shifts from growth
led by mining investment to broader-based drivers. These are responding to low
interest rates and strong asset price growth ...

Low interest rates, combined with high population growth, have increased demand
in Victoria’s residential property market. Strong price growth among established
dwellings is encouraging further residential construction.

Reduced interest payments and rising asset prices have strengthened household
financial positions and supported consumer spending. In addition, lower petrol
prices have bolstered household expenditure by allowing disposable income to be
redirected towards other goods and services. However, the pick-up in consumption
has come amid stalled growth in employee income, a result of subdued growth in
wages and flat aggregate hours worked in the Victorian economy:.

134 ibid, p.19.
135  ibid, p.21.

136  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.2.

137 ibid.
138  ibid, p.3.
139 ibid.

140 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.18.
141 ibid.
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The budget papers expect dwelling investment ‘to grow solidly in the short term,
in line with recent strength in the established property market and supported by
a surge in construction of multi-unit dwellings’.#?

Business investment

Business investment refers to activities related to investment by business in
machinery, construction, intellectual property goods, raised livestock and
agriculture.™3

Business investment accounted for approximately 11.8 per cent of GSP
in 2013-14.4 1t is driven mainly by interest rates, past business investment and
the lending margin (that is, the cost of borrowing).™>

The Government anticipates a favourable outlook for business investment over
the forward estimates period after a period of stagnation since the global financial
crisis. The budget papers indicate that:"6

Despite improved business conditions, firms have been reluctant to invest.
However, given low borrowing costs and a more favourable exchange rate, firms are
predicted to increase their capital expenditure as consumer spending improves and
exports strengthen.

Government expenditure

The Department of Treasury and Finance defines government expenditure as the
‘activity generated by various levels of government (Commonwealth, state and
local) within the economy through its consumption of goods and services and
gross fixed capital formation (i.e. investment)’.'¥” For forecasting purposes, the
Department indicates that:™®

[Government expenditure] is forecast by consideration of information affecting
government revenue and expenditure. This may include, but is not limited to,
policy announcements, election commitments, industry intelligence and financial
information conveyed in both Commonwealth and state budget documents.

Other variables included in modelling government expenditure are population,
employment in the public sector and the 10-year Commonwealth bond yield.*®

142 ibid, p.20.

143 Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.5.

144  Committee calculation based on Australian Bureau of Statistics, Australian National Accounts: State Accounts,
2013-14, cat. n0.5220.0. Available at <www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/
5220.02013-14?0OpenDocument>, viewed 24 July 2015.

145  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2014), p.5.

146  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.20.

147  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.6.

148 ibid, p.6.
149  ibid.
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The contribution of Victorian public sector expenditure to gross state product is
discussed in Section 3.3.1 of this chapter. Output expenses are discussed in more
detail in Chapter 7 and asset investment is discussed in Chapter 8.

Trade balance

The difference between what is exported and what is imported is known as

the trade balance. Exports and imports include both goods (for example,
manufactured goods, food and minerals) and services (for example, education,
tourism and financial services delivered in Australia to non-Australians).

According to the Commonwealth Department of Foreign Affairs and Trade, most
of Victoria’s exports of goods in 2013-14 came from food and fibre products and
manufactured goods.® The Department of Treasury and Finance identifies the
exchange rate and changes in relative prices (of exports to domestic sales) as the
main factors influencing goods exports.™ In the case of services, education and
personal travel were the main exports in 2013-14.152 Both services are consumed in
Victoria, by people arriving in the State to study or for holidays.

In the case of imports, the largest categories of imported goods in Victoria

are crude petroleum and passenger motor vehicles.’s3 Variations are largely
explained by global prices, the exchange rate and the relative cost of producing
the goods domestically.’ For services, the main service imported to Victoria is
personal travel.!>

Victoria’s net trade balance was a deficit of $38.2 billion in 2013-14.15¢ The 2015-16
budget papers indicate that:™’

Victoria’s trade deficit is predicted to widen more slowly than over the previous
decade. Exporters will benefit from the Australian dollar depreciating as well as
accelerating demand for Victorian products from Asia. Imported goods and services,
such as outbound tourism, will become relatively more expensive due to the lower
exchange rate but growth is expected to rise broadly in line with state final demand.

150 Based on Department of Foreign Affairs and Trade STARS database and ABS catalogues 3101.0, 5220.0, 5368.0,
5368.0.55.003 and 6291.0.55.001.

151 Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.7.

152 Based on Department of Foreign Affairs and Trade STARS database and ABS catalogues 3101.0, 5220.0, 5368.0,
5368.0.55.003 and 6291.0.55.001.

153 ibid.

154  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.7.

155  Based on Department of Foreign Affairs and Trade STARS database and ABS catalogues 3101.0, 5220.0, 5368.0,
5368.0.55.003 and 6291.0.55.001.

156  ibid.
157 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.20.
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Disclosure of the assumptions in the budget papers

As previously noted, the GSP estimates in aggregate are disclosed in the budget
papers. Additionally, the budget papers provide general commentary on the
expected trends of the main GSP components over the forward estimates period.
However, the budget papers each year do not provide any quantified forecasts of
the main GSP components.

Given the relevance and potential impact of these variables and their
assumptions within the budgetary process, the Committee considers that it
would be informative for future budgets to provide forecasts for each of the GSP
components. This would enable the reader to gain a better understanding of
the assumptions underpinning the budget and to assess the reasonableness of
these estimates.

FINDING 22: The budget papers each year do not provide quantified forecasts of the
components of gross state product, making it difficult to assess the estimates of gross
state product.

RECOMMENDATION 9: Future budget papers include a break-down of the forecasts
of gross state product used in developing the budget estimates. This break-down should
quantify the expected value of each of the main components of gross state product
across the forward estimates period, including household consumption, dwelling
investment, business investment and trade.

Other economic forecasts also play a significant role in determining the budget
estimates. In response to the Committee’s questionnaire, the Department of
Treasury and Finance listed the factors that had the most significant impacts on
revenue estimates (see Table 3.1 of this report).

The Department of Treasury and Finance’s forecasts for some of these factors are
disclosed in the budget papers but not all are disclosed. In particular, forecasts
are not disclosed for:

« household consumption
« property prices

« interestrates.

Property prices and interest rates are also included in the sensitivity analysis in
the budget papers. The sensitivity analysis estimates that a 1 percentage point
variation from the forecasts for property prices would have a $378 million impact
on the operating surplus and a $390 million impact on net debt over the forward
estimates period. A similar variation from the estimates of interest rates would
have a $588 million impact on the operating surplus and an $881 million impact
on net debt over the forward estimates period.'8

158  ibid., pp.78-9.
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The Committee considers that these impacts are significant. However, without
the Department of Treasury and Finance’s forecasts for these factors being
revealed, it is difficult for the Parliament and the community to assess whether or
not these impacts are likely to occur.

The sensitivity analysis also identifies two other factors for which the forecasts
are not revealed but where a 1 percentage point variation from the budget
estimates would impact on the forward estimates period by more than

$100 million: property volumes and enterprise bargaining agreements.'s®

The Committee considers that the Department’s forecasts should be disclosed
for all factors for which variations may have a significant impact on the budget
estimates. This would enable the Parliament and the community to assess

the forecasts and develop informed views about the likelihood of variations
from the forecasts occurring. A threshold to decide which economic variables
have a significant impact on the budget estimates would be whether or not a

1 percentage point variance would impact on the operating surplus or net debt
by more than $100.0 million over the forward estimates period. If there is any
variable meeting the threshold for which it is not appropriate to publish the
forecasts, the reasons for this should be clearly explained in the budget papers.

FINDING 23: The Department of Treasury and Finance discloses six key economic
forecasts in the budget papers each year. However, there are additional significant factors
for which the Department does not disclose its forecasts. Without disclosure of the
forecasts used in producing the budget estimates, it is difficult to assess the risks to the
budget estimates that may come from variations in the forecasts.

RECOMMENDATION 10: Future budget papers publish the forecasts for the budget
year and forward estimates period for any variable included in the sensitivity analysis for
which a 1 percentage point variance would impact on the operating surplus or net debt by
more than $100.0 million over the forward estimates period. For any variable where this

is not appropriate, the budget papers should state the reasons why the forecasts for this
variable have not been published in the budget papers.

The Committee also notes that population growth and the unemployment

rate appear in the budget papers as key economic assumptions on which the
budget estimates have been based (see Table 3.2). However, the potential impact
of variations from the forecasts in the budget papers is not discussed in the
sensitivity analysis. As a general principle, the Committee considers that the
sensitivity analysis should include all factors identified by the Department

of Treasury and Finance as key economic assumptions, where appropriate.
Alternatively, the budget papers should indicate the reasons why any key
economic assumptions have not been included in the sensitivity analysis.

FINDING 24: Not all of the key economic assumptions on which the budget estimates
have been based are included in the sensitivity analysis in the budget papers each year.

159  ibid.
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RECOMMENDATION 11: The sensitivity analysis in future budget papers include

all variables listed in Note 1to the financial statements as key economic assumptions
(including population growth and the unemployment rate). For any variable where this
is not appropriate, the budget papers should state the reasons why this variable has not
been included in the sensitivity analysis.

National and international economic outlook

The 2015-16 budget papers also include the following assumptions about the
national economy:'®°

« improving economic growth, with an annual growth rate (in nominal
terms) for gross domestic product of 2.6 per cent in 2014-15 and 3.1 per cent
in 2015-16

- falling terms of trade (the ratio of export prices to import prices), lowering
national income and potentially constraining consumer spending

- low interest rates stimulating the national property market, particularly in
Sydney and Melbourne

- alow exchange rate (which could potentially increase the competitiveness of
Victorian businesses')

- the national labour market continuing to under-perform in the near term
(particularly for the mining states).

In relation to the international economic outlook, the 2015-16 budget papers
assume improving economic conditions in the United States, modest economic
growth in China, a gradual recovery in the Japanese economy, a solid economic
outlook for New Zealand, and modest economic growth in the eurozone.'®?

The Treasurer further explained to the Committee that:3

... the global economic outlook has moderated since the 2014-15 budget update due in
no small part to the weaker growth prospects for the emerging economies, including
China, Russia and Brazil ...

The IMF predicts global growth will rise marginally in 2015 and 2016. There are
numerous risks to the global outlook - a prolonged downturn for the Chinese
economy and the Chinese property market would limit construction growth and
probably reduce demand for Australia’s mineral resources, leading to further declines
in commodity prices and therefore an impact on terms of trade. A more rapid
transition to consumer-led growth in China would likely boost Victoria’s exports. The
risk of Greece exiting the eurozone I think resurfaced in early 2015, with management
of the nation’s debt subject to ongoing deliberations. An exit would clearly unsettle
equity markets and confidence, so that, together with the geopolitical tension in
Ukraine and instability in the Middle East as well — the possibility that that might
escalate all has an impact. A faster than expected recovery and a lift in interest

160 ibid, pp.22-4.

161  ibid, p.18.

162  ibid., p.25.

163  Hon. Tim Pallas MP, Treasurer, 2075-16 Budget Estimates Transcript of Evidence, 8 May 2015, pp.27-8.
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rates, particularly in the US, could lead to a further depreciation of the Australian
dollar. This would more than deliver additional support for Victoria’s trade-exposed
industries and businesses and would likely see a more pronounced shift in household
spending towards domestically produced goods and services. Prolonged weaknesses
in global oil prices would, I think, keep petrol prices low, placing downward pressure
on inflation and supporting Victoria’s household consumption.

3.3.2 Economic outlook risks

Table 3.3 shows some of the economic risks which are discussed in the
budget papers.

Table 3.3 Risks to the economic outlook, 2015-16 Budget

Risks Potential impact on the Victorian Impact of a one percentage point
economy variance between estimates and
actuals on the Budget®

Stronger-than-expected Negative impact on: Not quantified
Australian dollar + Victorian business competitiveness
* business investment

* exports growth

Lower-than-expected Negative impact on: Income from transactions:
employment . labour income -$62 million
« household consumption Expe_nses from transactions:
$2 million
* business investment
Longer-than-expected period Increase in: Income from transactions:
of low interest rates . asset prices -$227 million
« household consumption Expeqsgs from transactions:
-$2 million
Lower-than-expected Chinese Negative impact on: Not quantified
property market * mining exports growth for Australia
* commodity prices
* terms of trade
Negative economic situation « financial market instability Not quantified
in Europe and increased
geopolitical tensions around
the world (for example, in the
Ukraine and in the Middle East)
Rapid increase in global oil * higher inflation Not quantified
prices * lower household consumption
growth
@) Based on the sensitivity analysis in Budget Paper No.2. Estimates in the sensitivity analysis indicate the impact of

the particular variable being one percentage point higher than estimated. The budget papers indicate that in most
cases the impact of the outcome being one percentage point lower than expected would be the opposite. Therefore,
the Committee has reversed the impact shown in the sensitivity analysis to approximate the impact of these risks
being realised.

Source: Public Accounts and Estimates Committee, based on Department of Treasury and Finance, Budget Paper No.2: 2015-16
Strategy and Outlook (2015), pp.26, 78.
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The Committee notes that the 2015-16 budget papers also contain a brief
discussion on the likely impact of the risks identified in Table 3.3 for some
revenue items such as land transfer duty, land tax and payroll tax.'* Howevetr,
the discussion does not provide any quantified estimates of the potential impact
of these risks on the Victorian economy or Government revenue. The Committee
notes that only two of the identified risks are included in the sensitivity analysis
in Budget Paper No.2.®> The Committee considers that including those risks in
the sensitivity analysis, where appropriate, would be valuable for understanding
the potential impact of the risks that the Victorian economy currently faces.

FINDING 25: The 2015-16 budget papers identify a number of risks to the economic
outlook. If they eventuate they would have a negative effect on the economy and
consequently on the budget estimates. Only two of these risks are quantified in the
sensitivity analysis in the budget papers.

RECOMMENDATION 12: Future budget papers quantify the impact of the main
risks to the Victorian economy identified in the discussion in Budget Paper No.2 by
including all of the identified risks in the sensitivity analysis. For any risk where this is
not appropriate, the budget papers should state the reasons why this risk has not been
included in the sensitivity analysis.

3.4 The labour market

As noted above, the Government has identified the labour market as a key area of
the economy where it is seeking to make changes.

In relation to the current labour market outlook for Victoria, the Minister for
Employment indicated to the Committee that:'66

Over the past four years we have seen in Victoria a rise in the statewide
unemployment rate from 4.9 per cent to 6.8 per cent, and there was a rise in the
three-month average regional unemployment rate from 5.8 per cent to 6.6 per cent
over that same four-year period.

Also troubling is this graph on youth unemployment and the rise in the youth
unemployment rate over that similar period from 12 to 14.5 per cent.

According to the 2015-16 budget papers, the labour market in Victoria is
‘constantly undergoing structural change as well as cyclical fluctuations’.'®’
Recent trends show a change in the composition of employment from full-time
jobs to part-time jobs. According to the Government, part-time jobs now represent

164  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.164, 166-9.
165  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.77-88.

166  Hon. Jacinta Allan MP, Minister for Employment, 2075-16 Budget Estimates Transcript of Evidence, 15 May 2015,
p.3.

167  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.28.
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one-third of total employment.'®® The budget papers state that ‘this reflects the
level of full-time employment remaining broadly flat over the past four years’,'®°
while the proportion of part-time jobs has increased.”®

The 2015-16 budget papers discuss a number of labour market indicators,
including:"”"

« the total number of hours worked by all workers (see Figure 3.5)

- the underemployment rate, which measures the number of people who have
a job but are willing to work more hours (see Figure 3.6)

« thelabour force underutilisation rate, which is defined as the sum of the
unemployment and underemployment rates (see Figure 3.6).

Figure 3.5 Annual hours worked in Victoria, 1980 to 2015

per cent
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Source: Reproduced from Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.30.

Figure 3.5 shows that the total number of hours worked has fallen in recent
years. The budget papers indicate that trends have differed across different
industries, with negative trends for several industries in Victoria.””? The impact
on employment numbers and the participation rate has been mitigated by the
shift to a larger proportion of part-time jobs.

168  ibid.
169  ibid.
170  ibid.

171 ibid., pp.30-2.
172 ibid, pp.31-2.
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Figure 3.6 Underemployment and underutilisation rates in Victoria, 1980 to 2015
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Source: Reproduced from Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.32.

However, as can be seen from the underemployment rate, there are many

employed people who would like to work more hours. The 2015-16 budget papers
state that ‘Victoria’s underemployment rate (a measure of people who have a job
and would like to work additional hours) rose to 9.6 per cent in February 2015”773

Additionally, the 2015-16 budget papers also indicate the following trends for
labour market indicators:"”*

- ‘Victoria’s unemployment rate rose to 6.9 per cent in July 2014, the highest
recorded since October 2001 ...

« ‘The labour force underutilisation rate (the sum of the unemployment and
underemployment rates) increased to 16.4 per cent in February 2015, its
highest level in over 20 years.’

The budget papers note that the youth employment rate has also decreased
significantly since March 2012."7°

The Minister for Employment indicated that another challenge for the labour
market is the evolution of the economy. The Minister pointed out that:"7®

... not only do we have those challenges of an increasing unemployment rate, but
there is also the issue of the transitioning of the economy. We have heard this a lot,
workers have heard this a lot and businesses have heard this a lot. We do see the

173 ibid,, p.32.

174 ibid., pp.29, 33.

175  ibid., p.33.

176  Hon. Jacinta Allan MP, Minister for Employment, 2075-16 Budget Estimates Transcript of Evidence,
15 May 2015, p.3.
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reality of the fact that the nature and composition of the workforce is changing. We
are taking an approach ... that we believe government has a role to play in not just
being a commentator in the transition of the economy but in ensuring that the jobs of
the future are there and that people have the sKkills to fill those jobs and the pathways
to find those jobs.

Furthermore, the budget papers indicate that:"””

... the Government is taking a series of actions that are geared towards lifting overall
economic activity to support job creation by boosting confidence, encouraging new
business formation, undertaking regulatory reform and improving linkages between
people and jobs.

The 2015-16 budget papers contain the Government’s response to the labour
marKket situation. This includes the following programs:"’8

« the Back to Work Scheme, a $100.0 million package delivered over two years
providing ‘financial assistance to businesses hiring those at risk of extended
periods of unemployment, including young people and retrenched workers’

« the Future Industries Fund, with $200.0 million delivered over four years
to develop six growth industries identified by the Government (medical
technology and pharmaceuticals, new energy technology, food and fibre,
transport, defence and construction technology, international education and
professional services)

« the Premier’s Jobs and Investment Panel (an independent body of
senior business and industry leaders), which ‘will provide direct advice
to the Premier on the allocation of $508 million over five years for jobs
and investment’

« the $200 million Regional Jobs Fund, which will support job-creating
projects in Regional Victoria.

As a result of these initiatives, the Government expects to help create
100,000 jobs over two years."”® The Minister for Employment has stated that:'®°

We have set a target of creating 100,000 jobs. That is a very strong target. In particular
you can see in the budget papers it does forecast some modest employment growth
over the forward estimates. We recognise this, that there are those challenges that are
forecast in employment rates, and how we need to pedal even harder — whether it is
through our policy approaches or the program implementation in the Back to Work
plan - to achieve job creation in the state.

177  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.39.

178  ibid., p.40.

179  ibid,, p.27.

180 Hon. Jacinta Allan MP, Minister for Employment, 2075-16 Budget Estimates Transcript of Evidence,
15 May 2015, p.3.
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The budget papers also indicate that the Government is implementing policies
in relation to the education and training system.” The actions described in the
budget papers include:'®?

» investing significantly in education and skills, including a focus on
reskilling workers;

« providing $300 million to complete the $320 million TAFE Rescue Fund, helping
campuses across the state reopen closed buildings, upgrade workshops and
classrooms and become more financially sustainable;

« providing young people and displaced workers with opportunities to develop
the skills they need to get a job in the industries that will drive Victoria’s
future prosperity; and

« delivering community service obligations and enhancing the regulation of
training providers.

The Committee notes that the labour market is only discussed from a
retrospective point of view in the 2015-16 budget papers, except for the forecasts
for the unemployment rate and employment growth. The Committee considers
that it would be informative, as part of the Government’s policy to improve
labour market conditions, if forecasts and targets were published for each labour
market indicator discussed in Chapter 3 of Budget Paper No.2 (that is, youth
unemployment, the underemployment rate, the underutilisation rate and the
number of hours worked). This information would provide the Parliament and
the Victorian community with an understanding of the expected impact of the
Government’s policies on the labour market. In addition, these disclosures would
be valuable for understanding the link between the labour market estimates and
payroll tax estimates (see Section 4.4.2 of this report).

FINDING 26: The Government anticipates a more positive outlook for the labour
market over the forward estimates period. It expects to positively influence the
labour market over the next four years through funding a number of initiatives in

the labour market, education and training areas. The Government has set a target of
creating 100,000 jobs and provides forecasts for the employment and unemployment
rates. However, it has not quantified the expected impact on other key measures

of employment.

RECOMMENDATION 13: The Department of Treasury and Finance release forecasts
and publish targets for the underemployment rate, underutilisation rate, the total number
of hours worked and the youth unemployment rate.

RECOMMENDATION 14: The Government release regular reports to assess the
progress and efficacy of the Government’s programs to stimulate employment.

181 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.39.
182  ibid, p.40.
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3.5

3.5.1
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Economic forecasts

Economic forecasts are an important input into the Government’s tax and
spending policies. Inaccurate forecasts could potentially lead to misguided
decisions with unfavourable results for the economy, the community and public
sector finances.

The Department of Treasury and Finance’s methodology

In Victoria, the Department of Treasury and Finance (DTF) is responsible for
monitoring the State’s economy and for delivering economic forecasts to the
Government. The Committee notes that the Department has recently developed
a working paper which enables a better understanding of its forecasting
methodology. This document is the result of recommendations made in the
Review of Treasury Macroeconomic and Revenue Forecasting.'® Its purpose

is to ‘enable the reader to understand the broad method used to undertake
macro-economic forecasts’.'

Furthermore, the Department explains that:*>

This paper is a further step in DTF’s policy of increasing the transparency of its
operations. The paper will assist readers in understanding how DTF’s forecasts are
made and will increase confidence in the forecasts.

The Committee welcomes the disclosure of the forecasting process and will follow
the Department’s further steps in increasing the transparency of its operations.

In relation to the forecasting process, the Department has indicated that:¢

A number of methods and sources of information are employed to generate
macro-economic forecasts. These include consideration of recent and current
recorded values, formal econometric modelling, trends suggested by leading
indicators, economic theory, industry and business liaison, insights provided by
other forecasts, and the experience and the intuition of DTF forecasters.

The Department uses a wide range of data sources including the Australian
Bureau of Statistics, Reserve Bank of Australia, Treasury Corporation of Victoria,
International Monetary Fund, departmental data and private institutions (for
example, ANZ, National Australia Bank and Deloitte Access Economics).'®?

183  Commonwealth of Australia, The Treasury, Review of Treasury Macroeconomic and Revenue Forecasting (2012).

184  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), p.1.

185  ibid.
186  ibid.
187  ibid, pp.13-15.
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The Department publishes economic forecasts twice a year (which are included

in the Budget and Budget Update) and the forecasting methodology is reviewed

before the release of each document (in May for the Budget and in December for
the Budget Update).'88

3.5.2 The accuracy of the Department of Treasury and Finance’s
forecasts

The Committee notes that the relevant task of the Department of Treasury and
Finance is to provide economic forecasts as accurately as possible to assist the
Government and the Parliament to make informed decisions. As discussed above,
these forecasts ultimately shape the budget estimates. Any deviations from these
assumptions will have an effect on the State’s financial outcomes.

The Committee understands that economic forecasting is a challenging task.
There are a number of variables that are impossible to predict accurately and
none of the variables is entirely within the Department’s control. The success
of a forecast relies on multiple factors, such as considering the full range of
accurate information and the ability to utilise the appropriate modelling and
statistical techniques.

The Committee has assessed the accuracy of the Department’s forecasts for real
GSP growth, employment, the unemployment rate, the consumer price index, the
wage price index and population growth, by comparing the actual results to the
estimates contained in previous budgets.

Tables showing forecasts and actual figures for those variables can be found

in Appendices A3.1to A3.6. The tables show varying levels of accuracy across
different years and different variables. Overall, across the seven years examined
by the Committee, 47.6 per cent of budget year estimates were within half a
percentage point of the actual result.’® Real GSP growth and employment growth
have been the most difficult variables to predict accurately.

The Committee notes that the outcomes for two indicators, real GSP growth and
population growth, show a consistent deviation in one direction (see Figures 3.7
and 3.8 below).

Real GSP growth has been consistently overestimated in previous budgets, with
an average overestimation of 0.38 percentage points for estimates of the budget
year and an average overestimation of 1.13 percentage points when comparing
the earliest estimate to the actual outcome (see Appendix A3.1). For illustrative
purposes, the Committee notes that 1 per cent of lower-than-expected GSP would
be equivalent to $160 million less revenue for the Government in 2015-16.'°

188  ibid., pp.1-2.
189 Committee calculations based on Appendices A3.1-A3.6.
190 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.78.
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Figure 3.7 Real GSP estimated and actual growth rates, 2004-05 to 2013-14 budgets

per cent

2007-08 2008-09 2009-10 2010-1 201112 2012-13 2013-14

[ Actual B Earliest estimate Budget year estimate

Note: The earliest estimate refers to the first time that a forecast for the relevant year appeared in the budget papers (that is,
four years in advance).

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: Strategy and Outlook,
2004-05 to 2015-16.

Figure 3.8 Population estimated and actual growth rates, 2004-05 to 2013-14 budgets

per cent

2007-08 2008-09 2009-10 2010-1 201112 2012-13 2013-14

[ Actual B Earliest estimate Budget year estimate
Note: The earliest estimate refers to the first time that a forecast for the relevant year appeared in the budget papers (that is,
four years in advance).

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: Strategy and Outlook,
2004-05 to 2015-16.

In relation to population growth, the Committee notes that this variable

has been consistently underestimated in previous budgets, with an average
underestimation of 0.24 percentage points for the budget year and an average
variation of 0.57 percentage points comparing the actual outcome to the
earliest estimate (see Appendix A3.2). The budget papers do not estimate the
impact of forecast errors for population growth on the revenue, expenses or net
debt estimates.

Consistent forecast errors in one direction can be an indication that there is

scope to improve the methodology. The Committee therefore considers that the
Department of Treasury and Finance may benefit from reviewing its methodology
for these variables.

Regarding these and the other economic variables, the Committee also considers
that disclosure could be improved in the budget papers. A better understanding
of the budget estimates would be provided by more clearly indicating the
reliability of the estimates. This is further discussed in Section 1.2.2 of this report.
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FINDING 27: Forecasts produced by the Department of Treasury and Finance have
shown mixed success between 2007-08 and 2013-14, with 47.6 per cent of recent
estimates for the budget-year within 0.5 percentage points of the actual result. However,
the growth in real gross state product has been consistently overestimated and
population growth has been consistently underestimated.

RECOMMENDATION 15: The Department of Treasury and Finance review its
methodology for forecasting growth in real gross state product (in the light of the
regular overestimation in previous budgets) and population growth (in the light of
regular underestimation).

The use of trends for economic forecasting

The budget papers indicate that the economic forecasts for the last two years
of the forward estimates period are calculated in a different way to the first two
years. In relation to the economic forecasts for the last two years, the budget
papers specify that:™

Projections for 2017-18 and 2018-19 represent trend rates, except for the
unemployment rate which shows a path towards trend.

The Committee sought further details from the Department of Treasury and
Finance about how these forecasts were calculated. Table 3.4 below shows the
response provided by the Department.

The Department’s explanation indicates that, in most cases, the forecasts have
been made by calculating the past annual average growth rate (also referred to

as ‘long-run average growth rate’). The Committee notes that the periods of time
used in these calculations vary significantly, from nine years to 37 years. The
Committee considers that disclosing the periods of time in the budget papers
would provide the Parliament and the community with a better understanding of
the basis of the budget estimates.

The Committee considers that this would be particularly important as there are
multiple ways to produce forecasts of economic variables. Some people may
not consider calculating averages based on past performance, sometimes over
long periods, to be the most appropriate methodology for calculating economic
forecasts. Publishing details of the methodology in the budget papers would
enable readers to make their own assessments about the appropriateness of the
economic forecasts used in calculating the budget estimates.

The Committee also notes that the methodology used for calculating the forecasts
of the last two years of the forward estimates period is set out more clearly in
Table 3.4 than in the Department’s document Method for Making Forecasts of

191 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.19.
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Table 3.4

70

Macro-Economic Indicators™? (discussed in Section 3.5.1 of this chapter). The
Committee considers that this document should be updated to more clearly
reflect the methodology used to calculate all forecasts.

Trends used to produce economic forecasts for 2017-18 and 2018-19 in the
2015-16 Budget

Economic Assumed Period of Actual ‘trend’ Comment
variable trend trend analysis  using analysis
(rounded) period
(unrounded)

Real gross state  2.75 Since 1989-90 2.79 Annual average growth since series
product® began in 1989-90.
Employment® 1.50 Since June 1.58 Equal to the long-run average growth

Quarter 1978 rate since series began.
Unemployment  Falling to Since 6.87 Simple average of past values is not
rate® 5.75 December used. Estimate of the ‘equilibrium’

Quarter 1983 unemployment rate derived from

econometric modelling of the natural rate
of unemployment and non-accelerating
inflation rate of unemployment (NAIRU),
to which the projections converge by the
end of the forward estimates period (This
value is 5.73%).

Consumer price  2.50 Since 251 The trend of 2.50% was chosen because
index® September it is the mid-point of the RBA’s inflation
Quarter 1993 target band. This coincides with the

average rate since inflation targeting
commenced in mid-1993.

Wage price 3.50 Since 3.41 The average growth rate since mid-1998

index@® mid-1998 (beginning of the WPI series). The
when WPI trend of 3.50% is consistent with a trend
series started growth for inflation of 2.50% and the

labour share of productivity of 1.00%.

Population®© 1.8 Since 1.79 Represents the average growth since
mid-2006 mid-2006 (8 years), rather than since
1980s when the series began. The
average growth between 1981 and 2005
was 1.0%, and since 2006 the growth rate
has never been below 1.4%.

(a) Per cent change in year-average compared with previous year.
(b) Year-average rate (per cent)
© Per cent change over the year to 30 June.

Source: Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific Questionnaire,
received 19 August 2015, p.4.

FINDING 28: Forecasts for most of the key economic variables for 2017-18 and 2018-19
are based on past average growth rates over different periods of time. These periods
range from nine years (in the case of population growth) to 37 years (in the case of
employment growth). The budget papers and the Department of Treasury and Finance’s
Method for Making Forecasts of Macro-Economic Indicators provide very limited details
about how forecasts of the last two years of the forward estimates period are calculated.

192  Macroeconomic and Revenue Forecasting Group, Department of Treasury and Finance, Method for Making
Forecasts of Macro-Economic Indicators (2015), pp.1-2.
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RECOMMENDATION 16: Future budget papers include additional details about the
methodology used in making economic forecasts across the forward estimates period,
including the period of time considered when calculating trends where appropriate.

RECOMMENDATION 17: The Department of Treasury and Finance update the Method
for Making Forecasts of Macro-Economic Indicators to provide more detailed descriptions
of the methods used to produce forecasts for the last two years of the forward

estimates period.

3.5.3 Economic forecast quality assurance

The Committee notes that the Department of Treasury and Finance has
performance measures in place to assess the accuracy of its forecasts for two
main economic variables: ‘Accuracy of estimating the employment growth rate
in the State budget’ and ‘Accuracy of estimating the gross state product growth
rate in the State budget’.'®3 In the 2015-16 budget papers, these two performance
measures have replaced a former performance measure which measured the
forecast accuracy of both variables.® The Department indicated that, ‘the
measure has been split to allow clear reporting of the economic metrics and

to improve the clarity of the data presented’.’®> The Committee welcomes the
introduction of these two new performance measures. However, the Committee
has some concerns about the broadness of the targets for these measures.

The Committee sought further details on what mechanisms the Department of
Treasury and Finance has put in place to assess previous economic forecasts
compared to actual results. The Department explained that:'?®

« Accuracy of forecasts is a key output deliverable; macroeconomic (GSP and
employment growth within one percentage point of actual) and revenue (forecast
aggregate own source tax revenue to be within five percent of actual) targets are
output reporting requirements that ensure comparison between actuals and
forecasts. All forecasts for the main macroeconomic variables as well as revenue
are reported in the on-line database and are available for public scrutiny;

« DTF forecasting methodologies are scrutinised by the Victorian Auditor-General
as part of the process of providing an independent assurance report published in
Budget Paper 5 Statement of Finances;

« DTF undertakes its own annual schedule of internal audit of activities. In recent
years audits have been undertaken on Economic forecasting and modelling
(2012-13) and Land Transfer Duty forecasting and modelling (2013-14). In
addition DTF subscribes to ISO (International Organization for Standardization)
accreditation which also undertakes regular reviews of forecasting methodologies
and associated processes;

193  Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.326.

194  ‘Accuracy of estimating gross state product and employment in the State Budget’ (Department of Treasury and
Finance, Budget Paper No.3: 2014-15 Service Delivery (2014), p.296).

195 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.326.

196  Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, pp.32-3.
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» DTF utilises best practice in undertaking its forecasts. This includes continual
reviews of methodologies updating and refreshment of econometric tools that
support forecasts (at least twice a year after budget and budget updates). Models
are compared to best practice. The general outline is described and published as
part of the on-line database.

Furthermore:'’

Methodologies employed include guidance from economic theory and econometric
modelling where appropriate, review of forward indicators, consideration of market
conditions and commentary including intelligence gathered through business
liaison, consideration of contemporaneous developments, attention to risk and other
mitigating circumstances and all forecasts are subject to review by ascending levels
of scrutiny within the Department. Comparisons are always made with other public
forecasts made by the Commonwealth Treasury, the Reserve Bank of Australia, other
state and territory treasuries and private sector forecasters (primarily banks) to affirm
storylines and may lead to modification of forecasts.

The Committee is pleased to see that these measures are in place. The Committee
hopes that continued quality assurance and consideration of past estimates

will enable the Department to further refine its methodologies and improve

its forecasts.

197  ibid, p.33.
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4.1 Introduction

The Government expects that the total revenue for the general government sector
will be $55.5 billion in 2015-16. Over the forward estimates, it is forecast to rise to
$61.2 billion (see Table 4.1).

Table 4.1 General government sector revenue, 2014-15 to 2018-19
2014-15 2015-16 2016-17 2017-18 2018-19
revised Budget estimate estimate estimate
estimate
Total revenue ($ million) 53,542.4 55,528.7 56,893.9 59,036.6 61,179.1

Annual growth
e ($ million) 1,177.8 1,986.3 1,365.2 2,142.7 2,142.5
* (per cent) 2.2 3.7 2.5 3.8 3.6

Average annual growth rate (2015-16 to 2018-19)

(per cent)® 3.3

(a) Compound annual growth rate. Calculated by the Committee.

Source: Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.49; Committee
calculations based on Department of Treasury and Finance, Consolidated Comprehensive Operating Statement -
General Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 21 May 2015.

This revenue comes from a range of sources. Slightly more than half (54.2 per cent
in 2015-16) is expected from the State’s own sources, such as taxes, fees, fines and
dividends. The balance comes from the Commonwealth Government in grants.

This chapter will examine the following aspects of the budget estimates for
revenue:
« What is the Government’s strategy for revenue? (Section 4.2)

«  What are the forecast trends in revenue and what do these mean for Victoria?
(Section 4.3)

«  How do the latest estimates compare with those from previous budgets?
(Section 4.4)

« What are the main components of revenue and how are they expected to
change between 2015-16 and 2018-19? (Sections 4.5 and 4.6)
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4.2 Government strategy for revenue

The budget papers set out financial measures and targets for the 2015-16 Budget
(see Section 2.3.2 of this report). These include:'?®

A net operating surplus consistent with maintaining general government net debt at
a sustainable level over the medium term.

To achieve this target, revenue growth will need to keep pace with the growth in
output expenses and asset investment. Estimates of the operating surplus are
discussed further in Section 2.4.1 of this report.

Specific initiatives affecting revenue growth in the 2015-16 Budget are discussed
in Section 4.4.3.

4.3 Revenue estimates

4.3.1 Expected growth over the forward estimates period

As mentioned in Section 4.1, the budget estimates predict that the total revenue
of the general government sector will rise to $55.5 billion in 2015-16 from an
estimated $53.5 billion in 2014-15. It is then anticipated to climb to $61.2 billion
over the forward estimates period.™®

Figure 4.1 shows the revenue for each year since 2007-08, including the forward
estimates period.

Figure 4.1 Total revenue, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-11  2011-12  2012-13  2013-14 2014-15 2015-16 2016-17 2017-18  2018-19

Source: Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - General
Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 1 June 2015.

198 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.
199 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.163.
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Table 4.2 shows that, for most items of revenue, the forecast growth rates in the
2015-16 Budget are significantly lower than the actual rates seen in past results.
Consequently, the forecast growth rate for revenue as a whole is also lower than
past actual rates. Further detail is given in Appendix A4.1.

Table 4.2 Past actual and forecast growth rates, selected revenue components
Revenue component Past actual growth rates® Forecast growth rates®
Taxation revenue 4.7 39
Sales of goods and services 7.0 1.2
Other revenue®© 7.5 16
Dividends and similar revenue -8.5 -2.8
Grant revenue 6.5 3.8
Total revenue 5.8 33

@) Compound annual growth rate, 2007-08 to 2013-14.
(b) Compound annual growth rate, 2015-16 to 2018-19.
©) Includes interest, other contributions and grants.

Source: Committee calculations based on Department of Treasury and Finance, State Taxation Revenue - Annual (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/State-taxation-revenue>,
viewed 27 May 2015; Department of Treasury and Finance, Consolidated Comprehensive Operating Statement -
General Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 1 June 2015.

The budget papers do not normally compare the growth rate estimates for
revenue components with past actual growth rates. However, the Committee
considers that the budget papers would be improved if significant variances
between estimated future growth rates and past actual growth rates were
explained, as this would make the assumptions underlying the budget estimates
clearer. This is discussed further, along with a recommendation, in Section 1.2.5
of this report.

Table 4.3 compares the actual and estimated growth rates for taxation revenue
and gross state product (GSP).

Table 4.3 Past actual and forecast growth rates, taxation revenue and gross state product

Past actual growth rate®  Growth rate over forward estimates period®

(per cent) (per cent)

Taxation revenue 4.7 39

Gross state product 4.1 5.4
(a) Compound annual growth rate between 2007-08 and 2013-14.

(b) Compound annual growth rate between 2015-16 and 2018-19.

Source: Committee calculations based on Department of Treasury and Finance, Consolidated Comprehensive
Operating Statement - General Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/
Victoria-Economy-publications/Aggregate-financial-statements>, viewed 3 June 2015; Department of
Treasury and Finance, Macroeconomic Indicators (2015). Available at <www.dtfvic.gov.au/Publications/
Victoria-Economy-publications/Macroeconomic-indicators>, viewed 3 June 2015.
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There is generally a strong relationship between growth in the broader
economy and growth in taxation revenue. For example, as the Commonwealth
Parliamentary Budget Office recently stated (in relation to the Commonwealth
Government):200

... over the past 30 years, growth in the nominal economy has been the main driver
of receipts, as revenue collections are highly dependent on the size and growth of the
economy, profits and income.

The Victorian budget papers also note that:2%

... higher than expected economic activity or inflation will tend to lead to higher
taxation revenue.

Given this relationship between the broader economy (which is measured by
GSP) and taxation revenue, one would expect that a higher GSP growth rate would
cause a higher taxation growth rate. However, as Table 4.3 shows, the budget
papers estimate that something quite different will happen. The budget papers
predict that the rate of GSP growth will increase, while the rate of taxation growth
will decrease.

There are a number of possible reasons for this, such as: the influence of factors
other than GSP on taxation estimates; an expected change in the relationship
between taxation revenue and GSP; or issues with the Department of Treasury
and Finance’s methodology. The budget papers usually provide only limited
explanations of the relationship between economic variables and the revenue
estimates, making it impossible to tell what the Department of Treasury and
Finance is expecting that has led to these estimates. The Committee considers
that future budget papers would be improved by discussing the relationship
between economic variables and revenue estimates in more detail, so that

the Parliament and the community could better understand the basis of

the estimates.

FINDING 29: Revenue is expected to rise to $55.5 billion in 2015-16. It is then forecast
to rise to $61.2 billion over the forward estimates period, an average growth rate of

3.3 per cent per year. The growth rate for revenue anticipated over the forward estimates
period is significantly lower than historical rates. Though there is a strong relationship
between gross state product (GSP) and taxation revenue, the budget estimates suggest
that taxation revenue will grow more slowly than GSP over the forward estimates period.

RECOMMENDATION 18: Future budget papers include an explanation of how the
estimates for GSP have influenced the estimates of different components of revenue.

In cases where GSP growth rates differ significantly from revenue growth rates, these
explanations should identify the factors which have caused the difference in growth rates,
and discuss how each factor has influenced the estimate.

200 Parliament of Australia, Parliamentary Budget Office, The Sensitivity of Budget Projections to Changes in
Economic Parameters (2014), p.2.

201 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.63.
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RECOMMENDATION 19: The Auditor-General assess whether the factors used

by the Department of Treasury and Finance in constructing revenue estimates are
adequately described in the budget papers. This assessment should include the way GSP
estimates, and any other relevant factors, have been taken into account. As part of this,
the Auditor-General should examine why the taxation estimates in the 2015-16 Budget
increase at a slower rate than has occurred in recent years at the same time that the GSP
estimates increase at a faster rate.

4.3.2 Underestimation in the budget estimates

One factor that may partly explain the lower estimated growth rate for revenue
is that the estimates may be understated. Table 4.4 looks at the revenue growth
estimates across forward estimates periods in previous budgets.?°? By comparing
the estimated growth with what actually occurred, it can be seen that revenue
growth has been consistently underestimated.

Table 4.4 Estimated and actual growth rates for total revenue, rolling forward estimates

periods

Estimated growth rate across the Actual growth rate®

relevant forward estimates period®®

2005-06 Budget 3.0 7.1
2006-07 Budget 3.0 8.5
2007-08 Budget 3.2 7.2
2008-09 Budget 41 6.8
2009-10 Budget 15 29
2010-11 Budget 3.3 4.4
(a) All growth rates are compound annual growth rates between the relevant budget year and the end of the relevant

forward estimates period.
(b) Calculation of estimated growth rates in each budget is shown in Appendix A4.4

Source:  Committee calculations based on Department of Treasury and Finance, Budget Paper No.4/5: Statement of Finances,
2005-06 to 2010-11; Department of Treasury and Finance, Financial Report, 2006-07 to 2013-14.

The average annual growth rate predicted in the budgets listed in Table 4.4 was
3.0 per cent, with the highest predicted growth rate being 4.1 per cent. The actual
growth rate over the whole period (2005-06 to 2013-14) was 6.4 per cent, and the
growth predicted in each budget was less than actually occurred.

The underestimation can also be seen by comparing the revenue estimate for the
budget year to the actual amount of revenue received. For every budget that the
Committee examined (2005-06 to 2013-14293), the revenue estimate was lower
than the actual amount (see Appendix A4.2). The average underestimation over
this period was $1.5 billion.204

202 The 2010-11 Budget is the last one included, as it is the last year for which actual data are available for all years of
the budget’s forward estimates period.

203 2013-14 is the last year for which actual amounts have been published to date.
204 Committee calculations based on Appendix A4.4.
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The consistent underestimation may be partly a result of the methodology used
to make the budget estimates. The Department of Health and Human Services
advised the Committee that:20%

Conservative price and volume assumptions have been used to ameliorate the
income risks associated with National Health Reform and other fee for service
revenue. Commonwealth funding arising from National Partnership Agreements has
only been included in budget papers where negotiations with the Commonwealth
have concluded.

Other departments also indicated that a policy had been adopted of forecasting
income as zero where the amount is difficult to accurately estimate, even though
it is likely that some revenue will be received.?°¢

This can be seen with specific-purpose grants from the Commonwealth
Government. The Commonwealth budget is presented after the Victorian budget,
meaning that not all funding decisions are known to the Victorian Government
when preparing the State budget. The Department of Treasury and Finance
indicated to the Committee that its methodology for estimating specific-purpose
grants is conservative, explaining that its estimates are:2%

... based on the latest advice from the Commonwealth, primarily from
Commonwealth budget publications, direct and specific advice from the
Commonwealth, or conservative interpretations of the funding conditions for
national partnership agreements. The Victorian Government does not attempt to
anticipate future policy decisions of the Commonwealth.

The Department also advised the Committee that ‘the Victorian budget
does not contain contingencies for specific-purpose grants that have yet to
be announced’.?%8

As a result, for a number of specific-purpose grants whose future was uncertain
at the time of the Victorian budget, the Victorian budget estimates included no
income in 2015-16 (see Appendix A4.3). In three cases, subsequent decisions by
the Commonwealth Government mean that funding will be provided:

« the National Partnership Agreement on Homelessness includes $22.8 million
for Victoria in 2015-162%°

- the National Partnership on the National Quality Agenda on Early Childhood
Education and Care includes a total payment of $19.1 million to the states
in 2015-16, including a yet-to-be determined share to Victoria?©

205 Department of Health and Human Services, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 26 June 2015, p.9.

206 For example, Department of Justice and Regulation, Response to the Committee’s 2015-16 Budget Estimates
General Questionnaire, received 11 June 2015, p.15; Parliamentary Departments, Response to the Committee’s
2015-16 Budget Estimates General Questionnaire, received 12 June 2015, p.5.

207 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.2.

208 ibid.
209 Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2015-16 (2015), p.48.
210 ibid,, p.32.
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« the National Partnership on Treating More Public Dental Patients has been
replaced by a new National Partnership on Adult Public Dental Services,
including an anticipated payment to Victoria of $38.5 million in 2015-16.2"

The Committee notes that this may no longer be an issue if the State budget
is tabled after the Commonwealth budget. The Government has informed the
Committee that it is considering a later date, and:?"2

... will continue to investigate implementation options for a future year, subject to the
preservation of Constitutional protection around budget passage.

The Committee notes that the practice of making conservative estimates and
estimating zero for items about which there is uncertainty is a regular accounting
practice. The Committee also notes that the Auditor-General has indicated that:?"3

... the estimated financial statements have been properly prepared on the basis of
the assumptions contained in Note 1 [and that] the methodologies used to determine
those assumptions are reasonable.

However, these practices can lead to underestimation of revenue. The Committee
considers that current and recent budget papers have not clearly explained

the likelihood that the revenue estimates are understated. For example, the
budget papers discuss risks associated with grants from the Commonwealth
Government. However, they do not disclose that the Department of Treasury and
Finance’s methodology? means it is most likely that grant revenue will be higher
than predicted in the budget papers.

Recommendations relating to this issue have been made in Section 1.2.2 of
this report.

FINDING 30: The budget estimates predict that revenue will grow at a slower rate over
the forward estimate period than in recent years. This may be a result of a forecasting
methodology that includes conservative estimates and omits elements of revenue where
the amount to be received is uncertain.

4.3.3 Revenue per Victorian

As noted in Section 4.3.1, revenue is expected to increase each year, but at a
slower rate than in previous years.

Figure 4.2 below adjusts the revenue estimates to show what they would mean
per person, and in real terms (that is, removing the effects of inflation).

211 ibid, p.26.

212 Victorian Government, Government Responses to the Recommendations of Public Accounts and Estimates
Committee’s 120t Report to Parliament - Report on the 2014-15 Budget Estimates - Part Two, tabled
15 April 2015, p.2.

213 Victorian Auditor-General, quoted in Department of Treasury and Finance, Budget Paper No.5: 2015-16
Statement of Finances (2015), p.5.

214 Such as making conservative estimates and not including any estimates of future new grants.
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Figure 4.2  Revenue per Victorian in real terms,® 2007-08 to 2018-19

$ per Victorian in real terms

2007-08 2008-09 2009-10 2010-11  2011-12  2012-13  2013-14 2014-15 2015-16 2016-17 201718  2018-19

(a) Expressed in 2015-16 prices.

Source: Committee calculations based on Department of Treasury and Finance, Consolidated Comprehensive
Operating Statement - General Government Sector (2015). Available at <www.dtf.vic.gov.au/Publications/
Victoria-Economy-publications/Aggregate-financial-statements>, viewed 3 June 2015; Department of
Treasury and Finance, Macroeconomic Indicators (2015). Available at <www.dtfvic.gov.au/Publications/
Victoria-Economy-publications/Macroeconomic-indicators>, viewed 3 June 2015.

Revenue is expected to be $9,172 per person in 2015-16. The Government
anticipates that this will decrease to $8,880 (in 2015-16 prices) in 2018-19.

Figure 4.2 shows that revenue in real terms per Victorian is expected to follow
a broad downward trend after peaking in 2013-14. While revenue is increasing
in dollar terms (see Figure 4.1), population growth and inflation are expected to
combine to outweigh this growth.

If this trend were to occur, it would put pressure on the Government’s ability to
deliver the same level of services to Victorians.

FINDING 31: Revenue is expected to be $9,172 per Victorian in 2015-16. By 2018-19,
revenue is expected to have decreased to $8,880 per Victorian (in 2015-16 terms), as
population and inflation are expected to grow at a faster rate than the revenue estimates.

4.4 Comparison to previous estimates

At the time of each budget, the Government produces new estimates (including
revenue estimates) for the relevant forward estimates period. Figure 4.3 compares
the latest revenue estimates to past estimates, including those from the 2014
Pre-Election Budget Update (issued by the Department of Treasury and Finance
shortly before the election in 2014).

Figure 4.3 shows that, since the 2014 Pre-Election Budget Update, estimates for
every year between 2015-16 and 2017-18 have been revised upwards, by a total
of $2.1 billion.
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Figure 4.3 Comparison of revenue estimates in the 2015-16 Budget to previous estimates

$ billion

2012-13 Budget
M 2013-14 Budget
B 2014-15 Budget
2014 Pre-Election Budget Update

[l 2015-16 Budget

2015-16 2016-17 2017-18 2018-19

Source: Department of Treasury and Finance, Budget Paper No.5: Statement of Finances, 2012-13 to 2015-16; Department of
Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.27.

However, the forward estimates had been revised downwards in the 2014
Pre-Election Budget Update compared to the previous budget. The Pre-Election
Budget Update stated that this was principally a result of adjustments to the
scheduling of specific-purpose grants from the Commonwealth Government
for the East West Link.? This involved two separate changes: a prepayment of
$1 billion in 2013-14 (increasing grants for 2013-14 and correspondingly lowering
those for 2014-15 to 2016-17); and a $500 million deferral, decreasing expected
revenue in 2017-18 and increasing it in 2018-19.%'¢

As noted above, estimates made in the 2015-16 budget papers are consistently
higher than those made in the 2014 Pre-Election Budget Update. Table 4.5
illustrates what has driven the changes.

Table 4.5 Variations in estimates for revenue between the 2014 Pre-Election Budget Update
and the 2015-16 Budget

2015-16 2016-17 2017-18
Revenue estimates in the 2014 Pre-Election Budget Update 54,482.3 56,346.1 58,524.6
State Government policy decision variations +49.0 +76.0 +91.0
Taxation +283.2 +66.0 -175.0
Investment income +257.0 +115.0 -118.0
General-purpose grants +228.3 -113.8 -704.7
Specific-purpose grants +212.3 +245.3 +1,198.4
Other® +16.6 +159.3 +220.3
Revenue estimates in the 2015-16 Budget 55,528.7 56,893.9 59,036.6

(a) Calculated by elimination.

Source: Committee calculations based on Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update
(2014), p.27; Department of Treasury and Finance, 2074-15 Victorian Budget Update (2014), p.20; Department of
Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.55; Department of Treasury and
Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.7.

215  Department of Treasury and Finance, 2014 Victorian Pre-Election Budget Update (2014), p.17.
216  ibid.
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4.4.2
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The largest revision is a result of the ‘rescheduling to 2017-18 of expected revenues
under the asset recycling initiative’?” (see Section 8.2.3 for more details of that
initiative). This accounts for the increase in specific-purpose grants in 2017-18.

A number of other factors also contributed smaller amounts to the revision.

Commonwealth Government grants

Table 4.5 shows that the increase in the revenue estimates is primarily a result of
changes to the scheduling of specific-purpose grants from the Commonwealth
Government. The estimates for specific-purpose grant revenue between 2015-16
and 2017-18?"® increased by $1.7 billion between the 2014 Pre-Election Budget
Update and the 2015-16 Budget, predominantly in 2017-18.

The budget papers identify two factors that have contributed to this:

« ‘additional funding for government and non-government schools
announced in the Commonwealth’s 2014-15 Mid-Year Economic and
Fiscal Outlook’?"®

« ‘the rescheduling to 2017-18 of expected revenues under the asset
recycling initiative’.22°

General-purpose (GST) grants from the Commonwealth Government in 2015-16
are also expected to be higher than previously forecast. The budget papers note
that this ‘reflects growth in the GST pool and an improvement to Victoria’s

GST relativity as recommended by the Commonwealth Grants Commission
(CGC) in their methodology review’.2? However, less is now expected through
general-purpose grants in 2016-17 and 2017-18 than was previously expected. The
large write-down for 2017-18 is due to a lowering of the estimated GST relativity
for the State.??? The Department of Treasury and Finance advised the Committee
that this is ‘due mostly to lower iron ore prices increasing Western Australia’s
share of the national GST pool’.??3

State taxation and investment income

Estimates for taxation have been revised upward for 2015-16 and 2016-17, but
downward in 2017-18. The Department of Treasury and Finance advised the
Committee that the upward revision for 2015-16 was driven by land transfer

217 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.57.
218  The years common to both estimates.

219  Department of Treasury and Finance, 2014-15 Budget Update (2014), p.21.

220 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.57.
221  ibid.

222 ibid.

223  Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.48.
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duty ‘due to the property market being stronger than originally forecast’.??4 The
budget papers note that that the downward revision in 2017-18 is a result of the
increased risk of a downturn later in the forward estimates period.?®

This is partly mitigated by payroll tax. Estimates for payroll tax are lower in
2015-16 than previously predicted, as a result of a ‘divergence between aggregate
hours worked and total employment [which] means payroll tax revenue has not
kept pace with recent gains in employment’.??¢ This divergence is illustrated in a
graph in the budget papers.??’ The budget papers also note that ‘aggregate hours
worked are expected to improve in line with the forecast period of sustained
employment growth’,??8 restoring the payroll tax revenue to that of previous
estimates from 2016-17 onwards.

The Committee recommends in Section 3.4 of this report that, in the future, the
Department of Treasury and Finance release its forecasts for the number of hours
worked. This would help readers to understand the expected effects of this on
payroll tax.

These estimates are particularly interesting in the light of the Government’s
strategies to create jobs and grow the economy, such as the Plan for Jobs and
Growth (see further discussion in Section 3.4 of this report).

Section 4.5.1 discusses taxation in greater detail.

The estimates for dividends and similar revenue have been increased in 2015-16
and 2016-17 but decreased in 2017-18. These changes are mostly a result of
changes in the value of dividends expected from various government business
enterprises. Dividend revenue has been adjusted in a complex mannet,

with expected dividends from some enterprises increased while others have
been decreased.??®

In particular, the Government has raised the amount of dividends expected from
the Transport Accident Corporation (TAC) between 2015-16 and 2017-18,23° and
imposed dividends on the Victorian Managed Insurance Authority for the first
time.?' However, it has also decided not to take dividends from WorkSafe Victoria
(the Victorian WorkCover Authority) over the whole of the forward estimates
period.?? Previously the authority was expected to provide $535.1 million between
2015-16 and 2017-18.233 See Section 4.5.3 for more detail.

224  This is offset by lower revenue from land tax and motor vehicle taxes (Department of Treasury and Finance,
Response to the Committee’s 2015-16 Budget Estimates General Questionnaire, received 12 June 2015, p.36).

225 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.56.

226 ibid.
227 ibid., p.21; also discussed on pp.30-3 as ‘underemployment’.
228 ibid., p.56.

229 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.28.

230 ibid.; Department of Treasury and Finance, Budget Paper No.5: 2014-15 Statement of Finances (2014), p.23.
231 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.28.

232 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.56.

233 Calculation based on Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014),
p.44.
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The budget papers state that the lower-than-previously-expected investment
income in 2017-18 ‘largely reflects lower income tax equivalent payments by TAC
due to reduced investment income and the impact of bond rate movements on
claim costs’. 234

2015-16 Budget initiatives

The estimates are also influenced by revenue and revenue foregone initiatives.
These are new decisions to increase or decrease revenue which are released with
each budget and budget update.

The 2015-16 Budget released revenue initiatives intended to increase revenue by
$333.1 million over four years (see Table 4.6) and one revenue foregone initiative
intended to decrease revenue by $11.4 million over four years.

New revenue initiatives, 2015-16 Budget

Initiative Net impact over the forward
estimates period®

($ million)
Absentee Landowner Surcharge 53.5
Land Transfer Duty Surcharge on Foreign Buyers of Residential Property 279.6
TOTAL 333.1

(@) 2015-16 to 2018-19.

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery
(2015), p.104.

The most significant of these initiatives is a decision by the Government to add
a 3.0 per cent surcharge to the land transfer duty payable on sales or transfers

of residential property to foreign buyers.?*® This is expected to raise land
transfer revenue by $279.6 million over the next four years. The Department of
Treasury and Finance informed the Committee that ‘the purchaser will have

an opportunity to declare whether they are a “foreign purchaser” at the time

of making a purchase or relevant acquisition’,?%¢ although the Department of
Treasury and Finance also advised the Committee that, “The Treasurer may
exercise discretion to provide an exemption to foreign developers that add to the
supply of housing stock in Victoria’.?*’

The Committee notes that the Parliament’s Standing Committee on the Economy
and Infrastructure conducted an inquiry into the State Taxation Acts Amendment
Bill 2015, which brings this initiative into law. Though the budget papers estimate

234  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.56.
235 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.104.

236 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.20.

237  ibid.
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that revenue will flow to the Government as a result of this initiative from
2015-16,%8 the Economy and Infrastructure Committee found that the full impact
of the surcharge may not be realised for several years.?3°

One revenue foregone initiative was introduced in the 2015-16 Budget, decreasing
revenue over the forward estimates period by $11.4 million by reducing stamp
duty on the registration of mobile plant and other special-purpose vehicles.?°
This is discussed further in Section 4.5.1.

Figure 4.4 compares the impact of revenue and revenue foregone initiatives from
the 2015-16 Budget with initiatives from past budgets.

Figure 4.4 New revenue and revenue forgone initiatives, current and previous budgets
(five-year totals), 2008-09 to 2015-16

§ 20
E
P B
1.0 oo
05
0 =
05 B
10 B
Sl
S2 0 s
2008-09 2009-10 2010-1 2011-12@® 2012-13@ 2013-14@ 2014-15® 2015-16
B Revenue initiatives - budget Revenue initiatives - budget update
B Revenue foregone initiatives - budget B Revenue forgone initiatives - budget update
@) Initiatives included in previous budget updates have been removed from the totals given in Budget Paper No.3 prior to
2010-11 to avoid double counting.
(b) Budget Update initiatives for 2010-11 and 2014-15 are from Budget Updates and Pre-Election Budget Updates.
©) These large amounts reflect primarily the discontinuation of previous mechanisms for gathering fire-related
contributions and their replacement by the Fire Services Property Levy.
(d) A Casino Electronic Gaming Machine Levy was introduced in the 2013-14 Budget Update, but estimates were removed

from the 2014-15 Budget, as mutual agreement between the Government and the Casino operator had not been
achieved by the time of the Budget (Department of Treasury and Finance, Budget Paper No.3: 2014-15 Service Delivery
(2014), p.78). This initiative has been excluded from the figure above.

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: Service Delivery, 2008-09
to 2015-16; Department of Treasury and Finance, Victorian Budget Update, 2008-09 to 2014-15; Department of
Treasury and Finance, Victorian Pre-Election Budget Update, 2010 and 2014.

238 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.104.
239 Economy and Infrastructure Committee, Inquiry Into the State Taxation Acts Amendment Bill 2015 (2015), p.4.

240 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), p.104.
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Figure 4.4 shows that revenue initiatives in the 2015-16 Budget have been smaller
than those released in the past four years. Revenue to be raised through these
initiatives is estimated at $333.1 million over four years.?*' Over the previous four
budgets, the average estimated additional revenue through revenue initiatives
was $637.5 million.?*2

Similarly, the total revenue forgone over the next four years from new initiatives
in the 2015-16 Budget ($11.4 million?*3) is lower than the average ($255.7 million?*4)
of the previous four budgets.

FINDING 32: The value of revenue and revenue foregone initiatives released in the
2015-16 budget papers is significantly less than the value of initiatives released in the last
four budgets.

Disclosure of revenue initiatives

The budget papers include a number of initiatives whose principal purpose is

to lower revenue flowing to the Government in order to achieve specific policy
objectives. The Committee notes that the budget papers do not treat two of these
initiatives in a consistent mannetr.

The Stamp Duty Exemption on Mobile Plant Registration initiative is intended to
reduce running costs for businesses by exempting vehicles classified as ‘mobile
plant’ or ‘plant-based special purpose vehicles’ from stamp duty. This initiative is
classified as a revenue measure in the budget papers.?4

The Car Registration Discounts for Trade Apprentices initiative provides a

50 per cent discount on registration charges for some trade apprentices. In
contrast to the Stamp Duty Exemption on Mobile Plant Registration initiative,
this initiative is classified as an output initiative.?*¢ There is no mention of this
initiative in the revenue measures section of the budget papers.

Both initiatives have similar impacts on the revenue estimates.

One of the main roles of the budget papers is to communicate the Government’s
policies and how they will be achieved. The Committee considers that interested
users should be able to find a complete list of initiatives whose primary purpose
is to forego revenue in one place. This can be achieved either by listing all such
initiatives as revenue initiatives or by cross-referencing relevant initiatives in
other sections from the revenue measures section of the budget papers.

241  ibid.

242 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: Service Delivery,
2011-12 to 2014-15.

243 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), p.104.

244 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: Service Delivery,
201M-12 to 2014-15.

245 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.104.
246 ibid., pp.20, 32.
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FINDING 33: The Stamp Duty Exemption on Mobile Plant Registration initiative and the
Car Registration Discounts for Trade Apprentices initiative are both intended to forego
revenue to achieve policy objectives. However, the former has been listed in the budget
papers as a revenue initiative, while the latter has been included as an output initiative.

RECOMMENDATION 20: Future budget papers include information in the revenue
measures section on all initiatives whose main effect is to lower revenue. This can be
achieved either by:

(@) including all such initiatives in the revenue measures section of the budget papers
as revenue initiatives or

(b) including a cross-reference in the revenue measures section of the budget papers to
relevant initiatives in other sections of the budget papers.

4.5 State-sourced revenue

Overall, the budget estimates for State-sourced revenue increase to $30.1 billion
(a 3.5 per cent growth) in 2015-16, before rising to $32.7 billion in 2018-19.24

The three largest categories of State-sourced revenue in Victoria are:

» taxation revenue
« sales of goods and services

« dividends and similar.

4.5.1 Taxation revenue

The estimates for taxation revenue are $19.0 billion in 2015-16.248 This is an
increase of $750.6 million over the revised estimate for 2014-15.24° Over the
forward estimates period it is anticipated to rise to $21.3 billion.?5¢

The State receives taxation revenue through a large number of streams. This
section will discuss the five most significant streams. Together, these cover
around 85 per cent of total taxation revenue.

Figure 4.5 (and Appendix A4.1) show that payroll tax is expected to increase

at a higher rate than has been observed in the past (an average of 5.9 per cent

per year compared to an historic average of 4.3 per cent). The budget papers note
that ‘as demand recovers this should boost full time employment and drive a
recovery in payroll tax’.?5! This is in line with the Government’s plan to stimulate

247 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.7, 29.

248 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.165.

249 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), p.165. Payroll tax and land transfer duty were significant contributors to this growth.

250 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.165.
251 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.51.

Report on the 2015-16 Budget Estimates 87



Chapter 4 Revenue

the labour market through its Back to Work Plan and the budget forecasts that
unemployment will stabilise over 2015-16 and 2016-17 before declining in 2018-19.
See Section 3.4 of this report for further details.

Figure 4.5 Major components of taxation revenue, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-1 20112 2012-13  2013-14 2014-15 2015-16 2016-17 2017-18 2018-19

== Payroll tax Land transfer duty == Gambling taxes
== Motor vehicle taxes Land tax

Source: Department of Treasury and Finance, State Taxation Revenue - Annual (2015). Available at <www.dtfvic.gov.au/
Publications/Victoria-Economy-publications/State-taxation-revenue>, viewed 27 May 2015.

Land transfer duty is expected to increase to $5.0 billion in 2015-16,2%2 after
having increased from $4.2 billion to $4.9 billion between 2013-14 and 2014-15.253
Appendix A4.1 shows that, after this point, land transfer duty is forecast to grow
not only at a rate slower than it has in the past (1.5 per cent per year compared to
2.0 per cent in the past), but also slower than other major tax components. This is
despite the addition of a revenue initiative that adds a surcharge to land transfers
to foreign buyers of residential property.?>*

The budget papers note that the property market is cyclical, with periods of
growth interspersed by periods of stagnation.?>> When prices rise, sellers have an
incentive to sell, but when prices stop rising, sellers tend to wait. This means that
transaction numbers and prices tend to move together. Because revenue from
land transfer duty is a product of both the price of the land sold and the number
of transactions, this synchronisation can cause severe fluctuations in revenue (as
shown in Figure 4.5).

252  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.165.

253  Department of Treasury and Finance, 2013-14 Financial Report (2014), p.76; Department of Treasury and Finance,
Budget Paper No.5: 2015-16 Statement of Finances (2015), p.165.

254 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.104.
255 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.166.
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The budget papers also note that strong growth in the market can be an indication
that the cycle may be ending, which increases the likelihood of a ‘correction’ in
land transfer revenue.?*® Because ‘historically, a period of more subdued growth
has followed periods of strong growth in land transfer duty’,?” the Government
has adopted a forecast of slower but positive growth from 2015-16 onwards.

Land tax is determined by land value rather than sales. Revaluations of land

are performed every two years, which is why the revenue stream has a ‘stepped’
appearance in Figure 4.5. Overall, the growth rate of this component is expected
to be lower than historic levels (with forecast growth of 7.8 per cent per year
compared with past growth of 11.5 per cent per year). However, the growth rate

is underpinned by the expectation of more land being subject to land tax.?%®

In addition, ‘greater compliance activity by the State Revenue Office to ensure
only genuine owner-occupiers receive the land tax primary place of residence
exemption’?® will contribute to revenue growth. This compliance activity is
related to a revenue initiative included in the 2014 Pre-Election Budget Update.?5°

Motor vehicle tax revenue is expected to grow at 4.2 per cent per year over the
forward estimates period. Revenue from motor vehicle taxes is expected to be
reduced by $11.4 million over four years by a Government revenue foregone
initiative (Stamp Duty Exemption on Mobile Plant Registrations).?®' In addition,
an output initiative, Car Registration Discounts for Trade Apprentices,?®? is
anticipated to reduce revenue by a further $7.6 million over the forward estimates
period.?83 Appendix A4.1 shows that the forecast growth rate of motor vehicle

tax revenue (4.2 per cent per year) is slower than has been observed over past
actual results (5.9 per cent per year).?¢* The Department of Treasury and Finance,
however, describes the growth over the forward estimates period as ‘broadly in
line with its trend growth rate’.26

Gambling tax revenue is expected to rise at an average rate of 2.9 per cent per year
over the forward estimates period.?%® The budget papers note that ‘the growth

in gambling tax revenue reflects general weakness in nominal consumption
expenditure’.?” However, Appendix A4.1 shows that this is a significant increase
over past actual growth rates (which have averaged 0.8 per cent per year).?68

256 ‘As upward momentum of the current cycle builds, so does the likelihood of a correction, as has been the case in
past property cycles’ (Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances
(2015), p.166).

257 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.50.
258 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.168.
259 ibid.

260 Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), pp.75-6.

261  Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.104.

262 ibid., pp.20, 32.

263 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.191.

264 Committee calculations based on Department of Treasury and Finance, State Taxation Revenue - Annual (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/State-taxation-revenue>, viewed 27
May 2015.

265 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.170;
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.51.

266 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.170.
267 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.51.
268 Thisis not noted in the budget papers.
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The Committee considers that the roll-out of the voluntary pre-commitment
scheme?®® may limit growth in gambling tax revenue. In addition, in giving
evidence to the Committee, the Minister for Consumer Affairs commented that:?°

Between 2008-09 and 2013-14 gaming machine player loss declined in real terms by
18.3 per cent, and in that same period gaming machine expenditure as a proportion of
household final consumption expenditure declined by 25 per cent.

The budget papers similarly indicate the expectation that ‘gambling expenditure
will continue to decline as a share of household consumption, weighing on
revenue growth’.?”!

The Committee notes that the budget papers previously included introductory
paragraphs that described each component of tax revenue. This included relevant
information such as the purpose of the item, how it is calculated or exemptions

or concessions for the item. With some exceptions, these paragraphs have been
removed from the 2015-16 budget papers. The budget papers have an important
role in communicating the Government’s plans, and orienting readers is part of
this role. The continued inclusion of this information would improve the clarity
of future budget papers.

FINDING 34: Additional orientation information describing a number of revenue
items was included in previous budget papers but has not appeared in the 2015-16
budget papers.

RECOMMENDATION 21: The budget papers reinstate the practice of including
background information on the major components of revenue, including, where relevant,
the component’s purpose, how it is calculated and relevant concessions and exemptions.
This information may be included in the discussion of each revenue item or in another
section in the budget papers.

Sales of goods and services

The Government receives revenue from the sale of goods and services such as
regulatory fees, user charges and public transport fares. This component of
revenue also includes income from property rent and the inter-sector capital
asset charge, which is imposed by the Government on public sector bodies.
This charge is set at 8.0 per cent of the total written-down value of assets held
by the body, and is intended to encourage the disposal of assets that are not in
active use.?”?

269 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.85.

270 Hon. Jane Garrett MP, Minister for Consumer Affairs, Gaming and Liquor Regulation, 2075-16 Budget Estimates
Transcript of Evidence, 20 May 2015, p.6.

271 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.51.
272  Department of Treasury and Finance, BFMG - 12: Capital Assets Charge (2009), p.68.

Public Accounts and Estimates Committee



Chapter 4 Revenue

Sales of goods and services are expected to rise by 3.9 per cent to $6.8 billion in
2015-16 before rising further to $7.0 billion in 2017-18 and 2018-19.273 This is an
average annual growth rate of 1.2 per cent over the forward estimates period. As
can be seen in Appendix A4.1, this is a significantly lower growth rate than has
been seen in recent years (7.0 per cent).

The budget papers state that the increase in sales of goods and services in 2015-16
is ‘largely driven by an increase in the capital asset charge from VicTrack
reflecting an increase in the capital asset base’.?’# The Committee notes that a
similar increase in the inter-sector capital asset charge is anticipated in 2016-17,
although this is not discussed in the budget papers.?’> Specific commentary

in this section of the budget papers covers events in the budget year, and only
provides a general discussion of the rest of the forward estimates.

The largest contributor to sales of goods and services is the provision of services
by the general government sector. This component is expected to decrease in
2016-17 and 2018-19 compared to the previous years. The Department of Treasury
and Finance advised the Committee that:?7¢

The reduction in provision of services revenue in 2016-17 is primarily driven by the
cessation of revenue for the administration of the Advanced Lignite Demonstration
Program, which is managed by the State on behalf of both the State and the
Commonwealth. This reduction is partially offset by an estimated increase in
farebox revenue (revenue from fares). The reduction in revenue in 2018-19 relates
to the expected reduction in revenue for the CarbonNet project in that year, relative
to 2017-18.

FINDING 35: Sales of goods and services are expected to total $6.8 billion in 2015-16,
rising further to $7.0 billion in 2017-18 and 2018-19. This is a much slower growth rate than
occurred in recent years.

4.5.3 Dividends and similar revenue

This revenue item includes:

« dividends, which are payments made by government business enterprises
in the public financial corporations (PFC) sector and public non-financial
corporations (PNFC) sector to the general government sector, based on
profits achieved by the enterprise

« payments equivalent to income tax and local government rates (intended to
ensure that the enterprises, which are not subject to normal taxes and rates,
do not have an unfair advantage over private sector companies).

273  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.7.
274  ibid., p.184.
275  ibid.

276  Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.6.
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Dividends and similar are expected to provide $1.14 billion in 2015-16 before
falling slightly over the forward estimates to $1.05 billion in 2017-18.27

Dividends

Dividends are paid by some of the enterprises outside the general government
sector. They reflect the Government’s role as owner of these enterprises. The
entities that pay dividends are predominantly water authorities and state-owned
financial and insurance enterprises.?’® These entities raise most of their own
revenue by charging clients for their services.

Figure 4.6 shows the level of dividends received by the general government sector
from other sectors.

Dividends, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-1  20M-12 201213 2013-14 2014-15 2015-16 2016-17 2017-18  2018-19

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.28, 237,
Department of Treasury and Finance, Financial Report, 2009-10 to 2013-14.

Dividends have fluctuated from year to year in the past. However, the estimates in
the budget papers are a more stable level, averaging $722.6 million over the four
years to 2018-19.27° Figure 4.6 shows that dividends estimates over the forward
estimates period are higher than all past years’ payments since 2007-08 apart
from 2012-13.

Over the forward estimates period, the two most significant contributors to
dividends revenue are the Transport Accident Commission (TAC) and the
Victorian Managed Insurance Authority (VMIA). Together, these entities are
anticipated to provide two-thirds of the total dividends revenue.

277 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.7.

278  Major entities that pay dividends are listed in the budget papers (Department of Treasury and Finance, Budget
Paper No.5: 2015-16 Statement of Finances (2015), p.28).

279 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), p.28.
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The level of dividends to be paid by an enterprise is determined twice each
year based on a number of factors, including the enterprise’s capacity to pay,
considering factors such as profit and retained earnings. The Government’s
financial position is also considered when determining dividend payments.28°

The Minister for Finance indicated that an ‘economic funding ratio’ was used to
determine the capacity of entities to pay dividends in this budget. He explained
that this is in addition to the ‘accounting funding ratio’, which:%®

... is used as the standard, including in reporting, which includes the requirement of
the Auditor-General to report based on the accounting standards.

Explaining the difference between the two ratios, the Minister commented that:282

The accounting funding ratio is determined based on the commonwealth bond
yield used as a discount rate, which is at historic lows, while the economic funding
ratio allows for the expected investment returns on scheme assets to determine the
discount rate. Therefore the economic funding ratio is a more realistic indicator of
the scheme’s financial strength, particularly in times when we have got such low
bond rates.

Informed by both funding ratios, the 2015-16 budget estimates include $1.4 billion
over four years in dividends from the Transport Accident Commission (TAC).283
This is in addition to $253.2 million from the TAC for 2014-15.284

The Minister expressed his view that the TAC was able to make these payments,
commenting that:?8

The TAC is also in a strong financial position, with a performance from insurance
operations of $325 million. The TAC’s accounting funding ratio at 30 June 2014 was
91 per cent, and the economic funding ratio was 145.7 per cent.

The Minister further noted that charges for clients of the TAC are not expected to
increase as a result of the expected dividends, stating that:286

... the increased dividends from the TAC will not result in increased charges
to motorists.

The Committee notes that dividend payments from the TAC in 2016-17 and
2018-19 are expected to decrease.?®’ This contributes to an overall downward trend
in dividend revenue in the later part of the forward estimates.

280 Department of Treasury and Finance, Corporate Planning and Performance Reporting Requirements -
Government Business Enterprises (2009), section 7.1.1. Note that two versions of this document exist with
identical text but different formatting.

281 Hon. Robin Scott MP, Minister for Finance, 2015-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.6.
282 ibid., p.3.

283 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.28.

284 ibid., p.237.

285 Hon. Robin Scott MP, Minister for Finance, 2015-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.3.
286 ibid., p.7.

287 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.28.
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The budget estimates also include $420.0 million in dividends from the Victorian
Managed Insurance Authority (VMIA).2%8 The Minister noted that this was the first
time the VMIA had been required to pay a dividend, and that ‘this will bring the
VMIA in line with other public financial corporations’.?8°

The Minister also commented that the agency had the capacity to pay the
dividends, as it was:2%°

... in a strong financial position. The accounting funding ratio as at 30 June 2014 was
108 per cent and the economic funding ratio was 174 per cent.

The Government claims that there will be no impact of these dividends on
clients of the VMIA. The Minister indicated that the issue had been raised in
the Legislative Council.?®' The Minister for Training and SKills had remarked
there that:2%?

The payment of dividends by VMIA will not result in any increase in premiums for
VMIA’s clients. VMIA premiums are based on the estimated costs of claims incurred
in the coming year. The payment of dividends has no impact on this.

In giving his evidence, the Minister for Finance noted that, in contrast to the TAC
and the VMIA:2%

Consistent with our election commitment, WorkSafe will not pay dividends in
this budget.

The Committee notes that this policy differs from the previous government’s
plans. As discussed in Section 4.4.2, previous budget estimates anticipated
that WorkSafe (the Victorian WorkCover Authority) would pay dividends of
$535.1 million between 2015-16 and 2017-18.2°4 The budget papers note that:2%

Instead, the surplus accumulated will be used to fund improvements to benefits

and access to benefits for injured workers, lower WorkCover premiums for Victorian
businesses and programs to improve workplace safety and the health of the Victorian
workforce.

The Government has a right to take dividends from PNFC and PFC entities
because it is the owner of the entities. The money that comes to the Government
from dividends contributes to the general government sector’s total revenue and
may be used to fund service provision or may pass through the surplus to fund
asset investment (see Figure 2.1). In addition, the Department of Treasury and

288 ibid.

289 Hon. Robin Scott MP, Minister for Finance, 20715-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.6.
290 ibid, p.3.

291 ibid, p.7.

292  Victorian Parliamentary Debates, Legislative Council, 7 May 2015, p.1342 (Hon. Steve Herbert MLC).

293 Hon. Robin Scott MP, Minister for Finance, 2075-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.3.

294 Calculations based on Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014),
p.44.

295 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.51.
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Finance has stated that, ‘Dividends/distributions to government are intended to
reinforce the commercial focus of GBEs [government business enterprises] and
ensure that GBEs operate with an optimal and efficient capital structure.’?%

Whether or not an entity pays dividends, and how much it pays, is determined
by the Government. The decision about whether or not to take dividends can
have a major impact on the paying entity. As the revenue for these PNFC and PFC
entities largely comes from charges to consumers, the decision about whether or
not to take dividends can also have an impact on consumers.

For example, the Government expects that leaving profits with WorkSafe across
the forward estimates period will provide a range of benefits for workers and
businesses, as discussed above.

In some cases, dividend payments may have negative effects on some paying
entities. Water authorities in particular require capital to fund renewals of
infrastructure systems and new infrastructure to cope with population growth.
If the payment of dividends leaves an enterprise without sufficient capital to
fund its required asset investment, it may be required to find funding from
other sources. While the general government sector may provide funding (see
Section 2.4.1 of this report), the Auditor-General noted that there has been a:?%”

... correlation between the increase in borrowings to finance the construction of
infrastructure assets and payment of dividends over the last five years.

The debt level of the PNFC sector is discussed further in Section 6.3.1 of
this report.

In addition, the Auditor-General has commented, for State-controlled
entities, that:2%

... it appears that a sufficiently robust assessment of an entity’s ability to pay
dividends may not have been completed.

The Department of Treasury and Finance indicates that consideration is given
to the circumstances of the paying entity as well as the Government’s budget
position when determining dividends.?*® The Department has listed a number
of the factors which are considered3®® but the Committee considers that there is
scope for more detailed disclosure around the Government’s dividend policy. In
particular, the Committee considers that there would be benefits from:

- amore detailed explanation of the framework used to determine dividends

296 Department of Treasury and Finance, Corporate Planning and Performance Reporting Requirements:
Government Business Enterprises (2009), section 7.

297 Victorian Auditor-General’s Office, Water Entities: Results of the 2013-14 Audits (2015), p.37.

298 Victorian Auditor-General’s Office, Auditor-General’s Report on the Annual Financial Report of the State of
Victoria, 2013-14 (2014), p.17.

299 Department of Treasury and Finance, Corporate Planning and Performance Reporting Requirements:
Government Business Enterprises (2009), section 7.1.1.

300 Department of Treasury and Finance, Corporate Planning and Performance Reporting Requirements:
Government Business Enterprises (2009), section 7.1.1; Department of Treasury and Finance, FRD 03A:
Accounting for Dividends (2005), p.2.
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- additional discussion of the basis for the Government’s dividend decisions
in any particular budget, including a discussion of the impact of dividend
payments on the financial sustainability of paying entities.

This additional disclosure may help to address the Auditor-General’s

concerns and would provide the Parliament and the community with a clearer
understanding of the Government’s decisions. It may also provide more clarity for
government-owned entities.

FINDING 36: Surpluses accumulated over the forward estimates period by WorkSafe
are intended to be used to decrease premiums and to fund programs to benefit the
Victorian workforce. Surpluses from other enterprises are intended to be passed to the
Government as dividends. The Auditor-General has noted an increase in borrowings by
water authorities to finance the construction of infrastructure assets at the same time
that dividends have been taken by the general government sector.

RECOMMENDATION 22: The Government publish a detailed explanation of its
dividend policy, identifying the factors considered in determining when it is best to leave
profits with entities and when it is best to take them as dividends.

RECOMMENDATION 23: Future budget papers provide more detailed discussion
about the estimated dividend payments included in the forward estimates. This
discussion should explain why those amounts are considered appropriate and indicate
the expected impact of dividend payments on the financial sustainability of paying
entities. This should include a discussion of the effects on paying entities’ abilities to carry
out their infrastructure investment plans while meeting required dividend payments.

Income tax equivalent payments

After dividends, the majority of ‘dividends and similar revenue’ is made up of
income tax equivalent revenue.

Income tax equivalent payments are anticipated to be $287.1 million in 2015-16,
an increase of $112.0 million from 2014-15.3% This is expected to decrease between
2015-16 and 2016-17 and then grow over the remainder of the forward estimates
period, reaching $463.8 million by 2018-19.302

Income tax equivalent revenue is expected to increase by $186.9 million
(67.5 per cent) between 2017-18 and 2018-19. The Department of Treasury and
Finance has previously commented that:303

301 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.28, 237.

302 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.28.

303 Department of Treasury and Finance, Response to the Committee’s 2011-12 Financial and Performance Outcomes
Questionnaire on the Annual Report, received 28 February 2013, p.5.
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The Government does not have discretion over the ITE revenue. The ATO administers
the national tax equivalent regime in line with a memorandum of understanding
with state and territory governments. The underlying tax paid by a government
business enterprise will depend on their taxable profit.

The Committee notes that, consistent with previous years, the budget papers
do not discuss the increase in revenue, or reveal assumptions on the taxable
profits of government business enterprises for later years of the forward
estimates period.

FINDING 37: The Government anticipates that income tax equivalent revenue will

be $287.1 million in 2015-16 and increase to $463.8 million by 2018-19. It is expected to
increase by 67.5 per cent in the last year of the forward estimates period. This change is
not explained in the budget papers.

4.6 Grants from the Commonwealth Government

Revenue from Commonwealth Government grants is estimated to make up
45.8 per cent of Victorian general government sector revenue in 2015-16. This
equates to $25.4 billion (4.0 per cent more than in 2014-15). Commonwealth
Government grants are expected to increase to $28.5 billion in 2018-19.304

These grants are made up of:

« general-purpose (GST) grants, which represent Victoria’s share of
revenue from the goods and services tax collected and distributed by the
Commonwealth Government (these may be spent in any manner chosen by
the Victorian Government)

« specific-purpose grants, which are ‘tied’ in varying degrees to purposes
determined by the Commonwealth Government.

4.6.1 General-purpose (GST) grants

General-purpose grants are expected to rise from $12.0 billion in 2014-15
to $12.8 billion in 2015-16.3% They are then forecast to rise to $15.8 billion
by 2018-19.3%6

General-purpose grants are funded by GST revenues. These are collected by the
Commonwealth Government in a central pool. Each year the Commonwealth
Grants Commission calculates ‘relativities’ for each state, which are intended
to reflect the states’ abilities to raise their own revenue and provide required
services. Together with population estimates, these relativities determine the
share of the total pool that is distributed to each state.

304 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.171.
305 ibid.
306 ibid.

Report on the 2015-16 Budget Estimates 97



Chapter 4 Revenue

The principal factors that determine the value of general-purpose grants allocated
to the State are therefore:

« the overall size of the GST pool
- Victoria’s population (as a proportion of Australia’s population)

- variations in Victoria’s relativity.

The budget papers include a useful graph showing the relative contributions of
these factors to the growth in Victoria’s estimated GST grants revenue.3%’ Factors
used in calculating the 2015-16 budget estimates are shown in Table 4.7 below.

Table 4.7 Calculation of Victoria’s GST revenue estimates, 2014-15 to 2018-19

2014-15 2015-16 2016-17 2017-18 2018-19

Pool size ($ billion)® 54.6 57.3 60.4 63.7 67.4
GST relativity for Victoria 0.88282 0.89254  0.88362 0.90272 0.94133
Victoria’s population share (per cent) 249 249 24.9 24.9 25.0
General-purpose grants for Victoria ($ billion) 12.0 12.8 13.4 14.4 15.8
@) Calculated by the Committee.

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.171-2.

Table 4.7 shows that the anticipated growth in general-purpose grants is primarily
a result of growth in pool size and a more advantageous relativity for the State.

The budget papers list factors that have led the Department of Treasury

and Finance to make these estimates, including an increase in income and
consumption, short-term growth in dwelling investment and longer-term growth
in export quantities for the mining states.308

Forecasts of Victoria’s relativities take into account recent changes in the
methodology of calculating shares for states. The budget papers note that the
main impact of these changes for Victoria are the recognition of additional
costs for urban infrastructure and a more consistent treatment of transport
infrastructure payments from the Commonwealth Government to the states.3°°

FINDING 38: The Government expects that general-purpose (GST) grants from the
Commonwealth Government will rise to $12.8 billion in 2015-16, before rising further to
$15.8 billion by 2018-19. This is driven by expectations of increased GST pool size and a
more favourable GST relativity.

307 ibid., p.173.
308 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.52.

309 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.172;
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.15.
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4.6.2 Specific-purpose grants

Revenue from specific-purpose grants is anticipated to rise to $12.7 billion
for 2015-16. This is an increase of $209.9 million (1.7 per cent) over the revised
estimate for 2014-15.

The Committee notes that this includes $300.0 million expected to be paid by

the Commonwealth Government in 2015-16 which was initially intended for the
cancelled East West Link project.3 The budget papers note that, ‘Negotiations are
in progress with the Commonwealth Government on the allocation of the funding
to other infrastructure projects’.3" The budget papers also note that this and

other funding for the East West Link has not been recognised as a liability in the
Victorian budget papers.3? In contrast, the Commonwealth Government assumed
that it would not be paying the $300.0 million in its 2015-16 Budget, though it
indicated that it will supply the money if the project proceeds and is willing to
consider investing in other infrastructure projects in Victoria.3"

Although the Victorian budget papers indicate that negotiations are in progress
regarding this funding, they do not specify what the money will be spent on if the
negotiations are successful nor what the impact would be on the budget estimates
if negotiations are unsuccessful.

Overall, the budget estimates assume no growth in specific-purpose grants over
the forward estimates period, with revenue forecast to fall slightly to $12.6 billion
in 2018-19 (see Figure 4.7).3"

Figure 4.7 Specific-purpose grants, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-1  20M-12 2012-13 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.171, Department of
Treasury and Finance, Financial Report, 2007-08 to 2013-14.

310 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.47.

3n Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.182.
312 ibid, p.21.
313  Commonwealth of Australia, Budget Paper No.2: Budget Measures 2015-16 (2015), p.133

314  Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), p.171.
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Figure 4.7 shows that revenue from specific-purpose grants has shown an upward
trend since 2007-08. However, over the forecast period, the budget papers
indicate a flatter trend.

The budget papers note that a number of factors have contributed to this
assumption.’®

The budget papers indicate that specific-purpose grants are expected to decrease
between 2015-16 and 2016-17 with the roll-out of the National Disability Insurance
Scheme:3'®

... primarily due to the agreed transfer of responsibilities under the Home and
Community Care National Partnership from Victoria to the Commonwealth.

With regard to health-related grants, the Commonwealth Government budget
papers note that:3"7

From 1 July 2017, the Commonwealth will index its contribution for public hospitals
funding by the Consumer Price Index and population growth. This approach ensures
public hospitals funding growth is more sustainable.

This is a change from the current system whereby the increase in grants
was determined by activity levels in public hospitals and an independently
determined ‘national efficient price’.3™®

Regarding schools, the 2014-15 Commonwealth Government Budget included an
amount that provided for increased funding over time. However, it noted that:3"®

From the 2018 school year onwards, total school funding will be indexed by the
Consumer Price Index, with an allowance for changes in enrolments.

This is a change from the model used for funding prior to 2018. Under the
National Education Reform Agreement (referred to as the Gonski Agreement), a
specific amount was provided for each school student, with a series of additional
amounts for schools and students meeting specific criteria.3?°

The effect of this change has been to reduce the anticipated rate of growth of
amounts paid to the State after 2016-17. According to the Minister for Education:3%

315 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.163.

316  ibid., p.163. This transfer of responsibilities is also noted in the Commonwealth Government budget papers
(Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2015-16 (2015), p.42) and
Department of Treasury and Finance, Response to the Committee’s Budget Estimates Specific Questionnaire,
received 19 August 2015, p.6.

317  Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2015-16 (2015), p.12.
318  ibid.

319  Commonwealth of Australia, Budget Paper No.2: Budget Measures 2014-15 (2014), p.91.

320 Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2013-14 (2013), p.53.

321 Hon. James Merlino MP, Minister for Education, 2075-16 Budget Estimates Transcript of Evidence, 12 May 2015,
p.5.
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There will be money that will flow through from the commonwealth in those years

- 2018, 19 - but at a much lower rate, so there will be a level of indexation. The
difference between what the commonwealth has now put on the table and what was
agreed to under the Gonski national agreement - the difference over 18-19 - is around
$1 billion for Victorian schools.

However, the Commonwealth budget papers note that:3?2

... final allocations from the 2018 school year onwards are subject to formal
negotiations between the Commonwealth, the states and the non-government sector.

The Committee considers that the flatter trend forecast for specific-purpose
grants as a whole may also be a result of forecasting methods used by the
Department of Treasury and Finance. Specific-purpose grants regularly

change, with some grants expiring in a year and new ones being released by the
Commonwealth Government. As discussed in Section 4.3.2, the budget estimates
factor in the expiration of grants but do not include any amounts for the value

of new grants. As a result, the actual value of specific-purpose grants received by
Victoria across the forward estimates period is likely to be higher than the budget
estimates.

FINDING 39: Specific-purpose grants are expected to be $12.7 billion in 2015-16.

The budget estimates assume no growth over the forward estimates period, despite a
long-term trend of growth. The budget papers attribute this to the transfer of some aged
care expenditure to the Commonwealth, changes in agreements for indexing grants and
expiring fixed-term programs. The Department of Treasury and Finance’s methodology
for estimating specific-purpose grants may also have underestimated the value of grants
over the forward estimates period.

322 Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2015-16 (2015), p.30.
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5 Parliamentary control over
departmental revenue

5.1 Introduction

The Victorian Parliament has ultimate authority in determining how public
money is spent. The Parliament exercises this authority mainly through the
annual appropriation bills, which give the Government the authority to spend the
money during the year. The Parliament also delegates authority to others, such

as the Treasurer and the Minister for Finance, to authorise some payments.3%
The authorisation of the Government to spend public money is referred to

as appropriations.

This chapter examines the appropriations system, looking at:

« How are the Government and its departments able to access funding, and to
what extent are the intended uses specified? (Section 5.2)

« Towhat extent does the Parliament control the resources available to the
Government, and how has this changed over time? (Section 5.3)

« How well are the uses of funding specified in the budget papers and annual
reports? (Section 5.4)

- What happens when goods and services are provided by departments to the
satisfaction of the Government, but the actual cost of delivering those goods
and services was less than agreed? (Section 5.5)

It should be noted that the appropriations system describes the State’s finances
in a different way to the financial statements, which are the basis for most other
chapters of this report. The connections between the appropriations system, the
budget papers and the reporting framework are explored through this chapter.

5.2 Sources of funding

Government money is held in three different places. The first two of these are:

- the Consolidated Fund, from which departments receive money through
annual appropriations3? (in the appropriations acts each year) and special
appropriations (authorised in various other acts)

« the Trust Fund, which holds money that is intended for specific purposes.

323  Such as Treasurer’s Advances, payments from the Trust Fund and payments from outside the Public Account.

324  Annual appropriations also include ‘receipts credited to appropriations’ (revenue that is received from an
external source and that the Treasurer has agreed that the department may retain) as well as unapplied
appropriations that have been carried over from the previous year.
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Figure 5.1
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Taken together, the Consolidated Fund and the Trust Fund are known as the
Public Account.3® In addition, government money is also held in:

» funds outside the Public Account.

These sources are illustrated in Figure 5.1.

Sources of funds for a department under the appropriations system

Annqal . Receipts Unappligd
Appropriation credited appropriations
Acts carried over
Annual Special Trust funds Futrr\‘(ispc::gls;::de
appropriation appropriation
pprop pprop Account

DEPARTMENT

Source: Public Accounts and Estimates Committee.

Only annual appropriations and special appropriations require the agreement of
the Parliament in acts. The Minister for Finance or the Treasurer has the authority
to provide funding from the other sources to departments (see Appendix A5.1 for
details). These appropriations, under delegated authority from the Parliament, do
not require the Government to apply to the Parliament for authority in each case.
In this way, they provide the Government with a significant level of autonomy
and flexibility.

After the budget, departments may find that they require more money to carry
out their tasks than initially anticipated. The Treasurer has further resources
that may be distributed without having to ask the Parliament for approval. This
provides the Government further flexibility in a range of circumstances (see
Appendix AS5.2).

325 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.205.
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5.3 The level of parliamentary control

Section 5.2 notes that some departmental funding is made under the direct
authority of the Parliament. Other funding is provided by the Treasurer or
Minister for Finance under the delegated authority of the Parliament. The share
of funding provided to departments through this second, more flexible, group has
nearly doubled over the past decade. This is shown in Figure 5.2.

Figure 5.2 Proportion of total income from transactions for departments not provided through
annual or special appropriations, 2006-07 to 2015-16

per cent

2006-07 2007-08 2008-09 2009-10 2010-11  20M-12  2012-13  2013-14 2014-15 2015-16

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.4/5: Statement of Finances,
2006-07 to 2015-16.

The figure shows that, before 2012-13, departments typically received between

11 and 14 per cent of their funding from these more flexible sources. Howevetr,
since 2012-13, this share has risen to around 21 per cent, and is expected to remain
at this level in 2015-16.3%

The Department of Treasury and Finance explained to the Committee that this
shift is mostly due to a changed model for health funding:3%

Prior to 2012-13, payments from [the] Commonwealth for National Health Care
Specific Purpose Payment (SPP) were paid into the State’s consolidated fund and
then appropriated to Department of Health as annual appropriation. From 2012-13,
National Health Care SPP ceased and the National Health Reform commenced and
funds were paid directly into a Health Funding Pool administered by the Department
of Health, as per the new agreement. This resulted in a reduction in appropriation
revenue to the Department of Health but a commensurate increase in grants income.

The Committee considers that an explanation of the increase should have
appeared in the budget papers. This would assist members of Parliament with
their consideration of the appropriation bills. It would also enhance transparency,
explaining the Government’s strategy and options.

326 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), pp.125, 172,198, 223, 270, 298, 319, 335, 344.

327 Department of Treasury and Finance, Response to the Committee’s Budget Estimates 2015-16 Specific
Questionnaire, received 19 August 2015, p.7.
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5.4

Figure 5.3
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FINDING 40: The budgetary appropriations system provides the Government with

a number of methods to access public money. Some of these methods require direct
Parliamentary authority, while others are determined by the Treasurer or Minister for
Finance. The proportion of total income for departments that is not determined directly
by the Parliament has increased from between 11 and 14 per cent to around 21 per cent
due to changes in health funding from the Commonwealth Government. The budget
papers have not discussed this change.

RECOMMENDATION 24: Future budget papers note the proportion of revenue that
comes from annual and special appropriations compared to other sources and explain
any significant changes in this proportion from previous years.

Specifying how departments use funding

In the appropriations context, money is allocated to departments for one of three
purposes:328

« the provision of outputs (that is, the delivery of services)
« additions to the net asset base (asset investment)

- payments on behalf of the state (funding passed on to other bodies).

These are illustrated in Figure 5.3.

Uses of funds for a department under the appropriations system

DEPARTMENT

Outputs Additions to the net asset base Payments on behalf of the State

Source: Public Accounts and Estimates Committee.

As mentioned in Section 5.1, this represents a different view of the State’s
expenses to other parts of the budget papers.3?°

The extent to which these uses are specified and reported on differs between the
different methods of funding.

328 Department of Treasury and Finance, BFMG - 19: Appropriations (2007), p.20.
329  Which classify expenses into wage costs, grants, depreciation, etc.
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5.4.1 Annual and special appropriations

Annual appropriations are the main source of funding for most departments. The
value of each department’s annual appropriation is determined by the Parliament
every year in the appropriation acts. Special appropriations are authorised by

the Parliament through other acts. These acts may authorise appropriations to a
department over a number of years.

The Committee considers there to be good mechanisms in place for describing
the intended and actual uses of annual appropriations.

Before the start of the year, the budget papers set out the intended uses for annual
appropriations.33*° The portion intended for output provision is included as a

line item in each department’s operating statement.3¥' At the end of the year,
departments’ annual reports set out the way the funding was used, including

any changes that were made after the budget. Variances between the adjusted
estimates and the amounts ‘applied’ (that is, actually paid to the departments) are
also disclosed and explained.3%?

Because of this, the Committee considers that annual appropriations are highly
transparent. The Parliament and the community are able to understand the initial
intentions for the funding, how the intentions changed through the year, and why
any differences occurred.

The same level of detail is not provided for special appropriations. Budget

Paper No.5 includes a list of all special appropriations, showing the various acts
under which the appropriations are made, and the amount of each individual
appropriation.333 Special appropriations for output provision are included as a
line item in departments’ operating statements. However, special appropriations
are not broken down into the three potential uses in the same way as annual
appropriations.

Annual reports are required to quantify special appropriations that were applied
during the year.33* However, while a general description of the purpose is
required, no indication is required as to whether these were for the provision of
outputs, additions to the net asset base or payments on behalf of the State.

The Committee considers that enhancing the disclosure of special appropriations
to match annual appropriations would provide for improved transparency in
this area.

FINDING 41: Annual appropriations are well disclosed, both before and after the
financial year. The uses for which special appropriations are intended are not fully
disclosed in either the budget papers or departments’ annual reports.

330 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.215-7.

331 For example, Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015),
p.88.

332 Department of Treasury and Finance, FRD 13: Disclosure of Parliamentary Appropriations (2003), p.2.
333  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.211-4.
334 Department of Treasury and Finance, FRD 13: Disclosure of Parliamentary Appropriations (2003), p.2.
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5.4.2
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RECOMMENDATION 25: Future budget papers specify how much of each special
appropriation is intended to fund:

(@) the provision of outputs
(b) additions to the net asset base
(c) payments made on behalf of the State.

RECOMMENDATION 26: The Department of Treasury and Finance require
departments, in annual reports, to disclose the amounts received in special
appropriations that are used in:

(@) the provision of outputs
(b) additions to the net asset base
(c) payments made on behalf of the State.

Any variances between the purpose set out in the budget papers and the actual use
should be identified and explained.

The Trust Fund and funds outside the Public Account

As discussed in Section 5.2, a share of departments’ income comes from the
Trust Fund and funds received and held outside the Public Account. The
Committee notes in Section 5.3 that these sources are increasing as a proportion
of departmental income. However, the amounts contributed by each of these
sources to departments’ operating revenue are not separately disclosed in the
budget papers each year. The Committee considers that linking the funding from
these sources to the operating statements would provide a clearer understanding
to the Parliament and the community of how departments are being funded.

FINDING 42: In contrast to annual appropriations and special appropriations, the
contributions of funds received and held outside the Public Account and the Trust Fund
to the operating statement are not disclosed in the budget papers.

RECOMMENDATION 27: Future budget papers specify the anticipated contributions
from funds received and held outside the Public Account and the Trust Fund to
departments’ operating statements.

The Trust Fund

The Trust Fund is made up of individual trust accounts, established for different
purposes as needed. In many cases, trust accounts are established to receive
money from external sources, such as Commonwealth Government grants or
clients of a department. The Department of Treasury and Finance listed 88 trust
accounts in September 2015.3%

335 Correspondence from the Department of Treasury and Finance, received 9 September 2015.
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As has been the case in past budgets, this year’s budget papers indicate the
aggregate amounts that each department is authorised to spend from trust
accounts.3% However, the intended uses3¥ for these amounts are not specified.
In addition, the budget papers do not break down the aggregate amount into the
individual accounts.

In annual reports, like the budget papers, there is no requirement that
departments specify how they used revenue from the trust accounts.
Departments are required to report total receipts and payments for individual
trust accounts.33® However, as the budget papers do not specify the amount

of funding expected from individual accounts before the start of the year, the
Parliament and the community are not able to compare the actual amounts to
what was anticipated at the time of the budget.

The Committee considers that, for transparency and accountability, variances
between expected and actual results for each account should be compared

and reasons for the variances explained. This requires a system that discloses
expected results at the time of the budget and corresponding reporting at the end
of the year.

FINDING 43: As in previous years, the budget papers do not disclose the amounts
expected to flow from individual trust accounts to departments or the intended purpose
of funding appropriated from trust accounts. Annual reports do not specify the uses that
funding from trust accounts were put to.

RECOMMENDATION 28: Future budget papers specify the amounts expected from
each trust account for each department.

RECOMMENDATION 29: Future budget papers specify the intended purpose
(provision of outputs, additions to the net asset base, or payments on behalf of the State)
of money received by departments from trust accounts.

RECOMMENDATION 30: The Department of Treasury and Finance require
departments, in their annual reports, to disclose their income from the Trust Fund, broken
down into the provision of outputs, additions to the net asset base and payments made
on behalf of the State. Any variances between the initial budget estimates and the actual
amounts should be identified and explained.

Funds outside the Public Account

The Department of Treasury and Finance notes that departments also receive
income from funds received and held outside the Public Account,3® such as State
school bank accounts.34°

336 For example, Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.198.
337 Thatis: provision of outputs; additions to the net asset base; or payments on behalf of the state.

338 Department of Treasury and Finance, 2014-15 Model Report for Victorian Government Departments (2015),
pp.290-1.

339 Department of Treasury and Finance, BFMG - 19: Appropriations (2007), p.21.
340 Victorian Auditor-General’s Office, Parliamentary Control and Management of Appropriations (2003), p.23.
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5.5
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Historically, the contribution from funds received and held outside the Public
Account has not been separately disclosed in either the budget papers or in
departments’ annual reports. Rather, it contributes unknown amounts to a
number of other line items. The Financial Report for the State does disclose the
balance of funds held outside the Public Account at the end of the year, but not
the amounts flowing into and out of these accounts.3* Simply put, there is no
indication given anywhere as to how much money flows to departments from
outside the Public Account.

The Committee considers that an understanding of the amounts flowing to
departments from funds held outside the Public Account is a critical part of
departmental transparency and accountability.

FINDING 44: The contribution from funds received and held outside the Public
Account is not separately disclosed in either the budget papers or in departments’
annual reports.

RECOMMENDATION 31: Future budget papers separately detail the income expected
from funds held outside the Public Account for each department, broken down into the
provision of outputs, additions to the net asset base and payments made on behalf of
the State.

RECOMMENDATION 32: The Department of Treasury and Finance require
departments, in their annual reports, to disclose their income from funds held outside
the Public Account, broken down into the provision of outputs, additions to the net
asset base and payments made on behalf of the State. Any variances between the initial
budget estimates and the actual amounts should be identified and explained.

Applied appropriations unspent

Since 1998-99, the State’s financial management system has been based on

the ‘funder-purchaser-provider’ model.3*2 The Government acts as the funder,
deciding what ‘outputs’ (goods and services) it wishes to have delivered and
providing funding. In additional to their role as part of the Government, Ministers
also act with departmental secretaries and departments as ‘purchasers’, and

are tasked with managing the provision of the outputs in the most efficient and
effective manner. This may involve departments or other government entities
delivering the outputs or it may involve paying the private sector to deliver them.
The bodies that actually deliver the outputs are classified as ‘providers’.

341 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.186.

342 Department of Treasury and Finance, Reform of the Budget Sector: Elements of Financial Management (1997),
pp.10-11.
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Under this model, the Government and the purchaser agree on the price343

to be paid for the goods and services in advance of their delivery. When the
Government is satisfied that the outputs have been delivered, the agreed
amounts are paid to the department.3* These amounts are referred to as ‘applied
appropriations’.345

Departments can often deliver the outputs for less than the price agreed with
the Government. There are a number of reasons for this. Some costs included in
the output price (such as depreciation) may not have associated expenditure in a
particular year. Departments may also find cheaper ways to deliver outputs.

In these cases, the agreed amount is still ‘applied’, meaning the department
receives the full payment. The difference between the amount paid and the
amount spent in a year is referred to as ‘applied appropriations unspent’. The
Department of Treasury and Finance indicated that the major components of this
include: 346

... payables and accruals related to employee entitlements and other liabilities; as well
as accumulated prior years’ surpluses and depreciation equivalent revenue.

With the permission of the Treasurer, the applied appropriations unspent may
be used by the department to fund projects in the future.3*” The Auditor-General
discussed this in a past report, noting that:348

These funds are available, without further parliamentary approval, for application
towards the payment of creditors and other liabilities, the financing of asset
replacements (reinvesting to maintain asset capacity as reflected in depreciation
expenses), or the delivery of additional outputs — where surpluses are available from
previous service delivery.

The Auditor-General noted in 2003 that the accumulated amount of applied
appropriations unspent had been increasing, and at that time had reached

$1.6 billion.3*® As a result, the Auditor-General recommended the establishment
of an upper limit on surpluses retained by departments.3>°

Figure 5.4 shows that applied appropriations unspent have continued to rise since
the Auditor-General’s comments, consistently increasing over the past decade. At
30 June 2014, applied appropriations unspent totalled $5.1 billion.3

343  As well as other specifications of the output in terms of quantity, quality and timeliness of delivery.

344 Department of Treasury and Finance, BFMG - 19: Appropriations (2007), p.23. It should be noted that this
transfer does not remove the funds from the Consolidated Fund.

345 Department of Treasury and Finance, BFMG - 19: Appropriations (2007), p.23.

346 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.6.

347 Department of Treasury and Finance, BFMG - 39: Departmental Surpluses/Deficits (2009), pp.182-3.
348 Victorian Auditor-General’s Office, Parliamentary Control and Management of Appropriations (2003), p.40.

349 Victorian Auditor-General’s Office, Parliamentary Control and Management of Appropriations (2003), p.40;
Department of Treasury and Finance, 2007-02 Financial Report for the State of Victoria (2002), p.115.

350 Victorian Auditor-General’s Office, Parliamentary Control and Management of Appropriations (2003), pp.40-1.
351 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.183.
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Applied appropriations unspent, 2005 to 2014®
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(a) Balances at 30 June each year.

Source: Department of Treasury and Finance, Financial Report 2004-05 to 2013-14.

When asked about the strategy behind growing this balance, including the
intended use of the funds, the Department of Treasury and Finance informed the
Committee that:3%2

Balances for employee entitlements are a large contributor to growth over time.
These are expected to grow annually consistent with increases in the value of
employee entitlements due to wages and service growth; and accumulating long
service leave provisions, which typically augment at a value greater than is paid
out each year. These liabilities are paid out as employees leave the workforce, or
otherwise draw on their leave entitlements.

Other payables, particularly related to the capital program, can also contribute
to year-end SAU balances. These are generally a matter of timing, and will be
progressively paid out as the payables fall due.

Amounts related to accumulated surpluses and depreciation equivalent revenue will
be available as a potential funding source for future budget decisions, consistent with
the financial management framework.

This response explains the growth and intended use of the employee entitlements
and payables components. However, the extent to which the other components
are growing and the reasons for that growth remain unclear.

The Committee notes that this is a potentially large source of income for
departments but is not discussed in the budget papers. The Committee considers
that future budget papers would be improved by indicating the value of funding
available from this source, indicating how it is expected to change over the
forward estimates period and explain why those changes are planned.

The Committee notes that the value of applied appropriations unspent grew by
an average of 10.6 per cent per year between 2005 and 2014.3% This is a rapid rate
of growth compared to many other variables in the State’s finances, which the
Committee considers should be explained.

352 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.6.

353 Committee calculation based on Department of Treasury and Finance, 2004-05 Financial Report (2005), p.128;
Department of Treasury and Finance, 2013-14 Financial Report (2014), p.183.
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FINDING 45: When the cost of delivering an output in a year is lower than the price
agreed with the Government, the unspent portion of the agreed price may be spent
by the department in the future, with the permission of the Treasurer. Departments
have consistently accumulated these amounts over the last decade, with ‘applied
appropriations unspent’ totalling $5.1 billion at 30 June 2014.

RECOMMENDATION 33: In future budget papers, the Department of Treasury and
Finance:

(@) note the total value of accumulated applied appropriations unspent, broken down
into the major components (including payables, accruals related to employee
entitlements, prior years’ surpluses and depreciation equivalent revenue)

(b) indicate the estimated change to these values over the forward estimates period

(c) indicate the reasons for the anticipated changes for each component.
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6 Borrowings, debt and liabilities

6.1 Introduction

As discussed in Section 2.2.1, the Government’s operating surplus is a source of
cash for its asset investment program. This is supplemented by the cash available
through non-cash allowances such as depreciation, proceeds from asset sales and
cash inflows from investment through other sectors. However, if the Government
requires a higher level of asset investment than the amount of cash available, it
must cover the difference by borrowing.

When the Government commences payments for public private partnership (PPP)
projects, future payments are also added to borrowings.3>

Borrowing (and associated debt) can be a useful way of expanding assets beyond
the amount allowed by operating cash. However, debt must not only be repaid,
but interest on the debt must also be paid. Many factors go into deciding the
appropriate level of debt at any point in time.

The Committee does not have a view on the appropriate level of debt. However, it
notes that the Government has set targets for what it considers to be appropriate
(see Section 6.2).

Table 6.1 sets out the levels of net debt3%> that the budget papers anticipate over
the forward estimates period. Net debt is expected to decline by $4.3 billion

in 2015-16 following the proposed lease of the Port of Melbourne’s operations. It is
then expected to increase by $2.4 billion in 2016-17 and by smaller amounts in the
two following years. This is further discussed in Section 6.3.1.

This chapter will examine the following aspects of borrowings, debt and
other liabilities:

« What are the Government’s strategies for debt and liabilities? (Section 6.2)

«  What are the expected levels of debt and borrowings over the forward
estimates period? (Section 6.3.1)

« What are the Government’s plans for the unfunded superannuation liability?
(Section 6.3.2)

« How do the latest estimates compare with those from previous budgets?
(Section 6.4)

354 The value of these payments is reduced to the ‘present value’, that is, an estimate of how much money would
need to be held today to make all of the payments in the future, factoring in interest that would accrue to that
money over the term of the lease.

355 Net debt is the value of financial liabilities less the value of assets that are readily convertible to cash, or ‘the
sum of deposits held, advances received and borrowings less the sum of cash, deposits, advances paid and
investments, loans and placements’ (Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy
and Outlook (2015), p.62).
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Table 6.1 General government sector net debt, 2015 to 2019@

2015 2016 2017 2018 2019
revised Budget estimate estimate estimate
estimate
Net debt ($ million) 21,240.0 16,897.8 19,259.0 19,450.2 19,834.7
Annual growth
e ($ million) 65.4 -4,342.2 2,361.2 191.2 384.5
* (per cent) 0.3 -20.4 14.0 1.0 2.0
Average annual growth rate 55
(June 2016 to June 2019) (per cent)® '
@) Balances at 30 June each year.
(b) Compound annual growth rate. Calculated by the Committee.

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.9, 227.

The primary focus of this chapter will be borrowings and net debt for the general
government sector. It will also discuss borrowings and net debt for the public
non-financial corporations (PNFC) sector, as this sector carries a significant
amount of debt. However, the chapter will not examine the public financial
corporations (PFC) sector. The PFC sector largely acts as a financial vehicle or
intermediary in the financial markets for the other two sectors, so results in this
sector are a reflection of the other sectors.

6.2 The Government’s strategy

The budget papers provide a way for the Government to communicate and
explain its fiscal strategy for the upcoming years. This assists the Parliament to
understand details of the Government’s plans. As described in Section 2.3.2, this
includes a series of financial management targets, including:3>¢

« reducing general government sector net debt as a proportion of gross state
product between 2015 and 2019 (see Section 6.3.1)

« fully funding the unfunded superannuation liability by 2035 (see
Section 6.3.2).

The financial management target for net debt relates exclusively to general
government sector debt. However, the Committee notes that net debt for the
PNFC sector for June 2015 is expected to be $14.9 billion, which is only $6.3 billion
(or 29.8 per cent) less than the net debt for the general government sector.3’
Despite this, the budget papers do not include a target for PNFC net debt. This
means that the Government has not indicated what its plans are for a large
proportion of the debt held by the State.

356 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14; Department
of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.20.

357 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.9, 51.
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The Committee considers that the introduction of a target for net debt in

the PNFC sector would therefore be beneficial. Such a target and associated
discussion in the budget papers would allow the Parliament and the community
to understand whether the debt level in the sector was considered high or low, as
well as the Government’s intentions over the medium term.

FINDING 46: The Government has set a target of reducing net debt as a proportion

of gross state product for the general government sector. However, the Government has
not set a target for net debt in the public non-financial corporations sector, although that
sector’s net debt is also a significant amount. The Government’s plans for net debt are
therefore not comprehensively disclosed.

RECOMMENDATION 34: Future budget papers include a target for net debt in the
public non-financial corporations sector.

6.3 Estimates for debt and liabilities

6.3.1 Borrowings and net debt

As described in Section 2.4.4, the budget papers anticipate that net debt for the
general government sector will fall by June 2016, but will then rise in each of the
following years of the forward estimates period. In contrast, estimates for the
PNFC sector show net debt rising over the whole of the period to June 2019.

General government sector

The budget papers forecast that general government sector net debt as a
proportion of gross state product (GSP) will decrease to 4.4 per cent in June 2016
(from a revised estimate of 5.8 per cent for June 2015). Over the following two
years, the budget papers anticipate that this proportion will increase, but will
return to 4.4 per cent by June 2019.3°8 This is in line with the Government’s target
(see Section 6.2).35° This is discussed further in Section 2.4.4.

Figure 6.1 shows borrowings and net debt for the general government sector in
dollar terms rather than as a proportion of GSP. The figure shows that net debt has
been increasing steadily since 2008. The 2015-16 budget papers include a revised
estimate for net debt for June 2015 of $21.2 billion, with borrowings estimated at
$33.3 billion.3%° As a result of this level of borrowings, interest expense for 2015-16
is estimated to be $2.1 billion.3'

358 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.13, 44.
359 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.20.
360 ibid., p.9.

361 ibid., p.7.
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Figure 6.1 Borrowings and net debt, general government sector, 2008 to 2019@®

$ billion

2008 2009 2010 201 2012 2013 2014 2015 2016 2017 2018 2019

== Borrowings - Net debt

(a) Balances at 30 June each year.

Source: Department of Treasury and Finance, Financial Report, 2008-09 to 2013-14; Department of Treasury and Finance,
Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.9, 51.

The Government intends to decrease net debt through the proposed lease of

the Port of Melbourne’s operations (see Section 8.2.3). As a result of the lease,

the Government expects to pay back some of its borrowings during 2015-16. By
June 2016, borrowings are anticipated to have fallen to $29.2 billion, with net debt
at $16.9 billion.362

However, after this, net debt is expected to rise, as cash flows anticipated from
operating activities are insufficient to provide for planned net asset investment
and PPP commissioning so that increased borrowings are necessary.363

By June 2019, net debt is anticipated to be $19.8 billion, with borrowings

at $33.5 billion.364

The Committee notes that, while the level of net debt expected for the general
government sector in 2019 is lower than its expected 2015 level, the level of
borrowings in 2019 is higher than that anticipated for 2016.

FINDING 47: The Government expects that the proposed Port of Melbourne lease will
result in general government sector borrowings decreasing to $29.2 billion and net debt
decreasing to $16.9 billion by June 2016. After this, borrowings and net debt are expected
to rise, reaching $33.5 billion and $19.8 billion respectively by June 2019.

Public non-financial corporations sector

As noted above, the Government’s published strategy for net debt is confined to
the general government sector. However, the PNFC sector also holds a significant
amount of net debt.365

362 ibid., p.9.

363 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
364 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.9.
365 ibid., p.51.
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In contrast to the general government sector, borrowings and net debt in the
PNFC sector are not expected to decrease in 2015-16, with net debt forecast to rise
from $14.9 billion to $15.6 billion.3¢ Although the proposed Port of Melbourne
lease will result in funds flowing into the sector, these funds will flow out to the
general government sector in the same period, with no significant impact on
PNFC sector debt.3¢7

The budget papers estimate that, as a result, the interest expense for the sector
will be $1.1 billion for 2015-16.368

Urban and regional Water entities are anticipated to hold around 92 per cent of
the net debt for the sector in June 2015.3%° The Auditor-General has noted that a
key challenge for these entities will be ‘servicing growing debt, and repaying the
debt in the future’.37°

After 2016, the budget papers anticipate that PNFC borrowings will continue to
increase, reaching $17.8 billion by June 2019.3”" Similarly, net debt is expected to
rise to $16.4 billion by June 2019.372

Figure 6.2 Borrowings and net debt, public non-financial corporations sector, 2008 to 2019@®

$ billion

2008 2009 2010 20m 2012 2013 2014 2015 2016 2017 2018 2019

== Borrowings == Net debt

(@) Balances at 30 June each year.

Source: Department of Treasury and Finance, Financial Report, 2008-09 to 2013-14; Department of Treasury and Finance,
Budget Paper No.5: 2015-16 Statement of Finances (2015), p.51.

Figure 6.2 shows borrowings and net debt for the sector since 2008. The figure
shows that the growth rates for borrowings and net debt over the forward
estimates period are estimated to be less than past growth rates. This is because
past asset expenditure by the PNFC sector has been greater than the cash
available for it. In more recent years, and over the forward estimates period,
investment levels are expected to be closer to cash availability.

366 ibid.
367 ibid., p.52.
368 ibid., p.49.

369 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.49.

370 Victorian Auditor-General’s Office, Water Entities: Results of the 2013-14 Audits (2015), p.42.
371 Department of Treasury and Finance, Budget Paper No.5: 2015 16 Statement of Finances (2015), p.51.
372 ibid.

Report on the 2015-16 Budget Estimates 119



Chapter 6 Borrowings, debt and liabilities

6.3.2

120

The effect of the continued increase in net debt on the sector will be felt in
continued interest expenditure. As noted in Section 6.2, the Government has not
set a target for net debt in this sector.

FINDING 48: The budget papers anticipate that borrowings and net debt for the
public non-financial corporations sector will continue to increase over the forward
estimates period. Net debt for the PNFC sector is estimated to increase from $14.9 billion
to $16.4 billion between 2015 and 2019.

The main entities that contribute to PNFC net debt are listed in Appendix A6.1.
The Committee notes that $12.7 billion (around 85 per cent) of the PNFC sector’s
net debt is held by Melbourne Water Corporation and the three metropolitan
urban water authorities.3”* Approximately $5.1 billion of Melbourne Water
Corporation’s debt is a result of the Victorian Desalination Plant.’* Appendix A6.1
shows that these four entities are expected to increase debt levels over the next
four years.

The increased debt held by the four water authorities provides the majority of the
expected rise in PNFC net debt over the forward estimates period.3”>

Figures provided by the Department of Treasury and Finance show that three
PNFC entities (Victorian Rail Track, Coliban Region Water Corporation and Places
Victoria) are anticipated to have lower net debt in June 2019 than in June 2015.376

FINDING 49: Melbourne Water Corporation and the three urban water authorities
are expected to make up around 85 per cent of the net debt in the public non-financial
corporations sector in June 2015. These entities are all expected to increase debt levels
over the forward estimates period.

Superannuation liability

Most staff now employed in the Victorian public sector have defined
contributions superannuation schemes. With this type of fund, set amounts are
paid into a superannuation account for each employee with each pay. When the
employees retire, their superannuation benefits are determined by the amount
contributed, along with any capital growth.

However, earlier superannuation schemes for the public sector were of the
‘defined benefits’ type.3”” On retirement, these schemes provided beneficiaries
with an indexed pension for the rest of their lives, with the payment being

a set proportion of their final salary. In contrast to a defined contributions
scheme, there is no guarantee that what the Government will be required to pay

373  Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.49.

374 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.168.
375 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.51.

376 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.49.

377  For asmall number of staff, these schemes are still available.
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the retirees will be covered by ‘plan assets’ (that is, the amount that has been
put aside plus capital growth). This shortfall is therefore a future liability for
the Government.

As noted in Section 6.2, the Government’s financial management strategy
includes fully funding this superannuation liability by 2035.378 This has been the
strategy of a number of successive governments.

During his hearing, the Treasurer remarked that:37°

Steady progress towards fully funding the state’s unfunded superannuation liability
has, I think, been a longstanding commitment of governments, and the aim is to get
to a point of having it funded by 2035.

The budget papers anticipate that the plan assets will increase from $21.0 billion
in June 2016 to $22.4 billion in June 2019.38° As a result, the unfunded
superannuation liability is expected to decrease gradually but consistently over
the forward estimates period.3®

In his estimates hearing, the Treasurer noted that:382

The general government superannuation funding ratio - the proportion of
our liabilities of the former state superannuation fund, which is backed by
superannuation plan investments - is projected to increase from 46 per cent to
48.9 per cent over the next four years. The numbers are looking good there.

However, contributions to the asset base are only one factor that will determine
whether the funds will be able to cover their obligations.

An actuarial assessment is carried out every three years to update assumptions
about the number of beneficiaries. The last assessment was conducted in 2012.
Changes to assumptions as a result of these assessments may impact on the
estimated value of the unfunded superannuation liability.

In addition, in calculating the superannuation liability, the estimated future
payments are discounted to a ‘present value’.3® The discounting is ‘based on

a long-term fixed interest Commonwealth Government bond rate’, which is
currently 2.7 per cent per year.38 The Minister for Finance noted in his hearing
that:38

... changes in bond rates can lead to very large changes in the superannuation
liability.

378 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.
379 Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.28.
380 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.31.
381  ibid., p.9.

382 Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.28.

383 That s, an estimate of how much money would need to be held today to make all of the payments in the future,
factoring in interest that would accrue to that money over time.

384 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.25.
385 Hon. Robin Scott MP, Minister for Finance, 2075-16 Budget Estimates Transcript of Evidence, 14 May 2015, p.6.
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Figure 6.3
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For example, between June 2011 and June 2012, primarily as a result of changes
in the bond rate, the unfunded superannuation liability rose from $22.8 billion to
$32.6 billion. In the next year, further changes to the bond rate led to the liability
falling to $25.1 billion.386

As a result of these fluctuations, it is very difficult in any one year to assess
whether the Government is on track to achieve its target that the outstanding
liability will be zero by 2035.

The Committee notes that past budget papers included a diagram showing a
realistic path that the unfunded liability could take to decrease to zero in 2035.
This was last included in the 2008-09 budget papers, and is reproduced in
Figure 6.3 below.

General government sector unfunded superannuation liability - long-term
projections, 2008-09 Budget

16

L T

12 4

L kT ——

$ billion

0 T T T T T T T T T T T T T T T T T T T T T T T T
2005 2008 2011 2014 2017 2020 2023 2026 2029 2032 2035
—— Nominal dollars (June 2008)

——Real dollars (June 2008)
—a— Original nominal dollars (June 2000)

Source: Reproduced from Department of Treasury and Finance, Budget Paper No.2: 2008-09 Strategy and Outlook (2008),
p.55.

Figure 6.3 shows the long-term goal and all years between. With this information,
readers were able to understand how annual progress towards the 2035 goal

was planned, and therefore whether the liability was decreasing at the
appropriate rate.

The Committee considers that including a similar figure in future budget papers
would indicate the interim goals that support the Government’s long-term
strategy. This would demonstrate whether the Government is setting aside funds
at an appropriate rate to achieve its goal.

386 Department of Treasury and Finance, 2012-13 Financial Report (2013), p.27.
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FINDING 50: The Government plans to decrease its unfunded superannuation liability
to zero by 2035. The liability is expected to decrease gradually but consistently over the
forward estimates period as plan assets increase. However, the budget papers do not
include interim goals towards the Government’s 2035 target. Without such goals, it is not
possible to determine whether the unfunded liability is on track to be zero by 2035.

RECOMMENDATION 35: The budget papers reinstate the practice of including a
diagram showing the expected level of unfunded superannuation liability in each year
between the budget year and 2035, similar to the disclosure in earlier budget papers.
Commentary should also be provided on the achievement of interim goals.

6.4 Comparison to previous estimates

Figure 6.4 shows the estimates for net debt given in the last four budgets (and the
2014 Pre-Election Budget Update, issued just before the change of government
in 2014).

Figure 6.4 Comparison of general government sector net debt estimates in the 2015-16 Budget
to previous estimates

$ billion

2012-13 Budget
B 2013-14 Budget
Bl 2014-15 Budget

2014 Pre-Election Budget Update
Il 2015-16 Budget

2016 2017 2018 2019

Note: Balances at 30 June each year.

Source: Department of Treasury and Finance, Budget Paper No.5: Statement of Finances, 2012-13 to 2015-16; Department of
Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.29.

The most significant adjustment that has been made to the estimates of net debt
was a result of the proposed lease of the Port of Melbourne’s operations. This was
decided at the time of the 2014-15 Budget and caused net debt predictions to be
reduced across the forward estimates.

6.4.1 Comparison to the Pre-Election Budget Update

Table 6.2 shows that anticipated net debt for June 2018 is relatively unchanged
from the estimate in the 2014 Pre-Election Budget Update. However, the
estimates for intervening years are significantly different.

Although the debt estimate for 2018 is relatively unchanged, the factors
contributing to this result have changed considerably. Table 6.3 shows the
cumulative impact of these changes to the estimates between 2014 and 2018.
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Table 6.3

124

Estimates of general government sector net debt between 2015 and 2019@®,
2014 Pre-Election Budget Update and 2015-16 Budget

2015 2016 2017 2018 2019

($ million) ($ million)  ($ million) ($ million)  ($ million)

2014 Pre-Election Budget Update 21,768.8 17,564.3 18,609.9 19,597.5 n/a

2015-16 Budget 21,240.0 16,897.8 19,259.0 19,450.2 19,834.7

Change in net debt estimates -528.8 -666.5 649.1 -147.3 n/a
@) Balances at 30 June in each year.

Source: Department of Treasury and Finance, Budget Paper No.5: 2015-16 State of Finances (2015), p.9; Department of Treasury
and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.29.

Expected change in general government sector net debt between 2014 and 2018,
2014 Pre-Election Budget Update estimates compared with 2015-16 Budget

2014 PEBU 2015-16 Difference
Budget

($ million)  ($ million)  ($ million)

Cash available between 2014-15 and 2017-18 from:

* operating surpluses 9,031.6 4,864.0 -4,167.6
 depreciation and similar; and asset sales 12,613.5 13,395.8 782.3
* net cash inflows from investments in other sectors® 5,002.2 7,621.6 2,619.4
Total cash resources 26,647.3 25,881.4 -765.9

Cash needed between 2014-15 and 2017-18 for:

* infrastructure investment® 21,899.0 21,269.8 -629.2
* PPPs and other finance leases 3,015.6 2,157.0 -858.6
* other movements 155.5 729.0 573.5
Total cash needed 25,070.1 24,155.8 -914.3
Cash available for paying off net debt between 2014 and 2018 1,577.1 1,724.4 147.3
(a) Only years with a net cash inflow have been included in this figure.
(b) Includes both direct investment (including contingency) and net cash outflows for investment through other sectors.
© Totals may not add due to rounding.

Source: Committee calculations based on Department of Treasury and Finance, 2013-14 Financial Report (2014), pp.31-3;
Department of Treasury and Finance, 2074 Pre-Election Budget Update (2014), pp.11,19, 29, 30; Department of
Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p. 59; Department of Treasury and
Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), pp.7, 10, 225, 228.

Part of the Government’s strategy has been to increase expenditure on services
(see Section 2.3 and 7.4).3%” As a result of this, forecasts for the operating surpluses
between 2014-15 and 2017-18 have been decreased by $4.2 billion compared to
previous estimates, leading to lower cash resources available from this source for
asset investment.388

387 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.45.

388 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.7; Department
of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.27.
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The Government has mitigated the impact of this by increasing the amount it is
expecting in cash inflows from investments in other sectors.

The Government has increased the amount it expects to receive from the
proposed Port of Melbourne lease primarily by proposing to extend the term of
the lease3® (see Section 8.6). This has increased the anticipated net inflow from
other sectors for 2015-16 from $5.0 billion3%° to $6.5 billion.3*' The Government
also anticipates a net cash inflow of $1.1 billion from the public financial
corporations sector during 2017-18 which had not been anticipated at the time
of the Pre-Election Budget Update.3? This is not fully explained in the budget
papers (see Section 8.3.1)

Table 6.3 shows that changes to the estimates of depreciation and similar
costs, together with planned asset sales, have added $782.3 million more

than previously estimated to the amount available for investment. This is a
result of multiple relatively small revisions to several line items since the 2014
Pre-Election Budget Update.3%

The total impact of these three factors is that $765.9 million less cash is available
from these sources for asset investment across the four years.

The impact of the reduced estimates of cash resources has been offset by the
Government lowering the amount it expects to spend in direct asset investment
over the forward estimates period, and adjusting the amount it expects to invest
through other sectors. Over the forward estimates period, this investment is
forecast to be $629.2 million less than previously forecast.

In addition, the Government has scaled back its PPP investment program,
replacing the Cranbourne-Pakenham Rail Corridor project3®* with parts of
several direct investment projects (see Section 8.7). The Government has added
a New Schools PPP project, but the overall liability for new PPP projects has
decreased.3% PPP projects are described in further detail in Section 8.3.1. As a
result of these changes, $858.6 million less in PPP liabilities is expected to be
added to borrowings between 2014 and 2018.

389 Specified as 50 years in the Delivering Victorian Infrastructure (Port of Melbourne Lease Transaction)
Bill 2015 (Vic), s.11(2)(a). The previously planned lease term was specified as ‘medium-term’, which the
Committee understands to have been 40 years.

390 Department of Treasury and Finance, 2014 Victorian Pre-Election Budget Update (2014), p.30.
391 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.10.

392 Theitem ‘net cash flows from investments in financial assets for policy purposes’ for 2017-18 having been
adjusted from an outflow of $163.5 million (Department of Treasury and Finance, 2074 Victorian Pre-Election
Budget Update (2014), p.30) to an inflow of $1,110.8 million (Department of Treasury and Finance, Budget Paper
No.5: 2015-16 Statement of Finances (2015), p.10).

393 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.228;
Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.30.

394 Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.13; Department of Treasury and Finance,
Budget Paper No.4: 2015-16 State Capital Program (2015), p.23.

395 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
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In contrast, the estimated cost of ‘other movements’ has increased

by $573.5 million. The Department of Treasury and Finance advised the
Committee that this includes $420 million in negotiated payments following the
cancellation of the East West Link project.3%

The net result of these changes is that the estimated level of net debt for

June 2018 is relatively unchanged. The overall decrease in net debt between 2014
and 2018 is now estimated at $1.7 billion, compared to the $1.6 billion estimated in
the 2014 Pre-Election Budget Update (see Table 6.3).

After June 2018, the Government anticipates that net debt will rise during the last
year of the forward estimates period. As described in Section 6.3.1, this is a result
of the planned level of asset investment being greater than the expected cash
resources available for 2018-19.3%7

FINDING 51: In comparison to the 2014 Pre-Election Budget Update, the 2015-16
budget papers estimate that less cash will be available over the forward estimates

period from operating surpluses to fund asset investment. However, the 2015-16 Budget
estimates that this will be partly offset by cash inflows from investment through other
sectors. The Budget also estimates that less borrowing will be required for infrastructure
investment and public private partnerships. As a result, the 2015-16 Budget estimates that
net debt will decrease by $147.3 million more between 2014 and 2018 than was estimated
in the 2014 Pre-Election Budget Update.

The Committee notes that the budget papers include a ‘reconciliation of
estimates’ table for the operating surplus.3®® This shows what has driven changes
between current and previous estimates for the operating surplus by showing the
impact of key factors on revenue and expenses. The Committee considers this a
particularly useful tool for understanding changes to the operating surplus.

Like the operating surplus, net debt is a key budget component which is specified
in the Government’s fiscal strategy (see Section 6.2 of this report). Howevetr,
neither previous budget papers nor this year’s papers have included an equivalent
reconciliation of estimates table for changes in net debt. The budget papers

do contain an ‘application of cash resources’ table that highlights factors that
contribute to net debt. However, this is not accompanied by an explanation for
changes to the estimates since previous budgets.

The Committee considers that the addition of a table comparing application of
cash resources tables between budgets would highlight factors that had driven
changes to net debt estimates. Discussion of these factors would provide readers
with an important understanding of changes between budgets.

396 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.3.

397 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
398 ibid., p.55.
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FINDING 52: The ‘reconciliation of estimates’ table in the budget papers provides
useful information on what has driven changes between current and previous estimates
of operating surpluses. There is no equivalent reconciliation of estimates table for net
debt estimates.

@
()
©

C))
©
®

RECOMMENDATION 37: Accompanying the table reconciling estimates of net debt,
the Department of Treasury and Finance provide discussion of the factors that have
driven the changes between budgets.

RECOMMENDATION 36: Future budget papers include an additional table reconciling
the information given in the ‘application of cash resources’ table between current and
previous estimates, similar to ‘reconciliation of estimates’ table produced for operating
surpluses. This table would include changes to estimates for:

net cash flows from operating activities
direct investment (purchases of non-financial assets)

investment through other sectors (net cash flows from investments in financial
assets for policy purposes)

proceeds from asset sales
finance lease liabilities
changes in net debt.
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71 Introduction

The majority of the Government’s revenue each year goes to output expenses.
Output expenses mostly relate to the delivery of services by the Government,
such as health care, education and policing.3*® The relationship between output
expenses and other items of the budget is further discussed in Section 2.2.1 of
this report.

Output expenses are expected to grow over the forward estimates period, as
indicated in Table 7.1 below.

Table 7.1 General government sector output expenses, 2014-15 to 2018-19
2014-15 2015-16 2016-17 2017-18 2018-19
revised Budget estimate estimate estimate
estimate
Total output expenses ($ million) 52,659.4 54,309.8 55,497.4 57,671.0 59,350.7

Annual growth
e ($ million) 2,271.0 1,650.4 1,187.6 2,173.6 1,679.7
* (per cent) 4.5 3.1 2.2 3.9 2.9

Average annual growth rate

(2015-16 to 2018-19) (per cent)® 3.0

(a) Compound annual growth rate. Calculated by the Committee.

Sources: Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.49; Committee
calculations based on Department of Treasury and Finance, Consolidated Comprehensive Operating Statement -
General Government Sector (2015). Available at <www.dtf.vic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 21 May 2015.

This chapter examines the following questions:

« What is the Government’s strategy for output expenses? (Section 7.2)

- What factors are causing the growth over the forward estimates period? How
reliable are the estimates? What services will be provided? (Section 7.3)

« How and why have these estimates changed since previous budgets?
(Section 7.4)

«  What do we know about departments’ base funding? (Section 7.5)

«  What new output initiatives were released in the 2015-16 budget papers?
(Section 7.6)

« How have these initiatives been funded? (Section 7.7)

399 Depreciation is also included within output expenses, reflecting the decline in value of infrastructure and other
assets associated with the service delivery. The cash equivalent to depreciation partly funds asset investment
(see Section 2.2.1).
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« What programs have been discontinued or have lapsed since the previous
budget? (Section 7.8)

« What are the major risks to the estimates for output expenses? (Section 7.9)

This chapter will focus on the general government sector, which delivers most
of the services provided by the public sector. The general government sector
generally delivers services free of charge or at charges significantly below cost.#%°

The Government’s strategy

As noted above, output expenses fund service delivery. Service delivery
features prominently in the Government’s long-term financial management
objectives (see Section 2.3.2). These objectives include improving public
services and investing in services that ‘maximise the economic, social and
environmental benefits’.4°'

As part of the 2015-16 Budget, the Government intends to increase output
expenses at a faster rate than had been planned by the previous government.4%?

The Government’s financial goals also include maintaining a triple-A credit rating
and growing infrastructure while maintaining debt ‘at a sustainable level’.4° To
achieve these goals, it will be necessary for the Government to limit the increase
in output expenses so that operating surpluses are achieved. Operating surpluses
are important components of funding infrastructure without increasing debt (see
Section 2.2.1) and maintaining a triple-A credit rating.

The impact of increasing the growth rate of operating expenses compared to
previous estimates is to reduce the operating surpluses relative to previous
estimates. However, as discussed in Section 6.4.1 of this report, this is anticipated
to be largely offset by greater cash inflows from the proposed lease of the Port of
Melbourne’s operations and from the public financial corporations sector (see
Section 8.6). A reduction to the anticipated scale of the asset investment program
between 2014-15 and 2017-18 has also reduced the amount of cash resources
required for asset investment. As a result, as noted in the budget papers, the
increased growth in operating expenses compared to previous estimates ‘does not
add to the State’s debt burden’.4%*

400 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.210.

401 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.

402 ibid., p.45; Hon. Tim Pallas MP, Treasurer, 2075-16 Budget Estimates Transcript of Evidence, 8 May 2015, pp.2, 13.
403 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.

404 ibid., p.45.
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FINDING 53: The Government has stated an intention to improve public services and
to increase output expenses at a faster rate than the previous government planned.
However, this growth will need to be limited to achieve the Government’s other goals of
maintaining the State’s triple-A credit rating and growing infrastructure while maintaining
debt levels. In the 2015-16 Budget, the higher estimated growth rate for operating
expenses is anticipated to be largely offset by cash inflows from the proposed lease of
the Port of Melbourne and from the public financial corporations sector.

7.3 Estimates for output expenses

7.3.1 Underestimation in the budget estimates

As shown in Table 7.1, the budget estimates suggest that output expenses will
grow at an average rate of 3.0 per cent per year across the forward estimates
period. However, it needs to be understood that previous budget papers have
significantly underestimated the growth of output expenses across the relevant
forward estimates periods. Table 7.2 compares the forward estimates in previous
budget papers to the actual growth rates in those periods.*%>

Table 7.2 Estimated and actual growth rates for output expenses, rolling forward
estimates periods

Estimated growth rate across the Actual growth rate®
relevant forward estimates period®

2005-06 Budget 29 7.8
2006-07 Budget 31 9.4
2007-08 Budget 31 8.4
2008-09 Budget 41 6.6
2009-10 Budget 13 3.6
2010-11 Budget 29 35
(a) All growth rates are compound annual growth rates between the relevant budget year and the end of the relevant

forward estimates period.

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.4/5: Statement of Finances,
2005-06 to 2010-11; Department of Treasury and Finance, Financial Report, 2006-07 to 2013-14.

The average annual growth rate across the entire period covered by those budgets
(2005-06 to 2013-14) was 6.2 per cent. Most of the estimates in these budgets
predicted growth rates around 3.0 per cent, as does the 2015-16 Budget. In every
case, the actual growth rate was higher than estimated.

405 The 2010-11 Budget is the last one included, as it is the last year for which actual data are available for all years of
the budget’s forward estimates period.
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Figure 7.1
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Similarly, Appendix A7.1 shows that expenses in the budget year have been
underestimated in every budget that the Committee examined (2005-06
to 2013-144%), This underestimation averaged $1.1 billion per year during
this period.*%’

As discussed in Section 4.3.2, past budgets have similarly underestimated
revenue. As a result, the higher-than-expected expenses have not necessarily
led to the operating surpluses being lower than expected. As both revenue and
expenses have been underestimated by different amounts in different years, the
impact on the surplus has varied.

However, the current budget estimates need to be understood in this context. The
pattern of repeated underestimation suggests that the latest budget estimates
may be conservative and that the actual expenses across the forward estimates
period may be higher than predicted.

FINDING 54: The budget papers estimate that output expenses will grow at an average
of 3.0 per cent per year over the forward estimates period. This is a much lower rate than
the actual growth in recent years, which has averaged 6.2 per cent. However, previous
budgets have consistently underestimated the growth in output expenses by significant
amounts, suggesting that the forward estimates in this budget may be understated.

The forward estimates

The forward estimates for output expenses are compared to previous actual
amounts in Figure 7.1.

General government sector output expenses, 2007-08 to 2018-19

$ billion
“““
“““
“““
. . . . .

2007-08 2008-09 2009-10 2010-11  2011-12  2012-13 2013-14 2014-15 2015-16 2016-17 2017-18  2018-19

Source: Department of Treasury and Finance, Consolidated Comprehensive Operating Statement - General
Government Sector (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 21 May 2015.

406 2013-14 is the last year for which actual amounts have been published to date.

407 Department of Treasury and Finance, Budget Paper No.4/5: Statement of Finances, 2005-06 to 2013-14; Department of
Treasury and Finance, Financial Report, 2006-07 to 2013-14.
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The estimates show output expenses growing by 3.1 per cent between 2014-15
and the budget year and then by an average of 3.0 per cent between 2015-16
and 2018-19.408

As noted in Section 7.2 of this chapter, the Government has increased the
estimated growth rate for output expenses relative to previous budget estimates
(see further discussion in Section 7.4). The budget papers indicate that population
growth and inflation were considerations in this decision.*°°

Figure 7.2 adjusts the forward estimates and past actual expenses to account

for inflation and population growth. The figure shows that, after a relatively
stable period between 2009-10 and 2014-15, the budget estimates for expenses
per Victorian in real terms (that is, adjusted for inflation) will decrease over the
forward estimates period, by an average of 1.3 per cent per year. Although the
2015-16 budget estimates increase the growth rate for output expenses, they still
do not keep pace with expected population growth combined with inflation.

If this situation were to eventuate, the Government would need to achieve
significant efficiencies in order to deliver the same levels of service to
every Victorian.

However, the estimated decline may be a result of the underestimation of the
forward estimates (see Section 7.3.1 of this report).

Figure 7.2 General government sector output expenses in real terms per Victorian,® 2007-08
to 2018-19

$ per Victorian in real terms

2007-08 2008-09 2009-10 2010-11  20M-12  2012-13  2013-14 2014-15 2015-16 2016-17 2017-18  2018-19

@) Expressed in 2015-16 prices.

Source: Committee calculations based on Department of Treasury and Finance, Consolidated Comprehensive
Operating Statement - General Government Sector (2015). Available at <www.dtf.vic.gov.au/Publications/
Victoria-Economy-publications/Aggregate-financial-statements>, viewed 21 May 2015; Department of
Treasury and Finance, Macroeconomic Indicators (2015). Available at <www.dtf.vic.gov.au/Publications/
Victoria-Economy-publications/Macroeconomic-indicators>, viewed 21 May 2015.

FINDING 55: The budget estimates suggest that output expenses will decline over the
forward estimates period when adjusted for population growth and inflation. However,
this may be a result of the forward estimates being underestimated.

408 Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.49.

409 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.45.
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7.3.3

Figure 7.3
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What the money will be spent on

The estimates can be broken down in a number of different ways to understand
what is driving the growth over the forward estimates period. This includes the
purpose of the expenses and the types of expense expected.

The purposes of the expenses

The ‘government purpose classification’ is a system developed by the Australian
Bureau of Statistics for categorising government expenditure.*'® Figure 7.3 breaks
down the estimated expenses for 2015-16 according to the largest categories.

Expenses by government purpose classification, 2015-16

Health 28.1%
Education 25.9%
Transport and communications 11.6%
Public order and safety 1n.3%

Social security and welfare | =——— 8.0%

Housing and community amenities | =——5_8%

Other areas® 9.3%

@) Includes the categories ‘general public services’, ‘recreation and culture’, fuel and energy’, ‘agriculture, forestry, fishing
and hunting’, ‘mining, manufacturing and construction’, ‘other economic affairs’ and ‘other purposes’.

Source: Department of Treasury and Finance, Consolidated Government Purpose Classification Data (2015). Available at
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>, viewed
20 July 2015.

Health and education are the main areas of expenditure, together accounting
for 54.0 per cent of output expenses in 2015-16. The next largest categories
are services connected with transport and communications (such as road
maintenance and public transport) and with public order and safety (such as
emergency services and courts).

Figure 7.4 below compares the 2015-16 break down to earlier years and the
forward estimates.

No major shifts are expected for the largest categories of expenses. Health
spending is expected to become a slightly larger share of output expenses across
the forward estimates period, rising from 28.1 to 28.3 per cent between 2015-16
and 2018-19. Education expenses have been declining as a proportion of the
total in recent years, reaching an estimated 25.4 per cent in 2014-15. The budget
estimates see it stabilise around 26.0 per cent, though it is expected to remain a
smaller portion than it was prior to 2012-13.4"

410  For an explanation of the categories, see Department of Treasury and Finance, 2013-14 Financial Report (2014),
pp.216-7.

4n Committee calculations based on Department of Treasury and Finance, Consolidated Government Purpose
Classification Data (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 20 July 2015.
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Figure 7.4 Proportions of expenses by government purpose classification, 2007-08 to 2018-19
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(a) Includes the categories ‘general public services’, ‘recreation and culture’, ‘fuel and energy’, ‘agriculture, forestry, fishing

and hunting’, ‘mining, manufacturing and construction’, ‘other economic affairs’ and ‘other purposes’.

Source: Department of Treasury and Finance, Consolidated Government Purpose Classification Data (2015). Available at
<www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>, viewed
20 July 2015.

Expenses associated with social security and welfare are estimated to decline
between 2015-16 and 2016-17 both as a proportion of total expenses and in dollar
terms. They are then expected to increase in the later years of the forward
estimates period.*” In relation to this, the budget papers explain:*#?

From July 2016, the Commonwealth will be responsible for home support services
for people aged over 65 years... The State’s contribution to the National Disability
Insurance Scheme commences from 2016-17 and increases thereafter as more clients
transition into the scheme.

412  Committee calculations based on Department of Treasury and Finance Consolidated Government Purpose
Classification Data (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 20 July 2015; Department of Treasury and Finance, Budget Paper No.5:
2015-16 Statement of Finances (2015), p.34.

413  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.34.
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Expenses in the ‘housing and community amenities’ category are expected
to decline across the forward estimates period, both in dollar terms and
proportionately.*™ The budget papers indicate:#"®

The downward movement from 2015-16 relates to sun setting initiatives and
movements in funding across years for various initiatives.

The budget papers do not provide details about which areas of service delivery
within the ‘housing and community amenities’ category will be affected.

FINDING 56: The majority of output expenses relate to health and education, followed
by the categories ‘transport and communications’ and ‘public order and safety’. The
forward estimates suggest that future spending will be relatively similar. However, the
budget estimates do indicate a decrease in the proportion of expenses for housing and
community amenities.

The types of expenses

Expenses are also broken down according to the type of expense. The three
largest categories are:

« employee expenses, which cover the salaries paid to employees in the
general government sector

« grant expenses, which primarily consist of money given to other sectors of
government and bodies outside the State public sector

« ‘other operating expenses’, which largely consist of purchases of supplies,
consumables and services from outside the general government sector.

Employee expenses are the largest category of output expenses. Employee
expenses are expected to increase by $1,425.1 million between 2014-15 and the
budget year, then by an average of $814.2 million per year over the forward
estimates period.*"® The budget papers explain that employee expenses, including
superannuation, are:*”

... projected to grow by 7.1 per cent to $23 billion in 2015-16 and by 3.4 per cent a year
on average over the forward estimates. The growth in 2015-16 is driven by annual
growth in wages, growth in staffing numbers associated with growing patient demand
and increased investment in the education sector ...

The estimates suggest that grant expenses will be the second largest driver of
the growth in expenses. This includes Commonwealth Government grants to
non-government schools and local governments which are passed through

414  Committee calculations based on Department of Treasury and Finance, Consolidated Government Purpose
Classification Data (2015). Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/
Aggregate-financial-statements>, viewed 20 July 2015; Department of Treasury and Finance, Budget Paper No.5:
2015-16 Statement of Finances (2015), p.34.

415  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.34.

416  Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of
Finances (2015), pp.7, 225.

417  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.53; cf. Hon. Tim
Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.11.
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the Victorian Government. The estimates for grants increase by $467.0 million
(5.7 per cent) between 2014-15 and 2015-16 and then by an average of
$387.5 million (4.3 per cent) per year over the next three years.*®

The budget papers explain that, ‘“This increase primarily reflects growth in
capital asset payments to VicTrack’.#"® The Committee understands this to be a
reference to the increased grants provided by the general government sector to
VicTrack to cover its increased capital asset charges*?° (see Section 2.4.2 of this
report on the capital asset charge). However, the Committee notes that most of
the growth is in grants to the private sector and not-for-profit sector (such as
non-government schools).4?

In contrast to employee expenses and grant expenses, ‘other operating expenses’
are expected to increase at a much lower rate. The budget estimates indicate
that this item will decrease by 2.2 per cent between 2014-15 and 2015-16 and

then increase at an average of 1.6 per cent per year over the forward estimates
period.#?? This is largely driven by an estimated decrease in one component of
this category: the purchase of services by the general government sector.*? The
Department of Treasury and Finance explained that:4%

The 2015-16 figure for purchase of services by the general government sector
includes the final year of State Government expenditure on Home and Community
Care (HACC), prior to transferring the responsibility and funding for people aged
over 65 years for this service to the Commonwealth, as agreed under the National
Disability Insurance Scheme (NDIS). Purchase of services estimates from 2016-17
onwards are lower primarily due to the transfer of this age cohort.

The HACC transfer of responsibility was agreed in May 2013 as part of the NDIS.
Discussions on a transition date for HACC are ongoing but are expected to be agreed
and in place prior to the start of the 2016-17 financial year.

FINDING 57: The estimated growth in output expenses is largely driven by expected
increases in employee expenses and grants to the private and not-for-profit sectors.
Purchases of services are expected to decrease as a result of the transfer of some
responsibilities to the Commonwealth Government as part of the National Disability
Insurance Scheme.

418 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement
of Finances (2015), pp.7, 225; Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.53.

419  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.53.

420 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.184; the
budget papers note that the increased charge is a result of an increased capital asset base (ibid.).

421  ibid., p.33.
422 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.53.
423  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.33.

424 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, pp.5-6.
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7.4

Figure 7.5

741
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Comparison to previous estimates

Each budget and budget update revises the forward estimates for expenses in the
light of new decisions by the Government and changing external circumstances
(such as population growth and Commonwealth Government funding). Figure 7.5
compares the estimates for 2015-16 to 2017-18 made in the current budget with the
estimates from previous years.

Comparison of output expenses estimates in the 2015-16 Budget to
previous estimates

$ billion

2012-13 Budget
B 2013-14 Budget
B 2014-15 Budget
2014 Pre-Election Budget Update

B 2015-16 Budget

2015-16 2016-17 2017-18 2018-19

Sources: Department of Treasury and Finance, Budget Paper No.5: Statement of Finances, 2012-13 to 2015-16; Department of
Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014).

Figure 7.5 shows that the estimates in the 2015-16 Budget are approximately

$2 billion higher in each year than the estimates made in previous budgets. This
is in line with the Government’s strategy to grow output expenses at a faster rate
than previously estimated (see Section 2.3 and 7.2 of this report).

Factors increasing the estimates

Table 7.3 below indicates what has driven the increase in the estimates since the
2014 Pre-Election Budget Update (which was issued shortly before the change of
government in 2014).

The largest driver of growth has been the new output initiatives released in the
2014-15 Budget Update and 2015-16 Budget. These new initiatives are a mixture
of election commitments, other new programs and the continuation of lapsing
programs. These are discussed further in Section 7.6 of this report. Changes

in specific-purpose grants have also added significant amounts, especially

in 2015-16.

These additional expenses have been partly offset by:

- expenditure reduction initiatives, which reduce expenditure through
efficiencies or by reducing the services provided

- the reprioritisation of existing resources, which includes funding previously
allocated to departments for other purposes

- therelease of ‘contingencies’, that is, allowances put aside in previous budget
estimates for future allocation to departments.
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These are discussed further in Section 7.7 of this report.

Table 7.3 Variations in estimates for output expenses between the 2014 Pre-Election Budget
Update and the 2015-16 Budget

2015-16 2016-17 2017-18

($ million) ($ million) ($ million)

Output expenses estimated in the 2014 Pre-Election Budget Update 52,188 53,667 55,559
New output initiatives +2,363 +2,292 +2,426
Changes as a result of specific-purpose grants +742 +254 +287
Expenditure reduction initiatives -72 -84 -91
Reprioritisation of existing resources -490 -371 -332
Release of contingencies® -715 -965 -1,330
Other administrative variations® +293 +704 +1,150
Net impact +2,122 +1,831 +2,111
Output expenses estimated in the 2015-16 Budget 54,310 55,497 57,671
(a) May include some reprioritisation of existing resources decided in the 2014-15 Budget Update. This figure includes

the line items ‘adjustments’ and ‘contingency offset for new policy’ from the budget papers and is the net release of
contingency, factoring in increases to contingencies.

(b) Reflects the impact on expenses, whereas the line item with the same name in the 2015-16 budget papers reflects the
net impact on the operating surplus.

Source: Committee calculations based on Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update
(2014), pp.27, 45; Department of Treasury and Finance, 2074-15 Victorian Budget Update (2014), pp.20, 121-5;
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), pp.29, 49, 55, 58;
Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General Questionnaire,
received 12 June 2015, p.43.

The changes to specific-purpose grants have also resulted in additional

revenue from the Commonwealth Government. While the expenses related to
specific-purpose grants are estimated to increase by $1.3 billion across the three
years, revenue for specific-purpose grants is estimated to increase by $1.7 billion
(see Section 4.4).4?> The budget papers note ‘the rescheduling to 2017-18 of
expected revenues under the asset recycling initiative’ as a major factor.4?

There have also been a number of changes described as ‘other administrative
variations’ increasing output expenses. The budget papers indicate that these
variations largely reflect:*?’

« prudent provisioning for future budgets to meet the Government’s service delivery
priorities;

- higher than expected payments for the tail of the First Home Owners Grant
scheme; and

425 The Committee notes that the timing of the increased revenue does not correspond with the timing of the
increased expenses (compare Table 4.5 to Table 7.3). The estimates suggest that the additional expenses will
exceed the additional revenue in 2015-16. However, the additional revenue will exceed the additional expenses
in 2017-18.

426 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.57.

427 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.57; cf.
Department of Treasury and Finance, 2074-15 Victorian Budget Update (2014), p.22.
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- additional depreciation averaging $41 million due to a change in accounting policy
for measuring the fair value of school buildings.

The Committee understands a large portion of this to be additions to the
contingencies to fund future initiatives (see Section 7.7.3 of this chapter).

FINDING 58: The estimates for output expenses between 2015-16 and 2017-18 have
been revised upwards by approximately $2 billion per year since the 2014 Pre-Election
Budget Update. This has been driven by new output initiatives, changes to
specific-purpose grants and administrative variations.

Table 7.3 is largely based on the ‘reconciliation of estimates’ table, which is
produced with each budget and budget update.*?® The Committee notes that the
format of this table was substantially changed with the 2015-16 Budget. A number
of smaller line items are no longer separately disclosed. In addition, whereas

the impacts of each item on revenue estimates and expenses estimates were
separately detailed previously, only the net impact on the operating surplus is
indicated this year for some items.

The Committee considers that the new format is generally an improvement,

as it provides the information in a clearer, more succinct manner. However,

the Committee considers that future budget papers should disaggregate the
impact of specific-purpose grants variations to separately indicate the impact on
revenue and expenses. The revenue and expenses impacts can be quite different
and the Committee considers that clearly disclosing and discussing these
differences would assist readers of the budget papers to understand the context of
the Budget.

FINDING 59: The format of the ‘reconciliation of estimates’ table has been modified

in the 2015-16 budget papers. Generally, this has made the information easier to
understand. However, this table no longer separately discloses the impact of variations in
specific-purpose grants on revenue and expenses.

RECOMMENDATION 38: ‘Reconciliation of estimates’ tables in future budget papers
separately disclose the impact on revenue and expenses of variations in specific-purpose
grants. Differences between the impact on revenue and the impact on expenses should
be discussed when the differences exceed $100 million.

Machinery-of-government changes

As detailed in Section 1.4 of this report, considerable machinery-of-government
changes occurred following the change of government in 2014. The Committee
sought information through its questionnaire about what impact these changes
had on departments’ output expenses.

In relation to costs, the six departments affected by machinery-of-government
changes provided the following responses:

428 e.g. Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.55.
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« the Department of Treasury and Finance stated that no costs were
incurred+?

« the Department of Justice and Regulation responded that, ‘There were no
costs to the department (excluding staff costs)’43°

« the Department of Health and Human Services indicated that the total cost
was anticipated to be approximately $150,00043

« the Department of Economic Development, Jobs, Transport and Resources
indicated that costs would be between $1.5 and $2.0 million in 2014-15, with
further costs expected in 2015-16 and 2016-174%2

- the Department of Environment, Land, Water and Planning explained that
it ‘does not track costs associated with machinery-of-government changes’
but noted that changes to ‘signage and other related material has cost
approximately $70,000433

» the Department of Premier and Cabinet did not provide details, simply
indicating that, ‘Costs involved in implementing changes are absorbed
within existing budgets’.43*

However, in a later response to an inquiry conducted by the Legislative Council’s
Legal and Social Issues Committee, the Government provided updated figures
about direct costs incurred up to 31 May 2015 (see Table 7.4 below). These do not
include staff time.

The Government’s submission to that inquiry notes the difference between these
figures and the figures earlier provided to the Public Accounts and Estimates
Committee, with a number of explanations for the differences provided.*3>

All but one of the departments indicated to the Public Accounts and Estimates
Committee that there would not be reductions in staff numbers as a result of
the machinery-of-government changes. The other department (the Department
of Economic Development, Jobs, Transport and Resources) indicated that it
was undertaking ‘an extensive organisational design process’. However, the

429 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.2.

430 Department of Justice and Regulation, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 11 June 2015, p.2.

431  Department of Health and Human Services, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 26 June 2015, p.3.

432 Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.2.

433  Department of Environment, Land, Water and Planning, Response to the Committee’s 2015-16 Budget Estimates
General Questionnaire, received 22 June 2015, p.2.

434 Department of Premier and Cabinet, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.3.

435  Victorian Government, Whole of Victorian Government Submission on Costs Associated with the Machinery
of Government Changes, submission to the Legal And Social Issues Committee’s Inquiry into Machinery of
Government Changes (2015).
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Department noted, “The focus of the redesign is not on cost reduction but on
ensuring the Department has an appropriate capability mix and has its resources
deployed in the right areas’.#3¢

Table 7.4 Direct costs associated with machinery-of-government changes, 30 November 2014
to 31 May 2015

Department Direct costs

4
Economic Development, Jobs, Transport and Resources 1,302,507
Education and Training 10,200@
Environment, Land, Water and Planning 770,568
Health and Human Services 618,000
Justice and Regulation 0
Premier and Cabinet 341,430
Treasury and Finance 23,000
Total 3,065,705
@) Reflects costs incurred as a result of the change to the department’s name.

Source: Victorian Government, Whole of Victorian Government Submission on Costs Associated with the Machinery of
Government Changes, submission to the Legal and Social Issues Committee’s Inquiry into Machinery of Government
Changes (2015), pp.2-5.

As some of the responses to this Committee and the Legal and Social Issues
Committee indicate, the costs of machinery-of-government can be significant.
The Public Accounts and Estimates Committee believes that there would be
public interest in understanding what these costs are and therefore considers
that departments should monitor and report on the costs of implementing
machinery-of-government changes, as well as the benefits achieved through the
changes. This could be achieved by updating the Department of Treasury and
Finance’s Model Report, which provides guidance to departments on how annual
reports should be prepared.

FINDING 60: Machinery-of-government changes affected six departments
during 2014-15. Departments indicated that the expected costs of these changes in
2014-15 ranged from zero to $2.0 million.

RECOMMENDATION 39: The Department of Treasury and Finance update the Model
Report to require all departments to report any costs and benefits in a year as a result of
machinery-of-government changes in their annual reports. The updated report should
include guidance so that the data in annual reports are provided on a consistent basis
across departments.

436  Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.3
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The Committee also sought details about the anticipated benefits of

the machinery-of-government changes. Departments indicated that

the main expected benefits related to improved service delivery rather

than cost reductions. However, some departments indicated that they

expected some reductions in expenses in the long-term as a result of the
machinery-of-government changes. The Department of Economic Development,
Jobs, Transport and Resources explained that it is currently relocating staff

in central Melbourne to consolidate and co-locate business groups.*¥” The
Department also noted that it ‘expects to realise efficiencies through scale, for
example in relation to procurement and accommodation, which will be realised
fully in future financial years’.438

The Department of Health and Human Services similarly noted that the changes
‘will, over time, result in administrative efficiencies, with a consolidated

shared services approach to corporate functions — including human resources,
information technology, legal and financial services’.#*® The Department

also indicated that ‘“There are not expected to be redeployments, contract
non-renewals or other means of reducing staff numbers relied upon as a result of
machinery of government changes’.#*° The Department did not provide further
details about how the efficiencies will be achieved without redeployments or
other means of reducing staff.

FINDING 61: Some departments indicated that the machinery-of-government changes
may result in reduced expenses in future years through efficiencies.

7.5 Base funding

The budget papers distinguish two strands of funding for departments:*4

» ‘base funding departments receive for ongoing programs’

« new initiatives.

New initiatives are generally time-limited, providing funding for between one
and five years. However, some initiatives are described as ‘ongoing’, in which case
the Committee understands that this funding is added to future base funding.

Ongoing programs and new initiatives are both part of the output prices that
departments charge the Government for the delivery of goods and services (see
Section 5.5 of this report).

437 ibid, p.3.
438 ibid., p.2.

439 Department of Health and Human Services, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 26 June 2015, p.2.

440 ibid., p.3.
441 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.113.
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‘Base output prices’ are referred to in the Department of Treasury and Finance’s
Budget and Financial Management Guidances, a series of documents providing
details about the State’s fiscal system. The Guidances note that these prices

are increased each year ‘to maintain alignment with movements in the rate of
inflation. This ensures departments’ ability to deliver services is not eroded over
time by inflation’.#4> However, the term is not defined and it is not clear whether
this refers to ‘base funding departments receive for ongoing programs’ or to
something else.

The value of new initiatives is clearly disclosed in the budget papers. However,
as in previous budget papers, the value of base funding is not revealed. The
Committee sought details from each department as part of the Budget Estimates
General Questionnaire. Departments provided a variety of responses:*43

- three departments referred to the ‘original base year for 2014-15° as
something created four or five years ago and did not provide any
quantified numbers

« two departments provided figures for output appropriations based on the
appropriation bills

« the four remaining departments provided other figures, though these
included fixed-term initiatives in some cases, apparently contradicting the
concept of base funding as ongoing programs.

These variations suggest that there is no common understanding of what base
funding is. Given that base funding is referred to in the budget papers (and
base output prices are referred to in the Budget and Financial Management
Guidances), the Committee considers that this concept should be more clearly
articulated.

The lack of clarity around base funding may also be an indicator that the budget
estimates are not calculated by escalating the cost of ongoing programs and
adding the cost of time-limited initiatives. In this case, additional clarity should
be provided relating to:

« how the funding for new initiatives listed in Budget Paper No.3 each year
impacts on departmental revenue and output prices

« whatis escalated in line with inflation according to the Budget and Financial
Management Guidances.

The Committee considers that additional clarification and disclosure by the
Department of Treasury and Finance in this area would be beneficial. The
Committee also considers that there would be benefit in an independent review
by the Auditor-General of whether the way that output prices are calculated is
clearly and accurately explained.

442 Department of Treasury and Finance, BFMG - 06 Departmental Funding Model - Output Pricing (2007), p.133.
The Guidances note a number of circumstances in which funding escalation may not be in line with the inflation.

443 Departmental responses to the Committee’s 2015-16 Budget Estimates General Questionnaire, question 15.
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FINDING 62: The budget papers refer to ‘base funding’ for ongoing programs.
However, the concept of base funding was not clear to departments when questioned,
suggesting that there may be a difference between the way that the funding process is
described and actual practice.

RECOMMENDATION 40: Future budget papers clarify what is meant by ‘base
funding’ and explain the relationship between base funding, initiative funding and
output prices.

RECOMMENDATION 41: The Department of Treasury and Finance clarify the Budget
and Financial Management Guidances to include a definition of ‘base output price’ and
how the escalation of this relates to the budget estimates.

RECOMMENDATION 42: The Auditor-General conduct an audit of whether the way
that output prices are calculated is clearly and accurately articulated by the Department
of Treasury and Finance in its Budget and Financial Management Guidances and

other documentation.

7.6 New initiatives

The 2015-16 budget papers include new output initiatives with a total value (over
five years) of $9.3 billion.#44 This includes election commitments (see Section 9.2
of this report), the continuation of lapsing initiatives (see Section 7.8) and other
new programs.

As can be seen from Figure 7.6, this is a larger amount than has been seen in
recent budgets.

Figure 7.6 New output initiatives, current and previous budgets (five-year totals), 2007-08
to 2015-16

$ billion

2007-08 2008-09 2009-10 2010-1 201-12 2012-13 2013-14 2014-15 2015-16

Bl Budget Pre-Election Budget Update B Budget Update

Note: Initiatives included in previous budget updates have been removed from the totals given in Budget Paper No.3 prior
to 2010-11 to avoid double counting.

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: Service Delivery, 2008-09
to 2015-16; Department of Treasury and Finance, Victorian Budget Update, 2008-09 to 2014-15; Department of
Treasury and Finance, Victorian Pre-Election Budget Update, 2010 and 2014.

444 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), Chapter 1.
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7.6.1 Main initiatives

The ten largest new initiatives (based on the five-year totals of expenses) are
listed in Table 7.5.

Table 7.5 Largest new output initiatives, 2015-16 Budget

Funding (five-year total)

($ million)
Education State 14243
School Enrolment Based Funding 1,137.5
Meeting Hospital Services Demand 970.0
Social and Community Services Equal Remuneration Order 889.0
Premier’s Jobs and Investment Fund (including the ‘start-up’ initiative) 508.0
Regional Jobs and Infrastructure Fund 500.0
TAFE Rescue Fund 200.0
Future Industries Fund (including New Energy Jobs Fund) 200.0
Hospital Beds Rescue Fund 200.0
More Support for People with Disabilities and Their Families 151.1

Source: Public Accounts and Estimates Committee, based on Department of Treasury and Finance, Budget
Paper No.3: 2015-16 Service Delivery (2015), Chapter 1.

Together, these ten initiatives account for $6.2 billion (66.5 per cent of the total
new initiative funding).

Education State

The Minister for Education provided details about a number of issues connected
with the Education State initiative as part of the budget estimates hearings.44°
He explained:#46

In terms of the education state, $1.4 billion over five years has been set aside to
implement the first phase of the education state strategy. This funding will be
directed into initiatives that the evidence shows will improve the outcomes of
Victorian school students. As a government we are committed to addressing
student disadvantage and ensuring that funding is directed to the areas that need
it most. This is consistent with our commitment to the Gonski agreement. There
is an unacceptable link between low achievement and student disadvantage. We
are focused on breaking this link and ensuring that all students, regardless of their
background, have the skills to shape their future. The government will consult with
stakeholders, including schools and school leaders, on the development of new
school initiatives and proposed delivery models. Announcements for these new
initiatives to support the education state will be made in the coming months.

445 Hon. James Merlino MP, Minister for Education, 2015-16 Budget Estimates Transcript of Evidence, 12 May 2015.
446 ibid., pp.3-4.
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The Minister stated that this funding acquits the State’s commitment to the
National Education Reform Agreement (referred to as the ‘Gonski agreement’)
in the 2015, 2016 and 2017 school years.*#” Under this agreement, school funding
is determined by a base rate per student with additional funding in particular
circumstances which create disadvantage.*4®

As noted in Section 4.6.2 of this report, the Commonwealth Government has
indicated that it will provide school funding using a different methodology

from the 2018 school year onwards.**° In terms of funding from the Victorian
Government in 2018 and onwards, the Minister for Education indicated that this
had not yet been finalised.**° Part of the Education State initiative funds ‘a review
of Victorian education funding and how it is allocated’ to be conducted by the
Hon. Steve Bracks AC.**' The Minister for Education indicated that this review:*>2

... will consider how government school funding is currently allocated and used;
commonwealth contributions to government school funding in Victoria; how the
student resource package is calculated, constructed and distributed; and how to
make sure the system is clear and transparent for principals and school communities
on school funding and how it is determined. The review will be completed by the end
of 2015. There will be recommendations to me on how to deliver a funding system
that supports schools to achieve the best results for Victorian students.

The Minister also informed the Committee that there would be transparency in
the future around the additional Gonski-related funding:4>3

Each and every school will have a specific line item in their indicative budgets in
September outlining the additional Gonski-related funding, so the education state
funding, which is the Gonski national agreement funding - the additional funding
that we have allocated for [20]16 and 17 in full. When schools receive their indicative
budgets, they will see that in complete transparency.

The Minister noted that the Government will publish details of how the
individual schools’ portions of the funding have been calculated.*>*

The Committee welcomes these commitments to disclosure.

The National Education Reform Agreement includes a number of performance
indicators to assess whether the funding is being spent effectively.#>> The
Committee may examine the results as part of future inquiries.

447 ibid., p.3; cf. Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.50.
448 Council of Australian Governments, National Education Reform Agreement (2013), pp.17-18.

449 Commonwealth of Australia, Budget Paper No.2: Budget Measures 2014-15 (2014), p.91; cf. Hon. James Merlino
MP, Minister for Education, 2015-16 Budget Estimates Transcript of Evidence, 12 May 2015, p.5.

450 Hon. James Merlino MP, Minister for Education, 2075-16 Budget Estimates Transcript of Evidence, 12 May 2015,
p.5.

451  Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.50.
452  Hon. James Merlino MP, Minister for Education, 2075-16 Budget Estimates Transcript of Evidence, 12 May 2015,

p.23.
453  ibid., p.15.
454 ibid., p.16.

455  Council of Australian Governments, National Education Reform Agreement (2013), pp.7-8.
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School Enrolment Based Funding

Negligible details are provided in the budget papers about the School Enrolment
Based Funding initiative. The budget papers simply note that, ‘Additional and
ongoing funding is provided for government and non-government schools to
meet forecast student enrolments up to the end of the 2017 school year’.4¢

Enrolment-based funding is a regular component of the funding for

education institutes, with the funding based on pupil numbers.#’” In 2012, the
Auditor-General noted that budget estimates for school enrolment-based funding
had been insufficient for three years in a row (2009-10 to 2011-12) and had been
supplemented through Treasurer’s Advances*® (that is, funding provided in the
appropriation bills for the Treasurer to allocate to departments through the year
for ‘urgent claims’). The Committee notes that school enrolment-based funding
was also supplemented through a Treasurer’s Advance in 2012-1343° and possibly
through a payment from advances in 2013-14.46°

The Auditor-General noted that “The year on year requirement to source
additional funds through TAs [Treasurer’s Advances] raises concerns with the
method for calculating the budget figures.” The Auditor-General also suggested
that this may not be an appropriate use of Treasurer’s Advances.*%'

The Committee hopes that the additional funding budgeted through the School
Enrolment Based Funding initiative will remove the need to draw on Treasurer’s
Advances in future years and will watch to see if it is successful.

Meeting Hospital Services Demand

The budget papers provide the following details about the Meeting Hospital
Services Demand initiative:462

Additional funding will enable health services to respond to growing patient demand
across Victoria. Services targeted include emergency department presentations,
intensive care, maternity admissions, elective surgery, specialist clinics, palliative
care, chemotherapy, radiotherapy, dialysis, sub-acute care and Victoria’s contribution
to National Blood Products.

At the budget estimates hearings, the Minister for Health estimated that the extra
funding would enable hospitals to admit an additional 60,000 patients and treat
an additional 40,000 people per year in emergency departments.*63

456  Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.51.

457  Victorian Auditor-General’s Office, Portfolio Departments and Associated Entities: Results of the 2011-12 Audits
(2012), p.29.

458 ibid.
459 Department of Treasury and Finance, 20712-13 Financial Report (2013), p.170.

460 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.193 - the report notes that a payment
was made to the Department of Education and Early Childhood Development for ‘enrolment based funding’ but
does not specify whether this was for schools, kindergartens, TAFEs or other education institutions.

461  Victorian Auditor-General’s Office, Portfolio Departments and Associated Entities: Results of the 2011-12 Audits
(2012), pp.28-30.

462 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.66.
463 Hon. Jill Hennessy MP, Minister for Health, 2075-16 Budget Estimates Transcript of Evidence, 13 May 2015, pp.2, 7.
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The budget papers note that the funding estimates for this initiative include a
contribution from the Commonwealth Government.464

FINDING 63: The 2015-16 Budget provides funding for $9.3 billion of new output
initiatives. The largest new initiatives relate to health and education. Other large initiatives
also relate to social and community services and boosting jobs and the economy.

7.7 Funding the new initiatives

As noted in Section 7.4.1 of this chapter, the cost of these new initiatives has been
partially offset by:

« expenditure reduction initiatives, which reduce departments’ expenses
by either finding more efficient ways to deliver services or by reducing the
services delivered

- the reprioritisation of funding from existing programs and other
departmental sources

- the use of ‘contingencies’ set aside in previous budget estimates.

7.7.1 Expenditure reduction initiatives

The 2015-16 budget papers include nine expenditure reduction initiatives,*6>
intended to reduce expenses by $334.5 million over four years.*¢¢ These are
all reflections of the Labor Party’s election commitments, as discussed in
Section 9.2.8 of this report.

Figure 7.7 below compares the value of these initiatives to expenditure reduction
initiatives in previous budgets. The figure shows that the value of new initiatives
in this budget is higher than the 2014-15 Budget but significantly smaller than was
seen between 2011-12 and 2013-14.

The largest initiative is Abolish Taxpayer Funded Political Advertising, which is
expected to save $38.4 million per year.*®’ The budget papers note that work is
being undertaken to develop a final implementation plan for this initiative.68

The other initiatives primarily relate to machinery-of-government changes and
administrative efficiencies. Two initiatives also relate to the workforce - Reduce
the Number of Executive Officers and Reduce the Use of Labour Hire Firms.

464 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.65.

465 Referred to in the budget papers as ‘efficiency and expenditure reduction measures’, ‘output efficiencies’ and
‘savings’.

466 Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service
Delivery (2015), p.105.

467 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.105.

468 ibid.
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Figure 7.7 New expenditure reduction initiatives, current and previous budgets (five-year

totals)
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B Budget B Budget Update

Note: No expenditure reduction initiatives were included in the 2010 or 2014 Pre-Election Budget Updates.

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.3: Service Delivery, 2008-09
to 2015-16; Department of Treasury and Finance, Victorian Budget Update, 2008-09 to 2014-15; Department of
Treasury and Finance, Victorian Pre-Election Budget Update, 2010 and 2014.

The Committee sought details in its questionnaire about the impact of
expenditure reduction initiatives on departments. In relation to the new
initiatives in the 2015-16 Budget:

- five departments indicated that they expected no impact or negligible
impact on service delivery“6°

« the Department of Treasury and Finance responded that it ‘is committed
to finding efficiencies while continuing to deliver services through its
allocated resources’°

- the Department of Justice and Regulation indicated that it had not yet
developed an implementation plan as it was expecting ‘further savings to be
allocated from the LFS [Labor’s Financial Statement 2014] which are yet to
be quantified™#”

« the Parliamentary Departments and Court Services Victoria stated
that they were not affected by expenditure reduction initiatives in the
2015-16 Budget.*’2

During the 57t Parliament, the former Public Accounts and Estimates Committee
raised some concerns about the way that expenditure reduction initiatives
were implemented and reported. The budget papers often specified the ways in

469 Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.20; Department of Education and Training,
Response to the Committee’s 2015-16 Budget Estimates General Questionnaire, received 16 June 2015, p.16;
Department of Environment, Land, Water and Planning, Response to the Committee’s 2015-16 Budget Estimates
General Questionnaire, received 22 June 2015, p.12; Department of Health and Human Services, Response to
the Committee’s 2015-16 Budget Estimates General Questionnaire, received 26 June 2015, p.16; Department of
Premier and Cabinet, Response to the Committee’s 2015-16 Budget Estimates General Questionnaire, received
12 June 2015, p.12.

470 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.14.

471 Department of Justice and Regulation, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 11 June 2015, p.24.

472 Parliamentary Departments, Response to the Committee’s 2015-16 Budget Estimates General Questionnaire,
received 12 June 2015, p.10; Court Services Victoria, Response to the Committee’s 2015-16 Budget Estimates
General Questionnaire, received 11 June 2015, p.12.
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which the Government expected expenditure to be reduced (such as reducing
advertising or the use of consultants). In practice, though, departments
determined how their expenditure was reduced and could choose to reduce
expenditure in ways that varied from the Government’s stated intentions. No
mechanisms were put in place to indicate whether or not the implementation of
expenditure reductions by departments had impacted on service delivery.4’3

The Committee notes that these concerns have not been addressed and believes
that there is scope for improvement to reporting in this area. The Department
of Treasury and Finance’s Model Report (which sets out the requirements for
departments in preparing their annual reports) could be updated to enhance
disclosure in this area.

FINDING 64: The budget papers estimate that new expenditure reduction initiatives
will reduce expenses by $334.5 million over four years. Departments have generally
indicated that they expect this to be achieved without any impacts on service delivery.
However, there is no reporting structure in place to assess whether or not these
expectations will turn out to be accurate.

RECOMMENDATION 43: The Department of Treasury and Finance update the Model
Report to require all departments to list expenditure reduction targets set for the relevant
year and how these targets were met. This should include details of any impacts on
service delivery, including quantification of the impacts where possible.

7.7.2 Reprioritisation of existing funding

The cost of the new initiatives has also been partly offset through the
reprioritisation of existing funding. This includes reducing the funding
previously allocated to particular programs so that this funding can be used for
the new initiatives. The budget papers indicate that $1.5 billion of funding was
expected to come from reprioritisation over the forward estimates period.4”

Prior to the 2014 Victorian election, the Labor Party released Labor’s Financial
Statement 2014, a document detailing the election commitments expected

to be implemented between 2014 and 2018. This included $804.5 million of
reprioritisations between 2014-15 and 2018-19. The bulk of this ($608.0 million)
was expected to come from ‘reform[ing] industry and innovation policy’.4”

For the remaining $196.5 million, Labor’s Financial Statement 2014 lists the
programs from which funding would be reprioritised, the amount reprioritised
from each program and the budget or budget update in which the program
was announced.*’¢

473  Public Accounts and Estimates Committee, Report on the 2013-14 Budget Estimates - Part Two (2013), pp.122-4;
Public Accounts and Estimates Committee, Report on the 2011-12 Financial and Performance Outcomes (2013),
pp.56-7.

474  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.58.
475  Victorian Labor, Labor’s Financial Statement 2014 (2014), p.10.
476  ibid,, p.1.
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However, the Committee notes that there is no equivalent reporting in the
budget papers, which simply list the total amounts to be reprioritised from each
year.*’”” The Committee sought further details from departments through its
questionnaire. The responses can be seen in Appendix A7.2.

These responses identify a number of programs from which funding has

been reprioritised. They also indicate that, in some cases, funding has been
reprioritised from base funding. The programs identified by departments totalled
$1.2 billion, representing most of the $1.5 billion identified in the budget papers.
Departments’ responses indicate that the bulk of the reprioritised funding comes
from two areas:

« the Regional Growth Fund (providing $500.0 million over four years),
which is being replaced by the Regional Jobs and Infrastructure Fund (also
$500.0 million over four years)*’8

« the reform of industry and innovation policy (providing $470.0 million over
four years). The Department of Economic Development, Jobs, Transport
and Resources explained, ‘The Government is reforming its approach
towards driving economic growth, jobs and innovation in Victoria. A number
of programs are being assessed as to whether they are suitable for the
reformed approach’.4®

The Committee considers that the break-down in Labor’s Financial

Statement 2014 (excluding the reform of industry and innovation policy)

was a clear and effective means of communicating what was intended to be
reprioritised and that future budget papers should produce similar information.
This would assist the Parliament and the community to better understand what
programs have been affected by reprioritisation decisions in the budget.

FINDING 65: The budget papers indicate that $1.5 billion of the cost of new
initiatives will be met by reprioritising funding previously provided to departments.
The budget papers do not include details of which programs have been affected by
the reprioritisation.

RECOMMENDATION 44: Future budget papers include details of the programs from
which funding has been reprioritised, including:

(@) the name of the program, initiative or project from which funding has been
reprioritised

(b) the amount reprioritised from each year of the forward estimates period

(c) the budget in which the initiative was released (where relevant).

477  Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.58.

478 Hon. Jaala Pulford MLC, Minister for Regional Development, 2075-16 Budget Estimates Transcript of Evidence,
18 May 2015, p.4.

479 Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.20.
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RECOMMENDATION 45: The Department of Treasury and Finance update the Model
Report to require departments to report on the actual amounts of money reprioritised
during the year, including:

(@) the name of the program, initiative or project from which funding has been
reprioritised

(b) the amount reprioritised in the year

(c) the budget in which the initiative was released (where relevant).

7.7.3 Funding from contingencies

In each budget, the estimates for output expenses across the forward estimates
period include an allowance for initiatives that will be released in future budgets.
These amounts are referred to as ‘contingencies’ in the budget papers. When

new initiatives are released in later budgets, the cost of these new initiatives

can be offset by reducing the contingency. The effect of this is to fund the new
initiatives without increasing the total output expenses compared to the previous
budget estimates.

At the budget estimates hearings, the Treasurer informed the Committee that:*8°

The contingencies represent a very important part of the budget because they

allow us as a government to allow for future spending, including might I say on
unanticipated events and new initiatives in future budgets, without impacting upon
our fiscal aggregates. A budget without adequate contingencies runs the risk of
actual expenses exceeding estimated expenses, which may ultimately result in not
achieving projected operating results.

The budget papers indicate that contingencies were reduced by $4.8 billion over
the forward estimates period to offset the cost of the new output initiatives.*®
However, as discussed in Section 7.4.1, additional money was also put into
contingencies for the funding of future initiatives.

Table 7.6 compares the contingencies in the 2015-16 budget estimates to the
2014 Pre-Election Budget Update. It shows that the amount of contingencies has
dropped in each year between 2015-16 and 2017-18, though by relatively small
amounts in the last two years.

Table 7.6 Output contingencies, 2014 Pre-Election Budget Update and 2015-16 Budget

2014-15 2015-16 2016-17 2017-18 2018-19

($ million) ($ million)  ($ million) ($ million)  ($ million)

2014 Pre-Election Budget Update 177.9 872.9 1,755.9 2,948.7 n/a

2015-16 Budget n/a 517.6 1,636.3 2,923.6 4,193.5

Sources: Department of Treasury and Finance, 2074 Victorian Pre-Election Budget Update (2014), p.52; Department of Treasury
and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.35.

480 Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, p.23.

481 Committee calculation based on the sum of ‘adjustments’ and ‘contingency offset for new policy’ in Department
of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.58.
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The total included across the forward estimates period, however, is significantly
more than has been typically included in previous budgets for their forward
estimates periods. The total output contingencies from the previous three
budgets, for example, varied between $4.2 and $5.8 billion.*82 This contrasts with
the $9.3 billion included in the 2015-16 Budget. The Treasurer explained:*8

So our existing contingencies at the 2014-15 budget update we utilised to fund the
government’s election commitments, consistent with our LFS [Labor’s Financial
Statement 2014] statement released during the election campaign, so that they had

no impact on the budget bottom line. It is also our intent to keep our commitments
within the envelope available at the 2014 election budget update, and I am pleased to
note that this was in fact achieved in the context of the budget papers that we brought
forward.

... contingencies are projected to total about $9.3 billion over the budget and forward
estimates. That represents a significant increase from the 2014 pre-election budget
update, where total output contingencies came to $5.8 billion over the four-year
forward estimates period. So a considerably larger and expanded sum.

... [We have chosen] to put in higher levels of contingency in order to acquit future
opportunities, future decisions that governments will have to make in the future.

The Treasurer also pointed out that Moody’s Investors Services noted the greater
contingencies, describing it as a “fiscally prudent’ approach.48

The effect of these higher contingencies is that a larger value of new initiatives
can be funded in future budgets without increasing the estimates for output
expenses.

FINDING 66: The Government has used $4.8 billion of the contingency allowance
put aside in previous budget estimates to offset the cost of its new output initiatives.
The Government has also put additional money into contingencies. As a result, the
contingencies in this budget’s forward estimates period are larger than in other recent
budgets, providing scope for funding a larger value of new initiatives in future budgets
without impacting on the estimates for total output expenses.

Lapsing and discontinued programs

As noted earlier in this chapter, a portion of departmental funding comes from
time-limited initiatives. At the conclusion of the period for which these initiatives
are funded, they are said to ‘lapse’. When funding for a program lapses, the
program may be:

- funded for an additional period through a new budget initiative

482 Committee calculations based on Department of Treasury and Finance, Budget Paper No.5: Statement of
Finances, 2012-13 to 2014-15.

483  Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, pp.23-4.

484 Moody’s Investors Services, Announcement: Moody’s Comments on Victoria’s 2015/16 Budget (2015); cf. Hon.
Tim Pallas MP, Treasurer, 2015-16 Budget Estimates Transcript of Evidence, 8 May 2015, pp.19, 24.
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- continued by the department using its own funding

« discontinued, especially where its goals have been achieved or where the
Government’s priorities have changed.

The budget papers do not provide any information about lapsing programs, other
than noting the final year of funding at the time that a new initiative is released.
The Committee sought details through its Budget Estimates Questionnaire.

Departments identified 91 programs as lapsing in 2014-15, with a total
expenditure exceeding $281.3 million in their last year.*®® The list can be

seen in Appendix A7.3, with further details in the questionnaire responses on
the Committee’s website (www.parliament.vic.gov.au/paec). In many cases,
departments indicated that new initiatives provided similar community benefits
or that the lapsing initiative would continue to be funded through other means.

However, the Committee notes that the 91 identified initiatives are a small
portion of the number of initiatives initially expected to lapse in 2014-15. The
budget papers between 2011-12 and 2014-15 listed 280 initiatives for which the
last year of funding was 2014-15. At least some of the discrepancy between these
figures is a result of:

« budget initiatives being ongoing (that is, not time-limited) without this being
identified in the budget papers

« new initiatives providing further funding for previous initiatives without
mentioning the original initiatives.

However, it is often difficult to track these changes, as the initiative descriptions
in budget papers do not always clearly identify whether funding is ongoing or is

a supplement to a previous initiative. The Committee considers that the clarity of
funding decisions in the budget papers would be improved by consistently noting
these situations.

FINDING 67: Departments identified 91 initiatives that lapsed in 2014-15, representing
over $281.3 million of expenditure in 2014-15. Other initiatives apparently due to lapse in
2014-15 may not have done so because the funding was ongoing or because subsequent
initiatives provided further funding. However, this is not always clearly stated in the
budget papers, making it difficult to know what has happened with an initiative.

RECOMMENDATION 46: Future budget papers clearly state in the description of a
new initiative if the initiative:

(@) provides ongoing funding
(b) provides additional funding for a previously released initiative.

485 The Department of Environment, Land, Water and Planning identified five lapsing programs for which it did not
include expenditure in 2014-15.
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Where the Government’s priorities change, programs may also be terminated
earlier than originally intended. In addition to lapsing programs, the departments
identified the following output programs as curtailed, deferred or discontinued as
a result of changes to strategic priorities:*8

« industry and innovation policy programs
« Jobsinthe 21 Century initiatives

» CenlITex Transformation (Project Atlas), which was ‘on pause’ at the time of
the questionnaires and has subsequently been discontinued“®”

« the Construction Code Compliance Unit.

Risks to the budget estimates

In discussing risks to the output expenses estimates, the budget papers note
that employee expenses are the largest expense.*® The budget estimates are
made based on currently agreed enterprise bargaining agreements, with an
assumption that they will be unchanged over the forward estimates period.*8°
The sensitivity analysis in the budget papers estimates that, if all government
enterprise bargaining agreements were 1 percentage point higher than assumed,
the expenses would increase by an average of $262 million per year across the
forward estimates period.**°

The budget papers also indicate that:**'

Another key risk is growth in demand for government services exceeding current
projections. This can occur, for example, as a result of higher than forecast
population growth or expenditure in response to unforeseen events such as natural
disasters, including bushfires and floods.

The estimates incorporate contingency provisions to mitigate the impact of
expenditure risks, which may be realised during the budget and forward estimates.
The contingency provisions are designed to address the likely growth in Victoria’s
population and consequent derived demand for government services.

486 Department of Economic Development, Jobs, Transport and Resources, Response to the Committee’s 2015-16
Budget Estimates General Questionnaire, received 15 June 2015, p.5; Department of Premier and Cabinet,
Response to the Committee’s 2015-16 Budget Estimates General Questionnaire, received 12 June 2015, p.4;
Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, p.3.

487  CenlTex, About CenlTex <www.cenitex.vic.gov.au/web33/home.nsf/Web+Pages/
8419EFE34BFCE424CA25755C0015B29B?0pen&Expand=2.1>, viewed 22 September 2015.

488 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.64.

489 ibid., p.84; Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.22;
for further details of the Government’s wages policy, see Hon. Tim Pallas MP, Treasurer, 2015-16 Budget Estimates
Transcript of Evidence, 8 May 2015, pp.12-13.

490 Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and
Outlook (2015), p.78.

491  ibid, p.64.
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In response to the Budget Estimates Questionnaire, some departments also
identified risks that were specific to each department. These are all included
in Appendix A7.4. Salary risks and demand risks were identified by several
departments. Other concerns included:

- the costs of inputs being higher than expected

« actual growth in expenses being more than the growth in funding

« Commonwealth-State arrangements that are yet to be finalised

« ageing assets.
All departments which identified risks indicated that they had measures in
place to mitigate these risks. The Committee will examine whether these

measures have been sufficient as part of its Inquiry into the 2015-16 Financial and
Performance Outcomes.

FINDING 68: Key risks to the expenses estimates identified by the Government include
salary increases and demand for services being higher than expected. Departments
indicated that measures were in place to mitigate these and other key risks.
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8 Asset investment

8.1 Introduction

The Government plans to invest $21.3 billion on infrastructure and other physical
assets over the next four years (see Table 8.1). This includes projects released

in past budgets, new asset initiatives announced in the 2015-16 Budget and an
allowance for the funding of future projects.

Table 8.1 Government infrastructure investment®, 2014-15 to 2018-19
2014-15 2015-16 2016-17 2017-18 2018-19
revised Budget estimate estimate estimate
estimate
Government infrastructure 4,164.5 5,190.9 6,528.8 4,484.0 5,112.1

investment ($ million)

Annual growth

e ($ million) -1,374.1 1,026.4 1,337.9 -2,044.8 628.1
* (per cent) -24.8 24.6 25.8 -31.3 14.0
Average annual growth rate 05
(2015-16 to 2018-19) (per cent)® '

@) This measure reflects the total direct asset investment made by the general government sector, general government

sector funding for projects delivered through other sectors and expenditure by the private sector on construction of
PPPs on behalf of the general government sector, less the proceeds from asset sales.

(b) Compound annual growth rate. Calculated by the Committee.

Source: Department of Treasury and Finance, Net Infrastructure Investment (2015). Available at <www.dtfvic.gov.au/
Publications/Victoria-Economy-publications/Other-financial-aggregates>, viewed 4 June 2015.

More details about this expenditure can be found in the later sections of
this chapter.

In terms of new projects, the 2015-16 budget papers announced 91 new asset
initiatives, with a total estimated investment across the life of the projects
between $19.0 and $22.0 billion.**2 This includes the Melbourne Metro Rail Project,
the Level Crossing Removal Program and the purchase of 37 high-capacity metro
trains for deployment on the Cranbourne-Pakenham rail corridor.*?* These
projects are discussed further in Section 8.5.3 of this chapter.

In analysing the Government’s asset investment plans, this chapter will examine
the following:

« What is the Government’s strategy for asset investment? (Section 8.2)

«  What are the estimates for the different components of asset investment over
the next four years? (Section 8.3.1-2)

492 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.60.
493  ibid,, p.10.
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«  What do these estimates mean for Victorians? (Section 8.3.3)
- How do these estimates compare with previous estimates? (Section 8.4)
- What new initiatives are in the 2015-16 Budget? (Section 8.5)

How will the Government fund asset investment over the forward estimates
period? (Section 8.6)

- Which projects have been discontinued since the last budget? (Section 8.7)

The Government’s asset investment strategy

The Government’s goals for asset investment

As discussed in Section 2.3.2 of this report, the Government’s long-term financial
management objectives include growing infrastructure to meet the needs of a
growing population and using infrastructure to achieve economic, social and
environmental benefits (see Table 8.2).

Long-term financial management objectives

Priority Objective

Sound financial management Victoria’s finances will be managed in a responsible manner to
provide capacity to fund services and infrastructure at levels
consistent with maintaining a triple-A credit rating.

Improving services Public services will improve over time.

Building infrastructure Public infrastructure will grow steadily over time to meet the needs
of a growing population.

Efficient use of public resources Public sector resources will be invested in services and infrastructure
to maximise the economic, social and environmental benefits.

Source: Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.14.

As noted in Section 2.3.2, the long-term financial management objectives are
supported by three medium-term targets. However, none of these specifically
relates to infrastructure.

The previous government had a specific target related to infrastructure:
‘Infrastructure investment of 1.3 per cent of GSP [gross state product] (calculated
as a rolling five-year average)’.?* The Committee notes that the 2015-16 Budget
does not include this target for infrastructure and no substitute target has

been provided.

494 Department of Treasury and Finance, Budget Paper No.2: 2014-15 Strategy and Outlook (2014), p.9.
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The Committee sought details from the Department of Treasury and Finance as
to why a specific target for infrastructure is not included in the 2015-16 budget
papers. In response, the Department stated that, ‘the Government revised its
fiscal strategy (and measures) as part of the 2015-16 Budget to more closely align
with its fiscal policies and priorities.’#%

As infrastructure features in the financial management objectives, it is not clear
to the Committee why removing the target more closely aligns the fiscal strategy
and measures with the fiscal policies and priorities. The Committee considers
that having a measureable target for infrastructure delivery is important for
understanding and assessing the Government’s infrastructure investment plans.
Given the importance of infrastructure in the long-term financial management
objectives, the Committee considers a measure and target to be important for
understanding how the long-term objectives will translate into action in the
shorter term.

FINDING 69: The Government’s long-term financial management objectives contain
references to infrastructure delivery. However, the 2015-16 Budget does not set a
quantified target for asset investment over the medium term.

RECOMMENDATION 47: Future budget papers include a quantified target for
infrastructure investment over the medium term.

8.2.2 Delivery bodies and processes

The 2014-15 Budget Update and 2015-16 Budget provide funding for two new
infrastructure bodies: Infrastructure Victoria and Projects Victoria.*®® According
to the budget papers, ‘these bodies will ensure that transport and infrastructure
investments are strategically planned and efficiently delivered’.4?’

The budget papers indicate that Infrastructure Victoria ‘will provide independent
and transparent advice to Government on infrastructure priorities and set

a long term strategy for infrastructure investment that endures beyond

election cycles’.4%®

The Special Minister of State further explained to the Committee:#%°

... $40 million has been allocated to Infrastructure Victoria — $10 million each year
over the forward estimates - to try to ensure that we have the capability of identifying
Victoria’s current and future infrastructure needs in terms of the significance

they play both in the domestic Victorian economy but also within the Australian
nationally significant infrastructure.

495 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.5.

496 Department of Treasury and Finance, 20714-15 Victorian Budget Update (2015), p.123; Department of Treasury and
Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.10.

497 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.10.
498 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.313.

499 Hon. Gavin Jennings MP, Special Minister of State, 2015-16 Budget Estimates Transcript of Evidence, 21 May 2015,
p.3.

Report on the 2015-16 Budget Estimates 161



Chapter 8 Asset investment

162

In regard to Projects Victoria, the budget papers explain that it ‘will oversee
the delivery of all major projects, research and develop appropriate project
delivery models, and review and improve capability in project development
and delivery’.>°0

The Special Minister of State further stated that:>

We are establishing Projects Victoria with a $10 million allocation over the next four
years to assist in making sure that we have a knowledge base and an understanding of
how we keep those projects on track once they commence.

The Committee sought further details regarding the expected relationship
between these two new infrastructure bodies and the current functions
undertaken by Major Projects Victoria. The Department of Treasury and Finance
indicated that:>02

Infrastructure Victoria will be required to perform its legislative functions

- independent, long term infrastructure planning, research and advice - in
collaboration with all government departments and agencies, including Major
Projects Victoria. Projects Victoria will work cooperatively with other government
departments and agencies (including Major Projects Victoria) to oversee major
project delivery and improve capability in project development and delivery.

Infrastructure Victoria will produce and regularly update a 30 year state
infrastructure strategy and provide the Government with independent, expert advice
on a range of infrastructure-related matters ... These roles will inform any decisions
relating to the role of Major Projects Victoria.

The Infrastructure Victoria Bill 2015 to establish Infrastructure Victoria received
Royal Assent on 8 September 2015.

High-value and high-risk process

The Department of Treasury and Finance’s high-value and high-risk process
identifies capital projects (including infrastructure and Information and
Communication Technology projects) as high-value and high-risk if:503

. total estimated investment is > $100 million, regardless of funding source; and/or
- theinvestment is identified as ‘high risk’ using a risk assessment tool; or

« Government identifies the investment as warranting extra rigoutr.

Identified projects are subject to higher levels of oversight. The Department of
Treasury and Finance has stated that:504

500 Department of Treasury and Finance, Budget Paper No.3: 2015-16 Service Delivery (2015), p.93.

501 Hon. Gavin Jennings MP, Special Minister of State, 2075-16 Budget Estimates Transcript of Evidence, 21 May 2015,
p.3.

502 Department of Premier and Cabinet, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 17 August 2015, p.1.

503 Department of Treasury and Finance, HVHR Investment Framework (2014), p.1.
504 ibid.
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Greater rigour in HVHR [high-value and high-risk] investment development,
approval and oversight will increase confidence in project delivery according to
forecast cost, time and benefits.

This process was first outlined in the 2011-12 budget papers. Starting in 2011-12,
each year’s budget papers included a list of the projects classified as high-value
and high-risk.>%> The Committee notes that the 2015-16 budget papers do

not include this list or any other discussion of such projects. The Committee
considers that the identification of high-value and high-risk projects in the budget
papers added to the transparency and accountability of large-scale projects in the
State and that this should be re-introduced in future budget papers.

FINDING 70: The High-Value and High-Risk Framework indicates that asset
projects which are judged to be of high value and high risk should be subject to
greater levels of oversight. Previous budget papers listed the projects that had been
classified as high-value and high-risk. However, no equivalent list was included in the
2015-16 budget papers.

RECOMMENDATION 48: Future budget papers re-introduce the practice of listing all
asset projects classified as high-value and high-risk.

8.2.3 Asset investment funding - Asset Recycling Initiative

The Asset Recycling Initiative was announced by the Commonwealth Government
in 2014. It provides grants to the states of up to 15 per cent of the value of

asset sales (referred to as ‘divestments’) as long as the proceeds are spent on
infrastructure investments.>°¢

The Commonwealth Government’s 2015-16 budget papers further indicate that:>%7

[The Asset Recycling Initiative] creates an incentive for the states to unlock funds
from existing state-owned assets to invest in additional infrastructure that will
support economic growth and enhance productivity.

The Victorian Government has stated its intention to further explore possible
asset sale opportunities. In relation to this, the 2015-16 budget papers indicate
that:508

Where it is in the community’s interest, capital currently tied up in mature
businesses can be recycled to build new assets for the benefit of the community,
which would not otherwise have been affordable. The Government will consider the
potential for future asset recycling opportunities.

505 For example, Department of Treasury and Finance, Budget Paper No.4: 2014-15 State Capital Program (2014),
pp.3-5.

506 Commonwealth of Australia, Building Australia’s Infrastructure (2014), p.5.
507 Commonwealth of Australia, Budget Paper No.3: Federal Financial Relations 2015-16 (2015), p.1.
508 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.12.
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The main divestment expected in Victoria across the forward estimates period
is the proposed lease of the Port of Melbourne’s operations from 2015-16 (see
Section 8.6 of this report).

The divestment of the Rural Finance Corporation in 2014 is another example of
this strategy. The Government has indicated that the proceeds from this ‘will
facilitate investment in new productive economic infrastructure in rural and
regional Victoria, including the Murray Basin Rail Project’.5%°

FINDING 71: The Government expects to obtain additional resources in the future
as part of the Asset Recycling Initiative. From 2015-16, these additional resources are
expected to be obtained through the proposed lease of operations of the Port of
Melbourne.

Estimates for asset investment

The budget papers utilise the ‘government infrastructure investment’ measure as
an overall figure for asset investment.> It includes the three main modes of asset
investment in Victoria (see Section 8.3.1 of this chapter).

Government infrastructure investment is forecast to be $5.2 billion in 2015-16.
This is $1.0 billion more than the latest estimate for 2014-15 ($4.2 billion).5"

Figure 8.1 compares the government infrastructure investment estimates over the
next four years to the amounts between 2007-08 and 2014-15.

Government infrastructure investment, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-11  201-12  2012-13  2013-14  2014-15 2015-16 2016-17 2017-18  2018-19

Note: Excludes some one-off payments from the Commonwealth.

Source: Department of Treasury and Finance, Net Infrastructure Investment (2015). Available at <www.dtfvic.gov.au/
Publications/Victoria-Economy-publications/Other-financial-aggregates>, viewed 4 June 2015.

509 Department of Treasury and Finance, Budget Paper No.4: 2015-16 State Capital Program (2015), p.6.

510 This measure reflects the total direct asset investment made by the general government sector, general
government sector funding for projects delivered through other sectors and expenditure by the private sector
on construction of PPPs on behalf of the general government sector, less the proceeds from asset sales.

51 Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.13.
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Government infrastructure investment is expected to increase in 2016-17

to $6.5 billion and then to be lower in the last two years of the forward estimates
period. The Government expects government infrastructure investment to
average $5.3 billion per year from 2015-16 to 2018-19. This average is slightly
higher than the expected average of $5.1 billion per year between 2007-08

and 2014-15 (though funding from the Commonwealth Government in response
to the global financial crisis is not included in the earlier figures).

FINDING 72: The budget papers estimate that government infrastructure investment
will peak in 2016-17 at $6.5 billion and then be less in the last two years of the forward
estimates period. Government infrastructure investment is expected to average

$5.3 billion per year between 2015-16 and 2018-19, which is slightly higher than the annual
average of $5.1 billion from 2007-08 to 2014-15.

Accuracy of asset investment estimates

The Committee has assessed the accuracy of past asset investment estimates by
comparing the budget year estimates for ‘net investment in fixed assets’" to the
actual figures (see Table 8.3).

Table 8.3 Estimated and actual figures for ‘net investment in fixed assets’, 2008-09 to 2013-14

2008-09 2009-10 2010-11 20M-12 2012-13 2013-14

($ million)  ($ million)  ($ million) ($ million) ($ million)  ($ million)

Budget year estimate 3,938.4 6,960.6 6,369.5 6,143.4 5,794.3 5,826.0
Actual 4,047.1 5,710.5 6,639.6 5,228.9 5,202.0 5,204.7
Variance 108.7 -1,250.1 270.1 -914.5 -592.3 -621.3

Source: Committee calculations based on Department of Treasury and Finance, Budget Paper No.2: Strategy and Outlook,
2008-09 to 2015-16.

The Committee notes that asset investment has proven difficult to accurately
estimate in past budgets. As Table 8.3 shows, between 2008-09 and 2013-14,
four of the six budgets overestimated asset investment for the budget year. In
addition, when the expenditure has been overestimated, the variance has been
much greater than the variance in years with an underestimation. As a result,
the average variance for asset investment estimates has been an overestimation
of $499.9 million.

This tendency to overestimate asset investment is not discussed in the current
or previous budget papers. This matter is further explored in Section 1.2.2 of
this report.

FINDING 73: Asset investment has been overestimated in four of the six budgets
between 2008-09 and 2013-14. The average variation between budget year estimates
and actual expenditure has been an overestimation of $499.9 million.

512  This figure includes direct investment and investment through other sectors less proceeds from asset sales. See
Department of Treasury and Finance, Budget Paper No.2: 2015-16 Strategy and Outlook (2015), p.59.
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Components of general government sector asset investment

The Government delivers assets in three ways:

« direct investment®® (that is, the traditional method), where general
government sector bodies directly manage the construction or acquisition
of assets

- investment through other sectors,”™ where the Government provides funds
to other sectors, mainly the public non-financial corporations (PNFC) sector,
to deliver asset investment projects in support of Government policy

« public private partnerships (PPPs), where the Government enters into an
agreement with the private sector to finance and construct assets on behalf
of the Government. The private sector operates and maintains the assets
for a period of time established in the contract and then usually passes the
ownership to the Government.

Direct investment

Direct investment consists of the acquisition or construction of asset projects

by the general government sector through the departments or other general
government sector agencies. Figure 8.2 shows the expected trend for direct asset
investment from 2007-08 to 2018-19.

Direct asset investment, general government sector, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-11  201-12  2012-13  2013-14  2014-15 2015-16 2016-17 2017-18  2018-19

Source: Department of Treasury and Finance, Consolidated Cash Flow Statement - General Government Sector (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>,
viewed 9 June 2015.

Direct investment estimates include both projects released in the 2015-16 Budget
and continuing projects released in past budgets. They also include allowances
for projects that are expected to be released in future budgets (known in the
budget papers as ‘contingencies not allocated to departments’).>"

513  Referred to in the budget papers as ‘purchases of non-financial assets’.
514  Referred to in the budget papers as ‘net cash flows from investments in financial assets for policy purposes’.
515  Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.40.
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The Committee sought further details in relation to the methodology used to
quantify the ‘contingencies not allocated to departments’. The Department of
Treasury and Finances indicated that:>'®

This item comprises two types of contingencies:

1. contingencies for government policy decisions made but not yet allocated,
which includes provisions for election commitments to be funded in future
budgets and asset policy decisions for which funding has yet to be allocated to
departments; and

2. funding not allocated to specific purposes which is an unallocated provision
available for future government asset investment decisions.

The Government expects direct investment to be $4.6 billion in 2015-16 and

then peak at $6.2 billion in 2016-17, primarily driven by substantially higher
contingencies related to ‘decisions made but not yet allocated’.>” These
contingencies are expected to increase from $478.1 million in 2015-16 to

$2.0 billion in 2016-17.5® Direct investment is expected to decline in the last two
years of the forward estimates period, to $5.7 billion in 2017-18 and $5.2 billion

in 2018-19.5® The budget papers each year do not provide explanations for
variations between individual years across the forward estimates period for direct
investment. The Committee considers that this information would be valuable in
understanding the Government’s future plans for asset investment.

In relation to ‘contingencies not allocated to departments’, the Committee notes
that the 2015-16 budget papers provide a break-down of this item for the first time
into ‘decisions made but not yet allocated’ and ‘funding not allocated to specific
purposes’.>?° The Committee welcomes this disclosure and considers that it adds
transparency to the role of contingencies in developing the budget estimates.

FINDING 74: The Government expects direct investment by departments and
general government sector agencies to peak at $6.2 billion in 2016-17, before declining
to $5.2 billion in 2018-19. As in previous years, the budget papers do not provide
commentary explaining the year-to-year variations.

RECOMMENDATION 49: Future budget papers explain variations between individual
years of the forward estimates period for direct investment (‘purchases of non-financial
assets’) by the general government sector.

516  Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates General
Questionnaire, received 12 June 2015, pp.34-5.

517 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.40.

518 ibid.
519  ibid.
520 ibid.
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Investment through other sectors

The Government also funds projects that are subsequently owned and operated
by other sectors, particularly the public non-financial corporations (PNFC) sector.
This type of investment is referred to in the budget papers as ‘net cash flows from
investments in financial assets for policy purposes’.>? This line item in the budget
papers includes both cash flows to other sectors for asset investment and cash
flowing back from other sectors. The 2013-14 Financial Report separately reported
cash inflows and outflows.5?2 However, the budget papers only provide net figures.
This makes it difficult to understand how much is being provided to other sectors
in years where there are significant amounts of cash flowing back.

Figure 8.3 shows the budget estimates for investment through other sectors from
2007-08 to 2018-19.

Investment through other sectors, 2007-08 to 2018-19

$ billion

2007-08 2008-09 2009-10 2010-11  2011-12  2012-13  2013-14  2014-15 2015-16@ 2016-17 2017-18  2018-19

@) The estimate for 2015-16 primarily reflects the cash inflow to the general government sector as a result of the proposed
lease of operations of the Port of Melbourne.

Source: Department of Treasury and Finance, Consolidated Cash Flow Statement - General Government Sector (2015).
Available at <www.dtfvic.gov.au/Publications/Victoria-Economy-publications/Aggregate-financial-statements>,
viewed 9 June 2015.

The Committee notes that investment through other sectors is expected to
account for a smaller portion of the Government’s asset investment over the
forward estimates period in comparison to recent years. This partly reflects the
completion in 2014-15 of the largest project funded in this way in recent years, the
Regional Rail Link.

In two years of the forward estimates period, the budget estimates indicate that
more cash will flow in from the other sectors than will flow out. The expected
cash inflow of $6.5 billion into the general government sector for 2015-16 reflects
the proposed lease of the Port of Melbourne’s operations (see Section 8.6 of

this report).

521 For example, Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015),
p.10.
522 Department of Treasury and Finance, 2013-14 Financial Report (2014), p.33.
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A cash inflow to the general government sector of $1.1 billion is also expected

in 2017-18.5%3 This inflow had not been anticipated in the 2014 Pre-Election
Budget Update or the 2014-15 Budget Update,>?* indicating that a recent change in
policy or external circumstances has led to this inflow. The budget papers do not
provide any explanation for the matter, so the Committee sought details from the
Department of Treasury and Finance. The Department responded that:>%

... the movement between 2014 Pre-Election Budget Update and 2015-16 Budget
in 2017-18 largely relates to increased capital receipts from the State’s Public
Financial Corporations.

It is not clear to the Committee what these receipts relate to, why they
are expected or what changed between previous budget updates and this
year’s budget.

Similarly, there is a significant change between the 2014-15 Budget Update and
the 2015-16 Budget in relation to line item ‘other movements in non-financial
assets’. At the time of the 2014-15 Budget Update, this item was estimated at
$318.5 million in 2016-17 and $275.0 million in 2017-18.5% In contrast, in the
2015-16 Budget, it is estimated at -$1,381.0 million in 2016-17 and -$1,250.6 million
in 2017-18.5?7 In response to the Committee’s questionnaire, the Department

of Treasury and Finance explained that this was a result of transfers of assets
from the general government sector to the PNFC sector.52As with the above,

the Committee considers that further explanation is required to understand the
specific drivers of these updated estimates.

The former Committee recommended that budget papers should explain
variations from one year to the next or from previous estimates for any
component of the budget estimates where the variation is:

« close to or over $1.0 billion or

- more than 50 per cent for any item with a value over $200.0 million.5?°

The Department of Treasury and Finance supported the recommendation.>3° The
current Committee reiterates that recommendation. The Committee considers
that the consistent implementation of this recommendation would enable the
Parliament and the community to better understand the budget estimates over
the forward estimates period.

523 Department of Treasury and Finance, Budget Paper No.5: 2014-15 Statement of Finances (2015), p.10.

524 Department of Treasury and Finance, 2014-15 Victorian Budget Update (2014), p.40; Department of Treasury and
Finance, 2014 Victorian Pre-Election Budget Update (2014), p.30.

525 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.2.

526 Department of Treasury and Finance, 20714-15 Victorian Budget Update (2014), p.63.
527 Department of Treasury and Finance, Budget Paper No.5: 2015-16 Statement of Finances (2015), p.36.

528 Department of Treasury and Finance, Response to the Committee’s 2015-16 Budget Estimates Specific
Questionnaire, received 19 August 2015, p.3.

529 Public Accounts and Estimates Committee, Report on the 2013-14 Budget Estimates - Part Two (2013),
Recommendation 2, p.3.

530 Victorian Government, Government Responses to the Recommendations of Public Accounts and Estimates
Committee’s 116! Report to Parliament - Report on the 2013-14 Budget Estimates - Part Two, tabled
16 April 2014, p.2.
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In past budget papers, the Government identified the major projects funded

by asset investment through other sectors.>s' The Committee notes that this
information does not appear in the 2015-16 budget papers. The Committee
understands that this may be due to commercial sensitivity related to the
proposed lease of the Port of Melbourne’s operations from 2015-16. However,
the Committee considers that this information is important for understanding
the Government’s planned asset investment delivery. Without this information,
there are no details in the budget papers of what projects are funded through
this source. The Committee therefore considers that this information should be
reinstated from the 2016-17 budget papers.

FINDING 75: Investment through other sectors (‘net cash flows from investments in
financial assets for policy purposes’) is expected to decrease over the next four years in
comparison to the investment made from 2007-08 to 2014-15. In two years of the forward
estimates period, cash inflows are expected to exceed cash flowing out. In 2015-16, this is
due to the proposed lease of the Port of Melbourne’s operations. The budget papers do
not explain the expected cash inflow of $1.1 billion in 2017-18.

RECOMMENDATION 50: Future budget papers provide a detailed explanation for
variances to any item of the budget estimates where the variance from one year to the
next or from previous estimates is:

(@) close to or over $1.0 billion or
(b) more than 50 per cent for any item with a value over $200.0 million.

FINDING 76: In contrast to earlier budget papers, this year’s budget papers do not
provide details of the projects being funded through this method. The budget papers do
not distinguish between cash outflows and inflows for this line item, making it difficult to
understand what the Government is providing to other sectors in some years.

RECOMMENDATION 51: Future budget papers re-instate the practice of disclosing
the major projects funded by the general government sector through ‘net cash flows from
investments in financial assets for policy purposes’, as was undertaken in past budgets.

RECOMMENDATION 52: Future budget papers disaggregate ‘net cash flows from
investments in financial assets for policy purposes’ to specify cash outflows and cash
inflows, as was undertaken in the 2013-14 Financial Report.

Public private partnerships

Public private partnerships (PPPs) are projects delivered by the private sector
on behalf of the Government. Generally, the private sector finances, builds,
operates and maintains an asset for the Government for a fixed period of time.
The Government makes payments over that period of time or allows the private

531 Department of Treasury and Finance, Budget Paper No.4: 2014-15 State Capital Program (2014), p.16.
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sector to operate the asset and collect revenue. At the conclusion of that period,
the ownership of the asset is usually transferred to the Government. The 2015-16
budget papers explain that:532

The Government uses PPPs to contract with the private sector to provide
infrastructure and related services. Private finance does not represent an additional
funding source. The majority of PPP projects are government funded through
availability payments, financed by the private sector and recognised as a finance
lease in the government’s accounts.

The Government has also stated that it ‘will continue to procure infrastructure
and services through public private partnerships (PPPs) where such partnerships
achieve value for money for Victorian taxpayers’.>33

According to the budget papers, there are currently a total of 25 PPP projects,
which includes 18 in operation, five under construction (Bendigo Hospital,
CityLink-Tulla Widening, Hopkins Correctional Centre, Ravenhall Prison and
Victorian Comprehensive Cancer Centre) and two in the procurement stage (New
Schools PPP Project and High-Capacity Metro Trains).53* Additionally, the budget
papers indicate that the Government ‘is actively exploring other opportunities to
partner with the private sector for the delivery of government services’.53

When a PPP project starts operating, the full value of payments across the life of
the project is added to the relevant sector’s borrowings, though reduced to the
present value.53

Private sector expenditure on public private partnership projects

The budget papers provide estimates for the expenditure by the private sector
on the construction of PPP projects for the Government. This is referred to

as ‘PPP infrastructure investment’. Table 8.4 provides the estimates for ‘PPP
infrastructure investment and other’ expenditure (‘other’ refers to other
commercially sensitive items) over the next four years as well as actual
expenditure from 2011-12 to 2013-14 and the revised figure for 2014-15.

The figure for 2015-16 mostly relates to the proposed lease of operations of the
Port of Melbourne, as the proceeds have been included in this figure.

532 Department of Treasury and Finance, Budget Paper No.4: 2015-16 State Capital Program (2015), p.8.

533 ibid.
534 ibid.
535 ibid.

536 An estimate of how much money would need to be held today to make all of the payments in the future,
factoring in interest that would accrue to that money over the term of the lease.
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Table 8.5
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PPP infrastructure investment and other®, 2011-12 to 2018-19

2011-12 2012-13 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19
actual actual actual revised estimate estimate estimate estimate

($ million) ($ million) ($ million) ($ million) ($ million) ($ million) ($ million) ($ million)

PPP 496.1 238.7 3340 -213.1®  7,472.0© 765.6 421.6 142.6
infrastructure
investment
and other
(a) Includes PPP infrastructure investment and other commercially sensitive items.
(b) The negative figure reflects the discontinuation of the East West Link and Cranbourne Pakenham Rail Corridor projects

and adjustments associated to the proposed lease of operations of the Port of Melbourne.
© Includes proceeds from the proposed lease of the Port of Melbourne’s operations.

Sources: Department of Treasury and Finance, Response to the Committee’s 2014-15 Budget Estimates Questionnaire, received
8 May 2014, p.21; Response to questions on notice from the Hon. Michael O’Brien MP, Treasurer, to Chair, Victorian
Parliament Public Accounts and Estimates Committee, received 9 July 2013, p.4; Department of Treasury and Finance,
Response to the Committee’s 2015-16 Budget Estimates General Questionnaire, received 12 June 2015, p.44.

The Government expects that the private sector will carry out $1.3 billion of work
on PPPs from 2016-17 to 2018-19. The anticipated decreasing amount of private
sector expenditure on PPPs is a result of expectations that the construction of a
number of projects will be com