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The Federal budget has become highly politicised in recent years, with budget surpluses equated with 
strong economic management.  However, macro forces have become headwinds, making the goal of 
surpluses very difficult to achieve.  Both political parties have had to seriously wind back their rhetoric 
around the speed with which they could generate surpluses. 
 
To truly understand the budget situation it is necessary to have an understanding of how the 
unprecedented rise, and now fall, in the terms of trade has impacted on government finances, and how 
demographic changes will impact on government finances in the future.  In this paper we focus on these 
macro forces and explain why they are the most important issues confronting Australian Treasurers.   
 
For all the political capital the Government has lost in the unveiling of Budget 2014, the near term fiscal 
improvements are actually very small when compared to the last budget.  The main difference is the use 
of much more conservative economic assumptions which should mitigate the constant deterioration in the 
budget position that the previous Government suffered. Otherwise, minor cuts in spending offset higher 
payments due to the adjustment in assumptions, while tax increases only offset tax cuts elsewhere.   
 
Budget 2014 does differ significantly from last year’s in expectations for 2017-18 and the so called “out 
years” beyond - but this looks to be more a sleight of hand.  Detail has not been provided (a reason why 
governments like forecasting surpluses in the out years) for the dramatic expected improvement in the 
fiscal position in these future years, though it looks that the bulk of the projected savings come from 
reductions in foreign aid (by no longer moving to the Millennium targets), and especially cuts to the 
funding of States for health and education (versus prior assumptions).The latter sets up a prolonged 
debate over Federal-State relations in the areas of taxation and service delivery.  
 
Overall Budget 2014 will be a slight drag on the Australian economy over the near term, resulting in 
downward pressure on interest rates and the Australian dollar.  However, the key message in this Budget 
is a reminder of the challenges associated with financial management when macro forces prevail and the 
need for scepticism in relation to forecasts for surpluses and reductions in government debt. 
 

Major forces driving government finances 

Over recent years two major issues have confronted Australian Treasurers: the peak and decline in the terms 
of trade, and the aging population.  The boom in the terms of trade over the 2000s has had a profound impact 
on the Australian economy and for budgets of all levels of government. Terms of trade is the ratio of export 
prices to import prices.  Other things being equal, a rise in the price of exports relative to imports sees a boost 
in the real spending power (income) of an economy – if the price of coal doubles, while the price of flat screen 
TV remains flat, we can buy twice as many TVs per tonne of coal.  While this improvement is not captured in 
real GDP which measures activity in constant prices, it is captured in nominal GDP which measures activity in 
current prices.  When incomes and spending are boosted, tax authorities, which take a cut, benefit.  During the 
terms of trade boom period the Federal Government used this boost to provide tax cuts and increase middle 
class welfare, while State Governments increased services (health care work was one of the fastest growing 
professions).  However, in an environment of falling terms of trade, things become more challenging for 
governments. 
 
The aging of Baby Boomers, a very large population cohort, will place significant stress on Government 
finances over the coming decades.  This will become evident across several channels.  Firstly, Government 
expenditure on health and aging will increase significantly.  The Commission of Audit’s report estimated that, if 
left unchanged, Government expenditure allocated to health and aging will grow to half of all spending by mid-
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century, from around a quarter today.  Secondly, while Australia currently has five people working for every 
retired person, the Commission of Audit estimates this will fall to only 2.7:1 by 2050.  Lastly, an aging 
population means less babies, leading to slower population growth, and lower economic growth. 
 
How does Budget 2014 meet these challenges? 

Many of the announced budget measures represent ‘churn’ without having much net impact on either the near-
term fiscal position or in addressing these long-term structural challenges.  On the tax side, fiscally positive 
‘churn’ measures include the deficit levy, fuel excise indexation, the medical co-payment, and (implicitly) 
bracket creep, while negative measures include the removal of the carbon and mining taxes, easing of FBT 
requirements on novated leases, removal of the tax of super earnings above $100k, and a reduction in 
company taxes.  On the spending side positive churn measures include decreases in funding for green 
agencies/public service, industry assistance cuts (made easier with the demise of the car industry), family tax 
part B, and cuts to unemployment benefits of under 30s, indexation of pensions to CPI, reduction in funding to 
foreign aid and to the States. These are countered by increases in funding of Direct Action, paid parental leave, 
increases in infrastructure spending, $10k corporate handouts for companies that hire a worker aged over 50, 
increases in defence spending, the medical research fund, and an increase in the spending on school 
chaplains.  There are also large changes to the economic assumptions since the last budget making it difficult 
to determine what is new and what is already in train from the previous budget.  
 
Below we focus on the measures that address the structural challenges. 
 
1. Terms of trade 

Simplistically, Figure 1 plots the revenue assumptions, as a percentage of GDP, over several budgets.  
Receipts averaged 23.5% of GDP between 1970 and 2008, but plunged during the GFC and have struggled to 
recover. Budgets have consistently forecast a recovery in receipts, but nominal activity has been lower than 
expected - driven primarily in the last 3 years by the falling terms of trade - leading to disappointment.   
 
Expected receipts in Budget 2014 are lower than that expected in 2013.  While determining what is driving 
those lower receipts is not simple, it can be done.  Budget 2014 has significantly reduced underlying 
assumptions or “parameters”, resulting in a reduction in expected receipts by 0.2% of GDP in 2014-15 and by 
around 0.5% over the next two years relative to the 2013 budget.  However, overall policy actions have almost 
no impact on receipts, beyond that already set in the 2013 budget, the new tax rises are offset by tax 
decreases over the next three years.   
 
Figure 1: Australian Government cash receipts (actual and forecast) 

 
Source: Australian Government Budget Papers 
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Looking at Government expenditure or payments finds a slightly different story.  In dollar terms payments 
remain relatively unchanged from the 2013 budget, for example the 2016-17 budget projects the same spend 
of $444bn.  Extra payments from the more pessimistic parameters are offset by some of the announced 
expenditure reductions.  However, in the scheme of things these are small adjustments of around 0.2% of GDP 
in 2015-16 and 0.4% in 2016-17.  With GDP forecasts moved lower, the interesting point is that the latest 
budget sees payments as a percent of GDP relatively high, at 24.7%-24.8% over the next three years, well 
above the long term average of 24.1%.   
 
Summarising these changes, Treasurer Hockey’s more realistic parameter changes will likely prevent the same 
sort of slippage in actual outcomes versus budget projections that his predecessor suffered.  Equally, 
acknowledging the near term transition risks in the Australian economy, Hockey is being careful not to 
dramatically change aggregate receipts or payments over the next few years.  However, these measures leave 
the long run terms of trade challenge to the fiscal position unresolved.  Changes to the fiscal mix that could 
help meet the terms of trade challenge include: 
 
- on the taxation side, more closely linking mining related revenues with volumes; and 

 
- on the expenditure side, some reversal of the income tax cuts and ‘middle class welfare’ which recycled 

much of the fiscal gains of the mining boom’s early years back to the electorate.  The announced change 
to family tax benefit part B are along these lines, but we would argue are offset by the paid parental leave 
scheme. 

 

2. Aging population 

Where we see much more activity is further out, with a significant improvement in the budget position expected 
from 2017-18 and beyond.  This can been seen in Figure 2 which shows the projections from the Mid-Year 
Economic and Fiscal Outlook (MYEFO) - which was basically the 2013 Budget with parameter adjustments 
(and some fiddling including the $9bn payment to the RBA) - against the projections from the latest budget.  
Based on the latest budget there is a significant improvement in the medium term outlook which would better 
position Australia as population aging takes hold.  
 
Figure 2: Federal Government cash balance – MYEFO vs. Budget 2014 

 
Source: Australian Government Budget Papers 
 
 
The challenge is understanding what will drive this improvement as the budget papers provide no real detail. 
While the effects of petrol excise re-indexation, lowering of pension indexing, raising of the pension age and 
adjustments to family tax benefit part B will grow over time, they are not expected to provide a very significant 
improvement.  It is our opinion the bulk of the improvements are likely to come from reductions in foreign aid 
(no longer moving to the Millennium targets), and especially cuts to the funding of States for health and 
education (versus prior assumptions). 
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3. Federal / State arrangements 

Figure 3 provides a good explanation for the State premiers’ ‘outrage’ (barring WA’s Colin Barnett) following 
the Budget announcement, as together the charts project reduced Federal Government assistance to the 
States between 2017-18 and 2024-25 worth $80bn.  The previous Federal government made a commitment to 
provide specific funding to schools and hospitals based on the Gonski model for schools and an ‘activity 
growth’ model for hospitals.  The current Government will step away from those funding models beyond 2017-
18, which had growth in spending rising by 8-9% pa over the next 4 years, by applying a ‘CPI plus population 
growth’ method of indexing which would restrict growth in direct funding for schools and hospitals to around 4% 
in the years beyond. 
 
 
Figure 3: Federal funding for hospital and schools 

Source: Australian Government Budget Papers 
 
 
There appear to be two main motives for changing the funding models: firstly, a desire stemming from the 
Commission of Audit to make Government more efficient, by removing some duplication between State and 
Federal bureaucracies; and secondly, as a preliminary statement on federalism, by pushing back responsibility 
to the States.  In turn these motives do appear to be paving the way for major reforms of the taxing and 
spending mix within the federation ahead of the Tax System and Federation white papers due for submission 
during 2015 – including the possibility of a higher rate / broader GST that is assigned to States, along with full 
responsibility for how these funds should be spent.  
 
The States’ funding positions for the next several years are quite secure, alongside strong ongoing direct 
funding from the Commonwealth, and their own fiscal consolidation over recent years.  To recover some 
difference between the green and blue lines in the charts above in the years beyond 2017-18, the Federal 
Government is encouraging States to sell or lease assets, recycle the proceeds into infrastructure and thereby 
qualify for a 15% additional contribution from the Commonwealth up to $5 bn.  New South Wales potentially 
has most to gain from this initiative as it is yet to privatise its electricity distribution network (which could realise 
~$30 bn).  Meanwhile, Western Australia’s position highlights the complexity of State-Federal funding 
arrangements and risks around the broader drivers of revenue for the national tax system.  Western Australia 
continues to complain about its share of GST revenue but has benefited strongly from mining royalties. 
 
Whether in the long run a more efficient tax system is delivered via changes to the GST and other forms of 
taxation that redress the revenue variability associated with terms of trade changes remain to be seen.  
Similarly, whether productivity-enhancing initiatives such as increased spending on infrastructure, and 
encouragement of private saving (these two can be linked by private funding of infrastructure), help offset the 
increased cost to the public purse of an aging population, remain challenges ahead.  Unfortunately, short run 
politics are likely to hamper the achievement of long run fiscal sustainability goals. 
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Market impacts 

The 2014 Budget suggests the peak in the pace of net issuance of Commonwealth Government bonds occurs 
in the current 2013-14 year, at about $60bn.  As surplus will not be reached until 2017-18, net issuance 
remains positive seeing the total amount of Commonwealth bonds on issue grow from around $320bn to 
around $440bn by 2017-18.  Australian bonds outperformed in the lead up to the Budget partly on expectations 
of reduced net issuance.  
 
A key question remains over the funding for the States.  No GST changes, a continued hard-line approach from 
the Federal Government over division of responsibilities and no cuts to State services would potentially imply 
increased State government bond issuance.  Possible projections are shown below; though we view this 
divergence between State and Federal issuance profiles as being an extreme possibility (i.e. we expect deals 
will be done over GST changes or other funding mechanisms). 
 
Figure 4: Possible Commonwealth and State Government Bond outstandings 

 
 
With the Federal Government pushing back fiscal responsibility to the States, market perception of fiscal risk of 
the States may evolve in several ways. Firstly, the value attached to the implicit Federal Government backing 
of the States may diminish. This may occur even where the States’ greater responsibility for delivering more 
public goods and services is compensated by an increase in untied funding from the Federal Government that 
is itself funded by a higher/broader GST, as the Federal Government’s ability to raise further revenue to 
support the States would be compromised by the imposition of the GST on the electorate. Secondly, there is 
likely to be more focus on the relativities between individual States’ finances, hence greater spread dispersion, 
especially at longer tenors.  
 
In the shorter term, while the overall fiscal impact of the budget is small, the politics is clearly messy and the 
consumer sentiment response has been negative.  Historically, large falls in consumer sentiment have been 
associated with reductions in the cash rate however with the RBA already at an accommodative setting and the 
sentiment plunge yet to translate to weaker activity data, an imminent RBA response appears unlikely, though   
together the fiscal pulse and the impact on sentiment are headwinds that should steer the RBA towards 
continuing their accommodative policy for longer. On the basis of downward pressure on interest rate 
differentials the budget should also mildly weaken the currency, though potentially the diminished call on 
foreign capital to take up longer maturity bond supply is longer-term supportive.  
 
 
Conclusion 

The 2014 Budget has added to political uncertainty with very little real gain in the budget situation.  While the 
falling terms of trade are taken into account by using conservative economic assumptions, in the near term, the 
budget situation at a macro level is not much different from that put in place by the last government.  
Considering the medium term demographic headwinds, the 2014 Budget effectively passes the buck to the 
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States, leaving open the problem of whether Australia as a society reduces the level of services we currently 
provide or pay more to retain existing levels. 
 
Overall the 2014 Budget’s goal is to move the economy back into surplus.  Thus it will be a drag on the 
economy over the next couple of years.  However, the drag will be modest, with each year’s drag less than that 
which was experienced in the 2012-13 financial year.  At the margin it will have a downward bias to interest 
rates and the Australian dollar.  A key takeout from the budget is the difficulty any government has and will 
have in maintaining responsible fiscal policy in an environment where the macro forces are headwinds.  This 
means we will have to take a grain of salt with any forecasts for a budget surpluses and falling debt issuance.  
Ongoing, the pressure will be for greater government bond issuance.  Luckily, we are starting this process with 
comparatively low levels of outstanding government debt.  With the move to transfer this fiscal pressure to the 
States, expect difficulty in State finances to become a recurring theme. 
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