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2.1   introduction











Both the revenue and the outlay sides of the Budget are affected by conditions in the New South Wales and Australian economies.  This chapter reviews the recent performance of these economies, and provides forecasts for the economic variables that underlie the 1997-98 Budget.





Economic forecasts are always subject to uncertainty, and therefore subject to a number of caveats.  The qualifications below should be borne in mind when interpreting the forecasts contained in the next section.





Presenting the Budget before the start of the financial year has many benefits.  However, the early timing does make the economic forecasts subject to greater uncertainty.  The available data is necessarily more limited.  For example State and National Accounts data, which provides the starting point for the Budget, is only available for the first two quarters of 1996�97.


Much of the data that influences the forecasts will be subject to revision.  Such revisions have on past occasions been sufficiently large to have required a re-interpretation of the path taken by the economy in the recent past.


The quality of much State Accounts data is significantly poorer than National Accounts data, because of larger sampling errors, data availability, and for conceptual reasons.  The Australian Bureau of Statistics (ABS) categorises its real Gross State Product (GSP) estimates as experimental to reflect their imprecision.  Therefore the significance of GSP trends, whether actual or forecast, should not be overstated.


The forecasts are significantly influenced by assumptions regarding events which are themselves very uncertain, such as the outlook for the world economy, future wages outcomes and the industrial relations climate, and the Commonwealth Government’s fiscal strategy.


In addition, the relationship between the economy and Budget outcomes is imprecise, and therefore the implications of changes in the economic forecasts for the Budget cannot be precisely determined.


The expectation for 1997�98, as summarised in Figure 2.1, is for faster growth in both national and State output compared with 1996-97.  Employment growth is also expected to accelerate but will fall short of the growth rates achieved in 1994�95 and 1995�96.





In each of the following two years, growth of the economy and employment are expected to remain steady at about 3½ per cent and 2 per cent respectively.  Annual inflation is expected to edge up to 2½ per cent by the end of 1998�99 and then is projected to steady in the middle of the Reserve Bank's inflation target range.





�
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2.2   economic TRENDS AND OUTLOOK











Due to the timing of this Budget, the information utilised in this section is mainly limited to data covering the period to the end of the December 1996 quarter.








recent performance of the australian and NSW economies





Real national Gross Domestic Product (GDP(I)) growth fell from 4.6 per cent in 1994-95 to 4 per cent in calendar 1996.  Partial indicators since the beginning of 1997 suggest that growth was probably sluggish during the March 1997 quarter.  Better prospects for dwelling construction and continued high business investment suggest that the economy may be a bit stronger in the June quarter.





New South Wales’ GSP growth in 1995-96 of 3.4 per cent was a little below the national average.  Growth in GSP in calendar 1996 increased to 3.6 per cent, with somewhat slower growth in State Final Demand offset by larger increases in inventory investment as well as interstate and international trade.  For 1996�97 as a whole, GSP is expected to increase by 3 per cent, the same as national GDP growth.  This expected outcome is a consequence of a slow down in growth in the first half of 1997.





Labour Market





Growth in employment nationally slowed dramatically during the course of 1995�96 to the point that demand for labour was virtually static in the June quarter of 1996.  Despite that, average employment grew by 2.6 per cent for the year.  In 1996-97, the reverse will be true.  Although employment growth was higher through the first three quarters of 1996-97 than in the June 1996 quarter, growth for the financial year is expected to fall to 1¼ per cent.  The national unemployment rate was 8.5 per cent in the June quarter 1996, compared with 8.4 per cent a year earlier, but then moved up to 8.7 per cent in the March quarter 1997.  Little change is expected in the unemployment rate before the end of 1996�97.





Employment growth was stronger in New South Wales than the national average during the second half of 1995, averaging almost 1 per cent per quarter compared to 0.4 per cent nationally.  In the first half of 1996, however, NSW employment was flat, but it began to rise again in the second half of the year.  As a result, growth in average employment for the State for 1996�97 is expected to be down from 3.1 per cent in 1995-96 but similar to the national level.  Employment growth through the year from June 1996 to June 1997 should be about 1½ per cent.  The year average unemployment rate is expected to be 8 per cent which will be below the average for the other States.





�
Wages





The growth in adult weekly ordinary time earnings (AWOTE), which had accelerated during the buoyant economic conditions of 1994-95, peaked nationally at an annual rate of 5.1 per cent in the September 1995 quarter.  With the subsequent deceleration of economic activity, the annual growth in earnings slowed to less than 4 per cent by the December quarter of 1996.





Wage growth in the State peaked at 6.6 per cent in 1995.  By the end of 1996 the annual rise in AWOTE in New South Wales had fallen to 3.7 per cent.  The moderation in earnings growth is expected to persist both nationally and in New South Wales during the second half of 1996�97, reflecting the weak labour market.





Prices





Headline inflation (CPI), fuelled partly by rising mortgage interest charges, accelerated nationally during 1995 to a peak of 5.1 per cent in the December quarter.  The “underlying” inflation measure (which excludes mortgage interest charges amongst other things) peaked at 3.3 per cent in the March quarter of 1996.  During 1996 the rate of inflation fell even more quickly than it had risen, as a result of falling interest rates, more moderate wages growth, and a rising exchange rate which held down the price of imports.  By the March 1997 quarter, the headline rate was down to 1.3 per cent.  For 1996�97, headline inflation is expected to average 1½ per cent while the underlying rate is likely to be about half a percentage point higher.





The annual rate of inflation in New South Wales had been higher than in Australia since 1993-94, but the difference was eliminated by the March quarter 1997 from a full percentage point above the national average a year earlier.  Hence CPI growth in the State is also expected to average 1½ per cent for the 1996-97 year.





Balance of Payments and Exchange Rates





From a peak of $28.8 billion in 1994-95, Australia’s current account deficit narrowed to $20.1 billion in 1995-96 as growth in capital equipment imports slowed to 15 per cent from more than twice that in 1994-95 and growth of exports accelerated to 11 per cent from just 2 per cent the year before.





While there is no current account measure for the State, a similar pattern emerged for trade in merchandise for New South Wales, with merchandise import growth slowing from 23 per cent in 1994-95 to 11 per cent in 1995-96.  Over the same period, merchandise export growth accelerated from 3.1 per cent to 8.5 per cent.





Australia’s balance on the current account improved a little further in the first quarter of 1996-97 but deteriorated sharply in the second quarter as imports of capital and intermediate goods again shot up, and a rising exchange rate put pressure on exporters.  In December, the Trade Weighted Exchange Rate Index (TWI) was 10 per cent higher than a year earlier.  For 1996�97 as a whole, the current account deficit is expected to again total around $20 billion or 4 per cent of GDP.





�
Interest Rates





Monetary policy was progressively loosened in the second half of 1996, with three reductions in the cash rate totalling 1.5 percentage points.  The RBA might cut rates again before the end of the financial year to counter weak jobs growth, and given the low CPI for the March quarter.  However, rising interest rates in the United States may preclude such a move.  The easings in monetary policy and fierce competition in lending markets saw home mortgage rates fall in the first quarter of 1997 to the lowest levels since the 1960s.





Australia’s long term interest rates are set in world capital markets.  They largely reflect expectations for world inflation and demand for capital, but there is also a fluctuating premium which varies with Australia’s inflation performance and exchange rate risk.  Ten-year bond rates rose steadily from 8 per cent in January 1996, to 9 per cent at the beginning of April on concerns that world output growth and inflation were about to accelerate.  However, when it became clear that inflation in Australia had fallen sufficiently for the RBA to consider easing monetary policy, bond rates in Australia reversed course and fell to 7 per cent in November.  At that point the margin over US bonds had reached a historically low 0.75 percentage points (down from more than 2 full points at the end of 1995) and international considerations again began to dominate domestic bond markets.  Fears of inflation and tighter monetary policy in the United States saw bond rates rise back to 8 per cent in April 1997.





Revisions to 1996-97 Budget Forecasts





The expected outcomes for 1996�97 are little different from Budget projections a year ago.





Expected GDP growth has been reduced from 3¼ per cent to 3 per cent despite the fact that growth in the first half of the year was somewhat higher than the forecast for the full year.


NSW GSP is still expected to grow at about 3 per cent, although, as with GDP, growth was faster than that in the first half of the financial year.


NSW employment is now expected to grow by 1 per cent rather than the 1¼ per cent forecast last year.�


The expectation for the Sydney CPI has been revised downward to 1½ per cent to reflect the much lower than expected inflation in the first three quarters of the 1996�97 financial year.


Estimates for the 1996�97 Budget outcomes are based on these expectations for the economy.








�
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The economic projections for the Budget year and the two forward years need to be considered in the context of some noteworthy characteristics of the NSW economy.  These characteristics have significant implications for the scope for economic growth in New South Wales in the medium term compared to that of other States.





Abstracting from cyclical factors, trend NSW GSP growth has been about 0.3 percentage points less than national GDP growth since State Accounts data was first published for 1984-85�.  Over the period the growth in GSP in New South Wales averaged 2.8 per cent compared to 3.1 per cent nationally.  Nevertheless, NSW average per capita GSP growth (a better measure of welfare) was 1.7 per cent, just under the national average of 1.8 per cent.   





There are no compelling reasons to expect recent trends to change over the next few years, with the possible exception of the economic impacts of the 2000 Sydney Olympics.





The fact that New South Wales accounts for around one third of the national economy makes it inevitable that the performance of the State economy will be close to that of the national economy.


New South Wales, as the first of the Australian colonies, has a more mature economy than most of the other States.  An important repercussion is that there is less scope for significant additional exploitation of natural resources in New South Wales.


A consequence of the stage of the State’s resource development is that New South Wales does not benefit from growing world demand and the favourable price outlook for some commodities to the same extent as Queensland, Western Australia and the Northern Territory in particular.


Nevertheless, some of the rapid growth in commodity sectors in other States produce benefits for New South Wales that are not reflected in State Accounts output or income measures.  Much of the return to Australian capital that is invested in the resource sectors in other States accrues to New South Wales’ residents.  This is demonstrated by ABS estimates of higher household income in New South Wales than the national average, which take account of income flows interstate and overseas.


Overall, the industry structure of the NSW economy is the most diverse of all of the States, and also closest to that of the national average.  This has the advantages of reducing the sensitivity of the NSW economy to external shocks, lowering the volatility of State output and income, and helping to ensure that growth in the State tends to be fairly widely spread rather than concentrated in particular sectors.  However this structure also tends to limit the extent to which aggregate State growth can be pulled along by fast growth in any one sector.


Annual population growth in New South Wales has averaged about a quarter of a percentage point below Australia for the last 25 years due to a combination of a relatively low rate of natural population growth, and net interstate emigration.  The ABS projects� that New South Wales’ share of the national population will continue to decline over the next half century (though clearly a large degree of uncertainty is attached to such long-run projections).


In the long run, the growth of an economy is closely correlated to its population and productivity growth.  On the one hand, additions to population provide an additional source of output demand, and on the other they increase the productive capacity of the economy.  However, of more importance is the fact that per capita growth is not affected in a consistent way by absolute population growth, while productivity growth clearly does increase per capita growth.


New South Wales has a slightly older population structure, with relatively fewer new entrants to the workforce.  The future age structure of the population is in part a consequence of the present age structure.  ABS projections show New South Wales’ share of the most economically active age group will decline more rapidly than its overall share of the national population for the foreseeable future.


The relatively good labour market outcomes in New South Wales are helped by the fact that fewer new jobs need to be created to absorb growth in the labour force than in some States.


Finally, it is important to note that the NSW economy has performed better than that of other States such as Victoria, South Australia and Tasmania in the last decade or so.  Therefore New South Wales cannot benefit from any catch up growth.


Therefore given the absence of any strong factors offsetting the above, New South Wales’ growth in 1997�98 is expected to be close to the national average as discussed in the following section.








economic Outlook for 1997-98





The estimates and forecasts for the main economic variables that underlie the 1997�98 Budget and forward estimates are shown in Table 2.1.  





The outlook for economic growth nationally and in New South Wales in 1997�98 is a little more optimistic than was expected at the time of the 1996�97 Budget.  Growth in output is anticipated to accelerate from the moderate result expected in 1996-97.  As a consequence, employment growth is expected to be stronger and the unemployment rate should fall.  Inflation is likely to move up from the very low rate expected in 1996-97 but should not pose a threat to sustainable growth in the remainder of the decade.





Nationally, economic growth is expected to increase to 3¾ per cent in 1997�98 from 3 per cent in 1996�97.


In line with the trend of the last decade or so, NSW output growth is likely to be slightly less than the national average in 1997�98.


Dwelling construction is expected to make a large contribution to the higher growth rate, but there is likely to be a small negative effect from net foreign trade.


Growth in employment nationally in 1997�98 is expected to be somewhat stronger than in the previous year.


NSW employment growth is expected to almost double in 1997�98 following a year of relatively weak growth in 1996�97.


The headline rate of inflation is likely to rise a little in 1997�98 but the underlying rate should be steady.


Factors that influence the forecasts about which there is the greatest uncertainty include the prospects for the world economy, the outlook for wages and industrial relations, and the impact of the Federal Government’s budget on economic growth.  These issues are discussed at the end of this section, and an analysis of the possible Budget implications of changes to some critical assumptions is contained in section 2.3.





Private Consumption





Growth in private consumption in both New South Wales and Australia is expected to rise marginally in 1997�98 due to faster employment growth, offset by slower expected real wage growth.





Dwelling Construction 





There is expected to be strong growth in private dwelling investment in 1997-98 led by New South Wales and Victoria.  Growth in New South Wales will be sustained by a shortage of housing stock.  Low mortgage interest rates can only enhance demand.





Business Investment





Business investment growth is forecast to slow to around 8 per cent in 1997�98 for Australia with a similar outcome expected for New South Wales.





Expenditure on plant and equipment, which has grown fastest in recent years, is expected to rise by a little less than non-dwelling construction in 1997�98.  As a large proportion of plant and equipment is imported, any slowing in this component of business investment is substantially offset by lower import growth, leaving a relatively small change in short term domestic growth.





A change in business and consumer confidence could lead to business investment growth outcomes significantly different to those forecast.  Further increases in interest rates in the United States are one of the factors which could affect business confidence.
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Table 2.1:  Economic Performance and Outlook(1)


�
�
�
�
�
�
�
�
�
1995-96�
1996-97(e)�
1997-98(f)�
1998-99(f)�
1999-2000(f)�
�



1.	ECONOMIC OUTPUT(2)�
�
�
�
�
�
�
Income Based GDP�
3.9�
3�
3¾�
3½�
3½�
�
Private Consumption�
4.2�
2½�
2¾�
2¾�
2¾�
�
Private Dwelling Construction�
(-)  13�
(-)   3�
10�
8�
(-)   8�
�
Business Sector Investment�
11.0�
12¼�
8�
6�
5�
�
Public Final Demand �
0.8�
1¼�
1½�
2¼�
2�
�
Gross National Expenditure�
3.1�
3�
4�
3�
2½�
�
Exports�
10.3�
9¾�
8¼�
9½�
10�
�
Imports�
5.5�
9½�
10�
7¼�
6¾�
�
�
�
�
�
�
�
�
2.	CURRENT ACC’T DEFICIT ($b)�
20.9�
20�
24�
25�
23�
�
Per cent of GDP�
4.3�
4�
4½�
4½�
3¾�
�
Net Foreign Debt ($b)(3)�
186.9�
201�
217�
234�
238�
�
�
�
�
�
�
�
�
3.	PRICES�
�
�
�
�
�
�
National CPI Index�
4.2�
1½�
2�
2½�
2½�
�
Cwlth Treasury "Underlying" CPI�
3.2�
2�
2�
2½�
2½�
�
Non-Farm GDP Deflator�
2.8�
1¾�
2�
2¼�
1¾�
�
Terms of Trade�
4.1�
2�
…�
…�
…�
�
�
�
�
�
�
�
�
4.	WAGES:(4)�
�
�
�
�
�
�
Survey AWE (full time adult)�
4.3�
3¾�
3¾�
3¾�
3¾�
�
National Accounts AWE �
4.4�
4�
3½�
3½�
3½�
�
�
�
�
�
�
�
�
5.	NATIONAL EMPLOYMENT�
2.6�
1¼�
2�
2�
2�
�
Unemployment Rate(5)�
8.5�
8¾�
8½�
8¼�
8�
�
�
�
�
�
�
�
�
6.	FINANCIAL VARIABLES(5)�
�
�
�
�
�
�
Interest Rates	90-day bills �
7.5�
6½�
7�
7�
7�
�
		10-Year Bonds�
8.7�
7½�
8�
8�
8�
�
		Mortgages(6)�
10.4�
8½�
8½�
8¾�
8¾�
�
Exchange Rates:	$US/$A Rate�
.76�
.79�
.79�
.79�
.79�
�
		TWI Index�
55.1�
58�
58�
58�
58�
�
�
�
�
�
�
�
�
7.	NEW SOUTH WALES�
�
�
�
�
�
�
Output (Gross State Product)(2)�
3.4�
3�
3½�
3½�
3¾�
�
Private Consumption(2)�
4.4�
2¼�
2½�
2½�
2¾�
�
Private Dwelling Construction(2)�
(-)  6.4�
(-)   ½�
9¾�
8�
(-)   8�
�
Business Sector Investment(2)�
5.9�
9¼�
7�
6½�
5½�
�
State Final Demand(2)�
3.0�
2¾�
3¼�
3½�
2½�
�
Employment�
3.1�
1�
1¾�
2�
2�
�
Unemployment Rate(5)�
7.8�
8�
7¾�
7½�
7¼�
�
Inflation (Sydney CPI)�
5.0�
1½�
2�
2½�
2½�
�
Wages AWE (full time adult)(4)�
5.6�
4½�
3¾�
3¾�
3¾�
�
(1)    All figures are annual average rates of change unless otherwise indicated.                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                     �
�
�
�
�
�
�
�
(2)    Growth in real (constant price) terms.�
�
�
�
�
�
�
�
(3)    Levels in June quarter, current $.�
�
�
�
�
�
�
�
(4)    Growth in nominal (current price) terms.�
�
�
�
�
�
�
�
(5)    Average for financial year.�
�
�
�
�
�
�
�
(6)    Predominant bank variable rate.�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
(e)    Estimate (Rounded to nearest ¼ per cent).�
�
�
�
�
�
�
�
(f)     Forecast (Rounded to nearest ¼ per cent).�
�
�
�
�
�
�
�



�
Public Final Demand





The contribution to growth from public final demand is expected to again be negligible in 1997�98.  The Commonwealth found its Budget position had deteriorated by $5¼ billion in the mid-year review and will again be looking to cut expenditures and increase revenue.  Privatisation of public trading enterprises and sales of assets will add to the slow down in the rate of public sector growth.





Foreign Trade





Australia’s export growth is expected to slow in 1997�98, but with imports expected to grow at a similar rate to 1996�97 the trade balance is expected to deteriorate slightly.  The net contribution of foreign trade to GDP growth is therefore expected to be marginally negative in 1997�98.





While the value of the Australian dollar has fallen a little from recent highs, its value is likely to be maintained through 1997�98.





The Labour Market





The weak labour market resulted in a rise in the unemployment rate in 1996-97.  That is expected to be reversed in 1997-98.  Steady employment growth coming off a low base is likely to result in full year outcomes well above those achieved in 1996-97.





Wages and Prices





At both the national and State levels, average weekly earnings growth is expected to be around 3¾ per cent in 1997-98, a slowing in New South Wales.





The benefits for the CPI from falling mortgage interest charges are expected to fade during the course of 1997-98, even if interest rates do not rise.  As a result, headline inflation is expected to be a little higher in 1997-98.  However, the underlying rate of inflation should be little changed.





Major Risk Factors





Outlook for the World’s Major Economies





The Australian and NSW economies are strongly influenced by events in the world’s major economies, in particular the United States, Japan, South-East Asia, and Europe.





Underlying the forecasts for the Australian and NSW economies is the expectation that world economic growth in 1997 will be a little stronger than 1996, followed by even stronger growth in 1998.  As the United States is near or at full employment, with an unsustainably high growth rate, economic activity there will have to slow.  The forecasts have been based on the assumption that the deceleration in the United States will be mild and will be offset by somewhat stronger growth in Europe and Japan.  The restrictive policies in China in 1996 appear to have slowed growth to sustainable levels while in South East Asia growth rates are expected to remain strong if not quite as high as a few years ago.





However, attempts to slow growth in the United States could push the country into recession.  Deficit reduction measures in Europe might stifle private spending rather than stimulate it and the upturn in Japan might once again prove elusive.  The upside risks, mainly that growth in China and South East Asia could bounce back to early 1990s levels, seem lower.





Industrial Relations





There are concerns that recent wage increases have not been spread evenly throughout the community.  Employees with bargaining power have obtained settlements well above the average while many employees have received little or no increase for some time.  While the recent decision by the Australian Industrial Relations Commission on the ACTU’s Living Wage claim removes the immediate threat of a wage blow-out, it will not have eliminated pressures for catch-up claims.





Business Investment





As business investment is one of the most volatile components of GDP growth (fluctuating between a low of -14 per cent and a high of +15½ per cent over the last six years), its prospects are one of the most uncertain.  





Fiscal Policy





The Commonwealth’s forward budget estimates encompass tax cuts of $4 billion in 1999-2000, and most of the Budget shortfall identified in the Mid-Year Review could be made up by abandoning that measure.  However, the Federal Government appears to be intending a further series of expenditure cuts and revenue measures in their 1997-98 budget to cover the shortfall.  Further fiscal tightening will be on top of the measures announced in the 1996-97 Budget, and might be equivalent to a ½ per cent reduction in GDP and NSW GSP (in the absence of any offsetting factors such as a positive impact on business or consumer expectations).








economic Outlook for the forward years





Table 2.1 contains forecasts out to 1999-2000 predicated on the following medium term economic outlook -





economic growth is expected to ease marginally in 1998�99 due to slower growth in private investment and a downturn in the inventory cycle;


Australia's non-inflationary growth potential over the coming decade will be lifted by microeconomic and competition policy reforms; and


New South Wales is likely to receive a modest boost at the end of the decade from economic activity associated with the 2000 Sydney Olympics.


�
2.3   alternative budget scenarios








Both sides of the NSW Budget are influenced by uncertainty, though to different degrees.  Items which can be quite sensitive to economic factors on the revenue side, include payroll tax and stamp duties, both of which are very important sources of revenue.  Payroll tax is affected by both employment levels and wage rates.  Stamp duty income from contracts and conveyances and share transfers are significantly affected by changes in trading volumes, while those taxes as well as land tax are affected by changes in asset values.  Such changes are difficult to forecast accurately.  Other sources of tax revenue, such as the amount spent on cars, petrol, alcohol, tobacco and gambling, are affected by general economic conditions.


In the short term, the expenditure side of the Budget is relatively insensitive to changes in economic conditions.  Many expenditure quantities are locked in at the time of the Budget.  Nevertheless, changes in wage rates could have some impact on outlays as wages account for a large proportion of recurrent outlays.  Changes in interest rates also have some impact on the cost of servicing the Budget Sector debt.





There are always different views on the outlook for the economy.  Recent published forecasts for GDP growth in 1997�98 range from 3.5 to 4.8 per cent, though the range of possible outcomes extends beyond the 3-5 per cent band.





In order to illustrate the potential impact of some of the sources of uncertainty on the Budget outcome, three alternative scenarios are explored: a high demand scenario; a wage blow-out scenario; and a low demand scenario.





The high demand scenario is consistent with higher world growth increasing domestic growth, or the response of domestic growth to a given rate of world growth being stronger than forecast.  With output growth of 5 per cent, supply side and balance of payments constraints would put pressure on prices and interest rates.  In the wage blow-out scenario, increases in average weekly earnings over 6 per cent would lead to a tightening in monetary policy and a significant reduction in demand and output.  The low demand scenario could eventuate from sluggish growth in the US, Europe and Japan coupled with tight fiscal policy, leading to some softening of wages and prices, very weak employment growth, and looser monetary policy.





Table 2.2:   Economic Scenarios


�
�
�
�
�
�
�



Budget�
 Growth Rates - Change on Budget Estimate





________________________________�
�
�
�
�
Estimates


�
High 


Demand�
Wage


Blow-out�
Low 


Demand�
�



�
%�
% points�
% points�
% points�
�
Aggregate Demand (GSP)�
3½�
1½�
(-)¾�
(-)1½�
�
NSW Employment�
1¾�
1�
(-)½�
(-)  ½�
�
Wages (AWE)�
3¾�
1�
2½�
(-)1½�
�
Budget Sector Wages�
3�
½�
1½�
(-)  ½�
�
Consumer Prices (Sydney)�
2�
½�
1�
(-)  ½�
�
90-Day Bill Rate�
7�
1�
1�
(-)   1�
�
10-Year Bond Rate�
8�
1�
…�
(-)  ½�
�



The alternative scenarios are defined in terms of key economic parameters that influence the Budget, with the deviations from the base forecast given in Table 2.2.  The values in Table 2.2 represent the average deviations over a twelve month period.  The alternative budget outcomes in Table 2.3 are on the basis of no explicit revenue or expenditure response on the part of the State government compared to the base forecast.





While the expected underlying budget outcome is for a surplus of $27 million, under the high demand scenario the surplus could increase to $192 million, and under the wage blow-out scenario the budget outcome could be a deficit of $228 million.  These are not confidence limits or alternative forecasts, but indicate some of the possible sources of deviation from the base case and potential magnitudes.  








Table 2.3:  Alternative Budget Outcomes


�
�
�
�
�
�
�



Budget�
Change on Budget Estimate(1)


_____________________________�
�
�
�
�
Estimates�
High 


Demand�
Wage 


Blow-out�
Low 


Demand�
�
�
$m�
$m�
$m�
$m�
�
Current Financial Result�
2,247�
175�
(-)230�
(-)165�
�
    Outlays�
20,515�
130�
180�
(-)  95�
�
    Receipts�
22,763�
305�
(-)  50�
(-)260�
�
       Tax�
12,912�
260�
5�
(-)220�
�
       Non-tax�
9,851�
45�
(-)  55�
(-)  40�
�
Capital Financial Result�
(2,220)�
(-)  10�
(-)  25�
10�
�
    Outlays�
3,301�
10�
25�
(-)  10�
�
    Receipts�
1,081�
…�
…�
…�
�
Total Result�
27�
165�
(-)255�
(-)150�
�



(1)	Values should be added to budget estimate to give a revised budget estimate.�
�
�
�
�
�



The wage blow-out scenario is particularly bad for the Budget.  The expenditure side of the Budget is increased while on the revenue side the positive impact of higher wages on payroll tax receipts is more than offset by the negative impact of lower employment with the result that revenues fall.  In the low demand scenario there is a big fall in revenues which is only partially offset by some reduction in expenditures.  The high demand scenario is a mirror image of the previous scenario because a rise in revenues is only partially offset by some growth in outlays.





These scenarios demonstrate the point that the budget outcome is the difference between two very large values (total outlays and total receipts both exceed $20 billion), and a given outcome can be achieved in many different ways.  Moreover, the composition of the revenue side in particular could be somewhat different than the base forecasts.





�
2.4  an economic development strategy for new south wales





The role of State Governments in economic development has been and continues to be a source of discussion amongst policy makers.  The Industry Commission undertook an inquiry into State, Territory and Local Government Assistance to Industry in 1996.  In its July 1996 draft report (the final report is yet to be released), it concluded that the provision of some project specific assistance may be against the national interest.  It recommended options that would require agreement by jurisdictions ranging from greater transparency, with external monitoring, to forward limits on certain types of assistance.  State and regional economic development depends far more on a broader range of issues, however, than direct assistance that State Governments may provide to specific firms.  Some of the issues that need to be considered include -





the efficiency of the State taxation regime;


improving productivity and the efficiency of public service delivery;


the division of roles and responsibilities between the States and the Commonwealth;


balancing national and state interests; and


education and training requirements for the 21st century.





Macro-economic policy, and most obviously monetary policy, is predominantly the concern of the Commonwealth government.  Nevertheless, this does not mean that the role of the States is negligible or irrelevant.





The NSW Government is currently examining the issues and questions raised above, and plans to release an Economic Development Strategy for New South Wales later in 1997.  This Strategy will not prescribe detailed policies by portfolio, but will provide a blueprint for the future broad economic policy directions of the Government against which specific policies can be tested.





� 	The lower forecast for employment growth is due to a technicality rather than to a weaker than expected labour market in 1996-97.  A sharp fall in employment in the second half of 1995-96 meant that the end of year employment number, the starting point for employment growth in 1996-97, was much lower than the average level of employment for 1995-96.  As a result, any given growth of employment in the course of 1996-97 would give a lower average growth rate for the year than had previously been expected.


�	Given the difficulties in compiling the State Accounts, annual differences of this magnitude are generally not significant, although over a 10 year period such a difference consistently would be significant.


�	ABS Pub 3222, Population Projections - Australia,  Series A assumptions.
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