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Introduction 
The focus of this Background Paper is the Victorian Coalition government’s budget 
strategy and how it has evolved over the last 4 years. This strategy is compared to the 
government’s financial performance. At the core of the Coalition’s budget strategy is a 
desire to crank up infrastructure spending to record levels while reducing net debt. This will 
require progressively larger operating surpluses as well as the allocation of more funds for 
depreciation just at that moment when operating spending demands arising from an 
ageing population structure begin to rise (see for example Daley, 2014; Daley and 
McGannon, 2014). This tension is at the heart of the Government’s budget strategy, one 
made all the more problematic as a result of revenues growing modestly when they need 
to grow rapidly in order to pay for the growing operating costs that accompany a large 
increase in infrastructure spending. 
 
The paper has 3 parts. The first looks at the Government’s budget strategy. It shows how 
over the last 4 years the Government has progressively put together a relatively coherent 
strategy after a disorganized first two years in Office that aims to substantially increase 
infrastructure while reducing debt. There are discontinuities, however, between the long 
term and medium term strategies and targets and there are also important omissions. 
 
The second part looks at trends in expenses, revenues and the operating balance over the 
last three years. It show that the Coalition struggled in its first three years to meet its 
targets, largely because revenues remained flat. The target of reducing net debt was not 
met; indeed it has increased substantially under the Coalition.  
 
The third part looks at the tensions that exist within the budget arising from a focus on 
growing infrastructure spending at the same time as revenues are soft. This has resulted 
in interest, depreciation and finance lease expenses climbing rapidly as a percentage of 
operating expenses, leading to a redundancy program that has removed 4,200 positions 
from the public service.  
 
In the final part I take a closer look to this financial “wedge” that the Coalition is facing, and 
suggest that part of the solution would be to tie infrastructure spending to revenues rather 
than Gross State Produce while recognizing that it is legitimate economically to fund at 
least a portion of infrastructure through debt. The issue of a growing operating budget 
burden of finance leases is also discussed. 
 
The Coalition’s budget strategy 
The Coalition did not have a well-developed budget strategy when it won Office in 
November 2010. Its election costings were released late in the election campaign and 
were light on detail, presumably to keep the public’s focus on other policy areas (Massola, 
2010; Lesman, Mcreadie and Gardiner, 2011). The Government’s first budget did not 
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include a budget strategy statement as such. It set out some broad guidelines shown in 
Table 1. 
 
Table 1: Coalition’s initial budget strategy 

• surpluses of at least $100 million in each year 
• constraint in expenditure growth 

• ensuring that debt as a percentage of GSP will stabilise, with net financial liabilities falling as a 
percentage of GSP by 2014-15, and remaining consistent with retaining Victoria’s triple-A credit 
rating 

• addressing the issue of cost overruns by increasing the Treasurer’s direct involvement in oversight of 
major projects to provide more rigour in delivery against timelines and budgets; and 

• no wage policy outcomes greater than 2.5 per cent, unless they are funded from productivity gains 
Source: Victorian Government (2011), Budget Strategy and Outlook, 2011/12, Budget Paper No 2: 25 
 
The Government deferred the need to develop a detailed budget strategy to the 
deliberations of its Audit Commission, which had been established in January 2011. An 
Interim Report was published in April of that year. It provided a one-sided critique of 
Labor’s financial record, omitting to mention the effect of the Global Financial Crisis on the 
State’s finances and failing to locate the Rudd government’s stimulus measures in that 
broader historical context. Instead, it portrayed Labor as a big spending administration that 
had let spending get out of control, only to be saved by Federal government largesse.  
 
It set out a conservative set of financial principles designed to keep the size of the public 
sector small. It was strongly in favour of setting a high target for infrastructure spending 
while at the same time reducing net debt to zero. The Interim Report was not well-
received, and a final Report was never published. However, its broad recommendations 
ended up being adopted as the Government’s budget policy. As published in its second 
budget, the budget strategy has long-term and medium term goals and targets. These are 
summarized in Table 2 and Table 3.  
 
Table 2: Coalition’s long term budget strategy 
Managing responsibly:  Victoria’s State finances will be managed responsibly to enhance the 
wellbeing of Victorians. 

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 
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. 

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

Source: Victorian Government (2012), Budget Strategy and Outlook, 2012/13, Budget Paper Number 2: 9. 
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Table 3: Coalition medium term budget strategy 
Infrastructure investment:  Infrastructure investment of 1.3 per cent of GSP (calculated as a 
rolling five-year average). 
Net debt: General government net debt reduced as a percentage of GSP over the decade to 
2022. 
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. 

Source: Victorian Government (2012), Budget Strategy and Outlook, 2012/13, Budget Paper Number 2: 9. 
 
It is noticeable that there is only a weak connection between the long and medium term 
strategy. For example, the medium term framework makes no mention of efficiency and it 
contains no measure of public sector wealth. Four themes stand out. The first is the need 
to crank up infrastructure spending to a 3 year target of 1.3% of Gross State Product. The 
second is to fully fund this spending through operating revenues. The third is the need to 
reduce debt. And the fourth is to improve public sector efficiency.  
 
There is no mention of fairness or environmental sustainability. Nor is there a broader 
sense of the overall purpose of the budget strategy or how it links to other broader social 
goals. Finally, the targets are broad and the time horizon is long (one goes over 20 years 
while another lasts for 8 years from when it was first announced). 
 
Budget Strategy: Performance versus Promise 
The Government is on track to meet its target of keeping infrastructures spending at 1.3% 
of GSP. It is also on track to eliminate unfunded superannuation liabilities by 2035 (see 
Victorian Government, 2013: 58). The Government has struggled however to meet its net 
debt targets, with its first three budgets all falling wide of the mark. The 2014/15 budget, 
however, has begun to correct this, with net debt set to fall, but not until 2015/16. That is to 
say, for each and every one of its budgets the Coalition has overseen an increase in net 
debt both nominally and as a percentage of GSP. By definition, this means that it has not 
managed to push the operating surplus to the levels needed to meet its own targets (see 
Figure 2).  
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Figure 1: Net infrastructure investment as % of GSP, 1986/7-2016/17 

 
Source: Source: Source: Victorian Government Financial Statements accessed at http://www.dtf.vic.gov.au/Publications/Victoria-
Economy-publications/Financial-statements on May 15, 2014. 
 
Figure 1: Net debt, Victorian General Government, as a percentage of GSP, 1992-2016 (at June) 

 
Source: Source: Victorian Government Financial Statements accessed at http://www.dtf.vic.gov.au/Publications/Victoria-Economy-
publications/Financial-statements on May 15, 2014. 
 
Moreover, the large reduction in net debt in 2015/16 arises from the projected sale of the 
Port of Melbourne, which results in a one-off reduction in net debt of approximately $5b. 
Without this, net debt would have remained at around $23.5b or 6% of GSP (compared 
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with 4.7% because of the asset sale). The budget forward estimates also show that even 
with the sale, net debt is projected to increase in nominal terms the year after the sale 
(although it does fall as a percentage of GSP).  
 
This raises the question of what went wrong? It is to this that I now turn attention. 
 
Explaining the gap between promise and reality 
The Government’s budget troubles came from a number of sources. The first was outside 
the Government’s control, being a product of the unusual nature of the recovery post the 
GFC. The second was self-inflicted.  
 
Throughout the decade leading up to the Global Financial Crisis in 2008, the state 
economy grew strongly, as did revenues. Economic growth delivered a healthy budget. 
Subsequent to the GFC, however, and despite Australia (and Victoria) not experiencing 
recession, economic and revenue growth parted company. From 2008/9 through to 
2013/14, revenues from payroll tax, stamp duties and even gambling remained flat, as did 
grant revenues from the GST. The latter reflected low levels of consumption spending 
across the country, together with Victoria losing its per capita share to other states. The 
Government was aware of this not long after it won the election (see for example Victorian 
Government (2012a) Budget Update, 2011/12, pp 2-3; Victorian Government, (2012), 
Budget Strategy and Outlook, 2012/13, Budget Paper Number 2: pp 3-4). The revenue 
losses were estimated as being $2.6b by 2013/14, composed of $1.8b in reduced GST 
revenues and $800m in reduce stamp duties arising from the prolonged slump in the 
property market (see Victorian Government (2013), Budget Strategy and Outlook, 
2013/14, Budget Paper Number 2: 5). 
 
The self inflicted trouble for the Government came by way of its first budget, which was a 
generous one under the circumstances. Despite the then Treasurer repeatedly warning of 
numerous and wide-ranging revenue problems he delivered a budget that was arguably 
more generous than Labor’s last. To compound matters, over the next 18 months the 
Government agreed to pay increases with police, nurses and then teachers that appeared 
to stretch the limits of the Government’s pay ceiling of 2.5% per annum.  
 
With a thread-bare operating surplus, and in order to sustain its infrastructure spend, the 
Coalition resorted increasingly to net debt to fund its capital program, explicitly in breach of 
its budget strategy.  
 
Austerity would not be long in coming. 
 
The Coalition’s response: austerity 
By December 2011, barely six months after delivering its first budget, the Coalition 
implemented what was effectively a mini-budget centred around a range of austerity 
measures. The expense reductions and tax hikes were followed by further austerity 
measures in the 2012/13 budget and the December 2013 budget update. These measures 
are shown in Table 4. The adjustments were the equivalent of $1.6b in 2012/13, rising to 
over $3.5b by 2015/16. The burden of the adjustments was spread relatively evenly 
between tax increases and expense reductions.  
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Table 4: Expense cuts and revenue increases ($m), 2011/12-2014/15 

 Year to June: 
Expense cuts announced in:  2013 2014 2015 2016 
2011-12 Budget update $404 $661 $943 $1,215 
2012-13 Budget $242 $266 $268 $2,40 
2012-13 Budget update $27 $118 $204 $290 
2013-14 Budget $138.1 $239.6 $295.9 $345.6 
Sub total $811.1 $1,284.6 $1,710.9 $2,090.6 
% of total savings 50.2% 51.4% 55.6% 59.2% 
Tax increases announced in: 

    Up to and including  2012/13 
budget $601 $639 $670 $643 
2012-13 Budget update $8 $34 $34 $33 
2013-14 budget $119.9 $137.4 $158.1 $201.4 
2013-14 Budget update $37.3 $203.3 $251.6 $280.4 
Less those not enacted (a) $13.9 $56.8 $56.8 $56.8 

 
$23.4 $146.5 $194.8 $223.6 

Sub total $803.5 $1,217 $1,365.3 $1,438.2 

 
49.8% 48.6% 44.4% 40.8% 

Total $1,614.6 $2,501.6 $3,076.2 $3,528.8 
Note: Casino tax was not enacted due to Casino refusing to agree. 
Source:s Victorian Government (2012), Budget Strategy and Outlook, 2012/13, Budget Paper No. 2: Table 
1.1 p. 2   
Victorian Government (2013), Budget Strategy and Outlook, 2013/14, Budget Paper No. 2: Table 1.2, p. 3 
Victorian Government (2012), 2012/13 Budget Update: Table 1.1 p. 2   
Victorian Government (2013), 2013/14 Budget Update Table A2, p. 130   

 
Table 5: real per capita expenses by Government Purpose Category (deflated by the CPI for 
Melbourne. 2011/12=100) 

 2010/11 2014/15 
Real 

change $ 
Real 

change % 
General public services $187.13 $141.37 $45.75 -24.5% 
Public order and safety $830.99 $937.80 $106.80 12.9% 
Education $2,275.87 $2,052.77 $223.10 -9.8% 
Health $2,236.40 $2,289.62 $53.22 2.4% 
Social security and welfare $649.45 $642.08 $7.37 -1.1% 
Housing and community amenities $507.20 $479.30 $27.90 -5.5% 
Recreation and culture $149.70 $103.68 $46.02 -30.7% 
Fuel and energy $52.13 $29.07 $23.07 -44.2% 
Agriculture, forestry and fishing $89.37 $57.42 $31.95 -35.8% 
Mining, manufacturing and construction $40.96 $0.00 $40.96 -100.0% 
Transport and communications $929.68 $926.17 $3.51 -0.4% 
Other economic affairs $124.94 $186.09 $61.16 49.0% 
Other purposes $483.55 $334.10 $149.45 -30.9% 
Total GFS expenses (a) $8,473.78 $8,179.48 $294.30 -3.5% 

Source: Victorian Government Financial Statements accessed at 
http://www.dtf.vic.gov.au/Publications/Victoria-Economy-publications/Financial-statements on May 15, 2014. 
Population from ABS (2014), Australian Demographic Statistics, Cat. No. 3101.0 Table 4.  
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The broad trends in expenses by Government Purpose Category during the Coalition’s 
time in Government are shown in Table 5. This shows expenses for 2010/11 (Labor’s last 
full year in Office), with budgeted expenses in 2014/15. The figures are adjusted for 
inflation and population growth. In real per capita terms, there have been big falls in 
expenses on the public service (almost 25%), education (almost 10%), recreation  and 
culture (31%), agriculture (37%) and fuel and energy (44%). Real falls have also occurred 
in welfare (1%) and housing and community amenities (6%). The two big growth areas 
have been law and order (13% increase) and other economic affairs (mainly debt interest), 
a point to which I shall return presently.  
 
A financial wedge: at what social cost? 
I argued earlier that the Coalition found itself in financial trouble because it introduced a 
generous first budget just at that moment when it needed to be more prudent as a result of 
softening revenues. There was and remains another contributing factor arising from the 
impact on the operating budget of large increases in infrastructure spending, particularly 
that which is debt funded or funded through operating lease payments arising from public 
private partnerships. 
 
Increased, debt-(including leased) financed infrastructure brings with it two additional 
expenses: depreciation and interest. All things remaining the same, it will result in a 
growing share of budget expenses being allocated to these two items and this is precisely 
what has happened. The outcome is shown in Figure 1 which shows depreciation and 
interest expenses as a percentage of expenses. Interest and depreciation have doubled 
their share of expenses  over the period covered by the graph, increasing from 5% to 
almost 10%.This will continue to rise in coming years as long as the current budget 
settings remain in place. 
 
Figure 2: interest and depreciation expenses as % of total expenses, 2004/5-2014/15 (budget) 

 
Source: Source: Victorian Government Financial Statements accessed at http://www.dtf.vic.gov.au/Publications/Victoria-Economy-
publications/Financial-statements on May 15, 2014. 
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This would not necessarily be a problem except that the demands on the budget are 
growing as a result of the combined impact of a rapidly growing and ageing population. 
Yet the capacity to service these needs is being eroded by the impact of a big increase in 
debt-funded infrastructure spending. 
 
This raises a dilemma that over time will become more extreme, unless the Government is 
able to cover all infrastructure spending out of operating surpluses, enabling the stock of 
debt to stabilize and perhaps reduce in real terms over time, thereby shrinking interest 
costs.  
 
The Coalition has resolved this problem in a policy sense by deciding in advance that it 
wishes to fully fund infrastructure out of operating surpluses. But this does not solve the 
social policy wedge problem I have just referred to. For under these policy settings the 
operating surplus must continue to rise, growing at least in line with nominal GSP 
(remembering that the infrastructure target is expressed as a share of GSP). Problems will 
arise when revenue growth is less than the rate of growth of nominal GSP, and the 
Government will have little choice but to reduce operating expenses. The problem 
becomes even more acute once it is remembered that around 45% of expenses is 
accounted for by wages, which will also grow by at least 2.5% per year under current 
government policy and that assumes no employment growth.  
 
An alternative solution is to turn to public private partnerships as a way of limiting the 
interest expense arising from borrowings, which can be kept off budget. This “magic 
pudding” solution is one that the Coalition (along with Labor before it) has decided to 
embrace. As the Productivity Commission has recently pointed out, far from being a 
solution, Public Private Partnerships can bring with them a finance lease cost that can end 
up being more expensive than the interest expense traditional public sector borrowings. 
They are anything but a “magic pudding”. In the case of the Victorian budget, finance 
lease costs have been growing rapidly over the last decade and now sit at $771m, up from 
$97m or 13.6% of interest expenses in 2009/10. They are projected to reach $880m or 
41.4% of total interest expenses by 2017/18.  
 
This helps explain the projected expense and revenue plans of the Coalition, as shown in 
Figure 3, which plots revenues and expenses as a share of GSP for the period from 
2004/5 through to 2014/15. The graph shows that the growing operating surplus is to 
occur at the same time as revenues are to fall as a share of GSP, requiring in turn pretty 
rapid falls in expenses as a share of GSP in order to meet the budget goals.  
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Figure 3: Revenues and expenses as % of GSP, 2004/5-2016/17 (est.) 

 
Note: 2014/15-2016/17 are budget estimates. 
Source: Source: Source: Victorian Government Financial Statements accessed at http://www.dtf.vic.gov.au/Publications/Victoria-
Economy-publications/Financial-statements on May 15, 2014. 
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increased output initiatives. The trouble is that unless the Government is confident that the 
revenue increase is permanent, it may end up facing a financial pincer that will require the 
budget policy goals of fully funding infrastructure from the operating budget not to be met 
or alternatively embark on another round of austerity measures. 
 
The 2014/15 budget is a good illustration of how the Government will need to respond into 
the future. Faced with an unexpectedly strong set of revenues, the Government was in a 
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Figure 4: real expenditure on net new output initiatives, 2000/1-2014/15 (budget) (constant 2011/12 
prices. Deflated by the CPI for Melbourne) 
 

 
 Source: Victorian Government, Budget Strategy and Outlook, Budget Paper Number 2, various years.  
 
A potential solution: a modified “golden rule” and a different infrastructure target 
The wedge I have just identified arises from a goal of keeping investment pegged to GSP, 
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One problem with this is that should revenues fall, it would mean that infrastructure 
spending would fall too. The most likely reason for revenues falling is a recession, and 
cuts to infrastructure spending might only exacerbate this. A second modification to the 
goals would be necessary. 
 
This involves jettisoning the Coalition’s commitment to fully fund infrastructure spending. 
The Government has two main arguments to defend its current policy position. The first is 
that infrastructure spending does not in itself generate revenues, and is therefore not self 
financing: 
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their working lives to save and repay. However, for governments, capital expenditure to 
support service delivery and public good provision is required every year and does not 
normally generate income” (Victorian Government (2012), Budget Strategy and 
Outlook, 2012/13, Budget Paper Number 2: 31-32).  

 
In arguing this way the Coalition overlooks the indirect economic effects of infrastructure spending, 
which should lead to higher economic growth, higher employment and higher incomes out of which 
increased tax revenues can be paid. Moreover it ignores the counter argument that because 
infrastructure benefits more than one generation, the costs of the infrastructure should not be 
borne by the current generation alone. The only way to match benefits with costs is by borrowing. 
This “golden rule” of public finance – borrowing for investment, underpins European fiscal policy, 
albeit with an important qualification: there is a cap placed on the size of budget deficits and debts, 
effectively meaning that a portion of investment will be paid for out of operating surpluses. This is a 
point I shall return to presently. 
 
The second argument put forward by the Coalition is that it is dangerous to resort to debt financing, 
even during a recession, because it creates a debt problem that is difficult to resolve: “Global 
experience also suggests that debt is sticky. Once a government starts to live beyond its means, it 
is very difficult to return to stability” (Victorian Government (2012), Budget Strategy and Outlook, 
2012/13, Budget Paper Number 2: 31-32). The problem with this argument is that there is no need 
for Governments to repay all debt, for as long was they borrow from their own citizens and not 
abroad, effectively the debts are owed to ourselves. Unlike corporations, governments have no 
fixed lifetime. All they need to do is refinance outstanding debt. They do not need to pay it off. 
Finally, the evidence in Australia is that debt levels are by no means sticky. The long-term 
evidence is that the Australian public sector has been exceedingly good at repaying debts built up 
during recessions, even from relatively low levels by historical and comparative standards. 
 
It follows from the foregoing that debt financing of public infrastructure is legitimate and that the 
Coalition’s disdain for it in its policy settings is not well founded in the economic literature. It should 
also be said that there is a need to constrain the level and extent of borrowings through the use of 
budget rules for the level of deficits and net debt as is the case in the European Union (see for 
example Verheist, S (2012), ‘Will the national ‘golden rule’ eclipse the EU fiscal norms?’, Vox 
(http://www.voxeu.org/article/what-will-golden-rule-mean-eurozone, accessed on May 16, 2015). 
What those constraints might be is a useful topic for debate. I would propose as a starting point for 
discussion, a net debt level for the General Government sector of around 8% of GSP and a 
structural cash deficit of no more than 0.5% of GSP, with the goal of being in balance over the 
course of the business cycle.  
 
By tying infrastructure spending to revenues and allowing modest debt financing as suggested 
here, the fiscal wedge facing the Coalition will disappear and in its place will be a more flexible 
policy framework that simultaneously enables social spending to be higher than it otherwise would 
be. 
 
Conclusion 
In this paper I have examined the Coalition’s budget strategy. I identified a gap between 
the goals of that strategy and reality arising from the Government’s rising use of debt 
financing of infrastructure when its policy settings require the opposite to occur.  
 
I also argued that while the Government in its most recent budget has managed to reduce 
its reliance on debt, the budget policy settings impose on it a wedge that will become 
greater the more that revenue growth fails to match nominal growth in GSP. The problem 
arises from a policy commitment to keep infrastructure spending at 1.3% of GSP, which 
will require increased depreciation expenses. If we add to that the 2.5% wages growth 
built into the budget, there is need for the Government to keep a tight lid on expenses, 
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which will make service delivery increasingly problematic. It is distinctly possible the 
Government might find itself wedged between daily complaints arising from service gaps 
at the same time as it feels the pressure of a disrupted urban infrastructure going through 
a massive upgrade arising from the commitment to keep infrastructure spending high. 
 
There is one further risk not mentioned earlier that should be table: this is the increasing 
reliance on public private partnerships as a vehicle for delivering a mass infrastructure 
program. These bring with them commitments to long-term finance and operating leases 
which will further limit the flexibility of the operating budget. 
 
I have argued that the solution to this “wedge” is to tie infrastructure spending to revenues 
rather than GSP while jettisoning the commitment to fully fund infrastructure from 
operating surpluses.  
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