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Foreword

The 2001 Australian Infrastructure Report Card made four main recommendations to improve the quality of our nation’s infrastructure. These involved improving the regulation, coordination and planning processes of infrastructure provision. Behind the recommendations is an acknowledgment that significant investment in infrastructure is also essential.

The Report Card did not state if this investment should come from the private or public sector. 

Over the last decade, the private sector has raised awareness of its ability to delivery infrastructure projects to the point today where much of the focus of governments around the country is to facilitate this. A consequence of this has been a decreasing emphasis on the public sector investment in infrastructure.

The Institution of Engineers Australia commissioned the economist Ian McAuley to write an discussion paper putting the case for public investment in infrastructure.

The IEAust has no position on the arguments put forward in this paper.

The purpose of the paper is to seek the views of IEAust members and the broader community on the case for increased public investment in infrastructure. Depending on the response, the IEAust may develop a policy position on the issue which will be used to lobby governments.

You views would be most welcome. Please send these by 31 January 2002 to:

Athol Yates

Senior Policy Analyst

Institution of Engineers Australia

11 National Cct

Barton ACT 2600

policy@ieaust.org.au

tel 02 6270 6547

fax 02 6273 4200

Introduction

Much of a nation’s productive wealth is in its infrastructure – its networks of telecommunications, water gas, electricity networks, highways, ports and railroads.

Over the last two years the Institution of Engineers has surveyed the state of these assets in its 1999 and 2001 Australian Infrastructure Report Cards.  The results have confirmed other evidence of neglect and disrepair, and a general failure to attend to backlogs in infrastructure provision.

It may seem natural that the Institution will take up the case for investment in such engineering intensive assets.  But this concern is broader than one of sectional engineering interest.  In its research on infrastructure, the Institution has found widespread common interest in infrastructure issues among industry and community associations.  Priorities differ of course. Some seek more attention to rail transport, others to environmental assets, others to urban infrastructure such as public housing.  But the concern is general, transcending sectional interests.

That common ground is about the future productive capacity of the Australian economy.  The experience of the 1990s shows that strong economic growth can be sustained for some time while infrastructure is allowed to deteriorate. Deficits in infrastructure do not have an immediate effect on headline economic figures such as GDP, but over time these deficits constrain economic activity.  Aged and neglected infrastructure can cope only up to a point.

While there are deficits in all areas of infrastructure, the Institution’s most pressing concern is with public sector investment in infrastructure, which has suffered from the combined effects of two related economic policies – privatisation and fiscal constraint.

Over the last fifteen years political fashion had been strongly favouring private investment guided by market forces.  In certain cases, such as urban telecommunications, that has resulted in effective provision of infrastructure.  In other cases, such as urban toll roads, there has been private investment, but only at high economic cost – a cost much higher than would be incurred with public provision.  In many other cases, provision has not occurred at all.  In the political enthusiasm for privatisation, politicians and their advisers seem to have forgotten that markets have limits – they cannot fill all needs.

Fiscal constraint has added to this problem.  Although governments have moved to accrual accounting, they still suffer the legacy of cash accounting and they still tend to think in terms of debt rather than assets.  In a cash accounting culture, which fails to distinguish between capital expenditure and recurrent expense, it is easy to sacrifice capital spending to produce impressive cash balances.  Although government rhetoric is about accrual accounting, the 2001-02 Commonwealth Budget papers, for example, put their main emphasis on cash balances.  Similarly, the clear emphasis of the Commonwealth is with public sector debt. There is no commensurate concern with the other side of the balance sheet – the state and condition of public sector assets.

This paper therefore addresses these issues of public policy.  The first part is a re-affirmation of the conventional (but neglected) case for public investment in infrastructure.  It commences with the economic justification for public investment. This is followed by identification of Australia’s infrastructure deficits as revealed in the Report Cards and macroeconomic figures.  These deficits can be closed, over time, with modest levels of public sector investment.  The second part deals with the main arguments against public investment in infrastructure. 

These are 

· if infrastructure were needed the market would provide,

· infrastructure is unaffordable,

· governments cannot allocate wisely, and 

· governments cannot get the timing right.  

We examine, and rebut, all of these claims.

We conclude with a call for public leadership in infrastructure provision – a government role in allowing and encouraging Australians to invest in their future productive capacity.

Ian McAuley

Consultant

iam@management.canberra.edu.au

December 2001

1.  The justification for public investment in infrastructure

This part outlines the economic case for public investment in infrastructure.  It discusses the well-established economic case for public provision or funding of public goods – a case which has been neglected as governments have placed a higher priority on public expenditure reduction rather than long term economic management.

We then go on to show the evidence of a severe deficit in public infrastructure, summarising the 2001 Australian Infrastructure Report Card,
  and providing supporting macroeconomic data.

1.1 Public investment in infrastructure – supported by economic theory

The third and last duty of the sovereign or commonwealth is that of erecting those public institutions and those public works, which, though they may be in the highest degree advantageous to a great society, are, however, of such a nature that the profit could never repay the expense to any individual or small number of individuals.


Adam Smith, The Wealth of Nations
 

There is nothing novel or radical about the case for public investment in infrastructure.  Smith outlined the essence of public goods theory two and a quarter centuries ago.  Almost a half century ago Paul Samuleson, encasing Smith’s work in more mathematical rigour, outlined his pure theory of public expenditure, which demonstrated the limits of markets in providing collective goods.

But the tides of fashion have drowned the traditions of economic analysis. The dogma of fiscal rectitude has taken the place of economic reasoning.  Politicians and their advisors have convinced themselves, de fide, that private sector activity is somehow superior to public sector activity.  The political spotlight is focussed on one side of the national balance sheet – public debt. It is unfashionable to mention the offsetting side of the balance sheet – public assets.

The economic case for public investment – the theory of public goods

It should hardly be necessary to outline conventional theories on public goods as they are no less a part of mainstream of economics than the basic laws of supply and demand.  Yet it has become fashionable to ignore these theories.

Markets have their limits.  While markets are generally efficient at allocating resources, they fail in many important areas.  Some goods are not produced at all in markets.  There are some other goods which can be produced in markets, but reliance on market provision results in sub-optimal resource allocation.  To see the case for infrastructure in this perspective, it is necessary to consider the situations of non-excludability and non-rivalry.

Non-excludability
The main function of prices in markets is to ration the supply of scarce goods to those who can offer scarce resources in exchange.  Those who cannot pay, or who do not wish to pay, are excluded.

Sometimes, however, it is impractical to exclude  non‑payers.  It is often impractical to exclude non‑payers.  For example, most Australian national parks are vast areas with many points of entry. It would be absurdly expensive to put toll gates on every possible entrance as the transaction costs in so doing would be very high. (By contrast, there is a small park south of Sydney with toll gates. Because it has only two road entrances and is near a large population centre it is excludable.)  Economists often refer to national defence as a classic case in non-excludability because it would be impossible to provide national defence to some people and communities and not to others, based on individual payments.  In some cases, the concept of non‑excludability is another way of referring to positive externalities associated with production or consumption.  In the case of basic research, for example, many of the benefits of research enter the public domain, where non‑payers cannot be excluded.  In some other cases, goods are non‑excludable for moral reasons such as access to emergency wards and search and rescue services because they are based on community values.  Sometimes there are mixed principles. For instance, access to immunisation is based both on moral grounds and on positive externalities.

When non‑payers cannot be excluded, private markets generally fail to provide goods or services except in those rare cases where the providers can capture sufficient private benefits to be happy about letting other parties take the benefits for no return.  For example, a large pastoral firm may find it economical to introduce new plant species, or new strains of fleas as myxomatosis vectors, accepting that neighbouring properties will also gain the benefits.  Such cases are rare, however.  In general, non‑excludability inhibits the development of markets, even though there are potential benefits to consumers and to producers.  There is economic loss (deadweight loss) because desirable transactions cannot take place.

Excludabilty is defined to some extent by technology.  Technological developments can bring some goods into the excludable domain.  For example, charging for use of urban roads once depended on having staffed toll gates.  Electronic technologies in use in Melbourne allow for specific identification of vehicle road use and for associated billing.  Conversely, however, technological developments can make goods less excludable – the problem of software and music copying provides a case in point.

Non-rivalry
Rivalry is about scarcity.  A good is rival if my consumption detracts from your capacity to enjoy that good.  If scarce resources are involved in producing that good, then, by definition, it is rival.  When there is no shortage of the good concerned, it is non‑rival. That is, the marginal cost of allowing extra users is zero or very low.

For example, a beach may be non‑rival; the Ninety Mile Beach on the Southern Ocean is a reasonable example. My use of it does not detract from another person’s use of it.  By contrast, however, Bondi Beach on a hot summer weekend is definitely a rival good.

The problem with non‑rival goods is that if they are also excludable there can be deadweight loss.  That is, the waste associated with under-utilization of expensive capital.  For example, Tokyo’s privately owned Aqualine Expressway is one of the quieter roads in that country, mainly because the toll is ¥4000 ($A65) for a 15 minute ride.  To the operator, the fee is reasonable and results in an acceptable rate of return.  Roads are expensive in Japan, because of high land prices and high construction standards in earthquake zones.  To most Japanese drivers, however, it is better to take the extra 80 km trip on congested roads, with the associated costs of vehicle wear, frustration, and use of precious fossil fuel.  The Aqualine Expressway remains severely under used.  Closer to home, tolls on urban freeways in Australia have generally resulted in their being under-utilized, with foregone opportunities for environmental improvement, improved safety and travel time savings.
 

Private owners of non-rival infrastructure have little option but to set a high price to obtain a return on their capital.  Even if this return does not take advantage of the firm’s strong position in the market, the price required will still generally be so high that deadweight loss results.  The government as owner, by contrast, can set a price (a “price” including the possibility of free provision) which ensures full asset utilization, even if this results in financial returns being less than adequate to cover the investment.  The profit of such investment accrues to the community in terms of non-market benefits, such as travel time savings on roads, or improved air and water quality.  While valuation of such benefits is difficult, it is a conventional aspect of cost-benefit analysis, and projects are economically viable (but not necessarily financially viable) so long as they return positive net present values to the community at appropriate discount rates.  Projects with non-excludable benefits are often economically viable, while not being financially viable – a distinction which is sometimes lost on those who place undue faith in private markets.  Private markets provide only when projects which are financially viable – that is, they provide a direct financial return to their owners.

If left to unregulated private markets, non‑rival goods tend to be under‑produced, with all the problems of loss of consumer benefits, deadweight loss, and technical inefficiency associated with monopoly.

Combined – a theory of public goods 
When we combine the concepts of excludability and rivalry, we can develop a 2 x 2 matrix of classification, as shown below.  (The classifications are less rigid than such a matrix may imply.  For example goods can have non-rival characteristics because of low, but not necessarily zero, marginal cost. That is the case with most output of natural monopolies or declining cost industries.  As cases in point, electricity and water supply are hard to classify unambiguously as “rival” or “non-rival”.  Goods may be only partially excludable; computer software is legally excludable, but piracy is technically easy and is a major problem.)

Roads are an example of infrastructure which can belong in all four quadrants, depending on location and use.

Classification of Goods, With Examples.




Rival – marginal cost > 0.  Costly supply.
Non-rival – marginal cost very low or 0. Low cost supply

Excludable
Pricing system can exclude non-payers
Most goods produced and sold in private markets. private goods.
Example – congested toll roads – urban toll road at peak hour.
Goods with very low or zero marginal cost.  May be supplied in private or public markets.  Some​times called impure public goods.

Example – uncongested toll road – urban toll road off peak.

Non-excludable
Pricing system cannot work.
Public provision

Example – congested open access road.
Public provision.

Example – uncongested open access road.

Short termism

Most infrastructure investments involve a long lead time between outlays and yields.  Even if the problems of non-excludability and non-rivalry can be overcome, private markets will not necessarily provide the optimum level because private investors seek a high return in the short term – that is, their investment decisions are influenced by high discount rates.

It could be argued that markets set discount rates appropriate for both private and public investments.  If capital markets operated efficiently, with full knowledge of risks and returns, then it would be reasonable to use market determined discount rates in infrastructure investments.  But there is strong evidence of bias in private discount rates – a bias towards a preference for short term returns.
  In general, such a bias results from the need for private firms, competing for funds, to generate results which will impress analysts and potential investors.  In particular, firms tend to seek investments with short payback periods.

Such behaviour is understandable from the perspective of both investors and managers.  Investors seek a proven track record before committing their funds; the faster such a track record can be established, the better.  As well managers are often rewarded on the basis of short term performance, often with share options which can be exercised within two or three years.

At the time of writing, many firms have internal discount rates for new project evaluation in the order of 15 percent – some as high as 18 percent.  A major magnesium project has failed to attract capital because private investors are too impatient to wait four years for a return.  For a project likely to generate no revenue for four years (such as a project with a three year construction phase), the first earned dollar is discounted to 57 cents, at a discount rate of 15 percent, or 52 cents at a discount rate of 18 percent.  These are poor returns compared with investment in product promotion or acquisition of competitors.  Infrastructure projects, because of their capital intensity, are typically slow to yield a return.

Explaining the bias in private markets to short termism, MIT Professor of Economics, Lester Thurow says:

In the private sector, time horizons are becoming shorter with a growing elderly population that does not care about the future, a media whose focus is only on present consumption, consumer credit markets that lend vast amounts for present consumption purposes, private or public social welfare benefits that discourage savings for the proverbial rainy day, and private business firms that misuse discount rates.  (To offset exaggerated benefits or underestimated future risks instead of working on better revenue estimates and better risk analysis, firms often simply raise the interest rates used to evaluate potential investments but this leads to an unwarranted systemic bias against the long term.)

Sovereign risk and network characteristics

Private investors often have to apply a premium in their returns to cover sovereign risk and network risk.  Sovereign risk arises when a project’s return may be damaged by future government policies.  Firms providing infrastructure often try to reduce sovereign risk by spelling out sovereign risk contingencies in contracts.  For example, toll road developers have secured guarantees from State governments not to build competing transport infrastructure.  But there is always an area of risk which cannot be anticipated in contracts. Consequently private investors seek a premium in their discount rates to account for this residual risk.  In extreme situations, there is little protection against governments reneging on contracts entered into by previous administrations.

Contrary to the popular perception, infrastructure investment is not low risk. It is considered higher than property, Australian shares and overseas shares.
 Consequently a return higher than these investments is also expected.

Governments, as owners of infrastructure, do not have to apply a sovereign risk premium on their discount rates as by definition, they act in their best interests.  Furthermore they are likely to consider investments in a more systematic sense than fragmented private owners, particularly when infrastructure has network characteristics.  In the UK, for example, when the rail system was sold to private firms, some owners of small spur lines abandoned their investments because they were unprofitable.  But these lines were feeder lines to the trunk lines, which suffered in turn when these feeder lines were closed down.
  The transaction and coordination costs of integrating services across a fragmented network are very high.  One could argue validly that the problem lies in fragmentation, rather than in private ownership, but to overcome such fragmentation a government would have to see all its transportation network (road and rail) or all its energy reticulation system (electricity and gas) to one operator, introducing problems of monopolisation.

More generally, as large investors, governments have a sufficiently large and diverse portfolio of assets to be able to reduce financial risk faced by private investors.  This is not a general argument in favour of nationalising all industries, but it does lend weight to the notion that governments can make longer term investments than private markets because they can diversify their investments and because they generally have a portfolio of investments at different stages of their life cycles.  That is, there is a sound economic case for governments using a significantly lower discount rate than those prevailing in private markets.

To summarise, leaving infrastructure investments to private markets, even if problems of non-excludability and non-rivalry can be overcome, is likely to lead to under-investment in infrastructure.  ANU economist John Quiggin concludes that the most promising areas for public investment are highly capital intensive activities.
 This is because of the long payback period associated with such activities, the problems of non-rivalry and non-excludability, and the network characteristics of many such investments.

Public choice theory

Countering the general and time-honoured theory of public goods is a body of theory known as “public choice”.  In summary, it asserts that governments have a tendency to over-produce public goods.  People do not reveal their true preferences in political markets – demanding public goods which they hope will be funded by other taxpayers (the free rider problem).  In response to such demand there is no shortage of supply.  Governments, with the capacity to raise taxes, and bureaucrats, who prefer large empires to small ones, readily comply in providing public goods.

Public choice theory has provided an academic underpinning to the ideology of seeking to contain the size of government, as a prime objective of public policy.  If a task can be performed in either the private or public sectors, then private sector activity is preferable, without any further justification.  This is known as private sector primacy.
  There is no need for any economic analysis in terms of market failure or public good theory; the private sector is to be preferred.  One can see this approach contrasting with conventional economic theory in the 2000 Auditor’s Report on information technology outsourcing,
 and in the 2001 Auditor’s Report on government property sales.
  In those reports, the Audit Office concludes that outsourcing has not realised its expected savings. Indeed outsourcing has cost more than would have been the case had the functions been retained in house.  In the latter report, the Audit Office finds that the Commonwealth has been using a very high discount rate (14 to 15 percent nominal) which clearly favours privatisation.

In response to these adverse findings the Commonwealth and its agencies did not address the analytical issues raised by the Audit Office. Their response was to assert from a private sector primacy perspective that outsourcing and property sales had resulted in a desired transfer of activity to the private sector.  Transfer of activity to the private sector has become an end in its own right, rather than a measure which can be used in certain cases where there is evidence that savings will result.

Public choice theory rests on the assumptions such as that politicians have no desire other than re-election and that bureaucrats have no aim other than self-aggrandising empire-building.  If those assumptions are correct, then public choice theory has some validity. However if these assumptions are incorrect, then it has no validity. The validity of public choice theory depends on your perspective.

1.2 Public investment in infrastructure – supported by evidence

Upgrading a nation’s industry depends on a modern and improving infrastructure.  This is particularly true in advanced transportation, logistics, and telecommunications, all integral to introducing modern technologies and to competing in international markets.


Michael Porter, Harvard Business School

The Report Card – C Grade Point Average

The 2001 Report Card of the Institution of Engineers gives no high grades.  Its broad level findings are below.

Ports
B

Airports
B

Telecommunications
B

Electricity
B-

National roads
C

Potable water
C

Gas
C

State roads
C-

Wastewater
C-

Local roads
D

Stormwater
D

Irrigation
D-

Rail
D-

Ratings have been based on the consideration of asset condition, asset availability and reliability, asset management and sustainability (including economic, environmental, and social issues). Ratings used are:

A Very Good 
Infrastructure is fit for its current and anticipated purpose in terms of infrastructure condition, committed investment, regulatory appropriateness and compliance, and planning processes.

B Good 
Minor changes required in one or more of the above areas to enable infrastructure to be fit for its current and anticipated purpose

C Adequate 
Major changes required in one of more of the above areas to enable infrastructure to be fit for its current and anticipated purpose

D Poor 
Critical changes required in one of more of the above areas to be fit for its current and anticipated purpose.

F Inadequate 
Inadequate for current and future needs
At this broad level there are no As, though certain specific areas within these broad categories, such as dedicated coal railroads earn an A rating.  (Notably these are not in the public sector.)  And while a D- is the lowest broad rating, Australia’s main railroad, the Brisbane-Sydney-Melbourne line earns an F rating, for its “steam age alignments and inadequate signalling and communication systems”.  While national roads overall earn a C rating, the main road corridor is still patchy at best, with a mixture of high quality and primitive, dangerous conditions.  Of the Brisbane-Sydney section less than a quarter is divided carriageway, and on the more heavily used Sydney-Melbourne section there is still 130 km of non-divided road. 

A general finding of the report card is that there is a lack of overall planning, either for new infrastructure provision or for major maintenance.  This echoes the finding of the Australian National Audit Office who, earlier this year, made similar comments specifically in relation to roads.
  Similarly there is a lack of intermodal transport planning. 

Another general finding is that with economic growth, demands on infrastructure will continue to outstrip capacity.  There will be associated environmental stresses, particularly in relation to water and energy resources.

In all, it’s a poor report card.

Macroeconomic evidence – public capital spending

Over the last forty years governments, led by the Commonwealth, have cut capital spending heavily – from around 8  percent of GDP, down to 4 percent of GDP at present.
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Some of the cuts can be explained by privatization and corporatization of government business enterprises – but that doesn’t explain the cuts in “general government” expenditure, which has also halved.  Some can be explained by slowing population growth and by more productive infrastructure investment  – after all, expenditure is only a gross input measure.  These rationalizations, however, do not explain away the deficits in infrastructure identified in the Report Card. 

What seems to happen is that in times of budgetary contraction, capital spending is cut. It is not restored in times of expansion, when the more politically attractive options of tax cuts and increases in personal transfers gets the support of the Government’s Expenditure Review Committee.  These tax cuts and transfer payments have superficial appeal. They can be widely spread across the electorate (particularly when there is no such thing as a “safe” seat), and they don’t have to await environmental approval, calling of tenders and the other delays associated with infrastructure works.  (Timing of infrastructure expenditure is discussed in Part 2.)

The public balance sheet – a one sided perspective

If a company attends only to reducing debt and paying dividends to shareholders, while failing to re-invest in productive capital, it may be able to produce a few years of impressive financial results, but at the expense of its long term health.  So too it is with governments. Australian governments, led by the Commonwealth, have been obsessed with reducing debt and have had no hesitation in making personal transfer payments, while neglecting the need to invest in productive capital.

The Commonwealth Budget Papers reveal the government’s priorities.  Within the first few pages of those papers is the statement :

Net government debt as a proportion of GDP has fallen considerably from its peak of around 19 per cent in 1995-96 to under 6 per cent projected for 2001-02.

Australia’s total general government net debt level is much lower than in most other industrial countries.  It is among the lowest in the OECD and compares well to the OECD average of around 40 per cent of GDP.

This could be re-framed to suggest that our net debt to GDP ratio is 34 percent below the OECD average.  In other words, Australia could have another $225 billion of debt-funded public assets without exceeding the OECD average.

To put this figure into perspective, total public capital expenditure at present is in the order of $25 billion a year.  That means public capital expenditure could be doubled for nine years, with none of it paid off, and, even in the absence of economic growth, our total public sector debt as a proportion of GDP would still be below the OECD average.

Another perspective is to consider the specific deficits identified in the Report Card.  While there is a lack of deficit figures in most infrastructure areas, there are robust figures for roads and rail. $17 billion is required to bring them up to an appropriate level for national highways and $3.0 billion for railroads.  As a rough approximation, adding together deficits for all infrastructure, such as $20 billion for electricity and $40 billion for waterways, results in a requirement for $150 billion to be spent. This is about 22 percent of GDP. Even if the money was spent, it would bring Australia’s public debt up to only 28 percent of GDP – still well below the OECD average.  A $150 billion program, over ten years, even if none were to be repaid, would represent a total debt at the end of ten years of 28 percent of GDP, even without any growth in GDP.  With a modest 3 percent annual GDP growth, that $150 billion debt would result in only a 22 percent debt to GDP ratio at the end of the ten years.

The impediment is not a shortage of physical or financial resources.  Rather, it is the one-sided view of the national balance sheet – the political focus on the liability side rather than the asset side.

Total government assets in Australia as at June 2000 were valued at $738 billion, of which state and local governments accounted for $542 billion and the Commonwealth the balance of $196 billion.  But these figures include financial assets such as loans and advances.  (The Commonwealth’s focus is almost entirely on financial assets rather than physical assets.)  Physical assets of the public sector, such as land, buildings and infrastructure, are valued at only $566 billion – state and local $483 billion and the Commonwealth only $83 billion.  This translates into per-capita figures of around $29 000 ($25 000 state and local, $4 000 Commonwealth).  They are low figures to account for the value of all our publicly owned roads, railroads, sewers, water supplies, schools, hospitals, parks and other municipal, state and national assets.  And nowhere in these balance sheets are there accounts for natural resources or human capital.

These figures in the government  balance sheets bear little relationship to reality, because they are based on financial accounting standards which have limited relevance for the public sector.  Financial accounting notions such as acquisition value, cost, depreciation and money measurement have little relevance when it comes to most public sector assets, particularly unique and long-life assets such as infrastructure.  They have a general conservative bias to understatement of asset values.

Perhaps this tendency to understatement of asset values explains the lack of a balance sheet mentality in government.  Engineers may know that expenditure on a road or railroad will provide an asset lasting many years – long past the time when the asset’s book value has been depreciated to zero.  Economists know that cost (which is all that is captured in financial accounts) is not the same as value. Most sound public investments have benefit-cost ratios of two or three to one, which means their value is two or three times their cost.  But accountants fail to see the world in these terms.  Their focus is on the debt, and, if they ever do shift their gaze to the other side of the balance sheet, they see only the written down book value.

Tony Harris, former New South Wales Auditor-General, commenting on this debt obsession (in both Commonwealth and State governments) points out simply:

Perhaps we are meant to believe that State or Federal debt is bad.  But when debt allows government to develop assets important to our, and our successors’ living standards – assets such as roads and schools and hospitals – we should acknowledge that debt has its place.

Changing composition of public expenditure – consumption displacing investment

In most developed countries the composition of public expenditure has changed significantly over the last quarter century – away from direct service provision towards transfer payments.  This shift has been particularly profound at the Commonwealth level.

In 2000-01 Commonwealth expenditure as a proportion of GDP has fallen back to its 1972-73 level, but the shift in composition has been profound.  Welfare and health care expenditure have risen, at the expense of other programs such as education, transport, defence, research, industry assistance, specific purpose payments to the States and a large number of smaller programs.  These programs include both the construction and maintenance of infrastructure.  Some of these are defined in accounting terms as “capital”, others as “recurrent”, but many “recurrent” outlays are akin to capital, in that they include maintenance of assets to preserve their value and investment in human capital in programs such as education and research.

Table 1 –  Commonwealth Outlays As Percentage of Non-Farm GDP




1972-73
2001-02

Health
1.9
3.9

Social Security & Welfare
5.0
9.2

Public Debt Interest
1.6
0.9

Other
15.8
10.3

Total
24.3
24.3

Source: Calculations based on Commonwealth Budget papers and on ABS National Accounts data.
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Expenditure on health and welfare is bound to increase as Australia’s population ages.  Publicly funded health care expenditure could be cut, but only at the high economic cost of shifting more responsibility to the private sector.
  As long as Australia’s economy underperforms in terms of providing well-paid jobs, welfare expenditure will need to be sustained at a high level.

In short, the Commonwealth is withdrawing from providing and funding public services.  It is becoming more a mechanism of re-distribution, with less and less expenditure in its own right.  The Howard government has indicated a clear preference for income taxation reductions rather than increasing public services, and has stood proudly on its record of reducing public debt.  Those priorities do not bode well for expenditure on infrastructure.

2.  The likely counter-arguments – and their rebuttal

In the current environment, the following counter-arguments against public sector infrastructure spending are frequently raised

(1) If it were needed the market would provide.

(2) It is unaffordable because:

(2a) Big government will damage international competitiveness,

(2b) The public is unwilling to pay tax for infrastructure,

(2c) The debt burden would be too high.

(3) Political processes will distort infrastructure allocation.

(4) It will come at the wrong time of the business cycle.

2.1  The market will not provide

As pointed out in Part 1, infrastructure exhibits many characteristics of market failure.  Changing technologies and expanding markets have removed the natural monopoly conditions of some infrastructure.  An example is provided by wireless communications.  But even in these cases, private investors are likely to cherry pick the most appealing markets – as with the case of mobile telephony where there is intense competition in densely settled areas and under-provision elsewhere.

In some cases, such as urban toll roads, private provision is possible, but at the costs of high financing costs (because of sovereign risk and project risk), high transaction costs, under-utilisation resulting in deadweight loss, and lack of system integration.

In cases of non-excludability, the private sector will not provide at all.  The private sector will not provide assets which, while being of community benefit, cannot generate direct returns to investors.

2.2  Infrastructure is affordable

The Report Card lists many details of costs associated with poor infrastructure.  Costs such as salination and traffic congestion rarely show up in national accounts, but they are real costs nonetheless.  Wherever there is the potential to invest in infrastructure projects with a positive benefit-cost ratio, calculated at a realistic discount rate, it is wasteful not to proceed with infrastructure investment.

 (2a) “Big government” is not, in itself, a problem

In general, the case for reducing government expenditure is not made; it is axiomatic.  That is just the accepted opinion of a group. When it is articulated, it incorporates a logical fallacy. It is stated that as governments around the world are reducing expenditure (or are trying to reduce expenditure); reducing expenditure it is the only logical policy to pursue.  Such self-referential circularity avoids the burden of analysis or justification.  It is fashionable to cut government. One would no more argue against it than one would argue against the latest clothing fashions from Paris.  Such a mode of argument is similar to the Marxists’ view on history, that policies need no justification other than reference to their inevitability.

This fashion has been world-wide, particularly in English-speaking countries. It has been variously called “neo-liberalism”, or, more confusingly in Australia, “economic rationalism”. Michael Pusey has used this term to describe the anti-government phenomenon, and the term has become widespread in Australia.
  While Pusey’s work accurately exposes the barren philosophy of cutting government as an end in itself, the term “economic rationalism” suggests that somehow the process is rooted in the rational ideas of Enlightenment thinking
. In fact, it stems from a grossly simplistic view of economics which ignores the limitations of markets and the well-accepted economic theory of market failure.  The confusion is unfortunate. Obviously Pusey did not set out to confuse, but the term “economic rationalism” leaves the critics of the current fashion open to the charge to being anti-rationalist, or, by default, irrationalist.

According to the neo-liberal view, “big” government is bad for economic growth.  Government is no more than an unproductive overhead on society.  If we want economic growth, there is no alternative to cutting the size of government.

Research suggests that the picture is much more complex.  Indeed, there is no discernible relation between the size of government and economic performance.
 

Table 2 shows the alignment, or rather the lack of alignment, between countries’ ranking on the world competitiveness index and the size of their public sectors, as indicated by the share of government expenditure in GDP.  If small government were strongly associated with competitiveness, we would expect that the countries at the top of the table would have small governments.  In fact, there is no discernable correlation between size of government and competitiveness.  It is notable that the Northern European democracies, most of which have very large public sectors, generally rank well ahead of Australia in terms of competitiveness.  Netherlands, for example, owes its position to conscious policy of open trade combined with a very active government domestically, and Finland to strong infrastructure investment.

Table 2 – World competitiveness and size of public sectors



Country
Ranking on world competitiveness index
Govt expenditure as percentage of GDP

United States
1
33

Finland
3
41

Netherlands
4
43

Switzerland
5
27

Luxembourg
6
27

Ireland
7
32

Germany
8
45

Sweden
9
54

Iceland
10
34

Canada
11
40

Denmark
12
52

Australia
13
32

United Kingdom
15
42

Norway
16
42

Japan
17
27

Austria
18
44

France
19
46

Belgium
20
50

New Zealand
21
16





Source:  World competitive ranking from The Economist 22 April 00, Government expenditure from OECD, 1997 data except for Denmark (1996).  No OECD data available for Singapore (#2) or Hong Kong (#14)



Research shows that it isn’t so much the size of government expenditure that counts. Rather it is the composition of expenditure that counts.  Most empirical studies find that appropriate government investment expenditure, other than military expenditure, aids economic growth.
,
  On other areas of government outlays (ie recurrent outlays and transfer payments) the evidence is, at best, inconclusive.
 

Yet in Australia it is capital investment which has suffered the most severe cuts in government expenditure. 

Paradoxically, in those countries which have tried to pursue public expenditure cuts most aggressively, such as the UK, government expenditure has actually had to rise to provide a welfare safety net for those adversely affected by the cuts.  Harvard economist, Dani Rodrik, has found that, contrary to the conventional wisdom of neo-liberalism, countries driven by neo-liberal policies tend also to have larger governments.
   As shown in Part 1, Australia is finding it necessary to spend heavily on transfer payments, in part because of the failure of the economy to provide well-paid employment.

(2b) Taxes aren’t all that bad

It is easy to suggest that small government is inevitable because people do not want to pay taxes – no government wins office promising higher taxes.

One needs to read public opinion carefully.  If an opinion pollster goes knocking on doors asking “do you want to pay more tax?”, the answer is a very predictable “no”.  In an international opinion poll in 17 high and middle income countries in 2000, only 2 percent respondents thought the taxes in their countries were too low.  But when a different question was put to the same respondents –  essentially “do you want more tax/more public service or less tax/less public service”, the answer was quite different, as is shown in Table 3.

Table 3 – Attitudes to taxation 




Respondents' answers to choices "spend more on public services even if you have to pay more tax", or "spend less on public services to cut the amount you pay in tax".  (Percent)





More
Less
Balance in favour of more

UK
58
12
46

New Zealand
42
19
23

Spain
41
23
18

Hong Kong
32
15
17

Sweden
33
21
12

Singapore
29
17
12

Australia
31
25
6

Malaysia
24
33
-9

Canada
22
35
-13

Brazil
34
48
-14

Thailand
19
36
-17

Mexico
26
45
-19

Netherlands
19
41
-22

USA
17
41
-24

Germany
17
53
-36

France
12
50
-38

Japan
20
68
-48

Source:  Survey by Angus Reid Media Center, Survey February 2000.  Link from The Economist  http://www.angusreid.com/media/content




In the same survey people were asked how they would like their taxes spent.  Australia’s preferences, which were not dissimilar to those of other countries, are shown in Table 4.

Table 4 –  International priorities for Government spending, Australia.
Percent responses to question “specifically, do you think your government should spend more money, less money or the same now on each of the following”





More
The same 
Less

Health
75
20
4

Education
78
17
3

Defence
35
26
26

Benefits for poor people
54
32
11

Arts and culture
22
44
30

Public infrastructure such as roads and bridges
47
44
8

Source:  Survey by Angus Reid Media Center, Survey February 2000.  Link from The Economist  http://www.angusreid.com/media/content




These results are broadly similar to those of a major Australian survey in the early nineties.
  That survey found Australians were generally satisfied with their levels of taxation, and that priorities for an increase in expenditure were, in order, medical and hospital (84 percent), education (78 percent), police, law and order (74 percent), environment (71 percent), and roads (67 percent).  The only categories in which Australians did not wish to see an increase in public funding were defence and general government administration.  A more restricted survey in 2000, from the same researchers, found generally the same preferences.
  In that later survey, 50 percent sought increased spending on the environment (3 percent less) and 36 percent sought increased spending on roads (6 percent less) – these were the only two categories relevant to infrastructure in the 2000 survey.  There was a small net preference for higher taxes and higher levels of public spending generally.

Is there an explanation for this apparent contradiction?  When asked if they want to pay more taxes, people say “no”, but when the question is framed differently, the opposition to tax increases diminishes or becomes a preference to pay more taxes.

The answer lies, perhaps, in trust in government.  People would like a government they can trust to take taxes and provide public goods, but they don’t trust government.  Opinion polling in the USA over 50 years finds a constantly diminishing trust in the federal government over that period, from a round 70 percent in the postwar era to around 30 percent now (percentages referring to people’s perception that the government will do “what is right”).
  People want public goods, and are willing to pay for them, but they do not trust governments to allocate them in accordance with their preferences.

An Australian response, to a differently worded question came from the 1998 Election Study.
 In response to the statement “Government, by its nature, is the best instrument for promoting the general interests of society”, 63 percent agreed.  The question may have elicited a very different response if the question had commenced with “The Government ...”.

One way in which the problem of linking taxes to benefits can be overcome is through hypothecated taxes.  There are constitutional problems in states raising franchise taxes, but there are other means for raising hypothecated taxes.  Taxes like the state road levies, and the Commonwealth gun levy, Medicare levy and proposed Timor Tax have been reasonably well received (even though, in practice, these are not strongly linked to the specific areas of expenditure.)  Hypothecation in the USA has allowed that country, which has traditionally had difficulty in raising taxes, to build a high quality interstate road network.  Of course treasury and finance departments don’t like hypothecation, because they reduce budgetary flexibility.  But it is this very protection from bureaucratic and political re-allocation which makes hypothecation attractive to the public.

One notable feature of Table 3 is the strongly positive response towards increased government expenditure from countries which have come through the neo-liberal experience, Britain and New Zealand, and the positive responses from Hong Kong and Singapore, whose success has often been attributed to their “small government”.  In fact the present government in New Zealand successfully went to the polls promising higher taxes.  It is also interesting that there are positive and negative responses in countries with “big” government, such as Sweden, Germany and France.

(2c) Modest debt is tolerable

As pointed out in Part 1, Australia does not have a high public debt burden.  Our problem seems to relate more to a debt obsession.

If we were accumulating debt to pay for current consumption, this concern may be reasonable, for it would mean our government balance sheet would be depleted.  Ironically, however, there was little public concern in the mid nineties when governments were selling assets and recording these sales as “revenue”.  If debt is used to finance productive assets it is sound business practice.

One clear need is for public budgets to be presented in a more business-like form.  Given that governments have adopted accrual accounting, they should take the next step and give prominence to presentation of balance sheets and the state of public assets, particularly non-financial assets.

Politically, governments may be able to gain greater acceptance if there were more visible linkage between debt and investment.  It is quite feasible to issue bonds against specific projects.  The risk of inflation eroding bond values can be overcome by capital and yield indexation.  Perhaps with some of the irrational exuberance having gone from popular stock market floats, it would be opportune to give conservative small investors the opportunity to invest in bonds.  Modest inducements such as indexation would be far less costly than generous tax incentives which have been offered for investments in private infrastructure.

One argument put against public infrastructure is that public investment will crowd out desirable private investment.  In the case of infrastructure which is provided in the private sector, this argument is fatuous. Capital markets have to provide funds for power stations, toll roads, private rail roads etc, in the same way as they would have to if the infrastructure were provided in the public sector.  The same capital raisings are required regardless of whether these projects are publicly or privately funded.

In the case of infrastructure which would not otherwise be provided, it is reasonable to ask if such investment does indeed crowd out more productive investment which would be made in the private sector.  At a time when private hurdle rates are as high as 15 or 18 percent and long term bond rates are only around 6 percent, there is little prima facie evidence of crowding out.  US research, in fact, suggests that private sector demand for funds crowds out more desirable public sector investment.

Nor is there strong evidence that fiscal rectitude of the last few years has reduced interest rates.  Recent political discussions have tended to focus on nominal interest rates, but real interest rates (that is, after adjustment for inflation), have been reasonably steady since 1993. That is, they did not fall from the mid nineties as Commonwealth budgets were tightened. Only in the last year have interest rates fallen as monetary policy has been directed to staving off an expected international recession.  Even though the government has loosened fiscal policy in 2001-02, with pre-election spending promises, real interest rates have not risen.  Such a pattern, far from indicating crowding out, is consistent with a government policy of pursuing monetary and fiscal policies in tandem.
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2.3 Political processes need not distort infrastructure provision

It is undeniable that political processes do, at times, distort infrastructure provision.  Visible infrastructure takes precedence over that which is less visible. New carriages and upgraded rail stations are get a higher priority than tracks and signalling equipment, for example.  Infrastructure not used by the public gets a low priority. Tourist roads may get more attention than national highways.  Infrastructure investments are made in marginal seats.

But such expediencies are only short term.  Eventually the deficits in the more-needed infrastructure are revealed.  Rail and road accidents, failures of gas and electricity supplies and water contaminations, all raise public attention to infrastructure deficits and result in rectification pressure.

2.4  Timing can be got right

Certain economists and public servants claim that:

· Keynesian counter-cyclical management is no longer practised and budgets should be kept in modest surplus over the business cycle, and

· if a surplus looks like being sustained, taxes should be cut, and

· Keynesian stimulation of the economy through spending down a surplus, or, worse, driving a budget into deficit, is futile as such fiscal recklessness will not cure unemployment and will most likely stimulate inflation and an accumulating public debt.

At least that’s the rhetoric.

In reality the patterns of public expenditure are still counter-cyclical in nature.  This is perhaps more by accident than by design as there are self-regulating mechanisms in Commonwealth budgeting that provide some level of counter-cyclical stabilization.  There are also political imperatives to spend and stimulate the economy during cyclical downturns.  However this “accidental Keynesian” management is more reactive than planned.

The same rhetoric suggests that Keynesian macroeconomic management fell into disrepute in the mid seventies.  According to this account, the Whitlam Government’s spending spree, which saw Commonwealth outlays rise from 23 percent of GDP to 28 percent of GDP over just two budgets, did severe harm to the economy.  There was a surge in inflation, not brought into control until after twenty years of fiscal rectitude, and there was a similar surge in unemployment, which 25 years later is still unacceptably high.

To use this experience to discredit Keynesian economics, however, is less than reasonable.  The Whitlam Government’s most rapid fiscal expansion occurred while there was still high economic growth.  Keynes would not have given the Whitlam government high marks for such timing.  Whatever the merits or otherwise of attempting to re-allocate resources to education, urban development, the arts and other programs, to do so rapidly is futile, for there is bound to be some supply inelasticity and resulting inflation – in both wages and prices.  This is not Keynesian.

And when the economy did turn down in 1975, it was not a normal cyclical downturn.  Rather, it was associated with overseas developments (the oil shocks and the end of the postwar exchange rate régime) and with severe domestic structural weaknesses – an uncompetitive manufacturing sector addicted to tariff protection and a lack of competitiveness in other sectors.

Keynes would never have advocated counter-cyclical spending as a cure for structural weaknesses.  As a fellow liberal he may have sympathized with Whitlam’s social vision, but he would have marked down Whitlam’s government on their poor timing, their misunderstanding of the difference between finance and real resources, and on their lack of appreciation of structural weaknesses in the Australian economy.

Table 5 – The Whitlam Budgets – Not Keynesian






Outlays (% GDP)
Revenue (% GDP)
Surplus/ deficit (% GDP)
Economic growth (% real)

1973-74
22.8
22.3
-0.5
5.1

1974-75
27.7
23.8
-3.8
2.0

1975-76
28.6
24.0
-4.7
3.0

Source: Reserve Bank Australian Economic Statistics, 1949-50 to 1994-95 Tables 2,14 and 5.12





It is fashionable to discredit Keynesian economics and reliance on fiscal policy by suggesting that it is simply concerned with spending, regardless of the nature of that spending, be it spending on teachers, infrastructure, or digging holes and filling them in again.  That view understandably arises from the limited economic vision of budget agencies, which tend to see the world in grossly simplified terms. To their reductionist ways of thinking, monetary and fiscal policies are simply about injecting funds into the economy.
  That is not a fair presentation of policy. Counter-cyclical policy, properly implemented, is about sustaining real utilization of real resources.

Although they barely mentioned the term again, successive governments, Coalition and Labor, have not abandoned Keynesian economics. They have simply become coy about acknowledging their debt to his ideas.  In response to rapidly deteriorating economic conditions, resulting in part from the second oil crisis, the Fraser Government boosted spending strongly, against the more conservative wishes of the Treasurer, John Howard.

Table 6 – Fraser – Keynesian to the core






Outlays (% GDP)
Revenue (% GDP)
Surplus/ deficit (% GDP)
Economic growth (% real)

1981-82
26.2
25.8
-0.3
3.1

1982-83
28.6
26.0
-2.6
-2.5

1983-84
29.3
25.2
-4.1
3.0

Source: Reserve Bank Australian Economic Statistics, 1949-50 to 1994-95 Tables 2,14 and 5.12.  The 1983-84 Budget was brought down by Hawke, but with significant commitments left over from the Fraser Government.





Keating’s management was in the same tradition.  To recover from the “recession we had to have”, the Hawke/Keating Government stimulated the economy with fiscal measures.  It did so in a planned way, with the One Nation initiatives in early 1992, which included a $1.2 billion boost for surface transport over two years.  However, the stimulus was about a year too late.  The economy was well on the way to recovery by the time the heaviest spending of the One Nation package got under way.  Major infrastructure projects have a long lead time of planning, environmental assessment, land acquisition, tendering and contract negotiation, all of which occur before the first sod is cut.

Table 7 – Keating – A late Keynesian






Outlays (% GDP)
Revenue (% GDP)
Surplus/ deficit (% GDP)
Economic growth (% real)

1990-91
25.4
25.9
0.5
-0.8

1991-92
26.6
24.2
-2.4
0.7

1982-93
27.2
23.6
-3.6
3.2

Source: Reserve Bank Australian Economic Statistics, 1949-50 to 1994-95 Tables 2, 14 and 5.12.  The 1983-84 Budget was brought down by Hawke, but with significant commitments left over from the Fraser Government.





And, of course, both the Hawke/Keating and Howard Governments have shown themselves to accept the Keynesian notion of accumulating surpluses when the business cycle is strong.  (In growth periods, appropriate timing is a little easier to achieve than in times of recession, for economic growth generally builds up gradually, whereas recessions often come on very quickly.)  

Whether the Howard Government will manifest Keynesian behaviour in the present downturn is yet to be seen, but the government’s behaviour in 2001 indicate Howard too may be a closet Keynesian.  The 2001-02 Budget, contrary to political spin, is in deficit, forecasting a fiscal deficit of 0.1 percent of GDP.  This is Keynesian, but it is closet, for the Howard Government, against its own principles of accrual accounting, has given prominence to the cash surplus of 0.2 percent of GDP. 

In general, counter-cyclical spending by Australian governments seems to be Keynesian by accident.  Public finances in Australia, particularly at the Commonwealth level, have certain automatic counter-cyclical factors built in.  As economic conditions improve, taxation revenue rises steeply as economic conditions improve, and on the expenditure side the need for many welfare transfers falls off.

Such automatic regulators, relying on changes in tax collections and welfare payments, are usually insufficient to provide full counter-cyclical management and they are haphazard in their effects.  Often these automatic stimuli are supplemented with tax cuts and boosts in welfare expenditure, such as the Commonwealth’s one off payment to the aged.

Fiscal stimuli through tax cuts and transfer payments have three economic drawbacks.  First, they are difficult to withdraw when they are no longer needed.  Second, they may not necessarily stimulate domestic activity as they may be spent on imported goods and services, providing no first round or multiplier benefits, and worsening the country’s external balance.  And third, they cannot be targeted to areas of economic need and idle capacity.  They are blunt instruments, difficult to adjust to the needs of the day.

Of course governments delegate part of the task for economic stabilization to the monetary authorities.  But monetary policy, because of its reliance on one basic policy lever, is an even blunter instrument than fiscal policy.  Its effects are spread over a long time frame.  Some effects, such as consumer spending in response to mortgage interest changes, may be reasonably immediate.  Others, such as housing commencements, are medium term.  And others, such as business investment in plant and equipment, may be very slow.   There is accumulating evidence that monetary policy is less effective than in times past.

Australia’s economic management needs to be more business-like, to include long term plans for infrastructure, in the same way that well managed corporations have long term plans for capital renewal.  Fiscal policy has become too detached from the nation’s real needs. It’s as if politicians and public servants, seeking to boost the economy, look for the easiest way to spend.  Infrastructure investment is not assessed on its merits. It has to take its place alongside tax cuts and transfer payments as convenient means for spending money. If the business cycle is to present opportunities for infrastructure spending to be used to be used in a counter-cyclical way, then timing is important.  A valid criticism of the One Nation initiatives is that the spending came at a time when the economy was already in an upswing.  Such criticism is valid, but it is not valid to use one timing failure to argue against counter-cyclical spending generally.  Rather, it strengthens the case for getting the timing right in the future.

UNSW economist Barry Hughes has provided evidence that, up to 1980 at least, governments have managed to time capital spending to coincide with business downturns.
  The graph below, drawing on the same data as Hughes, confirms that impression.
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Further confirmation is provided by regression analysis on the same quarterly data.  If public capital spending is countercyclical, we would expect to see a negative relationship between changes in real public capital expenditure and real economic activity.  Table 8, drawing on that data, presents the beta coefficients for two relationships:

(1) 
Public capital expenditure and economic activity.

(2)
Total public expenditure (not including transfer payments) and economic activity.

Table 8 – Beta coefficients (Slope of linear regression)




Changes in government capital expenditure to changes in GDP
Changes in government total expenditure to changes in GDP

1959 to 1980
– 0.49
– 0.17

1980 to 2000
0.83
0.32

Source: Data derived from ABS National Accounts, chain volume measures, seasonally adjusted (Cat 5206.0).  Regression spreadsheets available on request. 



This further analysis of Hughes’ data confirms that governments have become less adept at timing counter-cyclical expenditure.  The negative relationships in the earlier period provide evidence of good timing, the positive relationships in the later period suggest poor timing.  It begs the question “if counter-cyclical capital expenditure could be well-timed in the past, can it be well timed now?”.

Possibly the answer lies in planning.  The tasks of ranking and planning projects can go ahead at any time.  Planning is not cost-free, but these costs are minor compared with the costs of delays associated with poor timing and haphazard, piece-meal project funding.  Tasks such as community consultation, environmental assessment, cost-benefit analysis, project ranking, easement reservation and land acquisition can go ahead long before physical construction commences.  Then, when a fiscal stimulus is needed, it can come on fairly quickly, avoiding the delays associated with the One Nation package.

Such planning yields benefits beyond those of improved economic stabilization.  There are microeconomic benefits, as projects can be targeted to regions and industries where there is spare capacity, avoiding risks of crowding out and project cost escalation.  The multiplier effects are positive. In the first round, at least, most spending and employment on engineering work will be directed to the domestic economy.
  (By contrast, tax cuts and welfare payments can leak out to imports, with low multipliers.)  And with long term plans, there is a degree of certainty for private investors in relation to location of industry.

As the Report Card points out, timing involves planning.  Leaving infrastructure provision to laissez faire economics, political panics, or to reactions to local catastrophes, will almost always result in poor timing and matching of requirements to available resources.

Conclusion

There is a pressing need for public investment in infrastructure.  This will not occur while public policy is dominated by naive beliefs that the market can provide for most economic needs, that public debt and increased taxes are always undesirable, and that public investment is intrinsically less productive than private investment.

A prerequisite condition to restoring our infrastructure investment is an economically mature public policy framework.  Such a framework includes a recognition of the economic role of government, a commitment to analysis of economic needs (a much more demanding task than the narrow task of budgetary management), and a business-like understanding of the national public balance sheet.

Investment in infrastructure is not simply a convenient way of spending money to provide an economic counter-stimulus.  If it is seen in such narrow fiscal terms it has to take its place alongside the blunt instruments of monetary policy, tax cuts and personal transfers.  Infrastructure investment is important in its own right. There are good reasons for boosting infrastructure spending during periods of slow private sector activity, but even in the absence of a business cycle there is a strong case for productive infrastructure investment.  The global downturn emerging in 2001-02 provides an opportunity for the 2002-03 Budget to provide a major boost to infrastructure spending, but even if Australia escapes lightly from the downturn the case is still strong.

It is fatuous to suggest infrastructure investment is unaffordable.  Even if funded by debt, it can still be funded without pushing Australia heavily into debt.  Such debt could be funded very directly, as it has in the past, with public bond issues, provided the minor technical issues of present taxation disincentives are overcome.  (A time of falling stockmarket performance and poor household saving is an opportune time for providing opportunities for public offerings of bond issues.)  There is also no evidence that there is opposition to funding infrastructure through modest increases in taxation.

Of course it is possible for governments to continue to ignore the issue, for a time.  Continued neglect for another three year election cycle, will probably not see too much immediate damage to Australia’s economic performance and global competitiveness.  The challenge for governments is to plan and govern for rebuilding our nation.
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