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Under Treasurer’s Certification

This Government Financial Projections Statement is based upon government decisions
| was aware of or that were made available to me by the Treasurer on or before the budget
planning cut-off date of 18 April 2006 and which had a material effect on the
Government’ s financial projections.

It has been prepared in accordance with applicable Australian Accounting Standards and
Government Finance Statistics principles, and is based on the economic assumptions
outlined in Chapter 5: The Western Australian Economy. These assumptions were
finalised on 18 April 2006.

Timothy Marney
UNDER TREASURER

11 May 2006






CHAPTER 1

Economic and Fiscal Outlook -
Overview

Fiscal Outlook

The outstanding performance of the Western Australian economy is reflected in very
strong general government operating surplus outcomes forecast for 2005-06 and 2006-07.

A record $1,981 million general government operating surplus is estimated for 2005-06,
up $680 million on the 2005-06 mid-year review estimate, and up $789 million on the

2004-05 outcome.

The outlook for 2006-07 is for a $1,275 million operating surplus, $544 million higher
than the mid-year review projection. The lower operating surplus projection for 2006-07
relative to 2005-06 reflects a combination of new initiatives introduced in this budget, and
slower growth in revenue, primarily driven by an expected moderation in property market

activity levelsin 2006-07.

General government operating surpluses are also projected over the remainder of the

forward estimates to 2009-10, albeit of a diminishing magnitude as:

e economic conditions stabilise at more normal levels;

o the lagged impact of the Commonweath Grants Commission process results in a

lower share of national GST revenue for Western Australiain the outyears; and
e the Government’s new tax relief measures take effect.

Building on the benefits of the current boom conditions, the Government is:

e investing heavily in the State’'s Capital Works Program, which is expected to total

$18.1 billion over the four years to 2009-10;
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e prudently managing public sector debt, by:

- supporting high levels of capital spending through the application of surplus
funds as a substitute for borrowings, ensuring a stronger balance sheet for the

future; and

- using surplus Consolidated Fund cash from 2005-06 to fully fund the New
MetroRail project, leaving this substantial $1.6 billion asset completely debt-free;

and

e sharing the benefits of buoyant conditions by providing increases in service areas that
address the needs of those in the community in greatest need of support (e.g. children

in care and people with disabilities).

Table 1
KEY BUDGET AGGREGATES
Western Australia
2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
Estimated = Budget Forward Forward Forward
Actual Actual Estimate  Estimate  Estimate  Estimate
GENERAL GOVERNMENT
Net Operating Balance ($m) 1,192 1,981 1,275 889 571 447
Revenue ($m) 14,222 16,123 16,510 16,414 16,575 16,994
Expenses ($m) 13,030 14,141 15,234 15,528 16,004 16,547
TOTAL NON-FINANCIAL PUBLIC
SECTOR
Net Debt to Revenue Ratio (%) 25.2 26.2 30.0 33.9 38.3 39.8
TOTAL PUBLIC SECTOR
Net Debt at 30 June ($m) 4,001 4,501 5,413 6,204 7,252 7,730
Capital Works Program ($m) 4,061 5,100 5,201 4,612 4,339 3,965

On any measure, the level of infrastructure investment provided for in this budget is
unprecedented in the State' s history. The strong operating surplus results delivered by the
Government are providing the capacity for major infrastructure projects such as the
Perth-Bunbury Highway, the New MetroRail project, the Perth Seawater Desalination
Plant, and schools and hospital construction and maintenance, with minimised reliance on

new borrowings.

In thisregard, the key net debt to revenue ratio is projected to reach a maximum of 39.8%

by 2009-10, well below the Government’ s 47% target limit.



Economic and Fiscal Outlook - Overview

Revenue Outlook

Growth in general government revenue is expected to ease in 2006-07 from the very high
rate of growth experienced in 2005-06, largely driven by changes in the outlook for
taxation (particularly property market taxes) and mining and petroleum royalties. In this
regard:

e taxation revenue in 2005-06 was boosted by a very large, one-off commercia
property transaction. In addition, underlying activity levelsin the residential property
market are expected to moderate in 2006-07, although fairly healthy growth in house
prices (of around 10%) is still assumed; and

e mining and petroleum royalties in 2005-06 were substantially boosted by very
significant commodity price increases, including a 71.5% increase in iron ore prices.
In 2006-07, growth is expected to be more modest, with the iron ore price assumed to
increase by around 10%.

The revenue estimates also accommodate Stage1 State Tax Review relief measures
announced by the Government in March 2006. Worth a total of $631 million over the
four years to 2009-10%, these measures extend the Government's tax relief program,
begun in the 2004-05 Budget. Together with further land tax relief announced in this
budget (see Chapter 4), the Government is delivering extra tax relief of $765 million over
the four years to 2009-10, including $117 million in 2006-07. Including measures
announced since 1 July 2004, the estimated total value of tax relief to be provided over
the next four yearsis $3.3 hillion.

In addition to this tax relief, the Government is also cutting Compulsory Third Party
insurance premiums by 10%, saving motorists approximately $25 per vehicle.

Key Areas of Expenditure

The 2006-07 Budget maintains the focus on the Government’s priority service areas and
the delivery of the 2005 election commitments. It includes almost $220 million in new
expense initiatives in the budget year, and a further $710 million over the period 2007-08
to 2009-10. Significant increases in spending to address cost and demand pressures in
existing services are also accommodated.

Relative to the 2005-06 estimated outturn, budgeted expenses for 2006-07 include:

o a $304 million increase in the Department of Education and Training's expenses,
including spending on: addressing skills shortages including increasing the number of
apprenticeships and traineeships; additional Education Assistants (Special Needs) to
provide for children with disabilities to join in mainstream classrooms; provision for
the cost of the current Enterprise Bargaining Agreement offered to teachers; and
continuation of 2005 election commitments such as additional spending under the
learning and training guarantee;

! The estimate for tax relief announced on 21 March 2006 totalled $587 million over the four year period to 2009-10, and was
based on forecasts current at that time. This estimate has been revised to $631 million to reflect the latest assessment of the
property market outlook over the budget period.
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e a $241 million increase in expenses in the heath sector, including: the continued
implementation of the Heath Reform Committee recommendations additional
spending on the State's existing Mental Health Strategy; COAG health reform
initiatives including Health Promotion, Prevention and Early Intervention aswell as a
national E-Records system and support for telehealth services;

e a$102 million increase in law and order expenses, including: implementation of the
Mahoney Inquiry recommendations (initiatives include additional prison officers to
address issues of workplace safety, establishment of a new Prisoner Review Board,
Community Justice Officers, a new prisoner classification system, and improved
training and development of staff); the recruitment of an additional 90 police officers
and 40 civilian staff to release sworn officers to operational duties; strategies to
reduce aborigina imprisonment; and the introduction of new road safety initiatives;

e a $32million increase in disability services spending, including additional
accommodation support places and preventive services, and provision of a new
subsidy as part of a continence management and support package; and

e a$23 million increase in spending by the Department for Community Development
for initiatives such as: ‘At Risk Children In Out of Home Care’, which helps address
recommendations of the Murray Report?, with provision for increased placements,
training and recruitment of an additional 87 caseworkers and support staff; Supported
Accommodation Assistance Program proposals, and expansion of the Responsible
Parenting initiative.

Over the four year forward estimates period, recurrent spending in the disability services
and community development areas is up $139 million and $164 million respectively
(relative to the 2005-06 Budget forward estimates).

Other major commitments in the 2006-07 Budget are an additional $72 million over the
forward estimates for science and innovation initiatives, and a further $18 million for
biodiversity conservation and protection, including management of native vegetation
clearing.

The following chart shows general government expenses by spending area for 2006-07.
The priority areas of health, education and training, and public order and safety are
estimated to account for around 61% of total expenses.

2

4

A Duty of Careto Children and Young People in Western Australia, Gwenn Murray, December 2005.
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2006-07 EXPENSES
General Government
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Other
11%

Public Order and
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Fishing
3% Transport and
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10%
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Training Culture

26% Social Security 3%
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TOTAL EXPENSES = $15,234 MILLION

Note: Components may not add to 100% due to rounding.

Figure 1

Capital Works Program

The Western Australian economy is experiencing strong economic growth, due to the
confluence of a range of favourable factors, including a strong international economy,
record commodity demand (and prices), a sustained upswing in the domestic housing
cycle, buoyant consumer confidence and spending, and positive business sentiment.
Growth is broadly based, and the State has now enjoyed several years of strong growth,
with the Western Australian economy growing by an average annual rate of 5.5% over the
four years to 2004-05 (compared to national average annual growth of 3.3% for the same

period)®.

The public sector is an important contributor to this growth, with economic and social
infrastructure development, provided through the Capital Works Program, helping to
expand the State’'s capacity for growth and ensure that future generations will benefit

from the provision of quality services.

% See Chapter 5 for further details on the economic outlook for Western Australia.
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The 2006-07 Capital Works Program is estimated at $5.2 billion (and a total of
$18.1 billion over the four years to 2009-10) — the largest program on record — and
provides for investment in major infrastructure such as:

$633 million on the State's electricity infrastructure with a focus on the long-term
provision of electricity generation, transmission and distribution. Specific projects
include: enhancements to the transmission network to cater for private sector power
generators such as Alinta's Wagerup units; provision of sustainable energy
infrastructure for Coral Bay and Hopetoun; safety initiatives including fire risk issues
in the Esperance District; increased distribution capacity for customers; and
continuing the underground power project;

$620 million on water, wastewater and drainage services to ensure a sustainable, high
quality water supply for the State. The program provides for the completion of the
Perth Seawater Desdlination Plant; investigation into aternative water sources for
Perth and country areas; construction of wastewater schemes at Alkimos and East
Rockingham; and continued ongoing programs such as the Infill Sewerage program
(including accelerated works from 2006-07), wastewater treatment schemes, and
water distribution infrastructure;

$475 million on road construction and maintenance, including major projects to
continue construction of the Karratha-Tom Price Link Road, commence construction
of the New Perth-Bunbury Highway, the extension of the Mitchell Freeway to Burns
Beach Road, and the reconstruction of the Eyre Highway between Caiguna and
Balladonia. This program is in addition to roadworks associated with the New
MetroRail project (see below);

$391 million for the planned completion of the New MetroRail project, including the
Southern Suburbs Railway, underground works in the Perth central business district,
and bridge and roadworks along the Kwinana Freeway, and the acquisition of new rail
cars,

$313 million on public schools and TAFE college infrastructure, including works on
19 primary schools, 21 high schools and five District High Schools; completion of the
Australian Centre for Energy and Process training facility for Challenger TAFE at
Henderson; and redevelopments at Central TAFE;

$278 million for health service infrastructure, an increase of $133 million (or 92%)
over 2005-06. This investment continues the implementation of the Health Reform
Committee recommendations with a number of projects entering the construction
phase, aong with other heath sector priorities. Planning and construction of a
number of new and redeveloped health facilities continues, including the Central
Tertiary Hospital, New Swan Heath Campus, Southern Tertiary Hospital,
Rockingham Kwinana District Hospital, Joondalup Health Campus, Hedland
Regional Resource Centre and Broome Regional Resource Centre. In addition, the
program provides for Mental Health Strategy initiatives, equipment for the State
Cancer Centre, and equipment replacement and information technology infrastructure
across the health sector;
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e $234 million on law and order-related projects, such as:

- the new Perth Watch House/Perth Police Centre/Crime Headquarters, counter
terrorism equipment, continued construction on various new and replacement
police complexes and stations (primarily in regiona areas), and continued
investment in state-of-the-art information technology and communication
infrastructure;

- new works including urgent remedial work to improve security to Broome
Regional Prison, new security and fencing for Eastern Goldfields Prison,
continued redevelopment work on Bandyup prison facilities, additions and
upgrades to Bunbury Regional Prison, and accommodation expansion at
Wooroloo Prison; and

- an upgrade to the Kalgoorlie Court and further progress on the Central Business
District Courts construction and Central Law Courts refurbishment; and

e $88 million on port facilities, including upgrade of berthing facilities at Geraldton to
accommodate iron ore exports, and upgrades to berths at North Quay and the
Waterfront project on the western end of Victoria Quay at Fremantle.

Economic Outlook

Growth in Western Australia s economy is estimated to be 4.75% in 2005-06. Growth
will be driven by a strong domestic economy, with household consumption and business
investment the main contributors to economic growth, and dwelling investment and the
public sector also making positive contributions. However, net trade (exports less
imports) is forecast to detract from growth in 2005-06, as strong imports growth more
than offsets a moderate increase in the volume of exports (despite exports growing
strongly in value terms due to commaodity price rises).

In 2006-07, gross State product (GSP) growth is forecast to strengthen to 5.25%, as net
trade takes the lead as the magjor driver of economic growth. Exports are forecast to grow
by 10.0% in 2006-07, as additional capacity resulting from the strong resource sector
investment of recent years begins to generate increased production and exports. Domestic
economic activity is expected to ease, with growth in household consumption
expenditure, business investment and dwelling investment all slowing. However, thisis
more a reflection of the current record high levels of activity that have been reached
through the strong growth in recent years than a downturn in underlying conditions.

In 2007-08, the State’s domestic economic growth is forecast to moderate to 2.75%,
somewhat below its longer-term trend, because of a minor dip in dwelling investment and
weaker growth in business investment (both from very high levels). However, net tradeis
expected to partly offset this weaker growth in domestic demand, with export growth of
8.0%. As a result, the Western Australian economy is forecast to grow by 3.75% in
2007-08.
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Conditions in the State's labour market are forecast to remain tight, reflecting the
expected strength of the economy over the next couple of years. Employment is forecast
to grow by 2.0% in 2006-07 (following growth of 4.5% expected in 2005-06), but this
relatively slow growth reflects labour supply constraints rather than weak demand for
workers. The unemployment rate is forecast to maintain a 29-year low of 4.25% over
2005-06 and through 2006-07. In 2007-08, labour market conditions are expected to
remain relatively tight, with employment growth forecast to pick up dightly (to 2.25%),
but with the unemployment rate also forecast to rise marginaly (to 4.75%). Both these
movements reflect a small increase in labour supply.

Wages are forecast to increase by 4.5% in 2005-06 and 4.25% in 2006-07, largely as a
result of tight labour market conditions. Wages growth is expected to ease to 3.5% in
2007-08, as the supply of labour increases, and economic growth eases.

Table 2
MAJOR ECONOMIC AGGREGATES

Western Australia

2004-05  2005-06 2006-07 2007-08  2008-09 2009-10

Actual  Estimated Budget Forward Forward Forward
Actual  Estimate Estimate Estimate® Estimate®
% % % % % %
Gross State Product Growth @ 2.7 4.75 5.25 3.75 45 45
State Final Demand Growth @ 5.8 6.75 4.0 2.75 4.0 4.0
Employment Growth 4.2 4.5 2.0 2.25 2.25 2.25
Unemployment Rate 4.7 4.25 4.25 4.75 4.75 4.75
Wages Growth® 43 45 4.25 35 3.25 3.25
Consumer Price Index Growth 3.2 4.0 3.0 2.5 2.5 2.5
GSP Implicit Price Deflator Growth © 6.4 8.0 25 25 2.0 2.0

Forecast notes:

(a) Gross State Product (GSP) and State Final Demand (SFD) growth in real (chain volume) terms (and so abstract from price
effects).

(b) Wages growth refers to the wage price index.

(c) GSP Implicit Price Deflator forecasts include a technical assumption that import and export prices do not change.

(d) Beyond 2007-08, forward estimates are not forecasts, but projections based on long term changes.

Other notes: Currency exchange rates and interest rates assumed to be constant over forecast period, and ABS mid-series
population projections are used as a basis for estimating population growth. The Reserve Bank of Australia’s decision to raise
the official interest rate by 25 basis points (from 5.5% to 5.75%) on 3 May 2006 was made after the economic forecasts for the
2006-07 Budget were finalised. However, the rate rise is not expected to materially affect the forecasts (a prior assumption was
that the Reserve Bank held a tightening bias).




CHAPTER 2

Fiscal Strategy and Financial
Projections

Overview

The financial outlook for Western Australia remains buoyant. A general government
sector operating surplus of $1,275 million is forecast for 2006-07 (the highest surplus ever
budgeted for Western Australia), continuing the unbroken sequence of operating surpluses
recorded during the Government’ sfirst five yearsin office.

The magnitude of the surplus, following the estimated $1,981 million surplus for the
current financial year (the highest ever recorded), reflects the current boom conditions in
the Western Australian economy.

Surpluses are also in prospect across the remaining forward estimate years, athough these
are forecast to decline to around $450 million by 2009-10. This reflects an expectation
that growth in commodity prices and the economy will moderate dlightly over the next
two years. It aso reflects the impact of the Commonwealth Grants Commission process
in the outyears, with GST grants to Western Australia forecast to increase by just 1.3%
per annum on average between 2005-06 and 2009-10, significantly less than real per
capita growth. This reflects forecast adjustments to Western Australia’ s GST share as a
lagged impact of the current buoyant conditions.

In framing this budget, the Government based its decisions on the budgetary capacity
expected to be available over the medium to longer term, rather than the
temporary/cyclical nature of the current revenue position.

Nonetheless, this budget delivers:

e significant tax relief worth around $765 million over four years (building on the tax
relief program begun in the 2004-05 Budget);

e new expense initiatives worth around $950 million across the forward estimates; and



2006-07 Economic and Fiscal Outlook

e dignificant levels of investment in major economic and socia infrastructure projects,
with the projected surpluses providing a key funding source for a Capital Works
Program worth a record $5.2 billion in 2006-07, and $18.1 billion over the forward
estimates.

This strategy of delivering and budgeting for operating surpluses ensures that public
sector net debt remains at affordable levels, and that the State’'s favourable financia
outlook can be sustained over the longer term. In particular, it ensures the State’'s
finances will remain sound when more typical revenue growth returns. This is reflected
in the net debt to revenue ratio for the total non-financial public sector, which is forecast
to remain comfortably below the Government’ s target limit of 47% in each of the forward
estimate years, reaching a projected maximum of just 39.8% by 2009-10.

The remainder of this chapter outlines the Government’s financial targets, discusses the
financial projections underlying the 2006-07 Budget and summarises risks to the
projections.

Fiscal Strategy

The Government is committed to investing in essential infrastructure and delivering
quality services, within the bounds of sound financial management outcomes. The
Government’ s financial targets are set to achieve these outcomes.

Financial Targets

10

The Government’ s financia targets remain unchanged from those included in the 2005-06
Budget. Specifically, the targets are to:

e maintain or increase the real net worth of the total public sector;
e achieve an operating surplus for the general government sector;

e retain Western Australia s triple-A credit rating, represented by the following specific
targets:

- maintain the net debt to revenue ratio for the total non-financial public sector at or
below 47%; and

- ensure that real per capita own purpose expenses for the general government
sector do not increase; and

e maintain Western Australia’ s tax competitiveness, as measured by maintaining tax
revenue as a share of gross State product (GSP) below the average of other States.

These targets assist the Government in managing the competing demands for services and
publicly funded infrastructure, while ensuring that the State' s finances retain a sustainable
outlook. Details of the individual targets, reflecting the 2006-07 Budget projections, are
outlined below.
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Net Worth: Maintain Or Increase Real Net Worth Of The Total Public
Sector

Thistarget is expected to be met in each year of the forward estimates.

Net worth provides an overall picture of the public sector’s financial position. It consists
of total assets (financial and non-financial) less total liabilities. Positive net worth
indicates that the public sector has more assets under its control than the liabilities it must
satisfy in the future. The Government’s net worth target measures the public sector’s
value in real terms, incorporating expected changes in the time value of money from one
year to the next (i.e. adjusting for inflation over time).

The projected increase over the forward estimate years reflects expectations of consistent
operating surpluses across all sectors of government, and steadily rising land and fixed
asset holdings.

Figure 1
NET WORTH AT 30 JUNE

Total Public Sector
$ Billion (2006-07 Dollars)
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Operating Balance: Achieve An Operating Surplus For The General
Government Sector

Thistarget is expected to be met in each year of the projections.

The net operating balance is the excess of operating (or day-to-day) revenue over
operating expenses, and is the key bottom line measure in Western Australia's
whole-of-government financial publications.

The operating balance is a good measure of the sustainability of public sector operations
over time. It includes non-cash costs such as accruing superannuation entitlements and
the consumption of capital (i.e. depreciation). Essentially, all the day-to-day operating
costs incurred in the provision of general government services are counted in this
measure.

Reflecting the revenue impact of the current boom in the State’s economy, the genera
government sector is expected to achieve a record operating surplus of $1,981 million in
2005-06. Operating surpluses are projected to ease across the outyears, with economic
conditions (and revenue growth) forecast to stabilise at more normal levels. In addition,
the impact of higher revenue outcomes in recent years is reflected in alagged reduction to
forecast GST grantsin the outyears (as a result of the Commonwealth Grants Commission
process). Thiswill cost the State an estimated $668 million in lost GST revenue in annual
terms by 2009-10 (compared to if Western Australia' s 2006-07 share of national GST
collections was maintained across the forward estimates period).

Figure 2
NET OPERATING BALANCE

General Government Sector
$ Million
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Maintain Net Debt To Revenue For The Total Non-Financial Public Sector
At Or Below 47%

Thistarget is expected to be met in each of the forward estimate years.

Thisisthe Government’s key measure of net debt growth and its sustainability in terms of
the public sector balance sheet. Together with real per capita own purpose expenses
(discussed overleaf), it gives effect to the Government’s objective of maintaining the
State’ striple-A credit rating.

As indicated in the following chart, net debt as a share of revenue is forecast to remain
well below the 47% target for the budget year and the forward estimate years, with the
ratio reaching an estimated maximum of 39.8% in 2009-10.

Figure 3
NET DEBT AS A SHARE OF REVENUE
Total Non-Financial Public Sector

50 Percent
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The increase in the ratio over the projection period reflects the financing needs of the
State’'s massive Capital Works Program, estimated to total $18.1 billion over the four
years to 2009-10. The Capita Works Program includes a range of significant new
projects announced in this budget, as well as ongoing works such as the $1.6 billion New
MetroRail project, the $500 million New Perth-Bunbury Highway development, and the
$387 million Perth Seawater Desalination Plant.

Importantly, the operating surpluses projected over the forward estimates period reduce
the extent to which net debt is required to fund infrastructure spending, by providing an
aternative funding source to new borrowings. This is clearly demonstrated in the
Government’s decision in this budget to inject surplus funds into the New MetroRail
project, leaving this significant asset debt-free on completion.

13
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Ensure That Real Per Capita Own-Purpose Expenses For The General
Government Sector Do Not I ncrease

Reflecting significant spending commitments in 2005-06 and 2006-07, this target is not
expected to be met in those two years. However, the target is projected to be met in each
of the remaining years to 2009-10.

This target alows for an increase in expenses up to the combined growth in population
and inflation'. The general government sector is the focus of the target as the
Government exercises more direct control over expensesin this sector.

A range of spending initiatives have been accommodated in 2005-06 and 2006-07 since
the time of the last budget in response to demands generated from a continuing strong
State economy. These include significant wage outcomes and spending on a number of
key initiatives such as those to address the current skills shortage, counter-terrorism and
emergency response capability, costs associated with the installation of seatbelts on the
Government’s school bus fleet, the response to the recommendations of the Mahoney
Inquiry, biodiversity, water reform and mental health initiatives. Adding to expense
growth in 2005-06 and 2006-07 was a delay of some spending from 2004-05, and a bring
forward to 2006-07 (from 2007-08) of the $88 million debt write-off following
commitment by the owners to expand the Dampier to Bunbury Natural Gas Pipeline.

Figure 4
REAL PER CAPITA OWN-PURPOSE EXPENSES

General Government Sector
2006-07 Dollars
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Inflation is measured by growth in the public final consumption expenditure deflator, a measure of growth in the price of
delivering public services.
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Notwithstanding the target breaches projected in 2005-06 and 2006-07, the Government
remains committed to sustainable growth in spending, with the public sector’s capacity to
afford these higher rates of growth accommodated by the stronger revenue outlook and
surplus outcomes evident in the projections for these two years.

When considered together with the net debt to revenue ratio projections, the State's
triple-A credit rating assessment is expected to be maintained, reflecting the overall
strength of the public sector’ s financia position and the State’s economic prosperity more
broadly.

15
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Tax Competitiveness: Maintain Western Australia’s Tax Competitiveness,
AsMeasured by Maintaining Tax Revenue As A Share of Gross State
Product Below Other States Average

Thistarget is expected to be met in each year of the estimates.

Maintaining a competitive tax environment is a priority for the Government. Reflecting
this, over the past two years the Government has announced four tranches of tax relief.

As indicated in the following chart, Western Australia is expected to retain a competitive
tax environment relative to other States, with tax revenue as a share of GSP expected to
remain below the average of other States across the forward estimates period. The State’s
competitiveness is expected to be further strengthened across the forward estimates as tax
relief measures come into full effect.

Figure 5
TAX COMPETITIVENESS

General Government Taxation Revenue as a Share of GSP @
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(a) Estimates for other jurisdictions are based on the most recent published estimates available at the time these Budget
Papers were finalised.
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Summary of Financial Projections

General Government Sector
Summary

General government sector operating surpluses are forecast for 2006-07 and each year of
the forward estimates period to 2009-10.

A surplus of $1,275 million is projected for 2006-07, while across the outyears, surpluses
are expected to moderate to around $450 million by 2009-10. A record $1,981 million
operating surplus is expected in 2005-06, up from the estimate of $1,302 million
contained in the 2005-06 mid-year review. This largely reflects the impact on State
revenue of strong commodity prices (especially oil) and continued strength of the Western
Australian property market and general economic conditions.

The following chart puts the budget projections in context, showing general government
sector operating balances since 1993-94 (the first year data are available on a consistent
accrual government finance statistics basis). The chart illustrates the financial impact of
the boom conditions currently being experienced in the State.

Figure 6
NET OPERATING BALANCE
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However, it is unlikely that factors underpinning the recent strength of the economy will
continue unabated. Accordingly, the outyear projections for the surplus show an easing
toward an ‘underlying’ surplus position in the medium term. The outyear projections also
incorporate the tax relief package announced by the Government on 21 March 2006 and
further changes to the land tax scale announced as part of this budget (see detail below),
which has an estimated total cost to the general government operating balance of
$117 million in 2006-07, rising to an annual cost of $257 million by 2009-10.

Net worth of the general government sector (that is, the overall value of public sector
assets after accounting for al liabilities) is forecast to increase by $2.5 billion in 2006-07,
and by an average $2.1hbillion per annum thereafter to stand at $62.1 billion at
30 June 2010. The increasing value of the public sector reflects operating surpluses
across all sectors of government and the enduring value of the State’s significant fixed
asset holdings.

The general government sector is forecast to be free of net debt across the entire forward
estimates period. This favourable outcome reflects a forecast general government cash
surplus for 2006-07, the fifth such result in arow. Queensland and Tasmania are the only
other two States to record such outcomes?’.

The following table provides summary financial information for the general government
sector.

Table 1
GENERAL GOVERNMENT

Summary Financial Statements

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
Estimated =~ Budget Forward Forward Forward

Actual Actual Estimate  Estimate  Estimate  Estimate
$m $m $m $m $m $m

OPERATING STATEMENT
Revenue 14,222 16,123 16,510 16,414 16,575 16,994
Expenses 13,030 14,141 15,234 15,526 16,004 16,547
Net Operating Balance 1,192 1,981 1,275 889 571 447
Net Lending 899 1,394 515 -164 -186 56
BALANCE SHEET
Assets 60,117 63,513 66,221 69,102 71,649 73,482
Liabilities 9,926 10,168 10,329 10,715 11,003 11,368
Net Worth 50,192 53,345 55,892 58,386 60,646 62,115
STATEMENT OF CASH FLOWS
Change in net cash held 180 599 -608 -83 -55 370
Cash Surplus 859 1,463 862 9 -99 179
Memorandum ltem: Net Debt -997 -1,877 -1,017 =724 -517 -596

Note: Columns may not add due to rounding.

2
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Based on the most recent published estimates at the time these Budget Papers were finalised.
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Operating Statement

A general government operating surplus of $1,275 million is forecast for 2006-07,
following an estimated record $1,981 million surplus for 2005-06.

The estimated surplus for 2005-06 is $680 million higher than the estimate published in
the 2005-06 mid-year review, reflecting a substantial $765 million upward revision to
revenue, partly offset by an $86 million rise in expenses.

The magjor factors accounting for the stronger 2005-06 revenue outlook include:

upward revisions to stamp duty on property conveyances ($353 million) and motor
vehicles ($25 million), and payroll tax ($25 million), underpinned by stronger than
previousy forecast property market activity, consumer spending in general, and
employment and wages growth during the year;

higher mining revenue (up $110 million, including North West Shelf petroleum
royalties and lease rentals), reflecting the net impact of:

- higher average ail prices through the year (up from an estimated $US55 in the
mid-year review, to an estimated $US65.5 per barrel for the remainder of
2005-06) and higher than expected LNG prices,

- higher than anticipated prices for many commodities including gold; and

- aoneoff increase in lease rentals, reflecting a large number of mining lease
applications (and associated payments of rent in advance) received prior to the
February 2006 commencement of the Mining Amendment Act 2006;

higher specific purpose payments from the Commonwealth and agency sales of goods
and services (up acombined $108 million), both matched by offsetting expenses;

an increase in revenue from public corporations ($63 million), with higher dividend
and tax equivalent revenue from Western Power (and its successor entities operating
since 1 April 2006) arising from better than expected profit for the year; and

an increase in investment income ($50 million), due to higher than expected cash
bal ances as aresult of the upward surplus revisions.

The $86 million increase in expenses in 2005-06 since the mid-year review is largely
driven by parameter changes across the sector (totalling $62 million), which are backed
mainly by rises in agency own-source revenue and Commonwealth tied grants (as noted
above). Around $23 million in policy decisions impacting 2005-06 have also been taken
by the Government since the mid-year review, including:

the splitting of the former Department of Justice into the Departments of the Attorney
General and Corrective Services, and the commencement of initiatives in response to
the Mahoney Inquiry ($4.8 million);

19
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e introduction of a Renewable Energy Production subsidy scheme ($3.0 million) to
assist renewable energy generators over the period that the Government’s electricity

reforms are being implemented and the benefits realised;

e an ‘Attraction and Retention’ benefit, payable to specialist staff within the
engineering and science fields, to enable the attraction and retention of suitably
qualified and experienced personnel across the sector ($2.6 million); and

e arange of small approvals across the general government sector (see Chapter 3 for

details of agency spending initiatives).

Table 2
GENERAL GOVERNMENT
Operating Statement
2004-05  2005-06 2006-07 2007-08  2008-09  2009-10
Estimated = Budget Forward Forward Forward
Actual Actual Estimate  Estimate  Estimate  Estimate
$m $m $m $m $m $m
REVENUE
Taxation 4,314 5,100 5,082 5,035 5,192 5,491
Current grants and subsidies 6,468 6,894 7,163 7,233 7,179 7,300
Capital grants 347 406 402 399 425 317
Sales of goods and services 982 1,027 1,046 1,069 1,095 1,123
Interest income 142 195 151 134 131 130
Revenue from public corporations
Dividends 468 536 456 470 496 509
Tax equivalent payments 292 296 294 298 330 331
Royalty income 841 1,276 1,504 1,303 1,280 1,313
Other 368 394 410 472 447 480
Total 14,222 16,123 16,510 16,414 16,575 16,994
EXPENSES
Gross operating expenses
Salaries 5,253 5,559 5,904 6,168 6,444 6,734
Depreciation and amortisation 607 594 637 676 707 729
Superannuation 519 546 580 604 630 657
Services and contracts 1,263 1,545 1,753 1,765 1,805 1,845
Other 1,730 1,865 1,873 1,907 2,013 2,087
Nominal superannuation interest 294 304 306 307 306 304
Other interest 155 151 132 130 134 127
Current transfers 2,728 3,080 3,466 3,544 3,555 3,667
Capital transfers 482 497 583 426 410 397
Total 13,030 14,141 15,234 15,526 16,004 16,547
NET OPERATING BALANCE 1,192 1,981 1,275 889 571 447

Note: Columns may not add due to rounding.

The following table outlines variations in general government revenue and expenses since
the 2005-06 mid-year review was released on 21 December 2005. The impact of policy
decisions by the Government is shown separately to the impact of parameter changes over

the same period®.

3

consequential interest and depreciation impacts, etc.
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Parameter changes are those changes that arise due to changes in the economic environment, the timing of transactions,
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Table 3

SUMMARY OF GENERAL GOVERNMENT REVENUE AND EXPENSE
VARIATIONS SINCE THE 2005-06 MID-YEAR REVIEW

2005-06  2006-07 2007-08 2008-09 2009-10

$m $m $m $m $m
2005-06 MID-YEAR REVIEW — NET OPERATING
BALANCE 1,302 731 678 646 -
Revenue
Policy Decisions
Taxation relief (net of measures) - -117.4 -152.7 -237.8 -257.2
- Abolition of mortgage duty - -73.0 -82.8 -161.9 -175.1
- Abolition of rental duty - -15.2 -38.0 -41.0 -44.0
- Land tax scales and exemptions - -39.2 -41.9 -44.9 -48.1
- Compliance measures (aggregation of land holdings) - 10.0 10.0 10.0 10.0
Urban water pricing changes - 8.0 14.8 15.5 8.5
Road traffic penalties - 23.0 325 31.0 31.0
All other revenue® - 0.4 0.3 0.4 0.4
Total Policy - -86.0 -105.1 -190.9 -217.4
Parameter
Taxation: 430.6 649.3 431.7 422.4
Comprising:
- Payroll tax 25.0 47.6 58.0 715
- Land tax - 29.2 31.9 34.9
- Conveyance duty 353.0 492.9 277.8 248.7
- Mortgage duty 15.1 36.2 23.1 15.3
- Motor vehicle taxes 25.0 325 36.5 455
- All other taxes 12.6 11.0 4.3 6.5
Commonwealth grants:
- North West Shelf royalties 55.5 199.0 213.0 192.5
- GST revenue grants -37.7 16.4 -108.6 -250.6
- National Competition Policy grants 313 - - -
- All other Commonwealth grants 78.7 140.6 111.7 96.8
Mining royalties/lease rentals 54.5 155.0 87.5 70.5
Interest income 49.5 -3.0 -14.7 -38.1
Agency sales of goods and services 29.3 29.7 30.4 31.2
Revenue from public corporations 62.6 26.3 47.1 119.7
Capital User Charge for Public Transport Authority - 53.4 98.6 96.3
Other 11.0 0.5 15.3 16.1
Total Parameter 765.4 1,267.3 911.9 756.8
TOTAL REVENUE 765.4 1,181.3 806.8 565.8
Expenses
Policy Decisions © 23.4 219.3 2462 2251  238.8
Parameter
New MetroRail project interest subsidy - -50.0 -75.4 -76.1
On-passing of SPPs ® 46.8 107.3 109.9 112.3
Capital User Charge for Public Transport Authority - 53.4 98.6 96.3
Salaries (excluding policy decisions) 35.8 156.5 212.9 258.8
Superannuation (excluding policy decisions) 4.4 21.3 275 329
Grants and subsidies to public corporations 24.7 61.0 56.8 60.6
Other grants and subsidies 20.4 60.1 33.2 44.7
Other -69.8 85  -1133 -113.3
Total Parameter 62.3 418.0 350.1 416.2
TOTAL EXPENSES 85.8 637.3 596.3 641.3
TOTAL VARIANCE 679.6 544.0 210.5 -75.5
2006-07 BUDGET — NET OPERATING BALANCE 1,981 1,275 889 571 447

(@) Includes new fees in relation to National Criminal History Records Checking for Commercial Entities.

(b) Estimates of Commonwealth grants for specific purposes vary from year to year, reflecting changes in parameters, changes
in Commonwealth policy, etc. Additional revenue is generally matched by broadly equivalent expenses, including any
additional resources required by matching arrangements.

(c) Excludes the public debt net interest effect of policy measures. An agency breakdown is provided in Table 4.

Note: Columns may not add due to rounding.
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Genera government expense decisions by agency since the 2005-06 mid-year review are
summarised in Table4. It should be noted that agency figures in this table may differ
from those contained in Chapter 3: Financial Projections- Expenditure, as figures
contained in the following table reflect movements in agency expenses on a net
government finance statistics basis, and as such, any transfers between genera
government agencies are excluded as they are eliminated on consolidation.

Table 4
SUMMARY OF EXPENSE POLICY DECISIONS BY AGENCY SINCE THE
2005-06 MID-YEAR REVIEW

2005-06 ~ 2006-07 2007-08 2008-09 2009-10

$m $m $m $m $m
Agriculture and Food - 7.2 10.9 1.4 1.4
Attorney General 2.0 11.9 12.6 13.5 14.1
Auditor General 0.6 0.4 0.4 0.4 0.4
Botanic Gardens and Parks Authority - 0.8 0.8 0.5 0.5
Community Development - 24.0 28.8 35.6 40.8
Conservation and Land Management - 8.4 45 0.8 0.8
Consumer and Employment Protection 4.1 1.8 0.8 -0.1 3.0
Corrective Services 3.3 22.2 25.1 25.1 26.5
Culture and the Arts 0.1 25 25 0.1 -
Director of Public Prosecutions - 0.5 0.5 0.5 0.5
Disability Services Commission - 6.3 6.7 20.8 35.6
Education and Training 1.6 3.3 0.6 0.6 0.6
Energy 3.0 4.5 1.0 6.0 -
Environment 0.1 4.8 5.1 0.8 0.8
Fire and Emergency Services Authority - 0.9 - - -
Gascoyne Development Commission 0.1 0.2 0.2 0.2 0.2
Health 1.0 36.8 51.8 46.0 455
Housing and Works - 8.4 134 10.9 8.4
Indigenous Affairs - 0.5 - - -
Industry and Resources 0.9 259 274 21.3 213
Inspector of Custodial Services 0.1 0.1 0.1 0.1 0.1
Legal Aid Commission 1.0 24 25 25 2.6
Legislative Council - 0.2 - 0.2 -
Local Government and Regional Development - 25 3.3 0.7 0.7
Main Roads 0.1 0.7 0.5 0.6 0.6
Mid-West Development Commission 1.5 - - - -
Parliamentary Commissioner for Administrative
Investigations - 0.2 0.2 0.2 0.2
Pilbara Development Commission 0.4 - - - -
Planning and Infrastructure 0.2 2.5 1.9 1.9 1.9
Police Service - 6.7 5.2 55 4.3
Premier and Cabinet 0.4 7.3 9.7 8.9 8.7
Public Sector Standards Commissioner - 0.2 0.2 0.2 0.2
Small Business Development Commission - 0.4 0.4 - -
Sport and Recreation - 2.9 2.9 2.4 2.4
Swan River Trust - 1.0 1.9 1.6 1.4
Tourism Commission - 5.7 5.5 0.2 0.2
Treasury and Finance @ 15 6.1 6.9 5.1 5.3
Water and Rivers Commission 15 9.0 11.7 104 9.7
TOTAL 234 219.3 246.2 225.1 238.8

(a) Includes the operations of the Consolidated Fund, such as subsidies for public corporations.
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Movements in revenue and expenses for the years 2006-07 to 2009-10 are summarised
below. Detailed analysisis provided in Chapters 3 and 4.

Revenue

Total operating revenue for the general government sector is estimated to be $16.5 billion
in 2006-07, an increase of $387 million (or 2.4%) on the estimated outturn for 2005-06.
This fairly moderate rate of growth follows extremely strong growth in revenue in
2004-05 and 2005-06. Over these two years, general government revenue is estimated to
have grown by 26.4%, reflecting the current boom conditions in the Western Australian
economy.

Current grants from the Commonwealth (up an estimated $224 million, or 3.6%) and total
mining revenue’ (up an estimated $252 million, or 12.5%) are the main contributors to the
increase in total revenue in 2006-07. The growth in current grants largely reflects the
forecast increase in Commonwealth collections of GST revenue nationaly. Growth in
mining revenue is mainly due to:

o aforecast 10% increasein iron ore prices for Japanese Fiscal Y ear 2006-07;
e ahigher forecast average oil price over the year relative to 2005-06; and

o alower assumed average exchange rate of US73 cents over the year, compared with
an estimated average exchange rate of US74 cents for 2005-06.

Taxation revenue is expected to decrease by around $18 million (or 0.3%) in 2006-07.
This reflects the impact of tax relief contained in this budget (including mortgage duty,
rental business duty and land tax relief), as well as the impact of a very large one-off
conveyance duty assessment in 2005-06. Strong economic growth associated with the
commodities boom and continued property price growth (abeit at a ower rate than in
2005-06) are expected to support underlying growth in taxation revenue of around 5.5%
in 2006-07°.

Total operating revenue is expected to increase by an average of 1.0% per annum over the
outyears following growth of 2.4% in 2006-07. This modest rate of growth reflects
anticipated declines in most commodity prices (including iron ore prices), slower forecast
growth (off avery high base) in property market activity, and the lagged impact of recent
growth in property taxes and mining royalties on Western Australia’'s share of GST
revenue.

By 2009-10, the Commonwealth Grants Commission process is expected to result in
Western Australia' s GST revenue grant share being $668 million less than it would be if
the State's 2006-07 share was maintained. This reflects the lagged Grants Commission
impact of the recent high growth in the State’'s property market related revenue and
petroleum and iron ore royalties.

4 Includes territorial mining royalites, North West Shelf petroleum royalties (which are classified as a Commonwealth grant

reflecting the Commonwealth’ s constitutional responsibility for off-shore areas) and lease rentals.

®  Thatis, growth abstracting from the impact of very large one-off revenue assessments and the effects of policy changes.
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Table 5
IMPACT OF PROJECTED COMMONWEALTH GRANTS COMMISSION
RELATIVITIES

2006-07 2007-08 2008-09 2009-10

Budget Forward Forward Forward

Estimate  Estimate  Estimate  Estimate
$m $m $m $m

Impact on General Government Operating Revenue - -234 -499 -668

Note: This table measures the forecast annual loss in Western Australia’s GST revenue as a result of the Commonwealth Grants
Commission’s ‘equalisation’ process. The basis of comparison is Western Australia’s 2006-07 GST share (or ‘relativity’). For
example, if Western Australia’s 2006-07 relativity continued unchanged through to 2009-10, it is estimated that the State’s GST
revenue would be $668 million higher than currently forecast.

Tota operating revenue is expected to decline by 0.6% in 2007-08. Lower conveyance
duty collections are expected to be the major contributor to this decline in revenue. The
decline in conveyance duty is predicated on a slowdown in property market activity that is
characterised by steady house prices and alower volume of property transfers.

Reasons for expecting the softening of property market conditions include:

¢ reduced impetus from the mining sector as commodity prices begin easing;

e greater balance in the supply and demand for housing; and

e an anticipated upward bias in interest rate movements and the associated expectations
for housing affordability (also impacted by the very strong price increases of recent

years)®.

Lower iron ore prices are also expected to apply in 2007-08, as the impact of increasesin
global supply arefelt in contract prices for that year.

Operating revenue is expected to return to positive growth in 2008-09 and 2009-10.

6
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While the Reserve Bank of Australia's decision to raise the target cash rate by 25 basis points on 3 May 2006 was made after the
economic forecasts and financia projections were finalised, the interest rate increase reinforces the assessment of the property
market outlook underpinning the outlook.
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Figure 7
OPERATING REVENUE

General Government

$ Billion
181 Forecast
W Taxation
16
0O Commonwealth Grants
14 OMining Revenue
@ Other
12 A

10 A

1993-94 1995-96 1997-98 1999-00 2001-02 2003-04 2005-06 2007-08 2009-10

Detailed information on the revenue estimates, including tax relief measures announced
on 21March2006 and in this budget, is contained in Chapter 4: Financial
Projections - Revenue.

Expenses

Genera government expenses are forecast to be $15.2 billion in 2006-07. This represents
arise of $1,093 million (or 7.7%) on the expected outturn for 2005-06.

Across the four year projection period, expenses are forecast to grow by an average
4.0% per annum. This rate of growth is consistent with the Government’'s expense
growth financial target.

Meeting the needs of the State's strong economy, a total of around $950 million worth of
new policy initiatives have been added to general government expenses across the
forward estimates since the mid-year review (see Tables 3 and 4).

Salaries are the largest component of general government expenses, accounting for nearly
40% of total expenses. In 2006-07, salaries expenditure is forecast to rise by $344 million
(or 6.2%), reflecting:

e anincrease in the number of public sector employees required to deliver new service
initiatives (outlined in more detail in Chapter 3: Financial Projections - Expenditure);
and

e wage rises under enterprise bargaining agreements(EBAS), including recent
Government offers to teachers and general public servants.
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Across the three outyears, salaries are forecast to grow by around 4.5% per annum. These
rates of growth are consistent with the Government’'s general wages policy, and also
include expectations of parameter-driven increases in employee numbers.

Concurrent superannuation expenses (accruing employer contributions for current
employees) are forecast to grow broadly in line with salaries growth, reflecting the related
nature of these costs.

Nominal superannuation interest’ is expected to remain flat across the forward estimates
period, consistent with the outlook for unfunded superannuation liabilities on the balance
sheet. Over time, this expense is expected to decline as the vast majority of current
employees' superannuation is fully funded.

Figure 8
2006-07 EXPENSES BY OPERATING STATEMENT CATEGORY

General Government Sector
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TOTAL EXPENSES = $15,234 MILLION

Depreciation expenses represent the cost of ‘consuming’ fixed assets (i.e. lower asset
values as the useful life of assets gets shorter). Across the forward estimates, depreciation
expenses are forecast to steadily increase by an average 5.3% per annum. Significant
infrastructure spending is being undertaken by general government agencies such as the
Departments of Health and Education and Training, law and order related agencies, and
Main Roads (discussed below). At the same time, the impact of substantial fixed asset
revaluations at the end of 2004-05 (worth around $1.7 billion for depreciable assets such
as plant and buildings) also contribute to higher annual depreciation costs.

7 Nominal superannuation interest expenses represent the cost of carrying unfunded superannuation liabilities on the balance sheet
and are similar in concept to a debt servicing cost.
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In 2006-07, interest expenses are forecast to be $132 million, representing just 0.9% of
total expenses, the lowest proportion on record. Annual interest expenses have fallen by
over $100 million since 2000-01, when they totalled $239 million and accounted for 2.3%
of total expenses.

These trends reflect the Government’s decisions to retire large parcels of debt using
surplus cash generated in the last three financial years. Thistopic is explored later in this
chapter in the section Issues in Public Sector Finances.

Spending on ‘services and contracts and ‘other gross operating expenses’ incorporates
many of the non-labour expenses incidental to the day-to-day operations of agencies in
providing goods and services to the community. They include purchases of supplies and
consumables, advertising, accommodation, communication and equipment repairs and
maintenance.

During the 1990s, these expenses grew by a significant 8.7% per annum on average.
Since coming to office in February 2001, the Government has made a concerted effort to
reduce these costs, with average growth dropping to 3.9% between 2000-01 and the
estimated outcome for 2005-06. These trends are forecast to continue across the forward
estimates with these expenses projected to grow by an average 3.6% per annum, broadly
in line with forecast inflation and service demand (reflected in population growth).

Current transfers (largely consisting of grants and subsidies, and representing the second
largest component of general government expenses at around 23%) are forecast to total
$3,466 million in 2006-07, and rise by an average 4.5% per annum over the forecast
period. Increasesin 2006-07 are underpinned by:

e risesin community service obligations to public corporations (up around 5.0% to an
estimated $446 million), mainly due to Water Corporation subsidies for country
water, sewerage and drainage operations (due to rising costs), and higher recoups for
pensioner and senior concessions;

e an increase in Commonwealth grants on-passed ‘through’ the State to both
non-government schools (up 9.5% to $526 million) and local governments (up 3.8%
to an estimated $195 million), reflecting estimates included in the Commonwealth’s
Mid-Year Economic and Fiscal Outlook;

e the provision of grants by the heath sector (up 6.8% to around $369 million),
education and training sector (up 10.0% to $355 million), disability services
(up 13.0% to $199 million), and for science and innovation (around $68 million in
2006-07 and $167 million across the forward estimates period); and
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e anincreasein funding provided to the Public Transport Authority (PTA), up 17.4% to
$675 million, due mainly to a recent increase in the Capital User Charge applied to
the Authority (that has the effect of grossing up both revenue and expenses)®, and the
impact of recent EBA outcomes and rising oil prices on fuel costs.

The Government’s announcement as part of this budget to apply surplus Consolidated
Fund cash from 2005-06 to the New MetroRail project will leave that project debt-free.
Accordingly, areduction in the subsidy provided from central government to the PTA to
meet debt servicing costs is a'so accommodated in the estimates. This reduction in the
annual subsidy represents a saving to general government of around $75 million per
annum.

Capital transfers mainly comprise spending under the Commonwealth—State Housing
Agreement, grants for local government roads, and the First Home Owner Grant scheme.
These specific capital transfers are relatively constant across all years of the forward
estimates period. However, in 2006-07, capital transfers are estimated to spike to
$583 million, up $86 million on the estimated outturn for 2005-06, before declining to an
average of $411 million thereafter.

The sharp increase in 2006-07 reflects the financial assistance arrangements between the
Government and the purchasers of the Dampier to Bunbury Natural Gas Pipeline (sold by
Epic Energy in October 2004). Under the arrangements at the time, the Government
provided assistance in the form of a long-term loan, which would convert to a
non-repayable grant when commitments regarding expansion of the pipeline were
satisfied. These commitments, and the associated recognition of an $88 million expense,
are expected to occur in 2006-07.

Balance Sheet

Net worth of the general government sector is projected to increase from an estimated
$53.4 billion at 30 June 2006 to around $62.1 billion at 30 June 2010.

Total assets are forecast to grow to $73.5 billion by 30 June 2010, an average increase of
$2.5 billion per annum. Around $1.5 billion of the annual increase is driven by increased
holdings in land and fixed assets (e.g. roads, hospitals, schools and other buildings), as a
result of significant fixed asset spending by agencies, and the gradual increase in the value
of land holdings.
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The Capital User Charge (CUC) is a levy charged on appropriation-funded agencies based on the net value of assets used to
deliver services. As the Public Transport Authority is classified as a public non-financial corporation, the appropriation of funds
to the PTA, and the subsequent reguirement to pay the CUC to the Consolidated Fund, has the effect of grossing up general
government revenue and expenses (with no net impact on general government finances). Following the Government’s decision to
apply surplus Consolidated Fund monies from 2005-06 to the New MetroRail project, making this project debt-free, the net value
of assets on the balance sheet of the PTA has subsequently risen in the estimates, resulting in an increase in CUC payable.
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Equity holdings in public corporations such as the Water Corporation and the four new
electricity entities (Horizon Power, Verve Energy, Synergy and Western
Power (Networks)) are also expected to increase. Representing general government
ownership interests in the public corporations sector, these holdings are projected to rise
by around $1.2 billion per annum on average between 30 June 2006 and 30 June 2010,
with public corporation sector surpluses, and an equity injection of $1.3 billion to the
PTA (associated with the New MetroRail funding decision discussed above) significant
factors in this movement.

General government liabilities are projected to grow by an average $300 million per
annum across the forward estimates period, in line with movements in borrowings (a
major component of net debt, discussed later in this chapter).

Unfunded superannuation liabilities, which account for around 55% of total liabilities in
the general government sector, are forecast to total $5.6 billion at 30 June 2007. Across
the outyears, these liabilities are forecast to slowly decline, reflecting the full concurrent
funding of the West State Super scheme, the only public sector superannuation scheme
still open to new members.

Figure 9
UNFUNDED SUPERANNUATION LIABILITIES AT 30 JUNE

General Government Sector
$ Billion

Forecast
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Cash Flow Statement

Net cash flows from operating activities (i.e. day-to-day operations of agencies) are
projected to be in surplus throughout the forward estimates period, with the pattern of
cash surpluses from operations reflecting movements in the accrual net operating surplus
discussed earlier.
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Mainly reflecting the cash receipts flowing from revenue movements noted above, a cash
surplus from operations of $2.3 billion is projected in 2006-07, down from the record
$2.6 billion expected in 2005-06. Across the outyears, cash surpluses from operations are
projected to decline to a still significant $1.3 billion by 2009-10.

Purchases of non-financial assets (i.e. the acquisition of fixed assets) are forecast to rise
by $239 million to $1.6 billion in 2006-07, the fourth consecutive year that fixed asset
spending has increased, and is a direct result of significant infrastructure spending
contained in the State' s Capital Works Program (see Capital Investment discussed below).

Across the outyears, the general government sector will spend an average $1.6 billion on
fixed assets over the period to 2009-10, more than double the average $725 million per
annum spending recorded a decade ago. Reflecting spending on a number of key
projects, fixed asset spending is forecast to increase again in 2007-08 (reaching an
estimated $1.9 hillion), before easing back somewhat in the outyears as existing projects
near completion. Key projects underlying this movement include:

e new and existing hospitals (Fiona Stanley, Rockingham Kwinana, Central Tertiary,
Joondalup, Busselton, Hedland);

e new schools and TAFE facilities (Landsdale, Coolamon, Hocking, South Halls Head,
Southern River, Waikiki Gardens and Central TAFE);

e road infrastructure (Roe Highway-Great Eastern Highway interchange, Mitchell
Freeway extension to Burns Beach Road, New Perth-Bunbury Highway, Fremantle
Traffic Bridge); and

e law and order facilities (Perth Watch House/Perth Police Centre/Crime Headquarters,
Geraldton and Kalgoorlie Juvenile Remand Centres, and court upgrades at Kalgoorlie
and the Central Business District).

The combination of net cash flows from operating activities and net cash flows from
investment in non-financial assets yields the cash surplus/deficit measure. In 2006-07, a
cash surplus of $862 million is in prospect, down from an estimated record $1.5 billion
cash surplus in 2005-06.

Total Public Sector
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Summary

The total public sector is the consolidation of the general government and public
corporations sectors. Unlike the general government sector, which is predominantly
funded from central revenue such as taxes, royalties and Commonwealth grants, the
public corporations are generally market-based agencies which levy user charges to
recover costs.

Summary financial outcomes for the total public sector are shown in the table below.
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Table 6
TOTAL PUBLIC SECTOR

Summary Financial Statements

2004-05  2005-06 ~ 2006-07 2007-08  2008-09  2009-10
Estimated  Budget Forward Forward Forward

Actual Actual Estimate  Estimate  Estimate  Estimate
$m $m $m $m $m $m

OPERATING STATEMENT
Revenue 19,807 21,416 22,075 22,287 22,739 23,274
Expenses 18,117 19,348 20,636 21,254 21,976 22,718
Net Operating Balance 1,690 2,068 1,439 1,033 764 556
BALANCE SHEET
Assets 75,074 80,275 83,936 87,528 91,073 92,893
Liabilities 24,882 26,931 28,044 29,141 30,427 30,778
Net Worth 50,192 53,345 55,892 58,386 60,646 62,115
STATEMENT OF CASH FLOWS
Change in net cash held 419 513 -699 -60 29 423
Cash Surplus 32 -236 -566 -639 -622 -430
Memorandum Item: Net Debt 4,001 4,501 5,413 6,204 7,252 7,730

Note: Columns may not add due to rounding.

Operating surpluses are expected in each of the forward estimate years, building on the
surplus outcomes recorded in recent actuals. Surpluses are expected from each sector of
government, with the general government sector outcomes discussed earlier dominating
the consolidated projections.

Total public sector net worth is expected to rise over the period to 30 June 2010,
reflecting surplus outcomes and the value of fixed asset holdings across the public sector.

Total public sector net debt is forecast to rise over the medium term (reaching $7.7 billion
by 30 June 2010), driven by the impact of substantial infrastructure spending over the
forward estimates. These are low levels of debt when measured in the context of the
State's overal financial position, with the key net debt to revenue ratio ranging from an
estimated 30.0% in 2006-07 to a maximum of 39.8% in 2009-10.

Public Non-Financial Cor porations

The public non-financial corporation (PNFC) sector is expected to record an operating
surplus of $125 million in 2006-07. Surpluses between $74 million and $157 million are
projected over the remaining period to 2009-10.

Growth in goods and services revenue (user charges) and grants revenue (including
increases in Commonwealth-State Housing Agreement funding) are the significant factors
in revenue growth over the forward years. Salaries growth, the cost of day-to-day
operations (reflected in ‘other gross operating expenses’) and interest costs (associated
with borrowings for significant infrastructure works) account for the majority of expense
growth over the period.
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Net worth is expected to rise over the projection period, reflecting the impact of
accumulated surpluses, increasing land values, and the injection of surplus Consolidated
Fund cash from 2005-06 to be applied to the funding of the New MetroRail project
(leaving this major $1.6 billion public transport investment debt-free on its completion).

The PNFC cash deficit is projected to be around $1.5 billion in 2006-07, declining to a
deficit of $714 million by 2009-10. These deficits reflect the impact of substantial capital
works spending over the period (see Capital Investment section below).

Public Financial Corporations

The public financial corporations sector is expected to remain in surplus over the forward
estimates period. The Government’s decision in this budget to cut the Insurance
Commission’s Compulsory Third Party insurance rates for vehicle owners by 10% from
2006-07 will reduce the projected surpluses by around $25 million to $30 million per
annum.

Capital Investment
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In recent years, the Government has invested heavily in socia and economic
infrastructure, and this will continue in 2006-07 with a high priority on public sector
investment in hospitals, schools, water, power, public housing, roads, rail, and other
transport capital works. Such investment supports growth in the economy and provides
an investment in the future prosperity of the State, enhancing job creation and ensuring
quality service delivery.

The Government’s infrastructure plans are embodied in the Capita Works Program
described at a detailed agency and project level in Budget Paper 2: Budget Satements.
The program includes direct spending on fixed assets by the public sector, expensed
capital works (largely maintenance and grants to external parties such as loca
governments) and other items such as lending to low income home buyers through the
Keystart program.

In 2006-07, public sector spending on fixed assets is forecast to be a record $4.1 billion,
marginally higher than the estimated outturn for 2005-06 ($4.0 billion). This spending
will be funded by a mix of internally generated funds (i.e. operating surpluses and
proceeds from the turnover of secondhand assets) and new debt.
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Figure 10
CAPITAL INVESTMENT - PURCHASES OF FIXED ASSETS
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Across the forward estimates period, key infrastructure investments are planned for:

government schools and TAFE colleges ($859 million);

the health sector ($1,805 million, including new and replacement hospitals as part of
the Health Reform Committee recommendations);

law and order projects ($484 million, including the Perth Watch House/Perth Police
Centre/Crime Headquarters);

water and wastewater services ($2,357 million, including the Perth Seawater
Desdlination plant and the Alkimos Wastewater Scheme);

public transport ($1,227 million, including the completion of the New MetroRail
project and port investment);

electricity generation, transmission and distribution projects ($2,330 million,
including expansion and upgrade of the Muja Power Station, development of new
transmission infrastructure in the South-West |nterconnected System and the upgrade
of the Collie to Boddington transmission line); and

road construction and maintenance ($1,563 million).

The following table provides a breakdown of total public sector capital spending® policy
decisions made since the mid-year review.

9

Measured in terms of the purchase of fixed assets.
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Table 7
SUMMARY OF CAPITAL SPENDING POLICY DECISIONS BY AGENCY
SINCE THE 2005-06 MID-YEAR REVIEW

2005-06 ~ 2006-07 2007-08 2008-09 2009-10

$m $m $m $m $m
Agriculture and Food - 1.0 1.0 47.0 -
Attorney General - 1.5 1.0 - -
Broome Port Authority 0.5 0.2 - - -
Consumer and Employment Protection - 0.8 1.9 1.6 0.4
Corrective Services 4.9 30.7 7.8 - -
Culture and The Arts - 0.8 - - -
Curriculum Council - 0.1 0.1 0.1 0.1
Dampier Port Authority - 5.2 - 0.7 -
Education and Training - 30.0 - - -
Western Power (Networks) - 13.6 17.8 49.7 -
Fisheries - 1.8 4.2 - -
Geraldton Port Authority 10.5 24.5 - - -
Government Employees Housing Authority - 15.0 20.0 25.0 -
Health - -4.1 2.1 - -
Lotteries Commission 25 29.7 114 0.6 -
Main Roads 35 10.0 8.0 8.0 -
Midland Redevelopment Authority - 10.0 3.9 - -
Perth Market Authority 2.3 4.7 - - -
Police Service - 0.9 - 0.6 -
State Housing Commission - 1.0 6.0 35 1.0
Tourism Commission - 0.7 - - -
Water Corporation - 38.2 35.9 29.7 30.1
Western Australian Land Authority 20.0 - - - -
TOTAL 44.2 216.2 121.2 166.5 31.6

As noted above, differences between the level of spending undertaken by the public sector
for fixed asset acquisition and the overal size and compoasition of the Capital Works
Program are significant. The following table reconciles the fixed asset spending shown in
the financial statements at Appendix 1: Detailed Financial Projections, to the Capital
Works Program discussed el sewhere in the Budget Papers.
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Table 8
RECONCILING CAPITAL SPENDING AGGREGATES

Western Australia

2005-06 ~ 2006-07  2007-08  2008-09  2009-10
Estimated = Budget Forward Forward Forward

Actual Estimate  Estimate  Estimate  Estimate
$m $m $m $m $m

PURCHASES OF FIXED ASSETS
General government 1,381 1,620 1,902 1,644 1,263
Public non-financial corporations 2,602 2,439 1,756 1,715 1,806
Public financial corporations 5 4 4 2 5
TOTAL PUBLIC SECTOR @ 3,087 4,059 3,662 3,361 3,073
plus
Expensed Capital Works Program ® 173 244 194 181 152
Keystart home lending loans 780 665 572 585 613
All other © 169 235 187 215 128
less
Capital spending by agencies outside the

Capital Works Program @ 9 2 2 2 2
CAPITAL WORKS PROGRAM 5,100 5,201 4,612 4,339 3,965

@

(b)
©
(d)

Fixed asset spending for the respective sectors may not add to the total public sector due to inter-sector eliminations,
which occur on consolidation.

Includes items expensed as operating activities such as grants to local government and private sector agencies.
Includes purchase of inventories and loans to external parties by agencies other than Keystart.
Agencies such as the Burswood Park Board and statutory marketing authorities.

Note: Columns may not add due to rounding.

Continued tightening of the contracting and sub-contracting markets in the building and
construction industries has led to a substantial escalation in costs associated with the
provision of capital infrastructure. To offset the impact of these cost escalations as they
emerged, a global provision of $553 million was included across the forward estimates at
the time of the 2005-06 mid-year review. The table below details the alocation of this
provision across the affected capital works agencies.
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Table 9
PROVISIONS FOR COST ESCALATION
2005-06 2006-07 2007-08 2008-09  2009-10
Estimated Budget Forward  Forward  Forward
Actual Estimate Estimate Estimate Estimate Total
$m $m $m $m $m $m

Albany Port Authority 1.2 - - - - 1.2
Broome Port Authority 1.0 - - - - 1.0
Community Development 0.7 - - - - 0.7
Conservation and Land Management - - - 1.7 - 1.7
Country High School Hostels Authority - - 2.7 - - 2.7
Corrective Services/Attorney General 2.6 4.6 21 2.4 - 11.7
Education and Training - - 314 15.6 - 47.0
Fire and Emergency Services - 3.8 0.9 1.1 - 5.8
Main Roads 8.3 43.3 66.1 54.7 17.0 189.4
Police Service - 18.2 16.7 - - 34.9
Public Transport Authority 0.2 56.4 1.6 3.7 1.2 63.0
Rottnest Island Authority 3.9 0.2 1.9 - - 6.0
Sport and Recreation - 3.3 - - - 3.3
Western Australian Land Authority 0.8 10.2 3.1 9.7 - 23.7
Water Corporation 5.0 24.0 38.0 44.0 37.0 148.0
Residual global provision - - 13.2 - - 13.2
TOTAL 23.7 163.8 177.7 133.0 55.2 553.0

Note: Columns may not add due to rounding.

Examples of specific projects that will receive funding for cost escalation from this
provision include:

e the New MetroRail project ($49.8 million in 2006-07);

e the Mitchell Freeway Extension from Hodges Drive to Burns Beach Road
($39.8 million over the four years to 2008-09);

e theKarratha-Tom Price Link Road ($36.8 million over the four years to 2008-09);

e an alocation for the Department of Education and Training's new primary schools
program ($28.3 million over 2007-08 and 2008-09); and

e an allocation for the metropolitan and country water distribution network due mainly
to the raising cost of steel pipes ($64 million over the period to 2009-10).
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Net Debt

Net debt levels are an important indicator of the strength of the public sector’s financial
position, and of the sustainability of policy settingsin the longer term®®.

In assessing the level of net debt, it is important to consider the burden that debt levels
impose on revenue flows with regard to debt servicing costs. If debt levels become
excessive, a government’s budget flexibility becomes restricted, with available resources
diverted away from service delivery to meet debt repayments.

It is also important that the public sector borrows to deliver infrastructure assets for the
economy and the community to enable continued economic growth and improvement in
living standards. It is crucially important that borrowings are not undertaken for the
purposes of supporting day-to-day operating activities, which is clearly unsustainable over
the medium to longer term.

Accordingly, an increasing level of net debt does not necessarily translate to ‘bad’
financial management practices. Just as households and private sector enterprises borrow
to expand their asset base and spread the cost of purchasing a new home or new
equipment over several years, debt financing also allows the public sector to spread the
cost of capital purchases over time without undue burden on the current generation of
taxpayers.

The State's credit rating is an independent assessment of net debt (and other financial
aggregates). Western Australia is currently rated at the highest possible rating (triple-A)
by the maor credit rating agencies, Moody’s and Standard and Poor’s. These credit
ratings are reviewed annually, taking into account latest financial and economic
fundamentals, and comparisons to other jurisdictions. When casting the budget, the
Government is mindful of continuing to satisfy credit rating requirements and so retain
the triple-A assessment into the future.

Recent budgets have all projected an increasing level of net debt for the public sector,
reflecting the Government’s substantial Capital Works Program. Net debt growth
reflected in the 2006-07 Budget estimates is consistent with the pursuit of the triple-A
credit rating outcome, while delivering historically high levels of infrastructure to a
growing economy.

10

Net debt represents the total value of gross debt liabilities such as borrowings and finance leases, less the value of cash and liquid
investments, loans to third parties, and other such financial assets.

37



2006-07 Economic and Fiscal Outlook

38

Total Public Sector

The following table provides details of public sector net debt levels by sector over the

forward estimates period.

Table 10
NET DEBT OF THE PUBLIC SECTOR AT 30 JUNE
Summary
2005 2006 2007 2008 2009 2010
Estimated Budget Forward  Forward Forward
Actual Actual Estimate Estimate Estimate Estimate
$m $m $m $m $m $m
GENERAL GOVERNMENT
Gross Debt @ 2,202 1,985 1,993 2,209 2,359 2,610
Cash, Deposits and Lending ® 3,199 3,862 3,010 2,933 2,875 3,206
Net Debt -997 -1,877 -1,017 724 517 -596
PUBLIC NON-FINANCIAL CORPORATIONS
Gross Debt @ 8,271 9,763 9,879 10,533 11,587 12,335
Cash, Deposits and Lending ® 2,533 2,461 2,450 2,513 2,673 2,798
Net Debt 5,738 7,303 7,429 8,020 8,914 9,537
TOTAL NON-FINANCIAL PUBLIC SECTOR ©
Gross Debt @ 9,742 11,087 11,232 12,110 13,317 14,325
Cash, Deposits and Lending ® 5,001 5,661 4,820 4,814 4,920 5,384
Net Debt 4,741 5,426 6,412 7,296 8,397 8,941
PUBLIC FINANCIAL CORPORATIONS
Gross Debt @ 14,377 15,372 16,333 16,914 17,523 17,552
Cash, Deposits and Lending ® 15,117 16,297 17,332 18,006 18,668 18,763
Net Debt -739 -925 -999 -1,092 41,145 -1,211
TOTAL PUBLIC SECTOR ©
Gross Debt @ 13,460 14,764 15,772 16,636 17,838 18,113
Cash, Deposits and Lending ® 9,458 10,263 10,359 10,431 10,586 10,382
Net Debt 4,001 4,501 5413 6,204 7,252 7,730

(a) Includes finance leases, loans and debt securities and derivatives in a net liability position. Excludes accounts payable and

prepayments.

(b) Includes loans and debt securities in a net asset position. Excludes accounts receivable, prepayments and equities.

(c) Individual items for the respective sectors may not add to the total public sector. Each sector holds financial assets that are
liabilities of the other. These inter-sector holdings eliminate on consolidation.

Note: Columns may not add due to rounding.

Total public sector net debt is projected to be $5.4 billion at 30 June 2007, increasing
from an estimated $4.5 billion at 30 June 2006. Across the outyears, net debt is forecast to
rise by an average $772 million per annum, to be around $7.7 billion at 30 June 2010.
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These moderate increases in net debt are both sustainable and affordable, given the
strength of the State's finances. In this regard, the net debt to revenue ratio is forecast to
remain comfortably below the Government’'s 47% target limit across the forward
estimates period, rising to a maximum of 39.8% by 2009-10 (see discussion under the
Financial Targets section of this chapter). As a share of the economy, public sector net
debt isforecast to remain at levels similar to those enjoyed since the late 1990s.

Figure 11
NET DEBT AS A SHARE OF GROSS STATE PRODUCT
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The following table outlines the change in net debt estimates since the 2005-06 mid-year
review.
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Table 11
NET DEBT OF THE TOTAL PUBLIC SECTOR AT 30 JUNE
2005-06 2006-07 2007-08 2008-09  2009-10
$m $m $m $m $m
2005-06 Mid-year Review — Total Public Sector
Net Debt 5,179 6,020 6,585 7,275 -
Less change in net cash flows from operating
activities and distributions paid
- General government 651.8 689.6 320.1 -110.3
- Public non-financial corporations -46.8 -157.3 -113.0 -48.8
- Public financial corporations -12.8 -24.7 -24.5 -7.0
Total public sector 592.2 507.6 182.6 -166.1
Plus purchases of non-financial assets
Policy decisions @ 44.2 216.2 121.2 166.5 31.6
Parameter movements
- Allocation of global provision -73.0 -128.0 -156.8 -182.0
- Electricity utilities 24.3 112.1 23.4 10.6
- Water Corporation 5.0 42.6 59.6 56.7
- WA Land Authority -51.2 18.7 77.2 14.9
- Main Roads 89.4 106.3 185.5 56.1
- Public Transport Authority 17.4 39.2 1.6 3.7
- Health -78.0 -14.1 423 85.5
All other -18.2 61.9 100.3 87.1
Total purchases of non-financial assets -84.4 238.7 333.1 132.7
Less proceeds from sale of non-financial assets 77.7 30.7 68.9 123.4
Plus all other financing 32.2 154.4 23.6 15.8
Cumulative impact on net debt at 30 June -677.9 -606.9 -380.6 -22.9
2006-07 Budget — Total Public Sector Net Debt 4,501 5,413 6,204 7,252 7,730

(@) An agency breakdown is provided at Table 7.

General Government

The general government sector is projected to remain net debt-free across the entire
forward estimates period, with financia assets exceeding gross debt liabilities in each

year.

At 30 June 2007, the sector is forecast to be in a net asset position of $1,017 million,
down from a net asset position of $1,877 million estimated for 30 June 2006.

As aresult of the record operating surplus in prospect for 2005-06 (discussed earlier), the
Government will provide an equity injection in 2006-07 to the PTA to eliminate all debt
associated with the $1.6 billion New MetroRail project (further details of this arrangement
are discussed later in this chapter in Issues in Public Sector Finances).

Across the outyears, the general government sector net asset position is forecast to decline
further, in support of fixed asset investment, to stand at $596 million by 30 June 2010.
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Public Non-Financial Corporations

Agencies within the PNFC sector, including the Water Corporation, the four new
electricity utilities and the port authorities, hold all total public sector net debt in Western
Audtralia.  These agencies meet debt servicing costs through normal commercial
operations and user charges.

Over the budget year, PNFC net debt is forecast to rise by $127 million to stand at
$7.4 billion at 30 June 2007. This increase includes the impact of the retirement of an
estimated $913 million in outstanding borrowings held at 30 June 2006 by the PTA for
the New MetroRail project (discussed earlier), partialy offset by new borrowings for
other projects by electricity and water utilities, and the ports.

Across the outyears, net debt in this sector is forecast to rise by an average $703 million
per annum, supporting electricity, water, port and land development activities. Therisein
net debt also incorporates an increase in finance lease liabilities (held by Western Power’s
successor entities), previously disclosed in the 2005-06 mid-year review, reflecting recent
changes to lease recognition under AASB 117: Leases (as part of the implementation of
Australian equivalents to International Financial Reporting Standards).

Public Financial Corporations

Agencies within the PFC sector, such as the Western Australian Treasury Corporation and
the Insurance Commission of Western Australia, deal primarily in financial assets and
liabilities. The sector’s holdings of financial assets are expected to continue to more than
offset gross debt liabilities by around $1.0 billion at 30 June 2007, mainly reflecting the
Insurance Commission’s investment assets held to fund non-debt insurance claim
liabilities in the future. The strength of this net asset position is projected to increase
across the budget projection period, reflecting surpluses from returns on investments.
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Issues in Public Sector Finances
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Building on the Boom — Utilising the Surplus
Background

A record operating surplus of $1,981 million is estimated for the general government
sector in 2005-06. This follows previous historically high surplus outcomes in 2003-04
($799 million) and 2004-05 ($1,192 million).

These surpluses have arisen predominantly from the revenue impact of booming
commodity prices (principally oil and iron ore) and a strong Western Australian economy
(and property market in particular).

While spending has also increased in each of these years, the Government has been
careful not to cast its budget on the basis of short term revenue windfalls or cyclical
peaks.

In the absence of fully committing these significant surpluses to new spending, a
substantial volume of cash has thus been available to the Government to either invest for
the future or to apply to debt retirement.

In an environment where debt levels are projected to increase to fund capital works over
future years, there is effectively little difference from either of these choices in terms of
impact on State finances:

e investing surplus funds for the future (e.g. like the Commonwealth’s Future Fund
arrangements) generates a substantial financial asset which reduces net debt, while
simultaneously generating a revenue flow from interest/investment earnings
(benefiting the general government net operating balance); and

e repaying borrowings results in lower net debt through a decrease in borrowings, and a
reduction in interest expenses (again resulting in an improved operating balance
outcome).

The Government has chosen the latter approach for utilising surplus cash outcomes since
2003-04. This choice is attractive as a policy option as it reduces the debt servicing
burden on future generations, and reduces the State’ s exposure to any unexpected interest
rate risesin the future.

The Government applied this policy twice in the last two years, using the proceeds of the
2003-04 and 2004-05 surpluses.

e In September 2004, surplus cash balances on the Consolidated Fund were used to
repay Consolidated Fund debt of $481 million.

e This was followed a year later when surplus cash from 2004-05 was used to repay a
further $244 million in Consolidated Fund debt and $322 million in residual debt left
over from the 2000-01 privatisation of Westrail Freight.
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The Government has chosen to again repay substantial public sector debt liabilities
utilising the 2005-06 surplus outcome. This is reflected in this budget as an equity
injection to the Public Transport Authority (PTA) for the purpose of ensuring that the
New MetroRail project is completely debt-free upon completion.

This equity injection will enable the PTA to:

o repay al existing New MetroRail borrowings (estimated at $913 million at
30 June 2006); and

e fund al remaining New MetroRail development without having to raise new
borrowings (estimated to total $362 million in 2006-07).

A consequence of this decision is a saving to general government of around $75 million
per year in interest subsidies that would otherwise have been paid to the PTA to service
New MetroRail borrowings (reflected in the general government operating statement as a
lower current transfer expense in each year from 2006-07). As a result, the State will
have acquired a substantial public transport asset with no residual debt liabilities (and
hence, significantly reduced interest rate risk), as well as the lower ongoing operating
subsidy requirement.

Taken together, these decisions result in a reduced level of debt gearing on the public
sector balance sheet totalling $2.3 billion, and lower debt servicing costs of around
$145 million per year — money that can now be redirected to priority services like health,
education and training, and law and order.

Historical Trendsin Sate Debt

Total public sector net debt has been following a downward trend since 1993-94. Over
the last twelve years, net debt has declined from a high of $8.7 billion at 30 June 1994
(consistent with a 73.2% net debt to revenue ratio) to an estimated $4.5 billion at
30 June 2006 (26.2% net debt to revenue ratio).
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Figure 12
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The reduction in net debt levels during the 1990s was largely achieved through the sale of
State assets such as BankWest in 1995-96, the Dampier to Bunbury Natural Gas Pipeline
in 1997-98, and AlintaGas and the freight division of Westrail in 2000-01 (proceeds from
these asset sales totalled $4.8 billion).

Rather than asset sales, the current Government has continued to reduce debt by running
general government operating surpluses in each year since 2000-01, and by applying
windfall revenue outcomes to early debt repayments.

As a result, the general government sector became ‘net debt-free’ for the first time in
2003-04, and is expected to remain so for the foreseeable future (see following chart). At
the same time, in 2004-05, the net debt to revenue ratio for the total non-financial public
sector (a key financial target, linked to retention of the State's triple-A credit rating) was
the lowest on record. This ratio is expected to remain comfortably below the
Government’ s 47% upper limit across the entire forward estimates period.
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Figure 13
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Following repayment of New MetroRail debt (expected to occur in September 2006), the
Government will have removed a total of $2.3 billion in general government-supported
long-term debt from the State’ s balance sheet over a period of just two years.

These favourable financia outcomes increase flexibility, reduce risk to the State’'s
finances, and increase capacity to accommodate demands for public services and
infrastructure in the future.

The Benefits of Budget Surplusesinto the Future

These outcomes highlight the key role budget surpluses play in reducing balance sheet
risk and enhancing future financial capacity.

In addition, ongoing surpluses protect future State budgets from adverse movements in
revenue and/or expenses, as a result of any unexpected downturn in the State’ s economy
or sudden drop in commodity prices.

At the same time, the Government has factored surpluses into its financia plans as a
source of non-debt financing for the Capital Works Program. This ensures that not all
new infrastructure is funded from borrowings, maintaining sustainable financial outcomes
well into the future.
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The Government also needs to be mindful of the capacity to accommodate future policy
changes over time. For instance, the Government has been able to use the capacity
generated by larger budget surplusesin recent years for avariety of initiatives including:

e arange of tax relief and concession measures (e.g. reductions in conveyance duty,
increases to thresholds for land tax and the first homebuyer stamp duty exemption,
and cheaper public transport fares for students);

e ¢dlection commitments and other new service initiatives; and

o the acceleration of development of major infrastructure projects (eg. the
Multipurpose Indoor Entertainment and Sports Stadium, the New Perth-Bunbury
Highway, and the Perry Lakes Redevelopment project).

The capacity to do more in future budgets while still delivering sound financial outcomes
relies on achieving sufficient surpluses to balance such demands. With this in mind, the
Government has sought to maintain surpluses well into the future, while accommodating
the inevitable moderation from the current boom conditions.

Increased capacity, and reduced risk for the operating surplus, are enhanced by lower
interest costs following the Government’s decisions to reduce debt, with the decreasing
magnitude of general government interest costs over time shown in the following chart.

Figure 14
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Conclusion

The current economic conditions in Western Australia— and the associated strength of the
State’s finances — provide an opportunity to build on the boom and secure the State’s
future.

The Government is doing this by using the strong surpluses of the last few years to repay
long-term borrowings, thereby reducing the debt servicing burden on future generations
of Western Australian taxpayers. It is aso utilising the surpluses projected over the
forward estimates period to fund a massive Capital Works Program within sustainable
debt levels. This too will limit the debt burden on future generations, while at the same
time resulting in new infrastructure that will benefit the community for many years to
come.
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Statement of Risks

Estimating Assumptions

The major economic parameters underlying the 2006-07 Budget are detailed in the
following table.

Table 12
MAJOR ECONOMIC PARAMETERS

Western Australia

2005-06 2006-07  2007-08 2008-09 2009-10

Estimated Budget Forward Forward Forward
Actual Estimate Estimate Estimate®  Estimate®
Gross State Product Growth® (%) 4.75 5.25 3.75 45 45
State Final Demand Growth® (%) 6.75 4.0 2.75 4.0 4.0
Consumer Price Index Growth (%) 4.0 3.0 25 25 25
Public Consumption Deflator Growth ©(%) 3.6 3.2 3.2 3.2 3.2
Wages Growth (AWE) © (%) 5.75 5.25 4.0 35 35
Employment Growth (%) 4.5 2.0 2.25 2.25 2.25
$A/SUS (cents) 73.09 73.0 73.0 73.0 73.0

Oil price ($US per barrel) 65.5 67.9 68.0 67.0 66.1
(a) Growth in Gross State Product and State Final Demand is in real (chain volume) terms (for further information see
Chapter 5: The Western Australian Economy).
(b) Apart from 2005-06 (which is partly based on actuals to date), forecasts of growth in the public consumption deflator are
based on long run averages.

(c) This table shows Average Weekly Earnings (AWE) growth. AWE is used in forecasting payroll tax revenue (rather than the
Wage Price Index measure reported in Chapter 5: The Western Australian Economy).

(d) The 2005-06 estimated actual is the estimated average over the remainder of 2005-06.
(e) Apart from the oil price, all parameters for 2008-09 and 2009-10 are based on long run averages.

Other notes: Currency exchange rates and interest rates assumed to be constant over the forecast period, and ABS mid-series
population projections are used as a basis for estimating population growth. The Reserve Bank of Australia’s decision to raise
the official interest rate by 25 basis points (from 5.5% to 5.75%) on 3 May 2006 was made after the economic forecasts for the
2006-07 Budget were finalised. However, the rate rise is not expected to materially affect the forecasts (a prior assumption was
that the Reserve Bank held a tightening bias).

From a macroeconomic point of view, primary risks relate to the sustainability of the
positive international outlook (including commodity prices), movements in exchange
rates and interest rates, household balance sheets, and domestic wage pressures. These
risks are discussed further in Chapter 5: The Western Australian Econony.

Revenue Estimates

The revenue estimates are sensitive to changes in key economic parameters such as
wages, employment and State final demand, the $A/$US exchange rate and the oil price.
Approximate annual impacts of these changes are outlined in the following table™.

1 These impacts are not mutually exclusive and can vary over time. For example, in the case of a change in the exchange rate, the

impact of a US1.0 cent change represents a different (larger) impact in percentage terms at the US60 cent level than at the
US73 cent level. Furthermore, variations in the value of the $A will impact on the sensitivity of petroleum royalty revenue to
variationsin the oil price.
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Table 13
PARAMETER SENSITIVITY OF REVENUE ESTIMATES
Budget
Impact
Revenue Type Parameter Change ($m)
Payroll tax For each 1.0 percentage point increase/decrease in wages and/or +/-14.5
employment growth

Total mining revenue @ For each 1.0 cent decrease/increase in the $A/$US exchange rate +/-30.0
Petroleum royalties @ ®  For each $US1 increase/decrease in the price of a barrel of oil +-7.5
Iron ore royalties For each 1.0 percentage point increase/decrease in the price of a +/-9.5

dry metric tonne of iron ore

(@) Includes North West Shelf petroleum royalties.

(b) The oil price sensitivity varies according to the extent of the flow-through to LNG prices. This flow-through depends on the
aggregate effect of contract specific pricing arrangements.

In addition to the above sensitivities, specific factors that are considered to represent a
potential risk to the revenue estimates are discussed below.

Revenue from the Commonwealth
General Purpose Grants ($3,929 million in 2006-07)

Growth in Western Australia’s general purpose grants mainly depends on growth in the
Commonweadlth’'s GST collections (reflecting national, rather than State, economic
conditions), and the recommendations of the Commonwealth Grants Commission.

The State budget uses the latest available Commonwealth forecasts of national GST
revenue collections, at the budget cut-off (these forecasts were released as part of the
Commonwealth’'s December 2005 Mid-Year Economic and Fiscal Outlook). The
Commonwealth is expected to provide revised forecasts of GST collections in its
May 2006 budget. However, these estimates will be published after the State budget
estimates have been finalised.

Western Australia’s share of GST revenue grants is based on the State's population share
and the annual recommendations by the Commonwealth Grants Commission. These
recommendations incorporate the Commission’s estimates of the State’ s capacity to raise
revenue from its own sources and its cost of providing services, compared to other States.

Western Australia' s share is forecast to decline over the forward estimates period, due to
the current strong growth in its own-source revenue capacity compared to other States.
However, experience shows that the annual change in Western Australia’s share beyond
the budget year is difficult to predict with accuracy.

Specific Purpose Payments ($2,916 million in 2006-07)

The forward estimates for specific purpose payments (SPPs) have a margin of uncertainty,
reflecting the potential for Commonwealth policy changes (particularly for those SPPs
which are currently being renegotiated or will be renegotiated during the forward
estimates period), the reliance in some cases on successful State submissions for funding,
and parameter uncertainties (such asindexation for inflation and wages growth).
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In the Intergovernmental Agreement on the GST funding arrangements, the
Commonwealth indicated that it has no intention of cutting aggregate SPPs as part of
these arrangements, reflecting the intention that the States should be better off. However,
should GST revenue grow substantially in future years, there is a risk that the
Commonwealth may allow SPPs to be eroded.

State Taxes ($5,082 million in 2006-07)

The forward estimates of taxation revenue are based on projected growth in key economic
parameters such as employment, wages and nomina State final demand. Risks to the
assumed growth rates of these parameters include international economic developments
and the outlook for business investment (which, by virtue of its ‘lumpy’ nature, is very
difficult to forecast).

Stamp duties linked to the (historically volatile) property market are particularly difficult
to forecast. The estimates of conveyance duty are predicated on continued growth in
house prices in 2006-07, followed by an easing in activity in 2007-08 (greater detail is
provided in Chapter 4: Financial Projections— Revenue). Experience indicates a high
degree of uncertainty in forecasting changes in property market activity, and small
variations between the assumptions underlying the estimates and actual outcomes can lead
to large variations between forecast and actual conveyance duty revenue (e.g.a 1%
variation between forecast and actual transaction volumes in 2006-07 is worth around
$15 million in conveyance duty revenue).

The issue of forecasting volatility is dealt with in further detail in the feature box in
Chapter 4: Financial Projections - Revenue.

Mining Revenue ($2,267 million in 2006-07%)

The mining royalty estimates are sensitive to movements in the $A/$US exchange rate
and oil prices. A change in the exchange rate of US1.0 cent would vary royalty revenue
in the order of $30 million per annum. A change of $USL per barrel in the oil price would
vary royalty revenue by up to $7.5 million per annum.

The exchange rate and oil price are volatile. For example, the $A/$US exchange rate has
ranged between US77.4 cents and US70.4 cents between 1 July 2005 and 18 April 2006.

The volatility of the oil price is aso illustrated by recent history. In particular, the oil
price in the lead-up to the budget (for West Texas Intermediate crude) averaged around
$US64 per barrel, compared to around $USA9 per barrel in 2004-05 (based on current
sengitivities, a variation of this magnitude would increase royalties by around
$112.5 million). The oil price assumptions contained in this budget are based on the
average of futures market oil prices in the lead-up to the budget cut-off date
(18 April 2006). The adoption of this method for determining the oil price assumptionsis
expected to result in the risks associated with the oil price assumptions being more evenly
balanced than under the previous methodology (see the text box Review of Revenue
Forecasting in Chapter 4: Financial Projections - Revenue).
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A particular risk to the mining royalty estimates in this budget is the outcome of the
protracted 2006-07 iron ore price negotiations between the major iron ore miners and their
customers. Generally, past negotiations have concluded prior to the start of the Japanese
Fiscal Year on 1 April, providing certainty about the price for iron ore exports for the
budget year. However, as of the budget cut-off date (18 April 2006), iron ore prices for
2006-07 had not been announced. The budget estimates factor in a 10% increase in iron
ore prices in 2006-07, but there is a risk that the negotiations will arrive at a different
outcome.

More generally, most commodity prices are currently at historically high levels. The
budget estimates factor in a decline in most commodity prices (including iron ore in
2007-08 and 2008-09) over the forward estimates as producers increase supply in
response to current high prices. The assumption of declining commodity prices over the
forward estimates is consistent with the Australian Bureau of Agricultura
Economics' (ABARE) most recent published forecasts of commaodity prices. The price
assumptions used in this budget for a number of commaodities are based on these ABARE
forecasts.

However, the timing and extent of the anticipated decline in commodity prices depends
on changes in the balance between the demand and supply for individual commodities on
world markets. If demand grows more strongly or slowly than anticipated, or supply
increases at afaster or dower pace, commodity prices may differ from that assumed in the
estima