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Have money, will spend (it is an election year
after all)

Of the many words you could use to describe the 2008-09 Western Australian
state budget, ‘restrained’ is certainly not one of them. Tax cuts, significant
Author: increases in spending in the key areas of health, law and order and education, and
Mark Rodrigues a record capital works program headlined Premier Carpenter’s and Treasurer
Senior Economist Ripper’s latest fiscal offering. A cynical observer might be tempted to link the

+61 3 9273 6286 budgetary largesse to the next state election, due within the next year.
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Of course, the government’s capacity to open its coffers has been enabled by the
ongoing stimulus from the commodity boom. A surge in mining royalties
associated with expectations for further increases in iron ore prices accounts for
the bulk of revenue growth of 5.5% forecast for 2008-09. Meanwhile, the state’s
economy has continued to lead the nation, with expected growth of 7.5% in
2007-08 and 6.25% in 2008-09, around twice the national average. As result, the
government has been able to deliver a very healthy operating surplus of $1.855bn
in 2008-09, notwithstanding a 7.7% increase in expenses.

The commodity boom has also enabled the government to embark on an
unprecedented capital works program, worth $7.6bn in 2008-09 and a staggering
$26.1bn over the next four years. And this doesn’t even include the bulk of the
money required for the government’s ‘vision’ projects — including the new 60,000
seat stadium at Kitchener Park, the museum on the site of the former East Perth
power station and the redevelopment of the Perth Waterfront — which will largely
be constructed on the other side of the four-year estimates period. To fund this
program, state debt will more than double, to $11.4bn by 2011-12.

The real question is what happens when the boom ends, as it almost certainly will
at some point? To some extent, the government has factored this in, which is why
it forecasts revenue growth to slow to zero by 2011-12, the operating surplus to
shrink to a mere $203mn, and public sector net debt to increase to 43.9% of
revenue (just below the state’s target maximum of 47%).

But if the commodity price cycle turns a little nastier than currently expected,
these financial aggregates will no longer look so benign: the budget balance will
almost certainly move into deficit — possibly quite significantly — and the net debt
burden will increase sharply relative to revenue.

To be sure, much of the increase in debt is associated with supply-enhancing
capital works projects that should yield a healthy return. But the increase in the
state’s recurrent spending is clearly unsustainable, and predicated on current
once-in-a-generation boom conditions continuing. It may well do so. But then
again, it may not. The fiscally prudent approach would have been to slow growth
in expenditures. Clearly the Western Australian government has other priorities in
the year ahead.
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The budget surplus is
expected to be very healthy
at $1.855bn in 2008-09, but
will ease thereafter...

...as revenue growth slows to
a standstill and expenses
growth continues unchecked

Tax cuts, major spending
increase and a $26bn capital
works program are the
hallmarks of this budget
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Budget aggregates

The general government operating balance is projected to be a very healthy
$1.855bn in 2008-09, down only slightly from an expected surplus of $2.1bn in
the current fiscal year. Thereafter, the surplus is expected to narrow more
rapidly, falling to a relatively meagre $203mn by 2011-12.

Revenues are expected to grow by 5.5% in 2008-09, with most of this (some
4.6 percentage points) accounted for by a 34% increase in mining revenue to
$3.4bn. This, in turn, has been driven by a massive 69.4% increase in iron ore
royalties, largely reflecting expectations for iron ore contract prices for the
current year. Further forward, revenue growth is expected to slow to a standstill
by 2011-12 on the assumption that the commodity price cycle plateaus and
eventually turns negative in coming years.

While such assumptions about commodity prices cycle are prudent from a
budgetary perspective at this stage in the cycle, the same can’t be said about
expenses growth. Operating expenses are expected to grow by 7.7% in 2008-09
and by an average of around 4v2% over the subsequent three years. This
follows growth of around 9% per annum in recent years. In other words,
expenses growth has risen above growth in revenue, the latter of which may or
may not be permanent, leaving the state’s finances exposed to the possibility of
a sharper than expected reversal in the commodity price cycle.

In addition to rising recurrent spending, the state is embarking on a massive
capital works program, worth $7.6bn in 2008-09 and a total of $26.1bn over the
next four years. With surpluses expected to decline, the WA government is
increasingly resorting to debt to fund its plans. Total public sector net debt is
expected to rise from $4.7bn (23.9% of revenue) in 2007-08 to $11.4bn (43.9%
of revenue) by 2011-12.

Key budget aggregates

Revenues ($mn) 18,829 19,872 20,600 20,687 20,694
% ch. 7.1 5.5 3.7 0.4 0.0
Expenses ($mn) 16,736 18,017 18,930 19,614 20,491
% ch. 9.2 7.7 5.1 3.6 4.5
Operating balance ($mn) 2,093 1,855 1,670 1,073 203
Net debt ($mn) 4,711 7,911 9,028 9,489 11,443
% of revenue 23.9 34.8 36.9 38 43.9

Source: WA budget papers

Key measures

o Tax cuts worth $238mn in 2008-09 and $1.2bn over the next four years.
This includes land tax and metropolitan region improvement tax cuts of
$558mn and the introduction of a concessional transfer duty scale for
residential property transactions worth $487mn over the next four years.

. Major increases in spending on health services ($247mn or 5.8% growth),
law and order ($138mn or 8.3%), education and training services
($135 million or 3.9%), and child protection services ($48 million or
16.5%).

. A capital works program worth $7.6bn in 2008-09 and $26.1bn over the
next four years. Spending in 2008-09 includes $1.2 billion on electricity
infrastructure, $1.1bn on water, wastewater and drainage services, $810
million on road construction and maintenance, $502 million on health
infrastructure, $377 million on port infrastructure, $347 million on schools
and TAFE colleges and $211 million on law and order-related projects.
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WA'’s economy is likely to
remain amongst the
strongest in the nation
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Economic outlook

Nowhere is the effect of the commodity boom more apparent than in Western
Australian economy. Having led the national economic growth table for the past
few years, Western Australia is expected to again top the charts, with the
government forecasting growth of 7.5% in 2007-08. It expects growth to slow
marginally, to 6.25% in 2008-09. But to put this in context, growth is still
expected to remain well above the state’s long term average growth rate of
4.5%.

Not surprisingly, against such a strong economic backdrop, the government
expects the labour market to remain strong, with employment growth of 3.75%
this year and 2.5% next, and the unemployment rate remaining around historic
lows of between 3 and 3.25% over the next year. With such a tight labour
market, wages growth will remain elevated, at around 5.75% in 2007-08 and
5.25% in 2008-09.

Overall, we agree with the broad thrust of the government’s forecasts. While we
expect that the state’s growth will slow a little more sharply in 2008-09 as the
effects of tighter financial conditions take hold, we expect Western Australia to
remain amongst the strongest performers, with the ongoing stimulus from the
commodity boom providing a buffer.

Western Australian economic forecasts

_ 2007-08 | 2008-09 | 2009-10 | 2010-11 | 2011-12

Real Gross State Product 6.25 B.75

Employment .75 2.5 2.25 2.5 2.5
Unemployment rate 3.0 &8.25 825 4.25 4.25
Consumer Price Index .25 .25 3.0 2.75 2.75
Wage Price Index 5.7 5,25 4.5 3.5 3.5

Source: WA budget papers
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Important Notice

Australia and New Zealand Banking Group Limited is represented in:
AUSTRALIA by:

Australia and New Zealand Banking Group Limited ABN 11 005 357 522
14th Floor 100 Queen Street, Melbourne, Victoria, 3000, Australia
Telephone +61 3 9273 6224 Fax +61 3 9273 5711

UNITED KINGDOM by:

Australia and New Zealand Banking Group Limited

ABN 11 005 357 522

40 Bank Street, Canary Wharf, London, E14 5EJ, United Kingdom
Telephone +44 20 3229 2121 Fax +44 20 7378 2378

UNITED STATES OF AMERICA by:

ANZ Securities, Inc. (Member of NASD and SIPC)

6th Floor 1177 Avenue of the Americas

New York, NY 10036, United States of America

Tel: +1 212801 9160 Fax: +1 212 801 9163

NEW ZEALAND by:

ANZ National Bank Limited

Level 7, 1-9 Victoria Street, Wellington, New Zealand

Telephone +64 4 802 2000

This document (“document”) is distributed to you in Australia and the United Kingdom by Australia and New Zealand
Banking Group Limited ABN 11 005 357 522 (“ANZ”) and in New Zealand by ANZ National Bank Limited (“ANZ NZ”).
ANZ holds an Australian Financial Services licence no. 234527 and is authorised in the UK by the Financial Services
Authority (“FSA”).

This document is being distributed in the United States by ANZ Securities, Inc. (“ANZ S”) (an affiliated company of
ANZ), which accepts responsibility for its content. Further information on any securities referred to herein may be
obtained from ANZ S upon request. Any US person(s) receiving this document and wishing to effect transactions in any
securities referred to herein should contact ANZ S, not its affiliates.

This document is being distributed in the United Kingdom by ANZ for the information of its market counterparties and
intermediate customers only. It is not intended for and must not be distributed to private customers. In the UK, ANZ
is regulated by the FSA. Nothing here excludes or restricts any duty or liability to a customer which ANZ may have
under the UK Financial Services and Markets Act 2000 or under the regulatory system as defined in the Rules of the
FSA.

This document is issued on the basis that it is only for the information of the particular person to whom it is provided.
This document may not be reproduced, distributed or published by any recipient for any purpose. This document does
not take into account your personal needs and financial circumstances. Under no circumstances is this document to be
used or considered as an offer to sell, or a solicitation of an offer to buy.

In addition, from time to time ANZ, ANZ NZ, ANZ S, their affiliated companies, or their respective associates and
employees may have an interest in any financial products (as defined by the Australian Corporations Act 2001),
securities or other investments, directly or indirectly the subject of this document (and may receive commissions or
other remuneration in relation to the sale of such financial products, securities or other investments), or may perform
services for, or solicit business from, any company the subject of this document. If you have been referred to ANZ,
ANZ NZ, ANZ S or their affiliated companies by any person, that person may receive a benefit in respect of any
transactions effected on your behalf, details of which will be available upon request.

The information herein has been obtained from, and any opinions herein are based upon, sources believed reliable.
The views expressed in this document accurately reflect the author’s personal views, including those about any and all
of the securities and issuers referred to herein. The author however makes no representation as to its accuracy or
completeness and the information should not be relied upon as such. All opinions and estimates herein reflect the
author’s judgement on the date of this document and are subject to change without notice. No part of the author's
compensation was, is or will directly or indirectly relate to specific recommendations or views expressed about any
securities or issuers in this document. ANZ, ANZ NZ, ANZ S, their affiliated companies, their respective directors,
officers, and employees disclaim any responsibility, and shall not be liable, for any loss, damage, claim, liability,
proceedings, cost or expense (“Liability”) arising directly or indirectly (and whether in tort (including negligence),
contract, equity or otherwise) out of or in connection with the contents of and/or any omissions from this
communication except where a Liability is made non-excludable by legislation.

Where the recipient of this publication conducts a business, the provisions of the Consumer Guarantees Act 1993 (N2)
shall not apply.
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