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Australia's two-speed economy is being
driven by a set of international
influences. The ‘high-speed’ commodity
export sector appears to be the prime
engine for the economy; however, relying
on this sector alone is a risky strategy.

While commodity prices are likely to slacken in the near-
term, they are expected to remain at historically high levels.
These prices are expected to drive continued improvements
in Australia's terms of trade (currently at 140 year highs)
and appreciation of the Australian dollar.

Ongoing expansionary fiscal policy in the United States

— coupled with restrictive fiscal policy elsewhere — is further
fuelling movements in currency exchange rates. This also
potentially exacerbates the volatility of commodity prices as
investors attempt to hedge US dollar currency risk by
seeking shelter in commodities.

These developments bring both opportunities and
challenges. Of course, terms of trade and exchange rate
improvements continue to highlight revenue and investment
opportunities in commodities. They also exert a counter-
weight to inflation. Simultaneously, the very same
influences adversely affect non-commodity and import-
competing industries.
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However, these trends — and forecasts in relation to them

— are subject to a high degree of uncertainty, particularly
relating to global inflationary tendencies, and ongoing risks
concerning sovereign debt and creditworthiness. A case-in-
point is the marked downward movement of the Australian
dollar that followed the Reserve Bank's recent statement on
monetary policy. Even short-term issues, such as natural
disasters at home and abroad, can exert significant course-
altering pressure.

The stakes relating to this uncertainty are significantly
elevated in the current context of domestic and international
economic fragility, as economies attempt to emerge from
and shake off the last remnants of the global financial crisis.

However, the forecast return to surplus is predicated on
continued high performance of the 'high-speed’ commodity
sector, as well as the ability of the ‘low speed’ sectors to
adjust to the increasing competitive pressures arising from
the international economic environment.

Key forecasts

Australia's real GDP is forecast to grow 4% in FY12
and 3.75% in FY13. The main drivers of economic
growth are expected to be business investment and
commodity exports.

The world economy is forecast to grow 4.25% in 2011
and 4.5% in 2012.
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To what extent does this Budget
include policies to improve the
infrastructure that Australia needs
and the flexibility of the economy
to adjust to both forecast and
unforeseen influences?

Terms of trade are forecast to reach their highest
sustained levels in 140 years, based on strong price
increases for Australia's key non-rural commaodity
exports. This reflects increased global commodity
demand and significant supply disruptions.

» Exports are forecast to grow a solid 6.5% in FY12 and
5.5% in FY13, as domestic production of non-rural
commodities expands to meet global demand, while
the high Australian dollar impacts on exports of
manufactures and services.

» Imports are forecast to increase strongly over the next
two years, due to domestic demand and the high
Australian dollar, particularly capital goods imports
required for resource projects.

The unemployment rate is forecast to fall, reaching 4.75%
by the end of FY12 and 4.5% by the end of FY13. The
participation rate is expected to remain at around record
highs of 66%.

Wages growth is expected to increase as the labour
market tightens, with the wage price index growing 4%
through 2012 and 4.25% through 2013.

Underlying inflation is expected to increase steadily from
2.5% to the June quarter of 2011, to 3% to the June
quarter of 2013.

The expected underlying cash deficit for FY12 is
$22.6 billion (1.5% of GDP), with a return to a surplus
of $3.5 billion (0.2% of GDP) in FY13.
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Government expenditure to meet the
challenges of the two-speed economy

$558 million to deliver tailored, quality training places
through the National Workforce Development Fund

Ambitious reform of vocational education and training,
with $1.75 billion on offer to partner with the States and
Territories

Measures to boost participation in the workforce by:
rewarding work; providing new opportunities through
training, education and services; and introducing new
requirements for some groups

$36 billion in investment in roads, rail and ports,
including $1 billion for duplicating the Pacific Highway,
New South Wales

Removing tax impediments to infrastructure investment

When evaluating this Budget the question remains: To what
extent does it include policies to improve the infrastructure
that Australia needs and the flexibility of the economy to
adjust to both forecast and unforeseen influences? The issue
is not just about capitalising on the resources boom, but
rather how to build resilience in the economy, irrespective of
what may be coming over the horizon.
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No new announcements on
resource taxes

The Budget provides no new announcements on the
proposed Mineral Resource Rent Tax (MRRT) and
expanded Petroleum Resource Rent Tax (PRRT). This is
not surprising, as the Government had previously
endorsed the MRRT and expanded PRRT
recommendations put forward by the Policy Transition
Group (PTG) and is now engaged in a consultation process
with the Resource Tax Implementation Group on
developing Exposure Draft legislation. Although early
predictions were that Exposure Draft legislation would be
released as early as May 2011, we expect we will not see
draft legislation released before June 2011.

The Budget confirms that adopting the PTG
recommendations has no impact on the previously amended
forward estimates. It also affirms the Government's
previously stated intention to implement the regime. The
previously announced timeline leaves impacted taxpayers
with little time to prepare for the 1 July 2012 start date, for
what will be a significantly different regime.
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Geothermal energy exploration
deduction confirmed

The Government has confirmed its previously announced
intention to provide an upfront tax deduction for exploration
of geothermal energy sources from 1 July 2012. While the
announcement is welcome, it is disappointing that the
measure is not retrospective.

Clarifying the PRRT taxing point

The Government will retrospectively amend the existing
PRRT law to clarify the outcome of a recent Federal Court
case regarding the PRRT taxing point. The detail of the
proposed amendment will need to be carefully considered
by those few impacted taxpayers.
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Expanding the workforce
through immigration

The Government has announced minor changes to its
immigration program. Companies reliant on foreign skilled
labour will benefit from:

Increasing the number of places in the Migration Program
from 168,700 to 185,000 places from FY12

Investing $10 million over four years to decrease 457
temporary work visa processing times from four weeks
to two

Various initiatives encouraging skilled migration to
regional Australia, including streamlining employer
sponsored temporary and permanent migration

The price of carbon

As expected, the Budget was silent on the implications of a
carbon price mechanism. The Government has indicated
details of this initiative will be announced in July 2011.

The proposed framework indicates all revenues raised from
the tax will be recycled back into the economy. For business,
this means less than 50% of the revenue will be redistributed
to industry and R&D investments in clean technologies, with
the remainder going to households. Many of Australia's
largest organisations will be significantly impacted and,
under the current timeline, will have less than a year to
prepare, develop and implement a comprehensive strategy.

What has been included in the Budget is an additional $100
million until 2024 for investment in early-stage renewable
energy. This clearly has limited implications in comparison
with the proposed carbon price.
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Small steps to support the future
infrastructure pipeline

In a tight Budget, largely devoid of new projects, the
Government appears to be preparing for the use of future
surpluses to build infrastructure that is critical to growth, in
particular in the resources sector. It will do this by
reinvigorating Infrastructure Australia (IA) and encouraging
private investment in public infrastructure.

IA has been given a new lease on life, with an increased
budget, an expanded role and greater autonomy. 1A has also
been asked to take a more proactive role in project
prioritisation through the top down development of a
National Infrastructure Construction Schedule or project
pipeline. This will challenge the existing process, where
States and Territories submit their wish lists.

In addition, the requirement to publish its detailed project
assessments is a boost for transparency that will be
welcomed by many, but perhaps not the authors of lower
quality proposals.

Another welcome initiative is establishing an Infrastructure
Financing Group, comprising key private and public sector
players, to further examine opportunities to remove
obstacles to private investment in public infrastructure.
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Private sector investors, including superannuation funds,
will also welcome a new incentive preserving the ‘real’ value
of tax losses accumulated early in the life of projects. The
incentive should also mitigate the wastage of accumulated
losses in projects, when new investors enter after the early
development stages. This has previously impeded
superannuation funds investing in infrastructure projects
in Australia. It will be interesting to see whether the
short-term nature of the incentive will limit the impact on
the long-term asset allocation policies of investors.

This is an important first step towards the Holy Grail of
getting more super investment in infrastructure, but other
obstacles remain. Institutional investor concerns over the
cost and uncertainty of the Government bidding processes
still need to be addressed. Superannuation funds see
themselves predominantly as brownfield investors with poor
experience in greenfield bidding processes. Initiatives either
aimed at streamlining and standardising bidding
procedures, or encouraging further private investment in
existing government infrastructure based businesses,
remain unfinished business.
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Personal tax measures

As speculated, the Government has removed the ability to
split income with children under 18 and will phase out the
dependent spouse tax offset. From 1 July 2011:

Minors will no longer be able to use the low income tax
offset to reduce their income tax payable on passive
income, such as dividends, interest and trust
distributions. This will remove the common practice of
allowing $3,300 of tax-free trust distributions to
minors. The offset will continue to be available for
minors’ work income.

The dependent spouse tax offset will be abolished, in
most cases, for taxpayers with a spouse under 40 with
no children.

For taxpayers who have transitioned their superannuation
funds to a pension, the Government will reverse the
previous pension draw down relief, where the minimum
payment amounts for the 2009, 2010 and 2011 financial
years were halved from 4% to 2%. For the 2012 financial
year, the minimum payment amount for pensions will be
reduced to 3% and will return to the normal 4% in 2013.
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Directors' liabilities expanding

Directors of public and private companies should be aware
that, from 1 July 2011, the directors’ penalty regime has
been extended. The Budget announced measures making
directors personally liable for their company’s failure to pay
employee superannuation. The Government could deny
pay-as-you-go (PAYG) credits in a director’s personal tax
return where company PAYG obligations remain unpaid.
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