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Net debt in the medium term

To communicate its fiscal strategy, the Victorian Government sets fiscal objectives that it seeks to
support with financial targets and measures in each state budget. The past 4 Victorian budgets have
included a net debt target, specifically:

General government net debt as a percentage of GSP to stabilise in the medium term.

In the 2023—24 Victorian Budget, the government explains the merit of this target:

The net debt to GSP ratio provides an indication of the size of the state’s debt compared
to the size of the economy. By comparing what the state owes with what it produces, the
net debt to GSP ratio provides an indication of the state’s ability to service its debt.

We cannot assess the Victorian Government’s performance against this target as it does not provide:
= a specific target for the net debt to GSP ratio
» ayear by which it expects to achieve stabilisation

= estimates of net debt or the net debt to GSP ratio beyond 2026—27.
Net debt to GSP ratio targets

In this advice, we analyse 4 scenarios for net debt beyond the current forecast period. These scenarios
are constructed from current forecasts for Victoria and other Australian states.

Three of these scenarios set a target for the net debt to GSP ratio in 2032—33, representing a 10-year
horizon. The fourth scenario assumes net debt would continue to grow beyond the forward estimates
to 2032—-33.

1. Queensland forecast net debt to GSP ratio: estimates the net debt consistent with Victoria reducing
its net debt to GSP ratio from 24.5% in 2026—27 to 7.5%, the current forecast for Queensland in
2025—26, in 2032—33.

2. New South Wales forecast net debt to GSP ratio: estimates the net debt consistent with Victoria
reducing its net debt to GSP ratio from 24.5% in 2026—27 to 14.0%, the current forecast for New
South Wales in 2025—26, in 2032—33.

3. Victorian forecast net debt to GSP ratio: estimates the net debt consistent with Victoria
maintaining its net debt to GSP ratio at 24.5% from 2026-27 to 2032—33.

4. Continued forecast average net debt growth: estimates net debt in 2032—33 consistent with it
continuing to grow at 10.1% per year, the average forecast growth rate in the latest budget.

Implications for net debt

For scenarios 1 to 3, we derive the level of net debt from the target net debt to GSP ratio and assumed
trend growth in the size of the economy. For scenario 4, we derive the level of net debt from the
assumed growth rate.
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Figure 1 — Net debt in the medium term
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Source: Parliamentary Budget Office.

We estimate that these 4 scenarios would result in net debt in 2032—33 of between $72.0 billion and
$305.3 billion. Compared to current forecasts, net debt would fall in the two most ambitious scenarios
— which target the forecast net debt to GSP ratios expected in Queensland and New South Wales.
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Request

On 25 May 2023, Mr John Pesutto MP, Member for Hawthorn, asked the Parliamentary Budget Officer
to provide independent advice about the net debt in the medium term by estimating net debt in 2032—
33 consistent with:

= Victoria's net debt to GSP ratio in 2032—33 aligning with:
- Queensland'’s forecast for net debt to GSP ratio in 2025—26
- New South Wales' forecast for net debt to GSP ratio in 2025—26
- Victoria's forecast for net debt to GSP ratio in 2026—27

= continued growth in net debt at the average growth rate over the budget forecast period.
Scope

In this advice we consider the Victorian Government'’s financial target to stabilise net debt as a share of
GSP. We discuss its usefulness in public assessment of the fiscal sustainability of the budget and the
government'’s performance against its own targets.

Limitations

We prepared this advice based on public information, to ensure our estimates are a reasonable
interpretation of the information the Victorian Government publishes on its net debt as a share of GSP
target.

The government does not provide information on what its net debt to GSP target is, what achieving it
looks like or when it will be achieved. We therefore make assumptions about net debt to GSP ratios that
might satisfy this target, when the targets would be achieved and how quickly the economy would grow
beyond the budget and forward estimates period (to 2026—27). We then project the levels of net debt
consistent with achieving the targets.

We have not assessed the likelihood that any of these scenarios are realised.

We prepared this advice on 4 June 2023.

Background

The Victorian Government maintains several financial targets and measures, intended to indicate the
fiscal sustainability of the Victorian budget. We released a detailed examination of these targets and

measures in our 2021 paper, ‘Fiscal objectives, targets and risks — options to improve Victoria’s fiscal
framework’ (available here).

In this advice we focus on the net debt as a share of GSP financial target:

General government net debt as a percentage of GSP to stabilise in the medium term.
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History of this target

This financial target has changed twice since the version presented in the 2012—13 Victorian Budget.
Each change has softened the target, from an explicit reduction in net debt as a share of GSP over the
decade, as recently as 2014—15, to the current target.

Figure 2 — Net debt as a share of GSP - financial targets and sustainability objectives

2012—-13to  2015—16 budget 2016—-17to 2019—-20 2020—21 to

2014—-15 2018—-19 budget 2023—24 budgets
budgets budgets
Financial General General government net debt as a percentage of  General
target government  GSP to be maintained at a sustainable level over  government net
net debt the medium term debt as a
reduced as a percentage of GSP
percentage of to stabilise in the
GSP over the medium term
decade to
2022
Sustainability None Net debt as a Net debt to GSP Net debt to None
objective percentage of GSP  no greaterthan  GSP will be

reducing from the its peak over the no greater
commencement of last 5yearsby  than12%
the budget yearto  the end of the over the

the end of the forward medium
forward estimates  estimates term
period

Notes: Financial measures and targets are those formally identified in Table 1.3 of the Strategy and Outlook budget paper from
the past 12 budgets. Sustainability objectives are those formally identified in Chapter 2 of the Statement of Finances from the
past 12 budgets. Neither includes goals that budgets mention in discussion of fiscal strategy that are not identified in the
relevant sections.

Source: Parliamentary Budget Office.

Since the 2015—16 Victorian budget, this target has sought to achieve or maintain a sustainable level
of net debt to GSP over the medium term. The Victorian Government has not articulated specifically
when it expects to achieve this stabilisation, providing no clear definition of the medium term.
Historically, however, it has provided some context on what it considers a sustainable level of net debt
as a share of GSP.

Some recent budgets included a sustainability objective which provided greater insight into the
Victorian Government's view of a sustainable level of net debt as a share of GSP. Like the financial
targets, the government has softened and ultimately abandoned this objective in subsequent budget
papers.
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The last time the budget included a version of this sustainability objective was the 2019—20 Victorian
Budget, which stated net debt as a share of GSP would stabilise at 12.0% over the medium term. At the
time, the budget forecast that net debt as a share of GSP would reach 10.0% at the end of the forward
estimates period (2022—23). The financial target, while vague on timing, combined with this
sustainability target allowed readers of the budget papers to conclude:

*= net debt as a share of GSP would peak at 12.0%
= the Victorian Government considered 12.0% a sustainable level for net debt as a share of GSP.

In the 2020—21 budget, the Victorian Government again softened the financial target to its current
wording and removed of the relevant sustainability objective. This means that in addition to being
vague on when this stabilisation will be achieved, the budget is silent on the stabilised level of net debt
as a share of GSP.

Recent trends in net debt

Net debt and net debt as a share of GSP have grown in recent years. In 2018—19, net debt as a share of
the economy was 5.5%, and in the 2023—24 budget, it was forecast to be around 4.4 times that figure
by 2026—27.

Figure 3 — Historic and forecast net debt as a share of the economy
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Source: Department of Treasury and Finance.

It remains unclear, however, whether net debt and net debt as a share of GSP will increase beyond the
current budget and forward estimates. Forecasts of net debt as a share of GSP have moderated with
each budget and budget update, however:

= historical growth of net debt was 57.7% per year from 2019—20 to 2021—22
= forecast growth of net debt is 11.4% per year from 2021—22 to 2026—27.

These periods of rapid growth in net debt are, at least partially, driven by the Victorian Government’s
historically large capital program and its response to the COVID-19 pandemic. Victoria’'s capital
program, which includes several large and long-term projects, is likely to continue to drive growth in net
debt beyond 2026—27.
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Government net debt stabilisation

In this section We discuss the Victorian Government's financial target on net debt — to
stabilise net debt as a share of the economy — and highlight the problems
with this target.

Victorian Government target

In the 2023—24 budget, the government outlined its financial measures and targets. This included a
target for net debt as a share of GSP.

General government net debt as a percentage of GSP to stabilise in the medium term.
Interpreting this target

A reasonable interpretation of ‘stabilisation’ could be that the Victorian Government means to prevent
ongoing growth in net debt as a share of GSP. By targeting the ‘medium term’, it can be inferred that the
government'’s peak in the net debt to GSP ratio will be achieved at some point beyond the current
budget forward estimates period (i.e. beyond 2026—27).

This means net debt would grow at the same rate as the economy (nominal GSP). While net debt would
become larger over time, its burden relative to the size of the economy would be constant, meaning in
real terms that it would remain unchanged.

Assessing performance against this target

The Victorian budget does not provide the necessary information to enable assessment of the
government'’s performance against this target. It lacks:

= aspecific target at which net debt as a share of GSP will stabilise
= precise timing for when stabilisation will occur

= sufficiently long-term estimates of net debt or the net debt to GSP ratio.

Parliamentary Budget Office 6
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Projecting the net debt to GSP ratio

In this section We present scenarios which project net debt to 2032-33. Three of these
scenarios target net debt as a share of GSP, consistent with Victorian
forecasts, and forecasts from other Australian states. The fourth target
assumes net debt continues to grow at its average growth rate over the
forecast period.

These scenarios fall into 2 categories:

1. More ambitious scenarios — by 2032—33, net debt as a share of GSP
would fall and net debt would be under $150.0 billion.

2. Less ambitious scenarios — by 2032—33, net debt as a share of GSP
would stabilise or rise but net debt would be above $200.0 billion.

The government'’s latest budget forecasts net debt would grow from $116.7 billion in 2022—23 to
§171.4 billion in 2026—27 — an annual average growth rate of 10.1%. Our scenarios project net debt to
2032—33, representing a 10-year forecast horizon.

More ambitious scenarios

In these scenarios, the net debt to GSP ratio in 2032—33 would be:

» 7.5%, consistent with Queensland’s forecast ratio for 2025-26

» 14.0%, consistent with New South Wales’ forecast ratio for 2025-26.

We assume a linear transition of the net debt to GSP ratio to the targeted levels in 2032—33.
Queensland forecast net debt to GSP ratio

In this scenario, we project the net debt to GSP ratio falling to 7.5% in 2032—33.

Figure 4 — Net debt and net debt as a share of the economy — Queensland 2025-26 forecast
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Q'o

7 Parliamentary Budget Office



FINAL

Scenario analysis

To achieve this target, net debt would need to fall by 13.5% per year from 2026—27, and would be $72.0
billion in 2032—33.

New South Wales forecast net debt to GSP ratio

In this scenario, the net debt to GSP ratio would decline to 14.0% in 2032—33.

Figure 5 — Net debt and net debt as a share of the economy — NSW 2025-26 forecast
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Source: Parliamentary Budget Office.

To achieve this target, net debt would need to fall by 4.0% per year from 2026—27 and would be $134.0
billion in 2032—33.

Less ambitious scenarios

In these scenarios:

= the net debt to GSP ratio would be 24.5% in 2032-33, consistent with the latest Victorian Budget
forecast for 2026—-27

»= net debt would continue to grow at its average rate over the forecast period to 2032—33.
Victorian forecast net debt to GSP ratio

In the 2023—24 budget, the Victorian Government forecast the net debt to GSP ratio would grow to
24.5% in 2026—27. In this scenario, we project this ratio to remain at 24.5% in the years to 2032—33.

L
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Figure 6 — Net debt and net debt as a share of the economy - latest budget
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Source: Parliamentary Budget Office.

To achieve this target, net debt would grow by 5.3% per year from 2026—27 (that is, the same rate as
assumed nominal economic growth) and would be $234.0 billion in 2032—33.

Continued forecast average net debt growth

In the 2023—24 budget, the Victorian Government forecast net debt to increase by 10.1% per year on
average from 2022-23 to 2026-27. In this scenario, we project net debt to continue to grow at this rate
t0 2032—-33.

Figure 7 — Net debt and net debt as a share of the economy — 2022-23 budget
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Source: Parliamentary Budget Office.

In this scenario, net debt would grow by 10.1% per year from 2026—27 and would be $305.3 billion in
2032—33. The net debt to GSP ratio would be 31.9% in 2032—33.
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Attachment A— Assumptions and approach

In this section we provide the assumptions and approach we used to project each scenario.
Assumptions

When preparing this advice, we made the following assumptions:

1. Stabilisation in the net debt to GSP ratio means that net debt would grow at the same rate as
nominal GSP.

2. The net debt to GSP ratio would linearly transition to its stabilisation target by 2032-33.

3. Consistent with the latest budgets estimates for 2026—27, nominal GSP would grow by 5.3% per
year beyond 2026-27.

Approach
When preparing this advice, we:
= forecast nominal GSP in line with our assumed growth rate

= projected 3 scenarios for the net debt to GSP ratio based on current forecasts for Victoria and other
Australian states, and applied a linear transition between the 2026—27 ratio and the target ratio in
2032-33.

= projected a fourth scenario for net debt based on the average growth rate over the forward
estimates.
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