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Executive Summary

The Business Council considers that the overall economic picture is one of solid growth
in national output, although we would inject a note of caution reflecting the outlook for
housing investment and continued global uncertainties.  There may be more downside
risks to the overall growth rate for output in 2003-04 than registered in official forecasts.

The Business Council commends the current health of Federal Budget balances, but notes
the short term risks to spending from the drought, the Senate and Iraq-related costs.   The
Business Council is of the view that the Labor Party and the Democrats should allow the
Pharmaceutical Benefit Scheme savings and the disability pension savings announced in
the last Budget to pass.  We consider that Parliament needs to be making its short term
policy decisions within a longer term fiscal policy framework.

The Business Council endorses the broad conclusions of the Intergenerational Report
(IGR), and notes that the potential long term fiscal challenges for Australia are likely to
be larger than those spelt out in the IGR. The basic policy message in the IGR must
continue to influence the policy debate and decision-making.  Unless the public is
engaged in this debate, the default solution will be higher taxes. Australians deserve to
have this debate thoroughly aired, and the Business Council would support moves to
continue and strengthen this debate.

The Business Council seeks reforms to our international tax system to maximise growth
opportunities for Australian and international businesses.  There are a number of reforms
to the international tax arrangements that will generate new economic growth without
exerting undue pressure on the Budget.  We believe that behavioural changes that might
be expected to arise from implementation of some of these reforms – such as that
Australia might see an increased volume of inbound investment into headquarter
activities that are currently located in Europe and Asian countries – will result in
increased investment, business activity, income and employment generation and
consequently an increase to the tax base and revenue.

Progress in improving participation in education and training for all Australians has been
slow.  Each year there is a significant group of young Australians who are not in
education and training or meaningful employment.  The Business Council considers that
now is the time to invest in long term sustainable solutions that ensure we increase the
education and training outcomes of Australia’s youth. We would like to see this issue
addressed in the Budget context.
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Australia’s universities are critical contributors to Australia’s economic, social and
cultural development.  Developing a sustainable and equitable solution to the funding
pressures facing universities is important and requires changes to the financing and
governance frameworks of universities.  The Business Council has proposed that the
following changes be considered in the Budget context:

� universities be given the opportunity to vary the HECS fee for courses by +/- 25%
and that any additional funds generated in this manner go directly to the university to
cover costs associated with the delivery of higher education programs;

� tiering HECS repayments so graduates did not pay back the 25% until salaries were
above average weekly earnings;

� increasing the threshold for repayments from $23,000 to $28,000;
� increasing funding for scholarships and equity programs;
� increased funding from Government should be tagged to identifiable outcomes; and
� review of the current student living support allowance.

The Business Council supports the sale of the Government’s remaining equity in Telstra.
We do not consider that there is a compelling economic argument to support continued
public ownership in telecommunications.  However, there is sense in minimising the
potential for governance risks arising from the Commonwealth’s dual role as the
regulator of communications and the largest shareholder in the sector.  The Business
Council does not see a case for spending the proceeds of any further Telstra sale on
capital or recurrent priorities.  Nor should the sale receipts be used to eliminate the
Government securities market.  The proceeds of the full sale of Telstra could be set
against the Commonwealth’s large unfunded superannuation liability.
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1. The Australian Economy

The Federal Budget released last May projected 3¾% GDP growth in 2002-03, with the
same forecast for non-farm growth.  The Mid-Year Economic and Financial Outlook of
last November repeated that forecast for non-farm growth, but the forecast for total GDP
growth was revised down to 3% reflecting the drought.

The revised forecasts for 2002-03 show lower exports and a higher current account
deficit, both in large part attributable to the drought, while the forecast for housing
construction was considerably revised up.

The Mid-Year Economic and Financial Outlook also revealed the first official forecast of
growth in 2003-04.  Thanks to the expected rebound from drought, GDP growth is seen at
4%.  Although no official forecast is given, it would appear that non-farm growth is seen
slowing to around 3¼% in 2003-04, with housing construction forecast to decline.

Private sector forecasts are broadly consistent with the official view, although the private
sector predictions point to business investment starting to fall away in 2004.
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It is fair to say that the global outlook remains uncertain.  There is also a risk that housing
activity is currently overextended, and may be wound back through the course of 2003-04
(as suggested by the above chart).
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The Business Council considers that the overall picture is one of solid growth in national
output, albeit with slowing gains in the non-farm sector, and with growth at rates a little
below those achieved for much of the 1990s.  That said, we would inject a note of caution
with respect to the recent growth in building new houses and renovating old ones.
Housing investment has been running at unsustainable rates of late.  For that reason as
well as continued global uncertainties, and notwithstanding the expected rebound from
drought, there may be more downside risks to the overall growth rate for output in
2003-04 than yet registered in official forecasts.

2. The Federal Budget in 2002-03 and 2003-04

The 2002-03 Federal Budget projected an underlying cash balance of $2.1 billion in
2002-03, accompanied by a small fiscal balance surplus of just $200 million.

The Mid-Year Economic and Financial Outlook maintained the estimate of the
underlying cash balance at $2.1 billion in 2002-03, but marginally revised the fiscal
balance to a small deficit of $500 million.

The latter figures suggest that there has been only a very modest effect on the Budget
balance from the current drought-induced slowdown in growth in the economy, or from
specific events (Bali, drought, the Senate’ s rejection of key Budget measures) which have
boosted spending.
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Discretionary policy and, to a lesser extent, weaker economic growth, have lifted the pace
of growth in cash expenses well above rates seen over the past decade.  In the year to
November 2002, the latest available data, spending was up 8.2% on a year earlier.
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However, the Mid-Year Economic and Financial Outlook was able to project little
deterioration in the 2002-03 Budget balances thanks to the recovery in revenues since the
policy-induced tax cuts of mid-2000 and the effects of slower economic growth on
revenues in late 2000.

Indeed, the Mid-Year Review revised up the official projection of Budget balances in
2003-04 – now seen as an underlying cash surplus of $4.9 billion, and with a fiscal
balance in surplus by $3.4 billion – with both measures some $1 billion better than their
Budget-time equivalents.

That said, there are short term fiscal risks going forward.

First, more drought aid was announced after the Mid-Year Review, and more still is
possible before the drought is over.

Second, the Mid-Year Review assumes that the Senate will pass still disputed legislation
as soon as possible.

Third, any military involvement in Iraq would be expensive.

The above risks to the Budget outlook arguably apply more strongly to 2003-04 than they
do to the outturn in 2002-03.   

Even allowing for some discount on official forecasts for 2003-04, they do give some
confidence as to the structural soundness of the Federal Budget balance.  Indeed, that is
the view of the OECD, whose December 2002 Economic Outlook points to small
structural surpluses from calendar year 2002 to 2004.

Nonetheless, the Business Council does have some concerns related to the level of
Federal spending and the quality of fiscal policy decision making.  Some decisions in the
past two years, such as the abandonment of fuel excise indexation,  do not sit well within
a longer term fiscal strategy.  Nor have the actions of the Senate improved the quality of
Australia’ s fiscal policymaking.

The Business Council commends the current health of Federal Budget balances,
including at the structural level, but notes the short term risks to spending from the
drought, the Senate and Iraq-related costs.

The Business Council is of the view that the Labor Party and the Democrats should allow
the Pharmaceutical Benefit Scheme savings and the disability pension savings announced
in the Budget to pass.  Spending in these areas must be put on a sustainable path if
Australia is to be able to continue to provide assistance for those most in need over the
long term.  The Business Council considers that Parliament needs to be making its short
term policy decisions within a longer term fiscal policy framework.
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3. Long Term Fiscal Challenges

The Government is to be congratulated on the release of the Intergenerational Report
(IGR) in conjunction with the 2002-03 Federal Budget.

The Business Council strongly endorses the broad message of the IGR.  Most notably, the
IGR estimated that:

� the ageing of the babyboomers would slow Australian economic growth and add to
spending demands.

� if the historic trend in relative health care cost inflation continues it will combine with
demographic trends to see a marked blowout in health spending, particularly on the
Pharmaceutical Benefits Scheme.

� the combination of those two factors would, other things being equal, see the Federal
fiscal deficit rise to 5% of GDP in 40 years time (see the chart below).
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The IGR makes it clear that the effects on the Federal Budget from Australia’ s ageing
population (see the charts below) are smaller than the prospective deficits arising from
relative health costs.  It is also worth noting that health care cost inflation effects are
rather less certain than are demographic effects.
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However, that does not mean that the IGR is unduly pessimistic.  Indeed, there are good
reasons to argue that the longer term fiscal challenges facing the Federal Government are
larger still than those enumerated in the IGR.

First, the IGR covered only spending.  However, assuming personal income tax rates are
occasionally adjusted to reflect fiscal drag driven by wage inflation, revenue is at risk
over the longer term.
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Second, it is likely that the recent lift in Federal funding of Defence in response to an
earlier White Paper may still not be sufficient to cover the costs of the looming
obsolescence (sometimes referred to as ‘block obsolescence’ ) of front-line fighter aircraft
and warships.

Third, while the cost of salinity and other environmental challenges should be borne more
by the private sector than the public, the Federal Government is likely to have to bear
some of this burden.

Fourth, although the IGR has been criticised for assuming that the future will mirror the
past in terms of the relative speed of health care cost inflation, it is hard to justify a better
benchmark than past experience.  Moreover, the assumption that the future will mirror the
past may be just as likely to be conservative as to be an overstatement.

Fifth, it may be that simple allowance for ageing is insufficient to cover future health care
liabilities.  While some argue that the coming generation of aged Australians will be in
better health than their predecessors, aged groups may in fact contain higher proportions
of people who are ‘sicker’  than their forebears.  As Dr Natalie Jackson, Senior Lecturer at
the University of Tasmania notes, “ … increasing life expectancy should not be confused
with a decline in morbidity. In the past, many more of those who now live with various
ailments, died; those who are ‘rescued from death’  are generally not rescued in full
health.”

Sixth, the IGR reported the impact of ageing and relative health cost inflation on Federal
primary balances – or, in other words, the effect on the Federal Budget deficit excluding
the interest bill for financing those rising deficits.

The basic figuring in the IGR implies that each Budget over the next forty years needs to
save the equivalent of $1 billion a year in today’ s money.  Judged in that light, the
2002-03 Budget was a rather modest first step – and one then neutralised by the measures
to reject Budget savings in the Senate.

Clearly Parliament needs to make tough decisions – and preferably sooner rather than
later, as the longer term fiscal challenges are not going to get any easier.
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The Business Council not only endorses the broad conclusions of the IGR, but notes that
the potential long term fiscal challenges for Australia are likely to be larger still than
those spelt out in the IGR.

The basic policy message in the IGR is that tomorrow’s taxpayers won’t be able to afford
today’s health and welfare system.  So either spending goes down, or taxes go up.

The preference of the Business Council is for overall spending to go down.  However, as
with many reports that look to the need for longer term planning, there is a risk that the
Australian public soon forgets the issues raised in the IGR, and that these important
issues do not figure as prominently in the national debate and policymaking as they
deserve.

History says that unless the public is engaged in this debate, the default solution will be
higher taxes (certainly history points to that – see chart below).  At the very least,
Australians deserve to have this debate thoroughly aired, and the Business Council would
support moves to continue and strengthen this debate.
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4. Taxation

Australia’ s central, long term economic challenge is positioning Australia to capture the
opportunities presented by the international economy and enabling us to overcome the
threats of becoming marginalised.

Our international taxation arrangements are a key element in meeting that challenge.

However, Australia’ s present international taxation arrangements prevent us from fully
grasping the opportunities of greater participation in the international economy.  Even
worse, these arrangements distort commercial decision-making, are arbitrary and
unnecessarily complex and are becoming less competitive in comparison to international
tax regimes around the world.

Sustaining our current rates of growth over the next ten years will deliver a level of
national income in 2012 that is around 50% higher in real terms than its 2002 level.  To
achieve this will require new sources of economic growth.

Many of the most profitable growth paths currently open to international businesses are
littered with obstacles arising from Australia’ s existing international tax arrangements.
These tax distortions can have perverse effects – both for business and for the future
growth of the overall economy (and, therefore, the domestic tax base).

The Business Council seeks reforms to our international tax system to maximise the
growth opportunities for Australian and international businesses.  The Business Council
believes improved productivity, flowing from these reforms, will be a key element
impacting on our ability to maximise our growth.

The Business Council believes that there are a number of reforms to the international tax
arrangements that will generate new economic growth without exerting undue pressure
on the Budget.  We further believe that the behavioural changes that might be expected to
arise from implementation of some of these reforms – such as that Australia might see an
increased volume of inbound investment into headquarter activities that are currently
located in Europe and Asian countries – will result in increased investment, business
activity, income and employment generation and consequently an increase to the tax base
and revenue.
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5. Improving the Education, Training and Employment Outcomes of
Young Australians

Australia’ s ageing population reflects both low birth rates and increased life expectancy.
As the population ages labour force participation rates will fall (see chart below) and
growth in the labour supply will slow significantly.  Fewer workers means less tax
revenue and more dependents; both will tend to undermine the Budget in the longer run.

Source: IGR
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As noted earlier, the IGR highlights that there will be a higher tax burden on the next
generation of Australians.  Efforts must be made to offset the impact of an ageing
population.

In this context, in addition to policies to encourage older workers to remain in the work
force, efforts need to be made to maximise the skills and capabilities of all young
Australians so they can effectively participate in the workforce.  Each year, there is a
significant group of 15 – 19 year olds who are leaving school early and are not in
education, training or employment.

Currently approximately 80% of young Australians (15 –19 year olds) each year
undertake some form of education and training to year 12 equivalent in school or
vocational education and training.  This is a disappointing outcome when compared with
88% in the US and Canada, 91% in Germany and 94% in Korea.1

The remaining approximate 20% are not in education and training.  They may be in some
form of part time or casual employment, but often in low skilled jobs.  Many of this
group suffer high levels of unemployment which continues throughout their lifetime.

                                                
11  EEdduuccaattiioonn  aatt  aa  GGllaannccee  22000022  OOEECCDD
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Unemployment data indicates that seven years after leaving school only 7% of all year 12
leavers are unemployed.  By comparison, young men who have left school in year 9, have
a significantly higher level of unemployment - 21%, after the same period.  For women it
is even worse at 59% unemployment.

The trend of young people not completing year 12 or equivalent will inevitably result in
lower employment rates, increased welfare payments, lower productivity and lower tax
revenue for Australia.

Governments have made a range of efforts to increase participation rates in education and
training or sustainable employment. Business Council commissioned research indicates
that progress to date by Commonwealth, State and Territory Governments has been
variable and opportunities exist to make improvements.  Many of the existing efforts are
of a pilot nature and seen to be outside mainstream programs, thus putting their
sustainability and funding at risk.

The key to success in increasing the number of young people who complete twelve years
of education and training is the existence of well-organised and flexible options that
connect initial education with work or further study or training.

An essential next step is to implement an ongoing and systematic approach to identifying
and assisting young people at risk of leaving school early.  These young people require a
supportive education environment where they gain assistance to move into further
education and training or employment.

Poor literacy and numeracy skills are a feature of many young people leaving school
early.  There is a need to focus on ensuring the literacy and numeracy skills of those in
the early years of school are developed to an appropriate standard.

Ensuring 50% of those young people who are currently leaving school early and not
going into some other form of education and training are able to participate in education
and training to year 12 equivalent would achieve a 10% overall increase in participation
in education and training.

No longer would Australia lag behind its competitors, as we currently do, with only 80%
of young people undertaking twelve years of learning. Australia would achieve a 90%
participation rate by young people in education and training to year 12.

One approach to achieving these outcomes is identified by Applied Economics.2

                                                
2 Realising Australia’ s Commitment to Young People  a report prepared for the Dusseldorp Skills Forum by
  Applied Economics in November 2002
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The program outlined by Applied Economics includes the systematic introduction of case
management services to identify those young people at risk of leaving school early,
increased access to career advice and support services, broadening the range of education
qualification options and increasing flexibility in school structures and operations.

In practical terms, the main costs of this program are extra school, vocational education
and training places; extra apprenticeships and traineeships; extra schoolbooks and
uniforms; and lost earnings for early school leavers during their extra school years.

The benefits of this program include increased earnings for early school leavers once
their extra school years are completed; improved social outcomes (eg reduced crime); and
gains for employers (eg increased productivity and profitability).

The Business Council modelling of the Applied Economics proposal highlights that an
investment now to increase the proportion of young people who achieve year 12
equivalent education from 80% to 90% will bring a significant economic and social
benefit in the longer term (see chart below).
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The key results of the modelling are:

� the program will reduce GDP initially but deliver substantial gains by 2020. GDP is
estimated to be $1.8 billion (ie .28% GDP) higher in 2020 than it would otherwise
have been;

� the same is true for consumption.  Consumption will initially reduce but is estimated
to be $720 million (ie .18%) higher by than would otherwise have been the case;

� the program will have a positive long-term impact on economic welfare; and

- In today’ s dollars this is estimated to be equivalent to a one off increase in
consumption of around $10.7 billion.

� the program will attain an internal rate of return of between 8% and 10%.

Whilst Governments have shown a commitment to improving access to education and
training for all Australians, progress over the past decade has been slow.  Now is the
time to invest in long term sustainable solutions that ensure we increase the education
and training outcomes of Australia’ s youth. The Business Council would like to see this
issue addressed in the Budget context.

6. Higher Education Reform

Australia’ s economic and social future will depend on a well-educated and well-trained
community.  As labour supply slows, there is also a clear need for a focus on the
development and maintenance of human capital if we are to sustain reasonable levels of
economic growth.

Historically, Australia’ s universities have been critical contributors to the country’ s
economic, social and cultural development.  It is essential that the sector is able to
continue this role effectively and efficiently in the future.

Developing a sustainable and equitable solution to the funding pressures facing
universities requires changes to the financing and governance frameworks of universities.
University funding (both public and private) should be underpinned by the following
principles:

� it is sustainable and reflects the private and public benefits delivered;

� it provides incentives to institutions for excellence;

� there is reliability and predictability of base funding;



            SUBMISSION TO THE BUDGET PROCESS 2003-04 17

� it promotes flexibility and choice; and

� the system provides for access based on ability, not the ability to pay up front.

A critical issue in any consideration of the Higher Education sector is the ability to assess
the effectiveness of the public and private funds invested in universities.  To that end the
Business Council is keen to see the development of valid and comparable outcomes
measures that give the community and business a better understanding of the
achievements of the Higher Education sector.

The changing nature of the financial environment for universities, and their increasing
involvement in commercial activities, has significant implications for how universities
should approach governance and risk management.  Given the legislative framework of
universities, there is a significant opportunity to continue to improve governance
structures, reduce red tape and address potential dual reporting requirements through the
establishment of national protocols agreed by Federal and State Ministers of Education.

The Business Council strongly supports the development of a Higher Education sector
that strikes an optimal and flexible balance between base funding from the
Commonwealth, fees paid by students and a range of other revenue sources.  In this
context the future university financing framework should not provide obstacles or
disincentives for institutions to pursue other revenue streams.

The Business Council has proposed that the following changes be considered in the
Budget context:

� universities be given the opportunity to vary the HECS fee for courses by +/- 25%
and that any additional funds generated in this manner go directly to the university to
cover costs associated with the delivery of higher education programs;

� tiering HECS repayments so graduates did not pay back the 25% until salaries were
above average weekly earnings;

� increasing the threshold for repayments from $23,000 to $28,000;

� increased funding for scholarships and equity programs;

� increased funding from Government should be tagged to identifiable outcomes; and

� review of the current student living support allowance.

The changes will support growth and improve the quality of educational outcomes for the
benefit of all Australians.
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7. Long Term Unemployment

Long term unemployment remains a particular concern.  The longer people remain
unemployed, the harder it tends to be for them to re-attach to the work force – whatever
the initial cause of unemployment.  If Australia is to achieve sustained growth, at around
the levels we have experienced in recent years, we will need to ensure that we encourage
effective participation in the labour force, particularly among those who are keen to work.

Strategies that get people out of a long term state of unemployment, and back into work,
are an investment in the long term structural integrity of the Budget.  The range of
services provided through the Job Network and other employment related programs
including the targeted interview process for long term unemployed and the job seeker
account to contribute towards training and other needs of the long term unemployed
should be exempt from spending cuts.

8. Telstra and the Bond Market

It does not make sense for the Commonwealth Government to retain 50.1% ownership of
Telstra.  Nor does it make sense to use the proceeds of further Telstra sales to abolish the
Commonwealth Government’ s securities market, or to spend the proceeds.

Sale of Telstra
First, consider the Government’ s 50.1% stake in Telstra.  The classic ‘public good’
argument for Government ownership relies on the feature that a public good, such as a
lighthouse,  is ‘non-excludible’ .  Once these goods/services are provided to one person
they are provided to all, and hence it is not sensible to charge for them.  Because these
enterprises are inherently incapable of yielding sufficient revenues, Government
investment addresses under-provision by the private sector in these assets.

The telecommunications industry does not have any of the features one would normally
associate with a ‘public good’ .  Telstra’ s outputs are fully excludible and chargeable.

Furthermore, the governance issues surrounding joint Commonwealth and private
shareholder ownership of Telstra are significant.  There is the potential for a conflict of
interest to emerge between the Government’ s role as the rule maker for
telecommunications and its majority ownership of the largest telecommunications
company – a conflict whereby whenever the Government is tough on the regulation of
telecommunications it risks reducing the financial return on its own Telstra shares.

Related to this, in the fast-changing environment of the telecommunications sector it is
vital that the management team at Telstra has the flexibility to be quick at grabbing
opportunities and reacting to competitive threats. Government ownership hobbles
management with broader political considerations that go well beyond the responsibilities
of any effective commercial enterprise.



            SUBMISSION TO THE BUDGET PROCESS 2003-04 19

While Telstra retains Government ownership, there will be groups in society that regard it
as a channel for extracting non-transparent welfare from the owners of Telstra: that is,
from private shareholders and taxpayers more broadly.  Any welfare delivered through
Telstra should be explicit and transparently funded out of the Commonwealth Budget, in
line with other Commonwealth welfare spending.

While Telstra remains the dominant market player, the Business Council recognises the
importance of appropriate regulations around its activities.

The Business Council supports the sale of the Government’ s remaining equity in Telstra.
We do not consider that there is a compelling economic argument to support continued
public ownership in telecommunications, but there is sense in minimising the potential for
corporate governance risks arising from the Commonwealth’ s dual role as the regulator
of communications and the largest shareholder in the sector.

Sale Proceeds
In terms of considering what should be done with the proceeds of the sale of Telstra, it
should be recognised that such a sale is simply a change of ownership. Commonwealth
Budgets properly measured would show that the revenues from the completed sale of
Telstra would be broadly offset in risk-adjusted net present value terms by the lost
contribution to the Budget from future Telstra dividends. It is important that these funds
not be frittered away.  Were the full proceeds of the sale of Telstra to fund only large
scale infrastructure projects, it would mean competition with the private sector for funds
and for skilled labour.

In other words, spending privatisation receipts on new public sector capital works may
come at the expense of a crowding out of private sector spending. Unless potential large
scale projects are weighed up against each other, Australia runs the risk that the wrong
work is done, simply because the public sector has the money to fund the work.
Alternatively, the public and private works may proceed at the same time, placing
pressure on interest rates, the current account deficit, or both.

There are dangers in spending the majority of the proceeds on new public sector works.
To use privatisation receipts to finance spending means that there is an additional call on
capital markets.

Nor should Telstra sale receipts be used to eliminate the Government securities market.

Australians benefit from a multi-faceted social infrastructure that is essentially ‘non-
excludible’  and ‘non-chargeable’ : this includes our legal and our relatively transparent
political and financial systems, our common notions of a ‘fair go’ , free speech, common
language and the like.
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Australia’ s social infrastructure is bolstered by the monopoly of the $A for domestic
transactions and the monopoly of Australian Government bonds in benchmarking
domestic corporate lending risk premiums.  The $A enjoys a natural monopoly as the
preferred means of transaction within the Australian economy.  As it happens, that natural
monopoly is a legislated monopoly.

Likewise, Australian Government bonds enjoy a natural monopoly as the preferred ‘risk
free’  benchmark against which the risk premiums on corporate (and other) securities are
measured.  Government bonds also act as a safe haven (along with the currency).
However, unlike the $A, this natural monopoly has not been legislated: it has been settled
upon voluntarily by the market.

If the Government bond market were to be ‘wound down’  it would entail higher costs for
businesses as financial markets would need to settle on a new risk free benchmark.

The Business Council has not been convinced that Australia should take that risk.
Indeed, Australian Governments’  aversion to debt is already evident in the fact that our
national debt market does not look like that seen in the rest of the world. Australia
already has relatively less government debt, and relatively more corporate debt (see the
chart below).

The question is the extent to which there might be risks involved if we further wind down
the Commonwealth bond market.
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 Australia relies less than the world does on Government debt markets
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For example, because Commonwealth bonds are effectively free of risk, they are central
to the pricing of all other financial risks – in effect, they might be helping our financial
world go around, given their role in aiding price setting in insurance, in superannuation,
and in the swaps market.

That is why one proposed solution – replacing the bond market with a swaps market – is
not necessarily an easy out. Another problem is that maturity structures in these markets
are different (see the chart below).

Moreover, one reason why Australia handled well the 1997-98 Asian financial crisis was,
as Alan Greenspan has said, “because Australia already had well-developed capital
markets”. Our capital markets might become less well-developed if we eliminate
Commonwealth bonds. Crises such as the Asian financial crisis are hard to forecast and to
handle.  While Australia may well be able to easily handle future crises without a bond
market, there is a risk that we will not, and it is not clear that we need to take that risk.

Maturity of swaps versus Commonwealth bonds
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Any winding down of the bond market might be expected to raise business costs,
especially for longer term borrowings, and perhaps substantially so.  At the very least
such a move would likely involve transitional costs.

Moreover, there may be further ongoing costs as financial markets struggle to find a near
replacement to the (near) risk free status of Australian Government securities.  The
Business Council considers that those costs have not been adequately quantified by
advocates of ‘winding down’ .
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In addition to the disruption to the private sector, we have strong reservations about how
such a move might limit a future Government’ s options in dealing with a genuine
financial crisis by removing one of the real ‘safe havens’  in our financial system.
Authorities have expressed concern about how such a move might impact on the conduct
of monetary policy.  If the Government bond market needs to be reopened, perhaps when
the Government is most vulnerable to investor sentiment, it may well come with
significant ‘re-entry’  costs.

Instead, the Telstra funds could be set aside as Commonwealth assets.  The proceeds
could be set against the Commonwealth’ s large unfunded superannuation liability.

The Business Council sees no case for spending the proceeds of any further Telstra sale
on capital or recurrent priorities.  Commonwealth Budgets properly measured would
show that the revenues from the completed sale of Telstra would be broadly offset in risk-
adjusted net present value terms by the lost contribution to the Budget from future Telstra
dividends.  However, to spend the proceeds of any further Telstra sale would harm the
underlying cash or fiscal balance measures of the Budget.

Australia enjoys a number of benefits from its advanced social, financial and regulatory
infrastructure, including an efficient and long standing bond market.  Indeed, the market
for public debt might be helping to glue the financial system together. The Business
Council therefore sees no reason to expose Australia to the risks that abolition of the
Commonwealth bond market might entail. The proceeds of the full sale of Telstra could
be set against the Commonwealth’ s large unfunded superannuation liability.


