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Abstract

On 31 July 1993, the Wool Industry Review Committee (Gamaut Committee) presented
its recommendations to the Minister for Primary Industries and Energy, Mr. Crean. The
Committee made major recommendations on the approach to disposing of the wool stockpile,
on wool marketing, and on organisational arrangements in the wool industry, The present
paper provides an assessment of the Committee’s report. The focus is on the report’s treatment
of three issues that are central to the future economic benefits to Australia from wool. These
issues are: the approach to the industry's stockpile-related debt; the disposal of the stockpile;
and achieving incentives for an efficient level of wool production and exports. It is concluded
that there are strong grounds for thinking the approach recommended in the Garnaut Report
and accepted by the Government — is not the one that will best serve the economic interests of
the wool industry or of Australia,

The authors” institational allegiances are; Tony Chisholm and. Geoff Edwards - School of Agriculture, La
Trobe University, Bundoora VIC 3083, Phone 03~79-2356; Henry Haszler- School of Ecanomics, La Trobe
University and Economuic Policy Perspectives, Melboume, Phone 03431-0397: Phillip Hone - School of
Economics, Deakin University, 221 Burwood Hwy, VIC 3125, Phone 03-244-6530, Part of the research reported
in this paper draws on work suppaned by the Wool Research and Development Corporation,



The Wool Debt, The Wool Stockpile and the National Interest:
- Did Garnaut Get it Right?

Introduction |

The Australian wool industry is in serious financial trouble. Woolgrowers have been
making substantial losses in recent years (ABARE 1993a) due to the very low wool prices that
followed the collapse of the Reserve Price Scheme for Wool (RPS) in mid-1991. The RPS was
a buffer stock scheme designied to maintain minimum prices for wool sold at auction and was
managed by the former Australian Wool Corporation (AWC). The RPS collapsed because of
adverse market developments and a series of errors in managing the Scheme (Stoeckel, Borrell
and Quirke 1990, "Watson 1990, Haszler 1993).

To help ensure the RPS was self-financing, a tax on wool sales was paid into a Market
Support Fund (MSF) established to meet any losses under the Scheme. By the end of 1986-87
the credit balance in the MSF had reached some $1.8 billion. When the RPS was finally
abandoned it left in its wake a debt of some $2.7 billion and stocks of some 4.6 million bales of
wool (811 kt greasy) - about a year's production. The Australian Wool Realisation
Commussion was established in mid-1991 tc manage repayment of the “wool debt” - one of the
outcomes of the recommendations of the Vines Wool Review Conunittee (Vines, Millar and
Davis 19913, The AWRC took over the debt, the wool stocks and other assets that had been
held by the AWC and was repaying the debt through a combination of stock sales and a tax on
woolgrowers (AWRC 1992). By the end of 1992-93 the stockpile and debt had been reduced
to just under 4 million bales and $2.3 billion respectively (AWRC 1993).

In response to the continuing difficulties in the woel industry, the Garnaut Committee
{Garnaut. Bennett and Price 1993) was appointed in April 1993 to advise on future policies for
the industry. The Committee’s recommendations, involving the second restructuring of wool
indusiry organisations in three years, were accepted almost toraily and had become policy by
the end of October 1993. Nevertheless the Committee’s recommendations remain hghly

vontraoversial,
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The purpose of this paper is to review the Garnaut Committee's analysis of and
recommendations Tar handling the centrepieces of the mnﬁnuing wool erisis - the wool debt
and the stockpile. A brief mmm of the Commitice's report is provided as the background to
the discussion of the effectiveness of aliernative mechanisms for repaying the debt, Particular
issues addressed are the Committee’s preference for a fixed quantity schedule for selling the
smlzﬁpﬁe,, 1ts analysis of the possibilities of “quarantining” the stockpile i‘mm the market and its
analysis if the case for restricting expornts of wool on 4 longer term basis. |

‘The cenrral arguments of this paper are that the Gamaut Committee failed to review the
alternatives adequately and; therefore, it recorumends a sub-optimal and risky policy that could

impose unnecessary costs on the nation and on woolgrowers.

Overview
Stockpile Disposal and Debt Reduction

The Australian Wool Realisation Commission (AWRC) was required to manage the
wool stockpile and repay the wool debt after the collapse of the Reserve Price Scheme. It was
directed (o perform these tasks in the best interests of the wool industry. Tt was aiso required
*to seek 1o create eonditions conducive to the development of an efficient private sector market
for wool, including the ereation of facilities for the management of price and inventory risks by
buyers and sellers” (WIRC, p.86).

The Commirtee was critical of the way in which stock disposal and debt reduction had
been undertaken. Its criticisms related to the general approach to these problems and to the
regulatory environment created by the Government rather than to the operativns of the AWRC
— though itdid say the AWRC had not played the role of creating conditions favourable to a
private sector market for wool. The Committee noted that several changes were made to the
debt reduction arrangements in the first two years of the AWRC's existence. In early 1992
there was a change from a debt reduction schedule involving minimum annual debt repayments
to one based on a schedule for the cumulative debt reduction. Before the 199394 season
commenced, the period for repaying the debt was extended from 30 June 1988 to 30 June

1989, and it was announced that the targets in the debt reduction schedule would only be



‘indicative’s with actual targets being determined by the ‘Gmrammc:m at the start of each
financial year, | |

The Contmittee eriticised the failure to adhere to a constant set of rules in dis;msing of
the stockpile and repaying the debt: “The repeated changes in arrangerments have compountded
 the uncertainty about Government policy on stockpile management that was in any case acute in
the aftermath of the collapse of the Reserve Price Scheme™ (WIRC, p.87).

The approach to stockpile disposal recommended by the WIRC was a fixed quantity
rule, involving the sale of 33 kt per quarter between 1 July 1994 and 30 June 1997.1 For the
purpose of the fixed quantity, wool sales in a period include sales through forward eontracts,
wool made available on the mutrity of wool bonds and wool sold to the Govemment for use in
foreign aid. If total sales in a period exceeded the fixed quantity Wool International would be
required to buy wool so that ret sales corresponded 1o the fixed quantity. The Committee's
sales schedule would mean thar wool stocks of around 240 kt greasy, around one-third of the
stockpile at mid-1993, would remain at the end of the disposal period. It saw stozks of this
magnitude as congistent with an efficienty functioning futures market. Some stocks would be
held overseas on a commercial basis, and seme would be held against wool bonds and options.

ABARE conducted simulations for the committee using its world wool model to
compare the effects on woolgrowers® net returns of different approaches to disposing of the
stockpile. The approaches considered were: flexible stockpile disposal; disposal to generate a
fixed debt reduction per period: disposal of a fixed quantity per period; disposal according to a
trigger price mechanism; and destruction — defined to include denaturing, making wool
unsuitable for conventional uses and hence non-substitutable for new wool production. The
~ Commitiee provided little information on the detmls or results of the simulations. The
simulations appear to indicate a negligible difference in woolgrowers’ net returns from a fixed
quantity approach and destruction of the stockpile,

The Committes judged it probable that its recommended fixed quantity schedule would
provide sufficient revenue to meet debt commitments over the period to June 1997, However,
it supported retention of the 4! per cent stockpile levy until 1996-97 to reduce 1o a very low

level the likelihood of a financial call on the Government as guarantor of the stockpile



borrowings. The C‘ommxmc md not nousmdcr the conmhutmn that 2 grower levy for reducmg
the stackpiiwcmmd debt could make as a de facto export: m to reducmg wool praduction and.
raising world prices,

. Who owns the srtm:piia and the wool debt? The view has been expressed that the
‘CGovernment should be mumdared part-owner, because of its role in the semng of high reserve
prices m the late 1980s, The Committce doubts there is “any strmgmfonv'lrd answer 10 the
- questions raised in this debate™ but says “the best practical solution is for all parties to accept
that any residual value in the stbckpile be owned by wool growers who contribute the levy
from 1 July 1993, in proportion to their contributions™ (p.91), It supports a policy of allowing
growers to voluntarily ;pi;y a levy in excess of the mandatory levy. A limit equal to 10 per cent
of gross {wool?) receipts is suggested for growers’ contributions to the levy. Growers paying
more than the mandatory 4§~ per cent levy would qualify for a larger allocation of shares upon
the privatisation of Wool International set for 1 July 1997 when the fixed quantity disposal
schedule ended. Wool International would be formed by the incorporation as a Government-
owned company of the AWRC. The “reasonable prospect that rights to shares in Wool
International will become valuable assets and will be able 10 be traded even prior to

privatisation™ {p.92) is noted.
p

Marketing

The Committee considered that the reserve price scheme resulted in several adverse
consequences for wool miketing. It caused excessive reliance on the auction system, and the
neglect of other approaches to wool marketing, With the reserve price scheme under the
control of the Australian Wool Corporation, the role of the private sector in wool marketing
was undesirably restricted, and innovation retarded. The price guarantees provided by the
reserve price scheme meant that producers supplying wool were too little oriented in their
decision-making to meeting the {constantly changing) market demand. Quality management
was sacrificed. There was an efficiency-reducing centralisation of risk bhearing.

The Committee noted with.approval the recent interest of grower groups and others in

alternatives to the traditional methods of selling woal. It also considered it appropriate that the



private sector take over many f‘unctmns related 1o the ﬂucﬁon system thar, md benn namnd cml
by the Au stratian Wool C’mpcsmtmn as mpemwr of the reserve price scheme.

’mxe;:: WIRG attached great elmgmmnwm establishing a range of new finuncial
instruments “which will establish the basis for marketing and risk m:magémmit in the wool

0‘"

~ trade into the nextcentury™ (p.106). An efﬁmn; wool futures market was seen as especially
important in this context. Interveation in the wool market through the reserve price scheme and
subsequently the regulitory uncertainty associated with stock disposal policies were both
 inconsistent with the existence of a deep, efficient wool futures marker. Wool bonds,
providing the right to specified amounts und qualities of the wool at specified future dates, and
wool options, were also seen as forming part of a suite of *sophisticated modern marketing
mechanisms” for the wool industry. Wool International was viewed as having a key role in
establishing and supervising a wool futures contract, and in implementing wool bonds and

options.

Restricting Exports

The Committee expressed “doubts that the demand for wool is so inelastic that
restrictions on supply would raise woolgrower incomes over the medium and longwtexm*“
{p.56). This was despite its presenting an estimate by Connolly (1992) of -1.01 for the long-
run price elasticity of demand for Ausiralia’s exports of wool (p.100). The Committee saw
problems in applying controls on exports, even if there were an economic argument for doing

$0.

Promotion

Promotion of wool has been undertaken muinly by the International Wool Secretariat
(IWS) which is jointly funded by Australia, New Zealand, South Africa and Uruguay.
Promotion has taken the form of generic advertising.

The Committee saw “a need for a more integrated approach to wool promotion by
selectively combining both generic and specific branded promotion campaigns” (p.109). It

viewed it as crucial “that the correct institutional structure is established to determine the optimai



‘ aglxr of pmmouomi funding betwaen traditional and new wool markets, and the moqtsmmble
allocations betwcen the comgetmg clmms for generic, brandf:d and Austmhan specific
pmmmmu programs” (p. 1173 The main msmuﬁonal chauge remmmended for mzhmmg this
obgecuw. was the merging of zhe AWC and the Wool Research and Deveicpmcm Corporation
(WRDC) to form the Wool Rc:sc;mh and Pmmouon C)rgamsmmn (WRAP). WRAP would
have “specific and limited functions only: to allocate growess’ and Govemnment funds for R&D
and generic promotion in the wool industry, including through the Imemauanal Wool
Swmmnaz, where this is judged to be a cost-effective use of limited msuumes" (p 2 .

- The Commiitee favoured industry determination of whether to continue generic
promotion, and the level of funding through ballots held each three years. It saw it as desirable
| that groups of growers be able to opt out of the compulsory promotion levy if they .cnmtibuted

to private promotion that was of equivalent generic promotion value.

Processing in Australia

| While Australia is very efficient in woolgrowing, the Committee saw the highly
protected and uncompetitive textile industry 38 an industrial museum by the 19805, A
consequence was that *Australia had become an expensively but poorly dressed country ..."
(p.60).

Progress is being made in developing efficient early-stage wool processing and
internationally competitive production of yarn, fabric and garments. The Committee considers
that the biggest advantage for the wool industry of developing internationally competitive wool
precessing in Australia is that feedback from local processors will help growers to produce a
more valuable product.

To encourage internationally competitive wool processing in Australia, the Committee
recommended that national guidelines be developed for effluent disposal from wool processing
plants. Tt recommended changes to the wool selling regulations to allow growers to
supplement the standard information which they provide to potential buyers of their wool. A
further recommendation was to streamline a scheme operated by the Textiles, Clothing and

Footwear Development Authority under which selected Australian companies assembling



garments overseas using Aum*umn»snumd nmicrmis dc not pay customs dtmcs on thc'

: ',Auﬂtmhan content when the garments. are :mportcd into Auatmlm

Trade Policy Issues

The Committee saw it as in Australia’s interest *... to 'e;ncnuraga the dév‘clapmcnt‘ of
open and competitive wool textile policies™ (p.157). It mns:dercd that rcﬁucmg the widespread
tariff and aon-tariff barriers to trade in raw wool, and especially in prmcsScd wool, should be a

| ma;c)r objective of Australia’s international dxpwmwy

Ending the Multifibre Arrangement «(‘ MIFA), an mtemmianai trade agreement that
violates the rules and spirit of the | AT’F but hias operated within the GATT since 1974, was
accorcisd high priority. As a result of the MFA approximately 75 per cent of textile and
‘ clothing exports from developing countries to developed countries are subject to *voluntary’
MFA quotas,

The Committee emphasised that “Australia’s interests in the wool trade are global and
not mainly regional” (p.172.) This had implications for Australia’s policy on emerging trade
blogs. For example, Australia should sesk to ensure that Asia Pacific Econornic Cooperation
(APEC) was “... built around principles of ‘open regionalism’, avoiding elements of
discrimination against third parties.” (p.172.)

While Australia would gain from liberalisation of foreign policies that restricted trade in
wool, the Commitiee also saw an interventionist role for Australia in the development of wool
processing in developing countries. It recommended that developing countries with pmbntial in
wool processing, and having the open policies conducive to success, be offered Australian
Trade and Investment Packages V(A’I'I?s), ATIPs would comprise 2 package of camponents,
including: stockpiles of greasy wool and tops held in the country by Wool International to
reduce the capital and foreign exchange committed to the raw material pipeline; assistance in
such forms as technical and market training and official development assistance; credit on
commercial terms through the Export Finance and Insurance Corporation (EFIC) for buying
greasy and semiprocessed wool from Australia; funds for promoting wool and wool products

through WRAP and the IWS; assistance for Joint ventures in Australia or developing countries



through Austrade and other Ausfrahan agencies. The Committee said that *mé Minister for -
Primary Industries.and Energy should be responsible ™... for ensuring that there are
mechanisms for effective co-ordination of the inputs of mc;‘mnny Australian institutions and
agencies involved in ATIP (p.158). It considered that the countries offering the best prospects
for ATIPs, taking account of their potential as competitive exporters and their domestic markets
for wool products, were China, India, Pakistan, Vietnam, the Asean countries, Turkey,

Mexico and Brazil.

To Sell or Tax?

Given that the Committee accepted the Govemment's position that the wool industry
should be held rcSponsi’blc for the "wool debt” (Gamaut et af 1993, p 90) a fundamental
Question is how the wool industry might repay the debt at least cost. There are basically three
choices - a tax on wool production, sale of the stockpile, or some combination of these
measures. The wool can be sold either normally in competition with new produetion or into
end-uses in which the wool is "quarantined" from the normal market. The effectiveness of
taxes and stockpile sales for repaying the debt depends largely on the responsiveness of
Australian wool demand and supply to wool prices. Work in this area by ABARE (1992),
Bardsley (1991, 1993a), Beare, Fisher and Sutcliff (1991) and Hertzler (1993) indicates that
some combination of these measures may be necessary to be sure the debt is repaid within the
time specified by the Government (for instance Minister for Primary Industries and Energy
1993).
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Figure 1 Demand Elasticities and the Policy Trade-off

This fundamental policy trade-off is illustrated in Figure 1 which describes a
comparative statics full adjustment model. Given linear functions and identical wool supply
relationships, S, Figure I(a) and Figure 1(b) show demand, Dy, as being relatively price-elastic
and price-inelastic respectively. The initial equilibria are at price PO and quantity Qq. Supply is
then assumed to shift from S to S - due to sales from the stockpile - or from S to S - due to
the imposition of a wool tax. In the absence of stock sales, the market price with the tax is P
and the producer price net of the tax is Prp. Stock sales are measured as the difference between
total wool sales Qg (total wool sales including sales of stocks) fess Qgp (farm production at the
reduced prices, P, which result from the increase in market supply when stocks are sold).

If wool demand is elastic, stock sales and the wool tax would generate similar
revenues, as shown by the areas QSDQSCD and PppPrAE respectively. But if demand is
inelastic, revenue from the wool tax (PrpPrAE again) exceeds revenue from sales of wool
stocks (QgpQsCD).

Moreover, if demand is inelastic woolgrowers will incur a relatively high cost for
repaying debt by stock sales - area PyPgDB - rather than a wool tax - area PyPppEB. The
ranking of the policies remains unchanged when a wool tax and stock sales are used to generate
identical amounts of revenue. Given that the bulk of Australian wool is exported, under

conditions of inelastic demand Australia's national interest will be better served by a wool tax.
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‘The reason is ma,t when demand is ‘inelasﬁa; a wool tix shifts a relatively f'l:afgc part of the costs
of repaying the debt.onto foreign consumers, | | |

Variations in the supply elasticities do ot alier these trade-offs but they do influence the
portion of costs borne by wooyl‘gfowers! In general, the lower the elasticity of supply, -ihe larger
the share of the costs that falls onto woolgrowers, the lower :thé rate of tax required to raise any
given revenue and th‘g smaller the revenue raised from any given stock sales.

‘The Garnaut Committee acknowls:dged the importance of the assumptions concerning
the price responsiveness of the wool market (p 98-101) and commissioned ABARE to analyse
a range of stockpile disposal and debt repayment options. The options analyséd by ABARE
included a "Destroy and Tax" option, a number of “Sell and Tax" policies, including sale by a
fixed quantity schedule, and also a "Trigger Price” scheme, |

The Committee opts for a "Sell and Tax" policy, recommending that the stockpile be

sold under a fixed quantity schedule (see below), relying inter alia upon:

«  the results of ABARE’s policy simulations;

»  the judgement that the price elasticity of demand is increasing and in the medium and long
term is not low enough to warrant destruction of the stockpile;

« the view that lower prices due to stock sales will raise long-term wool demand; the view
that there is a risk that a trigger price could be set “too high", resulting in problems similar

to those which led to the collapse of the Reserve Price Schieme;

In making its case for a "Sell and Tax” policy the Garnaut Committee made an error of
fact in reporting the results of ABARE's simulations (Hone and Haszler 1993). The error

appears in the following statement (p 99)! .:

L' This error in the Garnaut report was first identified at a public meeting in Hamiltoo on 20 September 1993,

it was subsequently drawn fo the attention of the Minister and the Shadow Minister (Haszler, personal
communication, 28 Seplember 1993) and then more generally publicised on 7 October (Haszler and Hone
1993). Consequendly, the existence of this error became well known as the package of wool bills was being
considered by the House of Representatives between 30 September and 7 October, Unfortunately, the etror
wis not acknowlédged publicly until 22 October and not until the Victorian Frirmers Federation had fobbied
Victorian Senators for a Senate Inquiry, partly to ¢lear up the issue of the error (Hawes 1993),

1



"The Committee asked ABARE mmodel;’optién‘s 1to 5 to stockpile disposal, within its
standard model of the world wool market based on price elasticities estimated from
historical experience [emphasis added]. The present value of growers’ net returns under
an optimal sale strategy ...... was $66 million greater than with destruction, over a ten-

year period.”

The inference that can be drawn from the report (Table 5, p 100) is that the elasticities
used are those reported by Connolly (1992), However, ABARE has now acknowledged that
the Garnaut Committee's statement is wrong (Senate 19‘93)‘and that the $66 million estimate
was generated by an optimal control solution of a dynamic model (ABARE 1992) based on 'the

following elasticities:

Demand Elasticity Supply Elasticity
short-run -0.80 0.20
long-run - 1.20 0.60

Except for the long-run supply elasticity, these values are well above those reported by
Connolly. Based on first principles, it scems likely that if ABARE had indeed used Connolly's
generally much lower elasticities as claimed, the result would be the reverse of that indicated.
That is, using historical elasticities the present value of growers' net returns under a "Destroy
and Tax" debt reduction strategy would probably be substantially higher than with the Garnaut
Committee's preferred "Sell & Tax" strategy. Consequently, the $66 million figure probably
represents the upper bound estimate of the possible benefits from a "Sell and Tax" policy - and
not the lower bound as the Committee claimed (p 100)

Chisholm, Haszler, Edwards and Hone (1993) analysed the sensitivity of the policy
choice to assumpticns about the price responsiveness of the wool market. Using a comparative
static model iterated over seven periods, to reflect the policy setting at the time, they considered

three options:
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s Sell and Tax": sell the wool stocks in the normal market and levy a wool tax to raise the
extra revenue required to-quit the debt within the Government's deadline.

«  "Destroy and Tax": physzcally destroy the stoekpnc, so stockpile sales do not depress
market prices, and use a wool tax as the sole means of repaying the debt,

»  "Quarantine and Tax": quarantine the stockpile from the normal market, sell the stocks by

tender into new end-uses and levy a wool tax to raise additional revenue,

Chisholm er af simulate the first two policy options using linear and Cobb«Douglas
forms for equations based on nine sets of own-price elasticities for Australian wool and an
‘assumed initial market equilibrium, Their assumed equilibrium is characterised by an auction
price of 500c¢/kg clean and wool production of 850 kt greasy. The range of the elasticity sets
chosen by Chisholm et al is shown in Table 1 which summarises their results, Their elasticity
sets span a wide range of the reported values shown in Table 2,

Other researchers in the field - ABARE, Bardsley and Hertzler - have also provided
analysis of the sensitivity of their results to assumptions about price responsiveness in the wool
market. However, they assumed the wool market to be generally more price responsive than
Chisholm e al and dealt with more tightly constrained elasticity sets. Bardsley and Henzler set
their parameters at the base values first chosen by ABARE (1990). The differences between the
results reported by these authors and by Chisholm ez af reflect the elasticity sets chosen for
analysis.

The national policy trade-off matrix presented in Table 3 identifies the net costs to the
nation of being wrong about the eiasticities. The Government could form the view that, despite
the evidence 1n Table 2, the wool market will become “elastic" and so adopt a "Sell and Tax"
policy. This is the policy the Government adopted based on the Garnaut Committee's
recommendations. If this view proved correct, the net Australian benefit arising from the "Sell
and Tax” policy would be $381 million. But if the market remained inelastic, the "Sell and Tax"
policy would generate a substantial national loss of $4581 million. Alternatively, the
Government might consider that the wool market will remain inelastic and adopt a "Destroy and

Tax" policy. In this case the nation would gain regardless of how price responsive the wool

13



Table 1‘ Potenbai (*‘mns to cholgrowers from Aiternatwe Policies

E!asncuy&et SO Ry Gamm Woalgmwz:rs

| Dcmmd Suyplyw o "5@1!&%{““” (Qu'lmnmc& ’"’(a)

Shm®)  Shhep© TS Ssheep )
- Net Present Value 1992-93 —

015 010 66,848 37 79,699 45
030 010 37,793 21 50,644 2
085 035 3315 19 16,166 9.0
A0 060 ow6 a4 sk 58

(a) Assumes sales of quarantined wool realise $1 billion. (b) Based on 77,818 "broadacre®
farms (ABARE 1993a). (c) Based on flock of 139m at 31 March 1993 (ABARE 1993b). The
data shown are for the Cobb-Douglas models which tend to be more favourable to the "Sell and
Tax" option.

Source: Chisholrn, Haszler, Edwards and Hone (1993).

market proved in the future. The national benefits would be even greater if the stocks were not
destroyed but, instead, were sold into quarantined end-uses (see section below).

Given that the range of elasticities in Table 2 identifies the relevant boundary values, the
policy choice reduces to two questions - how risk averse are the policy makers and what weight
do they place on costs felt by woolgrowers. A policy maker who is risk-preferring and
relatively unconcerned about imposing potentially large costs onto woolgrowers would choose
the "Sell and Tax" policy.

Whilst these comparative statics results provide useful insights, the wool market is
characterised by dynamic relationships. These arise from the biological constraints to
expanding wool production and the fact that wool products are consumer durables, The policy

trade-offs are more complicated in a dynamic system. Because of the dynamics in the wool

13



Table 2: Some Estimates of Wool Market Elasticitiesta)

Demand Elasticities {(b):
Author/Details

- UK USA demund

Emmery: 1967 - UK demand

1AC: 1976 - UK sweater denuand

Campbell, Gardiner & Haseler: 1980 - 8 main

OECD wool consumers (c)

AWC-BAE. 1987 - B main OBCD wool users
- apparel wool

Ball, Beare, Hammis: 1989 - USA, Burope, Japan

Harris & Shaw: 1998 - all Australian wool

Connolly: 1992 - g} Anstnilinn wool

- France

- Iyaly

~ Linited Kimnedom

- Japan

- USA

- LIS8R

- Chisa/Hong Kong

-~ Rest of Waﬂd {éi

Homer: 1932

Elasticity
Shog Medium
ferm erm
- (.50 i
- {126 a
028 ni
- 012 il
- 023 - .80
- {116 - 161
<1 <137
- 045 - 193
=033 091
<047 - 42
-{33% -0385
-0.50  -085
0ol - 103
-5 - 134
-035  -054
85 <10
- ().23

075

Long
femm

na
na
n
n

mi

na
- (.70
- §.95
- 1
- {143
- (192
- 392
- 1.25
- 1.58
- 058
- 1.19

- {}.3?

Australiao Supply Elasticities;

Author/Details

Powell & Gruen: 1967

Witherell: 1969

Wicks & Dillon: 1978

Yincent, Dixon & Posesll: 1980
Meikle, Smith & Smith: 1981
Adams: 1984

Hall: 1985

Dewbre, Shaw, Corga & Harris: 1987
Yarris & Shaw: 1990

Connolly: 1992

Kokije, Bears, Topp & Tulpule: 1993

Shont
iem

ou7
307
425

na

009

na

0.00
{104
na

Elasticity
Medis

term *

(.33
013
0.36
0.28
046

D35 -

035
023
(45
045

Long

na
na
na
na
na
na
ny -
0.88
0.79
. 62

fai Shont mun elasticity shows mstantancous response or response after one year, medium-term elasticity shows medium-torm respumc or response afler
five years. as seported by authors (s Tatal consumption of raw weol ai millZzction fevel soless indicated othersise, 1) Luanterly elasticinies, mhe*r

clasticsties based en annual data 0y Other than Ching/Hong Kong, South Korea-Taiwian, Japan and USSR, na not available.

Sonrees: Authors cited or AWC-BAE (198




rix; Net National Benefit (a)
True | Assumed Situation
Situation | ,

Elastic Market Inc]astm Markec ‘

=>"Sell -> “ﬂeszroy => ’”Qnaranum&
& Tax" & Tax" Tax"

« Net Present Valve 1992-93 $ million -
Marker

Inelastic 4581 292 1292
Marker

(a) Net national benefit is defined as the sum of the debt repaid ($2306 miliion) minus storage
and interest costs plus changes in producer and consumer surplus, Note the data shown are for

Cobb-Douglas equations system and for the extremes of the elasticity sets identified in Table 1.

The discount rate used is 5 percent.
Source: Chisholm et al (1993).

market the estimates shown in Table 1 and Table 3 probably overstate the values that would
have been obtained if Chisholm et al had used a dynamic model.

ABARE has defended its choice of parameters - and the applicability of its simulations
to the current wool debt/stockpile issue - by saying its chosen elasticities fall in the middle of
the reported range (Senate 1993, p 5). To support its argument, ABARE cites research by
O'Donnell (1992) and Beare and Meshios (1990). These studies provide interesting and
innovative contributions to the literature. But their acknowledged intrinsic merits in a broad
context do not necessarily make them relevant to the eurrent wool policy debate.

O'Donnell’s analysis provides an interesting illustration of a simultaneous equation

model of the wool market using pooled data for periods with and without the RPS and of using
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an Lndngc:nous hthc:hfng ,spccxﬁcauon 1o modcl purchaws and salcs of ,stocks under’ the
Suhcmm Q‘Dcnnell dcmomtmtcs the potenmlwa‘ OLS to gencmte biased parameter: csumntcs:
and reports an cwn-pnce elasucxty of demand for Austrahan wool of - 0.97. However, this
estimate may be subject to specification rmor:msuitmg from O'Donnell's trade-off of using a
simple specification to demonstrate a new :,téehbiqm.:;ﬁxch'ange rates and ine‘uma"cntar‘thé
model simply as the SA/SUS rate and as US GDP, Relatively little Australian wool is sold
ﬁimcdy to the USA. Thus O'Donnell’s spcmﬁcatlon must imply a host of unspecified lead/lag
relationships between these US variables and exch angt‘: rate and income related demand shifts.
‘ in other countries, These relationships would confound interpretation of the estimated
coefficients. And O'Donnell’s implicit leadflag structure is likely to prove unstable with
changes in the geographic spread of Australia’'s markets, .

Furthermore, O'Donnell's treatment of exchange rates may provide another source of
specification error in the model, Chambers and Just (1979, p 253) are cited as supporting the
use of a single exchange rate variable independent of price. The argument is that the general
equilibrium effects of exchange rate changes mean that price and exchange rate movements can
have differing impacts on wool demand (O'Donnell p 6). But Chambers and Just make it quite
clear that the theoretical grounds for including separate exchange rate variables in trade models
mean they should be additional to - not substitutes for - the standard specification in which
prices are expressed in a single currency (p 235).

Beare and Meshios report demand elasticities as high as - 2.0 - for individual micron
categories of wool. Such elasticities are not directly comparable with those in Table 1. Demand
will be more elastic for component qualities - which are substitutes - than for their aggregate.
Beare and Meshios themselves say " ... the demand for end-use types may be considerably
(emphasis added] less price elastic than for individual micron classes” (p 65) and they also refer
to the degree of competition between apparel and non-apparel wool types being "... very
limited." {p 63). For analyses that treat wool as an homogeneous commaodity ~ such as the
work by ABARE and others cited before - it is the elasticity for the aggregate "homogeneous”
commadity that is required. If there were a uniform percentage change in the prices for all wool

grades - the implicit assumption underlying analyses for commodity aggregates - the



re/Meshios. esumate% thf;msclve;s show thete would be no chang,es in the dcmand Eﬁr any
category, Thatis the aggrcgam damand clawcny thai can be denvad from thcxr ;:bnmatm‘ is
effectively zerol ‘ ‘ '

The Gamaut Committee's views :abqui the values of and likely. ch’angcs in the medium
and long-term elasticities for wool have little relevance to decisions c:onccmmg disposal of
wool over the short to medium-teom - that is starting now. If recent parameter. csnmate:s are-any

guide, Austraha would need « right now - to be selling most of its wool to China m,msufy the

clasticities used in ABARE's simulations. ; ;

The Committee's asymmetric view about dynamic shifts in demand due to varying wool
prices is surprising, If wool demand does indeed shift out significantly in response to a period
of low wool prices, due partly to the sale of stocks, why would demand not shift back once the
stockpile has disappeared and wool prices have recovered? |

Finally, the Gamaut Commitice's rejection of the trigger price option is more difficult to
fault because it is based on guesses about future political possibilities, Nevertheless, it is
interesting to note that ABARE (1992) has published an analysis of a trigger price scheme.
ABARE found that the net present value of producer surplus is greater over nine years using an
optimal appma&h to stock sales and debt reduction than with a wrigger price of 750 c/kg clean.
This result is based on ABARE's higher than historical elasticities and on a discount rate
calculated to be 8 per cent. While this rate might be acceptable to the Government, financially
pressured woolgrowers might well choose a relatively higher rate. A discount rate of 21 per
cent would be enough to switch ABARE's results towards Just favouring a trigger price policy
that does not include a specified deadline for repayment of the "wool debt”. And such a trigger
price policy would probably be favoured at an even lower discount rate if the analysis were
based on historical wool market elasticites.

Similarly, the choice of a discount rate more relevant to woolgrowers might well have
reversed the resulis of some of ABARE's other simulations - even within their relatively
responsive wool market model. The policy choice might then have come down to how eager
the Government was to have the debt repaid, compared with the weight it placed on minimising

the costs falling onto woolgrowers.
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- There s, of course, cons’i‘dcraﬁ!clunc‘cmiinty*abom me values o‘f‘ the elastici ties that may
';dpph’ in the future, No mattet how stable and robust the msmrzcal esumdtcs for -established
markets, they may not ﬂd&,qudte.ly describe a- markct in which wool is movmg o new
consumers and/or end-uses. Even when th& averagc valuc of the elasticity remains stablc. thcrc’
may be systematic differences between elasticity values ‘wh,pn, for example, an industry is
expanding or contracting, or when demand is weak and when demand is strong. Ne;vé;ihelm;
it is clear from first principles that the assumptions regarding ‘theéiievcls afnnciﬁ:rc‘laﬁonships
between the elasticities effectively pmdetémina,emg »geneml.aghméwr of the policy trade-off,

' ‘tfbnseque’nﬁy itis impossible to remain agnostic on wool market elasticities and still expect to
make 2 useful contribution to the current wool policy debate. That is, the choice of the

elasticities used must be argued for and justified.

Quarantining the Stockpile and Selling by Tender

The submission to the Garnaut Inquiry by Chisholm et.al, (1993) argued that the
effective isolation of the stockpile from the existing apparel market need not involve destruction
of the wool. Effective quarantining of the stockpile from the market could be achieved by
selling the wool into non-apparel uses. This would have two obvious advantages over
destruction: the sale could generate revenue and still not depress auction prices; and policy
makers would not have to confront the political consequences of destroying the stocks.

Simulation results from Chisholm et.al. (1993) suggest that quarantining the stockpile
would result in substantially greater benefits than either destroying the stockpile or selling it
into existing markets (see Table 3). Sales of stockpile wool for insulation batts have occurred
at prices of around $1.50/kg greasy (G. Robinson, personal communication, 18 October
1993). Atsuch prices the world-wide sales of the stockpile would earn around $1 billion. And
in that case the “Quarantine and Tax" policy would be the best option under all the cases
considered, because it maximises the potential national gain and avoid losses. It also minimises
the costs to woolgrewers of repaying the debt.

The viability of the option of selling wool into non-traditional uses depends on the

feasibility of identifying non-traditional markets and keeping those markets separate from the



apparel wool: markct, It appcars Lhat the: only way: of cnsunng cffcchc quamnnmng of wool

from the stockpile s wnuld be to make denaturm g of the wool before c]chvcry acondition of salm

The purpose of: dcnatunng would be to prevent wool sold from the stockpile findin g its way
into conventional market uses, and hence lowering the demand and price for newly pmd.uacd‘
~ wool. | |

A ;passi'bl‘,e marketing strategy would be to implement a sealed-bid ‘l#ndt:r system. Each
tenderer wouid, state a bid-price and the volume of denatured wool they wished to purchase.
The characteristics of the denatured wool would need to be camﬁulji;/ described, :’Becausé no
one is aware of all the uses of denatured wool which are potentially profitable at prices which
are likely to be substantially below those paid recently for newly produced wool, it would be
necessary to publicise the tenders widely overseas and in Australia and allow a sufficient period
- perhaps 4 year — for prospective bidders to find and assess new end-uses for wool and to
prepare the initial tenders.

This option is equivalent to a single-desk seller setting prices so as to attain perfect
(first-degree) price discrimination. Perhaps the most attractive feature of a competitive sealed-
bid tender system for wool from the stockpile is that it efficiently reveals the maximum
willingness-to-pay (demand) for denatured wool. It would be prohibitively costly, and
probably impossible, for a selling authority to identify all prospective buyers and accurately
assess each buyer's willingness-to-pay for denatured wool by other means.

The tendering system could be administered by the new Wool International, It could
reserve the right to accept no tenders, or alternatively, it could provide an assurance that an
amount of wool, not less than a stated minimum, would be released from the stockpile
provided that the highest tender-prices exceeded an announced reserve price. The initial round
of tendering would generate information on demand for denatured wool and other information
that should allow improvements to be made in the tender process. Wool International would
use its judgement with respect to how much denatured wool it would sell and how much wool
it would continue to stockpile for subsequent tender.

The Garnaut Committee indicated that they had **... doubts about demand for denatured

wool.” (Garnaut er.al. 1993 p.100.) Specifically, they argued that there was little wool that

MY



was available in the: current stockpile that was suitable in terms of price or .j;iiametgzr:fnn non-
traditional uses. This judgement ‘w@‘ldvibc,vaiﬁdziﬁ the denatured wool was to be offered at
,curtem auction prices and the 'ai,tématjive uses were restricted to insulation, "ﬂi\cm is noreason
for these restrictions. "The nature and extent of any such restrictions would be determined by
the type of selling arrangements that are put m place and on the possible uses or bid prices, an
apprqpr,iate sales structure would notimpose these constraints,

Given that there is considerable uncertainty about the potential uses for denatured wool, |
an’dszhe consequent demand, there/is a case, for ;be‘ing cautious about implementing a 'pdiicy to
 destroy the wool stockpile. Even if the initial call for tenders for denatured wool tums out fiot
to be particularly successful, caution should be exercised about immediately adopting a strategy
to dﬁes't_my the wool stockpile so 1ong~ as there is still uncertainty about the likely demand for
denatured wool over the short-to-medium term, SAy, the following seven years.

The reason is that the direct annual costs of maintaining a stockpile are fairly modest,
The indirect costs will be negligible, provided a credible guarantee is given that the stockpiled
wool will be either denatured so that whatever future uses it is put to, it will have no adverse
effect on the market for newly produced wool, or, the stockpile will be eventually destroyed.
By firmly stating such a policy, potential future users of wool are effectively given an incentive
to continue searching for new and more efficient ways of using denatured wool, The option to
use the denatured wool in ways which have not yet been thought of is kept open. On the other
hand, if the wool stockpile is destroyed the option to use the wool at some future time when

new uses may be found is lost forever.

Disposal Schedule for the Stockpile

Although there is a strong financial case for advocating quarantining of the stockpile
through denaturing, it is an option which is likely to be the subject of considerable industry and
general community debate concerning the ethics of “damaging” a valuable resource, If
Government considers these concerns to be sufficiently important it may choose to sell the
wool into existing markets and impose the consequent financial loss upon the industry. In this

case the issue of an optimal stockpile disposal strategy becomes relevant.



In advocating a ,p/;gdem,:ncda fixed sﬁch‘c:"dulgfor the dis_pc‘zsal of the bulk of the
 stockpile, the Garnaut Committee pointed to the tﬁ,rdb'!‘¢m~:6f co’qt‘ihﬁing \unccm‘inxﬁ-assbc:ia:ed‘
with a disposal simtcés* that largely left the timing of disposals to single public or industry
stockholder (referred to in this paper as the s"m‘gickagcﬁciyvoptioh). The greater certainty
- stemming from a known ,disgqsa:i; :sc:hedule wés: seen as central to thé early establishment of
efficient risk management ~andfaw,n¢rshipr transfer systems, including the rejuvenation of the
wool futures market. Key groups within the wool policy community have however, been
critical of the fixed schedule approach. (For example, see Hawes (1993), Senate (1993) and
Watson (1993).) |

- Critics of the fixed schedule approach, who have included grower representatives, wool
buyers and economists, have argued that in comparison to a flexible schedule, it will reduce the
level of revenue that will be raised from stock sales and/or that it will result in a greater level of

price instability in the short to medium term.

Value of Stockpile

The adoption of the Garnaut disposal strategy will result in the stockpile being
translated into higher levels of processed wool and higher private wool stock levels in the short
to medium term. In all likelihood a significant part of the sales of wool from the stockpile
would represent a transfer from public to private commercial stocks of which a significant part
may be speculative stocks. If these private stocks are held by a number of stockholders, each
of whom cannot influence the market price for wool, the wool stocks will be managed in a
competitive fashion. Under these circumstances, competitive pressures would ensure that
stock management strategies maximise the value of the stockpile to the industry as a whole
(including consumers) rather than its value to wool producers or the government.

Where a single agency has control of the stockpile the magnitude of the stockpile
bestows potential market power upon that agency. If the agency opts to maximise the net value
of the stockpile, as has been advocated by Garnaut’s critics, it will equate the marginal cost of
disposing of stocks (the expected net value of sale in some future period) with the marginal

revenue from disposal, rather than market price. This means that in comparison with a
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‘competitive stocks market, the agenicy would tend to sell stocks miore slowly, resulting ina
higher market price over the disposal period, a longer disposal period and a higher value for the
stockpile. (See Wright and Williams (1991) fora detailed discussion of optimal simck!mldi’ngz
smcégics for competitive and monaopoly 'stockhol;ders;) '

The extent of the preﬁﬁum: created by the market power of a single stock management
agency is \o‘pcn; to conjecture. Studies of the optimal disposal of the wool stockpile have all
shown that a predetermined ssyhedu’lc as proposed by Gamaut is highly unlikely to be optimal,
- Unfortunately most studies have been based on models which have excluded private
speculative stockholding so they provide no evidence of the value of the market power of a
single agency. The exception is Hertzler who reported that a single agency could potentially
increase the value of the stockpile and returns to woolgrowers.

Hertzler's model results indicated that the return to the industry from an efficient
monoéalia stockholdcr when comparcd with a competitive stock disposal scenario could be
$220 million: $100 million in a higher value of the stockpile and  further $120 million
accruing directly to producers from higher wool prices during the disposal period. When
viewed in the light of a stockpile which Hertzler valued at around $2,500 million these gains
are not huge,

This $220 million premium represents the difference between two theoretical optima:
one relates to a competitive market and the other to an efficient single agency. The extent of the
actual gains that would flow from a single agency is not clear. The real premium that stems
from using a single agency to dispose of the stocks depends on the relative efficiency of the
single agency when compared with the competitive market. In particular, it depends critically
on the comparative abilities of a single agency and competitive market to form accurate views
on future movements in wool prices.

In the case of a single stockholding agency the information requirements of an optimal
disposal path are onerous. This means that one small group of administrators must be able to
develop precise estimates of future wool price movements.

With a competitive market each individual stockholder may have a very imprecise view

of the future market, yet the market could still perform efficiently in terms of establishing a path



for the movement of stocks into producuon' The markct prowdas a self-correcting mcchamsm
for the poolmg and id_processing of the information held by « cach individual participant. The
cff‘ iciency of thxs process Tests more-on the presence of Appropnmc market structures and price
formation facilities such as futures markets than the information available to any one market
participant,

The extent of a single agency premium could also be dependent on the nature and extent
of pressure imposed upon the agency by industry groups, For example, the pirés‘cnce of a
single agency with the flexibility to change the timing of stock sales may encourage some
sections of industry to pressure the agency to reduce the rate of stock sales. While this would
tend to reduce the value of the stockpile there would be offsetting gains to the industry in terms
of higher wool prices and higher producer surplus levels, Another possibility is that, in a bid
to maximise the value of the stockpile, a single agency seller with a flexible schedule might
choose to sell more when the level of demand, and price, were high. A necessary condition for
this strategy to maximise industry producer surplus is that demand be more price elastic when
demand is high than when it is low (see Chisholm er.al. 1993, p,10).

When the information requirements of the efficient operation of a single seller are
coupled with the political pressures that the industry would impose upon the agency's policy
making process, it is reasonable to conclude that the increase in the value of the stockpile due to

operations of a single agency may not be substantial.

Stability of Wool Prices

The objectives of stabilising price and maximising the value of the stockpile are not
completely consistent. An efficient single agency concemed with maximising the value of the
stockpile will not aim to achieve the same price stability that could be expected from a
competitive market (Wright and Williams 1991). For example, a single agency, by equating
marginal disposal costs with marginal revenue rather than market price, will dispose of less
wool in high priced periods than would be the case in a competitive market. Therefore,

suggestions that a single agency would establish a more stable price regime than Gamaut's
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fixed disposal str,:i,t.cgy amount to a judgement that a competitive wool stockholding market will
not davelop. - , |

Furthermore, the problem is nat necessarily price smbimy itself, but the costs that the
instébiiity imposes upon the find.ﬂstr:ﬂ These costs can be alleviated by reducing the instability
or by developing risk management facilities to deal with the problem, such as futures markets,
Garnaut argues that a fixed disposal schedule would facilitate the growth of a futures market,
To the extent that this is correct, the establishment of a single agency charged with maximising

the value of the stockpile would hinder the development of risk management struetures as well -
as achieving Jess basic price stability than a competitive market.

Ultimately, one’s position on whether the sell-off should be based on a fixed schedule,
as advocated by Garnaut, or whether the critics are correct in arguing for a single agency
charged with the responsibility of maximising the value of the stockpile depends on judgements
on the relative efficiency of the market versus a single agency. In this regard the past
management of the reserve price scheme should lead policy makers to be prudent in advocating
a central planning solution to a wool problem. Regardless of the obvious theoretical
attractiveness of using potential market power to maximise income, experience shows that the
premium from market power can easily be eroded in an environment characterised by

conflicting objectives and formidable information problems.

The Longer Term — A Case for Restricting Wool Exports?

The Committee highlighted estimates by Connolly (1992) of the price elasticity of
demand for Australia’s exports of wool (p.100) suggesting large potential economic gains from
restricting wool exports. However, it advanced reasons for thinking that the current price
elasticity of demand for wool exports would be higher than estimates made in past studies.
One reason — which the Committee acknowledge was an hypothesis for which there was no
proof (sic) — was that econometric estimates failed to capture the complete long-term
responses of wool consumption to changes in prices. A second reason was that the share of
wool consumption accounted for by countries such as China in which demand is very

responsive to price had risen recently compared with the share going to countries such as



France where demand was less price elastic. A thind reason was that competing fibres had
become closer substitutes for wool in recent years because of the enhancement of wool-
simulating properties of those fibres.

‘The reasons noted above are apparently the basis for the Committee’s doubts whether

incomes in the medium and long-term (p.56). Given that the case for restricting exports exists
as Jong as the price elasticity of demand is less than infinite, the Committee’s examination of
the economic case for restricting wool exports is inadequate. Elsewhere the Committee appears
to contradict its effective dismissal of the economic argument for restricting wool exports when
it notes that cost reductions in other rural industries will attract resources to those industries
from wool production and “will be helpful in applying upward pressure on the wool market”
(p.29).

The Committee went a step beyond its cursory rejection of the case for restricting wool
exports. It declared itself “of the view that there would be powerful arguments against controls
on production or exports, even if the ‘optimal restriction’ argument had merit” (p.56). One
argument was the difficulty of determining the *optimal level’ of wool production, and another
the impeding of adjustment to changing markets that would result from any system of supply
control. These arguments are unconvincing. While determination of the optimal level of export
restrictions would be difficult, acceptance of the case for restricting exports means that existing
exports are too large: any marginal reduction in exports would increase economic efficiency.
‘Thc.rc is no reason why adjustment in the wool industry would be impedec‘? by a policy of
restricting exports if the policy took the form of an ad valorem export tax.

Other arguments against restricting wool exports may have more substance. One of
these, not considered by the Committee, is difficulties in making lump-sum type payments to
wool producers out of the proceeds of an export tax. Payments of this type would be
necessary if wool producers were to share in the national benefit from restricting wool exports
by means of a tax; the iudgement that they should so share would be widely accepted. This
being so, the feasibility of implementing satisfactory lump-sum compensation would need to be

examined carefully before introducing any export tax on wool. The Committee’s argument that



“an environment of Australian restrictions on wool production or export is unlikely to be
conducive to -¢f§§¢§v§ diplomacy focused on reducing other countries’ barriers to wool
exports” (p.56) also merits serious consideration. A comprehensive assessment of restricting
wool exports would also need to consider the point that an cqumax»on wool - likea tax on
pollution — potentially not only increases economic efficiency directly, but also provides scope
for reducing other taxes which give rose to efficiency costs. '

*In summary, the economics of restricting Australia’s exports of waol warrants further

consideration,

Conclusions

The following points could feature in the conclusions:
(I} “Inanyevent, reading the ABARE result in its correct light merely strengthens the case
for the “Quarantine & Tax" policy. The gain of $66 million over ten years from the “Sell &
Tax" policy over the “Destroy & Tax" estimated with ABARE's elastic and dynamic model is
quite small. If this is the best that an “opfimal” policy can do under assumed conditions which
would favour the “Sell & Tax" alternative over the “Destroy & Tax" policy, those gains should
easily be swamped by revenue from quarantined wool sajes.”
(2)  Need 1o note that, while we may be agnostic on the fixed schedule, we should note the
logical inconsistency of Garnaut's specific proposal. The idea is to create certainty but the
specific proposal is that some 240 kt of stocks will still be around when Wool International is
privatised in 1997., This is a carryover to a new and legally not yet fully specified “firm™ of a
volume of wool equivalent to more than fwice the average carryover under the RPS over
1970-71 to 1977-78. In other words, do we have a new RPS in waiting with Wool
International to again do by the backdoor what the Wool Industry Conference, the AWC, a
series of marketing reports and finally a market crisis did by stealth last ime? How can
Garnaut seriously argue there will be any serious reduction of uncertainty with that much
sovereign risk hanging around and such a potentially large competitor hanging about to take

business from established firms?



@ Unsgtﬁisfacmw ndtum of the Qamamnqﬁiry process
- Imonths inadequate
~ 1o opportunities for responses to submissions ora draft report.
@ In Wﬁt’son‘fs view, “The implication is that Wool International will Qﬂgagé in fully-

fledged merchanting activity in competition with ;ppivaw‘firm“‘{%tson 1993, p.13),

Concluding Comments

| The most important lesson from a long history of buffer stock/teserve price schemes is
that they eventually fuil unless they are extremely conservative schemes. The Australian RPS
was no exception when it collapsed in mid-1991 leaving in its wake a debt of $2.7 billion and
stocks of around 4.6 million bales, equivalent to almest a whole year’s wool production,

The logical inevitability of eventual failure of *self-financing’ buffer stock schemes is
now well known among economists. It has been, for instance, carefully analysed and
exposited by Williams and Wright (1991),

In April 1993, in response to the depressed economic conditions in the wool industry
and the remaining large wool stockpile, the Minister for Primary Industries and Energy
appointed the Gamaut Committee to advise on future policies for the wool industry. This was
the second wool committee of inquiry in three years. The Vines Committee presented its
review of recommendations for the future of the Australian wool industry in 1991,

In our view, the nature of the inquiry process for the Garnaut Commitiee Repam was
unsatisfactory. In particular, a period of only three months was allowed for completion of the
report. This short time period precluded any opportunities for responses to submissions or a
draft report. In these circumstances, it is perhaps not surprising that the Garnaut Report is
marred by errors of fact and in parts by unpersuasive argument and unsatisfactory analysis.

The major focus in these concluding comments will be on the issue of stockpile
disposal and debt reduction. Essentially, there are three alternative policies: sell and tax;
destroy and tax; and quarantine (denature) and tax. The relative attractiveness of the policies
depends crucially upon the assumptions made about elasticities of demand and supply for

Australian wool,
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The Garnaut Committee proposed a “Sell and Tax" policy because they adopted an
estimate showing the present value of growers’ net retums was $66 million greater over ten
years than with the destroy and tax option, The Garnaut Commitiee Sw,u:‘dsxhjat,tfyis.xesul,t~was |
 based on ABARE
fact, the-esiimate was based on an optimal control solution of a dynamie model (ABARE 1992)

modelling utilizing price elasticities estimated from historical experience, In

using considerably highcml;asﬁciﬁcs.whicb,favourédcth;:“Sclxaxﬁ:xdf’*rtax:’"nptinn.. Consequently,
 the relatively small $66 million estimate likely represents the aupp@r*bonnyd of poss‘iﬁle benefits
from a sell and tax policy not the lower bound as claimed by the Committee (plmf) The
erroneous statement made in the Garnaut Report has been acknowledged, albeit belatedly, by
ABARE (Senate 1993).

Importantly, even if the upper level of $66 mily'ﬁr:n\ was achieved with a sell and tax
policy it would be dominated by the quarantine and tax policy option reeommcnded by
Chisholm er.al. 1993).

The lack of sensitivity analysis using a range of assumptions about the supply and
demand elasticities for Australian wool is a major weakness of the Gamaut Committee Report.
The results from our sensitivity analysis indicate that the Gamaut Committee sell and tax policy
is a high-risk-low (probably negative) expected net retum strategy. Modest net mm would
be achieved if the market was considerably more elastic than historical experience indicates
whilst very large losses would be incurred by the Australian wool industry if market demand is
inelastic. In contrast, the quarantine and tax option offers substantial gains to Australia and the
weol industry regardless of whether the market is elastic or inelastic.

The Garnaut Committee argued that there was little wool that was available in the
current stockpile that was suitable in terms of price or diameter for non-traditional uses, This
judgement implies that the denatured wool would be offered at current auction prices for
purposes of insulation. There is no need for these restrictions, An appropriate quarantine sales
strategy would provide an incentive for potential users of denatured wool to continue searching
for new and more efficient ways of nsing denatured wool at prices significantly below auction
prices for traditional wool uses. By not destroying the wool stockpile the option to use

denatured wool in ways not yet thought of is kept open.



Whilst there is- an overwhelmmg cconnmlc argumcm for. quarantmmg Lh¢ stockpx}c,
Lhm%h iienmnng. the commumty; the wool mdus:ry nnd government nmy be loath o follow
Uus option, partly becauSc it starkly shows the magnitude of gast palqu mxsmke«;. and partly
because it may be perceived to be. .unc;h.rc;al; to reduce the potential cn.d uses of a ‘valuable’
resource by denaturing it. If Lhc:sgovmmémz places sufficient weight on these concerns it may

choose the high-risk-low expected returns straregy of selling stockpiled wool to traditional

o markets, particularly if it believes that the price-depressing effect of stockpile sales is a *hidden’

effect in the-eyes of the public. ;
In ‘:Iies,é, circumstances, the issue of an optimal stockpile dispasal strategy becomes
| relevant. The Garnaut Committee advocated a predetermined fixed schedule for the bulk of the
stockpile. The Committee believed that the greater centainty stemming from a pre-determined
and known disposal schedule would reduce uncertainty and help foster the early establishment
of efficient risk management and ownership transfer systems, including the rejuvenation of the
wool futures market. We believe this goal has merit,

Crities of the fixed schedule approach have included wool buyers, economists and
grower representatives. Their concem is that a fixed schedule in comparison with a flexible
selling schedule will reduce the level of revenue that will be rised from stock sales and/or that

| it will result in a greater level of price instability in the short to medium term, However, the
critics appear to overlook the role of a competitive private wool storage market. The evolution
of such a private storage market and an associated futures market probably would be best
served by a predetermined fixed schedule for reasonably rapid disposal of the stockpile,

The Garnaut Committee’s specific proposal for a predetermined disposal schedule
appears, liowever, to be logically flawed. The central idea is to adopt a disposal strategy that
creates as much certainty as possible to foster efficient private storage and marketing activities.
But the specific Gamaut proposal points to there being 240 kt of wool stocks remaining when
Wool International is privatized in about 1997. This carryover stockpile represents around 30
per cent of 4 year's wool production which is more than double the average carryover under the
RPS over the period 1970-71 to 1977-78. This large carryover will be the responsibility of
Wool International — a new firm which has yet to be fully legalized and specified. With such a



ilargc potential compcutor. possibly operaung anold St}’l@ RPS, the scv::rmgn nsk confrontmg .

‘,potenual anate fir s would be large, Hence, it is d:fﬁcult to Lakc seriously the Comnuttcc s

argumcnt thatthe pmposcd dxsposal stratgegy will substantm!ly reducc uncextmnty and famlumc -

the fomxahon of an active and. cff‘cxcnt private market.
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