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AOFM

AOFM OBJECTIVE

The AOFM aims to manage the Commonwealth
net debt portfolio at least cost over the
medium-term, subject to the government’'s

policies and risk preferences.
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AOFM Annual Report 2003-04 correction

In the AOFM’s Annual Report for 2003-04 the Review item on Foreign Currency Debt included
an estimate that foreign currency swaps, and the forward exchange contracts used in unwinding
them, generate a total economic benefit to the Commonwealth of $783.7 million over the lifetime
of the foreign currency swaps between 1988 and 2004. An error was subsequently identified in

the calculation of this estimate. The corrected estimate is $771.8 million.

viii



Contents

LIST OF TABLES
Part 1: AOFM OVEIVIEW ........ciuiiiiiiiiiciisis bbb 1
Table 1: General government sector funding requirement and funding sources.................... 7
Table 2:  AOFM gross appropriations and other funding.............cccccccvviiiiiiiiinniccnns 9
Part 2: Operations and PEMOrMANCE ........ccveiiirrieees s nnes
Table 1: Treasury bond tender results
Table 2: Spreads from mid-market on interest rate swaps (basis points) ..........c.cocoeeecccucueee 25
Table 3: Commonwealth debt portfolio cost of funds analysis............c.coceccecucucernnincccccuenee 31
Table 4: Relative performance analysis: Long-Term Debt Portfolio vs Benchmark ............. 34
Table 5: Derivative counterparties by credit rating as at 30 June 2004 and
30 JUNE 2005 ..o 36
Review: Introduction of fair value aCCOUNTING........cccoiieriiiieer s 41
Table 1: Illustrative comprehensive income presentation of AOFM’s 2004-05
administered revenues and expenses under fair value accounting............cccceecec.... 50
Part 3: Management and acCOUNADIlILY ...........ccoviiiinici s 51
Table 1: Operative and paid inoperative staff by classification and gender as at
30 June 2004 and 2005.........ccueeuievieriieieireeieee et et et sre e e e ste et et e s e sae e e nbesraeae e ebesraenaens 60
Table 2: AOFM Australian Workplace Agreement salary ranges............cccocoeueueicuccnnnnnnne. 62
Table 3: Consultancy services let during 2004-05, of $10,000 or more..........cccccceverereecucucnenee 64
LIST OF FIGURES
Part 1: AOFM OVEIVIEW ........cvuiiiiiiiiiciiisi s 1
Figure 1: Portfolio StrUCIUTE.........cccoiuiiiiiiiiiiiiicc e 4
Figure 2: AOFM organisational StrUCEUTE.............cccccoeuiiiiiiiiiiniiiiices 8



Contents

LIST OF CHARTS
Part 2: Operations and PEIfOrMANCE ........ccouiriiirireere e 11
Chart 1: Treasury bond issuance for 2004-05 and Treasury bonds outstanding as
AL 30 JUNE 2005 ......cieeeeerieiieieeteteetteie et et et e b e s e et e teebesteebesseessesteessesseessasaesseseassasaans 15
Chart 2: Australian 3- and 10-year bond yields 2004-05............c.cccceriiriiinininnncccenren 16
Chart 3: Commonwealth yield curves 2004-05 ............ccccooiiviviiiiiiiiniiiccees 17
Chart 4: Australian/US 10-year bond interest rate differential 2004-05............cccccevvvvivinnnee. 18
Chart 5: Australian Government financial asset holdings at the Reserve Bank of
Australia 2004-05.........c.cooiiiiiiii e 22
Chart 6: Modified duration — nominal component of Australian dollar
Long-Term Debt Portfolio: 1 July 2004-30 June 2005...........ccccceururniccucicremrirricnenes 27
Chart 7:  Short-dated exposure — nominal component of Australian dollar
Long-Term Debt Portfolio: 1 July 2004-30 June 2005............ccccocovmmiiiiiininiiiinennns 28
Chart 8: Change in debt service cost between 2003-04 and 2004-05.............cccccoeeereirininininnnne. 29
Chart 9: Bond interest expense by year of iSSUe ...........cccccvuviviviiiiiiiiiiiiiiccceces 32
Chart 10: Bond interest expense by maturity date ...........cccccoeviiiiiiiiiiiniccce, 33
Review: Introduction of fair value aCCOUNTING........ccoueeeiriiiiiicieeees s 41
Chart 1: Balance sheet under historic cost accOUNting.............cccocceevvviicciininininncccren 44
Chart 2: Debt service cost under historic cost aCCOUNING...........cccccucucueiririrniccceiereeeeecen 45
Chart 3: Balance sheet under fair value accoUNting............cccccocovvviiiiiiiiniccce, 46
Chart 4: Debt service cost under fair value accounting..............cccocveeiiiiniiiciiiinn, 47
Chart5: Comparison of debt SErvice COSt......c.ccuvmmmiiiininnnieicicccrrreee e 47



REVIEW BY THE CHIEF EXECUTIVE OFFICER

TREASURY BOND ISSUANCE

SECURITIES LENDING FACILITY

CASH MANAGEMENT
MANAGEMENT OF THE NET DEBT PORTFOLIO
PERFORMANCE OF THE PORTFOLIO

FOREIGN CURRENCY EXPOSURE

CREDIT MANAGEMENT

OPERATIONAL RISK

INTERNATIONAL FINANCIAL REPORTING STANDARDS
INTERNATIONAL ACTIVITIES

STAFF

Xl

XV

XV

XV

XV

XV

XVI

XVI

XVI

XVI

XVII

Xi






REVIEW BY THE CHIEF EXECUTIVE OFFICER

The Australian Office of Financial Management (AOFM) was established to enhance the
Australian Government’s capacity to manage its net debt portfolio. During the year it continued
to develop its role in issuing Treasury bonds, managing cash balances and minimising debt
service costs subject to acceptable risk. A securities lending facility was established to support
the operation of the Treasury bond market and provision was made for the collection of
collateral under a revised swap counterparty credit policy. Preparations began for the impact on
the portfolio of the establishment of the Future Fund in 2005-06 and work continued on

strengthening the Office’s procedures to manage operational risk.

Treasury bond issuance

Two years ago the Government announced that it would maintain the issuance of Treasury
bonds beyond budget financing requirements in order to support the efficiency of financial
markets in managing interest rate risk. Following this decision, Treasury bond issuance is now
undertaken within a clear medium term framework, with the size and timing of individual

issues tightly targeted to support the Treasury bond futures market.

Treasury bond issuance during the year was consistent with this framework and amounted to
$5.6 billion. The total issuance of each bond line continues to be around $5 billion over two
years. However the volume of issuance of each line in its first year has been increased to provide

greater liquidity and provide stronger support for futures markets contracts.

Over the course of 2004-05, Treasury bond yields fell on secondary markets, while the yield
curve flattened. By the end of the financial year, the yield curve was inverted. One factor
affecting these movements was strong demand by overseas investors for Australian dollar

denominated financial assets, including Treasury bonds.

The total turnover of Treasury bonds in secondary market trading declined by 1.5 per cent in
2004-05 compared with 2003-04, but the volume of Treasury bond futures contracts continued to
increase strongly. Overall the markets operated smoothly and efficiently, although with some

short-lived bouts of tight repo trading conditions in individual bond lines.
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Review by the Chief Executive Officer

Securities lending facility

A securities lending facility was established in September 2004 and is operated by the Reserve
Bank of Australia on behalf of the AOFM. The facility allows market participants to borrow
Treasury bonds when they are not readily available from other sources in the market. It aims to
enhance the efficiency of the market by improving the capacity of intermediaries to make

two-way prices, particularly for bonds that become tight in the repo market.

By the end of the year, the facility had been used 40 times, with the majority of transactions
being for one day only. This was consistent with the ‘lender of last resort’ character of the
facility.

Cash management

Management of the Government’s daily cash balances has been marked over recent years by
increased volatility due to differences in the timing of receipts and outlays. In 2004-05, the peak
to trough swing amounted to $29 billion, compared to $21 billion in 2003-04. Net cash flows

greater than $8 billion occurred on four days during the year.

Following a review by AOFM of its management of the cash balances, a new operational limit
range of $700 million to $1,100 million was introduced for the 91 day moving average of the
daily balance in the Official Public Account in 2004-05, and a new upper policy limit was agreed
by the Treasurer and Minister for Finance and Administration. A reduction in the average cash
balance (on a 91 day moving average basis) of $204 million was achieved over the course of the

year.

During the year, cash balances were managed entirely through term deposits with the Reserve

Bank of Australia. There was no issuance of Treasury notes.

Management of the net debt portfolio

The AOFM employs interest rate swaps to reduce the average term to maturity of the net debt
portfolio with the objective of reducing the debt service costs of the portfolio over time. In this
process, reference is made to a benchmark portfolio that encapsulates the desired trade-off

between cost savings and variability in debt service costs.

2004-05 was the second year of transition towards the benchmark portfolio adopted in
September 2003. However, two developments affected this transition:

* The Government announced that some of the assets currently managed by the AOFM
will be transferred to the Future Fund. While details had not been finalised, it
indicated that the initial transfer could be in the order of $16 billion. The transfer of
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Review by the Chief Executive Officer

assets from the AOFM'’s portfolio will significantly reduce the need for interest rate

swaps; and

* There was a marked flattening, and then inversion, of the yield curve such that the
cost savings expected to be generated by the swap program were not as favourable as

the assumptions underlying the benchmark.

In view of these developments, the execution of new swaps was suspended in May 2005. The
benchmark was also revised and its maturity structure lengthened. Preparations for the transfer
of assets to the Future Fund were also commenced. The AOFM resumed interest rate swaps in
2005-06, although the planned volume is lower than that in 2004-05.

Performance of the portfolio

The debt service cost of the net debt portfolio managed by the AOFM for 2004-05 was
$2.92 billion, or 7.02 per cent of the average book value of the portfolio.

This cost includes net savings of $182 million from domestic interest rate swaps undertaken to
shorten the portfolio’s maturity profile. Without these savings, the debt service cost of the net
portfolio would have been $3.1 billion, or 7.45 per cent.

These savings may be compared with those that would have been generated if the actual
portfolio had aligned with the benchmark portfolio. While the benchmark portfolio involves a
very large volume of hypothetical interest rate swaps, the comparison indicates that the net
savings obtained from actual interest rate swaps represented the major part of the savings

theoretically available from adherence to the benchmark.

Details of the factors that affected debt service cost during the year, and comparisons with the
cost of the portfolio without swaps and with the cost of the benchmark portfolio, are provided

later in this report.

Foreign currency exposure

Since the elimination of cross-currency swaps was completed in 2003-04, the remaining foreign
currency exposure in the portfolio has been in the form of small residual physical loans. These

are being repurchased when opportunities arise, or allowed to mature.

During the year, three outstanding British pound denominated loans with a total face value of
£39.1 million were fully redeemed. This followed agreement at meetings of loan stockholders to

resolutions proposed by the AOFM to bring forward the maturity dates of the loans.

XV



Review by the Chief Executive Officer

The remaining currency debt now comprises two US dollar denominated loans with a face value
of US$17.9 million.

Credit management

The use of interest rate swaps exposes the Commonwealth to counterparty credit risk, although
no default has been experienced since swap activities were commenced. The AOFM manages
this risk by reference to a detailed credit policy which was revised and enhanced during the
year. A major initiative was the introduction of collateral arrangements. These arrangements
reduce credit risk as counterparties are required to post collateral when the AOFM’s exposure
rises above a predefined threshold. By the end of the year collateral agreements had been

concluded with 10 current swap counterparties.

The introduction of collateral will allow participation in swaps to be expanded to lower rated
counterparties, while reducing exposures to credit risk overall since the exposure to these

counterparties will be capped at modest levels as a result of the collateral arrangements.

Operational risk

Further progress was made during the year in strengthening the Office’s management of

operational risk, including the development of business continuity and disaster recovery plans.

International Financial Reporting Standards

From 1 July 2005 the AOFM is subject to the new international financial reporting standard that
is being applied in Australia by the Australian Accounting Standard 139. A later section in this
annual report reviews some implications of the new standard for the AOFM and outlines our
proposal to adopt a comprehensive income presentation format in reporting our administered

operating results for 2005-06 onwards.

International activities

The AOFM supports sovereign debt management activities in other countries, including through

the secondment of officers to the Solomon Islands and Papua New Guinea.

Two staff members are currently working to support debt management in the Finance
Department of the Solomon Islands under the Regional Assistance Mission — Solomon Islands.
Another is working as Debt and Cash Advisor in the Papua New Guinea Department of

Treasury and Finance as part of the Enhanced Cooperation Program.
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A senior staff member worked in the Thai public debt management office for two months,
providing advice on plans to further develop the Thai bond market. A group of Thai debt

management officials also visited the AOFM for five weeks.

Other contacts during the year involved visits to or from China, Denmark, France, Indonesia,

Norway, South Africa and South Korea.

Staff

In February 2005, Michael Bath was promoted to the vacant position of Director, Financial Risk.

The past year provided many challenges for the office. I thank all of the staff for their hard work
and commitment during the year. We look forward to making further progress together over the

year ahead.

Neil Hyden
Chief Executive Officer
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AOFM OVERVIEW

AOFM role, functions, outcome and output structure

The Australian Office of Financial Management (AOFM) is a specialised agency within the
Australian Public Service responsible for the management of the Government’s debt. Established
on 1 July 1999, it issues Treasury bonds to support the Treasury bond futures markets, manages
the Government'’s cash balances and manages the Government’s portfolio of debt and associated

assets with the aim of minimising the net cost of borrowing at acceptable risk.

The AOFM forms part of the Treasury portfolio. It is accountable to the Treasurer and through
him to the Australian Government, the Parliament and the public. Staff are employed under the
Public Service Act 1999 utilising Australian Workplace Agreements. However, the agency’s
finances are separate from those of the Treasury as it is a prescribed agency under the Financial

Management and Accountability Act 1997.

For budgetary purposes, all of the AOFM’s activities are regarded as comprising a single
output — debt management — and directed to one outcome. This is ‘to enhance the
Commonwealth’s capacity to manage its net debt portfolio, offering the prospect of savings in

debt servicing costs and an improvement in the net worth of the Commonwealth over time’.
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Structure of the portfolio

The components of the Australian Government’s balance sheet managed by the AOFM are
Commonwealth Government securities (Treasury bonds, Treasury indexed bonds, Treasury
notes and other securities), term deposits placed with the Reserve Bank of Australia and interest
rate swaps entered into by the AOFM in the course of its portfolio management activities.!

Together they comprise the net debt portfolio.

To facilitate the management of this portfolio, the AOFM divides it into sub-portfolios and

books. These are shown in Figure 1.

Figure 1. Portfolio structure

Net Debt Portfolio
I
I I
Long-Term Debt Portfolio Cash Management Portfolio

I
[ I
Australian dollar
Long-Term Debt Portfolio

[ ]
Core Book Debt Hedge Book

Foreign Debt Portfolio

The net debt portfolio is split into a Long-Term Debt Portfolio and a Cash Management Portfolio
to allow continuing debt and assets to be managed separately from within-year flows. The
within-year flows have become very large relative to the overall size of the total net debt
portfolio? and would distract from the management of continuing net debt in a single portfolio.
Liabilities and assets are allocated between the two sub-portfolios so that the size of the
Long-Term Debt Portfolio corresponds at any time to the estimated trend level of net debt and

the Cash Management Portfolio contains the variation from the trend.3

1 The AOFM also administers housing loans to the States under the Commonwealth-State
Housing Agreements.

2 As noted in the section on cash management, the within-year swing in the Government’s
funding requirement over the course of 2004-05 was around $29 billion from peak to trough.
This represents approximately 70 per cent of the average book value of the total net debt
portfolio of $41.6 billion through the year.

3 That is, the Cash Management Portfolio corresponds at any time to the difference between
the actual level of total net debt and the estimated trend level.
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The Long-Term Debt Portfolio is split into the Australian dollar Long-Term Debt Portfolio and
the Foreign Debt Portfolio. The Foreign Debt Portfolio holds the foreign currency denominated
component of long-term debt and was established to allow the rundown of the foreign exchange
derivative exposure to be undertaken separately from the management of the domestic portfolio.
Following the completion of the rundown in 2003-04 and the repurchase of all outstanding
British pound denominated loans in 2004-05, the Foreign Debt Portfolio now consists of small,

residual amounts of US dollar denominated loans.

Finally, the Australian dollar Long-Term Debt Portfolio is divided into the Debt Hedge Book
and the Core Book.

In recent years, the Debt Hedge Book has held the continuing assets that have accumulated in
the net debt portfolio as a result of debt issuance in excess of funding requirements. Against
these assets, the Book has held a matched set of liabilities that represent a cross-section of the
Treasury bonds on issue. By placing together the ongoing assets and the liabilities they
notionally offset, the Book has allowed their cost and risk to be managed together. The net cost
or benefit generated by the Debt Hedge Book can be viewed as the cost or benefit of retaining

surplus assets rather than using them to reduce the amount of bonds on issue.

In preparation for the establishment of the Future Fund, and the transfer to it of assets held as
deposits at the Reserve Bank of Australia, the assets and liabilities in the Debt Hedge Book were
transferred to the Core Book on 30 June 2005. The assets are being transferred gradually from the
Core Book to the Cash Management Portfolio through 2005-06, where they can be drawn upon
by the Future Fund as they are required.

The AOFM plans to review the ongoing need for the Debt Hedge Book within its portfolio

structure following the establishment of the Future Fund.

The transfer rules and the impact of the Future Fund

The separation of the net debt portfolio into the Long-Term Debt Portfolio and the Cash
Management Portfolio requires rules governing the allocation of liabilities and assets between
the two sub-portfolios. These transfer rules were described in the AOFM’s 2003-04 Annual
Report and are also available on the website.

The transfer rules are designed to ensure that the volume of the Long-Term Debt Portfolio is
equal to the estimated trend level of net debt at any time. This is achieved through ongoing
internal loans and deposits made between the Long-Term Debt Portfolio and the Cash
Management Portfolio. The adjustment path is based on the published Budget estimates, and
revised in the middle of the financial year based on the published Mid-Year Economic and
Fiscal Outlook.
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At the end of the financial year, the estimated trend is compared with the outcome and the
average asset or liability balance in the Cash Management Portfolio over the course of the year

is transferred to the Long-Term Debt Portfolio as a lump sum on 1 July.

The average balance in the Cash Management Portfolio in 2004-05 was $4.3 billion. However,
in view of the expected requirement to transfer seed capital to the new Future Fund in 2005-06,
these funds have been retained in the Cash Management Portfolio where they will be available

for transfer to the Future Fund when required.

Funding

Table 1 places the AOFM’s debt and cash management activities in 2004-05 in the context of the
overall flow of funds for the Australian Government general government sector. Transactions
for which the AOFM has responsibility are highlighted in red.

The Government had a headline budget balance for the year of $12.5 billion. Debt issuance and
other sources of funds totalled around $5.9 billion. After allowing for debt redemptions of
$5.4 billion and other applications of funds of $1.8 billion, financial assets increased by
$11.2 billion. This included a $10.6 billion increase in term deposits lodged by the AOFM with
the Reserve Bank and an increase of $0.2 billion in the balance of the Official Public Account at

the Reserve Bank.
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Table 1. General government sector funding requirement and funding sources

Actual Actual
2004-05 2004-05
Source of funds ($bilion)  Use of funds ($billion)
Headline budget balance 12.5 Debt redemption(a)
Maturing CGS debt 5.0
Debt issuance(a) Early CGS debt repurchases 0.1
Treasury bonds 5.7 Other general government sector
Treasury indexed bonds 0.0 redemptions (net) 0.3
Treasury notes Total 5.4
(net change in outstandings) 0.0
Total 5.7 Other applications of funds
Payment to Australia Post
Other sources of funds Superannuation Scheme 1.4
Sw ap interest (net) 0.2 Other (net)(b) 0.3
Deposits received (net) .. Total 1.8
Total 0.2
Financial assets
Change in Official Public Account
balance at the RBA 0.2
Change in term deposits
at the RBA 10.6
Change in other general government
sector investments 0.4
Total 11.2
Total 18.4 Total 18.4

(a) Cash flows rather than face value of securities.
(b) Includes other general government sector flows not elsewhere classified.
Not all totals may sum exactly due to rounding.

.. not zero but less than $0.05 billion.
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Organisational structure

The AOFM is organised into three groups, which link related tasks while maintaining separation
between activities such as execution and settlement in order to minimise operational risks. The
AOFM also has several staff deployed overseas as part of government assistance programs.

Figure 2: AOFM organisational structure

Chief Executive Officer

Strategy and
Business Services

Treasury Services

Appropriations and other funding

Table 2 summarises the gross resources applied by the AOFM in 2004-05 and budgeted for
2005-06, both from appropriations and other sources and for recurrent and capital purposes.

Agency recurrent funding is used to meet operating expenses, such as employee entitlements

and supplier payments.

Administered recurrent funding is used to meet operating expenses, such as interest on

Australian Government debt and swap interest payments (in aggregate terms).

Capital funding is used to meet the cost of maturing Australian Government debt and to make
investments for the purposes of debt management. During the 2004-05 financial year the AOFM
placed a total of $145.7 billion on investment, of which $135.1 billion matured during the
financial year, resulting in a net increase of $10.6 billion. These figures primarily reflect

short-term transactions in term deposits with the Reserve Bank of Australia undertaken as part
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of the AOFM’s daily cash management activities. The gross volume of these transactions
accumulated over the course of a financial year is highly unpredictable; estimates are based on

standardised assumptions.

Table 2. AOFM gross appropriations and other funding

Budget Actual Budget
2004-05 2004-05 2005-06
($'000) ($'000) ($'000)
(a) FUNDING FOR RECURRENT PURPOSES
ADMINISTERED
Administered appropriations
Annual appropriations 10 - 10
Special appropriations 5,927,792 5,761,132 6,059,884
Total administered appropriations 5,927,802 5,761,132 6,059,894
AGENCY
Annual appropriations 8,119 8,119 8,089
Total revenue from government (appropriations)
contributing to price of agency outputs 8,119 8,119 8,089
Percentage of total price of outputs 99.8% 92.7% 99.8%
Revenue from other sources
Other sources 20 640 20
Total revenue from other sources 20 640 20
Total price of agency outputs 8,139 8,759 8,109
Total resourcing - recurrent purposes 5,935,941 5,769,891 6,068,003
(b) FUNDING FOR CAPITAL PURPOSES
ADMINISTERED
Administered appropriations
Annual appropriations - - -
Special appropriations 161,618,190 150,828,928 142,625,282
Total administered appropriations 161,618,190 150,828,928 142,625,282
AGENCY
Agency equity injections 0 0 -
Total resourcing - capital purposes 161,618,190 150,828,928 142,625,282
Total resourcing for AOFM Outcome 167,554,131 156,598,819 148,693,285
Administered 167,545,992 156,590,060 148,685,176
Departmental 8,139 8,759 8,109
Budget Actual Budget
2004-05 2004-05 2005-06
Average staffing level (number) 38 33 35

Note: 2004-05 figures incorporate variations made in the 2004-05 Portfolio Additional Estimates Statements.
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OPERATIONS AND PERFORMANCE

Introduction
The principal functions of the Australian Office of Financial Management (AOFM) are:

+ the issuance of Treasury bonds to support the Treasury bond and Treasury bond

futures markets;
* managing the Australian Government’s cash balances; and
* minimising the cost of borrowing on the net debt portfolio, subject to acceptable risk.

This section outlines the activities undertaken in 2004-05 in relation to each of these functions

and reports on their performance.

Treasury bond issuance

Objective

Treasury bonds on issue have decreased substantially over the past decade, falling from around
15.4 per cent of gross domestic product (GDP) in 1995-96 to around 5.6 per cent in 2004-05.
Sustained fiscal surpluses and asset sales have been the main contributors to this decline, with
Australian Government general government sector net debt declining from a peak of around
19 per cent of GDP in 1995-96 to around 1.3 per cent in 2004-05.1

In light of this decline, the Government reviewed the future of the Commonwealth Government
securities market and, in the 2003-04 Budget, announced that it had decided that it would
continue to issue sufficient Treasury bonds to support the Treasury bond futures market. The
review concluded that, without a Treasury bond futures market, higher costs associated with

managing interest rate risk would lead to slightly higher interest rates across the economy.

1 Australian Government general government sector net debt includes Commonwealth
Government securities and financial assets managed by the AOFM, together with some other
financial assets and liabilities on the Government’s balance sheet.
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The outcome of the review established a clear medium-term framework for the AOFM’s debt
management operations. Treasury bond issuance is now tightly targeted to support the 3- and

10-year Treasury bond futures contracts. In particular, the Government indicated that:

* anew Treasury bond line with a term to maturity of around five years will be issued

every two years;

* anew long-dated Treasury bond line with a term to maturity of around 13 years will

be issued every other year;

* for each new line, issuance over the course of a two-year period will total around
$5 billion; and

* no bond issuance, other than that required to support the Treasury bond futures

market, is envisaged over the medium term.

Treasury bond issuance is thus directed towards maintaining the efficient operation of financial

markets.

Achieving the objective

Treasury bond issuance

In 2004-05, the AOFM issued $5.6 billion of Treasury bonds, comprising:

*  $3.2 billion of a new August 2010 Treasury bond to support the 3-year Treasury bond

futures contract; and

*  $2.4 billion of the February 2017 Treasury bond to support the 10-year Treasury bond

futures contract.

Chart 1 shows Treasury bond issuance over the year, as well as levels of Treasury bonds

outstanding as at 30 June 2005.
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Chart 1: Treasury bond issuance for 2004-05 and Treasury bonds
outstanding as at 30 June 2005
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The total issuance of Treasury bonds in 2004-05 was higher than the ongoing pattern outlined
above. This is also likely to occur in 2005-06 and 2006-07 and reflects two temporary factors:

* transition effects as issuance is brought into alignment with the timing of Treasury

bond futures contracts; and

* adecision to increase the amount of issuance of each bond line in its first year so that

it can provide stronger support for the futures contract in that year.

It is now intended that, when the transition to the new pattern is complete, around
three-quarters of the issuance of each bond line will occur in its first year. Total issuance for each
bond line will continue to be around $5 billion over two years. This faster build up in stock on

issue in each line is expected to enhance the operation of the Treasury bond futures contracts.

Enhancing transparency and communication

In 2004-05 the AOFM actively monitored the operations of the Treasury bond and futures
markets and maintained its dialogue with major Treasury bond market participants, the Reserve
Bank of Australia and the Sydney Futures Exchange. It also continued to work to increase the

transparency of its Treasury bond issuance activities.

In May 2004, the AOFM released an indicative Treasury bond issuance calendar for the 2004-05
financial year. This calendar announced the expected aggregate issuance for each bond line and

indicative dates for Treasury bond tenders and the bond lines to be offered. The indicative
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Treasury bond issuance calendar for 2005-06, released in May 2005, went one step further and

included details of the expected amounts to be offered at each tender.

AOFM staff attended, as observers, all meetings of the Australian Financial Markets
Association’s (AFMA) Debt Securities Committee held in 2004-05.

Financial market conditions

Chart 2 shows movements in yields on 3- and 10-year Treasury bonds over the course of
2004-05.

Chart 2: Australian 3- and 10-year bond yields 2004-05
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Yields fell over the first half of the year, rose in the March quarter and fell again in the final
quarter. The yield on the 3-year Treasury bond ended the year approximately 30 basis points
lower than at the start of the year, while the yield on the 10-year Treasury bond decreased by
approximately 75 basis points over the course of the year. The differential between the yields on

the two bonds was eliminated over the second half of the year.

The overall decline in yields throughout 2004-05 is also shown in Chart 3. At the beginning of
the financial year, the yield curve for Treasury bonds was positively sloped by approximately
70 basis points, with the July 2005 Treasury bond yield at 5.3 per cent and the February 2017
Treasury bond yield at around 6 per cent. By January 2005 the yield curve had flattened by
around 35 basis points. By 30 June 2005, the yield curve was inverted, with the July 2005
Treasury bond yield at around 5.5 per cent and the February 2017 Treasury bond yield at

16



Part 2: Operations and performance

5.15 per cent. The yield at the short end of the curve was affected by the decision taken by the

Reserve Bank of Australia in March 2005 to raise the overnight cash rate to 5.5 per cent.

Chart 3: Commonwealth yield curves 2004-05
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One factor that drove the movements in the Commonwealth yield curve during the year was

strong demand from overseas investors for Australian dollar denominated financial assets

including Commonwealth Government securities. Non-resident ownership of Commonwealth

Government securities is estimated by the Australian Bureau of Statistics to have been above

50 per cent throughout 2004-05.

The spread in cash rates between Australia and other major economies, the sustained strength of

the Australian dollar and a robust Australian economy all contributed to this inflow.

Over the course of 2004-05, the spread between Australian and US 10-year interest rates was

mostly above 100 basis points, although a substantial contraction occurred throughout

November and early December 2004 (Chart 4). At the beginning of the year the differential was

approximately 130 basis points. By year-end, it was around 120 basis points.

17



Part 2. Operations and performance

Chart 4: Australian/US 10-year bond interest rate differential 2004-05
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Relatively low interest rates, particularly at the long-end, were also evident in most major
economies during 2004-05. Whilst this can be attributed to economic conditions in some
countries, in others such a link is less clear, including in the United States of America (US). Some
other factors that may have played a role include a long-term reduction in inflation expectations

and large flows of investment capital from Asia and the Middle East.

Performance

Over the course of 2004-05, the level of Treasury bonds outstanding (net of Australian
Government holdings) increased by around $600 million to $48.5 billion by year end. This
reflected Treasury bond issuance ($5.6 billion) in excess of Treasury bond maturities
($4.9 billion).

Turnover in secondary market outright trade of Treasury bonds decreased by approximately
10 per cent in 2004-05 compared to the previous year, from around $1,300 billion in 2003-04 to
around $1,165 billion in 2004-05. However, repo and intra-day activity increased by around
20 per cent and 12 per cent respectively in 2004-05 when compared to 2003-04. Total turnover of

Treasury bonds? declined by around 1.5 per cent.

The volume of 3- and 10-year Treasury bond futures contracts has continued to increase, with
record daily volumes for the 10-year contract occurring three times throughout the financial
year — September 2004, March 2005 and June 2005. All Treasury bond futures contract
close-outs in 2004-05 occurred smoothly.

2 Includes secondary market outright trade, repo and intra-day activities.
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Five short-lived bouts of tight trading conditions were experienced in the domestic repo market
during the year, with several stocks being affected. The most evident occurred in March and
April 2005, and were focused on the August 2010 and June 2011 Treasury bond lines. The
pressures eased in May and June 2005 as more of the new August 2010 Treasury bond line was
issued to the market. Some further pressure was observed in late June, with the April 2015
Treasury bond line being the most affected. But, on the whole, conditions in the repo market
were easier in 2004-05 than in 2003-04.

Overall, the Treasury bond and Treasury bond futures markets operated smoothly and
efficiently in 2004-05. The markets were assisted by the decision of the Reserve Bank of
Australia, announced in March 2004, to extend the range of securities eligible for repurchase
agreements with it, and also to extend the range of domestic securities that it could hold on an

outright basis.

Securities lending facility

Markets were also helped by the establishment of a securities lending facility for Australian
Government Treasury bonds. This facility was announced by the AOFM on 27 August 2004 and
became operational on 30 September 2004.

The securities lending facility allows Treasury bond market participants to borrow Treasury
bonds when they are not readily available from other sources in the market. The facility
enhances the efficiency of the Treasury bond market by improving the capacity of intermediaries
to make two-way prices, particularly for bonds that become ‘tight” in the repo market. Around

$5 billion of Treasury bonds are currently available to be borrowed through the facility.

The facility is operated by the Reserve Bank of Australia on behalf of the AOFM and works
through repo agreements between the Reserve Bank of Australia and market participants.
Counterparties seeking to borrow Treasury bonds through the facility must provide collateral in
the form of other Commonwealth Government securities. The facility is intended to be a ‘lender

of last resort’, which is reflected in the cost for its use.3

As at 30 June 2005, the securities lending facility had been utilised 40 times, with a face value of
around $900 million being lent over the 2004-05 year. The majority of transactions were for one
day only, with only six occasions where counterparties sought stock for two days or longer.
There were three occasions where the total amount of securities lent on any one day exceeded
$100 million and one occasion where this amount exceeded $200 million. There were seven
occasions when individual transactions were for $50 million or above and two above
$60 million.

3 There is a 300 basis point difference between the interest rates that a counterparty using the
facility pays and receives in the two arms of the transaction.
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The facility was established after consultations with market participants, and feedback on it has
been positive, with market participants indicating that it has enhanced the efficiency of the

Treasury bond market and that current arrangements for its operation are appropriate.

Treasury bond tender results

Table 1 displays the results for the thirteen Treasury bond tenders conducted by the AOFM in
2004-05.

Table 1: Treasury bond tender results

Tender Coupon Face value Weighted Spread to Range Times
date and amount average secondary of bids covered
maturity allocated issueyield market yield accepted
($m) (%) (basis points) (basis points)
13-Jul-04 6.00% 15-Feb-2017 499 5.793 0.82 1.50 3.47
27-Jul-04 6.00% 15-Feb-2017 501 5.855 0.49 1.00 3.55
17-Aug-04  6.00% 15-Feb-2017 399 5.733 0.28 0.50 6.15
21-Sep-04  6.00% 15-Feb-2017 398 5.410 1.03 1.00 4.03
12-Oct-04  6.00% 15-Feb-2017 301 5.527 0.70 0.50 4.98
16-Nov-04  6.00% 15-Feb-2017 299 5.544 0.38 0.50 5.31
18-Jan-05  5.25% 15-Aug-2010 799 5.232 0.00 1.50 4.72
8-Feb-05 5.25% 15-Aug-2010 500 5.392 0.35 0.50 4.34
22-Feb-05 5.25% 15-Aug-2010 502 5.507 0.46 1.00 3.71
8-Mar-05 5.25% 15-Aug-2010 400 5.563 0.53 0.50 3.86
12-Apr-05  5.25% 15-Aug-2010 399 5.541 -1.08 1.00 5.02
17-May-05 5.25% 15-Aug-2010 300 5.230 0.75 0.00 4.53
21-Jun-05  5.25% 15-Aug-2010 301.5 5.260 -0.29 1.00 6.52
Average over year to June 2005 0.34 0.81 4.63
Average over 3 years to June 2005 0.35 1.02 4.16
Average over 10 years to June 2005 0.59 1.60 3.42

All bond tenders in 2004-05 were well bid, with the average times covered ratio for 2004-05
being greater than both the 3- and 10-year averages.

The average spread above secondary market yields for the 2004-05 financial year was below
both the 3- and 10-year averages, with two tenders achieving weighted average yields below the

observed secondary market mid-rate.
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Cash management

Objective

The AOFM manages the daily cash balances of the Australian Government in the Official Public
Account (OPA).4 The AOFM’s primary objective in managing these balances is to ensure that the

Government is able to meet its financial obligations as and when they fall due.

Other objectives are to ensure that the cost of funding the OPA cash balance is minimised and
that excess cash is invested efficiently. In minimising cost the AOFM seeks to avoid undue use of

the overdraft facility provided by the Reserve Bank of Australia.

Achieving the objective

In recent years, the government’s daily receipts and payments have shown an increasing degree
of within-year volatility. In 2002-03 a ‘peak-to-trough” swing of around $21 billion occurred,
with this swing increasing to around $24 billion in 2003-04. In 2004-05 the peak-to-trough swing
increased further to around $29 billion, with daily cash flows greater than $8 billion occurring on

four days, compared with two occasions in 2003-04 and only once in 2002-03.

In 2003-04 the AOFM reviewed its cash management activities and sought further improvements
in them. The review concluded that for 2004-05 the AOFM would target a 91 day rolling average
for the closing day OPA balance of around $900 million, with operational limits of between
$700 million and $1,100 million. A new Ministerial upper limit of $1.5 billion for the closing day
OPA balance, based on a 91 day average, was also agreed by the Treasurer and the Minister for
Finance and Administration. Performance against these 2004-05 targets is discussed in the next

section.

Term deposits with the Reserve Bank of Australia are used to manage the within-year financing
requirement. OPA cash balances not required immediately are invested for nominated periods
of time, with the maturity dates primarily set to finance large value outlays. Both the
magnitudes and terms of these term deposits are determined by the AOFM.5

During 2004-05 the AOFM placed 424 term deposits with the Reserve Bank of Australia. The
stock of term deposits fluctuated from a minimum of $2.3 billion in October 2004, to a maximum

of $31.25 billion in June 2005. The movement in the Australian Government’s financial asset

4 The Official Public Account (OPA) is the collective term for the core bank accounts
maintained at the Reserve Bank of Australia for Australian Government cash balance
management.

5 The interest rate on term deposits is calculated by referencing the Overnight Indexed Swap
rate for the same tenor as the term deposit, plus or minus a margin.
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position at the Reserve Bank of Australia (OPA cash balance plus term deposits) in 2004-05, is

shown in Chart 5.

Chart 5: Australian Government financial asset holdings at
the Reserve Bank of Australia 2004-05
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In previous years Treasury notes have been issued to help meet the within-year funding

requirement. In 2004-05 it was not necessary to issue Treasury notes.

Performance

The primary objective of the Government having sufficient cash to meet its financial obligations

when they fell due without resort to the overdraft facility was met.

In past years, the average balance in the OPA over the 12 months to 30 June has been taken as a
measure of performance in managing the Australian Government’s daily cash balance. With the
advent of a 91 day rolling average operational target and associated operational limits
surrounding OPA balances, performance is now assessed against these targets and limits. The
91 day average OPA balance remained within the Ministerial and operational limits and fell by
$204 million over the course of 2004-05 to around $805 million as at 30 June 2005.

However, the average balance did move close to the upper operational limit over the period
between late January and late April 2005. This occurred because in January 2005 the interest rate
payable on short-dated term deposits (that is, less than 20 days) was less than the interest rate

paid on cash held in the OPA (that is, the overnight cash rate). It was therefore decided to leave
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cash in the OPA rather than use term deposits between large inflow and large outflow days in

January.

Minimising debt servicing costs subject to acceptable risk

Objective

In managing the Long-Term Debt Portfolio, the AOFM seeks to minimise the expected accrual

debt service cost at an acceptable level of variability around this expected outcome.

The measure of cost used is accrual debt service cost. This is defined as the total interest coupons
associated with physical debt and derivatives, plus realised market value gains and losses,
capital indexation of inflation-linked debt and the amortisation of any issuance premiums and
discounts. The focus on accrual debt service cost is appropriate in circumstances where financial
assets and liabilities are intended to be held or to remain on issue until maturity and there is

little likelihood that unrealised market value gains and losses will be realised.

From 2005-06, AAS31 debt service cost outcomes will be presented on a ‘fair-value’ basis that is
inclusive of movements in the unrealised market values of physical debt, assets and interest rate
derivatives. In order to enable stakeholders to ‘look through’ the market value volatility, the
AOFM proposes to report using a comprehensive income format that distinguishes revenues
and expenses before remeasurements from the effects of unrealised market value fluctuations.
This issue is discussed further in a section later in this report on the implementation of

Australian Equivalent International Financial Reporting Standards.

Achieving the objective

The terms on which Treasury bonds are issued are now largely determined by the objective of
supporting the Treasury bond futures market. This results in the issuance of long-term debt at
fixed interest rates. By itself, this would mean that future debt service costs are reasonably
certain but, on average, they are likely to be higher than if the debt were issued for short terms.
Long-term interest rates tend to be higher on average because investors usually demand a
premium for holding long-term debt. Shorter term debt would be expected to incur lower costs

on average, but these costs would be more variable.

In seeking to reduce debt service cost, the AOFM uses a model portfolio, or benchmark, that
encapsulates the desired trade-off between cost savings and variability in debt servicing costs.
The benchmark portfolio balances the expected savings obtained from having a portfolio with a
low average term to maturity with the potential for additional variability in debt service cost
outcomes. Interest rate swaps are then used to bring the characteristics of the actual portfolio

close to the benchmark.
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The AOFM undertakes an annual review of the benchmark and tests the validity of the key
underpinning assumptions. In 2005, this annual review led to a modification of the previous
benchmark, which had been adopted in September 2003.

Defining the benchmark portfolio

The key risk parameters used to define the debt portfolio are modified duration and
short-dated exposure. These parameters explain the majority of cost and risk behaviour of
portfolios. Modified duration is a market standard measure that is similar to the weighted
average term to maturity. Portfolios with higher modified durations normally exhibit more
stable, yet higher debt servicing costs than those with lower modified durations. Short-dated
exposure is the proportion of the portfolio subject to immediate repricing. Portfolios with
higher short-dated exposures exhibit a greater level of variability in short-term accounting
outcomes, as the interest cost of this portion of the portfolio adjusts very quickly to changes in

market interest rates. Such portfolios will tend to demonstrate lower interest costs on average.

The benchmark portfolio adopted in September 2003 had a modified duration of 2.0 years and
a short-dated exposure of 35 per cent.6 This is a lower modified duration and a higher
short-dated exposure than would result from bond issuance to support the 3- and 10-year

futures contracts.

From July 1, 2005, the benchmark portfolio has a modified duration of 2.50 years, while its
short-dated exposure remains at 35 per cent. The new benchmark is less risky in terms of
variability in debt service cost outcomes, while the expected long-run saving will be lower
than that of the previous benchmark. Specifically, the average long-run saving of the new
benchmark, versus the portfolio arising from issuance alone, is expected to be slightly below
0.20 per cent per annum, while that of the previous benchmark would be expected to be

around 0.24 per cent per annum under the revised assumptions.

Policy and operational limits are set around the benchmark, the policy limits being approved by

the Treasurer, while the operational limits are approved by the Secretary to the Treasury.

Once a benchmark has been selected and approved, interest rate swaps are used to adjust the
risk characteristics of the Long-Term Debt Portfolio so as to maintain them close to those of the
benchmark. To reduce the differences between the maturity profile of the existing debt portfolio,
as augmented by the new issuance of bonds, and the maturity profile of the benchmark, the
AOFM transacts:

6 These benchmark parameters apply to the nominal component of the Australian-dollar
Long-term Debt Portfolio.
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* long-dated interest rate swaps (of around six to ten years maturity) in which it
receives fixed interest rates and pays floating interest rates to match the maturity of

the bonds on issue; and

» short-dated interest rate swaps (of around two to three years maturity) in which it
pays fixed interest rates and receives floating interest rates to match the maturity of

the desired benchmark profile.

In 2004-05, the AOFM undertook a total of $6.6 billion of interest rate swaps. This comprised
$2 billion in short-dated swaps, where the AOFM undertook to pay a fixed interest rate and
receive a floating interest rate, and $4.6 billion in long-dated swaps, where the AOFM undertook
to receive a fixed rate and pay a floating rate. The average spread from mid-market was 0.5 basis

points, for both the short-dated and long-dated swaps.

Table 2. Spreads from mid-market on interest rate swaps (basis points)

2003-04 2004-05
Average Range Average Range
Short-dated sw aps(a) 0.8 -0.5t02.0 0.5 -0.8to 15
Long-dated sw aps(b) -0.5 -1.2t00.6 -0.5 -15t00.4

(a) On short-dated swaps in which it pays a fixed rate, the AOFM expects on average to pay a margin over
the mid-market rate.

(b) On long-dated swaps in which it receives a fixed rate, the AOFM expects on average to receive a margin
under the mid-market rate.

The volume of interest rate swaps undertaken during the year was less than originally planned.
In May 2005, the AOFM suspended the execution of new interest rate swaps in view of the
prospective transfer of assets from its portfolio to the Future Fund and current market

conditions.

* In conjunction with the 2005-06 Budget, the Government announced that some assets
administered by the AOFM would be transferred to the Future Fund. Where these
assets are held in the Long-Term Debt Portfolio, their transfer would reduce the
modified duration of the portfolio, significantly reducing the need for interest rate

swaps to receive fixed rates.

* In addition, a pronounced flattening of the swap yield curve developed over the
course of 2004-05. In these conditions, new interest rate swaps to receive fixed rates
were not expected to generate cost savings as favourable as the assumptions

underpinning the benchmark.

The AOFM has resumed the execution of interest rate swaps in 2005-06, although planned
volume is lower than in 2004-05. This reflects the planned transfer of assets out of the Long-Term
Debt Portfolio and the revised benchmark portfolio introduced from the start of the new

financial year.
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Additional statistical information on the AOFM’s swap activity in 2004-05 is available on the
AOFM website.

Performance

Managing the transition to the benchmark

When the new benchmark portfolio was adopted in September 2003, it was expected that it
would take two to three years to bring the actual portfolio into close alignment with it. Good
progress was made in 2003-04, when the modified duration of the nominal component of the
Long-Term Debt Portfolio fell from 2.50 to 2.19 and short-dated exposure was reduced from
46 per cent to 41 per cent. However, this was partially offset on 1 July 2004 when modified
duration increased to 2.42 as a result of the transfer of a large volume of short-dated assets from

the Cash Management Portfolio. This reflected a higher than forecast Budget surplus in 2003-04.

During 2004-05, progress in bringing the Long-Term Debt Portfolio closer to the benchmark was
offset by a continued build-up of short-term assets and the emergence of a particularly flat yield

curve. Both of these factors acted to increase the duration of the portfolio.

» Transfers of short-term assets from the Cash Management Portfolio to the Long-Term
Debt Portfolio increased from January 2005 in line with the upward revision to the

2004-05 Budget surplus forecast in the Mid-Year Economic and Fiscal Outlook.

* The flatter yield curve pushed the market value of longer dated instruments higher
relative to shorter dated instruments. This increased their weight in the portfolio,

placing upward pressure on the portfolio’s duration.

As noted above, the execution of interest rate swaps was suspended in May 2005 in view of the
prospective transfer of assets to the Future Fund and current market conditions. Together with
the continued issuance of Treasury bonds, this produced a minor breach of the upper
operational limit on duration over the months of May and June 2005.” The nominal component
of the Australian dollar Long-Term Debt Portfolio’s modified duration ended the 2004-05

financial year at 2.59 years.

Consistent with the AOFM’s Interest Rate Risk Management Policy, the Secretary to the
Treasury was kept informed of the duration of the portfolio while it was above the upper
operational limit. Throughout the financial year, duration remained within the wider policy

limits approved by the Treasurer.

7 Another minor breach occurred early in the financial year, whereby the modified duration
exceeded the operational limit of 2.55 years by .02 years for one day, July 13, coinciding with
a bond tender.
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Chart 6 shows the modified duration of the nominal component of the Australian dollar

Long-Term Debt Portfolio through the course of the year.

Chart 6: Modified duration — nominal component of Australian dollar Long-Term Debt
Portfolio: 1 July 2004-30 June 2005
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Short-dated exposure finished the 2003-04 financial year at 41 per cent but dropped to
37 per cent as a result of the one-off transfer of assets to the Long-Term Debt Portfolio on
1 July 2004.

Short-dated exposure was kept within operational limits throughout the course of the year. As
can be seen in Chart 7, the downward momentum towards the benchmark target of 35 per cent
was maintained during the year. The nominal component of the Australian dollar Long-Term
Debt Portfolio’s short-dated exposure ended the 2004-05 financial year at 38 per cent.
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Chart 7: Short-dated exposure — nominal component of Australian dollar
Long-Term Debt Portfolio: 1 July 2004-30 June 2005
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Reducing debt service cost

The total debt service cost® of the net debt portfolio managed by the AOFM for 2004-05 was

$2.92 billion, on an average net book value of $41.6 billion. This represented a net cost of funds

of 7.02 per cent.

Total debt service coast fell marginally — by $8 million — compared with 2003-04. This was the

result of several offsetting factors. Notable drivers of savings included:

Largely

an increase of $245 million in returns on term deposits, due to increased holdings of

these assets; and

a reduction of $128 million in interest costs on nominal debt, due to the maturity of

relatively expensive debt issued in the early 1990s and its replacement with new debt

issued at current lower interest rates.

offsetting these savings were:

the absence of the benefits that had accrued in 2003-04 from foreign currency

derivatives, with the completion of the unwind of cross currency swaps;

reduced net returns on domestic interest rate swaps, which fell by $110 million due to

higher floating rate payments;

8 Debt service cost includes net interest cost plus foreign exchange revaluation gains and

losses.
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* an increase of $32 million in the costs of foreign currency loans, due to the early

repurchase of British pound denominated loans; and
* anincrease of $27 million in the cost of servicing Treasury indexed bonds.

The contribution of the major components of the portfolio to the overall change in total debt

service cost is shown in Chart 8.

Chart 8: Change in debt service cost between 2003-04 and 2004-05
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In percentage terms the total debt service cost on the average level of net debt rose from 6.46 per
cent in 2003-04 to 7.02 per cent in 2004-05. Part of this increase came from the absence in 2004-05
of benefits from cross currency swaps. Another part came from term deposits; while increased
earnings on these deposits reduced net debt service cost in absolute terms, the cost in percentage
terms was affected by their impact on the volume of net debt. The volume of term deposits is
subtracted from the volume of debt in calculating the net debt managed by the AOFM.
Consequently, the cost of funds on net debt rises in percentage terms as the volume of term
deposits increases, since the earnings rate on term deposits is lower than the average cost of
debt.

The Long-Term Debt Portfolio, which holds continuing debt and assets, held an average book
value of $45.9 billion, with a cost of $3.15 billion or 6.85 per cent. Compared with 2003-04, debt
service cost declined by $246 million, largely due to a reduction in the average volume of net
debt within the portfolio. In percentage terms, cost rose by 0.61 per cent from 6.24 per cent to

6.85 per cent, due to the accumulation of additional assets.
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The Cash Management Portfolio held an average asset balance of $4.35 billion and earned net
interest of $231 million, which represented a weighted average return of 5.31 per cent on these

balances (up from 5.13 per cent in 2003-04).

Within the Long-Term Debt Portfolio, the Debt Hedge Book held an average asset balance of
$11.6 billion in book value terms against gross debt.® These assets generated revenues of
$686 million, inclusive of net receipts of $58 million from interest rate swaps, which represents a
rate of return of 5.91 per cent. The liabilities in the Debt Hedge Book had an average book value
during 2004-05 of $11.3 billion with an interest cost of $647 million or 5.72 per cent. The Debt
Hedge Book thus contributed interest cost savings of $39 million through 2004-05.

As indicated earlier, the assets and liabilities in the Debt Hedge Book were transferred to the
Core Book of the Long-Term Debt Portfolio on 30 June 2005 in preparation for the establishment
of the Future Fund. These transfers were undertaken at prevailing market yields, and resulted in
the realisation of losses within the Debt Hedge Book. These were principally due to a
broad-based widening in bond-swap spreads that had occurred since the bond and swap
positions were originally allocated to the Debt Hedge Book. This basis risk led to additional costs
amounting to $59 million within the Debt Hedge Book at the time of the unwind. Therefore the
overall cost of the Debt Hedge Book in 2004-05 was $20 million.10

Table 3 summarises these cost outcomes for 2003-04 and 2004-05.

9 Through the course of the financial year, the Debt Hedge Book’s asset balance grew from
$10.1 billion to $15.5 billion.

10 Note that internal trades do not contribute to the overall cost of the net debt portfolio. A cost
recognised on internal trades in the Debt Hedge Book is recognised as an equivalent saving
within the Core Book and Cash Management Portfolio combined. No losses were incurred
against the AOFM’s deals with the external sector as a result of unwinding the Debt Hedge
Book.
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Table 3: Commonwealth debt portfolio cost of funds analysis

Interest expense Book volume Effective yield
2003-04  2004-05 2003-04 2004-05 2003-04 2004-05
$ million $ million per cent per annum
Contribution by instrument
Treasury fixed coupon bonds (3,368) (3,259) (47,03) (47,610) 7.6 6.84
Treasury inflation indexed bonds (569) (596) (8,525) (8,748) 6.68 6.81
Treasury notes 5) - (99) - 477
Other miscellaneous domestic debt (22) ()] (199) (74) 120 139
Foreignloans (B) (50) (74) (49) 0.1 102.01
Gross physical CGS debt (3982) (391B)  (56,028) (56/48)) 711 6.93
Interest rate swaps 292 81 - -
Cross currency swaps 43 - (155) -
Gross CGS debt (after swaps) (3,647) (3,73) (56,183) (56,48)) 6.49 6.61
Term deposits with the RBA 560 805 10,922 1,922 513 5.40
Net CGS debt (before foreign exchange gains) (3,087) (2,926) (45,261)  (41559) 6.82 7.04
Foreign exchange revaluation gains 163 0
Net CGS debt (2,924) (2,916) (45,261 (41559) 6.46 7.02
Contribution by portfolio and book
Core Book (3,369) (3,087) (53,023) (46,154)
Debt Hedge Book ] (20) 107 293
Foreign Debt Portfolio(a) (37) (40) (1498) (49)
Long Term Debt Portfolio (3,393) (3,47) (54413) (45,909) 6.24 6.85
Cash Management Portfolio 469 231 9,152 4,350 513 531
Net CGS debt (2,924) (2,916) (45,261) (41559) 6.46 7.02

(a) Includes foreign currency revaluation gains recorded against cross currency swaps and foreign loans.

(b) The high yield reflects the cost of early repurchase of Sterling denominated loans.

(c) Not all totals may sum exactly due to rounding.

(b)
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What determines the Australian Government's cost of funds?

The largest component of the Australian Government’s net debt portfolio, Treasury fixed
coupon bonds, had an effective cost of funds of 6.84 per cent in 2004-05, down from
7.16 per cent in 2003-04. This is despite the fact that the AOFM issued approximately
$5.6 billion in bonds in 2004-05 at yields between 5.20 per cent and 5.90 per cent. Of the bonds
on issue as at 30 June 2005, about half were issued since 30 June 1997 at weighted average

yields below 7 per cent, while the remainder were issued prior to this time at higher rates.

Chart 9: Bond interest expense by year of issue
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As the older bonds mature over time, the weighted average cost of funds on the remainder of
these existing Treasury fixed coupon bonds will decrease. By the time the August 2008 bond

matures, each of the existing lines will have a weighted average cost below 7 per cent.
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Chart 10: Bond interest expense by maturity date
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Comparisons with alternative portfolios

The debt service cost of the actual portfolio can be compared with estimates of the costs that
would have resulted from a simulated benchmark portfolio and from the portfolio excluding

interest rate swaps.

The benchmark portfolio was modelled by constructing a portfolio, identical to the actual
portfolio but for the addition of a series of hypothetical interest rate swaps. These hypothetical
swaps were constructed so as to bring the portfolio into line with the target benchmark
parameters, namely a modified duration of 2.0 years, a short-dated exposure of 35 per cent and a
predefined repricing profile. The simulated benchmark was modelled retrospectively from
1 July 2003 and subsequently rebalanced at monthly intervals using additional hypothetical

interest rate swaps to maintain consistency with the target parameters.

The simulated benchmark assumes a very large volume of hypothetical interest rate swaps. In
2003-04, the simulation required a total of $38.5 billion in swaps to pay fixed rates and $38 billion
in swaps to receive fixed rates. Of this, $15.8 billion and $10.9 billion respectively would have
been notionally executed on 1 July 2003. The feasibility of executing this volume of swaps
without distorting the interest rate swap market is low and any attempt to do so would likely
reduce the notional advantage of these swaps to the Commonwealth. Nevertheless, this ‘pure’
approach to constructing the simulated benchmark has the effect of raising the AOFM'’s

performance hurdle.

In view of the practical constraints on the volume of swaps that can be conducted in any period,
it was decided, when the actual benchmark was introduced in September 2003, to aim to bring

the portfolio into line with it over a two to three year period. This entailed a lower volume of
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interest rate swaps, but meant that the actual portfolio would remain significantly different from

the benchmark over much of the period.

Table 4 compares the performance of the Long-term Debt Portfolio with the same portfolio

excluding all interest rate swaps, and the simulated benchmark portfolio, in 2003-04 and 2004-05.

Table 4: Relative performance analysis: Long-Term Debt Portfolio vs Benchmark

Average modified  Av short-dated Cost of funds Cost of funds
duration exposure
(nominal $A) (nominal $A) $million per cent per annum
2003-04 2004-05 2003-04 2004-05 2003-04 2004-05 2003-04 2004-05
Long-Term Debt 2.32 2.46 44% 38% -3,393  -3,147 6.24 6.85
Portfolio (LTDP)

Benchmark Portfolio 2.01 2.02 34% 35% -3,325 -3,065 6.13 6.69
LTDP, unsw apped 4.11 5.01 3% 0% -3,685 -3,328 6.77 7.25

The cost of funds of the actual Long-term Debt Portfolio was $292 million, or 53 basis points,
lower than that of the unswapped portfolio in 2003-04 and $181 million, or 40 basis points, lower
in 2004-05. On the other hand, the cost of funds of the simulated benchmark portfolio was
$360 million, or 64 basis points, lower than the unswapped portfolio in 2003-04 and $263 million,
or 56 basis points, lower in 2004-05. Thus the actual portfolio achieved a major part, but not all,
of the savings that would theoretically have been available from the simulated benchmark

compared to the unswapped portfolio.

The relatively strong performance of the simulated benchmark portfolio is largely explained by
the large volume of hypothetical swaps undertaken on 1 July 2003 to bring the portfolio
immediately into line with the target parameters. These hypothetical swaps were calculated at
favourable market rates that applied on 1 July 2003 and allowed the benchmark to take greater

advantage of subsequent movements in market interest rates.

Movement in market values

On 30 June 2003, the benchmark portfolio and the Long-Term Debt Portfolio had an identical
interest rate swap portfolio, with an unrealised market value of $1,347 million. Higher
interest rates through 2003-04 pushed the market value of both swap portfolios lower. As at
30 June 2004, the market value of the Long-Term Debt Portfolio’s swaps had fallen by
$1,098 million to $249 million, while the benchmark portfolio’s swaps had fallen by
$1,299 million to $48 million. A flattening in yield curves through 2004-05 pushed the market
value of both swap portfolios higher, with that of the Long-Term Debt Portfolio increasing
by $428 million to finish the year at $677 million; the benchmark portfolio’s swaps increased
in value by $527 million to stand at $575 million as at 30 June 2005. As can be seen, the
market value of the benchmark portfolio’s interest rate swap book has been about 20 per

cent more sensitive to interest rate shocks than that of the Long-Term Debt Portfolio.

34



Part 2: Operations and performance

Where an increase in interest rates leads to a deterioration in the market value of the interest
rate swap portfolio from the Australian Government’s perspective, it leads to an improvement
in the market value of the outstanding physical debt. This is due to the fact that the market

value of fixed coupon debt falls in a rising interest rate environment.

The interest rate sensitivity of the physical debt portfolio is more than double that of the
current interest rate swap portfolio. Therefore, if attention were focused on market value
changes, a ‘low risk’ portfolio would have a very large swap portfolio and a very low
modified duration overall. However, if attention is focused on accrual costs, this would be a

very risky portfolio as it would exhibit relatively volatile debt service cost from year to year.

The inclusion of market value movements in the calculation of debt service cost can be
expected to lead to volatile debt service cost outcomes from year to year. Furthermore, it can
lead to counter-intuitive outcomes such as an increase in interest rates producing lower debt
service cost in any given year. For these reasons, from 2005-06, the AOFM plans to report its
interest cost outcomes not only on a fair-value basis, inclusive of market value movements as
required under the new accounting standard, but also on an accrual or historic cost basis, via
the adoption of a comprehensive income presentation approach. This will enable our stake
holders to ‘look through’ the volatility of cost outcomes caused by movements in the market
value of debt and derivatives through time, while still enabling the quantification of the

unrealised market value of each type of debt and derivative instrument within the portfolio.

Foreign currency exposure

Following the elimination of cross currency swaps from the portfolio in 2003-04, as discussed in
last year’s annual report, the remaining foreign exchange exposure is now in the form of
physical loans. These will be repurchased where possible when opportunities arise or allowed to

mature over time.

In October 2004 three outstanding British pound denominated loans with a total face value of
£39.1 million were fully redeemed. The early redemption of these loans followed meetings held
in London at which loan stockholders voted in favour of resolutions proposed by the AOFM
amending the terms and conditions of the loans to bring forward the maturity dates to
14 October 2004. On a currency hedged basis the total cost of funding the early redemption of
these loans was estimated to be broadly equivalent to the Australian Government’s domestic

cost of funding.

As at 30 June 2005, the sole outstanding foreign currency denominated debt was in the form of
two United States dollar denominated loans. One of these loans with a remaining face value

amount of $US12.6 million is scheduled to mature in February 2006 while the other loan with a
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remaining face value amount of $US5.3 million is scheduled to mature in March 2017. During
the year the AOFM examined whether these loans could also be redeemed early. It was found
that it would not be possible to redeem them using the same technique employed for
redemption of the British pound denominated loans. The AOFM is, however, prepared to

repurchase stock in these loans at fair market prices if it is offered by stockholders.

Credit management activities

The use of interest rate swaps exposes the Commonwealth to counterparty credit risk on swaps.

This risk is managed by reference to a detailed Credit Policy.

A flattening of the yield curve over the course of the financial year saw an increase in the credit
risk exposure. Over the course of 2004-05, the average credit quality of the AOFM’s derivative
counterparties, as measured by ratings agencies Moody’s and Standard and Poor’s remained
largely unchanged. Table 5 indicates the credit standing of the counterparties to which the
AOFM has an exposure.

Table 5: Derivative counterparties by credit rating as at 30 June 2004
and 30 June 2005

Number of AOFM counterparties  Number of AOFM counterparties

Ratings Moody's/ w ith a given credit rating w ith a given credit rating
Standard and Poor's 30 June 2004 30 June 2005
Aaa/AAA 3 2

Aal/AA+ 0 0

Aa2/AA 4 5

Aa3/AA- 9 9

Al/A+ 3 3

A2/A 1 1

A3/A- 0 0

Note: Where there is a split rating, the AOFM uses the lower rating.

A major initiative over 2004-05 has been the introduction of collateral agreements with the
AOFM’s swap counterparties. Collateral agreements help reduce credit risk as swap
counterparties are required to post collateral when the AOFM’s exposure rises above a
predefined threshold. The collateral arrangements will provide a cost effective tool for the

AOFM in managing credit risk.

The introduction of collateral has allowed the AOFM to expand eligibility for participation in its
swap program to lower rated counterparties, as the exposure to these counterparties will be
capped at modest levels as a result of the collateral agreements. The AOFM will negotiate with

potential new counterparties over the year ahead.

As at 30 June 2005, the AOFM had executed 10 Credit Support Annexes providing for collateral

with current swap counterparties.
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Settlement operations

In 2004-05, the AOFM settled all payment obligations in line with contractual obligations with
counterparties. During the year there was one occasion where an AOFM counterparty was late
in making a payment. As is consistent with prevailing market practice, the AOFM sought and

obtained compensation in this case.

International activities

In 2004-05 the AOFM was involved on a number of occasions with the debt management and

treasury organisations of other countries.

Staff are working in both the Solomon Islands and Papua New Guinea (PNG) to build the
capabilities of local staff as well as providing expert assistance according to the priorities of their
host governments. In the Solomon Islands two staff members are working under the Regional
Assistance Mission — Solomon Islands to set up an effective debt management function within
the Finance Department. Their major task is the restructuring of foreign and local government
debt.

In 2004-05 a staff member was recruited and deployed to PNG to work as Debt and Cash
Adpvisor in the Department of Treasury and Finance as part of the Enhanced Cooperation
Program between the governments of Australia and PNG. This staff member has been involved
with enhancing the capacity of the department in terms of the budget process as well as the

day-to-day debt management activities.

A senior member of staff also worked in the Thai public debt management office for two
months, providing advice on plans to further develop the Thai bond market. This was followed
by a visit to the AOFM of six Thai debt management officials who spent a period of five weeks
in Canberra. Whilst with the AOFM they were given detailed briefings on all aspects of the
AOFM and its operations. This exchange was facilitated through the Thailand-Australia

Government Sector Linkages Program, administered by AusAID.

Shorter visits and liaison with officials from China, Denmark, France, Indonesia, Norway, South

Africa and South Korea also took place during the year.

Also during the year, the AOFM responded to enquiries from several other countries relating to
sovereign debt management practices, including Turkey and Latvia. The agency also took part
in surveys and initiatives from international organisations such as the Organisation for

Economic Cooperation and Development (OECD).
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Operational risk

Objective

The AOFM aims to minimise its exposure to operational risk, which is the risk of loss, whether
direct or indirect, resulting from inadequate or failed internal processes, people, or systems, or
from external events. It encompasses risks inherent in the agency’s operating activities which
have the potential to prevent its goals and objectives being achieved or which may negatively
impact its reputation. Indirect losses are qualitative impacts that do not have an immediate

adverse effect on the financial performance of the agency.

Achieving the objective

The AOFM maintains a culture of prudence and risk control and does not engage in speculative
trading activity. Its staff share in the ethos of the Australian Public Service and are bound by the
Public Service Act 1999 and the AOFM'’s Code of Conduct.

Nevertheless, reducing operational risk is a major priority and the AOFM has made further
progress in evaluating, assessing, measuring and monitoring it. During the year, a formal
operational risk framework, including an operational risk charter and a more detailed and
systematic approach to operational risk measurement was endorsed. The planned program for

the control framework involved a number of steps:
» defining operational risk within AOFM;
» developing the quantitative and qualitative framework for assessing operational risk;
* determining the control activities; and
* implementing the monitoring, reporting and review process.
Also during 2004-05:

* Business Continuity and Disaster Recovery Programs for the whole of the AOFM

were prepared;

» the organisational structure was revised to ensure greater segregation of duties by

integrating Compliance and Reporting into one business unit; and

* areview of the current legislative framework for debt management was commenced.
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Agency financial performance

Agency activities recorded an operating surplus of $0.89 million for the 2004-05 financial year,
comprising total revenues of $9.01 million and expenses of $8.12 million. As at 30 June 2005, the
AOFM was in a sound net worth and liquidity position, reporting net assets of $9.23 million,
represented by assets of $10.34 million (including current assets of $0.33 million) and liabilities
of $1.10 million.

As at 30 June 2005, the AOFM maintained cash and unspent appropriations totalling
$7.89 million. The unspent funds are held by the AOFM to settle liabilities and for future asset

replacement/improvement.

During 2004-05, the AOFM did not return or establish a provision for return, by way of

dividend, of unspent appropriation monies to Government.
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BACKGROUND

Harmonisation objective

During 2002-03 the Financial Reporting Council, the body responsible for establishing the
strategic direction of the Australian Accounting Standards Board (the setter of accounting
standards in Australia) announced the objective of harmonising Australian accounting
standards with accounting standards issued by the International Accounting Standards Board

(IASB) for reporting periods commencing on or after 1 January 2005.

IAS 39 / AASB 139 Financial Instruments: Recognition and Measurement

Australian Accounting Standard (AASB) 139 Financial Instruments: Recognition and Measurement (the
Australian equivalent to International Accounting Standard 39) is the most important Australian
equivalent international financial reporting standard to impact on the AOFM’s statutory
financial reporting. The Standard, which applies to the AOFM from 1 July 2005, was issued as a
pending standard in Australia in December 2003, revised in April 2004 and passed into law in
July 2004.

In its 2003-04 audited annual financial statements (at Note 2, page 96), the AOFM disclosed that,
in response to AASB 139, it had provisionally determined to adopt fair value accounting to its
administered financial assets and financial liabilities from 1 July 2005. In its 2004-05 audited
annual financial statements (at Note 2, page 97), the AOFM has confirmed the adoption of fair
value accounting, together with an estimate of the (one-off) financial impact of the change in the

accounting policy.

Fair value is synonymous with market value and represents the estimated exchange equivalent
price using relevant inputs from reference markets and valuation techniques. Fair value is
determined on the presumption that the reporting entity is a ‘going concern” and is operating in
an active market under normal market conditions, without any intention or need to liquidate,
curtail materially the size of its activities or undertake transactions on adverse terms. Fair value
is also determined without discounting for asset or liability positions that are larger than

standard marketable parcels.
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AOFM’s existing accounting policies

Since its establishment, the AOFM has applied an historic cost accounting methodology to its
financial assets and financial liabilities, including derivatives. For fixed interest debt, this entails
measuring a financial instrument at its issuance yield to maturity. The issuance yield is used to
measure the financial instrument over its life, regardless of market yield movements. This
constant yield to maturity approach produces a smooth and predictable interest cost/return

outcome and valuation.

Example: The AOFM issues $500 million of its 7.5 per cent 15 September 2009 bond series on
1 July 2004. The market is willing to pay $552 million, an effective interest rate (or issuance yield
to maturity) of 5.65 per cent to acquire the bond. This includes $11 million of accrued interest in

relation to the next coupon payable on the bond (being $18.75 million on 15 September 2004).

Chart 1. Balance sheet under historic cost accounting
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The value of the bond under historic cost accounting commences at its issuance price of
$552 million, then smoothly and predictably amortises to $500 million, the maturity value on
15 September 2009. The value of the bond at any point in time reflects the net present value of
future interest and principal flows discounted by the issuance yield to maturity (5.65 per cent in
the example). Even though the yield applied to measure the bond is constant, its value will
amortise steadily (due to the passage of time) to its face value. During 2004-05, for example, the

bond'’s value amortises by $7 million, from $552 million to $545 million.
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Chart 2: Debt service cost under historic cost accounting
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Debt service cost under historic cost accounting produces a smooth and predictable periodic

debt service cost for the bond of around 5.65 per cent (or $30 million) in each financial year.

Fair value accounting

Fair value accounting requires a financial asset or financial liability to be measured on the basis
of its current exchange equivalent price. The exchange equivalent price may change repeatedly
during the life cycle of a financial instrument due to market forces. Accordingly, a fair value

methodology has the potential to produce variable and unpredictable results.

For the purposes of the example, assume the quoted market yield for the 7.5 per cent
15 September 2009 bond at the end of each financial year is 30 June 2005: 7.5 per cent,
30 June 2006: 9.50 per cent, 30 June 2007: 9.00 per cent, 30 June 2008: 8.00 per cent and
30 June 2009: 6.00 per cent. The interest rate change from one year to the next is from 50 to

200 basis points, which represent realistic events.

Moreover, the term of a financial instrument is a key determinant of its price sensitivity to
interest rate changes — the longer the term, the greater the price sensitivity. The example bond
chosen has a term of around 5 years at the time of issuance (the Australian Government’s yield

curve is around 13 years).
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Chart 3: Balance sheet under fair value accounting
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The value of the bond under fair value accounting commences at $552 million at the time of
issuance and concludes at $500 million at the time of maturity — the same result attained under
historic cost accounting. However, during intervening periods the value of the bond moves with
market forces. For example, during 2004-05 the fair value of the bond fell $41 million due to two

factors:
» amortisation — fall of $7 million due to the passage of time; and
+ vyield revaluation — fall of $34 million due to an increase in the market yield.

Historic cost accounting recognises only the amortisation component in determining the value of

the bond, while fair value accounting recognises both components.
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Chart 4: Debt service cost under fair value accounting
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Given the variable and unpredictable changes in the market value of the bond, debt servicing

cost under fair value accounting is also unpredictable and variable. For example, in 2004-05 the

bond provides a return of $4 million, whilst it incurs a cost of $50 million in 2006-07.

The yield revaluation component represents the cost or return of holding fixed interest debt in a

changing interest rate environment. In 2004-05, a return was earned on the bond due to an

increase in interest rates (there is an inverse relationship between yield and price). In 2006-07, a

holding period cost was incurred due to a decrease in interest rates.

Comparison of historic cost accounting and fair value accounting
Chart 5: Comparison of debt service cost
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The example discussed above related to bonds. The AOFM also holds substantial volumes of
interest rate swaps and term deposits with the Reserve Bank of Australia. The same
considerations apply to these instruments when held to maturity as for physical bonds.
However, in the case of term deposits the differences between returns measured under the two
accounting methodologies are relatively small because of the short term nature of the term
deposits held by the AOFM. Interest rate swaps can be regarded as equivalent to two loan
transactions, one with fixed interest rates and the other with floating rates. The accounting

treatment of each of these loan legs may be analysed along the lines of physical bonds.

The full life debt service cost or return of a financial instrument will always be equal under both
accounting methods. However, different accounting outcomes will usually arise from

accounting period to accounting period.

In an issue and hold to maturity strategy the revaluation effect will net to zero over the life of a
financial instrument. However, the revaluation effect would be relevant in circumstances where
a financial instrument is closed-out prior to maturity. An entity may undertake early redemption
for purposes of debt restructuring, profit realisation, out-performing a benchmark or

anticipating future changes in market conditions.

Accordingly, the appropriate debt service cost measure for assessing performance is dependent
on the objective of the entity. Performance measurement under a fair value methodology is most
relevant for organisations that are focused on short term trading and profit outcomes. This
methodology relates outcomes most closely to current market rates and removes the effects of
events that occur in prior years from the current year’s outcome. Performance measurement
under an historic cost methodology is most relevant for organisations that passively acquire or

issue and hold to maturity without active trading,.

The AOFM considers that historic cost accounting is the most appropriate measure for its debt
issuance and management functions. However, fair value information is useful to financial
statement users regardless of the reporting entity’s objectives. Fair value facilitates assessment of
financial risk exposures (such as interest rate sensitivity and credit risk), changes in financial risk
exposures, the value of transactions managed and the economic consequences of alternative
strategies (such as portfolio restructuring or portfolio liquidation). Since establishment, the
AOFM has disclosed in the notes to its audited annual financial statements fair value
information on financial assets and financial liabilities. Whilst useful, this style of presentation
has not fully integrated with the primary financial statements (which are prepared under

historic cost accounting principles).
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Comprehensive Income presentation

In adopting the new accounting standard AASB 139, the AOFM intends to present its financial
statements from 2005-06 in a manner that gives appropriate balance to the two accounting

regimes.

To this end, the AOFM proposes adopting a Comprehensive Income! format for presenting its
administered operating results for 2005-06 and onwards. Under a Comprehensive Income

format Revenues and Operating Expenses are categorised into two components:
* Revenues and Expenses Before Remeasurements (such as interest on debt); and

* Revenues and Expenses from Remeasurements (such as unrealised revaluations on a

financial instrument).

This style of presentation will allow the AOFM to give appropriate balance to the two results
and explain each separately. The category ‘Revenues and Expenses Before Remeasurements’
records a financial result that is consistent with historic cost accounting principles and is most
relevant to the AOFM'’s role in managing its debt portfolio where debt and financial instruments

are predominantly issued and held to maturity.

The category ‘Operating Result from Remeasurements’ will provide information on the
unrealised changes in market valuation during the financial year, that are relevant in assessing

financial risk exposures.

The AOFM has sought approval from the Department of Finance and Administration (Finance)
to apply a Comprehensive Income format. Finance has agreed ‘in principle’ to the AOFM'’s
request and is currently working with the AOFM on the specific format to be adopted as an

accounting standard on Comprehensive Income does not currently exist.

An illustration of the AOFM’s 2004-05 Administered Revenues and Expenses recast into a fair
value accounting methodology and presented under Comprehensive Income principles is
provided below. The illustration is consistent with an Exposure Draft issued by the Australian
Accounting Standards Board on ‘Financial Reporting of General Government Sectors by
Governments” which addresses the harmonisation of Government Finance Statistics (GFS) and

Generally Accepted Accounting Principles (GAAP) reporting.

1 The International Accounting Standards Board and the Financial Accounting Standards
Board (the US standard setter) are currently conducting a joint project, the Reporting of
Comprehensive Income. The project is dealing with the format and presentation of the
Operating Statement on the basis of which items of revenues and expenses are categorised
and ordered. It is expected that on completion of the project a new Profit and Loss Standard
will be issued. Discussion papers are expected to be released in the 2006 calendar year.
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Table 1. lllustrative comprehensive income presentation of AOFM's 2004-05
administered revenues and expenses under fair value accounting

Administered Operating Statement Notes 2004 05 2003 04
for the year ended 30 June 2005 $'000 $'000

Revenues before re measurements
Non taxation revenue

Interest 1 3,121,564 2,653,583
Other 88 60
Total revenue before remeasurements 3,121,652 2,653,643

Expenses before remeasurements

Grants 32,507 36,720

Interest 2 5,887,833 5,577,940
Total expenses before remeasurements 5,920,340 5,614,660
Gains/(losses)

Net foreign exchange gains 3 9,729 163,280
Total gains/(losses) 9,729 163,280
Net operating result before remeasurements -2,788,959  -2,797,737
Remeasurements

Net market valuation gains/(losses) 4 -661,820 1,751,540
Total re measurements -661,820 1,751,540
Comprehensive Income -3,450,779  -1,046,197

Note 1: Comprises interest received on swaps, interest on term deposits and interest on State and Territory
loans.

Note 2: Comprises interest paid on gross debt and swaps and amortisation of net premiums and discounts
and repurchase premia.

Note 3: Comprises net foreign exchange gains on cross currency swaps and foreign denominated debt.

Note 4: Comprises unrealised yield revaluations on all financial assets and financial liabilities measured at
fair value.
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MANAGEMENT AND ACCOUNTABILITY

Corporate governance

The AOFM operates under governance arrangements agreed between the Treasurer, the
Secretary to the Treasury and the Chief Executive Officer of the AOFM in the Commonwealth
Debt Management Charter. The Charter sets out the roles and accountabilities of the principal
stakeholders in the conduct of Commonwealth debt management. These stakeholders are the
Treasurer, the Secretary to the Treasury, the AOFM Advisory Board, The Treasury and the
AOFM.

The Treasurer is the Minister responsible for Commonwealth debt management. Acting on
advice from the Treasury and the AOFM, the Treasurer makes decisions on strategic debt

management issues and approves debt management risk benchmarks.

The Secretary to the Treasury is responsible for advising the Treasurer on debt policy and debt
management issues more generally, drawing on the resources of both the AOFM and the
Treasury. In discharging his accountability, the Secretary also draws on advice from the AOFM
Adpvisory Board. The Board does not possess executive powers or decision-making authority in

its own right.

The Treasury is responsible for advising the Treasurer on strategic debt policy issues and wider

public policy issues as they relate to debt management.

The AOFM has accountability for design and execution of all aspects of debt management
operations. The AOFM is responsible for managing the Commonwealth debt portfolio in line
with approved policy and objectives and undertaking related risk reporting. Additionally, the
AOFM conducts research and analysis and provides advice to the Treasurer, the Secretary and

the Advisory Board, on operational policy matters.

The Chief Executive Officer of the AOFM reports, and is accountable to the Treasurer, through
the Secretary to the Treasury. The Chief Executive Officer is responsible for the operation and

performance of the AOFM and exercises powers delegated by the Treasurer and Secretary.

AOFM Advisory Board

The AOFM Advisory Board was established to provide general counsel and guidance to the
Secretary to the Treasury on all aspects of operational debt policy matters and the performance
of the AOFM generally.
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The Board comprises a mix of public policy and specialist financial market skills. The Advisory

Board members at 30 June 2005 were:
* Dr Ken Henry, Secretary to the Treasury (Chair);
* Tony Cole, Executive Director at William M Mercer Pty Ltd;
* Greg Maughan, consultant and member of the Investment Committee of UniSuper;

* Peter Warne, Chairman of Next Financial Pty Ltd, Australian Leisure &
Entertainment Property Management Ltd and The Capital Market Cooperative
Research Centre Ltd. He is also a Director of Australian Repackaging Transaction Ltd

and SFE Corporation Ltd and subsidiary companies;
* David Tune, Executive Director, Fiscal Group, the Treasury;

* Phil Bowen, General Manager, Budget Group, Department of Finance and

Administration; and

* Neil Hyden, Chief Executive Officer, AOFM.

The Board met on five occasions in 2004-05.

Audit Committee

Section 46 of the Financial Management and Accountability Act 1997 requires that the
Chief Executive Officer establish and maintain an Audit Committee. The AOFM Audit

Committee is a forum for review of audit and related issues and operates to:

+ assist the Chief Executive Officer in ensuring and confirming resolution of all internal

and external audit issues;

* ensure the maintenance of efficient and effective audit functions and programmes;

and

+ assist in carrying out the Chief Executive Officer’s statutory responsibilities in relation

to the audit, financial reporting and control framework of the AOFM.
The Audit Committee membership at 30 June 2005 comprised:
* Peter Warne, independent member of the AOFM Advisory Board (Chair);

* David Lawler, former Group Auditor, Financial Controller of Institutional Banking

and Executive General Manager of the Commonwealth Bank of Australia;
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* Matthew Flavel, Manager, Financial Frameworks and Management Unit, The

Treasury; and
» Paul Power, Chief Operating Officer, AOFM.

Invited observers included the AOFM Internal Auditor, the Australian National Audit Office,
and the AOFM Chief Finance Officer.

In addition to the formal responsibilities for Audit Committees set out in the Finance Minister’s
Orders, the Committee seeks to improve the financial control framework and reporting of the
AOFM by:

* acting as a forum for review of audit issues including the AOFM’s accounting

policies;

* focusing audit functions on risk management policies, control frameworks and

compliance with appropriate standards;

» considering the recommendations of all internal and external audits and monitoring

the implementation of those recommendations;

* providing advice on the selection of the internal auditor, for final decision by the
AOFM Chief Executive Officer;

* endorsing the framework and initiatives for the review of operational risk within the

agency;
* approving and reviewing the Fraud Control Plan;

* monitoring developments in legislation, regulations, Government policy and

accounting standards for their impact on the accountabilities of key stakeholders; and

» reporting to the Chief Executive Officer and Advisory Board on findings in relation to

the above.

Senior management committees

Liability Management Committee

The Liability Management Committee has primary responsibility for advising the
Chief Executive Officer on operational debt policy and risk management issues. The Committee
reviews policy and operational settings for consistency with approved policy and strategy
objectives, and compliance with approved risk limits. Deal execution, market communication

and associated operational practices are also reviewed and monitored.
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The Chief Executive Officer of the AOFM chairs the meeting. Besides the
Chief Executive Officer, the Committee comprises the Chief Operating Officer, the Director,
Financial Risk, the Head of Treasury Services, and a number of other senior AOFM staff with

functional responsibilities relevant to the Committee’s purview.

IT Steering Committee

This Committee oversights all current and planned IT projects and operations to ensure
appropriate identification and control of strategic and business risks, as well as consistency with
AOFM objectives. The Committee is responsible for reviewing and endorsing IT business cases

and project plans, and monitors the overall progress in the context of budgets and timeframes.

Membership of the Committee is the Chief Executive Officer of the AOFM (Chair); the Chief
Operating Officer; the Chief Finance Officer; and the IT Systems Administrator. The Committee

meets monthly.

Operational Risk Committee (ORC)

The ORC manages the ongoing review of the AOFM’s operational and compliance risks. The
ORC is charged with determining compliance priorities; recommending compliance staff
resourcing; determining and/or recommending compliance and control procedures across the
agency. The ORC has the responsibility to report any identified major risk to the Audit

Committee.

The ORC has the primary responsibility for the initiation and management of the Operational
Risk Initiative. The initiative is project based and focused on the approach to identification,

categorisation and prioritisation of risks.

Membership of the Committee consists of the Chief Operating Officer (Chair); Compliance
Manager and Compliance Analyst and from time to time senior AOFM staff with functional

responsibilities relevant to the committee’s activities.

Other senior management committees

The AOFM also maintains an Executive Committee that oversees the activities of the agency and

a Human Resources Committee.

Operational risk management

The AOFM maintains a comprehensive operational risk management framework, consistent
with the requirements of the Financial Management and Accountability Act 1997. Key components

of the risk framework are as follows:
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The Chief Executive Instructions, which were comprehensively reviewed and
updated during 2004-05, establish an administrative framework for the delegation of
the Chief Executive’s statutory powers under the Financial Management and
Accountability Act 1997.

A Fraud Control Plan that establishes controls to minimise the risk of fraud. The plan

complies with the Commonwealth Fraud Control Guidelines.

Each committee created to support the AOFM’s governance structure is supported by
a committee charter. These are reviewed periodically and updated where necessary.

The Chief Executive Officer approves any changes or updates of committee charters.

The Disaster Response Procedure is the Disaster Recovery Plan established to

maintain the agency’s critical activities in the event of a major disruption to the office.

The IT Business Continuity Plan (BCP) establishes the processes required to restore
critical IT-reliant functions in the aftermath of a significant disruption. The IT BCP
also addresses the relationship with, and obligations of Treasury in such

circumstances, under the Service Level Agreement.

The IT Disaster Recovery Plan documents in detail the activities that AOFM IT staff
need to undertake to recover IT services in the event of a disaster occurring within the
AOFM. The IT Disaster Recovery Plan relates to servers, system databases and key

software applications.

The Contract Management Policy, which establishes guidelines for the AOFM to
manage contractual relationships with suppliers of goods and services through sound
operational procedures, based on Commonwealth legislative requirements and best

practice principles.

Other policies and procedures relevant to operational risk management include: the
IT Security Policy; Internet and Email Acceptable Use Policy; Network Access Control
Policy; Incident Response Policy; Network Backup and Offsite Storage procedures;

Network Access procedures, and IT Change Control procedures.

External scrutiny

Audit

The AOFM Audit Committee met on four occasions in 2004-05. The Committee adhered to a

regular schedule of quarterly meetings through the year.
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The Committee operates as a forum for oversight and review of the AOFM risk control
environment and compliance with legislative and related obligations. The Committee is also
responsible for overseeing management follow-up and response to audit issues raised by the
Australian National Audit Office and PricewaterhouseCoopers, the AOFM’s Internal Auditor.

During the year, the reappointment of PricewaterhouseCoopers as internal auditor was
endorsed, the proposed AASB139 financial instruments approaches were discussed and issues
relating to the preparation of the AOFM Financial Statements were addressed. In addition the

Audit Committee endorsed the Operational Risk and Compliance charter and framework.

Internal audit

During 2004-05, an open tender process involving the four major accounting firms was
undertaken for the appointment of an internal auditor to the AOFM. This resulted in
PricewaterhouseCoopers being reappointed as internal auditor of the AOFM for the next three

years.

PricewaterhouseCoopers undertook a program of internal audit activities through 2004-05,
consistent with an audit plan established in 2003. In addition to the regular annual audit review
of internal operational controls and the proposed implementation of AASB 139,
PricewaterhouseCoopers completed one major internal review in 2004-05 on Interest Rate Risk

Management.

Interest Rate Risk Management Internal Audit Report

The PricewaterhouseCoopers review identified no material issues, to suggest that AOFM risk
measures and reporting of liability portfolio risk is inconsistent with its approved policy. The
audit did identify the need to improve the definition and segregation of front/middle and back
office responsibilities and the resource constraints facing the middle office/compliance function.

These points have been addressed by the adoption of the operational risk framework.

Australian National Audit Office reports

In April 2005, the Australian National Audit Office (ANAO) tabled in Parliament the
Commonwealth Debt Management Follow-up Audit. The objective of the audit was to assess the
extent to which the recommendations and major findings of the ANAO’s 1999 audit of
Commonwealth Debt Management have been addressed, and the impact of any changes.
Overall the audit concluded that the majority of the recommendations had been implemented or

satisfactory progress has been made on their implementation.

The ANAO has made two additional recommendations for the establishment of a reporting
trigger to inform the Treasurer and Treasury Secretary when the swap portfolio has significant

unrealised losses, and for comprehensive and consistent reporting in future annual reports on
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the efficiency of swap dealings. The AOFM broadly accepts the recommendations and has

implemented changes to its reporting procedures.

During 2004-05, The ANAO released the following reports relevant to the AOFM.

Management of Internal Audit in Commonwealth Organisations — Business Support Process
(BSP) Audit (tabled July 2004)

The objectives of this audit were to: provide assurance to the Parliament on the effectiveness of
internal audit operations; and determine whether internal audit generally operates at, or near,

recognised better practice.

Senate Order for Department and Agency Contracts — BSP Audit (tabled September 2004)

This audit examined: the listing of contracts on the internet by selected agencies; the processes
by which agencies determined which contracts should be listed; and whether the requirements

of the Order of the Senate for Departmental and Agency Contracts were being met.

Financial Management of Special Appropriations (tabled November 2004)

The objective was to identify all special appropriations and ascertain which agencies are
responsible for their financial management and reporting. The audit examined selected agencies’
financial management and reporting of special appropriations against the Commonwealth’s

financial management and reporting frameworks.

Investment of Public Funds (tabled January 2005)

This audit examined: the investment of public monies by selected agencies, including
compliance with relevant legislation, delegations and instructions; the process to develop and

implement investment strategies; and financial reporting of investments.

IT Security Framework (tabled June 2005)

The key areas included in a review of IT Security were governance practices, compliance with
standards/guidelines, operational security procedures, vulnerability assessment and ‘E’

Management.

Management of Net Appropriations (Section 31) Agreements (underway)

The objective of the audit is to assess agencies’ financial management of, and accountability for,

the use of net appropriation agreements to increase available appropriations.
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Management and Reporting of Use of Consultants (underway)

The objective of the audit is to assess whether FMA Act agencies meet statutory and other
requirements relating to the engagement and management of consultants and reporting of

consultancies.

Judicial decisions

In 2004-05, no matters relating to the AOFM were the subject of judicial proceedings, tribunal

hearings or consideration by the Ombudsman.

Management of human resources

The AOFM workforce

Consolidation over the course of 2004-05 has seen an overall decrease in the AOFM workforce.
Three AOFM employees are deployed overseas in support of Australia’s aid programmes in the

Pacific.

As at 30 June 2005, the AOFM employed 33.4 full-time equivalent (FTE) staff under the Public
Service Act 1999. Table 1 provides a summary of the AOFM workforce by broadband

classification.

Table 1. Operative and paid inoperative staff by classification and gender
as at 30 June 2004 and 2005

Ongoing Non-ongoing
Full-time Part-time Full-time Part-time

Classification Male Female Male Female Male Female Male Female Total
2005

AOFM1 2 3 0 0 0 0 0 0 5
AOFM2 11 7 0 1 0 0 0 0 19
AOFM3 6 0 0 0 1 0 0 0 7
AOFM4 1 0 0 0 1 0 0 0 2
AOFM5 1 0 0 0 0 0 0 0 1
Total 21 10 0 1 2 0 0 0 34
2004

AOFM1 1 4 0 0 0 3 0 0 8
AOFM2 9 8 1 2 0 1 1 0 22
AOFM3 5 0 0 0 0 0 0 0 5
AOFM4 0 0 0 0 1 0 0 0 1
AOFM5 1 0 0 0 0 0 0 0 1
Total 16 12 1 2 1 4 1 0 37

Note: AOFM 1 = APS1 to APS 4, AOFM 2 = APS5 to EL1, AOFM 3 = EL2, AOFM 4 = SESBL1 equivalent,
AOFM 5 = SESB3 equivalent.

60



Part 3: Management and accountability

Changes to senior management

In February 2005, Michael Bath was promoted to Director of Financial Risk. There were no other

changes to senior management during the period.

Other staffing changes

In addition to the above change to senior management, 11 ongoing employees were recruited
during 2004-05 — three EL 1s, two APS 6s, two APS 5s and four APS 4s. They included two
Graduate Analysts who joined in February. They participated in a job rotation scheme coupled
with various training programmes relevant to their roles within the public sector. There were a
total of 17 terminations during the year — 10 were ongoing employees and 7 non-ongoing. For
ongoing employees, departures represented 29.0 per cent of average staffing levels in 2004-05
(28.6 per cent in 2003-04).

Australian Workplace Agreements

AOFM employees are employed under Australian Workplace Agreements (AWAs). The
employment terms and conditions are consistent for all staff, with remuneration outcomes based
on performance, position and level within the AOFM. All AWAs specifically reference the
Australian Public Service Values in the context of setting out expected performance and

behaviour.

The Chief Executive Officer of the AOFM is engaged on an Australian Workplace Agreement
from The Treasury. Information on such agreements is available in The Treasury’s Annual
Report for 2004-05.

Remuneration

Staff remuneration (Table 2) is reviewed on an annual basis, with adjustments effective as at
1 July. The AOFM has set its remuneration policy to reflect market rates at the median for large
conservative financial services organisations, including corporate treasury organisations.
Remuneration adjustments are based on a combination of movements in market rates
(independently assessed by Mercer Human Resource Consulting) and individual staff

performance.

Executive remuneration is reported in Note 12 of Part 4: Financial statements.
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Table 2. AOFM Australian Workplace Agreement salary ranges
30 June 2005

Base Rate Grade Rate
Classification $ $
AOFM1 30,863 50,867
AOFM2 53,872 100,400
AOFM3 120,615 150,769
AOFM4 163,814 204,768

To be eligible for a remuneration review, employees must have completed a performance
review. The performance rating is the main contributor to remuneration outcome. Performance
ratings measure outputs achieved (linked to the corporate plan) and the methods for producing
those outputs (behaviours which include good communication and relationship management).
In cases of exceptionally high performance, employees may access remuneration above the
grade rate for their classification. There is no performance pay and performance-linked bonuses

are not paid.

Non-salary benefits provided to AOFM employees principally comprise support for professional
development through studies assistance, short courses and payment of job-relevant professional
society membership fees. Where employees have business reasons for a mobile phone or laptop

computer, such items are provided.

Training and development

The AOFM'’s performance management system provides for staff to identify and plan for
training and development opportunities. While a significant proportion of development occurs
through knowledge transfer in on-the-job training, staff also draw on external courses,
conferences, workshops and seminars, run internally and externally, for development

opportunities.

The AOFM established an internal seminar series during 2004-05. The AOFM also encourages
employees to participate in a mentoring programme. Eleven people participated in the

mentoring programme during 2004-05 as either a mentor or protégé.

On average, AOFM employees spent approximately 2.7 days of paid work time in training and
development activities during 2004-05. The AOFM invested 2.6 per cent of direct salary costs in

training and development activity over the year.

The AOFM intends to continue its commitment to training and development.

Occupational health and safety

Occupational health and safety services are provided to the AOFM under a Service Level

Agreement with The Treasury. The AOFM has one Health and Safety Representative who assists
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all employees to meet their obligations under the Occupational Health and Safety (Commonwealth
Employment) Act 1991.

The Treasury’s Occupational Health and Safety Committee meets quarterly and deals with
occupational health and safety issues and policies, staff wellbeing, health and safety
performance reporting, accommodation issues and accident and incident reports. The committee

also considers reports from the Employee Assistance Program provider, Davidson Trahaire.

AOFM staff had access to a number of ongoing health activities provided by The Treasury in
2004-05, which include posture and flexibility, yoga, Tai Chi, Pilates and aerobics classes. Flu
vaccinations and health assessments were also available to AOFM staff in 2004-05. All AOFM
staff were given the opportunity to be briefed on first aid and on bullying during the year. To
prevent injuries in the workplace and to enhance the safety of staff members, workplace

assessments are conducted for all new starters and on request.

There were no accidents, injuries or dangerous occurrences reported in 2004-05. The AOFM was
not the subject of any directions under section 45 of the Occupational Health and Safety
(Commonuwealth Employment) Act 1991. No notices were given to AOFM under this Act.

Commonwealth disability strategy

The AOFM works with The Treasury’s Workplace Diversity Program 2003-06 and the
Department’s Disability Action Plan. These have been reviewed in line with the Australian
Government Disability Strategy and help the AOFM to eliminate, as far as possible,
discrimination on the grounds of disability.

Purchasing

The AOFM'’s Chief Executive Instructions outline the AOFM’s policy and procedures on
purchasing goods and services that are consistent with the Commonwealth Procurement

Guidelines.

Competitive tendering and contracting

No competitive tendering and contracting work was undertaken by the AOFM during 2004-05,
apart from those reported as consultancies. The Treasury provided a range of corporate services
to the AOFM under a Service Level Agreement. This agreement includes a range of performance

measures and standards, and is subject to regular review.
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Exempt contracts

No contract in excess of $10,000 (including GST) or standing offer has been exempted from being
published in the Purchasing and Disposals Gazette on the basis that it would disclose exempt
matters under the Freedom of Information Act 1982.

Assets management

The assets of the AOFM are managed via policies and procedures set out in the Chief Executive
Instructions and are predominately computers, plant and equipment and leasehold

improvements.

Consultants

During 2004-05, 1 new consultancy contract was entered into involving total actual expenditure
of $40,000. In addition, 2 ongoing consultancy contracts were active during the 2004-05 year,

involving total actual expenditure of $79,141.1

Table 3: Consultancy services let during 2004-05, of $10,000 or more

Consultant Name Description Price  Selection Process(a) Justification(b)

Southern Cross Upgrade of Agency $40,000 Direct Sourcing B
Computing FMIS

Total $40,000

(a) Explanation of selection process terms drawn from the Commonwealth Procurement Guidelines
(January 2005):

Open Tender: A procurement procedure in which a request for tender is published inviting all businesses
that satisfy the conditions for participation to submit tenders.

Select Tender: A procurement procedure in which the procuring agency selects which potential suppliers
are invited to submit tenders in accordance with the mandatory procurement procedures.

Direct Sourcing: A procurement process, available only under certain defined circumstances, in which
an agency may contact a single potential supplier or suppliers of its choice and for which conditions for
direct sourcing apply under the mandatory procurement procedures.

Panel: An arrangement under which a number of suppliers, usually selected through a single
procurement process, may each supply property or services to an agency as specified in the panel
arrangements.

Justification for decision to use consultancy:

A — skills currently unavailable within agency

B — need for specialised or professional skills

C — need for independent research or assessment

(b

~

1 Both of these consultancy contracts ended recently and since 30 June 2005 new contracts have
been awarded after going through an open tender process.
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Advertising and market research

During the 2004-05 financial year, the only payment the AOFM made to advertising agencies,
market research organisations, polling organisations or direct mail organisations, was $34,783.25
to HMA Blaze, a media advertising organisation, for job advertisements placed by the AOFM.

Discretionary grants

No discretionary grants are administered by the AOFM.

Ecologically sustainable development and environmental performance

The AOFM Service Level Agreement with Treasury covers procurement and facilities
management services. In the following, references to Treasury or the Department include the
AOFM.

Treasury participates in government forums on environmental matters and uses waste

minimisation and energy and water conservation strategies.

Treasury constantly reviews information on property and environmental management through
its membership of industry groups including the Australian Property Institute and the Facilities

Management Association of Australia.

Energy management

Treasury has reduced its overall energy consumption, in line with Australian Government

energy consumption targets.

A building management system provides energy management reports so that Treasury, as one
of three tenants in the building, can separately monitor, profile and diagnose its energy

consumption to achieve more effective and environmentally-friendly outcomes.

Electricity supplies provide instant readings of kilowatt consumption, load, power factor

correction, and line voltage.

Lights operate during normal working hours via timer switches that control all general lighting
in the building. Manually operated switches turn on lights in specific areas for up to two hours
after normal business hours. High performance light fittings are 35 per cent more efficient than

standard fittings with low ballasts.
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Environmental management system

Treasury’s Environmental Management System, implemented in December 2002, complies with
International Standard ISO 14001.

Recycling

Treasury recycles glass, plastics, tins, paper and cardboard products. A local recycling firm
collects desktop and workplace containers of paper and cardboard products. Classified waste
paper is pulped and paper hand towels are recycled. Staff kitchen facilities use a recycle bin
system that simplifies the separation of recyclable items that previously went to landfill. This has

reduced considerably the amount of waste sent to landfill.

Compost recycling

All of Treasury’s staff kitchens have sealed compost waste containers for organic recycling of
compost waste. In 2004-05 Treasury recycled over 2770 kilograms of compost, around 73 per

cent more than last year.

Procurement practices

Treasury purchases goods and services in accordance with environmental procurement policy as

set out in the Commonwealth Procurement Guidelines. This ensures goods and services are:

. environmentally sound in manufacture;

. reusable or recyclable;

. designed and made for reliability and long life; and

. environmental best practice in energy efficiency and or energy consumption.

Paper made from 80 per cent recycled fibre is used in the reproduction areas, and Treasury

actively encourages all areas to purchase and use recycled paper and stationery products.

Treasury participates in the Cartridges 4 Planet Ark programme to recycle toner cartridges and
deliver old cartridges to a recycling outlet. Cartridges that cannot be reused are broken down
and recycled so they can be made into new products. This ensures cartridges do not end up at
landfill.

Water usage

Tenants within Treasury building are not metered separately for water consumption. The
overall water consumption for the building in 2004-05 was 14,373 Kl (measured April to April),
compared with 17,150 KI in 2003-04. Awareness of water conservation issues was raised

through staff notices.
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Freedom of information

The AOFM was established on 1 July 1999 as a ‘prescribed’ agency under the Financial
Management and Accountability Act 1997. It is responsible for all operational aspects of

Commonwealth debt management.

The Treasury is responsible for handling freedom of information matters in respect of the AOFM
and the statement under section 8 of the Freedom of Information Act 1982 appears in the Treasury
Annual Report. In reading this material, all references to ‘Department” encompass the AOFM.

Matters that relate specifically to the AOFM are contained in the following discussion.

Treasury — Statement

Section 8 of the Freedom of Information Act 1982 requires Treasury to publish detailed information

about:
* how it is organised and what decision making powers it has;
* what arrangements it makes for public involvement in its work;
* what types of documents it holds; and
* how the public can obtain access to these documents.
The following information addresses these requirements.

Organisation of the AOFM

The AOFM'’s debt management operations encompass the execution of instruments including
Treasury bonds, Treasury notes and associated derivatives. AOFM activities also encompass risk
management and compliance activities, financial reporting and portfolio administration. (See
Part 1 of this report for other information on the AOFM’s structure, functions and

decision-making powers.)

AOFM delegations

The Treasurer has delegated certain powers to AOFM officials under Acts of Parliament and

agreements. These delegations stand in force until renewed, and are listed below.

e The Treasurer has authorised the Chief Executive Officer, AOFM to exercise certain

powers under the Commonwealth Inscribed Stock Act 1911.

* The Treasurer has delegated certain powers under the Commonwealth Inscribed
Stock Regulations to the Chief Executive Officer, AOFM.
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* The Treasurer has delegated certain powers under the Loans Securities Act 1919 to the
Chief Executive Officer, AOFM and to holders of various positions within the AOFM.

* The Treasurer holds certain delegated powers under the Constitution and the
Financial Management and Accountability Act 1997 in relation to agency management.
These powers have been delegated to the Chief Executive Officer, AOFM. In addition,
the Minister for Finance and Administration has delegated certain powers under the
Act and its Regulations to the Chief Executive Officer, AOFM.

* The Treasurer has delegated his power of investment under the Financial Management
and Accountability Act 1997 to the Chief Executive Officer, AOFM.

Arrangements for outside participation

People or organisations outside the Australian Government administration may participate in
forming policy or administering enactments and schemes for which the AOFM is responsible by
writing to Treasury portfolio ministers, the Secretary to the Treasury, or directly to the AOFM.
The AOFM Advisory Board is also a source of outside participation as three of its seven

members are experts drawn from the financial sector.

Categories of documents held by the AOFM

The AOFM holds the following categories of documents. The AOFM places an indexed list of its
policy file titles on the AOFM web site every six months.

Representations to Treasury portfolio ministers

The AOFM holds representations made to Treasury ministers on matters relating to borrowing

money on the public credit of the Commonwealth.

Working files

The AOFM holds files dealing with policy and administration in the area of borrowing money
on the public credit of the Commonwealth. The documents on these files include
correspondence, analysis and policy advice by AOFM officers, comments on cabinet

submissions and drafts of these and other documents.

Documents on internal departmental administration

AOFM documents relating to staff and departmental organisation and operation include
personal records, organisation and staffing records, financial and expenditure records, and

internal operations such as office procedures and instructions.
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Documents open to public access

The AOFM has only one published document — its annual report. This document is available on
the AOFM’s web site.

Facilities for access to documents

If a member of the public requests a document and Treasury approves access, Treasury will

provide copies of documents after the applicant pays any charges.

Alternatively, applicants may arrange to inspect documents at the Treasury, Langton Crescent,
Parkes, ACT between 9.00 am and 5.00 pm, Monday to Friday (except public and public service
holidays).

Freedom of information applications and initial contact points

Treasury Strategic Communications Division coordinates requests under the Freedom of
Information Act 1982 (the Act). Applicants seeking access under the Act to Treasury documents
should apply in writing to:

The Secretary

The Treasury
Langton Crescent
PARKES ACT 2600

Attention: Freedom of Information Coordinator

An application fee of $30 or a written request, pursuant to subsection 30A(1) of the Act, that the
application fee be waived should accompany requests. Telephone inquiries should be directed
to the Freedom of Information Coordinator, telephone (02) 6263 2976, between 9.00 am and
5.00 pm Monday to Friday (except public or public service holidays).

Officers of the SES in Treasury can grant or refuse requests for access to documents under
section 23 of the Freedom of Information Act 1982. In accordance with section 54 of the Act, an
applicant may, within 30 days of receiving notification of a decision under the Act, apply to the
Secretary to the Treasury, seeking an internal review of a decision to refuse a request. The
prescribed fee of $40 should accompany the application. Executive Directors are authorised

under section 23 to consider and make decisions on applications for internal review.

Freedom of information activity

The AOFM received no requests for access to documents wunder the
Freedom of Information Act 1982 in 2004-05.
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The Australian Office of Financial Management's Chief Executive Officer is responsible for
preparing financial statements that give a true and fair presentation of the financial position
and performance of the Australian Office of Financial Management. and that comply with
accounting standards, other mandatory linancial reporting requirements in Australia, and
the Finance Minister’s Orders made under the Financial Management and Accountability
Act 1997, The Australian Office of Financial Management’s Chief Executive Officer is also
responsible for the maintenance of adequate accounting records and internal controls that
are designed to prevent and detect fraud and error, and for the accounting policies and
accounting estimates inherent in the financial statements,

Audit approach

I have conducted an independent audit of the financial statements in order 1o express an
opinion on them to you. My audit has been conducted in accordance with the Australian
National Audit Office Auditing Standards. which incorporate the Australian Auditing and
Assurance Standards, in order to provide reasonable assurance as to whether the financial
statements are free of material misstatement. The nature of an audit is influenced by
factors such as the use of professional judgement, selective testing, the inherent limitations
of internal control, and the availability of persuasive, rather than conclusive, evidence.
Therefore, an audit cannot guarantee that all material misstatements have been detected.

While the effectiveness of management’s internal controls over financial reporting was
considered when determining the nature and extent of audit procedures, the audit was not
designed to provide assurance on internal controls.

I have performed procedures to assess whether. in all material respects, the financial
statements present fairly, in accordance with the Finance Minister's Orders made under the
Financial Management and Accountabilicy Act 1997, accounting standards and other
mandatory financial reporting requirements in Australia, a view which is consistent with my
understanding of the Australian Office of Financial Management’s financial position, and of
its performance as represented by the statements of financial performance and cash flows.

The audit opinion is formed on the basis of these procedures. which included:

- examining, on a test basis, information to provide evidence supporting the amounts
and disclosures in the financial statements: and

. assessing the appropriateness of the accounting policies and disclosures used, and the
reasonableness of significant accounting estimates made by the Chief Executive
Oflicer,

Independence

In conducting the audit, I have followed the independence requirements of the Australian
National Audit Office, which incorporate the ethical requirements of the Australian
accounting profession.




Audit Opinion

In my opinion, the financial statements of the Australian Office of Financial Management:

(a) have been prepared in accordance with the Finance Minister’s Orders made under
the Financial Management and Accouwntability Act 1997, and

(b) give a true and fair view of the Australian Office of Financial Management’s
fimancial position as at 30 June 2005 and of its performance and cash flows for the
vear then ended, in accordance with:

(1) the matters required by the Finance Minister’s Orders: and

(ii) applicable accounting standards and other mandatory financial reporting
requirements in Australia.

Australian National Audn Olfice

Carla Jago
Exccutive Dhrector

Delegate of the Auditor-General

Canberra
B August 2005
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Schedule of commitments
as at 30 June 2005

2005 2004
$'000 $'000

BY TYPE
CAPITAL COMMITMENTS
Infrastructure, plant and equipment and intangibles(a) -

Total capital commitments -
OTHER COMMITMENTS

Operating leases(b) 3,863 4509
Other commitments(c) 2,398 1932
Total other commitments 6,261 6441
Commitments receivable - 0
Net commitments by type 6,261 6444

BY MATURITY
Capital commitments

One year or less - 3
From one to five years - 0
Over five years - 0
Total capital commitments by maturity - 3
Operating lease comm itments

One year or less 387 373
From one to five years 1,526 1,500
Over five years 1,950 2,636
Total operating lease commitments by maturity 3,863 4,509
Other commitments

One year or less 1,404 1,590
From one to five years 994 342
Over five years - -
Total other commitments by maturity 2,398 1,932
Net commitments by maturity 6,261 6,444

The above schedule should be read in conjunction with the accompanying notes.

Note: Commitments are GST inclusive where an input tax credit is not available to the AOFM.
(a) For 2004, commitments relate to the purchase of office equipment for the AOFM.

(b) Operating leases included are effectively non-cancellable and comprise:

Nature of lease General description of leasing arrangement
Lease for office « the lease term is for 15 years less one day with no option to renew;
accommodation and

* lease payments are subject to review on each second anniversary of
the lease commencement date (22 December 2000).

Motor vehicle leases « the novation of lease rental payments over motor vehicles.

(c) Other commitments relate to contractual obligations for the provision of internal audit services, payroll
services, consultancies, fiscal agency agreements and service agreements with other Commonwealth
bodies.
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Schedule of administered items

Notes
Revenues administered on behalf of government
for the year ended 30 June 2005
Non-taxation revenue
Interest 17A
Net foreign exchange gains 17B
Other sources of non-taxation revenue 17C
Total revenues administered on behalf of government
Expenses administered on behalf of government
for the year ended 30 June 2005
Grants 18A
Interest and financing costs 18B

Total expenses administered on behalf of government

2005 2004
$'000 $'000
3,121,564 2,653,583
9,729 163,280

88 60
3,131,381 2,816,923
32,507 36,720
5,887,833 5,577,940
5,920,340 5,614,660

The above schedule should be read in conjunction with the accompanying notes.

80



Part 4: Financial statements

Schedule of administered items (continued)

Assets administered on behalf of government

as at 30 June 2005

Financial assets

Cash

Receivables

Investments (section 39 FMA Act)

Accrued revenues

Total assets administered on behalf of government

Liabilities administered on behalf of government
as at 30 June 2005

Interest bearing liabilities
Commonw ealth Government securities

Total interest bearing liabilities

Payables
Other payables

Total payables

Total liabilitiesadministered on behalf of
government

Net assets administered on behalf of government

Current assets
Non-current assets
Current liabilities
Non-current liabilities

Notes

19A
19B
19C
19D

20A

20B

2005 2004
$'000 $000

609 1,761
3,648,378 3,806,912
25,450,000 14,850,000
212,608 179,200
29,311,595 18,837,873
55,760,541 55,392,388
55,760,541 55,392,388
3,413,665 3,205,735
3,413,665 3,205,735
59,174,206 58,598,123
(29,862,611)  (39,760,250)
25,872,015 15,188,100
3,439,580 3,649,773
8,858,754 6,052,601
50,315,452 52,545,522

The above schedule should be read in conjunction with the accompanying notes.
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Schedule of administered items (continued)

2005 2004
$'000 $'000
Administered cash flows
for the year ended 30 June 2005
OPERATING ACTIVITIES
Cash received
Interest received(a) 1,143,205 696,176
GST received from Australian Taxation Office 6 28
Other 87 13,690
Total cash received 1,143,298 709,894
Cash used
Grant pay ments 31,913 35,310
Interest paid(a) 3,862,539 4,155,033
Total cash used 3,894,452 4,190,343
Net cash used by operating activities (2,751,154)  (3,480,449)
INVESTING ACTIVITIES
Cash received
Repayments of advances 82,209 79,822
Total cash received 82,209 79,822
Net cash from investing activities 82,209 79,822
FINANCING ACTIVITIES
Cash received
Proceeds from borrow ing 5,717,179 4,501,032
Sw aps and associated derivatives(a)(b) - 5,259,106
Term deposit maturities(d) 135,100,000 =
Other 75,817 290,118
Total cash received 140,892,996 10,050,256
Cash used
Repayments of borrow ings(c) 5,211,802 6,970,831
Sw aps and associated derivatives(a)(b) - 5,575,692
Term deposit investments(d) 145,700,000 =
Total cash used 150,911,802 12,546,523
Net cash used by financing activities (10,018,806) (2,496,267)
Net decrease in cash held (12,687,751) (5,896,894)
Cash at the beginning of the reporting period 1,761 181
Cash from Official Public Account - Appropriations(d) 154,730,070 16,230,575
Cash from Official Public Account - Special Accounts 75,033 297,348
Cash to Official Public Account - Receipts(d) (142,042,687) (10,339,331)
Cash to Official Public Account - Special Accounts (75,817) (290,118)
Cash at the end of the reporting period 609 1,761

The above schedule should be read in conjunction with the accompanying notes.

(a) Legal agreements between the Australian Government and interest rate swap counterparties, and
forward foreign exchange contracts with the Reserve Bank of Australia provide for transactions to be
settled on a net basis. Amounts above are reported on a net basis. Aggregate amounts are disclosed at
Note 25C.

(b) Amounts relate to principal only.

(c) Includes redemption of debt issued on behalf of the States.

(d) Term deposit transactions were not processed through AOFM's official administered bank accounts to
30 June 2004. Investment activity was processed directly between the Official Public Account and the
term deposit facility with the RBA. Since 1 July 2004 all term deposit transactions between the Official
Public Account and the term deposit facility also pass through AOFM'’s official administered bank
accounts.
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Schedule of administered items (continued)

2005 2004
$'000 $'000
Administered commitments
as at 30 June 2005
BY TYPE
Capital commitments - -
Other commitments
Contractual obligations(a) 38,910 82
Total other commitments 38,910 82
Commitments receivable(a) 38,830 =
Net administered commitments by type 80 82
BY MATURITY
Net commitments
One year or less 39 82
From one to five years 41 -
Over five years - -
80 82
Net administered commitments by maturity 80 82

The above schedule should be read in conjunction with the accompanying notes.

Note: Commitments are GST inclusive where an input tax credit is not available to the AOFM.

(@ As at 30 June 2005 the AOFM had open transactions under its securities lending facility. The
repurchase price of Treasury bonds sold by the Australian Government to other parties under the facility
as at 30 June 2005 was $38,827,717 (face value of $35,300,000). The sale price of Commonwealth
Government securities acquired by the Australian Government from other parties under the facility as at
30 June 2005 was $38,830,286 (face value of $36,604,000).These transactions are not recorded on the
AOFM’s schedule of assets and liabilities administered on behalf of government.

Statement of activities administered on behalf of government

The administered activities of the AOFM are directed towards managing the Australian
Government’s net debt portfolio at least cost over the medium term, subject to the
government’s policies and risk preferences. It also aims to contribute to financial market
efficiency by maintaining sufficient Commonwealth Government securities on issue to

support the Treasury bond futures market.

The major financial activities of the AOFM include the issuance of various borrowing
instruments, the strategic formulation and undertaking of portfolio management, including
through swap transactions, administration of the debt portfolio, and monitoring the

conditions in Treasury bond and futures markets.

Details of the AOFM'’s planned activities for 2004-05 can be found in the Treasury Portfolio
Budget and Portfolio Additional Estimates Statements for 2004-05, which have been tabled in

Parliament.
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Notes to and forming part of the financial statements
for the year ended 30 June 2005

Note

1
2

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

29

84

Description
Summary of significant accounting policies

Adoption of AASB equivalents to International Financial Reporting Standards
from 2005-06

Operating revenues

Operating expenses

Financial assets

Non-financial assets

Provisions

Payables

Equity

Cash flow reconciliation

Contingent liabilities and assets

Executive remuneration

Remuneration of auditors

Average staffing level

Specific payment disclosures

Departmental financial instruments

Revenues administered on behalf of government
Expenses administered on behalf of government
Assets administered on behalf of government
Liabilities administered on behalf of government
Administered reconciliation table

Administered contingent liabilities and assets
Administered financial instruments

Securities lending facility

Disclosures of appropriations

Assets held in trust

Reporting of outcomes

Events occurring after reporting date

Net appropriation agreements with the Finance Minister

Page
85

97

99
100
101
101
103
104
105
106
107
107
108
108
108
109
112
112
113
114
115
115
116
124
125
135
136
136
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Note 1: Summary of significant accounting policies

1.1 Objectives of the AOFM

The Australian Office of Financial Management (AOFM), a ‘prescribed agency’ under the
Financial Management and Accountability Act 1997, is responsible for the Australian Government’s

debt management activities.

The AOFM delivers a single output — debt management. Debt management encompasses the
execution of instruments including Treasury bonds, Treasury indexed bonds, Treasury notes
and associated derivatives. It also encompasses risk management activities, compliance
activities, financial reporting, debt administration and monitoring of conditions in Treasury

bond and futures markets.

The AOFM aims to manage the Australian Government’s net debt portfolio at least cost over the
medium term, subject to the government’s policies and risk preferences. It also aims to
contribute to financial market efficiency by maintaining sufficient Commonwealth Government

securities on issue to support the Treasury bond futures market.

The AOFM issues long term fixed interest debt for the purposes of meeting government
financing requirements and for maintaining the efficiency of the bond futures market. The
AOFM issues bonds with tenors chosen to support the 3-year and 10-year bond futures baskets.
The current strategy is to issue approximately $5 billion in each bond line over a two year
period.

The AOFM manages the cost and risk inherent in the debt on issue, by executing domestic
interest rate swaps to adjust the blend of fixed rate and variable rate debt in the portfolio and the
extent to which it is subject to immediate re-pricing. By this means it aims to achieve lower
public debt servicing costs, while at the same time keeping the variability of cost (under a range
of alternative interest rate shocks and scenarios) to an acceptable level. It is guided in this task by

reference to a benchmark portfolio towards which it is progressively transitioning.

Approximately 15 per cent of the long term debt portfolio is indexed debt. The AOFM does not
actively manage (through derivative transactions) the interest rate risk inherent in this debt,

although it is taken into account in setting the portfolio benchmark.

The AOFM also manages the overall level of cash in the Official Public Account with the Reserve
Bank of Australia (RBA). It does this through making short term borrowings from the public and
short term deposits with the RBA to offset fluctuations in the daily flows in and out of the

government’s accounts.

Debt management activities comply with applicable accounting standards and legislative
requirements. The key legislative mechanisms that establish the Australian Government’s debt

management capacity are as follows:
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» the Loans Redemption and Conversion Act 1921 gives the Treasurer the power to borrow
money necessary for the purpose of paying off, repurchasing or redeeming any loan

in accordance with the Act;

» the Commonwealth Inscribed Stock Act 1911 and associated regulations represent the
Australian Government’s primary vehicle for the creation and issuance of domestic

stock prescribed under the Act, including Treasury bonds and Treasury notes;

» the Loans Securities Act 1919 provides the Australian Government with additional
borrowing flexibility by allowing overseas borrowings and borrowings in foreign
currencies and by providing an explicit authority to enter into swaps and other

financial agreements;

» the Financial Agreement Act 1994 formalises revised debt redemption arrangements
applying since 1 July 1990 between the Australian Government and the States and

Territories; and

* section 39(2) of the Financial Management and Accountability Act 1997 gives the
Treasurer the power to invest public money in any authorised investment for the

purposes of managing the public debt of the Australian Government.

For 2004-05, the AOFM incurred interest on Commonwealth Government securities (excluding
Commonwealth Government securities held on behalf of the States) of $3,912 million or a cost of
6.93 per cent. After offsetting a return on swaps of $181 million, the gross Commonwealth

Government securities portfolio incurred a cost of $3,731 million or 6.61 per cent.

1.2 Basis of accounting

The financial statements are required by section 49 of the Financial Management and Accountability

Act 1997, and are a general purpose financial report prepared on a going concern basis.
The statements have been prepared in accordance with:

» Finance Minister’s Orders (FMOs) (being the Financial Management and Accountability
Orders (Financial Statements for reporting periods ending on or after 30 June 2005));

* Australian Accounting Standards and Accounting Interpretations issued by the

Australian Accounting Standards Board; and
» the Consensus Views of the Urgent Issues Group (UIG).

The Statements of Financial Performance and Financial Position have been prepared on an
accrual basis and are in accordance with the historical cost convention, except for certain assets,

which, as noted, are at fair valuation.
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Liabilities and assets, which are unrecognised in the Statement of Financial Position, are

reported in the Schedule of Commitments or Contingencies reported at Notes 11 and 22.

The continued existence of the AOFM in its present form, and with its present program, is
dependent on government policy and on continuing appropriations by Parliament for the

AOFM'’s administration and program.

Administered revenues, expenses, assets, liabilities and cash flows reported in Schedule of
Administered Items and related Notes are accounted for on the same basis and using the same

policies as for departmental items, except where otherwise stated at Note 1.15.
1.3 Departmental and administered items

Departmental assets, liabilities, revenues and expenses are those items that are controlled by the
AOFM including:

* computers, plant and equipment used in providing goods and services;
+ liabilities for employee entitlements;

* revenues from user charging, sale of property assets, etc, where the proceeds are
deemed appropriated under section 31 of the Financial Management and Accountability
Act 1997; and

* employee expenses and other administrative expenses incurred in delivering outputs

to government.

Administered assets, liabilities, revenues and expenses are those items which are controlled by
the government and managed or overseen by the AOFM on behalf of the government. These
items include the repayment and repurchase of debt, principal and interest transactions on

swaps, grant payments to other governments and interest payments on debt.

The purpose for the separation of administered and departmental items is to enable assessment

of the administrative efficiency of the AOFM in providing goods and services.

Administered items are identified separately in the financial statements by shading.
1.4 Changes in accounting policy

The accounting policies used in the preparation of the financial statements are consistent with
those used in 2003-04.
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15  Revenue (Departmental)

The revenues described in this Note are revenues relating to the departmental activities of the
AOFM.

(@) Revenue from government — appropriations

The full amount of the appropriation for departmental outputs for the year (less any savings

offered up at Additional Estimates) is recognised as revenue.

(b) Services received free of charge

Services received free of charge are recognised in the Statement of Financial Performance as
revenue when, and only when, a fair value can be reliably determined and the services would
have been purchased if they had not been donated. Use of those resources is recognised as an

expense.

(c) Other revenue

Revenue from the rendering of a service is recognised by reference to the stage of completion of

contracts or other agreements to provide services.

Revenue from disposal of non-current assets is recognised when control of the asset has passed
to the buyer.

1.6  Transactions with the government as owner (Departmental)

() Equity injections

Appropriations designated as ‘equity injections’ (less any savings offered up at Additional
Estimates) are recognised directly in Contributed Equity in the Statement of Financial Position in

the financial year that the appropriation takes effect.

(b) Other distributions to owners

Distributions to owners are debited to Contributed Equity in the Statement of Financial Position

unless the distributions are in the nature of a dividend.

The AOFM did not make a distribution to owners during 2004-05 (nil for 2003-04).
1.7 Employee entitlements (Departmental)

Liabilities for services rendered by employees are recognised at the end of the financial year to
the extent that they have not been settled.

(@) Leave

The liability for employee entitlements includes provisions for annual leave and long service

leave. No provision has been made for sick leave as all sick leave is non-vesting and the average
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sick leave taken in future years by employees of the AOFM is estimated to be less than the

annual entitlement for sick leave.

The leave liabilities are calculated on the basis of employees’ remuneration at the end of the

financial year, including the AOFM’s employer superannuation contribution rates.

The liability for long service leave is recognised and measured at the present value of the
estimated future cash flows to be made in respect of all employees at the end of the financial
year. In determining the present value of the liability, the AOFM has commissioned an actuarial
assessment by the Australian Government Actuary of the anticipated attrition rates and pay

increases through promotion and inflation.

The liability for annual leave is recognised and measured at its nominal amount.

(b) Separation and redundancy

Provision is made for separation and redundancy payments in circumstances where the AOFM
has formally identified positions as excess to requirements and a reliable estimate of the amount

of the payments can be determined.

() Superannuation

Staff of the AOFM contribute to the Commonwealth Superannuation Scheme, Public Sector
Superannuation Scheme and other employee nominated schemes. Employer contributions
(including productivity contributions) of $617,143 have been made to these schemes during the
financial year (2003-04: $553,714).

The AOFM makes employer contributions to the Australian Government at rates determined by
an actuary to be sufficient to meet the cost to the government of the superannuation entitlements
of its employees. The liability for superannuation benefits payable to an employee upon

termination is recognised in the financial statements of the Australian Government.

An on-cost liability, based on actuarial assessment, has been recognised in the Statement of
Financial Position for employer superannuation contributions payable on accrued annual and
long service leave as at the end of the financial year. In addition, a liability has been recognised
at the end of the financial year for outstanding superannuation contributions payable in relation

to the final fortnight of the financial year.

1.8  Leases (Departmental)

A distinction is made between finance leases and operating leases. Finance leases effectively
transfer from the lessor to the lessee substantially all risks and benefits incidental to ownership
of leased non-current assets. Under operating leases the lessor effectively retains substantially all

such risks and benefits.
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The AOFM holds operating leases only. Operating lease payments are charged to the Statement
of Financial Performance on a basis which is representative of the pattern of benefits derived

from the leased assets.
1.9  Cash and investments (Departmental)

Cash means notes and coins held and any deposits held at call with a bank or financial
institution. Deposits held with a bank or financial institution that are not at call are classified as

investments.
1.10  Financial instruments (Departmental)

Accounting policies for financial instruments are stated at Note 16.
1.11  Infrastructure, plant and equipment (Departmental)

() Asset recognition threshold on acquisition

Purchases of infrastructure, plant and equipment are recognised initially at cost in the Statement
of Financial Position, except for purchases costing less than $500, which are expensed in the year
of acquisition. The asset recognition threshold is applied to each functional asset. That is, items

or components that form an integral part of an asset are grouped as a single asset.
(b) Revaluations
Basis

In accordance with Australian Accounting Standard AASB 1041 Revaluation of Non-Current
Assets, the AOFM revalues its property, plant and equipment by reference to the ‘fair value’

method of valuation.

Fair value has been determined as depreciated replacement cost for leasehold improvements

and market selling price for computers, plant and equipment.

Frequency

Property, plant and equipment is formally revalued every three years. All property, plant and

equipment assets were revalued as at 30 June 2003.

Assets acquired after the commencement of a revaluation are not captured by the revaluation

then in progress.

Conduct

All valuations are conducted by an independent qualified valuer.
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(c) Impairment of non-current assets

The AOFM’s computers, plant and equipment assets are carried at values which approximate
market selling price. Consequently, the value of these assets has not been subjected to an
impairment assessment. For those assets measured at replacement cost, an impairment
assessment was made as at the end of the financial year. An impairment provision was not

required.

(d) Depreciation and amortisation

The depreciable value of plant and equipment assets is written off over the estimated useful
lives of the assets to the AOFM using the straight line method of depreciation. Leasehold
improvements are amortised on a straight line basis over the lesser of the estimated useful life of

the improvements or the unexpired period of the lease.

Depreciation and amortisation rates (useful lives) and methods are reviewed at each balance
date and necessary adjustments are recognised in the current, or current and future reporting

periods, as appropriate.

The depreciable value of infrastructure, plant and equipment assets is based on a zero residual

value.

Depreciation and amortisation expenses have been determined by applying rates to new

depreciable assets based on the following useful lives:

Class of depreciable asset 2005 2004
Leasehold improvements 10 years 10 years
Computers, plant and equipment 3-5years 3-5 years
Office equipment 5years 5 years
Furniture 10 years 10 years

The aggregate amount of depreciation and amortisation allocated for each class of asset during
the reporting period is disclosed at Note 4C.

1.12  Computer software (Departmental)

Purchases of computer software are recognised at cost in the Statement of Financial Position

except for purchases costing less than $10,000, which are expensed in the year of acquisition.
An item of software represents:
* asoftware licence granted for greater than 12 months; or

* adeveloped software application.
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Developed software is recognised by capitalising all directly attributable internal and external

costs that enhance the software’s functionality and therefore service potential.

Software assets are amortised on a straight line basis over their anticipated useful lives, being
three to five years. Software assets are not subject to revaluation and consequently are carried at

cost less accumulated amortisation in the financial statements.

1.13  Taxation

The AOFM is exempt from all forms of taxation except for Fringe Benefits Tax (FBT) and the
Goods and Services Tax (GST).

Revenues, expenses, assets and liabilities are recognised net of GST, except:

* where the amount of GST incurred is not recoverable from the Australian Taxation
Office; and

+ for receivables and payables (where GST is applicable).

Receipts and payments in the Statement of Cash Flows are recorded in gross terms (that is, at

their GST inclusive amounts).

All supplies provided by the AOFM are input taxed under the GST legislation with exception to
remuneration benefits provided to staff. In accordance with applicable GST regulations the
AOFM is entitled to a reduced input tax credit (equal to 75 per cent of the GST paid) on some
purchases such as security transaction services.

1.14  Comparative figures

In certain instances, comparative figures have been re-cast as a result of changes in the form,

content and disclosure requirements applicable to the AOFM since the previous financial year.

Due to a change in disclosure requirements the comparative budget amounts disclosed in
Note 25C for acquittal of Special Appropriations have been changed. In 2003-04 Budget amounts
were sourced from the 2003-04 Budget. However, Budget amounts are now sourced from
Additional Estimates.

1.15 Reporting of administered activities

Administered revenues, expenses, assets, liabilities and cash flows are presented in the Schedule
of Administered Items and related Notes. Except where otherwise stated, administered items are
prepared on the same basis of accounting and using the same policies as for departmental items,
including the application of Australian Accounting Standards, Accounting Interpretations and

Consensus Views of the UIG.
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1.15  Reporting of administered activities (continued)

Administered appropriations from the Official Public Account (such as appropriations for the
repayment of borrowings) or transfers by the AOFM of administered receipts to the Official
Public Account (such as proceeds from the issuance of securities) are not reported in the
administered financial statements. This accounting treatment seeks to report the government’s
transactions with parties outside the General Government Sector and acknowledges that these
transactions are internal to the Administered entity. An exception to the above policy relates to
the disclosure of administered cash flows, given that cash transferred between the OPA and
AOFM’s administered bank accounts is necessary for the completeness of the cash flow

disclosures.

Accounting policies relevant to the administered activities of the AOFM are disclosed below.

(@) Revenue

All administered revenues are revenues relating to the activities performed by the AOFM on

behalf of government.

Interest revenue is earned on loans to State and Territory governments, term deposit
investments and swaps. Interest is credited to revenue as it accrues. Interest revenue on swaps is

disclosed on a gross basis in the Schedule of Revenues Administered on Behalf of Government.
(b) Grants

Under the Financial Agreement Act 1994, the government compensates the State and Territory

governments:

» for additional interest costs of replacing maturing Australian Government debt with
borrowings in their own names, or through their authorities, rather than by the

Australian Government borrowing on their behalf; and

* for reduction in contributions from the Australian Government resulting from the

new arrangements.

In addition to the above compensation, the Australian Government assists the State and

Territory governments to redeem maturing debt on allocation to them.

Payments made to the State and Territory governments under these arrangements are

recognised as expenses as and when they fall due and payable.
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1.15  Reporting of administered activities (continued)

(c) Borrowing costs

All borrowing costs are expensed as incurred except to the extent that they are directly
attributable to qualifying assets, in which case they are capitalised. A qualifying asset is an asset

that necessarily takes a substantial period of time to get ready for its intended use or sale.

The AOFM’s borrowing program does not specifically raise funds for qualifying assets.

(d) State and Territory advances

Until July 1990, the Australian Government borrowed on behalf of the State and Territory
governments and allocated a portion of the proceeds of its Treasury bond raisings to those
governments to fund the redemption of previous allocations of bond raisings. Until 1986, the
Australian Government also borrowed on behalf of the State and Territory governments to raise
new borrowings. In addition to Treasury bond allocations, there are outstanding balances on
stock issued by the States and taken over by the Australian Government in 1927 (under the
original Financial Agreement Act). The States and Territories are responsible for meeting all

obligations as to interest and principal on the debt on allocation to them.

Debt on allocation to the State and Territory governments, and other advances made under
Commonwealth-State financing arrangements not evidenced by the issue of securities (primarily

housing advances), are recognised as loans to State and Territory governments.

Loans to State and Territory governments are measured on an amortised cost basis and reduced

to the extent to which they are impaired or uncollectable.

(e) Administered investments

The face value of Australian Government issued securities held as an investment in the
Treasurer’s name through the investment power under the Financial Management and
Accountability Act 1997 is deducted from the face value of the administered borrowings liability.
Any gain or loss on acquiring investments, calculated on a first-in-first-out basis is reported in

the Statement of Financial Performance and recognised at the time the investment is made.
The net effect of this accounting policy is to report the impact of transactions with external

parties only.

Australian Government issued securities held as an investment are available for securities
lending (see Note 1.15(h)).

M Administered borrowings — Commonwealth Government securities

Commonwealth Government securities are measured on an amortised cost basis using the

effective interest method (or market yield to maturity at time of issuance).
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1.15  Reporting of administered activities (continued)

Where a security is issued at a premium or discount, the premium or discount is recognised at
that time and included in the book value of the liability administered on behalf of government.

The discount or premium is amortised over the life of the security.

For Treasury capital indexed bonds, the principal value appreciates over time with the rate of
inflation. As future inflation rates are not certain, an estimate of the Australian Government’s

future redemption cost on maturity is not disclosed in the financial statements.

Borrowings are recognised on a gross basis, that is, they include borrowings on behalf of the

State and Territory governments.

(9) Derivative transactions

The AOFM executes domestic interest rate swap transactions on behalf of the Australian
Government to assist with the management of interest rate risk associated with the net debt
portfolio.

The AOFM operates a prudent credit risk management framework surrounding its interest rate
swap transactions. It transacts with high quality counterparties (currently A2/A credit rating or
higher) and actively undertakes credit mitigation strategies where credit exposure limits are
reached. During 2004-05 the credit risk management framework was strengthened by the
incorporation of collateral security arrangements. No collateral transactions were undertaken
during 2004-05.

No specific swap debtors have been assessed as being unable to meet contractual obligations
due to the Australian Government as at 30 June 2005. Consequently, the AOFM has not

established a provision for uncollectability for amounts due on interest rate swap contracts.

The notional principal associated with interest rate swaps is not recognised as an asset or
liability. Swap interest payable and receivable is disclosed in the Schedule of Assets

Administered on behalf of Government on a net basis.

During 2003-04, the AOFM completed the orderly run down of its foreign currency derivative
exposure, in the nature of cross currency swaps and forward foreign exchange contracts.

(h) Securities lending facility

During 2004-05 the AOFM established a securities lending facility for Treasury bonds. The
facility is operated by the RBA and is governed by the terms and conditions of an agency
agreement between the RBA and the AOFM. The purpose of the facility is to enhance the
efficiency of the bond market by allowing bond market participants to borrow Treasury bonds
(generally for a period of no more than several days) when they are not readily available from

other sources in the market.
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1.15  Reporting of administered activities (continued)

The securities lending facility operates by entering into two instantaneous repurchase
agreements with the party wishing to borrow securities — a repurchase agreement (the sale of
Treasury bonds to the party and agreement to buy them back at a future time at an agreed price)
and a reverse-repurchase agreement (the purchase of Commonwealth Government securities
from the party and agreement to sell them back at a future time at an agreed price). The
exchange is market value matched subject to a 2 per cent initial margin imposed by the
government for credit risk mitigation purposes. There is provision for making margin calls after
initial exchange where the Commonwealth Government securities pledged as collateral by the
other party fall in value relative to the Treasury bonds loaned under the facility. The repurchase

and reverse-repurchase agreements are at-call, that is they do not have set terms.

Interest is payable under the facility. The interest rate payable by the other party is the target
inter-bank lending rate. The interest rate payable by the Australian Government is the target
inter-bank lending rate less 300 basis points. Net interest earnings by the Australian Government
are reported as revenue when received. The temporary purchase and sale of Commonwealth
Government securities under the facility is recorded off-balance sheet. See Note 24 for details of

transactions undertaken during the financial year under the facility.

(i) Foreign currency

Transactions denominated in a foreign currency are converted at the exchange rate at the date of
the transaction. Foreign currency receivables and payables are translated at the exchange rates
current as at the end of the financial year. Net foreign exchange gains (both realised and
unrealised) arising from foreign currency transactions are reported in the Schedule of Revenues
Administered on Behalf of Government. Net foreign exchange losses are reported in the

Schedule of Expenses Administered on Behalf of Government.

) Financial instruments

Accounting policies for financial instruments are stated at Note 23.
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Note 2: Adoption of AASB equivalents to International Financial Reporting
Standards from 2005-06

The Australian Accounting Standards Board (AASB) has issued replacement Australian
Accounting Standards to apply from the 2005-06 financial year. The new standards are the AASB
equivalents to International Financial Reporting Standards (IFRS) which are issued by the
International Accounting Standards Board. The standards being replaced are to be withdrawn
with effect from 2005-06, but will continue to apply in the meantime. The new standards cannot

be adopted early.

Accounting Standard AASB 1047 Disclosing the Impacts of Adopting Australian Equivalents to
International Financial Reporting Standards requires that the financial statements for 2004-05

disclose:

* any known or reliably estimable information about the impacts on the financial report
had it been prepared using the Australian equivalents to International Financial
Reporting Standards; or

+ if the impacts are not known or reliably estimable, a statement to that effect.

All potential key accounting policy differences between current AASB standards and the AASB

equivalents to IFRS have been identified and assessed.

Departmental financial statements

The AOFM expects no impact on its departmental financial position or financial performance
arising from the adoption of Australian equivalents to IFRS. Therefore a reconciliation of equity
reported under existing standards to equity under Australian equivalents to IFRS, as required by
AASB 1 First-time Adoption of Australian Equivalents to International Financial Reporting Standards,

is not required for the departmental financial statements.

Minor reclassifications of non-current assets will be required, effective from 1 July 2004 (the
opening Australian equivalent IFRS balance sheet) which will impact on the disclosure and

presentation of property, plant and equipment assets.

Administered financial statements

The AOFM will be utilising the exemption under paragraph 36A of AASB 1 First-time Adoption of
Australian Equivalents to International Financial Reporting Standards which allows comparative
information in its first AASB equivalents to IFRS financial statements (being 2005-06) not to
comply with AASB 132 Financial Instruments: Disclosure and Presentation and AASB 139 Financial
Instruments: Recognition and Measurement, with the result that the effective date of transition for
disclosures covered by these standards will be 1 July 2005 (rather than 1 July 2004).
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The recognition and measurement basis for these comparatives will therefore be the same as
those policies applied in the audited 30 June 2005 financial statements. These accounting policies
are disclosed in detail in Note 1 Summary of significant accounting policies. Therefore a
reconciliation of equity reported under existing standards to equity under Australian
equivalents to IFRS, as required by AASB 1 First-time Adoption of Australian Equivalents to
International Financial Reporting Standards, is not required for the administered financial

statements.

From 1 July 2005 the AOFM will apply the fair value option available in AASB 139 Financial
Instruments:  Recognition and Measurement to measure all administered financial assets and
financial liabilities, which are reliably measurable at fair value, at their fair value. Fair value
refers to an estimated exchange equivalent price using relevant inputs from reference markets
and valuation techniques. Where market inputs are unavailable to value an asset or liability,
subjective judgements are necessary. In some cases, this may raise practical concerns about the
reliability of the exchange price estimate. In these cases the AOFM will continue to apply

amortised cost to measure the relevant financial assets and financial liabilities.

The estimated impact on the AOFM’s administered financial assets due to adoption of a fair
value methodology is $650 million (favourable) as at 1 July 2005. The impact on the AOFM'’s
administered financial liabilities due to adoption of a fair value methodology is $3,192 million
(unfavourable) as at 1 July 2005. Refer to Note 23(e) for a comparison of book values between

amortised cost and fair value measurement.

The fair value methodology requires relevant financial assets and liabilities to be measured at
current interest rates (as opposed to issuance interest rates used under an amortised cost
approach). Interest rates may change repeatedly during the life cycle of a transaction due to
market forces. Consequently a fair value measurement methodology will usually produce

variable and unpredictable cost / return outcomes from period to period.

With the introduction of fair value accounting for 2005-06, the AOFM expects to implement a
new presentation for the Schedule of Administered Revenues and Expenses to separate the
unrealised market value gains and losses on financial instruments due to changes in interest
rates from other revenues and expenses. The Department of Finance and Administration has

granted in principle approval to this proposed new presentation.

The International Accounting Standards Board is currently considering proposals to restrict the
fair value option in IAS 39 (the international equivalent to AASB 139). If these proposals result in
a revision to AASB 139, the AOFM may be required to amend its accounting policy.
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Note 3. Operating revenues

Note 3A: Revenue from government
Appropriations:
Departmental outputs

Total revenue from government

Note 3B: Goods and services
Services received free of charge (ANAO)

Total goods and services

Note 3C: Other revenues
Other

Total other revenues

2005 2004
$'000 $'000
8,119 8,135
8,119 8,135
248 253
248 253
640 288
640 288
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Note 4. Operating expenses

Note 4A: Employee expenses
Wages and salaries
Superannuation

Leave and other entitlements
Other employee expenses

Total employee expenses benefits
Workers compensation premium
Total employee expenses

Note 4B: Supplier expenses

Provision of goods - external entities

Provision of services - external entities

Provision of services - related entities

Operating lease rentals(a)

Total supplier expenses

Note 4C: Depreciation and amortisation
Depreciation of infrastructure, plant and equipment
Amortisation of intangibles - computer softw are
Total depreciation and amortisation

The aggregate amounts of depreciation and amortisation
expensed during the reporting period for each class
of depreciable asset are as follow s:(b)

Computers, plant and equipment
Leasehold improvements
Intangibles

Total depreciation and amortisation
Note 4D: Write-down and impairment of assets

Non-financial assets
Computers, plant and equipment - disposed
Intangibles - disposed

Total write-down and impairment of assets

2005 2004
$'000 $000
3,205 3,267
689 526
72 (82)
122 51
4,088 3,762
50 a5
4,138 3,807
62 59
1,265 1,302
1,491 1,379
355 345
3,173 3,085
215 199
590 595
805 794
142 127
73 72
590 595
805 794
5 1

- 16

5 17

(a) Amounts relate to minimum lease payments only.

(b) Depreciation or amortisation was not allocated to the carrying amounts of other assets.
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Note 5: Financial assets

Note 5A: Receivables
Appropriations receivable - undraw n
Other

Total receivables

Gross receivables are represented by:
Current
Non-current

Gross receivables are aged as follow s:
Not overdue
Overdue 61 to 90 days

2005 2004
$'000 $'000
7,791 5,818

180 289
7,971 6,107
180 289
7,791 5,818
7,971 5,977
- 130

Appropriations receivable-undrawn are appropriations controlled by the AOFM but held in the

Official Public Account under the government’s ‘just-in-time’ drawdown arrangements.

Note 6: Non-financial assets

Note 6A: Infrastructure, plant and equipment
Computers, plant and equipment - at cost
Accumulated depreciation

Computers, plant and equipment - at 2003 valuation (fair value)
Accumulated depreciation

Leasehold improvements - at 2003 valuation (fair value)
Accumulated amortisation

Assets held under construction - at cost
Total infrastructure, plant and equipment (non-current)

Note 6B: Intangibles

Computer softw are purchased - at cost
Accumulated amortisation

Total intangibles (non-current)

2005 2004
$'000 $'000
143 74
(30) @)
113 67
401 410
(232) (120)
169 290
1,080 1,080
(326) (253)
754 827
1,036 1,184
- .
1,043 1,184
2,680 2,680
(1,502) (912)
1,178 1,768

All revaluations are independent and are conducted in accordance with the revaluation policy

stated at Note 1. In 2002-03, the revaluations were conducted by an independent valuer, the

Australian Valuation Office. As at 30 June 2003, a revaluation increment of $138,000 for

leasehold improvements was made to the asset revaluation reserve. A decrement of $77,000 for

computers, plant and equipment was expensed as at 30 June 2003.

The AOFM does not hold any finance leases.
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Note 6: Non-financial assets (continued)

Infrastructure, Computer Total
plant & software
equipment
$'000 $'000 $'000
Note 6C: Reconciliation of the opening and
closing balances of property, plant and
equipment and intangibles (excluding assets
under construction)
As at 1 July 2004
Gross book value 1,564 2,680 4,244
Accumulated depreciation/amortisation (380) (912) (1,292)
Net book value asat 1 July 2004 1,184 1,768 2,952
Additions: by purchase 72 - 72
Depreciation/amortisation expense (215) (590) (805)
Gross value of disposals (12) - (12)
Accumulated depreciation/amortisation of disposals 7 - 7
As at 30 June 2005
Gross book value 1,624 2,680 4,304
Accumulated depreciation/amortisation (588) (1,502) (2,090)
Net book value as at 30 June 2005 (excluding
assets under construction) 1,036 1,178 2,214
Note 6: Non-financial assets (continued)
Infrastructure, Computer Total
plant & software
equipment
$'000 $'000 $'000
Note 6D: Property, plant and equipment
and intangibles at valuation
As at 30 June 2005
Gross book value 1,481 - 1,481
Accumulated depreciation/amortisation (558) - (558)
Net book value as at 30 June 2005 923 - 923
As at 30 June 2004
Gross book value 1,490 - 1,490
Accumulated depreciation/amortisation (373) - (373)
Net book value as at 30 June 2004 1,117 - 1,117
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Note 6: Non-financial assets (continued)

Infrastructure, Computer Total
plant & software
equipment
$'000 $'000 $'000
Note 6E: Property, plant and equipment
and intangibles under construction
Grossvalue as at 30 June 2005 7 7
Gross value at 30 June 2004 - -
Note 6: Non-financial assets (continued)
2005 2004
$'000 $'000
Note 6F: Other non-financial assets
Prepayments 50 165
All prepayments are current assets
Total other non-financial assets 50 165
Note 7: Provisions
2005 2004
$'000 $'000
Note 7A: Employee provisions
Salaries and w ages 15 109
Annual leave 245 208
Long service leave 459 424
Superannuation(a) 183 101
Total employee entitlement provision 902 842
Current 407 384
Non-current 495 458
Note 7B: Other provisions
Make-good on leasehold premises 110 100
Total other provisions 110 100
Current - -
Non-current 110 100

(a) The 2005 balance includes a one-off employer superannuation contribution of $92,884 payable to the

Department of Finance and Administration.
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Note 8. Payables

Note 8A: Supplier payables
Trade creditors

Total supplier payables
All supplier payables are current liabilities.

Note 8B: Other payables
GST payable to Australian Taxation Office
Unearned income

Total other payables
All other payables are current liabilities.

2005 2004
$'000 $'000
83 140

83 140

- 13

- 99

- 112
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Note 9: Equity

Item Retained surpluses Asset revaluation reserve  Contributed equity Total equity
2005 2004 2005 2004 2005 2004 2005 2004
$'000 $'000 $'000 $'000 $'000 $'000 $'000 $'000

Opening balance as at 1 July 4,802 3,829 138 138 3,423 3,400 8,363 7,367

Net surplus 886 973 - - - - 886 973

Transactions with owner

Contributions by ow ner:

Appropriations (equity injections) - - - - - 23 - 23
Closing balance as at 30 June 5,688 4,802 138 138 3,423 3,423 9,249 8,363
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Note 10: Cash flow reconciliation

Reconciliation of net surplus to net cash from
operating activities:

Net surplus

Depreciation and amortisation

Net w rite-dow n of non-financial assets

GST payments on asset acquisitions

(Increase) / decrease in receivables (excluding equity injections)

(Increase) / decrease in other assets

Increase / (decrease) in employee provisions

Increase / (decrease) in other provisions

Increase / (decrease) in other payables

Increase / (decrease) in supplier payables

Net cash used by operating activities

2005 2004
$'000 $'000
886 973
805 794
5 17

- (5)
(1,864) (1,778)
115 (134)
60 (82)
10 -
(112) -
(57) a7
(152) (168)
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Note 11: Contingent liabilities and assets

Unquantifiable contingencies

The AOFM is not aware of any unquantifiable contingencies as of the signing date that require

disclosure in the financial statements.

Remote contingencies

The AOFM has indemnified a number of contractors providing goods and services under
contract for losses incurred by the contractor due to, amongst other things, AOFM'’s failure to
observe certain terms of contract, or wrongful, unlawful or negligent acts. The AOFM is not

aware of any event that has occurred that may trigger action under the indemnities.

Note 12: Executive remuneration

The number of executives who received or were due to receive total remuneration of $100,000 or

more:
2005 2004

$100,000 to $109,999 - 1

$110,000 to $119,999 - 1

$220,000 to $229,999 - 1

$280,000 to $289,999 1 -

$370,000 to $379,999 1 -

The aggregate amount of total remuneration of executives shown above $660,194 $438,473

The aggregate amount of separation and redundancy payments during
the year to executives shown above - -

Remuneration means any money, consideration or benefit including wages, salaries,
performance pay, accrued leave entitlements (excluding superannuation on-costs),
superannuation contributions, the cost of motor vehicles, housing, commuting and allowances.
Remuneration does not include reimbursement of out-of-pocket expenses incurred for work

related purposes.

During the year the AOFM was subject to a one-off employer superannuation contribution
(of $92,950) for one of its executives payable to the Department of Finance and Administration.

The contribution has been included in the remuneration figures disclosed above.
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Note 13: Remuneration of auditors
Financial statement audit services are provided free of charge to the AOFM. The fair value of the

audit services provided by the Australian National Audit Office was:

2005 2004
$ $
247,500 253,495

Auditors’ remuneration is disclosed inclusive of GST.

Included in the 2005 figure above, is an amount of $13,200 relating to the 2005-06 financial
statements audit, arising from work done on the opening balance sheet to be prepared under

Australian equivalents to International Financial Reporting Standards.

No other services were provided by the Auditor-General.

Note 14. Average staffing level
The average staffing level for the AOFM during the year was:

2005 2004
33(a) 33(a)

(a) Paid ASL only.

Note 15: Specific payment disclosures
Departmental

No ‘Act of Grace’ payments were made during the reporting period (Nil for 2003-04).

No waivers of amounts owing to the government were made pursuant to subsection 34(1) of the Financial
Management and Accountability Act 1997 during the reporting period (Nil for 2003-04).

No payments were made under the ‘Defective Administration Scheme’ during the reporting period
(Nil for 2003-04).

No payments were made under section 73 of the Public Service Act 1999 during the reporting period
(Nil for 2003-04).

No payments were made under ex-gratia programs during the reporting period (Nil for 2003-04).

Administered

No ‘Act of Grace’ payments were made during the reporting period (Nil for 2003-04).

Four waivers of amounts owing to the government were made pursuant to subsection 34(1) of the
Financial Management and Accountability Act 1997 during the reporting period totalling $199
($147 for 2003-04).

No payments were made under the ‘Defective Administration Scheme’ during the reporting period
(Nil for 2003-04).
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Note 16: Departmental financial instruments
Note 16A: Terms, conditions and accounting policies

Financial Notes
instruments

Accounting policies and methods

Nature of underlying instruments

Financial assets

Cash at bank

Receivables 5A

Financial liabilities

Provisions and 7,8
payables

Financial assets are recognised when control over
future economic benefits is established and the amount
of the benefit can be reliably measured.

Deposits are recognised at their nominal amounts.

Receivables are recognised at their principal amounts
due less any provision for bad and doubtful debts.
Collectability of debts is reviewed at balance date.
Provisions are made when collection of the debt is
judged to be less rather than more likely.

Financial liabilities are recognised when a present
obligation to another party is entered into and the
amount of the liability can be reliably measured.

Creditors and accruals are recognised at the amounts
at which the liabilities will be settled. Liabilities are
recognised to the extent that the goods or services
have been received (and irrespective of having been
invoiced).

The AOFM maintains an operational bank account with the Reserve
Bank of Australia. Monies in the account are swept into the Official

Public Account nightly. Interest is not earned on the AOFM’s account.

Receivables primarily comprise amounts due from the Official Public
Account for undrawn departmental appropriations. Receivables are
non-interest bearing.

Trade liabilities are normally settled on 30 day terms.
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Note 16: Departmental financial instruments (continued)

Note 16B: Interest rate risk

The AOFM'’s exposure to interest rate risk and the effective weighted average interest rate for each class of financial assets and financial liabilities is

set out below:

Weighted
average
Financial instrument Floating Fixed interest rate maturing in Non-interest interest
interestrate 1lyear or less lto S5years >5Years bearing Total rate
2005 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 2004
$'000 $'000 $'000 $000 $'000 $000 $'000 $'000 $'000 $'000 $'000 $'000 % %
Financial assets
Cash at bank - - - - - - - - 102 333 102 333 - -
Receivables - - - - - - - - 7,971 6,107 7,971 6,107 - -
Total financial assets
(recognised) - - - - - - - - 8,073 6,440 8,073 6,440
Total assets 10,344 9,557
Financial liabilities
Provisions - - - - - - - - 110 100 110 100 - -
Payables - - - - - - - - 83 252 83 252 - -
Total financial
liabilities (recognised) - - - - - - - - 193 352 193 352
Total liabilities 1,095 1,194
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Note 16: Departmental financial instruments (continued)

Note 16C: Net fair values of financial assets and liabilities

Total Aggregate Total Aggregate
carrying net fair carrying net fair
amount value amount value

2005 2005 2004 2004

Notes $'000 $'000 $'000 $'000
Financial assets (recognised)
Cash at bank 102 102 333 333
Receivables 5A 7,971 7,971 6,107 6,107
Total financial assets (recognised) 8,073 8,073 6,440 6,440
Financial liabilities (recognised)
Provisions 7B 110 110 100 100
Payables 8A, 8B 83 83 252 252
Total financial liabilities (recognised) 193 193 352 352

Financial assets

The net fair values of cash and non-interest bearing monetary financial assets approximate their

carrying amounts.

Financial liabilities

The net fair values for provisions and payables approximate their carrying amounts.

Note 16D: Credit risk exposures

The AOFM’s maximum exposures to credit risk at reporting date in relation to each class of

recognised financial assets is the carrying amount of those assets as indicated in the Statement of

Financial Position.
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Note 17: Revenues administered on behalf of government

2005 2004
$'000 $'000
Note 17A: Interest
Loans to State and Territory governments:
State and Territory debt 11,124 19,108
Housing agreements 159,467 162,844
Deposits 805,422 559,840
Sw aps interest 2,145,551 1,911,791
Total interest revenue 3,121,564 2,653,583
Note 17B: Net foreign exchange gains
Bonds, sw aps and associated derivatives 9,729 163,280
Total net foreign exchange gains 9,729 163,280
Note 17C: Other sources of non-taxation revenue
Other 88 60
Total other revenue 88 60
Total revenues administered on behalf of government 3,131,381 2,816,923
Note 18: Expenses administered on behalf of government
2005 2004
$'000 $'000
Note 18A: Grants
State and Territory governments 32,507 36,720
Total grants expense 32,507 36,720
Note 18B: Interest and financing costs
Commonw ealth Government securities 3,923,646 4,001,254
Sw aps interest 1,964,085 1,576,555
Other costs 102 131
Total interest and financing costs 5,887,833 5,577,940
Total expenses administered on behalf of government 5,920,340 5,614,660
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Note 19: Assets administered on behalf of government

Note 19A: Cash
Cash at bank
Total Cash

Note 19B: Receivables
Loans to State and Territory governments
Less: provision for doubtful debts

Unamortised net discounts
Total loans to State and Territory governments

Total receivables

Receivables are aged as follow s:
Not overdue

Maturity profile of the face value of loans to State and Territory governments:

Receivable:
Within one year
In one to five years
In more than five years

Note 19C: Investments made under section 39

of the Financial Management and Accountability Act 1997

Deposits (current)
Total investments under section 39 FM A Act

Note 19D: Accrued revenues

Interest on deposits and sw aps (current)

Total accrued revenues

Total assets administered on behalf of government

2005 2004
$'000 $'000

609 1,761

609 1,761
3,648,394 3,807,177
3,648,394 3,807,177
(16) (265)
3,648,378 3,806,912
3,648,378 3,806,912
3,648,378 3,806,912
208,814 157,139
359,959 476,729
3,079,621 3,173,309
3,648,394 3,807,177
25,450,000 14,850,000
25,450,000 14,850,000
212,608 179,200
212,608 179,200
29,311,595 18,837,873
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Part 4: Financial statements

Note 20: Liabilities administered on behalf of government

Note 20A: Commonw ealth Government securities
Treasury bonds (face value)

Treasury indexed bonds (face value)

Other (face value)

Unamortised net premiums on borrow ings
Total Commonwealth Government securities

Maturity profile of the face value of Commonw ealth Government securities:

Payable:
Within one year
In one to five years
In more than five years

Note 20B: Other payables

Interest coupons payable on debt (current)

Capital accretion on Treasury (capital) indexed bonds(a)
Total other payables

Total liabilitiesadministered on behalf of government

2005 2004
$'000 $'000
48,508,558 47,862,812
6,551,845 6,551,845
90,777 335,789
55,151,180 54,750,446
609,361 641,942
55,760,541 55,392,388
7,288,272 5,098,452
19,832,208 21,406,431
28,030,700 28,245,563
55,151,180 54,750,446
938,731 949,603
2,474,934 2,256,132
3,413,665 3,205,735
50,174,206 58,598,123

(a) The August 2005 series of Treasury (capital) indexed bonds will mature on 20 August 2005. The capital

accretion on this series is $631 million.
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Note 21: Administered reconciliation table

2005 2004
$'000 $'000
Administered reconciliation table
Opening administered assets lessadministered liabilities
asat 1 July (39,760,250)  (45,039,198)
Plus: Administered revenues 3,131,381 2,816,923
Less: Administered expenses (5,920,340) (5,614,660)
Administered transfers to / from Australian Government:
Appropriation Transfers from OPA:
Annual Appropriations (administered expenses) - 19
Special Appropriations (unlimited) 154,730,683 144,881,987
Transfers To OPA (142,042,687) (136,811,114)
Change in Special Account balance (1,398) 5,793
Closing administered assets less administered liabilities
asat 30 June (29,862,611) (39,760,250)

Note 22: Administered contingent liabilities and assets

Unquantifiable contingencies

The AOFM is not aware of any unquantifiable contingencies as of the signing date that require

disclosure in the financial statements.

Remote contingencies

(@) The government has indemnified the underwriters of foreign currency denominated
loans issued by the Australian Government outside Australia against any loss, liability, costs,
claims, charges, expenses, actions, or demands due to any misrepresentation by the Australian
Government and any breach of warranties. The AOFM is not aware of any event that has

occurred that may trigger action under the indemnities.

(i)  In the extremely unlikely event of default by a borrower of Treasury bonds under the
securities lending facility, the AOFM would be in a position to sell security pledges provided
by the borrower to offset the increased liability to the government. The market value of
securities on loan as at 30 June 2005 was $38.8 million. The market value of securities pledged
as at 30 June 2005 was $39.6 million.
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& Note 23: Administered financial instruments
(a) Terms, conditions and accounting policies

Financial instruments  Notes Accounting policies and methods Nature of underlying instruments

Financial Assets Financial assets are recognised when control
over future economic benefits is established
and the amount of the benefit can be reliably
measured.

Cash at bank 19A Deposits are recognised at their principal The AOFM maintains two operational bank accounts with the Reserve
amounts. Bank of Australia. Interest is not paid on these accounts.

Loans to State and 19B Loans are recognised at amortised cost. Until July 1990, the Australian Government borrowed on behalf of the State

Territory governments Interest is credited to revenue as it accrues. and Territory governments and allocated a portion of the proceeds of its
Collectability of amounts outstanding is Treasury bond raisings to those governments. In addition to Treasury bond
reviewed at balance date. Provision is made for  allocations, there are outstanding balances of loans raised specifically for
bad and doubtful loans where collection of the the States. The States and Territories are responsible for meeting all
loan or part thereof is judged to be less rather obligations as to interest and principal on the debt on allocation to them in
than more likely. accordance with the provisions of the Financial Agreement Act 1994. State

and Territory government loans also include advances, not evidenced by
the issue of securities, made for housing and specific purpose capital
payments.

Investments 19C Investments are recognised at their principal Under section 39(2) of the Financial Management and Accountability Act
amounts. Interest is credited to revenue as it 1997, the AOFM invests public money in authorised investments for the
accrues. purpose of managing the Australian Government’s debt.

Accrued revenues 19D Interest on financial assets is credited to Accrued revenues comprises interest receivable on swaps, term deposits

revenue as it accrues and not when it is
received. Revenue earned but not yet received
is recognised as an asset called ‘accrued
revenues’.

and loans to State and Territory governments.
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Note 23: Administered financial instruments (continued)
(a) Terms, conditions and accounting policies (continued)

Financial instruments Notes

Accounting policies and methods

Nature of underlying instruments

Financial Liabilities

Commonwealth 20A
Government securities

Interest coupons payable 20B
debt
Capital accretion on 20B

Treasury (capital) indexed
bonds

Financial liabilities are recognised when a
present obligation to another party is entered
into and the amount of the liability can be
reliably measured.

Commonwealth Government securities are
recognised at their face value plus or minus
unamortised issuance premiums and
discounts. Premiums and discounts in
relation to such borrowings are amortised
over the life of the borrowing.

Interest payable at the end of the financial
year on coupons is recognised on a
proportional basis from the date of last
coupon payment to the date of the next
coupon payment.

The principal value of Treasury (capital)
indexed bonds appreciates over time with the
rate of inflation. Capital accretion is
recognised as it accumulates.

In managing all operational aspects of debt management on behalf of the
Australian Government, the AOFM issues and administers various
borrowing instruments including Treasury bonds, Treasury Indexed bonds
and Treasury notes. The AOFM also administers the redemption of
Commonwealth Government securities and other debt on allocation to the
States and Territories.

Interest coupons are payable on Commonwealth Government securities
and other loans.

Treasury (capital) indexed bonds.
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Part 4: Financial statements

Note 23: Administered financial instruments (continued)
(b) Derivatives

Interest rate swap contracts — notional principal amounts

For the purposes of managing interest rate risk associated with the debt
portfolio, the AOFM has entered into domestic interest rate swap contracts
under which it is obliged to receive and pay interest at fixed and/or floating
interest rates.

(i) The nature of interest rate swaps as at 30 June is as follows:
Pay — fixed swaps(a)
Receive — fixed swaps(b)

(ii) The maturity profile of interest rate swaps as at 30 June is as follows:
Within one year
In one to five years
In more than five years

2005 2004

$'000 $'000
5,300,000 3,300,000
30,518,000 28,618,000
35,818,000 31,918,000
8,858,000 2,700,000
15,210,000 19,343,000
11,750,000 9,875,000
35,818,000 31,918,000

(a) Pay-fixed swaps are used to manage the proportion of the debt portfolio subject to immediate re-pricing.
(b) Receive-fixed swaps are used to manage the blend of fixed and variable rate debt in the portfolio.

118



Part 4: Financial statements

Note 23: Administered financial instruments (continued)

(c) Foreign exchange risk

Since February 2004, the AOFM has been exposed to foreign exchange risk due to contractual

obligations on foreign currency loans only.

The foreign currency derivative exposure in the debt portfolio was fully unwound in
February 2004. As a matter of previous portfolio benchmark policy, the AOFM maintained a

United States Dollar exposure of between 10 to 15 per cent of the net debt portfolio.

During 2004-05 the AOFM repurchased and cancelled sterling denominated debt of £39

million (face value).

The following currency exposures existed for principal values as at 30 June:

MONETARY LIABILITIES
Current

United States dollars
Pounds sterling
Japanese yen

Swiss francs

Deutsche marks

Non-current
United States dollars
Pounds sterling

Total monetary liabilities
MONETARY ASSETS
Current

United States dollars

Pounds sterling

Non-current
United States dollars
Pounds sterling

Total monetary assets

2005 2004

AUD $'000 AUD $'000
16,527 =

125 138

5 6

52 59

9 10

16,718 213

6,967 26,046

1,192 103,705

8,159 129,751

24,877 129,964

5 5

5 5

1,192 1,320

1,192 1,320

1,197 1,325
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Note 23: Administered financial instruments (continued)

(d) Interest rate risk

Floating
interest rate

Fixed interest rate maturing in

lyear or less 1to 5 years >5 Years
2005 2004 2005 2004 2005 2004 2005 2004

$'000 $'000 $'000 $'000 $'000 $'000 $'000 $'000
Financial assets
Cash at bank - - - - - - - -
Interest receivable(a) - 290 184,355 138,805 - - - -
Interest receivable-swaps(b) 43,045 24,072 415,736 360,120 - - - -
Loans to State and Territory governments (face value) - 67,650 208,685 89,360 359,959 476,729 3,079,621 3,173,309
Investments - - 25,450,000 14,850,000 - - - -
Total financial assets 43,045 92012 26,258,776 15,438,285 359,959 476,729 3,079,621 3,173,309
Financial liabilities
Interest payable-Treasury (capital) indexed bonds - - 672,446 40211 - 598,560 1,843,696 1653,026
Interest payable-other debt - 290 897,523 913,648 - - - -
Interest payable-swaps(b) 387,656 319,212 42,872 24875 - - - -
Treasury (capital) indexed bonds (face value) - - 531,793 - 531,793 6,020,000 6,020,000
Other Commonwealth Government securities (face value) - 67,650 6,749,580 5,022,732 19,832,208 20,874,638 22,010,700 22,225561
Total financial liabilities 387,656 387,152 8,894,214 6,001466 19,832,208 22,004,991 29,874,396 29,898,587

(a) Amounts exclude swaps.

(b) Amounts are represented on a gross basis. This differs from the presentation in the Schedules of Assets and Liabilities Administered on Behalf of Government,

where amounts are on a net basis.
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Note 23: Administered financial instruments (continued)
(d) Interest rate risk (continued)

Weighted
Non-interest average

Financial instrument bearing Total interest(c)

2005 2004 2005 2004 2005 2004

$'000 $'000 $'000 $'000 % %
Financial assets
Cash at bank 609 1,761 609 1,761 - -
Interest receivable(a) - - 184,355 139,095 5.41 5.19
Interest receivable-sw aps(b) - - 458,781 384,192 6.09 6.14
Loans to State and Territory governments (face value) 129 129 3,648,394 3,807,177 4.51 4.52
Investments - - 25,450,000 14,850,000 5.54 5.36
Total financial assets 738 1,890 29,742,139 19,182,225
Financial liabilities
Interest payable-Treasury (capital) indexed bonds - - 2,516,142 2,291,797 4.32 4.32
Interest payable-other debt - - 897,523 913,938 6.75 7.12
Interest payable-sw aps(b) - - 430,528 344,087 5.75 5.57
Treasury (capital) indexed bonds (face value) - - 6,551,793 6,551,793 4.32 4.32
Other Commonw ealth Government securities (face value) 6,899 8,072 48,599,387 48,198,653 6.75 7.12
Total financial liabilities 6,899 8,072 58,995,373 58,300,268

(@) Amounts exclude swaps.

(b) Amounts are represented on a gross basis. This differs from the presentation in the Schedules of Assets and Liabilities Administered on Behalf of Government,

where amounts are on a net basis.

(c) Interest rates are nominal interest rates with exception to Treasury (capital) indexed bonds (which are real interest rates).
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Part 4: Financial statements

Note 23: Administered financial instruments (continued)
(e) Net fair values of administered financial assets and liabilities

Total Aggregate Total Aggregate
carrying net fair carrying net fair
amount value amount value
(a) (b) (a) (b)
2005 2005 2004 2004
$'000 $'000 $'000 $'000
Administered financial assets
(recognised)
Cash 609 609 1,761 1,761
Loans to State and Territory
governments 3,652,531 3,654,179 3,811,836 3,813,166
Investments 25,630,202 25,630,244 14,984,171 14,985,077
Interest rate sw aps 28,253 676,580 40,105 248,954
Total financial assets
(recognised) 29,311,595 29,961,612 18,837,873 19,048,958

Administered financial liabilities

(recognised)
Commonw ealth Government securities 59,174,206 62,365,917 58,598,123 60,687,875
Total financial liabilities

(recognised) 59,174,206 62,365,917 58,598,123 60,687,875

Net financial assets (recognised) (29,862,611) (32,404,305) (39,760,250) (41,638,917)

(a) Carrying amount as recorded in the Schedule of Administered Assets and Liabilities is in accordance
with an amortised cost measurement methodology.

(b) Value of administered assets and liabilities applying a fair value measurement methodology.

Fair value refers to an estimated exchange equivalent price using relevant inputs from
reference markets and valuation techniques. Fair value has been determined on the
presumption that the AOFM is a going concern and is operating in an active market under
normal market conditions, without any intention or need to liquidate, curtail materially the
size of its debt portfolio or undertake transactions on adverse terms. The fair value has also
been determined without discounting for large asset or liability positions.

Financial assets

The net fair values of cash, non-interest bearing monetary financial assets and short-term
investments, approximate their carrying amounts. The net fair value of swaps is based on
discounted cash flows using a zero curve valuation methodology created from observable
market rates as at the end of the financial year. Loans to State and Territory governments not
evidenced by the issuance of securities are valued at amortised cost, as fair value cannot be
reliably and readily determined.
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Note 23: Administered financial instruments (continued)
(e) Net fair values of administered financial assets and liabilities (continued)

Financial liabilities

The net fair values of Commonwealth Government securities are based on discounted cash
flows using a zero coupon curve valuation methodology created from observable market
rates. The valuation of Australian dollar denominated debt is based on market yields of the
most liquid components of the domestic debt portfolio. As the secondary market for the
Australian Government’s foreign currency denominated debt is largely illiquid, the valuation
approach is based upon deposit and swap rates in each relevant foreign currency.

(f) Credit risk exposures

There is no credit risk on the notional principal associated with interest rate swaps. Credit
risk on interest rate swaps relates to the net fair value of net interest obligations owing by
each counterparty to the Australian Government.

The maximum credit risk exposure for each class of financial asset, based on market value at
30 June 2005 is disclosed below by credit rating concentration.

S&P Rating AAA AA+ AA AA- A+ Total
Moody’s Rating Aaa Aal Aa2 Aa3 Al
$'000 $'000 $'000 $'000 $'000 $'000
Cash 609 = = = = 609
Loans to State
and Territory Governments 3,199,323 260,821 194,035 = = 3,654,179
Investments 25,630,244 = = = = 25,630,244
Interest rate sw aps 28,279 - 156,232 449,248 44,567 678,326

28,858,455 260,821 350,267 449,248 44,567 29,963,358

The AOFM'’s exposure to credit risk at the end of the financial year to each counterparty,
under the securities lending facility, after offsetting the market value of securities pledged by
each counterparty, is zero.
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Note 24: Securities lending facility

Details of Treasury bonds loaned to bond market participants during 2004-05 under the

securities lending facility are as follows:

Face value of

Number of Treasury bonds Net income
loaned earned
Bond series transactions $'000 $'000

(i) Completed transactions for the financial year
November 2006 5 175,900 15
October 2007 6 63,000 8
August 2010 3 68,300 6
June 2011 12 296,700 29
May 2013 7 220,735 26
April 2015 4 48,000 4
37 872,635 88

(if) Open transactions as at end of financial year

35,300

April 2015 3
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Note 25: Disclosures of appropriations

Note 25A: Acquittal of authority to draw cash from the Consolidated Revenue Fund
(Appropriations) for Ordinary Annual Services Appropriations

Outcome 1 — Enhance the Commonwealth’s capacity to manage its net debt portfolio

Particulars

Administered Departmental Total
Expenses Outputs
(Outcome 1)
$ $ $

Year ended 30 June 2005 (current period)
Balance carried from previous year

4,677,719 4,677,719

Appropriation Act (No. 1) 2004-2005 10,000 8,097,000 8,107,000
Appropriation Act (No. 3) 2004-2005 - 22,000 22,000
10,000 12,796,719 12,806,719
Appropriations to take account of recoverable
GST (FMA section 30A) - 46,884 46,884
Annotations to 'net appropriations' (FMA section 31) - 663,518 663,518
Administered appropriation lapsed (10,000) - (10,000)
Total appropriation available for payment - 13,507,121 13,507,121
Cash payments made during the year
(GST inclusive) - (7,086,330) (7,086,330)
Balance of Authority to Draw Cash from the
Consolidated Revenue Fund for Ordinary
Annual Services Appropriations - 6,420,791 6,420,791
Balance carried forward to next year
represented by :
Cash at bank - 102,491 102,491
Departmental appropriation receivable - 6,317,958 6,317,958
Net GST receivable fromthe ATO - 342 342
Total - 6,420,791 6,420,791
FMA = Financial Management and Accountability Act 1997.
Administered Departmental Total
Particulars expenses outputs
$ $ $
Year ended 30 June 2004 (com parative period)
Balance carried from previous year 19,618 3,308,089 3,327,707
Appropriation Act (No. 1) 2003-2004 - 6,511,000 6,511,000
Appropriation Act (No. 3) 2003-2004 - 1,624,000 1,624,000
Appropriations to take account of recoverable
GST (FMA section 30A) - 44,797 44,797
Annotations to 'net appropriations' (FMA section 31) - 114,532 114,532
Administered appropriation lapsed (493) - (493)
Total appropriations available for payment 19,125 11,602,418 11,621,543
Cash payments made during the year (GST
inclusive) (19,125) (6,924,699) (6,943,824)

Balance carried to next year

4,677,719 4,677,719

FMA = Financial Management and Accountability Act 1997.
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Note 25: Disclosures of appropriations (continued)

Note 25B: Acquittal of authority to draw cash from the Consolidated Revenue Fund
(Appropriations) for Other than Ordinary Annual Services Appropriations

Outcome 1 — Enhance the Commonwealth’s capacity to manage its net debt portfolio

Non-operating

Departmental
Particulars equity injections
$
Year ended 30 June 2005 (current period)
Balance carried from previous year 1,473,220
Sub-total 2004-05 Annual Appropriation 1,473,220
Appropriations to take account of recoverable GST (FMA section 30A) -
Total appropriations available for payments 1,473,220
Cash payments made during the year (GST inclusive) -
Balance of Authority to draw cash from the Consolidated 1,473,220
Revenue Fund for Other than Ordinary Annual Services
Balance carried to next year represented by:
Cash at bank -
Departmental appropriation receivable 1,473,220
Total 1,473,220
Year ended 30 June 2004 (comparative period)
Balance carried from previous year 1,603,680
Appropriation Act (No. 2) 2003-2004 -
Appropriation Act (No. 4) 2003-2004 23,000
Total appropriations available for payments 1,626,680
Cash payments made during the year (GST inclusive) (153,460)
Balance carried to next year 1,473,220
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Note 25: Disclosures of appropriations (continued)
Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)

Special appropriation (Act) 2005 2004
$ $

Airports (Transitional) Act 1996, section 78

Purpose: payment of principal and interest on former debts of the Federal Airports Corporation
Cash payments made during year - principal (expenditure) - 242,540,825
Cash payments made during year - interest (expenditure) - 16,086,978
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -

Total charged to appropriation - 258,627,803
Budget estimate - principal (expenditure) - 434,000,000
Budget estimate - interest (expenditure) - 19,000,000

Australian National Railways Sale Act 1997, section 67AW

Purpose: payment of principal and interest on former debts of the National Railways Commission
Cash payments made during year - principal (expenditure) - -
Cash payments made during year - interest (expenditure) - -
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -

Total charged to appropriation - -

Budget estimate - principal (expenditure) - -
Budget estimate - interest (expenditure) - -

Commonwealth Inscribed Stock Act 1911, section 6

Purpose: payment of principal and interest on money raised by Stock issued under the Act(i)
Cash payments made during year - principal (expenditure) 4,945,057,894 6,362,443,415
Cash payments made during year - interest (expenditure) 3,814,117,280 4,023,358,014
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -

Total charged to appropriation 8,759,175,174 10,385,801,429
Budget estimate - principal (expenditure) 161,575,101,000 108,640,421,000
Budget estimate - interest (expenditure) 3,829,150,000 4,021422,000

(i) Due to uncertainty associated with the proportion of Commonwealth Government securities on issue and financial assets acquired for debt management purposes,
the 2003-04 and 2004-05 Budget financial statements disclosed financial asset activity and debt activity on a net basis.
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Note 25: Disclosures of appropriations (continued)

Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)
(continued)

Special appropriation (Act) 2005 2004
$ $

Financial Agreement Act 1994, section 5
Purpose: debt redemption assistance and payment of interest to bond holders on behalf of the States and
Northern Territory on public debt under the Act.

Cash payments made during year (expenditure) 44,128,069 36,746,378
Appropriations credited to Special Accounts (included in total cash payments above) 614,062 1436,808
Refunds credited (net) (FMA section 30) - -
Total charged to appropriation 44,128,069 36,746,378
Budget estimate (expenditure) 42,504,000 46,704,000

Financial Management and Accountability Act 1997, section 28

Purpose: Repayments required or permitted by law, where no other appropriation for repayment exists
Cash payments made during year (expenditure) - -
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -

Total charged to appropriation - -

Budget estimate (expenditure) - -

Financial Management and Accountability Act 1997, section 30A

Purpose: payments of recoverable GST
Cash payments made during year (expenditure) - -
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -

Total charged to appropriation - -

Budget estimate (expenditure) - -
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Note 25: Disclosures of appropriations (continued)

Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)

(continued)
Special appropriation (Act) 2005 2004
$ $

Financial Management and Accountability Act 1997, section 39(9)

Purpose: to make investments in the name of the Treasurer of the Commonwealth of Australia(ii)
Cash payments made - principal (expenditure)(iii) 145,837,136,958 128,650,000,000
Cash payments made - interest (expenditure) - -
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -
Total charged to appropriation 145,837,136,958 128,650,000,000
Budget estimate - principal (expenditure)(iii) 137,137,000 -

Budget estimate - interest (expenditure)

(ii) Due to uncertainty associated with the proportion of Commonwealth Government securities on issue and financial assets acquired for debt management purposes,
the 2003-04 and 2004-05 Budget financial statements disclose financial asset activity and debt activity on a net basis.

(iii) This includes the repurchase of sterling denominated stock.

Loans Redemption and Conversion Act 1921 section 5

Purpose: payment of principal, interest and the costs of converting loans made in accordance with the Act

Cash payments made during year - principal (expenditure)
Cash payments made during year - interest (expenditure)
Appropriations credited to Special Accounts

Refunds credited (net) (FMA section 30)

Total charged to appropriation

Budget estimate - principal (expenditure)
Budget estimate - interest (expenditure)

Loans Securities Act 1919, section 4

Purpose: payment of principal and interest on money raised by Stock issued under the Act

Cash payments made during year - principal (expenditure)

Cash payments made during year - interest (expenditure) 6,285,137 13,039,660
Appropriations credited to Special Accounts - -
Refunds credited (net) (FMA section 30) - -
Total charged to appropriation 6,285,137 13,039,660
Budget estimate - principal (expenditure) - -
Budget estimate - interest (expenditure) 3,000,000 15,000,000
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Note 25: Disclosures of appropriations (continued)

Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)

(continued)

Special appropriation (Act)

Financial Management and Accountability Act 1997, section 39(9)

Purpose: to make investments in the name of the Treasurer of the Commonwealth of Australia(ii)

Cash payments made - principal (expenditure)(iii)
Cash payments made - interest (expenditure)
Appropriations credited to Special Accounts
Refunds credited (net) (FMA section 30)

Total charged to appropriation

2005
$

2004

145,837,136,958

128,650,000,000

145,837,136,958

128,650,000,000

Budget estimate - principal (expenditure)(iii)
Budget estimate - interest (expenditure)

137,137,000

Loans Redemption and Conversion Act 1921, section 5

Purpose: payment of principal, interest and the costs of converting loans made in accordance with the Act

Cash payments made during year - principal (expenditure)
Cash payments made during year - interest (expenditure)
Appropriations credited to Special Accounts

Refunds credited (net) (FMA section 30)

Total charged to appropriation

Budget estimate - principal (expenditure)
Budget estimate - interest (expenditure)

Loans Securities Act 1919, section 4

Purpose: payment of principal and interest on money raised by Stock issued under the Act

Cash payments made during year - principal (expenditure)
Cash payments made during year - interest (expenditure)
Appropriations credited to Special Accounts

Refunds credited (net) (FMA section 30)

Total charged to appropriation

6,285,137

13,039,660

6,285,137

13,039,660

Budget estimate - principal (expenditure)
Budget estimate - interest (expenditure)

3,000,000

15,000,000
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Note 25: Disclosures of appropriations (continued)

Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)

(continued)

Special appropriation (Act) 2005
$

2004

Loans Securities Act 1919, section 5B

Purpose: payment of money under a sw ap agreement and any expenditure in connection w ith the
negotiation, management or service of, or a repayment under any such agreement(iv)(v)
Cash payments made during year - principal (expenditure) -
Cash payments made during year - interest (expenditure) 1,877,644,516
Appropriations credited to Special Accounts -
Refunds credited (net) (FMA section 30) -

25,334,501,469
1,515,136,069

Total charged to appropriation 1,877,644,516 26,849,637,538
Budget estimate - principal (expenditure) - 13,029,447,000
Budget estimate - interest (expenditure) 1,874,945,000 1,481,762,000

(iv) Legal agreements executed between the Commonwealth and swap counterparties (in the form of 1992 International Swap Dealers Association Master Agreements)
provide for settlement of interest rate swaps on a net basis per transaction. In addition, forward foreign exchange contracts with the RBA are transacted on the basis

that settlement of all transactions on a particular day is on a net basis. All amounts in relation to these transactions are disclosed in Note 25C on an aggregate basis.

(v) With the termination of cross currency swaps during 2003-04 (announced in August 2003) the volume of swap and forward foreign exchange contract activity was

significantly higher than estimates made.

Moomba - Sydney Pipeline System Sale Act 1994, section 19

Purpose: payment of principal and interest on former debts of the Pipeline Authority
Cash payments made during year - principal (expenditure) -
Cash payments made during year - interest (expenditure) -
Appropriations credited to Special Accounts -
Refunds credited (net) (FMA section 30) -

Total charged to appropriation R

Budget estimate - principal (expenditure) 5,000
Budget estimate - interest (expenditure) -
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Note 25: Disclosures of appropriations (continued)

Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Administered Special Appropriations (unlimited amount)

(continued)

Special appropriation (Act)

Qantas Sale Act 1992, section 18

Purpose: payment of principal and interest on former debts of Qantas
Cash payments made during year - principal (expenditure)
Cash payments made during year - interest (expenditure)
Appropriations credited to Special Accounts
Refunds credited (net) (FMA section 30)
Total charged to appropriation

2005
$

2004

Budget estimate - principal (expenditure)
Budget estimate - interest (expenditure)

Snowy Hydro Corporatisation Act 1997, section 22
Purpose: payment of principal and interest on former debts of the Snowy Mountains Hydro Hectricity Authority
Cash payments made during year - principal (expenditure)
Cash payments made during year - interest (expenditure)
Appropriations credited to Special Accounts
Refunds credited (net) (FMA section 30)
Total charged to appropriation

46,733,347
18,957,103

53,500,000
16,962,000

65,690,450

70,462,000

Budget estimate - principal (expenditure)
Budget estimate - interest (expenditure)

63,728,000
19,000,000

68,500,000
17,000,000
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Note 25: Disclosures of appropriations (continued)
Note 25C: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Special Appropriations (unlimited amount) (continued)

Special appropriation (Act) 2005
$

2004

Treasury Bills Act 1914, section 6

Purpose: payment of principal and interest on money raised by issuance of Treasury Bills
Cash payments made during year - principal (expenditure) -
Cash payments made during year - interest (expenditure) -
Appropriations credited to Special Accounts -
Refunds credited net (FMA section 30) -

Total charged to appropriation R

Budget estimate - principal (expenditure) -
Budget estimate - interest (expenditure) -

Total budget estimate (expenditure) 167,544,570,000 127,753,261,000
Total payments made (expenditure) 156,590,060,304 166,264,314,808
Appropriations credited to Special Accounts (included in total payments made above) 614,062 1,436,808

Refunds credited (section 30) -
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Part 4: Financial statements

Note 25: Disclosures of appropriations (continued)

Note 25D: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Special
Appropriations (Refund Provisions)

For the periods 2003-04 and 2004-05, AOFM has not used section 28 of the FMA Act or any other
legislative provision allowing refunds to be paid where it would otherwise have no

appropriation available for making for repayments.

Note 25E: Acquittal of authority to draw cash from the Consolidated Revenue Fund — Special
Appropriations (section 39 of the FMA Act)

2005 2004
$ $
Term deposit investment of Public Money :
Special Appropriations under section 39
of the FMA Act
Amount invested carried from previous period 14,850,000,000 12,200,000,000
Prior year investments redeemed in current year (14,850,000,000) (12,200,000,000)
Investment made during year(a) 145,700,000,000 128,650,000,000
Redemptions of current year investments (120,250,000,000) (113,800,000,000)
Amount invested carried to next period 25,450,000,000 14,850,000,000
0 0

Budget Estimate(b)

(a) Investment activity made under section 39 of the FMA Act is also disclosed in Note 25C.

(b) Due to uncertainty associated with the proportion of Commonwealth Government securities on issue and
financial assets acquired for debt management purposes, the 2003-04 and 2004-05 Budget financial
statements disclose financial asset activity and debt activity on a net basis.
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Part 4: Financial statements

Note 25F: Special accounts (Administered)

Debt Retirement Reserve Trust Account

* Legal Authority — Financial Management and Accountability Act 1997, section 21.

* Purpose — for the payment and receipt of monies in accordance with the Financial

Agreement Act 1994.

2005 2004
$ $
Balance carried from previous period 204,090 5,997,210
Interest amounts credited 20,107 26,680
Appropriations for reporting period 593,955 1,410,128

Other Receipts:
State and Territory contributions 75,817,458 290,118,475
Available for payments 76,635,610 297,552,493

Payments made :
Debt repayments

Balance carried forward to next year

Balance carried forward represented by:
Cash on call held in the OPA

Total balance carried to next period

(75,033,118)

(297,348,403)

1,602,492 204,090
1,602,492 204,090
1,602,492 204,090

Note 26: Assets held in trust

Monies standing to the credit of the Debt Retirement Reserve Trust Account are held on behalf

of the States and Northern Territory. These monies are held for the purpose prescribed by the

Financial Agreement Act 1994.

Details of balances, payments and receipts in relation to the Debt Retirement Reserve Trust

Account are provided in Note 25F: Special accounts (Administered).
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Part 4: Financial statements

Note 27: Reporting of outcomes
Note 27A: Net cost of outcome delivery

Expenses
Administered expenses
Departmental expenses
Total expenses

Costs recovered from provision of goods and services to
the non-government sector
Administered
Departmental

Total costsrecovered

Other external revenues
Administered
Interest
Net foreign exchange gains
Other
Total administered

Departmental
Other
Total departmental

Total other external revenues

Net cost (contribution) of outcome

Outcome 1  Outcome 1
2005 2004
$'000 $'000
5,920,340 5,614,660
8,121 7,703
5,928,461 5,622,363
3,121,564 2,653,583
9,729 163,280

88 60
3,131,381 2,816,923
640 288

640 288
3,132,021 2,817,211
2,796,440 2,805,152

Note 27B: Major departmental revenues and expenses by output group and output

Departmental expenses
Employees

Suppliers

Depreciation and amortisation
Write-dow n of assets

Total departmental expenses
Funded by:

Revenues from government
Other revenue

Total departmental revenues

Output Group 1 Output Group 1

Output 1 Output 1
2005 2004
$'000 $'000
4,138 3,807
3,173 3,085
805 794

5 17
8,121 7,703
8,119 8,135
888 541
9,007 8,676

Note 28: Events occurring after reporting date

There have been no significant events occurring after reporting date that would materially affect

these financial statements.
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Part 4: Financial statements

Note 29: Net appropriation agreements with the Finance Minister

Under section 31 of the Financial Management and Accountability Act 1997, the Minister for
Finance may enter into a net appropriation agreement (a section 31 agreement) with an agency
Minister authorising the supplementation of an agency’s annual net appropriations by eligible
receipts identified in the agreement — such as receipts from charging for goods and services and

proceeds from the sale of assets.

An official from the Department of Finance and Administration (as delegate of the Minister for
Finance) and the acting Chief Executive Officer of the AOFM executed a section 31 agreement
on 3 September 1999, which was relied on by the AOFM for the period from 1 July 1999 to
30 June 2002. Whilst the AOFM’s accounts have recorded the section 31 receipts earned
throughout this period as though a valid agreement existed, it has come to our knowledge that
the Finance Minister’s delegate did not have an express authority to sign the agreement.
Consequently, the agreement has been determined to be ineffective and therefore the AOFM did

not have control over the section 31 monies earned during this period.

Accordingly, amounts disclosed in previous financial years as available for spending under
AOFM’s departmental outputs appropriations from 1 July 1999 to 30 June 2002 were overstated
by $312,064:

Financial year Amount disclosed

$
1999-2000 50,880
2000-2001 131,480
2001-2002 129,704
Total 312,064

Whilst invalid, the receipts are included in the Departmental Outputs Appropriation carried
forward from 30 June 2004 of $4,677,719 (see Note 25A).

On 24 June 2005 the Finance Secretary executed an instrument under subsection 31(4) of the
Financial Management and Accountability Act 1997 to retrospectively validate all receipts up to
30 June 2005 that were ineligible section 31 receipts due to ineffective net appropriation
agreements. The instrument has increased the AOFM'’s appropriation by the amount of invalid
receipts ($312,064).
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Australian dollar Long-Term Debt Portfolio

The majority of the Long-Term Debt Portfolio consists of the domestic debt component known
as the Australian dollar Long-Term Debt Portfolio. It consists of the Australian dollar
denominated component of the estimated trend volume of net debt which comprises both
ongoing liabilities and persistent asset balances. Within this portfolio, the excess of gross over
net ongoing debt is matched by the persistent asset balances and allocated to the Debt Hedge
Book, while the balance is allocated to the Core Book.

Australian savings bond

A retail debt instrument which was issued from 1976 until 1987. The bonds were sold ‘on tap’
and had a maximum maturity of around 7.5 years. The security could be redeemed early at the

request of the holder on a month’s notice and without penalty after a minimum holding period.

Basis risk

The risk that two instruments with an identical sensitivity to interest rates do not behave in an
identical manner. For example, the AOFM’s debt defeasance strategy consisted of overlaying
the trend term deposit balance with interest rate swaps to receive fixed rates, matches against
the excess of gross over net nominal debt. When swap rates and bond yields of similar terms

did not move in unison the strategy was exposed to basis risk.

Bearer securities

A negotiable instrument, akin to cash, which evidences a payment obligation to be met, on

presentation, at designated dates.

Cash Management Portfolio

The AOFM'’s portfolio framework allocates the Commonwealth net debt portfolio between a
Long-Term Debt Portfolio and a Cash Management Portfolio. The Cash Management Portfolio
contains short-term assets and liabilities necessary to manage the within-year variability in net
debt and accommodates deviations from the trend volume of net debt held in the Long-Term

Debt Portfolio caused by within-year variability in the net financing requirement.
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Commonwealth Government securities (CGS)

Refers to debt obligations of the Commonwealth evidenced by the issue of securities. The vast

bulk of the CGS on issue is represented by Treasury bonds and Treasury Indexed bonds.

Core Book

Houses the domestic component of the trend level of net long-term CGS debt. It is part of the

Australian dollar Long-Term Debt Portfolio.

Credit risk

The risk of financial loss arising from a counterparty to a transaction defaulting on its financial
obligations under that transaction. Credit risk is contingent on both a default taking place and
there being pecuniary loss as a result. The Commonwealth faces credit risk as a part of its debt

management activities in relation to its swap derivative transactions.

Debt Hedge Book

Holds the continuing assets that have accumulated in the net debt portfolio as a result of debt
issuance in excess of funding requirements, together with a matched set of liabilities, in the form
of a representative cross-section of the Treasury bonds on issue. It is part of the Australian dollar

Long-Term Debt Portfolio.

Defeasance

Arrangements whereby a set of debt liabilities are held against a set of assets with closely

matching and offsetting cost and risk characteristics.

Discount

The amount by which the value of a security is less than its face, or par, value.

Face value

The amount of money indicated on a security, or inscribed in relation to a security, as being due

to be paid on maturity.

Foreign Debt Portfolio

The non-domestic currency component of the Long-Term Debt Portfolio. Following the

elimination of the foreign currency derivatives exposure, this portfolio now consists of a small
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residual volume of physical foreign currency loans issued in the 1980s. The AOFM is exploring

means of repurchasing this debt cost-effectively.

Forward foreign exchange contract

A financial transaction in which two counterparties agree to trade foreign exchange at a
specified price at a specified future date. The AOFM undertook forward foreign exchange
contracts with the Reserve Bank of Australia to alter the level of foreign currency exposure in the

Commonwealth debt portfolio.

Funding risk

The risk that an issuer is unable to raise funds, as required, in an orderly manner and without
financial penalty. The Commonwealth faces funding risk in respect of the primary issuance,
typically in tender processes, of its full range of debt instruments. Funding risk encompasses
both long-term fund raising to cover budget deficits and the short-term funding or cash

management implications of mismatches in the timing of government outlays and receipts.

Futures baskets

A collection of like financial products or commodities, grouped together to underpin a particular
futures contract. For example, 3- and 10-year Treasury bond futures baskets consist of a
collection of Treasury bond lines that have an average term to maturity of approximately 3 and

10 years respectively.

Futures contract

An agreement between two parties that commits one party to buy an underlying financial
instrument or commodity and one party to sell a financial instrument or commodity at a specific
price at a future date. The agreement is completed at a specified expiration date by physical
delivery or cash settlement or offset prior to the expiration date. This type of agreement is
traded on a futures exchange, with bond futures contracts being traded via the Sydney Futures

Exchange.

General government net debt

The sum of selected financial liabilities less the sum of selected financial assets in the Australian
Government general government sector balance sheet. It is the sum of deposits held, advances
received, government securities, loans and other borrowings less the sum of cash and deposits,

advances paid and investments, loans and placements.
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Grade rate

The salary rate by reference to which salaries at each classification level are set according to an
employee’s performance. The grade rate applies to superior performance at the classification

level to which it refers.

Liquidity risk
The risk of financial loss that could occur should the debt portfolio require restructuring.
Liquidity is the ease with which one financial claim can be exchanged for another as a result of

the willingness of third parties to transact in this debt. The Commonwealth faces liquidity risk

with respect to transactions in existing debt such as debt repurchases prior to maturity.

Long-Term Debt Portfolio

The AOFM'’s portfolio framework allocates the Commonwealth net debt portfolio between a
Long-Term Debt Portfolio and a Cash Management Portfolio. The Long-Term Debt Portfolio
contains ongoing domestic and foreign currency liabilities and assets and is designed to
represent the trend volume of net CGS debt. The Cash Management Portfolio accommodates
deviations from this trend volume of net debt caused by within-year variability in the net

financing requirement.

Market risk

The risk, from an issuer’s perspective, that once debt has been issued, financial market prices
may move such that either debt service costs increase directly or the opportunity to reduce debt
service costs is missed. The Commonwealth faces two main sources of market risk — interest

rate risk and exchange rate risk.

Market value

The amount of money for which a security trades in the market at a particular point of time.

Modified duration

A measure of the sensitivity of the market value of a debt security to a change in interest rates. It
is measured as the percentage change in the market value of a debt instrument in response to a
one percentage point change in nominal interest rates. Modified duration is also closely related
to the weighted average term to repricing and is the primary risk parameter used by the AOFM.
Portfolios with higher modified durations have more stable interest costs through time but have

a more volatile market value through time.
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Net debt portfolio

The net debt portfolio comprises CGS on issue (net of Commonwealth holdings), term deposits
at the Reserve Bank of Australia, swaps and forward foreign exchange contracts administered by
the AOFM.

Novate

A novate is an arrangement where a third party agrees to take the place of a party to a

transaction and honour the commitments of the original party to the transaction.

Operational risk

The risk of financial loss arising from the transaction, settlement and resource management
processes associated with debt management. This broad definition includes risks such as fraud
risk, settlement risk, legal risk, accounting risk, personnel risk and reputational risk. Operational
risk is contingent on both an operational failure occurring and there being a resultant financial

loss.

Overdues

Securities which have passed their maturity date but remain unpresented by stockholders. These
are predominantly Treasury bonds, Australian Savings bonds and War Savings Certificates. The
Commonwealth repays the stock when presented. No interest accrues on the stock following its

maturity date.

Repo

A bond repurchase agreement.

Risk premium

The difference between the return available on a risk-free asset and the return available on a

riskier asset.

Short-dated exposure

A measure of the proportion of the portfolio subject to immediate repricing. After allocating
each cash flow within the net debt portfolio proportionally to the nearest two annual pricing
points, the share of the portfolio’s market value allocated to the zero-year pricing point is the
short-dated exposure. For example, a liability due to mature in one day would be allocated
almost entirely to the zero-year pricing point, while 50 per cent of a bond with six months to

maturity would be allocated to the zero-year pricing point. The net interest cost of debt
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portfolios with higher short-dated exposures responds more quickly to movements in market

interest rates, all else being equal.

Stock lending

An activity whereby securities are lent to the financial market for a fee. This activity may be

conducted to alleviate temporary market shortages of specific lines of stock.

Swap

A financial transaction in which two counterparties agree to exchange streams of payments
occurring over time according to predetermined rules. Swaps are used, for liability management
purposes, to change the cost and currency and/or interest rate exposure associated with existing

loans.

Treasury bond

This is a medium to long-term security issued by the Commonwealth that carries an annual rate
of interest fixed over the life of the security, payable in six monthly instalments on the face, or

par, value of the security. The bonds are repayable at face value on maturity.

Treasury Indexed bond (TIB)

This is a medium to long-term security issued by the Commonwealth in the form of a capital
indexed bond. The nominal value of the security, on which a fixed rate of interest applies, varies
over time according to movements in the Consumer Price Index. At maturity, the adjusted
capital value of the bonds is paid. In the past, Treasury Indexed bonds were also issued in the
form of Interest Indexed Bonds, some of which are yet to mature. These bonds carry a nominal
rate of interest, which varies over time according to movements in the Consumer Price Index,

and are repayable at face value on maturity. Interest on TIBs is paid quarterly.

Treasury note (TN)

An instrument issued at a discount and redeemable at par on maturity. The ‘interest’ payable on
the notes is represented by the difference between their issue value and their par or face value.
Treasury notes are issued to cover mismatches between the Commonwealth’s outlay and
revenue streams within the course of a year that cannot be met by changes in the AOFM’s

holdings of term deposits with the Reserve Bank of Australia.
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ACRONYMS

AASB
ANAO
AOFM
APS
ATO
AUD
AWA
CGS
CPI
CRF
EEO
EL
FBT
FMA
FMO
FOI
GDP
GST
IT
OECD
OPA
RBA
SES

UsD

Australian Accounting Standard
Australian National Audit Office
Australian Office of Financial Management
Australian Public Service

Australian Taxation Office

Australian dollar

Australian Workplace Agreement
Commonwealth Government securities
Consumer Price Index

Consolidated Revenue Fund

Equal Employment Opportunity

Executive Level (APS Classification)

Fringe Benefit Tax

Financial Management and Accountability Act 1997
Finance Minister’s Orders

Freedom of Information

Gross Domestic Product

Goods and Service Tax

Information technology

Organisation for Economic Co-operation and Development
Official Public Account

Reserve Bank of Australia

Senior Executive Service

United States dollar
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CONTACT DETAILS

Enquiries

Enquiries regarding this report may be directed to:

Liaison Officer

Australian Office of Financial Management
Treasury Building

Langton Crescent

PARKES ACT 2600

Telephone (61-2) 6263 1111
Fax (61-2) 6263 1222

Email enquiries@aofm.gov.au

Internet address

A copy of this document can be located on the AOFM web site at:
(http:/ /www.aofm.gov.au/content/ publications/reports.asp).
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