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CHAIR (Senator Hurley)—I declare open this public hearing of the Senate Economics
Legislation Committee. The Senate has referred to the committee particulars of proposed
expenditure for 2009-10 and related documents for the Innovation, Industry, Science and
Research, the Resources, Energy and Tourism, and the Treasury portfolios. The committee has
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set Thursday, 1 April 2010 as the date by which answers to questions on notice are to be
returned. Under standing order 26, the committee must take all evidence in public session.
Thisincludes answers to questions on notice.

Officers and senators are familiar with the rules of the Senate governing estimates hearings.
If assistance is needed, the secretariat has copies of therules. | particularly draw the attention
of witnesses to an order of the Senate of 13 May 2009 specifying the process by which a
claim of public interest immunity should be raised, and which | now incorporate in Hansard.

The extract read as follows—
Public interest immunity claims
That the Senate—

(8 notes that ministers and officers have continued to refuse to provide information to Senate
committees without properly raising claims of public interest immunity as required by past
resolutions of the Senate;

(b) reaffirms the principles of past resolutions of the Senate by this order, to provide ministers and
officers with guidance as to the proper process for raising public interest immunity claims and to
consolidate those past resol utions of the Senate;

(c) ordersthat the following operate as an order of continuing effect:
@ If:
(8 a Senate committee, or a senator in the course of proceedings of a committee, requests
information or a document from a Commonwealth department or agency; and

(b) an officer of the department or agency to whom the reguest is directed believes that it may not
be in the public interest to disclose the information or document to the committee, the officer
shall state to the committee the ground on which the officer believes that it may not be in the
public interest to disclose the information or document to the committee, and specify the harm
to the public interest that could result from the disclosure of the information or document.

(2) If, after receiving the officer’s statement under paragraph (1), the committee or the senator requests
the officer to refer the question of the disclosure of the information or document to a responsible
minister, the officer shall refer that question to the minister.

(3) If aminister, on areference by an officer under paragraph (2), concludes that it would not be in the
public interest to disclose the information or document to the committee, the minister shall provide
to the committee a statement of the ground for that conclusion, specifying the harm to the public
interest that could result from the disclosure of the information or document.

(4) A minister, in a statement under paragraph (3), shall indicate whether the harm to the public
interest that could result from the disclosure of the information or document to the committee could
result only from the publication of the information or document by the committee, or could result,
equally or in part, from the disclosure of the information or document to the committee as in
camera evidence.

(5) If, after considering a statement by a minister provided under paragraph (3), the committee
concludes that the statement does not sufficiently justify the withholding of the information or
document from the committee, the committee shall report the matter to the Senate.

(6) A decision by acommittee not to report a matter to the Senate under paragraph (5) does not prevent
a senator from raising the matter in the Senate in accordance with other procedures of the Senate.
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(7) A statement that information or a document is not published, or is confidential, or consists of
advice to, or internal deliberations of, government, in the absence of specification of the harm to
the public interest that could result from the disclosure of the information or document, is not a
statement that meets the requirements of paragraph (1) or (4).

(8) If aminister concludes that a statement under paragraph (3) should more appropriately be made by
the head of an agency, by reason of the independence of that agency from ministerial direction or
control, the minister shall inform the committee of that conclusion and the reason for that
conclusion, and shall refer the matter to the head of the agency, who shall then be required to
provide a statement in accordance with paragraph (3).

(Extract, Senate Standing Orders, pp 124-125)

CHAIR—The committee will begin today's proceedings with the consideration of the
Resources, Energy and Tourism portfolio with the tourism issues for the department, and will
then follow the order as set out in the circulated program.

[9.02 am|
Department of Resources, Energy and Tourism

CHAIR—I welcome Minister Wong, representing the Minister for Tourism, and officers of
the department. Minister or officers, would you like to make an opening statement?

Senator Wong—I do not.
Mr Pierce—No. We are happy to take questions.

Senator EGGLESTON—We are in two parts again this time, aren't we? We combined
both parts last time, didn’'t we?

Mr Pierce—Yes. The way | read the timetable, the first half-hour is tourism within the
department and the second half-hour is Tourism Australia.

Senator EGGL ESTON—Is the department undertaking any additional research as a result
of the Sustainable Tourism Cooperative Research Centre losing its funding? Have you found
an aternative source of funds or an alternative body to do research into the industry?

Mr Pierce—You will recall from the last estimates that, with the transfer of Tourism
Research Australia from TA to the department, a tourism research board was established with
me, the chair of TA and representatives from the industry to establish a framework and to
guide the research effort, not just of the department but also of other people who are
undertaking research. We can give some guidance as to what sort of research would be the
most productive to undertake.

In the context of doing an audit or a stocktake of the type of research that is done at the
moment within the industry, universities and the public sector, the sort of work that TRA was
doing is part of that review. The members of the board are trying through that process to
leverage off their past work but also the expertise and the people who were involved and give
them some guidance as to what things are worth while doing and to make sure that that
expertiseis not lost or dissipated into other areas.

That process is ongoing. The audit is being undertaken at the moment. The board is
meeting again next week to receive areport on that. So, whilst | cannot say that all of that will
be retained, | am certainly hopeful that a significant proportion of it will be. Perhaps, more
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importantly, through the board we have a high degree of confidence that the sort of research
that is being undertaken collectively around this sector is of the most value to the sector and
has the highest utility.

Senator EGGLESTON—It is obviously very important that research goes on. | am very
surprised that the Sustainable Tourism Cooperative Research Centre is no longer being
funded. What kind of funding do you have for this new body that you have set up? What kind
of budget do you have?

Mr Pierce—l will ask Jane to answer that specifically, but essentially the resources that
were previously in TA have simply been transferred across to the department. There is not an
increase in the aggregate amount that is available within the public sector, but what 1 am
trying to do through this board is leverage off that with the universities, for instance. | will try
to get a higher amount of research for the funding that comes through this department—
obviously the universities are publicly funded—

Senator EGGL ESTON—So0 these are universities with tourism as a course? They are the
technical universities like Curtinin Perth?

Mr Pierce—Yes, and they have members of staff with an interest in this sector. | think it is
important to indicate to them that that sort of work is still valued—

Senator EGGL ESTON—Indeed.

Mr Pierce—not just by the government but by the industry, perhaps more importantly, and
that their skills can be useful in that direction, so they do not start to get interested in other
areas and wander off.

Senator EGGLESTON—Is the department producing or involved in the production of
state tourism satellite accounts?

Mr Pierce—We fund the production of those accounts and the continuation of them was
certainly the subject of conversation between us and the states.

Senator EGGL ESTON—Were they friendly conversations?

Mr Pierce—Yes. Everyone sees the value of those satéllite accounts and is looking at ways
to be able to continue to produce them. Not just us but also the states are very keen to make
sure that happens.

Senator EGGLESTON—That is very good.

Mr Pierce—If you were to rank different types of statistics and research in priority order, it
would be fair to say that those satellite accounts would be fairly close to the top of the list of
everyone who sits around that table.

Senator EGGLESTON—I would like to ask you about the provision of accurate, timely
and effective policy advice to the minister and the government on tourism related issues. |
refer to page 30 of the department’s 2007-08 annual report, whereit says:

The Department provided an evaluation regarding the impact of the Tourism White Paper in April 2008
to the Australian Government.

| understand that two requests have been made by the shadow minister for this evaluation to
be made available to the shadow minister but neither have been responded to. Why is that so?
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Mr Pierce—We will take that on natice, if you do not mind, so we can get to the bottom of
it for you.

Senator EGGLESTON—Thank you. | understand there is also an audit on notice. Would
you be able to table that as well?

Mr Pierce—An audit on notice?
Senator EGGLESTON—That iswhat | am advised.

Senator Wong—Are you able to give us some clarity around that. An audit document has
been sought?

Senator EGGL ESTON—With respect to the activities of the department, | would gather.

Senator Wong—It is a little hard for us to understand which document you are seeking
with that sort of information.

Senator EGGL ESTON—AII right, | will put that on notice.
Senator Wong—Thank you.

Senator EGGL ESTON—The development of the National Long-Term Tourism Strategy
to provide a strategic framework for engagement with the tourist industry: can you tell us how
much funding will be all ocated for each recommendation in the Long-Term Tourism Strategy?

Ms Madden—You will recall the minister launched the National Long-Term Tourism
Strategy in Western Australia, in Perth, on 15 December. | believe you were there, Senator.

Senator EGGLESTON—Yes, that isright.

Ms Madden—As part of that overarching framework, a number of key working groups
were established to scope and put forward work programs to deliver the achieved outcomes.
Those working groups have been meeting since the release of the strategy. All of them are
scoping the required budget and resources, and meetings will be held in coming weeks to take
that forward in 2010-11 budget context.

Senator EGGL ESTON—So0 you cannot give me specific figures about how much money
will be allocated for each of the recommendations?

Mr Pierce—No, not at this point. You would appreciate that a lot of the work that is going
to be undertaken is not just being undertaken by the Commonwealth. It is a key part of the
process to bind the states and the Commonwealth—

M s Madden—And industry.

Mr Pierce—and industry, of course—so that they work together. There will be work that
we will be undertaking, but we will be doing it in concert with the other two. The process that
Jane referred to is reporting back to the Tourism Ministers' Council in April, and it is really
from that point that decisions about how much funding—not only Commonwesalth funding,
but also resources from the states and in the industry—will sit behind each of those
recommendations.

Senator EGGLESTON—I would now like to turn to the implementation of a national
tourism accreditation framework working with relevant partners to improve the quality of
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tourism products and services. | understand this has not been put into operation yet. Is that the
case?

MsMadden—That is the case. As you know there has been extensive discussion and some
progress on this accreditation framework. It is a key deliverable under one of the work plans
of the National Long-Term Tourism Strategy and will be the subject of discussion at that
forthcoming tourism ministers’ meeting, which the secretary referred to.

Senator EGGLESTON—That was an election commitment of the Rudd government and
two years have now passed. Would the minister like to comment on the commitment of the
government to this program? Two yearsis quite awhile.

Senator Wong—I am sorry, Senator?

Senator EGGLESTON—I am surprised that two years has passed without it being
impl emented.

Mr Pierce—Good progress has been made, particularly in the last couple of months. The
starting position was essentially a lot of different accreditation frameworks across the country
and different parts of the sector that were inconsistent with one ancther. It took a bit of time to
get acceptance of the need for a national accreditation framework. Having got that acceptance,
the work that is going on at the moment is really down to the mechanics of what is going to be
measured, how it is going to be judged. It is going to be voluntary, so we have to convince
people that it is worth the while of each individual business that it is going to help them to be
part of this process. It is really not something that you can sit there and—I suggest it would
not be successfully implemented if you just try to dictate to the industry that this is what is
going to happen. So the time up until now has been about bringing people along. | think that
has been achieved. Now the discussions are around how to do it rather than whether to have it
or not.

Senator Wong—Senator, in your more-than-a-decade in government, was there an
accreditation framework under your government?

Senator EGGL ESTON—Things move on, you see, Senator—
Senator Wong—Yes, we were el ected and we are—

Senator EGGL ESTON—and this is seen as a way of evaluating the industry. We ask the
guestions, as | understand it.

CHAIR—Wel—

Senator Wong—Sorry, Chair.
CHAIR—Please go on, Senator.

Senator ABETZ—She does go on.
CHAIR—Senator Abetz, that is not hel pful.

Senator Wong—The officers have provided an outline of the way in which work has been
progressing in relation to this commitment.

Senator EGGL ESTON—Yes, we accept that, and we do hope that it is put in placein a
fairly short period of time. | would like to ask about improved access by overseas visitors to
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Australian consumer protection. Will the department explain to the committee how access by
oversess visitors to Australian consumer protection has improved over the last financial year?

Ms Madden—There have not been any significant changes to access by international
visitors to consumer protection over the last year. However, | can note that the Treasury is
currently conducting a review into access for consumer protection and we are actively
involved in that.

Senator EGGL ESTON—Isthere a key performance indicator for this?

Ms Madden—The Treasury, as | said, is managing this. We have some supplementary
initiatives that afford consumer protection. | think we have outlined those previously. These
include an online complaint service, which is undertaken by Dr Tucker's area in the
department. We are trying to afford, within the existing framework, the maximum access to
consumer protection for international visitors. Indeed, the accreditation program, which the
secretary outlined, is also part of this effort to lift quality in the industry and afford maximum
protection to visitors, both international and domestic, in the tourism industry.

Senator EGGLESTON—Having an online complaint service is very good. Do you pass
that through to the relevant bodies that are being complained about?

Dr Tucker—The complaints received through the online complaint form are passed
through to the Office of Fair Trading in the relevant jurisdiction for their action. We, in
collaboration with them, monitor the progress with particular complaints that might be made.
The other information, the other resource we provide for tourists, is information about their
consumer rights in Australia. Firstly, we publish material on the web and in hard copy for
tourists so that they understand what their rights are. Secondly, we provide information to the
tourism industry, the tourism operators, about their obligations under consumer protection
laws.

Senator EGGLESTON—That is very good. Now | would like to ask you about the
TQUAL Grants program and other tourism related programs, as required. For each of the
grant recipients under the Australian Tourism Devel opment Program and the TQUAL Grants
program, will the department table a list of which grant recipients the minister visited from 1
January 2008 to 31 December 2009. Could you do that for us?

M s M adden—Subject to the minister’s agreement.
Mr Pierce—We will have to take that on notice.

Senator EGGLESTON—Yes, it has to be on notice because you need to do a little bit of
research there. | would like to ask you about policy initiatives to support Indigenous tourism
and engagement with relevant partners to support | ndigenous tourism devel opment in sel ected
regions. Again, can the department table a list of what policy initiatives have been devel oped
to support | ndigenous tourism devel opment?

Mr Pierce—We can certainly take that on notice. | note that one of the working groups
under the National Long-Term Tourism Strategy has been given a brief to cover that area
specifically. Soitisan area of particular focus.

Senator EGGLESTON—Yes, it is a very important area because there is great scope for
Indigenous tourism, especially in the north of Australia.
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Mr Pierce—That is one of our differentiating factors of it, | would suggest.

Senator EGGLESTON—I understand that. | would now like to ask you about
engagement with key stakeholders to ensure that tourism interests are taken into account in
the broader context of government policy development and implementation, including in
relation to labour and skills and regulatory issues that impact tourism. | have a copy of a letter
from the Queensland Tourism Industry Council which expresses concern about the impact of
the government’s modern awards system on the tourism and hospitality industry. In the letter
the council proposes that the process of rationalisation of existing tourism and hospitality
awards does not recognise the diversity of the tourism and hospitality industry, will
significantly increase labour costs and will also act as a disincentive for tourism and
hospitality businesses to employ and retain staff. It raises concerns about how the modern
awards will increase labour costs. It says that this could result in decreased visitor services
because of staff shortages and that the loss of flexibility in working arrangements will not
only threaten employers’ capacity to create and retain jobs in the industry but will also
disadvantage those workers who seek the currently flexible employment opportunities that the
tourism and hospitality industry is able to offer. The council does point out that this is an
industry which is grossing something like $70 billion a year, which is 6.5 per cent of
Australia’'stotal GDP. It is an important industry. | wonder whether the minister would like to
comment on the application of the awards to the tourism industry.

Senator Wong—I suspect that that should probably be a question directed to the
department of employment, education and workplace relations or the Department of
Education, Employment and Workplace Rélations—I often get the two ‘Es' mixed up. |
realise that members of the opposition would still like to implement Work Choices and dislike
the fact that the government has implemented its election commitment—Senator Abetz, |
know, is particularly amongst those—but we have, and we will. If you have questions—

Senator Abetz interjecting—

CHAIR—Can we allow the minister to finish.

Senator ABETZ—It was a most gratuitous offence.

CHAIR—Minister.

Senator Wong—Thank you, Chair. If you have questions about the government’'s

industrial relations framework, they should probably be addressed to the appropriate
department, Senator.

Senator EGGLESTON—I take that point, but if this industrial relations system has a
particular impact on this industry then | would have thought that the industry spokesman
might have had some thoughts about it.

Senator Wong—The government’s position on industrial relations is perfectly clear and
was made very clear at the last election. If the officers have something to add about what
engagement the portfolio has had with DEEWR on thisissue, | am happy for them to do so.

Senator EGGLESTON—Thank you, Minister. If they would like to, that would be
appreciated.
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Ms Madden—As the senator noted, the employment standards in modern awards fall
within the portfolio of DEEWR, but we do have a very active dialogue with that department.
We are monitoring the effects of modern awards on the tourism sector. We have | ot of contact
with stakeholders, as you noted, such as industry groups, including the Queensland Tourism
Industry Council. In fact, Senator, the labour and skills issues to which your question relates
are also part of the working groups set up under the government’s National Long Term
Tourism Strategy. We can table the work program that is occurring under labour and skills in
this public document, which is the work program supporting the National Long Term Tourism
Strategy, which was released publicly by Minister Ferguson in December. That clearly
outlines the types of issues that we are seeking to address that have been brought forward for
the tourism sector by industry and other stakeholders that we are talking with DEEWR and
others about.

Senator EGGL ESTON—Thank you very much.

Senator PRATT—ASs | understand it, the tourism industry in Australia is worth about $40
billion. Isthat right?

MsMadden—That is correct.
Mr Pierce—It isabit over that, yes.

Senator PRATT—Can you tell me where tourism sitsin relation to the service industry as
awhole, interms of its significance to Australia?

Ms Madden—Yes. According to the ABS ‘tourism satellite’, services in tourism account
for over 10 per cent of Australia’s services exports. They actually account for a 3.6 per cent
share of the total economy. So it is a leading export industry and a leading part of the
economy. We have other data that we can also provide in terms of employment, gross value-
added figures and others statistics, if you wish.

Senator PRATT—Yes. As | understand it, tourism currently directly employs about half a
million people. But | wanted to ask how our tourism workforce is going—what the key
challenges and risks are going into the future and what the government is doing to address
those.

Mr Pierce—I will let Jane talk about how we are addressing that through the National
Long Term Tourism Strategy.

Ms Madden—You are correct, Senator, in saying that about half a million people are
directly employed in the industry. The indirect impact of tourism on the employment market
is even greater. Given that it is also a highly labour-intensive industry, we have been actively
involved, as | mentioned earlier, in discussions with the Department of Education,
Employment and Workplace Relations on the whole training and skills agenda. That is an
important element of the government’s National Long Term Tourism Strategy, with some key
outcomes that we are required to report to ministers on over the next few years so that we can
ensure that the needs of skilling and employing such a large proportion of the Australian
population are effectively met.

Senator PRATT—AnNd what are the key challenges in that task, as far as finding the
workforce that the industry needs?
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MsMadden—Let mejust outline afew.

Mr Pierce—I think it would be true to say, Senator, from the viewpoint of the industry one
of the constant themes coming through to us goes to the skill levels within the industry. | think
the industry has an image of having a low-skilled workforce. There are certainly forms of
employment within the sector that are at the lower skill end, but the demand, if you like—
what people are asking for, and where there is a sense of undersupply—is in that high-skilled
part of the sector. Hence the focus of the working groups and some of the things that Jane has
been involved in across other agencies.

Ms Madden—The industry skills council Service Skills Australia released last year a
tourism and hospitality workforce development strategy and, as the secretary outlined, skills
were one of the key challenges. Other challenges—and we are happy to table this report if
you would like—included workforce planning. For example, what if there are gaps,
particularly given that tourism is the magjor employer in rural and regional Australia
Recruitment and retention were also another challenge. So we have a range of initiatives and
work underway in this national, long-term strategy working group to try and better address
these challenges moving forward.

Senator PRATT—I would assume that different regions around Australia have dightly
different needs as far as the kinds of skills they are looking for. How is the government
balancing that out in its strategy?

Ms Madden—Your assumption is definitely correct. It is awork in progress, | think. But
we would be happy, as | said, to table the report by the industry skills council, which is a key
input, and that outlines some specific regional and subregional initiatives that will be
important if we are to encompass all aspects of the challenges.

Senator PRAT T—OKkKay. Thank you.
CHAIR—We have reached 9.30 am, but | understand Senator Abetz has a quick question.

Senator ABETZ—Yes, quite brief. There are two tourism grants that | have canvassed at
previous estimates. The first one was to the Apex Club in Tasmania. | understand that has now
been resolved to the satisfaction of both parties. Can you confirm that that is the case?

Mr Pierce—Yes, Senator.

Senator ABETZ—Thank you. Was it resolved with a financial contribution to the Apex
Club?

Mr Pierce—Interms of thefinal settlement—isthat what you are after?
Senator ABETZ—Yes.

Mr Pierce—When we settled it, the club returned an outstanding amount from a grant that
was provided earlier which was a bit over $13,000.

Senator ABETZ—Do you want to add to that, Ms Madden?

Ms Madden—I can just add that the club did return the majority of the grant funds and
then, as you say, there were some negotiations regarding retaining a portion of the claimed
project expenditure.
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Senator ABETZ—Areyou ableto tell us how much they were allowed to retain?

Ms Madden—Yes. It was $33,745 plus $5,302.50 in relation to the administration of the
project.

Senator ABETZ—It was the $5,300 figure that was really the sticking point, wasn't it?
M s M adden—It was the balance of funds that was—

Senator ABETZ—That's right; they were not repaying the balance of funds until there
was some agreement in relation to a small or modest contribution for their activities.

M s M adden—Yes, and that balance was $33,745—
Senator ABETZ—That was the total—
M s M adden—plus an additional $5,000.

Senator ABETZ—Yes. Can you tell us the total legal costs that have been incurred in this
matter?

Ms Madden—Yes, | can. The final legal cost—and the legal adviser is here—for the full
recovery of grant funds was $30,152.10, and that was—

Senator ABETZ—$30,000 was spent arguing with a volunteer community organisation
about whether they might be allowed to withhold a few thousand dollars in recognition of
their volunteer activities?

Ms Madden—The amount outstanding, as noted, was a considerable proportion:
$250,000. We acted at al times in accordance with the Commonwealth legal guidelines.
These were followed to the letter in relation to recovery of unspent funds.

Senator ABETZ—If not the spirit. How does that make sense? What commercial entity
would have spent $30,000 on action against a volunteer community organisation when the
actual dispute, the real dispute, was only about how much money they would be allowed to
retain for their volunteer activities? And it appears that that has been resolved at around the
$5,000 figure. So we spent six times that amount and we could have resolved it without
causing pain to the organisation and the volunteers.

Ms M adden—As we have noted previously, we were keen to settle this matter as soon as
possible, and both parties have reached an amicable settlement, so—

Senator ABETZ—We know all that.
M s Madden—we are very happy that that has taken place.

Senator ABETZ—Yes, we know all that, but this settlement has cost the Australian
taxpayer an extra $30,000, whereas had a common sense approach been taken earlier one and
recognition had been given to the club for its activities, the Australian taxpayer would have
been better off and the matter would have been resolved earlier.

Senator Wong—You have managed to put a whole range of assertions on the Hansard. |
am not sure whether officers want to add anything, but this was in reation to a funding
commitment announced by the coalition in 2001. It was a quarter of a million dollars—
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Senator ABETZ—Chair, with respect, we know all this. This has all been canvassed at
previous estimates, and it is a winding down of the clock. It isirrelevant to the question.

CHAIR—Senator Abetz, you asked quite a long question that contained a number of
aspects. | think the minister is entitled to answer.

Senator Wong—Through you, Chair, the senator made a range of assertions and | would
like to place on record some of the facts. A quarter of a million dollars —

Senator ABETZ—On a point of order, Chair: | did not make any assertions about when
the grant was made.

CHAIR—Senator Abetz, | am quite happy to continue this discussion for as long as
possible, but | will point out that we are at the end of the time for the department and the
minister is till to complete her answer. Then we can move on.

Senator Wong—I| simply make the point that this concerns a coalition eection
commitment made in 2001 providing—

Senator ABETZ—Yes, we know that.

Senator Wong—Are you intending to interrupt me the entire morning, Senator?
Senator IAN MACDONALD—Oh, get on withiit.

Senator ABETZ—It all depends how useless your answers are.

Senator WONG—Oh, Senator Macdonald is here, whose only contribution to estimates
generally isto elevate the level of rudenessin the room.

Senator IAN MACDONAL D—Minister, you are so pathetic—you should take a |esson
from some other useless—

CHAIR—Order! Interjections will finish. We will continue with the minister’s answer and
then we will get onto the next part of the department of tourism. Minister, can you complete
your answer. Discussion on either side of me will cease.

Senator Wong—This was a project announced by the coalition in 2001 for a quarter of a
million dollars. It was in 2008 that the department advised the club of this decision to
terminate the contract. This is a significant amount of money in terms of talking about
taxpayers' funds. The majority of the funds were returned—3$225,743.22—and there was an
issue as | understand it from the officers in relation to claimed project expenditure and
administration which has now been resolved. The advice we have is that at all times the
department acted in accordance with Commonwealth legal guiddines.

Senator ABETZ—That adds absolutel y nothing more to what has already been provided.

CHAIR—Do you have a further question, Senator Abetz?

Senator ABETZ—I do. Can we be told how much money has been spent on legal costsin
relation to Willow Court to date? | understand that matter has not been resolved.

Ms Madden—I am happy to advise that that one has also been resolved.
Senator ABETZ—Good. When was that resol ved?
M s Madden—Just in December.
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Senator ABETZ—Do you have a date for that?
M s Madden—It was just before Christmas—
Senator ABETZ—Take it on notice—nothing turns on it. How much were the legal costs?

Ms Madden—Total legal costs to the end of January did total $70,576.77. That was with
regard to the recovery of remaining grant funds of $475,000. There have been extensive
negotiations, as you know, and we have reached a settlement of mutual agreement.

Senator ABETZ—And that was with the Derwent Valley Council ?
MsMadden—That is correct.

Senator ABETZ—Is Valley Vision involving that at al, or just the Derwent Valley
Council? They were the auspicing organisation or whatever it is called?

Ms Madden—The funding was to the Derwent Valley Council, that is correct, for the
Willow Court project.

CHAIR—Thank you to the Tourism section of the Department of Resources, Energy and
Tourism. | now ask Tourism Australia to cometo the table.

[9.39 am]
Tourism Australia

Senator EGGLESTON—Will Tourism Australia or the minister at the table, even on
notice, explain the circumstances around why the deputy chair, Mr Andrew Burns, left the
board, and did he leave voluntarily?

Mr Pierce—So you have asked for that on notice, Senator?

Senator EGGLESTON—NOo, | would rather have an answer now. If you could provide us
with an answer now | would appreciateit.

Mr Pierce—l am not in a position to answer that, | am afraid, at the moment. | am
perfectly happy to take it on notice and provideit to you.

Senator EGGLESTON—This question is about the recruitment and training of travel
agents through the Aussie Specialist Program. How many travel agents have been recruited
under this program?

Mr M cEvoy—We have around 25,000 Aussie specialists globally.

Senator EGGLESTON—That isalot.

Mr M cEvoy—Iltis.

Senator EGGL ESTON—How many have completed training under this program?

Mr McEvoy—I think that is the number of people who have completed training. It is an
ongoing program; they do various modules and get better and better. It isa great program.

Senator EGGLESTON—It sounds like it, if you have 25,000 graduates from it.
Regarding the rephasing of the $9 million Tourism Australia funding from the 2009-10 to
2010-11 budget, what will this funding be used for in 2009-10? Will it be for a domestic
campaign, an international campaign or both?
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Mr McEvoy—It is mainly focused on short- to medium-haul markets. The $9 million
brought forward by the government has been added to by $11 million of industry money, so
there is a total of $20 million. There are about 62 campaigns, predominantly into what we
could cal short-haul markets, like New Zealand and Asia—China, India, Singapore,
Indonesia et cetera. So it is terrific stuff. The industry has really come to the party. it is like
pouring some water on what they are calling the green shoots of recovery. It is about tactical
marketing to get peopleto travel from shorter haul markets in the shorter term.

Senator EGGLESTON—Regarding the rephasing of the $9 million Tourism Australia
funding from 2010-11 to 2009-10, what will Tourism Australia not do in 2010-11 that it would
have ordinarily done with that money? In other words, where have the cuts been?

Mr McEvoy—What the money has done is brought forward activity. As | said, with $11
million from the private sector, it has been a good time to invest the money. We think we will
also get some gainsin terms of foreign exchange next year and perhaps be able to buy a little
bit better also, so we will manage that through our normal process. But it was a good example
of how the private sector is willing to work with us, so we are quite confident we will run a
normal range of programsin 2010-11.

Senator EGGLESTON—Thank you. What is Tourism Australia’s total annual domestic
spending?

Mr McEvoy—It is $8.4 million. Just to add to that, there are a lot of programs we run
nationally and globally that would add value to that, but that is the specific domestic spend.

Senator EGGL ESTON—Can you confirm that, as a result of the rephasing of the 2010-11
government appropriation, this will be the lowest appropriation since the Australian
government tourism white paper of 2003—the smallest amount since 20037

Senator Wong—Senator, to which appropriation are you referring? Is this given the bring-
forward—isthat the assertion?

Mr M cEvoy—I beg your pardon?

Senator Wong—Are you relating this to the bring-forward? | was not clear from your
question.

Senator EGGLESTON—I do not know that | am, necessarily, but | am talking about a
total government appropriation to the industry, which is apparently the lowest since the
government’s tourism white paper in 2003. So it would seem the total amount going to
tourism under this government is the lowest since 2003. Is that something you can confirm?

Mr Pierce—Senator, | am happy to take on notice the actual numbers back to 2003. Prior
to this bring-forward, at least in the last couple of years, | suppose the impression | had was
that the total amount of funding going to TA was being held relatively constant. As to how
that relates to the situation in 2003, | would have to dig out some numbers for you.

Senator EGGL ESTON—Perhaps you could provide all the figures for us on notice so that
we can really see what the status of funding for tourism—

Senator Wong—Which figures?
Senator EGGL ESTON—The bring-forward and the total appropriation for tourism.

ECONOMICS



E 16 Senate Thursday, 11 February 2010

Senator Wong—Well, that is all in the budget papers, but | am sure we can do that.
Senator EGGL ESTON—If you would be kind enough.
Senator Wong—We will see what we can do, Senator.

Senator EGGLESTON—Thank you. International tourism seems to have dropped
somewhat, | am told. | wonder if you could tell us how the figures from China, Japan and
India are going.

Mr McEvoy—The figures from China and India certainly grew again last year. Japan has
been a difficult market for us. They have had a fairly flat economy. The yen has not been so
strong against our dollar, and we had the added problem last year of HIN1. Our Japanese
market is a great market for Australia but, when those things come up, they tend to stay at
home a bit more and not travel. So it was a tough year in terms of Japan, but the figures for
both India and China grew last year. The ABS numbers just came out to December last year,
and Australia was reasonably flat overall, which was actually regarded by the industry as a
fairly good effort. The global forecasts were for a four per cent decline in tourism movement
around the world, and Australia held its own and had no decline at all. So our inbound
numbers—while we would al like to see growth, and we believe we will see growth in
2010—have held up quite well. Interesting, to give you the specific numbers, overall growth
was eight per cent last year, delivering some 124,000 passengers.

In fact, in the month of December, the figures from India grew by 15 per cent. So we know
there are some issues there, but so far the people are still travelling, which is terrific. The
figures for China grew last year by three per cent to over 356,000 visitors—certainly not the
higher levels of growth we had in previous years but still terrific growth in a tough year.
Japan, as you said, had a very difficult year; the figures had dropped about six per cent in
December. But, overall, the value of the money spent by the Japanese has remained fairly
level—there was a drop of one per cent—so they are till terrific, high-spending, high-
yielding visitors for our country.

Senator EGGLESTON—Tel me your numbers for outgoing internationals. Can we
identify outgoing holidaymakers as against business travellers and so on?

Mr M cEvoy—Are you talking about Australians going out?
Senator EGGLESTON—Yes.

Mr McEvoy—There has definitely been growth in Australians travelling overseas, with
our strong dollar and alot of low-cost carriage in new airlines. | would have to take on notice
the specifics about the leisure element of that. | believe outbound growth is eight per cent year
on year, generaly, but that would include all sectors: employment, education, business et
cetera. If you wanted me to give you the specific leisure number, we could get that.

Senator EGGL ESTON—If you could do it on notice | would be grateful. Thank you.

Senator IAN MACDONAL D—Mr McEvoy, | found out from environment estimates that
the environment management charge which funds GBRMPA and is taken from tourist travel
to the Great Barrier Reef, the Whitsundays and Cairns, is about steady with this time last
year—Ilast year it was disastrously low but it has not got worse. | appreciate there is concern
at government level—as there certainly is in Cairns and to a lesser extent in the
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Whitsundays—about the huge fall-off in tourism traffic. Can | ask—and | apologise for my
parochialism—what are Tourism Australia specifically doing to encourage people into Cairns
and Port Douglas, which as you know, are very dependent on tourism.

Mr McEvoy—It is agood question, Senator. Tourism Australia promote the whole country
but North Queensland is definition a very important part of our tourism offering, with two
World Heritage listed environments up there that are phenomenally popular with visitors. We
have worked really hard with the people of North Queensland and also Tourism Queensland.
For example, with the $9 million brought forward, matched by $11 million of industry money,
alot of effort is going into North Queensland, including a lot of charter services out of China.
So thereis alot more stimulation of direct services out of China through charters, through the
Chinese New Year period.

I will give you some numbers, if you like. About 870,000 of the $9 million that was
brought forward has been specifically allocated for consumer marketing for tropical North
Queendand. Of course, the industry is matching that. About $280,000 of that was invested in
support for those charters. There are probably going to be about 18 charters out of China
alone, which will bring an extra 5,300 seats out of China. So there is a lot of short-term
tactical effort. Talking to the operators up there, to Rob Jason, who runs Tourism North
Queendand, the domestic market has been pretty good for them. They believe the inbound
business is coming back. If you want me to go on, there are a lot of other programs that we
have done.

Senator IAN MACDONAL D—Because timeis short, would you mind just dropping me a
brief note on the other programs.

Mr M cEvoy—Sure.

Senator IAN MACDONALD—You mentioned some figures coming in from China. |
forget what period you said that was for. Could you just give me some statistics on what is
coming in from China.

Mr M cEvoy—Sure. For North Queensland generally?
Senator IAN MACDONALD—Yes. The Whitsundays and Cairns.

Senator Wong—Can | just check something, Senator. | assume dropping a brief note
means providing the answer on notice?

Senator IAN MACDONALD—Yes, but just dot points on the figures. Just give me the
bare facts. There are just two other quick matters. Singapore is a significant market with a
very wealthy population looking to travel. Can you, either now or on natice, tell me what
emphasis thereis on it and what details are going into the Singapore market?

Mr McEvoy—I will take that now, if that is okay. Singapore is an essential market for
Australia. It has been a terrific performer for Australia in recent times. In the year ending
December—that is, the last calendar year—we had five per cent growth out of Singapore. In
the month ending December we had seven per cent growth, so it is going well. Really
importantly, going to your point about the high spending, the value of the market grew also.
So it is a terrific market. It generates just under $1 billion worth of tourism expenditure for
Australia. We have a great office up there. You have perhaps met Brent Anderson, our guy up
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there. The other big part of Singapore is our strategic relationship with Singapore Airlines.
That is one of the great many carriers that come into our country. So we would concur that
thereisalot of activity up there. We have seen terrific growth in the last year.

Senator IAN MACDONALD—Is much of that going to the Whitsundays or Far North
Queendand, bearing in mind that Singapore, whilst a lovely country, does not have much in
the way of beaches, coral reefs and rainforest—although there are a few across the strait.

Mr McEvoy—Yes. The Singaporeans know Australia well. A lot of them have been often
before. There is a good repeat visitation rate. They are what we call mono-destination
travellers; they go to places they really enjoy. | would have to check the amount that are
heading to the Whitsundays and to North Queensland. But they do love our country, disperse
reasonably well in our country and come back again and again. So they are good visitors.

Senator IAN MACDONALD—Finally from me, there is a road that goes, effectivey,
from Cairns and Townsville to Perth—from Winton to Laverton—called the Outback Way. It
goes right across the centre of Australia. | have been told that the outback highway council
have done one of those very detailed maps and have combined with Hertz or Avis to do a
program, marketed mainly into Germany, where you hire a car in Perth and drive across to
Cairns and stop on the way at any number of magnificent natural sites. It is a two-week thing,
| understand. Are you aware of that? Are you hel ping with that? Do you have any stats on that
or any projected spending assistance for that program?

Mr McEvoy—I| am not specifically aware of it, but | would agree that the German
travellers and Europeans generally love our open spaces and our outback. | know that a lot of
work is done particularly in Germany but also in Switzerland, Austria and Scandinavia on that
type of trip. | know that South Australia and the Northern Territory have one called the
Explorer’s Way, up through the middle from Adelaide to Darwin, or from Kangaroo Island to
the Tiwi Idlands. Our marketers in those markets would work with the wholesalers to put self-
driveitineraries together for those people. But | do not have the specificsin front of me.

Senator IAN MACDONALD—On notice again, could | just alert you to that. Could you
get your people tolook at it to seeif you areinvolved and, if you are nat, if you could be and
how you might be able to help in what is a very significant market, not just for tourism but for
a lot of the Indigenous communities on the way. It is likely to be their lifeblood into the
future.

Mr M cEvoy—Absolutely.

Senator EGGLESTON—Could | ask that the audit of research that the department
referred to be tabled or provided on notice.

Mr Pierce—I cannot see why not, but let me check. Of course you understand that the
audit has not been completed as yet and it would be our intention, as | said, to do so through
this research board when we have done that. The purpose is to identify where there are
research gaps and what we should be doing going forward. As for the audit going to the
board, with the way | am chairing this board | would expect that members of the industry who
are on that board would share that information with the organisations that they represent,
hence | cannot see a reason why it should not be tabled because it will be out there in the
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industry. Allow me to qualify that by saying | would obviously need to check with the
minister, but | cannot see a reason why it would not be.

Senator EGGLESTON—I understand that, but if you can that would be appreciated. The
last thing | would say is there is another road from Alice Springs to the Kimberley, called the
Tanami Road. | think the Tanami Road should be upgraded. It is a major tourist connection.

Senator Abetz interjecting—
Mr Pierce—The quality of theroad is part of the adventure.

Senator IAN MACDONALD—Senator Abetz wants to add the Launceston to Hobart
road as an outback way.

Senator ABETZ—We could makeit a dual carriageway.
Senator EGGL ESTON—You could call it the Cheese Highway.

CHAIR—While we are being parochial | will ask this of Mr McEvoy, who understands
South Australia very well. There is a perception in South Australia that the state misses out on
alot of the international visitations. | just want to check if that is so and if there is anything
being done to address that.

Mr McEvoy—South Australia gets just under eight per cent of total inbound visitations. It
does very well out of the UK and Europe. Almost one in four Germans visit South Australia.
The French are a big market, so are the Italians. There are places like Kangaroo Island and the
Flinders Ranges. This was all set up to do a sdll job on South Australial No, it is a terrific
place. Probably the issue for South Australia is really the number of nights in the yield. It
could do better. It is getting about eight per cent of the business but probably under five per
cent of the actual nights and dollars. That isreally the thing, and that is probably a longer term
infrastructure thing for the state. But they are really investing in a lot of new infrastructure—
places like Southern Ocean Lodge on Kangaroo Island, the new Port Lincoln Hotel. Yes, | do
know South Australiawell. It isaterrific part of the great Australian journey.

CHAIR—In terms of improving infrastructure, are there any state or federal government
programs to specifically address that?
Mr Pierce—Firstly, the infrastructure part of the stimulus package included an

infrastructure component that | think is seen as supporting the tourism sector. The specifics of
that in relation to South Australia | do not have here, | am afraid. We could ook at that.

CHAIR—I am happy for you to take that on notice, if youwould like.

Senator IAN MACDONALD—Mr Pierce, could you extend that to where all of the
stimulus package money on tourism has been spent, not just South Australia but across
Australia?

Mr Pierce—It is about infrastructure which we are saying has a relationship with
tourism—and peopl e referred to roads before, for instance. We are quite happy to see what we
can find, but | think it is more appropriate for that to be a question to the infrastructure
department, who will have the total amount available. But | can go and look for it.

Senator IAN MACDONALD—AII | am saying is what you are doing for South Australia
you can do for other states as well.

ECONOMICS



E 20 Senate Thursday, 11 February 2010

Mr Pierce—We will see what we can do for you.
Senator IAN M ACDONALD—Thank you very much.

Senator RONAL DSON—Madam Chair, | will have some questions on notice which | will
put to Mr McEvoy.
CHAIR—As there is nothing further, | would like to thank the Department of Resources,

Energy and Tourism and, in particular for this morning's evidence, its tourism section. Thank
you for coming in. | thank the minister too. We will now move on to the Treasury portfolio.
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[10.00 am]
TREASURY PORTFOLIO
In Attendance
Senator the Hon.Nick Sherry, Assistant Treasurer

Department of the Treasury
Dr Ken Henry, Secretary
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Mr Paul McCullough, General Manager, Business Tax Division
Mr Michael Willcock, General Manager, Personal and Retirement Income Division
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ECONOMICS



Thursday, 11 February 2010 Senate E23

Mr Peter Harper, Deputy Australian Statistician, Population, Labour, Industry and Envi-
ronment Statistics Group
Mr Trevor Sutton, Deputy Australian Statistician, Social Statistics Group
Ms Gillian Nicall, Assistant Statistician, Office of the Statistician
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Mr Brian Cassidy, Chief Executive Officer
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Mr Andrew Johnson, Head of Compliance and Reporting
Mr Pat Raccosta, Chief Finance Officer
Australian Prudential Regulation Authority
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Australian Taxation Office
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Australian Securities and I nvestment Commission

Mr Tony D’ Aloisio, Chairman

Mr Greg Medcraft, Commissioner

Mr Michagl Dwyer, Commissioner

Mr Justin Owen, Manager, Government Relations

Ms Kate Harvey, Senior Executive Specialist, Communications

Mr Barton Hoyle, Research Adviser to the Commissioner
Productivity Commission

Mr Gary Bank AO, Chairman

Mr Bernie Wonder, Head of Office

Ms Lisa Gropp, Principal Adviser, Research

Mr Terry O’ Brien, First Assistant Commissioner

CHAIR—I declare open this consideration of the Treasury portfolio by this public hearing
of the Senate Economics Legislation Committee. The Senate has referred to the committee
particulars of proposed expenditure for 2009-10 and related documents for the Innovation,
Industry, Science and Research, the Resources, Energy and Tourism, and the Treasury
portfolios. The committee has set Thursday, 1 April 2010 as the date by which answers to
guestions on notice are to be returned. Under standing order 26, the committee must take all
evidence in public session. Thisincludes answers to questions on notice.

Officers and senators are familiar with the rules of the Senate governing estimates hearings.

If assistance is needed, the secretariat has copies of therules. | particularly draw the attention

of witnesses to an order of the Senate of 13 May 2009 specifying the process by which a

claim of public interest immunity should be raised, and which | now again incorporate in

Hansard.

The extract read as follows—

Public interest immunity claims

That the Senate—

(a) notes that ministers and officers have continued to refuse to provide information to Senate
committees without properly raising claims of public interest immunity as required by past
resol utions of the Senate;

(b) reaffirms the principles of past resolutions of the Senate by this order, to provide ministers and
officers with guidance as to the proper process for raising public interest immunity claims and to
consolidate those past resol utions of the Senate;

(c) ordersthat the following operate as an order of continuing effect:

@ If:

(8 a Senate committee, or a senator in the course of proceedings of a committee, requests
information or a document from a Commonwealth department or agency; and

(b) an officer of the department or agency to whom the reguest is directed believes that it may not
be in the public interest to disclose the information or document to the committee, the officer
shall state to the committee the ground on which the officer believes that it may not be in the
public interest to disclose the information or document to the committee, and specify the harm
to the public interest that could result from the disclosure of the information or document.
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(2) If, after receiving the officer’s statement under paragraph (1), the committee or the senator requests
the officer to refer the question of the disclosure of the information or document to a responsible
minister, the officer shall refer that question to the minister.

(3) If aminister, on areference by an officer under paragraph (2), concludes that it would not be in the
public interest to disclose the information or document to the committee, the minister shall provide
to the committee a statement of the ground for that conclusion, specifying the harm to the public
interest that could result from the disclosure of the information or document.

(4) A minister, in a statement under paragraph (3), shall indicate whether the harm to the public
interest that could result from the disclosure of the information or document to the committee could
result only from the publication of the information or document by the committee, or could result,
equally or in part, from the disclosure of the information or document to the committee as in
camera evidence.

(5) If, after considering a statement by a minister provided under paragraph (3), the committee
concludes that the statement does not sufficiently justify the withholding of the information or
document from the committee, the committee shall report the matter to the Senate.

(6) A decision by acommittee not to report a matter to the Senate under paragraph (5) does not prevent
a senator from raising the matter in the Senate in accordance with other procedures of the Senate.

(7) A statement that information or a document is not published, or is confidential, or consists of
advice to, or internal deliberations of, government, in the absence of specification of the harm to
the public interest that could result from the disclosure of the information or document, is not a
statement that meets the requirements of paragraph (1) or (4).

(8) If aminister concludes that a statement under paragraph (3) should more appropriately be made by
the head of an agency, by reason of the independence of that agency from ministerial direction or
control, the minister shall inform the committee of that conclusion and the reason for that
conclusion, and shall refer the matter to the head of the agency, who shall then be required to
provide a statement in accordance with paragraph (3).

(Extract, Senate Standing Orders, pp 124-125)

CHAIR—The committee will begin consideration of the Treasury portfolio with the
Macroeconomc Group of the department and will then follow the order as set out in the
circulated program. Treasury has requested that questions about the Intergenerational report,
which covers several groups, be asked during the Fiscal Group evidence, which is on later
today.

[10.04 am]

CHAIR—I welcome Senator Sherry, representing the Treasurer, and officers of the
department. Minister or officers, would you like to make an opening statement?

Senator Sherry—I do not, Chair.

CHAIR—Dr Henry?

Dr Henry—No, Chair.

CHAIR—We will go straight to questions. | believe Senator Joyce has some.

Senator JOY CE—You would be aware of the comments the other day by Glenn Stevens
from the RBA talking about the trade-off between spending and interest rates?

Dr Henry—Yes, indeed. | was there.
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Senator JOY CE—Mr Swan stated that these comments were directed at other countries
and not ours. Do you think that is the case?

Dr Henry—I am aware of a sentence in the speech that is a caution really from the
governor to readers and listeners that the content of the speech is not to be taken as reflecting
in any way on current circumstances in Australia.

Senator JOY CE—Would you say the general summary of the speech is that, if you keep
spending and racking up debt, you are going to put upward pressure on interest rates?

Dr Henry—The speech covers 50 years of learnings from monetary policy and there are
quite a number of messages in the speech. | would not have thought that the material that
relates to the interaction between monetary and fiscal policy is among the most significant
messages in the speech. But my understanding of what the governor was saying in that part of
the speech is that, in the quite recent circumstances globally in several parts of the world,
fiscal policy and monetary policy were acting together to achieve a common objective, and
that the fiscal stimulus in various countries will be withdrawn at different rates in different
countries. In some countries fiscal policy might be withdrawn at a quite rapid rate and in
those countries that could have negative consequences for growth. | think he then saysin the
speech that in those circumstances, were growth to slow, monetary policy would be more
accommodative than it otherwise would be. That is what | took from the speech in respect of
the connection between fiscal policy settings and monetary policy settings.

Senator JOYCE—Is it a fair statement that, if we keep borrowing money and our debt
keeps getting larger, we would be putting upward pressure on interest rates?

Dr Henry—No disrespect, Senator, but that is a gross oversimplification of economic
understanding of these matters. To illustrate, you will recall that during the early years of this
decade, as debt was being repaid, interest rates were steadily climbing. So | think we should
be careful not to rush into simplistic relationships between levels of debt and interest rates. In
Australia since the early to mid-1990s—it is not necessarily true in other countries—it has
been the case that, as government debt has been repaid, interest rates have increased, not
fallen. That is not altogether surprising because governments have an enhanced ability to
repay debt as their fiscal positions improve, which is fairly obvious, and their fiscal
circumstances improve as the economy strengthens, which is also fairly obvious. As the
economy strengthens, other things being equal, there is increasing upward pressure on prices
and monetary policy responds to that. Soit is not terribly surprising that we should see, as you
would see if you were to have a look at the data, that since the early to mid-1990s the
repayment of debt has actually been associated with increasing interest rates.

Senator JOY CE—What do you predict the current deficit to be? | know that there have
been statements about it being reduced. What do you think it is going to be reduced by?

Dr Henry—The most recent publicly available figures are of course set out in the Mid-
Year Economic and Fiscal Outlook—

Senator JOY CE—$57.7 hillion

Dr Henry—As | understand it, the government has no intention to publish revised
forecasts in advance of the May budget.
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Senator JOYCE—So that deficit figure remains current and is the latest and most
appropriate figure which has been put forward?

Dr Henry—Certainly it is the most current figure publicly available.
Senator JOY CE—Are there any other figures?

Dr Henry—We are, of course, as advisers to the government, advising the government on
a frequent basis about the emerging economic and fiscal position. This is something we do as
a matter of course particularly intensively between mid-year economic and fiscal outlooks,
usually around the end of each calendar year and the budget these days is usually brought
down in the second week of May.

Senator JOY CE—Do you have any information before you which says that the deficit
will be lower?

Dr Henry—I have no information that | able to share publicly on the matter.

Senator JOY CE—But there is information in the public arena to suggest that it is. Where
would that information have come from?

Dr Henry—As | understand it, the information to which you are referring is backward-
looking information. It relates to revenue callections and, more particularly, outlays in the
present budget year to date. Much of the commentary | have read in recent times speculating
on what the budget might look like in the present year and in future years is just that—
speculation. It seems to be based on those backward-1ooking collections numbers with respect
to revenue and backward-looking numbers with respect to outlays.

Senator JOY CE—When we look backward through previous MY EFO documents, which
| have been trawling through, in year 2007-08 the forward projections for 2009-10 were an
underlying cash balance positive surplus of $17.7 billion. | realise that that was not taking into
account the full extent of the global financial crisis, but the next year the underlying cash
balance for the same year—it looks as though it was 2009-10—a $3.6 billion surplus. What is
the figure we are actually heading towards, a $57.7 billion deficit?

Dr Henry—I believe that isthe MY EFO figure, yes.

Senator JOY CE—Two years ago you could not have put much reliance on that figure,
could you?

Dr Henry—I am sorry?

Senator JOYCE—Two years ago, we could not have relied too much on MYEFO for
exactly where we would be, could we? In fact, one year ago we could not have relied too
much on the MY EFO for exactly where we would be.

Dr Henry—Two years ago you are talking about pre the GFC.

Senator JOY CE—And through it—in fact every one. The position we are currently inisa
record. $57.7 billion deficit in dollar terms, isit not?

Dr Henry—In nominal dollar terms | expect it would be.
Senator JOY CE—What do you envisage the peak gross debt position to be of our nation?
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Dr Henry—That is the question probably better taken when Fiscal Group is before you. It
may be that one of my colleagues has the number in front of me.

Senator JOY CE—Peak gross debt.

Dr Henry—17.3, | guess. | refer you to a media release of 8 December last year in which
the Treasurer said:

Net debt is now expected to peak at 9.6 per cent of GDP in 2013-14 ... Government securities on
I1Ssue—
| guess that iswhat you are referring to—

Senator JOYCE—Yes.

Dr Henry—It continues—

are now expected to peak as a share of GDP in 2011-12 at 17.3 per cent, compared to 18 per cent of
GDP under the previous standards.

Senator JOY CE—So what is that in dollar terms?

Dr Henry—Does somebody have that number off the top of their head?

Dr Gruen—We can get back to you on that.

Dr Henry—Itisarather simple calculation, of course.

Dr Gruen—We need to know what GDPis projected to be in that year.
Senator JOY CE—Less than $200 billion?

Dr Gruen—Could we ask you to ask that question of Fiscal Group, Senator.

Senator JOY CE—You have a $1.2 trillion economy—two lots of 17 is 34—so you are
looking at about $180 billion or $190 billion.

Dr Henry—About $245 billion.

Dr Gruen—That’s gross debt.

Dr Henry—That's gross; yes. And net of $121 billion.

Senator JOY CE—Did you say that it was $245 billion?

Dr Henry—Government securities on issue.

Senator JOY CE—Have we got the legislation and power to borrow to that level?

Dr Henry—I think these questions are better directed to the Fiscal Group people when
they get here.

CHAIR—Can | interrupt you, for a moment Senator Joyce. | heed to ask the permission of
the committee about the filming of the hearing. Unless there is any objection | will agree but |
remind people to adhere to that rules about filming—not filming behind the desk and so on.

Senator JOY CE—Dr Henry, isthat the end of the answer?

Dr Henry—I think we have to be rather careful that we answer these questions very
precisely, as | am sure you would understand. Mr Ray, when he appears before the committee
later, | am assured, will have all of the details at his fingertips.
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Senator JOY CE—To your knowledge is there only that $200 billion appropriation that we
have allowed borrowing levelsto? Is that correct?

Dr Henry—Again, | would not want to mislead the committee. | think it would be better if
you were to await Mr Ray. Alternatively we could have a short pause and | could make a
phone call.

Senator JOY CE—We will ask Mr Ray.

Senator RONALDSON—You are the secretary of the department. Did you come in
prepared for this, or not?

CHAIR—Did you have questions or will | let Senator Joyce continue?
Senator PRAT T—Questions belong in the appropriate outcomes.

Senator McGAURAN—I would like to go back to one of the questions. It is a question on
interest rates.

Senator JOYCE—We are currently at $122.01 hillion gross government securities
outstanding. In the last two months we have borrowed a further $7 billion extension. Is there
any point where you envisage that the borrowing, or the rate at which are you are borrowing,
will become excessive?

Dr Henry—Not in our forecasts or our projections.

Senator JOY CE—What is the debt of the states? The last time that you gave evidence of
the debt of the states it was about $170 billion. Do you know what the gross debt of the states
is at the moment?

Dr Henry—I do not have a current number for the gross debt of the states; no.
Senator JOY CE—You might have it now, from your colleagues.

Dr Henry—We can get those humbers but | do not have the gross debt numbers with me
for the states, this morning.

Senator Sherry—Interestingly, Senator Joyce, gross debt of the Commonwealth at the end
of 2007 was approximately $58 hillion. That does seem to draw some consternation from
some of your colleagues occasionally when it is pointed out that we inherited a gross debt of
$58 hillion—not a net debt at a gross debt; thereis animportant difference.

Senator JOY CE—You are somewhere between doubling and tripling it at the moment. Is
that a recommendation of good management?

Senator Sherry—No. | think it is important to understand that gross debt, which is the
figure that you are asking about, when you left office was $58 billion. We actually had a debt
of $58 hillion when you lost office.

Senator EGGLESTON—It is seven times that already, isn't it?

Senator Sherry—Gross debt? No. You are not right. Gross debt is what is being asked
about.

Senator JOY CE—I have heard you run this through the parliament before.
CHAIR—Excuse me. Are we now moving to Senator McGauran for questions?
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Senator JOY CE—According to—

CHAIR—Senator Joyce, | want to clarify whether we are moving to Senator McGauran
for questions.

Senator McGAURAN—No, we are still with Senator Joyce. But | am provoked. The
minister at the table provokes.

CHAIR—Senator McGauran, | ask you to cease interjecting because if you are asking
guestions | have to assume that you are taking the questioning.

Senator JOY CE—According to the Australian Bureau of Statistics, what is our foreign
debt at the moment?

Dr Henry—I presume you are not asking about the government’s foreign debt?
Senator JOY CE—No.

Dr Henry—You are asking about the national foreign debt?
Senator JOYCE—VYes.

Dr Gruen—Australia's net foreign debt—

Senator JOY CE—No, gross.

Dr Gruen—You want gross?

Senator JOY CE—Give me both.

Dr Gruen—Gross debt liabilities are $1.2 trillion.

Senator JOY CE—Gross debt is $1.2 trillion?

Dr Gruen—Yes, but that is obviously offset by debt assets.
Senator JOY CE—And the net?

Dr Gruen—The net is $638 hillion as of September 20009.
Senator JOY CE—$637.5 hillion or something?

Dr Gruen—It could be. | have only got it to the nearest billion.
Senator JOY CE—And what percentage is that of GDP?

Dr Gruen—It is 51 per cent.

Senator JOY CE—It is51 per cent?

Dr Gruen—At least, yes, according to this.

Senator JOY CE—Compared to other nations, where does that put us?
Dr Gruen—On net foreign debt?

Senator JOYCE—Yes.

Dr Gruen—I think we have one of the higher ratios to GDP of net foreign debt of many
countries. It is lower than some. New Zealand is significantly higher than we are. There are a
few other countries that are. But it is relatively high.

Senator JOY CE—So there are afew other countries that are higher than ours?
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Dr Gruen—Yes.

Senator JOY CE—Who is lower than us on net foreign debt? Is the United States lower
than us?

Dr Gruen—Yes.

Senator JOY CE—Is Japan lower than us?

Dr Gruen—Yes. They are a surplus country in terms of net foreign assets.

Senator JOY CE—Is Singapore |lower than us?

Dr Gruen—I think so, yes.

Senator JOY CE—Apart from New Zealand being higher than us, who elseis higher?
Dr Gruen—We can find that out. There are afew OECD countries that are higher than us.
Senator JOY CE—Such as?

Dr Gruen—As| said, we can find that out for you.

Senator JOY CE—The United Kingdom?

Dr Gruen—No. | think they are a net creditor.

Senator JOY CE—So they are lower than us as well?

Dr Gruen—On the national net foreign debt, yes.

Senator JOY CE—lIsit a concern that we are one of the highest holders of net foreign debt
in the world?

Dr Gruen—What the net foreign debt and net foreign liabilities demonstrate is that for a
very long time Australia has tapped foreign savings to boost our domestic investment.
Australia as a country saves about the average of the OECD. We are not a low-saving country.
We have higher savings than many of the countries that you mentioned, like the US and the
UK. But we have an extremely high level of investment. That has been true for 25 years.
Australid's level of investment has exceeded our level of savings by about 4% per cent of
GDP since the mid-1980s and, as conseguence of that, our stock of net foreign liabilities has
been rising as a share GDP over that time.

This borrowing, which is almost completdly done by the private sector, has enabled
Australia to invest more than it would have otherwise been able to. Recently, a large part of
that has been funding a big mining boom. To the extent that it is funding profitable
investment, particularly in the traded sector, | think it is something that will expand
Australid’s productive capacity over time and | do not think it is a worry. It certainly means
that it is imperative for Australia to keep the confidence of international capital markets—that
is absolutely true. And it is certainly the case that the global financial crisis was a stress test
for the global financial system and it is also very clear that Australia retained the confidence
of the global financial markets at a time when other countries were coming under severe
strain. | think it is something that we need to keep our eye on, but | also think that it isto a
considerable extent asign of the rest of the world's confidenceininvesting in Australia.
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Senator JOYCE—What | am saying is. shouldn't the government now do the prudent
thing and address some of those pressures by reducing the Australian government's
requirements on borrowing, otherwise we will have the government also putting further
pressure on it?

Dr Gruen—The forecasts that are in MY EFO have the government reducing its deficit at
about the rate that it was reduced coming out of the early nineties recession. So it is quite a
rapid fiscal consolidation that is forecast in the numbers. We have the deficit coming down by
either a per cent or more than a per cent of GDPin each year of the next three years. That isa
pretty rapid fiscal consolation. The projections in MY EFO are doing precisely that—namely,
the government significantly reducing its call on savings.

Senator JOY CE—I do not for one moment hold you responsible for changes in figures; it
isthe nature of economics that things change.

Dr Gruen—Yes.

Senator JOY CE—They are completely beyond your control. But | do point to the fact that
in 2007-08 we were looking at a surplus of $17.7 billion and now we are looking at a deficit
of $57.7 billion. If nothing more, that is an indicator of the uncertainty. So the idea that we
can hold as a complete and utter truth what is two years away is a very tenuous promise, is it
not?

Dr Gruen—Senator, these are forecasts. All forecasts have a margin of error. They are our
best professional judgement. If you look at the last two years, | think most commentators
would agree that this has been an extraordinary period. We have had one of the biggest fallsin
tax revenue that we have seen in our lifetimes as a consequence of the global financial crisis.
If the Australian economy is hit by an enormous shock, our growth numbers will change and
our fiscal aggregates will change. | think the last two years have been extremely unusual, and
| am certainly hoping—and | suspect you are too—that the next two years do not look like the
last two—

Senator JOY CE—We are al hoping that.

Dr Gruen—So you are completely correct that the estimated fiscal balance the 2009-10
had moved by a large amount over that time—no question about it. | think this has been an
extraordinary episode and | think we understand why it is that the fiscal position has moved
by as much asit has.

Senator JOY CE—To rely on your capacity to finance the debt and finance deficit, are you
anticipating that your revenue stream will increase by a certain amount? What amount?

Dr Gruen—Again, this is really a question for Revenue Group. But, just to give you a
quick, broad answer, the government’s fiscal strategy is, as you know, to hold real spending to
two per cent or less and to allow revenue to recover as the economy recovers. So the
projections of what will happen to revenue as a share of GDP, | think, are in MYEFO, and |
can draw your attention to that if you wish.

Senator JOY CE—Does that take into account any prospective changes from the Henry
tax review?

Dr Henry—I can answer that question: certainly not, Senator.
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Senator JOYCE—The large hole that you say was there in revenue—what was the
predominant cause of that? What sector of the economy did that revenue stream—

Dr Henry—There were two principal contributors. We were thinking that a third would
also turn out to be quite significant, but it did not turn out to be. The first two contributors
were capital gains tax receipts—that is, a very big reduction in capital gains tax receipts—and
company tax receipts. We were not so long ago forecasting that the unempl oyment rate would
rise a good deal higher and that would have consequences for withholding tax receipts from
individuals, but that effect has not been as large as we had at one time thought it would be. So
the two largest components would be capital gains tax and company tax.

Senator JOYCE—Have you factored into your budget the current blow-outs that are
becoming apparent in the stimulus programs?

Dr Henry—The most recent publicly available figures, as | said earlier, published in
MY EFO. They take full account of all known information as of the date of publication of
MY EFO—back in December, obviously enough—and, as | indicated earlier, we and the
department of finance are monitoring outlays in revenue collections continuously and, on a
very frequent basis, providing updated forecasts, estimates, to the government.

Senator JOY CE—For instance, the $850 million blow-out in the celling insulation and
solar panels appropriation—nhas that been factored in?

Dr Henry—As | said, whatever is happening on the outlay side of the budget is being
factored in terms of our frequent updating of the government on the fiscal position.

Senator JOY CE—Has the $1.5 billion blow-out in school halls been factored in?
Dr Henry—I have nothing to add. | have said the same thing three times, now, | think.

Senator JOY CE—Do you think that the global financial crisisis still with us or that it has
passed?

Dr Henry—What people have called the global financial crisis, that has passed, | think it is
safe to say, but that is not to say that there will not be further adverse shocks for financial
markets down the track. Some of those shocks for financial markets could be of some
significance for individual countries. | do not imagine shocks of the sort that would be
globally significant, and | do not think it would be helpful for anybody, really, to speculate on
those possibilities. But since | do not see it as something significant | certainly will not be
speculating on those sorts of possibilities. The global financial crisis itsdlf, that is, a period in
which it was extremely difficult to encourage financial institutions to lend to one another, far
less lend to busi nesses and househol ds—that period, | think, is now behind us.

CHAIR—I am sorry, Senator Joyce, if | can interrupt for a second, the committee and
witnesses would notice a number of photographers and cameramen. If anyone objects at any
stage please let me know, and | just remind the people who have just come in to adhere to the
rules set by the parliament. Senator Joyce.

Senator JOY CE—The cameras are here so | think it isa good time for Bossie to speak.

Senator BOSWELL—Can | talk about Treasury modelling of the outcomes on climate
change. Has Treasury modelled other scenarios than those which have been made public?

ECONOMICS



E34 Senate Thursday, 11 February 2010

Dr Henry—Sorry, Senator, that is a question that should be directed to our people from
Fiscal Group. | know you have asked a lot of questions on this topic in other Senate estimates
hearings and we have always made sure that we would have the technical experts here in
order to answer those questions because, as you know, it is quite technical.

Senator BOSWELL—I will not continue then; | will hand back to Senator Joyce. What
time are those other people coming in?

CHAIR—Fiscal Group will be hereat 2 pm.

Senator BOSWEL L—I will defer to Senator Joyce.

Senator JOY CE—And | will defer to Senator Bushby.

Senator Sherry—Isn't it the chair who actually decides who is next?
CHAIR—Yes, | amafraid so.

Senator CAM ERON—I think their party roomis chaos again!

CHAIR—Senator Pratt, who is next on my list, has just walked out the door so | will go to
Senator Bushby.

Senator BUSHBY —Thank you to the officers of the Treasury for coming along today. In
the budget papers you provide, at page 4-8 of Budget Paper No 1, a chart which demonstrates
the estimated impact of the fiscal stimulus on real GDP. It also shows a pre-stimul us estimate
of what would, presumably, have occurred without the stimulus. This shows a fall in GDP
from the September 2008 index of 100 to about 9.5. In MY EFO the corresponding chart, at
page 13, shows a fall from the same index without the stimulus to just 98. Most of the
commentary from the government on our current position claims the credit due to the decisive
action they took—which placed Australians and our children in debt for generations—that is,
the massive stimul us package. But it appears that, even on those figures that do change a bit,
around 2.5 per cent of the improvement between the two publications was due to factors other
than the fiscal stimulus. Isthat a correct assumption?

Dr Gruen—Senator, | think this traverses ground that we have discussed earlier, but | am
happy to traverse it again.

Senator BUSHBY —We did not have accessto MY EFO the last time you were here—
Dr Gruen—Right; | am sorry.

Senator BUSHBY—and | am referring to the difference between the MY EFO chart and
the corresponding chart that was in Budget Paper No. 1.

Dr Gruen—Okay. We have | think on a few occasions laid out the approach we used in
estimating the effect of the fiscal stimulus on GDP growth. That was to use what we regarded
as reasonable estimates of the fiscal multiplier for the cash transfers to households and then
for other spending, and we assumed a smaller multiplier for the cash transfers than for the
direct investment spending, and we applied those multipliers to the profile through time of the
fiscal stimulus. That was the way that we estimated the effect of the fiscal stimulus.

At budget, we used those estimates along with our estimate of how we thought the
economy would track through time to back out an estimate of how the economy would have
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performed without the fiscal stimulus. So it gave the two lines—the line which was our
forecast line and then the line which was our estimate of what would have happened without
the stimulus. As events turned out, the outcomes on GDP, and unemployment as well, have
turned out to be much more favourable than we anticipated at budget. We were therefore
faced with the possibility of going back to our estimates of the multipliers and applying larger
multipliers and redoing the calculation. | think it would be fair to say that there is a significant
margin of error in the economics profession’s level of knowledge of the exact value of these
multipliers. We have chosen multipliers that we think are at the conservative end of the sort of
numbers that the IMF and the OECD have come up with.

Senator BUSHBY—The multipliers, if | understand your explanation correctly, apply to
the impact that the fiscal measures have had?

Dr Gruen—Yes.

Senator BUSHBY—I will get to questions that touch on those sorts of things in a minute,
but my initial question is that the charts in MY EFO and Budget Paper No. 1 for the position
without a stimulus has improved by some 2 1/2 per cent?

Dr Gruen—Yes
Senator BUSHBY —And multipliers would not come into that?

Dr Henry—Before you go on, what Dr Gruen is getting to is that we make an estimate
before the event, a forecast, of the impact of fiscal policy on GDP.

Senator BUSHBY —So that is the chart line we see in Budget Paper No. 1?

Dr Henry—Yes, you saw that in the budget. If we then discover that outcomes are stronger
than what was implied by those forecasts, we then have to ask ourselves the question: is that
stronger outcome due to stronger underlying activity or is it due to the fact that the multipliers
were in fact quite a lot stronger than we had earlier thought. What Dr Gruen is getting to is
that the judgement that we made in presenting the numbersin MY EFO—

Senator BUSHBY—But the judgement you made, though, is that you have changed the
line which shows what would have happened if there had been no stimulus—and improved it
by 2V per cent.

Dr Henry—Right. The judgement we made was to stick with the original estimates that we
had for the multiplier. That gives us the same profile of the gap.

The Senator BUSHBY —Above the no stimulus line?

Dr Henry—Exactly. So to the extent that the outcome is looking better, the two lines shift
up and the gap remains the same. As | was saying, it would be nice to be in a position to make
precise statements about what those multipliers are. We have, as | have said, chosen
multipliers that are at the conservative end of the range that international institutions have
come up with for Australia. We do have reason to believe, and | am going to come to that, that
the stimulus may well have been more effective than we initially estimated.

Senator BUSHBY —That is not how you presented it in MY EFO.
Senator CAM ERON—It has been more effective.
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Dr Gruen—Yes, more effective. | think we said in MYEFO—I can check—that our
estimates were conservative. | think we did make that statement—

Senator BUSHBY —But the chart itself shows a conservative line—

Dr Gruen—We did not change our qualitative estimates, because there is not sufficient
precision. We thought the most reasonable thing to do was to keep the previous estimates that
we had derived for the effect of the fiscal stimulus but to make the point that we thought that
those estimates were conservative.

Let me make one other point which | think is important. One of the things that has
occurred—we drew attention to it in the MYEFO—was that both business and consumer
confidence bounced back much more strongly than it did in other OECD countries, and much
more strongly than we had anticipated that it would. Our interpretation—and | think it is the
interpretation of most commentators—is that the macroeconomic stimulus, both fiscal and
monetary policy, was sufficiently quick and sufficiently big that it convinced the community
that things were not going to turn out that badly. That was extremely important because it
meant that busi nesses went on with their normal activities. They did not hunker down and cut
staff; they found ways to cut hours rather than cutting staff.

CHAIR—The committee will adjourn for 15 minutes.
Proceedings suspended from 10.45 am to 10.59 am

CHAIR—The committee will now resume. We will continue with the Treasury
macroeconomic group. Senator Bushby is continuing his questions.

Senator BUSHBY—Before our break, we were discussing the reasons why, between
MYEFO and the budget papers, Treasury’'s prediction in an equivalent chart of how the
economy would have fared without the fiscal stimulus had improved by roughly 2% per cent.
You were talking about how you had made some assumptions about the multipliers and that
you had not changed those. They were conservative. | think you may have even said to the
delight of Senator Cameron that the impact of the fiscal stimulus may have been greater than
what was shown in those predictions. That was a ‘may’. You are not sure of that. That is
correct?

Dr Gruen—As | said, there is a margin of error around these estimates but the estimates
that we used for the fiscal multipliers are at the conservative range that the IMF and the
OECD suggest are appropriate for Australia. That was the first point. There is a margin of
error but wethink it is more likely that we have underestimated it than overestimated it.

Senator BUSHBY—But, on balance, you chose to indicate a net impact of the fiscal
stimulus in those two charts that has not changed.

Dr Gruen—That is right. We thought it was the prudent thing to do to simply stick with
the methodology that we had used at budget, but other aspects of the economic environment
led us to think that, if anything, the fiscal stimulus might have been more effective. We
actually make that point at the beginning of part 2 of the document. | will read it to you. On
page 9 of the MY EFO, we say:
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The fiscal and monetary stimulus appears to have been more effective than expected at Budget, not only
directly supporting spending, but also boosting business and consumer confidence to a larger than
expected degree ...

| guess we did not want to quantify the extent to which it had been more effective. That is our
professional judgement but we thought the prudent thing to do was to stick with the
quantitative estimates that we had presented at budget rather than raising them by some
particular amount.

Senator BUSHBY—If you had been sure that it had been more effective, would you have
shown that in your papers?

Dr Gruen—If we were sure, yes.

Senator BUSHBY—Okay. You also mentioned that the combination of both fiscal and
monetary measures resulted largely in the confidence boost that was greater than expected.

Dr Gruen—Yes.

Senator BUSHBY—Did the combination also result in the actual improvement in the
figures to an extent that was greater than was originally predicted? Was it just the fiscal
stimulus?

Dr Gruen—Let me give you an example, which | think is quite important. With the release
of the March quarter national accounts, most commentators were expecting that to show
declining real GDP—and that would have been two quarters in a row. The December quarter
had a fall and, had the March quarter also shown a fall, that would have been two quarters of
negative growth.

Personally, |1 do not hold a huge amount of store in that measure of a recession—the
measure of two consecutive quarters of negative growth. But it is a measure that generates
headlines, and there was a lot of talk by commentators in the media before the release of the
national accounts that this national accounts was going to confirm that Australia was in
recession. The March quarter national accounts were released in June and they showed a rise
in GDP rather than afall. Consumer confidence rose in the immediate aftermath of that by an
enormous amount. In fact, in the four months following that release, consumer confidence
rose by the biggest amount it has ever risen in the history of the series.

Senator BUSHBY —That was following a great fall, though, wasn't it?
Dr Gruen—Yes, absolutely.
Senator BUSHBY —It was coming from alow base.

Dr Gruen—That is certainly true. Our estimates are that, without the fiscal stimulus, the
March quarter would have been negative. In fact, our estimates for the effect on growth of the
fiscal stimulus—which, as | say, are conservative—imply that without the fiscal stimulus we
would have had four quarters of negative growth in a ronv—December 2008; March, June and
September 2009. They would have all been negative.

Asit turned out, we have had one quarter of negative growth in those four and, as | said, |
think our estimates of the effect of fiscal stimulus are conservative. So the conclusion that we
drew from that, was that the fiscal stimulus and the monetary stimulus helped to convince
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consumers that things were going to turn out not as badly as they thought. We did not quantify
the effect of that but we are reasonably confident that it helped the economy do better than it
would otherwise have done.

Senator BUSHBY —We are going in alittle bit with that answer; | do not really want to go
into the fiscal stimulus. We have done that in this committee and in other things, over and
over. | was particularly interested in the impact of the monetary changes as well as the fiscal
stimulus. Some of your answers earlier indicated that they were working in concert—

Dr Gruen—Yes.

Senator BUSHBY —I am just trying to work out whether there is any way of identifying
the relative impact of both. That was the point of my question. Even though | do not want to
go over it again, with regard to the fiscal stimulus | note your comments that without the
stimulus your assessment is that we would not have had positive growth in that second quarter
you referred to.

Dr Gruen—The March quarter of 20009.

Senator BUSHBY —Is it the case that only the stimulus package as put forward by the
government could have delivered that outcome or could an alternative fiscal stimulus—with a
different spend, a different makeup and maybe even a different quantum—have delivered the
same result? Can you rule that out?

Dr Gruen—I think our assessment was that, given the multipliers that we think are
reasonable to apply, you would have needed to have spent something similar to have had a
similar effect.

Senator BUSHBY —But you could have spent it differently?

Dr Gruen—In principle. One of the critical things was to get the spending done quickly.
Provided an alternative package was able to get that much spending into the economy as
quickly then that would have been fine, but that was one of the important constraints.

Senator BUSHBY—But a government making different decisions as to how to spend it,
but within the parameters that you outlined, could still have delivered a similar benefit by
choosing different areasto spendin.

Dr Gruen—Provided it was as quick.

Senator BUSHBY —I will move on from there. Recent statistics indicate that the impact
on the unemployment rate of the global financial crisis may have peaked and is beginning to
fall. We could argue all day about the reason Australia has fared relatively well—and we have
done that in this committee before—but | am interested in the potential impact of a tightening
labour market. What risks does Australia face in terms of skill and productive capacity
shortages impacting on wages and other prices as the unemployment rate continues to go
down?

Dr Gruen—I am loath to answer this question at five past 11 on the grounds that we are
going to get another number at half past 11.

Senator Sherry—Do you want to come back to that?
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Senator BUSHBY—I am not asking specifically about what it is, other than about the
trends that we have seen recently. We may well come back to it at 11.30 if something
strangely unexpected happens.

Senator Sherry—As long as you do not then, at 25 to 12, quote back the witness's
comments at 5 past 11 if things are very different.

Senator BUSHBY —You mentioned earlier the prediction that we, as a nation, will grow at
similar rates to when we were coming out of the recession in the early 1990s. But at that time
we had afar greater degree of spare capacity to tap into to feed that growth—

Dr Gruen—That isright.

Senator BUSHBY —than we do now, because we are starting the recovery from a much
lower position in terms of unemployment and probably other necessary resources.

Dr Gruen—I will make a couple of points on this. From the budget to MYEFO we
reduced our estimate of the growth rate in the projection period.

Senator BUSHBY —From 4% per cent down to four per cent.
Dr Gruen—Yes, and for a shorter period of time, for precisdly the reason that you—

Senator BUSHBY —You are saying that is because there is less spare capacity to absorb
during the recovery.

Dr Gruen—Precisely. The other point worth making is that this has been a remarkable
episode. We do not yet know whether the unemployment rate has peaked, but it is remarkable
to be where we are now, in early 2010, with the highest unemployment rate having been a
number with a five in front of it. Although US unemployment is slightly below 10, it has been
to 10 per cent and it is probably going to stay there for an extended period. European
unemployment is at 10 per cent.

Senator BUSHBY —Despite large fiscal packagesin those countries.
Dr Gruen—Indeed, and monetary easing down to closeto zero.

Senator BUSHBY —Exactly. As | said, | do not want to go into the reasons why we are
different today because we have discussed that in the past.

Dr Gruen—The point | was going to make is that it has been a very good outcome that
firms have been able to—

Senator BUSHBY —I do not argue with that. It is a fantastic outcome.

Dr Gruen—cut hours rather than workers, but the relevance of that point is that the
unemployment rate gives you—the fact that the unemployment rate is as low as it is means
that there is more spare capacity in the economy than the unemployment rate would lead you
to think—

Senator BUSHBY —Through underempl oyment.

Dr Gruen—because hours have come down so far. It is unusual to have an extended period
in which the number of hours worked in the economy is falling. We had an extended period
from about mid-2008 to mid-2009 in which hours worked were actually declining. Thisisin
an economy in which workforce growth is quite rapid. So actual declines in hours worked are

ECONOMICS



E 40 Senate Thursday, 11 February 2010

opening up quite a big amount of spare capacity. The point | am making is that an
unemployment rate of 5% gives you an overly optimistic idea of how close we are to full
employment.

Senator BUSHBY—S0 essentially 5% per cent is not a true indicator of our labour
capacity—Dr Gruen—That isright.

Senator BUSHBY —because it masks—

Dr Gruen—Weakness in hours worked.

Senator BUSHBY—hours worked. So a lot of people are not working as much as they
would chooseto if they could.

Dr Gruen—And in the recovery it will be possible for those people to pick up their
average hours.

Senator COL BECK—Isthere any doubt on the quantum of that?

Dr Gruen—Yes, thereis. The ABS publishes monthly employment trends. It was falling at
an annualised rate of nearly four per cent at its peak. That monthly data is available and it is
now the case that hours worked are growing, yes.

Senator Sherry—If you want to, we can take it on notice.
Dr Gruen—We can give you that data.

Senator BUSHBY —Despite that spare capacity which is masked by what one could term
as—hbut | doubt you would—an artificially low unemployment rate, the fact is thereis not as
much spare capacity as we have had at other times and not as much as you predicted as that
the budget.

Dr Gruen—That isright.

Senator BUSHBY—That is why you have wound back the future growth prediction for
GDP.

Dr Gruen—Yes. | would make the point that GDP growth in the latest year has been half a
per cent. So on the latest data over the last year the economy has grown by half a per cent
compared to its trend growth which is a bit above three per cent. The unemployment rate has
been a standout. Everybody should be extremely pleased that the unemployment rate has gone
up as little as it has but the economy actually has been growing pretty sluggishly. It grew by
0.2 in the September quarter and by half a per cent over the most recent year.

Senator BUSHBY —S0 we have only just escape recession, isreally what you are saying.
Dr Gruen—Yes. We had a serious sowdown—no question about it—but my point is that

over the last year the amount of spare capacity in the economy has still been rising but less
than we had anticipated.

Senator BUSHBY—Yes, less than you had anticipated and the net impact is that it is
sufficiently germane to limit the amount of growth of the Australian economy which you are
predicting in the coming years.

Dr Gruen—There is less of the gap to get us back to full employment than we had
anticipated.
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Senator BUSHBY —Exactly, but the net effect of the smaller amount of spare capacity is
that it will impact on the ability of the economy to grow at the rate that it might otherwise
have grown.

Dr Gruen—Yes.

Senator BUSHBY —What impact has the change from 42 down to four had one estimated
government revenue and the ability of the government to repay debt?

Dr Gruen—Again, if we are going to go into this in detail it is probably best to ask
Revenue Group, but | will make this point. A crucial number that is relevant for how the
economy is performing—it is relevant to the revenue collection—is the dollar value of GDP,
rather than the growth rate. The dollar value of GDP is higher than we thought because the
downturn has been less severe so, despite the fact that we have lowered the growth rate from
4% to four, the actual level of nominal GDP in those years is higher than we previously
thought—so the growth rateis less.

Senator BUSHBY —I understand what you are saying. You are saying that the money will
be there regardless of that fact.

Dr Gruen—Yes.

Senator BUSHBY—So0 you are saying that that will not have any impact on the forecast
ability of the government to repay its debt?

Dr Gruen—We gave them our updated estimates in the MY EFO, of nominal GDP being
higher than we previously projected and forecast, and we updated the tax collection numbers
accordingly.

Senator BUSHBY —Just to remind me, if the tax collection numbers are higher, and taking
the funds available to government to repay debt, will they have more under this lower growth
scenario than they would have had under the earlier higher growth scenario?

Dr Gruen—I think the answer to that is yes, but we will make sure.

Senator BUSHBY—Coming back to the lack of spare capacity, given that your own
predictions indicate that at some point the availability of spare capacity will effectively act as
a brake on the ability of the economy to grow as much as it might otherwise, that suggests
that, particularly in the labour market, you actually are going to run out of employees spare
and available for employers to take up. What will that mean for wage pressures?

Dr Gruen—The point you are making is that, because the downturn has been less serious,
you should expect that you would not have above-trend growth for as long as we previously
thought, and we have built that into our forecasts. So there will come a time when the
economy returns to full employment with hours worked being back to their normal level and
we have provided an estimate in the MY EFO of the year in which that will be.

Senator BUSHBY —Which is sooner than was otherwise predicted?

Dr Gruen—Sooner than previously, and someone here can tell me what year it is, but it is
certainly a couple of years in the future. | can give the definitive answer to the previous
question. If we update the estimates of revenue from budget to MY EFO, there is a small rise
in our estimates in both 2009-10 and 2010-11.
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Senator BUSHBY —And that istotal revenue, gross revenue?
Dr Gruen—Total revenuein dollarsin both of those years.

Senator BUSHBY —Thank you. Will an increasingly tight labour market lead to wage rise
pressures?

Dr Gruen—Eventually it will but we do not anticipate that it is going to lead to those
pressures for some time.

Senator BUSHBY —When you say ‘ some time’ what do you mean?

Dr Gruen—I can refer you to the forecasts that we have got in the MY EFO, which are the
most recent publicly available forecasts, so let me just flip to those. We are anticipating
growth in wages through the year to the middle of 2011 of 3% per cent. That is a slight pick-
up from the previous year so we are antici pating growth in wages of 3v4 per cent.

Senator BUSHBY—How does that compare with the growth in wages over the last
decade?

Dr Gruen—This would be the wage price index and that averages a number in the high 3s
or 4s, | think, so it is a hit softer. A number around four isits average. On the consumer price
index, our forecasts are for growth in the consumer price index through both of those years to
be dightly below the midpoint of the RBA's target range.

Senator BUSHBY—Those forecasts would assume normal actions being taken by the
RBA?

Dr Gruen—Yes. These are predicated on—

Senator BUSHBY —The RBA taking action to try and keep CPI within the target range
and so forth.

Dr Gruen—Just the market profile—the profile that the market was predicting for the cash
rate at the time we put the forecasts together.

Senator BUSHBY —I think we have gone over before that you do not actually do it on a
static basis; you actually do build in profiles.

Dr Gruen—Both we and the RBA do that.

Senator BUSHBY —Those wage price predictions would not include the increasing trend
that we are seeing currently towards unsustainable wage claims without corresponding
productivity gains, like the actions with the Pluto facility in WA.

Senator Sherry—Does that indicate a trend? Do you have any statistical analysis? You
have got one case that you have referred to involving 50 workers | think, but does that
indicate the statistical trend that you have implied? If you have got a statistical trend, show us
the data, because | have not seen a statistical trend.

Senator BUSHBY—I do not have statistical data for it, but | think that anecdotally you
can see that there is a lot more industrial action occurring around the country as unions in
particular take advantage of the new laws that they are working under, the industrial relations
regime.
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Senator Sherry—That is an argument, but | have not seen statistical data from the ABS
indicating this trend you claim.

Senator BUSHBY —I am sure we will see that in due course.

Dr Gruen—I can provide the latest data. The average annualised wage increase per
employee for agreements certified in the latest quarter for which datais available, which isthe
September quarter of last year, was 3% per cent, down from 3.9 per cent in the previous
quarter. But that is not this year; that isjust the latest.

Senator BUSHBY —That is pre the IR laws taking effect.
Dr Gruen—YVYes, that isthe latest data.

Senator BUSHBY—I will ask more questions about that as the trend emerges and
continues to emerge.

Senator Sherry—As the trend you claim is shown not to be correct on any data that has
been published!

Senator BUSHBY—I think it is aready emerging, but as we actually get statistical
evidence to back it up.

Senator JOY CE—The Fair Pay Commission is already in negotiations.
Senator BUSHBY —That isright.

Senator Sherry—I think the saying is. one swallow does not make a summer. You can
have one claim that some people would argue is excessive involving a small group of
workers; it does not mean it is going to sweep through the entire economy.

Senator BUSHBY —It does under collective bargaining.
Senator COLBECK—Let's hopeit doesn't.

Senator BUSHBY —Exactly. We will move on from there then. At the last estimates |
asked Treasury questions regarding Treasury’s predictions that they formed at the beginning
of the financial shock, including whether Treasury would have recommended the same fiscal
response that was actually employed, given what they knew in October of last year.

Dr Gruen—Do you mean in October 20087

Senator BUSHBY—No, in October estimates last year | asked you whether Treasury
would have recommended the same fiscal package given what you knew then and given that
the circumstances as they transpired and as we have discussed today have turned out to be
quite different to what you originally predicted. | think Dr Henry indicated that we will never
know the answer to whether retaining flexibility in the government’s response would have
been appropriate, but Dr Gruen made the statement that, with the benefit of knowledge of
actual outcomes such as those then to be delivered in MYEFO, Treasury would be better
informed as to what the appropriate response would be |ooking forward from there. We now
have MY EFO. Does the information it contains better inform Treasury as to what action was
required given that by Treasury’s own assessment it demonstrated the actual impact of the
global financial crisis without the fiscal stimulus was probably not as bad as originally
thought?
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Dr Henry—In your conversation with Dr Gruen earlier he was making the point that we
really do not know how much of the added strength that we have seen in the economy is due
to the fiscal stimulus being more effective than we thought it may have been, to monetary
policy being more effective than we thought it may have been or to other factors, including
what happened to the exchange rate in late 2008.

Senator BUSHBY —Or China s resilience?

Dr Henry—Exactly. There was China’s fiscal stimulus package and so on. We have not
attempted an exercise that isolates all of these things. Without undertaking that exercise your
guestion israther difficult to answer. If it were the case that all of the additional strength could
be attributed to the fiscal response then the answer to your question would be no, and we
would recommend precisely what we recommended in October 2008. That would be obvious.
But the less confident you are of that being the case the less confident one can be that,
hypothetically, putting ourselves back in October 2008 with different facts at our fingertips,
we would recommend precisely the same package. So | cannot really answer the question.

Senator BUSHBY—That is what | think you basically indicated in October, which is why
| outlined that. But Dr Gruen suggested that, with MYEFO, you might be able to add
something.

Dr Henry—The point is, though, that Dr Gruen did not actually do that piece of work that
would be required in order for usto answer that question.

Senator BUSHBY —Whereas Dr Henry did.

Dr Henry—No, he did not. The work has not been done and quite sensibly so because, as
Dr Gruen indicated, we have in both the budget and the MYEFO used the best available
figures on the size of fiscal multipliers. We thought it prudent to continue to use those same
figuresin MY EFO, even though it is arguable that we had understated those fiscal multipliers
in the May budget.

Senator BUSHBY—You have just stated that it is not possible to unpick what the factors
were that led to Australia coming through in the shape that it has come through.

Dr Henry—Precisdly. We have some confidence that the fiscal policy was quite
significantly important and we have some confidence that the monetary response was also
important. We have some confidence that the exchange rate would have been important and
we have some confidence that China, in particular, was important.

Senator BUSHBY —So you are confident that all those factors would have contributed but
you cannot unpick to the extent to say that the fiscal package resulted in this percentage of
GDP and the monetary resulted in that? You cannot tell us in that sort of detail?

Dr Henry—That isright.

Senator BUSHBY—Yet the government, and | think Senator Sherry in the Senate in
answer to a number of questions on a number of occasions, has claimed that the fiscal
package has saved—I think he actually quantified it—200,000 jobs. Are you able to say, given
what you have just said about the lack of certainty, what factors actually led, in particular, to
how many jobs saved by any one of those four factors that you have mentioned?
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Dr Henry—Dr Gruen will correct me if | am wrong, but my understanding is that the
figure of 200,000 jobs saved comes from a comparison between those two lines we were
talking about earlier. So it relates to the conservative estimate of the impact of the fiscal
stimulus and it relates to the conservative fiscal multipliers that have been used. As was noted
earlier, in moving from budget to MY EFO we have not changed that gap between those two
lines—that is, what GDP would have been without the fiscal stimulus and what GDP we now
think will look like.

Senator BUSHBY —I have a question to clarify that.

Dr Henry—So, the 200,000 jobs—

Senator BUSHBY —I understand what you are saying: you are saying it is the gap.
Dr Henry—Yes.

Senator BUSHBY —But does the GDP line without fiscal stimulus take into account the
monetary policy changes?

Dr Henry—Yes.

Senator BUSHBY—So the assumption is that, without any fiscal stimulus at al, that is
whereit would be?

Dr Henry—Yes.

Senator BUSHBY—You are saying that, without the other three factors, more than
200,000 jobs would have been | ost?

Dr Henry—VYes, that isright.

Senator JOYCE—Can | add a query on that point? As we have stated earlier, thereis a
massive inflow of funds into Australia by reason of us having one of the highest—

Dr Henry—Investment rates.

Senator JOY CE—debt levels as a nation in the world. In the actual extra stimulus that the
government puts in, does that have comparative effect to the stimulus that was already there
from this vast amount of foreign borrowing that is also coming in and also the stimulus, as
you have just stated, from China and its involvement and its demand for our resources? How
many billions do you need to spend in Australia before it has an effect?

Dr Henry—Any amount will have an effect. What is important in undertaking thiswork is
to compare one year with another. You cannot conduct this exercise simply by looking at
absolute levels. What you have to look at is how the level of government spending in this year
compares with the level of government spending last year, for example, or how the strength of
exportsin this year compares with the strength of exports in the preceding year. It is the same
with private investment and with household consumption. In that way you can figure out the
contribution that each is making to GDP growth and figure out the contribution that each is
making to what is happening to unemployment and so on. That is how this exercise would be
undertaken. When you say that the Australian economy has a large stock of foreign debt, that
in and of itself does not tell us much about the contributions being made to GDP growth from
the things that foreign borrowing is financing. We need to know what is happening to the
things that that foreign debt is financing. We need to know what is happening to household
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consumption expenditure: is it higher this year than last year? What is happening to private
investment expenditure: is higher this year than last year? |Is government expenditure higher
this year than last year and so on?

Senator JOY CE—It is about a $52 billion package all up. Wouldn't it conversely be true
that, if our debt peaks at $245 billion gross, whatever that is, $157 billion.

Senator Sherry—This is government debt because you are talking about government and
national debt at various times.

Senator JOY CE—Everybody knows what | am talking about now.
Senator Sherry—There might be some people who are not quite sure what you mean.

Senator JOY CE—When we have to start repaying those funds—and seeing as how we are
going to be paying back vastly more than was actually part of the stimulus package with
interest and the implied oppressing effect that will have on the economy—conversely, in the
future, are you going to basically have a negative stimulus campaign? This negative stimulus
campaign can go on for—

Dr Henry—We already have it actually. Right through this year the fiscal policy is making
a negative contribution to GDP growth.

Senator BUSHBY —We have had a discussion about that.

Dr Henry—We have discussed this previously, yes. There is an inevitable negative fiscal
stimul us effect, so you are quite right, Senator, and we are already experiencing that.

Senator BUSHBY —If the stimulus package were withdrawn completely tomorrow, what
impact would that have on GDP? Is it positive or negative?

Dr Henry—It is negative.

Senator BUSHBY—Exactly. We went through the explanation in October and |
understand why but, despite what you are saying, it continues to support, as Dr Gruen said in
October, growth even though the fact that it is not being maintained at its highest level forever
means that in an economic senseit detracts from the GDP as the size of the package declines.

Dr Henry—Sure. So a negative number can be made larger—a larger negative; a larger
and absol ute number.

Senator BUSHBY —Desypite the fact that in a technical sense it actually detracts from
growth this year it is still—

Dr Henry—I would detract more if the stimulus package were to be—
Senator BUSHBY —supporting the GDP.
Dr Henry—Correct. That isright. It is actually supporting the level but it is attracting—

Senator BUSHBY —And that is the fact because it is not being maintained at its highest
level.

Dr Henry—That is correct.

Senator BUSHBY —Thank you. Coming back quickly to that gap in those charts that we
were talking about: you have mentioned on a number of occasions that you have maintained
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that gap. It is hard to tell from looking at the charts because they are not exactly the same
scale, but it appears that the gap has actually shrunk slightly from looking at the chart. You do
not give the number, soit is hard to see.

Dr Gruen—Let me be as precise as | can be. In the budget and in the MY EFO we used
exactly the same multipliers. We got updated information about the timing of the spending
and therefore the gap as you see it will not be exactly the same.

Senator BUSHBY —It has shrunk by what looks like about one per cent, but it is hard to
tell.

Dr Gruen—I would be surprised if it is as much as that.
Senator BUSHBY —It is not a graph that you can actually measure accurately against.

Dr Gruen—No. We got updated information about the timing of the spending and we also
did further analysis on how rapidly we thought households had spent the cash transfers. So we
used that updated information to update our estimates of the profile, but we used exactly the
same multipliers.

Senator BUSHBY—So, in effect, using the updated information of what you knew about
how people were really reacting to things, the actual impact at any point in time has got a
little bit smaller than what it was.

Dr Gruen—I am not sure that it has got smaller, but we can certainly get back to you on
that.

Senator BUSHBY —I would appreciate it if you could take that on notice.

Dr Gruen—I think it is timing. In other words: the total area between the two lines has
stayed the same.

Senator BUSHBY—The area is the same but it may be just a little bit longer, rather than
doing it up front as quickly as it might otherwise have been. So the impact at any one point in
time has probably got smaller, on the assumption that that is what this shows, but over time
you might still get the benefit. At any one point in time the impact in terms of growth,
assuming that it is smaller, is smaller.

Dr Gruen—Yes.

Senator BUSHBY—Finally, thisis just a general question. How are the recommendations
from the various reviews—such as the Henry, Harmer, retirement, Cooper and PJC
inquiries—going to be integrated into coherent and consistent policy, noting that most are

being conducted by different committees and different sections of Treasury and yet many
issues overlap or are in common?

Senator CAM ERON—That is what governments do.

Senator BUSHBY—Of course they do. | want to know how they are actually going to
apply the findings when they have actually finished.

Senator Sherry—I think that is a matter for a government policy announcement in
response to the various reviews that have been completed or are partway through completion.

Senator BUSHBY —Okay. Thank you.

ECONOMICS



E 48 Senate Thursday, 11 February 2010

Senator PRATT—There have been assertions made that Australia's economy has
performed about the same way as the New Zealand economy. | wanted to ask if this
comparisonis fair, particularly when you look at issues such as growth versus contraction?

Dr Gruen—We do not have a New Zealand comparison with us, but we can get one. It is
the case that their latest unemployment rate came out just in the last week or so and | think
New Zealand unemployment is sitting at 7.3 per cent. New Zealand's unemployment coming
into the global financial crisis was below Australia’ s unemployment and had been for several
years. So it is certainly the case in terms of the labour market that the labour market in New
Zealand has deteriorated by significantly more than Australia.

Senator PRATT—I suppose the argument that was put out in the public arena was that
New Zealand has done just as well and they did it with less stimulus. But clearly, when you
look at it, that is not actually the case, isit?

Dr Gruen—It is aso the case that they have had several quarters of falling real GDP,
rather than just one. We can find out the exact numbers for you, but my memory is that they
have had at least three consecutive quarters of falling real GDP.

Senator PRATT—Can | ask about what our current inflation rate says about the capacity
of our economy and which consumer goods have been putting upward pressure on inflation
and which ones are putting downward pressure?

Dr Gruen—As you would be aware, the headline CPI is not always a good measure of
underlying price pressures, so the Reserve Bank and ourselves tend to focus more on a range
of underlying measures. If you look at those underlying measures, underlying inflation has
been coming down for several quartersin arow. In through the year terms | think underlying
inflation has come down from a number with afour in front of it to a number more like 3.4—I
think that is the latest through the year estimate to the December quarter. So there have been,
over the last year or so, declining inflationary pressures in the Australian economy, which is
what you would imagine in a situation where you have got considerable excess capacity in the
Australian economy.

Senator JOY CE—That is the inflation—

Dr Gruen—That was an average of the two measures that the RBA uses of underlying
inflation. Headline inflation tends to jump around for a whole lot of other reasons. Headline
inflation through the year to the December quarter is 2.1. The average of the underlying
measures is 3.4 through the year to the December quarter.

Senator PRATT—I want to ask what we are doing to ensure strong growth but low
inflation into the future and what the approach is to getting that balance right, given the
current economic circumstances.

Dr Gruen—Sorry, what we are doing?

Senator PRATT—Our monetary and fiscal balances. The government has to have an
approach to how we think those issues are going to play ouit.

Mr McDonald—I suspect that part of the points you are getting at there is that, beyond the
current period where growth is supported and demand in particular is being supported by
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macroeconomic policy, over the medium to longer term we know that effectively growth is
driven by the three Ps: population, productivity and participation. Would that be correct?

Senator PRATT—Yes, that isright, and infrastructure and all that kind of thing. | want to
ask about an update on Australia’s current unemployment. We have had significant increases
that are now starting to stabilise. Can you give us an overview of those statistics?

Dr Gruen—I can give you a summary of the numbers that came out at 11.30. The
seasonally adjusted unemployment rate has fallen to 5.3 from 5.5 in December. There was
growth in both part-time and full-time employment, with full-time employment growing by
nearly 16,000 and part-time employment by nearly 37,000. So it is a strong labour force
result.

Senator PRATT—Over what period of timeis that 37,000 improvement?

Dr Gruen—This is from the previous month. This is the result for January and it is from
the December result.

Senator PRATT—Thank you very much.
Senator JOY CE—Time to stop the stimulus.

Senator COONAN—Just picking up on a particular aspect of participation, on 30
November last year Goldman Sachs JB Were released research on gender participation and
productivity called Australia’s hidden resource: the economic case for increasing female
participation. According to the report, estimates show that closing the gap in employment
rates in Australia would boost GDP by 11 per cent. The report argues that, while raising
participation is obvioudly critical, bridging the gulf between historic male and female
productivity rates has the potential to boost the level of economic activity by as much as 20
per cent. | think | have fairly summarised the findings of that report. With estimates of this
magnitude and the recent comments, | think they were Australia Day comments, from the
Prime Minister about lifting productivity growth to two per cent per year, has Treasury
conducted any research into this gender based gap within the Australian workforce?

Mr M cDonald—We have gone through the report to some degree. | think is fair to say that
the broad issue of both participation and productivity is something that we have been doing
work on over a number of years now. Many of those are common between genders but there
are some issues that are different for female and male participation. | am not sure precisely
that | could outline all of the pieces of work we have done, but | think that is an area we have
looked at. One point to make just as a qualification, without wishing to take away from the
broad thrust of what this report is saying, is that there is a need to be careful and aware of the
limitations of GDP as a measure of output and particularly wellbeing, so some of the things
we know about GDP and its limitations include that it does not take into account work
undertaken in the home, for example. Another thing that we know, and | think the Secretary
outlined this in a speech made last year, is that productivity and output is measured better in
the market sector than it is in the non-market sector. | think this particularly goes to the point
made in this report about a gender productivity gap. To some degree the report refers to
sectors such as the health and | think the education sectors as being sectors that are low
productivity. It might be better to describe those as sectors that we do not measure
productivity well in. That could then affect your analysis.
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Senator COONAN—Given that, can you point me to any analysis which actually
measures the impact of these factors that were identified in the report on the economy?

Mr Henry—In the Intergenerational Reports, | think in thefirst and certainly in the second
and in the most recent one, there is some sensitivity analysis. It asks the question: what would
be the impact on GDP and GDP per capita of lifting rates of participation of various cohorts?
That work attempts to quantify what would happen to gross domestic product and gross
domestic product per capita if, for example, rates of female participation were to increase by
certain amounts. There is some sensitivity analysis there.

Senator COONAN—I appreciate how difficult this may be to quantify, but has there been
any measurement of the potential flow-on effects of the gender-based gap on overall female
workforce participation? The World Economic Forum Global Gender Gap Report scored
Australia at something in the order of 50 per cent. Has there been any measurement of what
flow-on effect there might be if this gap isright on overall female workforce participation?

Mr Henry—I understand—you are asking the question: if Australia were to lift its rates of
female participation to, say, the best performing in terms of female workforce participation,
what would that do to the level of GDP and the GDP per capita?

Mr McDonald—I think we might have to take that on notice to see what analysis we have.
There may well have been some that we have done and there may be some that it isin broader
cross-country studies.

Senator COONAN—I realise that isjust a scale. | am just interested in whether there has
been any measurement.

Mr M cDonald—We are happy to take that on notice and see what we can provide.

Senator COONAN—Has Treasury performed any specific analysis on the gap between
historic male and female productivity rates? That is the productivity question, not the
participation question.

Mr McDonald—Not asfar as| amaware. | just looked at this paper fairly recently. | guess
there is the point | have already made which is that you would expect the extent that data
shows such a gap that it would, at | east to some degree, be reflecting differences in the quality
of the measurement of productivity that are well known. | think that is certainly an interesting
area to look at further, and | expect it is something we would do further work on. The
potential qualification on that is that productivity data is often best looked at in aggregate and
overrun of years. As you seek to disaggregate it, which is natural to do to try and work out the
performance over different periods and in different industries, the quality of data necessarily
declines as you do that. That is also a factor to take into account in the analysis. We will have
alook at that as well and see what we can provide.

Senator COONAN—This is probably a flipside of the same question, but, what work has
been done on improving the gender based gap in workforce partici pation within the economy?
Is that the flipside of that question in that you would be looking at it or is there anything that
you can point to?

Mr McDonald—I think these questions are now getting to work that colleagues in fiscal
group may well be better placed to answer.
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Dr Gruen—I can answer, | think, from the Intergenerational report. The Intergenerational
report does provide estimates of Australia's participation rate compared to other countries for
both males and females. One of the interesting things is that participation rates for females of
prime working age in Australia is actually higher than the OECD average and it has been
rising faster than the OECD average, whereas with males the opposite is the case. For both
prime age and older women Australia's participation rate has been rising more rapidly than
the OECD average, whereas for menin prime age Australia's participation rateis significantly
lower than the OECD average, which is at least of some interest.

Senator COONAN—Does Treasury have any analysis which supports the inference—and
| cal it an inference because | just do not know what the data is—that increased female
participation in senior positions within the Australian workforce will lead to an overall
increase in female participation?

Dr Gruen—I do not think we have any specific evidence on that but it sounds plausible.

Senator COONAN—I did not have any data so | was asking that question in that way.
Representation of women on boards and in executive management of corporate Australia
remains, as | think we all agree, stubbornly and disproportionately low. In fact we are going
backwards according to the latest data. There has been a steady stream of calls from
regulatory agencies, peak representative bodies and business leaders for voluntary and early
action to address the gender gap. Thereis certainly some momentum. |s Treasury monitoring,
or at least aware of, policies to address this being implemented in Spain, Norway and France
which address the gender gap in terms of female participation in leadership positions in the
workforce?

Dr Henry—We are certainly generally aware of what is happening in those other
countries. But as to the implications for corporate Australia, it may be that somebody from
markets group would be able to provide some detail. Given that you have asked the question
now, it may be that some of them are presently scurrying around looking for some of that
detail. We will see. But | do not have anything at my fingertips. | understand the question and
the significance of it, but | am not aware of any work that we are doing in that area.

Senator COONAN—DPerhaps it is a question for the minister, then. Is the government
content to leave it to the private sector to address the gender gap that currently exists within
the top echelons of business in terms of female participation in leadership positions? Is the
government concerned enough to formalise what appear to be voluntary actions taken by the
Australian Stock Exchange and other bodies?

Senator Sherry—In a previous ministerial capacity—corporate law—I can recall that this
matter was discussed at the ministerial council on at least two occasions. The rough figures as
| understand were 12 per cent declining to less than 10 per cent—that is very approximate. It
was a cause of concern. There were a range of responses discussed. Since that time, | am
aware that the ASX and the Australian Institute of Company Directors have announced some
initiatives. | know that they are on the public record. Whether the government would go
beyond what has been announced so far would be a matter for my colleague Minister Chris
Bowen. | would have to take on notice whether it would be his intention—and obviously a
collective decision of government—to proceed beyond that. | said on a number of occasions
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at the ministerial council and publicly that the decline in female participation at board level
was a cause for concern and needed to be addressed.

Senator COONAN—Thank you for that, Minister. When taking this on notice, could you
ask Minister Bowen whether the government considers that imposing a timeframe or at least
monitoring a timeframe with particular targetsis what the government is encouraging.

Senator Sherry—I will take that on notice.

Senator COLBECK—I want to ask some quick questions about the bank deposits
guarantee. | understand that the government made an announcement in respect to the
wholesale funding guarantee, which has been withdrawn. What is the timeframe for the
removal of the bank deposits guarantee? What is its ongoing effect on those funds that are
frozen? Are there any moves to modify what is currently happening in that respect?

Dr Henry—No, there are not. At the time that the guarantee was announced—which, if my
memory serves me correctly, was 12 October 2008—the government said that the deposit
guarantee, which was for deposits up to $1 million, would remain in place for a period of
three years and would then be reviewed.

Senator COLBECK—What about the contributing effects of that on particularly those
accounts that remain frozen because of the fear of flight from those funds? How do we
manage to get around that particular circumstance and the impacts that that is having at quite
apersonal level in some circumstances?

Dr Henry—As for those funds that you are referring to, we have been monitoring
developments in those funds. We were monitoring developments in those funds actually
before the guarantees were announced and we have continued to monitor devel opments in
those funds subsequently. Whilst it is true that a significant number of the funds remain frozen
to redemptions, except in cases of hardship and some other cases where redemptions are
being made, | think the general story isthat the industry has continued to manage the liquidity
of those funds very well. That is the general story. Where individuals with investments in
those funds are experiencing difficulty there are arrangements in place, which ASIC in
particular is monitoring, to allow access to the funds. Our colleagues from Markets Group
would be able to add further detail.

Senator COLBECK—So there is a formal process in place for access in hardship
conditions to funds that are currently held?

Dr Henry—Yes, there are specific conditions which if satisfied would allow access. The
precise details | can get for you and | am quite happy to take that on notice or, alternatively, a
guestion could be put to one of the Markets Group people here.

Senator COLBECK —I would certainly be interested. | have some constituents of retiring
age whom | would consider to be doing it fairly tough, particularly one of the partners. The
other is of pension age, living in fairly meagre circumstances in a camper van in a caravan
park and wanting to buy a house but has funds frozen in one of these accounts and would like
to get access to them. His request to me, and he has asked the Prime Minister this, is how he
goes about it. | think | have probably gone one better in having a chat to you, with you being
in the suit that you are in. But if there were hardship provisions that we could point him to
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that would perhaps be a response. From my perspective, this puts a real-life perspective on the
situation that exists with a lot of people out there having these accounts. | am not sure as to
your perspective on the need for continuation of the guarantee. | would be interested in that.
Certainly that is the real-life impact of what is going on in some circumstances.

Senator Sherry—That is understood but | would certainly not accept that the guarantee of
itself was the only issue around the freezing of funds. What | found interesting was that a
significant number of funds of that type actually collapsed before the financial crisis even hit
the world. It has been well canvassed over a period of some years at ASIC estimates that
Fincorp and others actually fell to pieces. So | think there were some regulatory issues as well
and that, further to that, there may well be some matters as to how the level of risk in some of
these funds is disclosed, the extent to which the risk is readable and understandable, so there
are a number of issues here that extend beyond the guarantee itself.

Senator COLBECK —I understand the government’s perspective on this but | can say to
you, Senator Sherry, that thisis this coupl€ sreality. Their fund is telling them they cannot get
hold of this money because of the deposit guarantee. They would like to know when it is
going to be released so that they can do that. Once they have got access to their funds they can
actually buy themselves a home. That is the practical bottom line reality that they are facing
right now; that is what they are being told. Their fund is saying to them that because of the
guarantee they cannot get their money. So that is their reality and if the government has a
perspective onit | understand that.

Senator Sherry—I| well understand the reality of people who are not able to access
moneys or who in fact cannot get money because funds have collapsed.

Senator COL BECK—Knowing the detail of it and not putting all that on the record here |
do not think that istheissue. | have al the detail.

Senator Sherry—There are certainly plenty of people who are in those circumstances—
that is, collapse of funds, redemption of funds, access to funds which have not collapsed.
Thereis quite a mixture.

Senator McGAURAN—250,000—
Senator Sherry—VYes, thereis quite a mixture—
Senator McGAURAN—have had their funds frozen.

Senator COLBECK —If it were in afund that | thought was in a dubious situation | would
not have put the situation on the table here today.

Senator Sherry—But it would be wrong to say that the bank guarantee in and of itself has
been the only factor in that mix of issues. Asto the figure of 250,000, Senator McGauran, | do
not know what the latest figure is. | understand that was the figure at some point in time.
ASIC or the Markets Group Treasury | am sure could give us an accurate update. Whatever
the personal circumstances of the individuals whom Senator Colbeck has raised, | understand
that a number of funds have come back online. The number that have come back online, so to
speak, | am not aware of, but Markets Group or ASIC may be aware and can give us the latest
figures.
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Senator COLBECK—Dr Henry, on the flip side of that, what would be the impact of the
removal of the guarantee prior to the date that the government put in place initially? Can you
give us some sense of that?

Dr Henry—No, | am sorry, Senator. | do not want to speculate on the possibility of an
early removal of the deposit guarantee. At the that time the government announced the deposit
guarantee it made it quite clear, and for good reason, that the deposit guarantee would remain
in place for a substantial period of time—namely, for three years. | do not think it would be
helpful, and it certainly would not be appropriate, for an official to speculate on the early
removal of it.

Senator COLBECK—OKkKay.

Senator CAMERON—Dr Gruen, you said earlier that it was your professional judgment
that the stimul us has been more effective than you had thought it would be. Has anything you
have heard this morning in the questioning from the coalition members of the committee
given you any cause to rethink your professional judgment?

Dr Gruen—Let me restate what | think | said. We used the same multipliers in the
MY EFO aswe did in the budget, and my professional judgment is that those are conservative
estimates of the effect of the fiscal stimulus. There is a margin of error around our estimates,
but | think it is more likely that we have underestimated the effect of the stimulus on growth
rather than that we have overestimated it. But | also made the point that we are not certain
about this. There are margins of error about these things, but we have assumed estimates for
the multiplier and, therefore, for the effect on growth we think they are prudent and
conservative.

Senator CAM ERON—Thank you. | want to try to put thisinto a bit of context and come
back to the issues. We were facing a global financial crisis that was one of the greatest
economic challenges governments have faced since the Great Depression. Isthat correct?

Dr Gruen—Certainly this was a huge shock to the global economy, particularly to
advanced economies.

Senator CAM ERON—AnNd the Australian economy has come out of that challenge quite
effectively in terms of employment and growth; is that correct?

Dr Gruen—It is certainly the case that we have had a very mild downturn and that the
unemployment consequences of this shock have been significantly less than most people,
including us, thought was likely.

Senator CAM ERON—It has been stated in the financial pressthat Australiaisthe envy of

the rest of the world because of our handling and outcomes of the global financial crisis.
Would that be afair statement?

Dr Gruen—I am not really in a position to comment on commentators. | think | would
leave it to others to make judgments about the effectiveness of the response, but it is certainly
the case that the Australian economy has performed very well through this period.

Senator CAMERON—It has been continually put here that debt is the big problem. Has
the borrowing been responsible and necessary, in your estimate?
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Dr Gruen—A consequence of running a fiscal stimulus in a situation in which your tax
revenues have fallen is that you do have to borrow the money, so there is no question that a
consequence of providing the fiscal support to the Australian economy has been the need for
the government to borrow. It is also true that the forecast rise in Australia’s federal
government net debt, which | think is the appropriate measure to look at, in the updated
MY EFO numbers, is set to peak at, | think, 9.6 per cent of GDP. If we compare that to most
advanced economies, that is a very low number. The projection for most of the major
economies of the world are that net government debt will reach a number like 90 per cent. So,
by the standards of most countries, we have extremely low levels of government net debt.

Senator CAMERON—Can | take you to the argument that has been put up continually
through this whole debate on the stimulus package—that the government spending would
create more problems than it would solve. | am having a look at the stimulus package results
in retail trade, on page 11 of MYEFO, and it shows a huge jump in retail trade in Australia
compared with the G7. Is that a significant part of providing the confidence in the economy
and providing adirect stimulus to maintaining that confidence?

Dr Gruen—The first cash payments to households were received in the first weeks of
December 2008, and retail trade in the month of December rose by four per cent, in
seasonally adjusted terms, compared with November. It is certainly the case that, over
subseguent months, it stayed high. So our estimate is that a significant proportion of the cash
transfers were spent by households, partly on retail trade and partly on other things. So | think
the logic of those cash transfers was that they could provide rapid support to demand in the
Australian economy, and | think the evidence does support the argument that those transfer
payments were successful in doing that.

Senator CAM ERON—So, on the cash-transfer debate against the tax-cut debate, because
of the speed and because of the outcome, your judgment is that the cash transfer did the job
that it was designed for?

Dr Gruen—I think the outcomes support the sorts of estimates that we used. | think the
estimate we used was that something like 70 per cent of the cash transfers would be spent
over our forecast horizon. The evidence we have seen from the performance of retail trade,
and also consumption, in the national accounts, has not led us to change that estimate. So it is
certainly the case that the cash transfers seem to have done roughly what we expected them to
do.

Senator CAMERON—The estimate is that the stimulus package has saved 210,000 jobs.
If those 210,000 jobs had disappeared and no stimulus had been undertaken, has any debate or
analysis taken place as to what effects that would have had on the economy?

Dr Gruen—I think that estimate is an estimate of the peak effect of the stimulus. So, at its
peak, | think our estimate was that employment is 210,000 higher than it would otherwise
have been, or that many jobs were saved. There are a range of benefits from that. Some of
those people would have been unemployed for an extended period of time and people who are
unemployed for an extended period of time suffer atrophy to their skills and general
dissatisfaction with society, so | think there are consi derable benefits, both economic and non-
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economic, to not having the unemployment rate rise by as much asit would have if this action
had not been taken.

Senator CAM ERON—Thanks.

Senator EGGLESTON—I would just like to ask some questions about the level of
foreign investment in Australia in recent times. Have the patterns of countries from which
foreign investment is coming into Australia changed relatively, and has the purpose or the
intention of such investment changed?

Senator Sherry—I think that would be best put to the Foreign Investment Review Board
markets group because they would have data and statistics.

Senator EGGLESTON—OKkay. That is fine. There have been a number of articles about
our recovery from the global financial crisis and the fact that we did not go into technical
recession, but in that second quarter there was quite alot of activity from the Chinesein terms
of purchases of mineral resources and so on. Would it be a fair comment—and | am just
asking for an opinion—that China played an important role in preventing us going into a
technical recession? Had the Chinese stimulus package not led them to keep on building
infrastructure, would we perhaps have gone into recession?

Dr Henry—As | was indicating to Senator Bushby earlier, we have not undertaken an
analysis that allows us to break up the various contributors to the stronger than anticipated
GDP outcomes that we have had. | cannot say for sure that, in the absence of Chinese
strength, the economy would definitely have recorded at least two consecutive quarters of
negative GDP growth. | can say with somewhat greater confidence that, as Dr Gruen said
earlier, without the fiscal stimulus package we would have, on our figures, recorded four
consecutive quarters of negative GDP growth. But your question is, as | understand it:
supposing that we had had the same fiscal stimulus package but China had not had its fiscal
stimulus package, would the Australian economy have recorded two consecutive quarters of
negative GDP growth? | do not know that for afact. It is certainly possible.

Senator EGGL ESTON—One can only speculate of course. | noticed Australia has come
to a loan arrangement with Indonesia for the equivalent of US$1 hillion, and | just wondered
if you could be good enough to enlighten us about the purpose of that and its terms and
conditions? Isit likely to be called upon?

Mr Playford—The loan with Indonesia was entered into at the end of 2009. Economic
conditions in Indonesia have improved significantly since the intention to enter the loan was
first established. We are not expecting at this stage that the Indonesian government will draw
upon the loan. The loan is a standby facility if it is unable to finance its budget deficit. At this
stage the Indonesian government has already year to date financed 15 per cent of its
borrowing requirements. We would anticipate that the Indonesian government will continue to
be able to finance the activity.

Senator EGGLESTON—I see here that it says that the nature of the |oan agreement was
to help mitigate the effects of the global financial crisis asit impacted on Indonesia. | suppose
we have not heard a lot about what happened to the Indonesian economy, and | was just
interested in the fact that Australia felt able to provide this credit line, | suppose, of a billion
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dollars to assist Indonesia. | wondered about the creditworthiness of Indonesia, but you have
answered that question in part.

Mr Playford—The standby facility which Australia entered in conjunction with the Asian
Development Bank and the World Bank helped provide a level of confidence for the
international financial markets around Indonesia. Certainly the Indonesian government
believes that has helped support their ability to access financial markets over the last 12
months.

Senator EGGLESTON—In other words, we were in effect guaranteeing the credit
worthiness of Indonesia or suggesting that they were worthy of receiving credit?

Mr Henry—We were not quite guaranteeing, but | think we were giving some confidence
to global financial markets that Indonesia’s fiscal financing task would be supported and we
were prepared to offer some support ourselves. | think that contributed to confidence globally
that Indonesia would be able to finance its budget.

Senator Sherry—I was at the Asian Development Bank meeting in Indonesia last year.
There was a general sense that Indonesia had done comparatively well in the circumstances.
The advice here indicates that its largely domestically oriented economy continued to grow at
more than four per cent annually, so despite the economic and financial difficulties Indonesia,
comparatively, has done well.

Senator EGGL ESTON—I went to a forum on Australia-lndonesian relationships last year
where their trade minister, | think, said they had fundamentally followed the advice of the
IMF regarding the management of the global financial crisis, but they were not sure what their
degree of growth was. So thank you for that, Minister.

Senator JOY CE—Are we currently capping spending growth at two per cent?

Mr Henry—That condition of the medium-term fiscal stabilisation strategy becomes
effective when growth has returned to normal levels. Growth is presently below trend and
therefore that particular leg of the fiscal strategy is not applicable right at the moment.

Senator JOY CE—What is our growth at the moment?

Mr Henry—Growth through the year to the latest data, to September, is half a per cent.
Our forecast isthat growth will be bel ow trend this financial year, 2009-10.

Senator JOY CE—And what is trend?
Dr Gruen—Trend is three to 3.

Dr Henry—Senator, | can add to that. Real GDP growth—and | am relying on MY EFO
figuring here—09-10 is 1% per cent; 10-11, 2% per cent. Then we have got growth at above
trend in 11-12, 12-13, 13-14 and 14-15—those are the four per cent figures. Over that period
with those four per cent real growth figures the commitment to hold real spending growth to
two per cent applies. In the MY EFO figures the real spending growth is actually below two
per cent in those two years, which are within the forward estimates period.

Senator JOYCE—Soin 10-11 and 11-12—
Dr Henry—11-12 and 12-13.
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Senator JOY CE—In 11-12 and 12-13 the spending growth does not have to stay bel ow—

Dr Henry—No, | am sorry, | misunderstood where you were going. In 09-10 and 10-11 it
does not have to be below two per cent real because the economy is growing below trend in
those two years.

Senator JOY CE—What is spending growth at the moment?

Dr Henry—In 09-10 real growth in spending is 5.1 per cent and then in 10-11 it is minus
1.3 per cent. That is because of what we were discussing earlier, that the fiscal stimulus is
unwinding through that period.

Senator JOY CE—That isjust by reason of the parabola, the curve—
Dr Henry—Caorrect.

Senator JOY CE—and we are coming down the other side.

Dr Henry—Yes.

Senator JOYCE—So if you look at it in a comparative analysis with the year before it is
less, but if you look at it in a lineal relationship over a number of years it is actualy still
higher.

Dr Henry—Caorrect.

Senator JOYCE—If we take it back to a lineal relationship rather than a parabolic
relationship, what is the average spending of the government over the last three years, as a
percentage? You are having one of those moments that | have, where there is an answer there
but you just don’'t know whether you should say it!

Dr Henry—No, it is not that. | can see multiple answers. | am just not sure which is going
to be more hel pful to you.

Senator Sherry—Give them all to him and then he will pick them out.

Dr Henry—I will give you some answers. Let us consider government spending as a
proportion of GDP. Obvioudly that is going to be affected by the cycle because government
spending is going to go up, so the numerator goes up, and GDP is going to be lower than it
otherwise would have been because of weakness in economic growth. So for those two
reasons that ratio is going to go up. That is certainly what we see happening. 1n 2009-10,
which is where the peak of the fiscal stimulus occurs, the paymentsto GDPratio is 26.7.

If we go back some years, that was tracking on average around 24. In fact it came down to
alow of 23 in 2007-08, but a normal level would have been a bit over 24 per cent of GDP. So
that goes up to 26.7. We then have it on the projections coming back to 24.4 per cent of GDP
by the end of the projection period, 2012-13. So that is one way of looking at it.

Senator JOY CE—Just to provide a comparative analysis, what is the spending to GDP
ratio of the United States?

Dr Henry—It is certainly higher than ours—a good deal higher than Australia’'s spending
to GDP ratio. Because we are both federal systems, a meaningful comparison would take the
federal government here—

Senator JOY CE—And add the states.
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Dr Henry—and add to it the states, and do the same in the United States. When you do
that, | have seen OECD figures that show that the total with respect to the United States
public sector is significantly higher than here. | know their tax to GDPratio is broadly similar,
but they have a budget deficit of about 11 per cent of GDP—so their spending to GDP must
be much higher than ours.

Senator JOY CE—While you are looking for that—
Dr Henry—I may haveto takeit on notice. | am not sure whether we have that here.

Senator JOY CE—We have gone through and we have said that, when growth goes back
to trend, we will cap spending at no more than two per cent. | understand it is currently at the
top of the curve, at 5.1 per cent. But the other mechanisms indicate that we are getting a clash
between monetary and fiscal policy. The Reserve Bank is pushing interest rates up. If the
Reserve Bank is pushing interest rates up, wouldn’t it make sense, in any way, shape or form,
to take away further stimulus into the economy at this point in time? On top of that,
acknowl edging that really the greatest mechanism of stimulus to the Australian economy isits
connection to the Asian economies, what effect are our progressive stimulus payments going
to have on them?

Dr Henry—Our fiscal stimulus would not have a lot of impact on GDP growth rates in our
trading partners. It probably does have a bit of an impact on New Zealand, and that is a
significant growth trading partner. But, putting New Zealand aside, it would not have much of
a spill-over impact globally. So | can answer that part of the question.

As to the trade-off between fiscal policy and monetary policy, it is usually the case that a
tighter fiscal stance, other things being equal, would provide the scope for less restrictive
monetary policy. That is usually the case. But it is aso the case, as | indicated earlier, that
these two things—the stance of fiscal policy and the stance of monetary policy—are
overwhelming affected by the state of the business cycle. So, as | indicated earlier, it is quite
often—it is usually the case, actually—that, as fiscal policy is tightening, so too is monetary
policy tightening. So it is very difficult to draw a simple conclusion about a link between the
size of a budget deficit and the stance of monetary palicy.

Senator JOY CE—Let’s work on the premise that the corrélation between the two events
is not apparent. Shouldn't that be yet another argument to say that, in that case, we need to
pull back on fiscal stimulus anyhow, because its correlation to effect is not present and we
should just save ourselves the debt that we will have to repay?

Dr Henry—No, because the reason the corrdation is not there is that the underlying
strength of the economy tends to drive both. It is the underlying strength of the economy that
is going to determine the future course of interest rates—generaly, that is what the history
suggests.

The underlying strength of the economy also has an impact on the budget deficit. As the
economy is strengthening, is history is any guide, one should expect to see the budget position
improve and one should also expect that over time interest rates would move up. When they
would move up and how much they would move up are obviously matters that | would not
want to speculate on, and | will not. But generally that is the pattern that history reveals.
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Senator JOY CE—Because of the wonders of a range of things, including such things as
APAC, there are people watching this. We hear statements about the 210,000 jobs saved and
we here about the fact that the transfer payments—the $900 cheques—were part and parcel of
that. But a $900 cheqgue is predominantly a mechanism by which people buy consumables not
necessarily a mechanism that increases the aggregate size of the economy, because the
economy has the capacity to deal withit asit is. If someone buys an electronic consumable, a
new retail store does not have to open up to sdll it to them. At best, they open up a new
checkout to sdll it to them or they get it out of storage to sell it to them or they import a new
container. The economy has the capacity to handle it. It does not inspire aggregate growth in
the economy. That is the premise that | put forward. You would have a different view. What is
your view about how these cheques worked? If 210,000 were saved, where are they? What is
the theory behind how these jobs were created?

Dr Henry—L et ustake your example. Thisis not the whole story, but it is part of the story.
What we would say is that without the fiscal stimulus package some of those people working
inretail stores would have lost their jobs, and that would be part of the 210,000.

Senator JOY CE—Wouldn't it just be the case that these people, if there is flexibility in
wage arrangements, would get more overtime or moved from a different section?

Dr Henry—We have seen that, too. As Dr Gruen was saying earlier, we have seen average
hours worked fall quite considerably. Presumably, some of those people serving in retail
stores would be working fewer hours—and they are working fewer hours notwithstanding the
fiscal stimulus package. But without the fiscal stimulus package some of them would have not
only worked fewer hours but would have worked no hours; they would have lost their jobs.

Senator Sherry—Senator Joyce, your colleague the shadow Treasurer, Mr Hockey—and
he was not the only one, | have to say; there were some economists and other critics at this
time last year in the run up to the budget and after the budget—was claiming that Australia
would see one million unemployed. That was the claim being made by some people last year,
including your colleague. Clearly, we are nowhere near one million unemployed and
fortunately we are not going to get anywhere near one million unemployed. | have referred to
this on a number of occasions. You cannot have it both ways. Here you are criticising the
government of the day for its stimulus package—

Senator JOY CE—Minister, with all due respect—

Senator Sherry—but you were highlighting what you believed would occur without a
stimulus package and claiming that we would see one million unemployed. You cannot have it
both ways.

Senator JOY CE—With all due respect, your assertion is bringing a whole new section to
the debate that was not even part of the discussion. | suppose you are welcome to make it. |
do not know whether that is a question to me or a statement by you that you wished to make.

Senator Sherry—It was aresponse to your question.
Senator JOY CE—Tédl me what my question was, then.
Senator CAM ERON—Have you forgotten?
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Senator JOYCE—No. It was a response to my question, so | want to know what the
minister thought that my question was.

Senator CAMERON—This is not about tricks; this is about serious economic issues. Try
and be a serious player.

Senator JOY CE—What was the question, Minister?

Senator CAM ERON—Try and be a serious player.

Senator Sherry—You were asking about a range of—

Senator JOY CE—If he needs you to defend him, then he really is struggling.
Senator CAM ERON—You are not a serious player.

Senator Sherry—You were asking about a range of reasons or factors as to why
unemployment did not go up to the extent that was believed this time last year.

Senator JOY CE—No, the question was about the effect of the—

Senator Sherry—and then the Treasury secretary responded. You specifically refer to
$900 payments and how that saved jobs. The Treasury secretary referred to people not being
put off in the retail sector, for example. You then came back with a couple of other examples.
That was the tenor of the questions and the general discussion.

Senator JOY CE—It was a discussion about the mechanism of effect, and your answer had
absolutely nothing to do with the question.

CHAIR—Minister, have you finished?
Senator Sherry—I have.

Senator JOY CE—When we discuss the federal net debt position obviously we are taking
into account what is owed to us by states and territories. Dr Gruen, when you look at the net
debt position of the Commonwealth you take into account the money owed to the
Commonwealth by states and territories. Isthat correct?

Dr Gruen—Certainly the net debt is the gross debt minus all the debt-like assets held by
the Commonwealth, alarge part of which would be in the Future Fund—but, yes.

Senator JOY CE—It is cash and other deposits, and moneys owed by states and territories.
How much is actually owed by states and territories?

Dr Gruen—I think it would be probably be best to address those questions to the fiscal
group if you want detail about that.

Senator JOY CE—So in the net debt position we also have the money in the Future Fund.
Dr Gruen—Not equities but the debt-like assets.

Senator JOY CE—The assetsin the Future Fund?

Dr Gruen—YVYes, financial assets.

Senator JOY CE—Assetsin the Future Fund at this time are what—about $65 billion?

Dr Gruen—You want just their debt-like assets, not their equities, because that does not
subtract from net debt.
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Senator Sherry—I think from the evidence we had from the Future Fund—I do not know
whether you were there, Senator Joyce; | cannot recall—the $65 million—

Senator JOY CE—Billion.

Senator Sherry—Sorry, $65 billion. There are a range of additional assets in the other
funds that are administered by the Future Fund—the infrastructure and the health. So | think
for the sake of accuracy the $65 billion may just relate to the Future Fund for the public sector
superannuation liabilities.

Senator JOY CE—The amounts in the Future Fund are there to deal with superannuation
liahilities. Are the superannuation liabilities included in your net debt position?

Dr Gruen—Senator, if you want to have a detailed discussion about this| think it is best to
doit with the fiscal group.

Senator Sherry—What is included in net debt has not changed under this government
from what was included under your government. That is the bottom line, Senator Joyce. You
cannot argue that you exclude assets from net debt because there is a Labor government in
power when you did not exclude them when you were in power. They are treated in exactly
the same way.

Senator JOYCE—We are just giving an explanation. You talk about net debt, but that
really takes into account that you call what is owed to you by states and territories and asset,
and some of them are lumbered with debt. You take into account items in the Future Fund.
That money is actually put aside to deal with superannuation liabilities. You bring into
account things such as HECS debt. Good luck collecting that—wandering around the
countryside finding students to see if they ever want to pay you back! You take into account
things such as IMF subscriptions.

Senator Sherry—If you are criticising that approach, and you appear to be doing so, why
didn’'t you criticise your own colleagues when they were in government for taking exactly the
same approach? Why didn’t you come to Senate estimates and say to Senator Minchin when
he was finance minister and sitting where | am, ‘It's not reasonable to include these sorts of
assets in net debt’? My response to you is that you are inconsistent in your critique. If you
criticise us for including those assets as part of net debt why didn’t you criticise your own
colleagues at the same time?

Senator JOYCE—That is a very good question and | will take that question, Senator
Sherry.

Senator Sherry—I am not asking you a question. | am answering your question.

Senator JOY CE—I will answer the question now. There is a very good reason. When
Senator Nick Minchin was finance minister, we were not heading towards $245 billion—

Senator CAM ERON—You did not have a global financial crisis either, did you?
Senator JOY CE—in gross debt. That is probably a very good reason.
Senator Sherry—My answer to that would be—

Senator JOYCE—AnNd when Senator Minchin was there we did not have to do
appropriations to alow you to go to $200 billion in debt; we actually had a surplus in place.
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We had $6 hillion put away in the tertiary endowment fund, we had $2 billion put away in a
medical fund, we had money put away in the Future Fund and we had a budget in surplus.
That is why | never asked those questions of Senator Nick Minchin. There is absolutely no
consistency whatsoever between your management and what was managed under the
coalition government.

Senator Sherry—As | pointed out twice earlier today, which you and your colleagues do
not like being pointed out, if you want to use the figure of gross debt, when we came into
government you had a gross debt figure, which is the one you like to refer to most regularly,
of some $58 hillion. You cannot have it both ways.

Senator JOY CE—AnNd you were claiming it is a critique for your management that you
were going to have four times that.

Senator Sherry—Chair, | am happy to take questions and have debate but—
CHAIR—Yes, | should point out that—

Senator JOY CE—I will let someone else ask a question.

CHAIR—I think that is the cue for Senator Abetz to begin.

Senator ABETZ—I have got a few questions generally on that, but it will not surprise that
| also have a question or two on OzCar. So whoever that official is, can they come forward.
Can | ask inrelation to the overall budgetary position: is it agreed that a critical next step to
sustainable growth for the government is to articulate a convincing plan to put the budget
back into surplus quickly through—I dare say you would assert that you have got a plan to put
the budget back into surplus quickly, and | do not want to get into that debate about whether it
isquick or slow or whatever—expenditure control and not through higher taxation?

Senator Sherry—I think we would be repeating the discussion we had earlier. Dr Henry
referred to the parameters that the government has announced in terms of restraining
expenditure to two per cent as trend growth resumes. There has been a fair discussion about
that. | know you were not here, and | am not criticising you for that because | understand
the—

Senator ABETZ—I was half listening in as well.
Senator Sherry—I think we are going back over ground that has been canvassed.

Senator ABETZ—Yes, but are we putting greater emphasis on the expenditure control or
getting more money in for the repayments? What is going to be the focus?

Senator Sherry—There has been ongoing focus on expenditure. | can assure you of that
because | sit on the Expenditure Review Committee, for example, and there has been
significant restraint on expenditure in a range of measures that have been well detailed in
budgets—

Senator ABETZ—Schoadls, pink bats.

Senator Sherry—A range of expenditure reductions have been announced. | do not have
the list here in front of me today. | actualy did have it in the finance estimates because that
deals with expenditure and expenditure reductions, but there have been a range of significant
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reductions and that work is always ongoing. That is part and parcel of the work of the
Expenditure Review Committee and that will continue.

Senator ABETZ—AII right. So we have had significant reductions on the one hand but a
stimulus package on the other. Can | simply ask then: in the two years to June 2010, are we
agreed that Commonwealth spending as a percentage of Australia’s gross domestic product
will have risen from 24 per cent to approximately 27.8 per cent?

Senator Sherry—Again, Dr Henry can check the figures, but | think they were the same
figures that he gave earlier and he gave an explanation for them as well. We have traversed
this.

Senator ABETZ—I just want to make sure that those figures that | am quoting are
accepted.

Dr Henry—I indicated earlier in response to a question from Senator Joyce that the 2009-
10 figure, which isthe peak figure, is 26.7 per cent.

Senator ABETZ—AII right.

Dr Henry—The figures have been rebased because of the new national accounts figures
released in early December. | presume you are reading from the budget papers, and in the
MY EFO thefigure was 27.8—

Senator ABETZ—Yes.

Dr Henry—but because of the—

Senator ABETZ—And is that updated now?

Dr Henry—Yes.

Senator ABETZ—To0?

Dr Henry—To 26.7.

Senator ABETZ—Thank you for that. Was that publicly announced before today?
Dr Gruen—Certainly.

Senator ABETZ—When was that?

Dr Gruen—The data was updated on the website and there was a media release.
Dr Henry—There was a media release on 8 December last year.

Senator ABETZ—Eight December? Chances are the coalition was undertaking other
matters at that time, so that iswhy it may have escaped my attention.

Senator Sherry—Well, you will get distracted!

Senator ABETZ—Thank you for that clarification; | do appreciate that. As a general
concept, do we agree that it is not only how quickly a country goes into deficit that matters,
but also how quickly it comes back out of deficit for its long-term economic wellbeing? Is
that a proposition that we agree with?

Senator CAM ERON—In what context?
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Senator ABETZ—We have gone into debt to very quickly, into deficit very quickly, there
is no doubt about that. | think people agree to that. Even a distinguished head of Treasury |
think said * Go early, go big and go domestic.’

Senator Sherry—He was not referring to going into debt though! Dr Henry was referring
to the stimul us package.

Senator ABETZ—Sorry, and how did we fund the stimulus package?
Senator Sherry—Government expenditure.

Senator ABETZ—And how was that raised? Via debt, Minister?
Senator SHERRY—Yes.

Senator ABETZ—Thank you. So we got into debt to stimulate the economy, which was
seen as being important, and | want to draw a line under that and make no comment about
that. What | am now asking is—

Senator Sherry—I had not finished my answer. We traversed most of this ground, if not
al of it, earlier in the discussion with Senator Joyce this morning. As was pointed out, the
financial and economic crisis led to a very significant reduction in revenue. We had a
significant discussion about that earlier.

Senator Abetz—I accept all that, but what | now want to move on to is the importance of
moving our country—or economy, same diff, in layman’'s terms, to me—as quickly as
possible out of debt, that there is an imperative that we do that as expeditiously as possible,
just as ageneral principle. Thereis nothing untoward about that proposition, is there?

Dr Henry—One has to be careful.

Senator ABETZ—We always have to nuance everything, don’t we?
Dr Henry—I am afraid we do, and this might be more than a nuance.
Senator ABETZ—AII right.

Dr Henry—The appropriate stance of fiscal palicy, as you obviously understand very well,
has implications for the profile of net debt. The appropriate stance for fiscal policy depends
upon the underlying macroeconomic circumstances. When you say that it would be sensible
to move to zero net debt as expeditiously as possible, my word of caution is you might want
to consider the impact on the macro economy of the fiscal action that would be required to
achieve that.

Senator PRATT—Put the GST up like New Zealand has?
Senator Bushby interjecting—

CHAIR—There is a lot of conversation across the table now, and | am sure it is very
distracting for witnesses.

Senator ABETZ—1I think the presses have been stopped for that.
CHAIR—Senator Abetz, Dr Henry has not—

Senator JOY CE—Is he going to put the GST up?

CHAIR—I am prepared to adjourn early if you want to just have a discussion—

ECONOMICS



E 66 Senate Thursday, 11 February 2010

Senator PRATT—Sorry; | beg your pardon, Chair; | should not have interjected.
CHAIR—but we were listening to the answer from Dr Henry.

Senator JOY CE—Did you say ‘ put the GST up’ ?

Senator PRATT—No, that New Zealand has.

CHAIR—Wel—

Senator PRATT—Sorry. | beg your pardon, Chair. | apol ogise.

CHAIR—Conversations across the table means | cannot hear what is going on and it is
distracting for the witnesses. | think sometimes it has been distracting for the questioners.
Could we let Dr Henry finish in the five minutes we have before we go to a break.

Dr Henry—No, | had finished.

Senator ABETZ—What | was wanting to do was contextualise my proposition that
persistent deficits, would you agree, lead to slower employment growth and slower new
investment as government borrowing expands to fund a growing national debt as a general
concept? That was going to be the follow-up question, so | will give it to you all at once so
you can answer in one and then | will move on.

Dr Henry—As a general proposition, once the economy has got back to full capacity
utilisation then, as a general proposition, a government contributing to aggregate demand
through running a budget deficit, for example, could be expected to crowd out private sector
activity. In the intervening period, that is before the economy gets back to a position of full
capacity utilisation, the extent to which government activity crowds out private sector activity
is considerably more ambiguous. Certainly when the economy was weakening, and
weakening rapidly as we perceived that it was back in late 2008, we did not see much risk of a
fiscal expansion crowding out private sector activity at that time. Obviously now that the
economy isin recovery at some point this will become a consideration but, as Dr Gruen said
earlier in response to questions from your colleagues, the Australian economy is right now
some distance from full capacity. The reason for that is we are in our second year of well
below trend growth. We have opened up an outward gap, in economists language, whilst the
unemployment rate is as of today sitting at around 5.3 per cent and that is not a particularly
high unemployment rate, nevertheless average hours were underperforming considerably so
we think there is substantial spare capacity in the economy at this point. We would not think
that there is a lot of crowding out of private sector activity at the moment. You are right to
draw attention to it.

Senator ABETZ—For the future.
Dr Henry—Sure.

Senator ABETZ—That is what | am talking about because with ill-disciplined
governments, and | do not want to put a party political labd on that, but there is,—oppositions
do not control budgets, usually—deficits have a tendency to persist if a government is ill-
disciplined. If you allow the deficit to persist then it would have the impact of slowing
employment growth and slowing new investment.
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Senator Sherry—I think Dr Henry well answered your question. | would not accept your
summation of Dr Henry’s answer, put it that way.

Dr Henry—That is right, Minister, because that is not quite what | said. You say ‘slowing
employment growth.” | was saying that the issues to which you referred become important
once unemployment has got to a pretty low level; alevel that we refer to as the NROU, or the
natural rate of unemployment, at which level employment growth is going to be slower
anyway. We have had this discussion before as well, and | am sure we have used in this
committee previoudy thelinethat it is probably about half or one percentage point lower than
the current rate when you already think you are close to it. That is to say that we are not quite
sure, although in the Intergenerational report in our projections we use a figure of five per
cent. As Dr Gruen said earlier, you have to be very careful with that number because average
hours worked is also rather important and, if five per cent is the number, that would be on the
basis of a cyclically high level of average hours worked. We are presently at a cyclically low
level of average hours worked. If you wanted to translate our unemployment rate into what it
would be if we had cyclically high average hours worked at the moment, you could probably
add a couple of percentage pointsto it. That is instead of talking about 5.3 per cent you might
be talking about 7.3 per cent unemployment rate, which would suggest that we are still some
way away from that tight labour market condition in which crowding out might apply.

CHAIR—Thank you to the Treasury macroeconomic group for coming in this morning.
Senator ABETZ—Chair, can | at least put my questions on notice?

CHAIR—Certainly, any of the senators can put questions on notice. You are quite
wel come to. The committee is now adjourned until two o’ clock.

Proceedings suspended from 1.00 pm to 2.01 pm
Senator BOSWEL L—Who do | address questions on modelling to?

Mr Ewing—It would probably depend on the exact nature of the question as to whether it
was myself or Marty Robinson to my right.

Senator BOSWELL—Okay. Did the Copenhagen conference outcome match the
assumptions made by Treasury in its modelling of a globally coordinated approach?

Mr Ewing—That is a dightly difficult question, because the assumptions we made in the
Treasury modelling extend far beyond the horizon of the Copenhagen outcomes. So, to some
extent, there are some things over the horizon we have assumed about action that are not in
there. That said, my adviceis that the kinds of commitments that we have seen from countries
such as the United States, the European Union, Japan and China are broadly consistent with
the assumptions that we made in our CPRS ‘ minus five' scenario.

Senator BOSWEL L—Have you modelled a scenario in which the rest of the world does
not participate inan ETS?

Mr Ewing—We have not, but there is a scenario along those lines which was included in
the modelling for the Garnaut review.

Senator BOSWELL—I am not sure that is correct. | have information here on Treasury,
which says:
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... Treasury modeling assumes the main policy intervention modelled is the cap-and-trade emissions
trading scheme ... The schemeis assumed to apply globally—

Thisis at annexe B. So what you are saying there is that you have assumed that everyone is
going in to a global scheme. That is how you modelled it. There is some more information
here that says that some of the modelling assumes that annexe B countries will have an ETS
up and running—thisis your modelling—from 2010, including Australia, Canada, the EU, the
former Soviet Union and Japan, with China and higher income developing countries from
2015 and India and middle-income countries from 2020, with full global coverage from 2025.
That is what you are basing your modelling on. That is what you have said your modelling is
on.

Mr Ewing—Yes, that is the description of what we fed into the models. | would like to
note another part of our report, page 85, where we note that our technical modeling
assumption of a national emissions target and an emissions trading scheme is a simplified
proxy for the range of policies and measures that constitute a national climate change
response.

Senator BOSWEL L—Hang on a moment. You have either based your modelling on that
or not, and you have told us that is what your modelling is on. In the section on annexe B
Treasury climate change policy and design features, table 2.3, the summary of policy
assumptions, says that developed countries set targets and participate in international
emissions trading from 2010 and that scheme participants have equivalent emission trading
scheme policy settings to Australia. Then it says that the main policy intervention model is a
cap and trade emissions trading scheme. This scheme is assumed to apply globally. Features
of the scheme differ across the CPRS. That is what you have told us that you modelled. That
iswhat your model was about.

Mr Ewing—Yes. To clarify my point, you have read out the description from our report of
exactly what we fed into our modelling and into the computer programs that run these models.
| was just quoting another of the report that says that while that technically is what the models
are doing it can be considered in economic terms a proxy for a broader range of measures
than simply an international emission trading regime.

Senator BOSWEL L—Hang on. You cannot have it both ways. If that is what you put into
your model, you cannot assume that the model can change to accept that China is going to
plant a couple of million trees. That is not modelling at al. | am sure that you would agree
with that and | am sure that you would not associate Treasury with that |oose—

Senator Sherry—Senator Boswell, | think that the witness can speak for himself. You are
asking him a question.
Senator BOSWELL—AII right. If he wants it to go on record that the modelling that you

told us that you were performing and the assumptions that you have based it on are correct,
that will stand on the record. | do not think that they are.

Mr Ewing—Economic models are necessarily simplified representations of the economy.
You could never capture the whole economy in an economic model. There are simply too
many variables. When we mode these things, sometimes it is necessary for us to use proxy
measures in the model ling.
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Senator BOSWELL—I assume—

Mr Ewing—We build the models with assumptions that are dightly different to the exact
policy that is measured because that is the models are capable of delivering and doing.

Senator BOSWELL—I suggest that Copenhagen was not dlightly different to your
modelling.

Senator Sherry—Senator Boswell, the witness had not finished. He should get a fair go to
give his answer to give his answer in a comprehensive way before you come in with what is
essentially an argument.

Senator BOSWELL—No, it is not an argument; it is fact. If you can suggest that
Copenhagen was a roaring success—

Senator Sherry—~Please let him finish his answer.

Mr Ewing—In this instance, while what the models have is an emission trading scheme, to
some extent that can be thought of as a proxy for a broader range of measures. Obvioudly, itis
not a perfect proxy or representation. But that is part of the necessary simplifications that are
required when dealing with the complexity of the economic models that we have.

Senator BOSWEL L—So what you are telling me is that you modelled on the assumption
that everyone was going to be in this—you told us that; that was in your papers—but, having
arrived at Copenhagen, where it all turned to custard and no-one signed up on world
emissions—China said it would not beinit, India said it would not be iniit, the US signed up
on a vague assumption that it would keep temperature change under two degrees—you are
now saying that fits your modelling, as| understand it.

Mr Ewing—I believe that my words were that it was ‘broadly consistent’. What matters
here is that there is an international price on carbon, which there clearly is; we can see that
there are working markets with an international price on carbon. The exact nature and depth
of that market are certainly somewhat different to the technical assumptions that we made in
our modelling.

Senator BOSWEL L—Has Treasury modelled scenarios other than those which have been
made public?

Mr Ewing—Could you clarify that.

Senator BOSWELL—Yes. You have put down your modelling and your assumptions.
That turned to custard. Now has Treasury modelled any scenarios other than those which have
been made public, which were in the white paper or before the white paper?

Mr Ewing—Well—
Senator BOSWELL—Yes or no?

Mr Ewing—Unfortunately, it is not a question | can give a yes or no answer to. When we
do the modéelling we have to run the models many, many times so the scenarios evolve in the
process of developing the models and feeding into the models the assumptions that we make
and so on, so they develop over time. You could argue that there are scenarios not published
in that they were draft scenarios we had along the way. We have not done a scenario, |
believe, along the lines that you are suggesting, which is taking outcomes from Copenhagen
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and trying to put those exactly into a model. We have not done that. | would argue that in
my_

Senator BOSWELL—No, that is not what | said. What | said—listen to me—is this. Has
Treasury modelled scenarios other than those which have been made public? | did not say
anything about Copenhagen. Is there any other modelling there on other scenarios—yes or
no? Itisasimple question.

Mr Ewing—There are no separate scenarios. There are individual—
Senator BOSWEL L—No. Have you modelled—

CHAIR—Senator Boswell, again can you let Mr Ewing finish. You are assuming, without
letting him say more than a few words, that he is not answering your question.

Senator BOSWEL L—AII right; okay.
Mr Ewing—Sorry, | have got myself distracted and dlightly lost the question there.

Senator BOSWELL—I will ask the question again. Has Treasury modelled scenarios
other than those which have been made public? Have you got any other modelling that you
have not made public?

Mr Ewing—You have asked two different questions there.

Senator BOSWEL L—I have asked one question.

Mr Ewing—Not in my interpretation, | am afraid, Senator, because ‘scenario’ and
‘modelling’ mean very different things. Now in terms of —

Senator BOSWEL L—AII right, have you done any other modelling?

Mr Ewing—Have we done any other modelling? Yes, we have done other modelling
beyond what is there because that is the process of modelling. The process of modelling
requires us to run these models many, many times. What we have published in the report is a
synthesis of the four main scenarios that are published and the many sensitivity scenarios that
we have published.

Senator BOSWEL L—So you have done other modelling on different scenarios.

Mr Ewing—No, | did not say that we did modelling on other scenarios. Those four
scenarios and the sensitivity analyses are the ones that we have done. We have done other
modelling within those scenarios in the process of arriving at the final—

Senator BOSWEL L—When are they going to be made public?

Mr Ewing—It is not common practice to release drafts of modelling as you go along. We
have released the final versions of that modelling.

Senator BOSWEL L—In particular has Treasury modelled a scenario in which the rest of
the world does not participatein an ETS?

Mr Ewing—As | mentioned, and | believe | have answered this question already, the
answer was no, Treasury has not. There was modelling along those lines contained in the
Garnaut review.

Senator BOSWEL L—So you have not?
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Mr Ewing—We have not.
Senator BOSWEL L—Why didn’t it do this given the significance of the assumptions?

Mr Ewing—Because it does not seem to me it is a very relevant scenario to be modelling.
We are not in a world where Australia is going it alone. It does not seem that it is very
relevant to model that.

Senator BOSWEL L—With due respect, the EU has got an ETS of a sort which exempts
all its people. 1 do not know who else has got one. New Zealand is supposed to have one. My
inquiries found: ‘We're so integrated with the Australian community we're not going to fire
ours off if you don't.” India, China, America, Russia and Brazil are not going down the ETS
path. These are the big emitters. So do not then say to me that therest of the world is—

Senator Sherry—Senator, it isnot a debate.
Senator BOSWEL L—I know it is not a debate.

Senator Sherry—You are arguing with the witness and expecting an argument back. That
is not the witness'srole. | am not keen to intervene and | do want the questions answered, but
a question, please, not an argument and not an invite to argue with the witness.

Senator BOSWELL—I will ask the question again. Why didn’t Treasury remodel given
the assumptions all fell over?

Mr Ewing—I would say that, as it is not Treasury’s view that the assumptions have all
fallen over, we do not see a need to remodel.

Senator BOSWELL—That is okay. As Senator Sherry suggests, and | take him on his
word, | cannot argue with you, but | think this will be revisited on your answers as long as
you are prepared to stand by them. Copenhagen has turned to custard, as | have said, and that
has reduced the likelihood of an international agreement to participate in an ETS. Does
Treasury intend modelling a realistic scenario of Australia proceeding with an ETS in the
absence of an international agreement?

Mr Ewing—The modelling that Treasury does is at the direction of the government so
Treasury intends nothing. It is entirdy at the government’s direction what we will model in
the future.

Senator BOSWELL—Then | will direct my gquestion to Senator Sherry.

CHAIR—You might want to repeat your question, Senator Boswell.

Senator BOSWELL—Sure. The modelling assumptions were based on the rest of the
world going into an ETS. That is clear and | have read your assumptions out as it was all
explained to me. Now | am asking that, since it is well established that the major emitters—

India, China, the US and Brazil—are not going ahead with an ETS, are you prepared to do
remodelling on the assumptions and put in the assumptions that these people are not going in?

Senator Sherry—What | will do, Senator, is | will take that on notice. | have to take that
on notice. | am sure the Treasurer would want to consult with Senator Wong, so | will have to
take that on notice.

ECONOMICS



E72 Senate Thursday, 11 February 2010

Senator BOSWELL—AII right; thank you for that. | will ask this question again. Did the
Copenhagen conference outcome match the assumptions made by Treasury in its model ling of
aglobal coordinated approach?

Mr Ewing—I believe that with some of the targets that have been announced the targets
that the countries are pursuing are broadly consistent with the targets that we modelled in the
modelling for the CPRS minus five scenario. | would also say that the long-term
environmental goals that have been signed up to in Copenhagen are consistent with the
modelling. Certainly some of the details of sequencing of action and exact policy do not
match our modelling, but it is hardly a surprise. It would be very convenient if the real world
would match our assumptions more often but, sadly, it is not the case.

Senator BOSWEL L—I go back to this information that was givento all of us at estimates.
We assume what Treasury givesto usisright. What it said was:

... Treasury modelling assumes the main policy intervention modelled is the cap-and-trade emissions ...
scheme ... The schemeis assumed to apply globally—

Then it is said that some of the modelling assumes that annex B countries will have an ETS
up and running in 2010 including Australia, Canada, the EU, the former Soviet Union, Japan
and the US—but none of those countries is going to do it!—with China and high-income
developing countries from 2015 and India and the middle income countries from 2020.
Clearly, that has not happened and will not happen. You are saying basically that everyone has
conformed. Do you see how silly that appears?

Mr Ewing—I do not believe that iswhat | said.

Senator BOSWEL L—WEell, tell me what you said.

Senator McGAURAN—It is modelled on a global CPRS.

Senator Sherry—Senator McGauran, you are now starting to run interference.
Senator BOSWEL L—Yes, let the guy have a go.

Senator Sherry—~Please let the witness finish the answer.

Mr Ewing—What | believe | said was that the targets that countries have committed to
were broadly consistent with the targets that are included in our modelling and that some of
the policy mechanisms that countries are using to achieve those targets do differ somewhat
from our assumptions, yes.

Senator BOSWEL L—But then how can your modelling be right? The assumptions you
fedinto it were that all these people were going to be included, and now they are not included.

Mr Ewing—The question really is. how material is the deviation? Also, in the nature of the
long-term climate policy, as | mentioned earlier, it is not simply a question of the short-run
assumptions that we make in the modelling but the long-run assumptions that we make in the
modelling. The long-run assumptions are in many ways more critical to the modelling and to
the results that we get. | believe that the Copenhagen conference probably increased the
certainty on our long-run assumptions rather than reduced it.

Senator BOSWELL—You must be the only one in the world that does so. But, all right,
that is an opinion.
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Senator JOY CE—Can | just ask one question.
Senator McGAURAN—It is an excuse, not an opinion.

Senator Sherry—Senator McGauran, all you do is interject from the sidelines and you
don't ask a decent real question.

Senator JOY CE—Mr Ewing, was your modelling process a formal modelling process?

Mr Ewing—I am sorry, | am not entirely sure what it is about our modelling process you
arereferring to.

Senator JOY CE—Was your modelling process peer reviewed?

Mr Ewing—We engaged a range of consultants with our modelling, including some of the
foremost expertsin this sort of modelling in Australia, and they reviewed many aspects of our
modelling, yes.

Senator JOY CE—Wasit holistically peer reviewed, across all facets of it?
Mr Ewing—I believe that every substantive facet of the modelling was peer reviewed, yes.
Senator JOY CE—Every substantive facet, but not all of it?

Mr Ewing—I would have to take that on notice. There were a lot of aspects of our
modelling—

Senator JOY CE—Therewere alot of aspects that were not formally modelled?

Mr Ewing—No, | am saying that there were alot of aspects which go into assembling our
formal modelling and | would have to take on notice the extent to which all of those aspects
were peer reviewed. As you may be aware, we used a suite of models, there were different
consultants and experts involved in each stage of the process, so | would need to take on
notice the exact status of every single piece of the modelling.

Senator BOSWELL—In modelling, Treasury assumed that the US would have an
emissions trading scheme operating by 2010. Isthat likely to happen?

Mr Ewing—It is not my place to make an assessment of that.

Senator BOSWELL—What does the Treasury modelling say about the number of jobs
will be lost in the current reality where Australia goes it alone without a global coordinated
approach? Has that modelling been done?

Mr Ewing—As | have said, we have not modelled a scenario where Australia goes it
alone.

Senator BOSWEL L—But you have done other modelling?

Mr Ewing—We have done a range of modelling in the process of producing the final
modelling that was published in that report, yes.

Senator BOSWEL L—But after Copenhagen have you done other modelling?

Mr Ewing—I would have to take on notice exactly what everybody in the unit is doing,
but if | could just give abroad answer to that one, with the specifics on detail, | do not believe
S0, no.

ECONOMICS



E74 Senate Thursday, 11 February 2010

Senator BOSWEL L—That stands on the record as no. Do you want to correct that?

CHAIR—Mr Ewing said that he would take that on notice. He was trying to assist you by
giving you a general answer.

Senator BOSWEL L—No, he has given the answer is no.
CHAIR—NOo, Senator Boswell.

Mr Ewing—I will take the question on notice.

Senator BOSWEL L—I think that is a safer way to go.
Senator CAM ERON—No wonder you' re laughing!

Senator BOSWELL—You should be doing this. You should be standing up for your
constituents. You know you should.

Senator CAMERON—Don't you lecture me about standing up for workers, with your
Work Choices!

Senator BOSWEL L—What does Treasury modelling say about the impact on pensioners
if Australia goesit alone on an ETS without a global coordinated approach?

Mr Ewing—I| might pass to my colleague to answer specifically on the impacts on
pensioners but, as | have mentioned, we have not modelled that scenario.

Mr M Robinson—The modelling that we have undertaken in terms of the impact on the
household sector, in particular on different types of households, feeds off the main more
global economic scenarios run by Mr Ewing's area. So the latest analysis that we have
undertaken, which is suggesting an overall CPI impact of about 1.1 per cent with an impact
for pensioner households, for example, of about 1.5 per cent, would be based on the
underlying scenarios that Mr Ewing's area has done.

Senator BOSWEL L—Have you done any modelling on this after Copenhagen?

Mr M Robinson—As | said before, the scenarios that we work off are the main scenarios
from Mr Ewing's area. So we are have not undertaken any further modelling or scenarios.

Senator BOSWEL L—So you have no modelling that you have done after Copenhagen?
Mr M Robinson—No.

Senator BOSWEL L—What industries will be made less competitive by having a carbon
cost when their international competitors do not have a carbon cost?

CHAIR—I think that might be more a question for the Department of Climate Change
than Treasury, but if any of the Treasury—

Senator BOSWEL L—No, because they would have modelled this.
CHAIR—If any of the Treasury officials would like to answer it, | will openit up.
Senator BOSWEL L—These should have been modelled.

Mr Ewing—As we have not modelled that scenario, | have no way of giving an answer on
that question.
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Senator BOSWEL L—Has Treasury updated its modelling to take into account the lack of
a coordinated global approach? Has it done any work, for example, using revised assumptions
on international action following the failure of Copenhagen?

Mr Ewing—No.
Senator BOSWEL L—Why not?

Mr Ewing—As | mentioned earlier, the modelling that we do is at the direction of the
government.

Senator BOSWELL—As the assumptions of global coordinated approach have proved
totally wrong, surely that would significantly affect Treasury’s modelling outcomes since our
trade competitors would have cost advantages. Has the Australian government done any work
at all onthe impacts of a CPRS where the US does not start an ETS this year?

Mr Ewing—I will just make a general note first that the Carbon Pollution Reduction
Scheme policy design doesinclude shielding for emissions-intensive trade-exposed industries,
which is intended to help them deal with a situation where there is not yet coordinated global
action and the potential for competitive effects.

Senator BOSWEL L—I understand shielding very well and | have been involved in that
process, but there is still a very severe penalty on our heavy industries even with shielding
granted. | cannot believe you have not done it, but anyhow | will take your word. Has the
Australian government done any work on any of this modelling with the US or any of the
other countries being part of it?

Mr Ewing—We have done no modelling. As to any work, you would probably have to ask
the Department of Climate Change on that one. They may have—

Senator BOSWEL L—No, they do not do that; you do the modelling.

Mr Ewing—We do the modelling, but you asked about any work, which would
presumably encompass more than formal modelling.

Senator BOSWELL—I am asking about the modelling, not the work. Could you answer
that please.

Mr Ewing—No, we have not modelled that.

Senator BOSWELL—So there is no modelling done on the current international
situation?

Mr Ewing—There is no modelling done that directly replicates the fine detail of the
current international situation.

Senator BOSWEL L—Did anyonein Treasury go to Copenhagen?

Mr Campbell—There was one individual, Damien Dunn, from the London post that
attended.

Senator BOSWEL L—After Copenhagen, was there any analysis on how poor outcome
would affect the relevance of Treasury modelling that was based on a global approach to
emission reduction?

Senator CAM ERON—That does not make sense.
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Senator BOSWEL L—It makes senseto me. | will read it again for Senator Cameron.
Senator CAM ERON—That would be good.

Senator BOSWELL—After Copenhagen, was there any analysis on how the poor
outcome would affect the relevance of Treasury moddling that was based on a global
approach to emissions reductions?

Mr Ewing—We had internal discussions following Copenhagen about the targets, how
those targets lined up with our modelling and how the overall international situation compared
to our modelling. Our conclusion was that there would be little value added by additional
modelling as it would not change the fundamental conclusions of our modelling.

Senator BOSWEL L—Let me finish by asking the question again, because | think this will
go further: has Treasury modelled scenarios other than those which have been made public?

Mr Ewing—I believe | have answered that question already.
Senator BOSWEL L—What was the answer? No?

Mr Ewing—The answer was that we have done a range of modelling in developing
scenarios that are presented in Australia’'s low-pollution future but we have not done
modelling on scenarios beyond those of the type presented there.

Senator BOSWEL L—Thank you.

CHAIR—Be€fore we have further questions, | point out that another three senators have
indicated they have questions related to the ETS modelling. Do we want to set any kind of
time on that before we get onto other fiscal group questions?

Senator JOY CE—I most definitely have questions for the fiscal group, away from the
ETS. Senator Boswell is doing an admirable job so | will not go back into that territory. |
think we will need at least 45 minutes on things that are not related to the ETS.

CHAIR—OKay.

Senator BUSHBY —In the course of its modelling or analysis has Treasury made any
specific consideration of theimpact of the CPRS on small business?

Mr Ewing—We have not given specific consideration to the impact on small business
beyond the general economic impacts and the price impacts that we considered. We did not
feel there was much that we could add to that analysis specifically for small business.

Senator BUSHBY —So there has been no specific examination of what the impact of the
CPRS might be on direct energy costs or accumulated supply chain input costs for small
business?

Mr Ewing—There has been no direct consideration of that in relation to small business.
However, we did consider the impacts on households, and our results for that would contain a
lot of information for the position of small businesses.

Senator BUSHBY—That is an interesting comment because compensation will be
provided to a large proportion of households under the CPRS. | am curious to know whether
any analysis has been done which justifies the exclusion of the vast bulk of small businesses
from CPRS compensati on arrangements.
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Mr Ewing—The assumption was made in our modelling, and | can only speak to the
modelling—as to compensation arrangements, you would have to speak to Mr Campbell—
that, when considering the price impacts, small businesses would be able to fully pass on the
impacts of the price rises they receive in higher prices for the products and services that they
sdll, hence their margins would remain unchanged. From that you could conclude that no
compensation would be required. But Mr Campbell may like to add to that.

Senator BUSHBY —It is a very easy assumption to make from the perspective of Treasury,
but it is not necessarily as easy an action to put into place for most small businesses.

Mr Ewing—It is an assumption that is standard in this kind of analysis and is well backed
up by the historical evidence, such as the experience of the GST and the modelling that
Treasury did for the price impacts there.

Senator BUSHBY—The GST is easily quantifiable. Everyone knows that there 10 per
cent is put on top of the price. As a small businesses owner it is very hard to justify the
cumulative supply chain input costs as justifying the price increases. No doubt there would be
some small businesses, less scrupulous than others, who would actualy try to pass on more
than they should. On the whole, small businesses operate in a competitive environment and it
is not always as easy to pass on input costs, whether they are government created or
otherwise, as your modelling suggests.

Mr Ewing—On that, | note that in a competitive environment all domestic businesses will
be facing the same increases in costs and so will have the same pressures to increase their
prices.

Senator BUSHBY —But some may have more scope than others to absorb, due to different
factors. | just think that it is interesting that there is no analysis on how it will actually impact
which informs the decision that you have made.

Mr Campbell—We should clarify, though, that what Mr Ewing is talking about is specific
economic modelling undertaken by Treasury with the GE models. That is not to suggest that
the Department of Climate Change, in putting forward the policy package, did not actually
look through some of these issues as part of its analysis.

Senator BUSHBY—I was interested in what Treasury had done. | am sure the question
has been asked of the Department of Climate Change at some point. Similarly, no analysis has
been done that looks across different sectors of small business either, given your previous
comments?

Mr Ewing—No, there has not been.
Senator BUSHBY —That is fine. Thank you.

Senator BRANDI S—I just had one question arising from Senator Boswell’s questions, Mr
Ewing, about the modelling. | am not going to get into the question of what, if anything, was
done after the Copenhagen climate change conference failed but, did | understand you to say
that there was modelling also done in the Department of Climate Change?

Mr Ewing—No, Senator. What | intended to say was that Senator Boswell’s question as |
heard it went to any work which could encompass a wide range of analysis and were
economic or otherwise outside of formal modelling.
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Senator BRANDIS—What | want to direct my questions to is the relationship, if any,
between Treasury and the Department of Climate Change. When you prepare your modelling
do you do that on the basis of your own initiative or at the request of the Treasurer ultimately,
| suppose, or do you do it at the request or with the participation of the Department of Climate
Change?

Mr Ewing—UIltimately we are answerable to the Treasurer, and his work program is
ultimately set by the Treasurer. When we are working in the climate change space we work
very closely with the Department of Climate Change on assumptions and other inputs. We had
a seconded officer from the Department of Climate Change working with us for most of the
period of producing our major modelling report. We have very frequent contact with them.

Senator BRANDIS—That is exactly where | was going, thank you, Mr Ewing. When you
are to use your phrase ‘working in the climate change space’ is Treasury made aware of what
work relevant to your modelling the Department of Climate Change is doing? In particular,
given that the worth of all these models depends upon the assumptions and the methodol ogy,
does your work and the work of the Department of Climate Change in relation to these issues
proceed on the basis of the same assumptions and the same methodology?

Mr Ewing—I cannot speak to al the work that is done at the Department of Climate
Change.

Senator BRANDI S—Just pausing there, Mr Ewing, of course | am only asking you about
the work that department is doing of which you or other officersin the room are aware. Where
| am going with this is that it would be alarming if we had one specialist economic
department, the Treasury, doing modelling on a topic and one specialist department, the
Department of Climate Change, also doing modelling on a topic and the assumptions and the
methodol ogy were not common to them. Coming back to my earlier question to the extent to
which you are aware of what the climate change department does in the climate change space,
is there an agreed set of assumptions between you? Is there an agreed methodol ogy between
you?

Mr Ewing—There is not any sort of formal set of agreed assumptions or agreed
methodologies. What there is instead is a process of conversation where, when we have
processes and so forth that require us to devel op these assumptions on methodol ogies, there is
a conversation between the Department of Climate Change and Treasury to ensure that we
have a consistent approach. We have assumptions which are for an economic modelling
purpose which | do not think are always going to be appropriate for every other purpose the
Department of Climate Change would necessarily have.

Senator BRANDIS—I understand that, Mr Ewing. That sounds perfectly sensible to me.
Let’s cut to the chase here. Ultimately the question is: what the concentration of carbon in the
atmosphereis likely to be on certain projected future dates given certain assumptions as to the
output of various industries and various other activities. There are a lot of assumptions built
into that which must be built into your model. Given, one assumes, the Department of Climate
Change has topic-specific expertise in the field of climate change, and given you have
expertise in economic moddlling, | want to be reassured that those various assumptions on the
basis of which one projects the range of carbon concentration against certain future dates
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depending on how different policy outcomes will operate, that you and the Department of
Climate Change approach this question on the basis of shared assumptions and shared
methodol ogies.

Mr Ewing—I believe that we do do that to the maximum—
Senator BRANDI S—How do you do that?

Mr Ewing—We simply do that by, when we have the occasion to develop such
assumptions, inviting the specialists from the Department of Climate Change to come over
and review them. In that area, as the expertise on particularly the climate science side of
things is much more in the Department of Climate Change than with us, we have relatively
littlerolein reviewing their assumptions and work.

Senator BRANDIS—I understand that, Mr Ewing, but doesn't it follow from that, given
that they have the expertise about the science, that the accuracy and reliability of your
modelling really does then depend on the assumptions about the science in particular that the
Department of Climate Change gives you?

Mr Ewing—It is certainly a very important assumption in our modelling, yes.

Senator BRANDIS—So you are really the methodol ogical people, aren’t you? | mean you
take their assumptions and you put them into your model and, according to various variables,
those assumptions produce a range of alternative projections against certain specified future
years. Isthat the way it works?

Mr Ewing—Yes, although we normally work in the space of emissions in terms of tonnes
of carbon dioxide equivalent or in terms of carbon dioxide equivalent. We do not really follow
that into the temperature trandation.

Senator BRANDIS—Other than the Department of Climate Change, what are the other
inputs in terms of the assumptions that you make for the purposes of operating your model ?
For example, does the Bureau of Meteorology or the CSIRO or any other department or
agency of the Commonwealth with specialist expertise in climate feed into your assumptions
for the purpose of creating your model ?

Mr Ewing—Certainly in our previous modelling exercise, the CSIRO was involved. | do
not believe the Bureau of Meteorology was involved at any point. There is a range of other
agencies, including ABARE and the Bureau of Transport and Regional Economics, that were
also involved in the process and, to some certain extent, they would both have some expertise
inthese areas.

Senator BRANDIS—Given that what this is ultimately about is future projections about
climate, why wasn't the Bureau of Meteorology involved? Is that because they are only short-
term forecasters, or is there another reason for that?

Mr Ewing—I do not think | would completely agree with your characterisation that it is
about long-term projections of climate. What we have modelled is a scenario of what happens
if we do nothing and then scenarios of four core scenarios of a certain level of emission
reductions. That level of emission reductions was informed by the science, but fundamentally
what we are modelling is the economic impact of policy measures to reduce emissions by that
amount worldwide.
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Senator BRANDIS—But you do not critically review the science, do you? You assume—
and | dare say from your point of view it is afair assumption—that the scientific assumptions
provided to you by in particular the Department of Climate Change are sufficiently reliable
assumptions that you can just proceed and build a model on the basis of them. Isthat right?

Mr Ewing—We certainly have no independent expertise in this area, although in the
process of developing our understanding of climate policy and climate policy issues, we have
obviously read a lot and understood things. If we had seen something from the Department of

Climate Change that was vastly different to our understanding, that would have been
something that would have triggered alarm bells and we would have followed it up.

Senator BRANDIS—But that did not happen.
Mr Ewing—That did not happen, no.

Senator BRANDIS—So basically it sounds to me that the take-out of this is that you do
not second-guess, in building your model, the scientific assumptions that in particular the
Department of Climate Change provides you with?

Mr Ewing—No.
Senator BRANDIS—Thank you.
Mr Ewing—Although | should clarify: it is very much a collaborative process between the

Department of Climate Change and Treasury in settling at the climate scenarios because it isa
combination of the economics and the science.

Senator BRANDIS—ALt therisk of over generalising, would it be broadly right to say that
you provide the economics, they provide the science?

Mr Ewing—Broadly correct, yes.

Senator BRANDIS—Somebody stop me if this question has already been asked in my
absence, and if you have to take it on notice, perhaps you could just tell us from the table:
what was roughly the date on which you were first instructed to prepare this model? When
were you first given this task?

Mr Ewing—Senator, if you would be happy with a half of the month, | can do it without
taking it on notice.
Senator BRANDIS—That will do, yes.

Mr Ewing—Treasury was first instructed to begin doing this modelling | believe in the
second half of April 2007.

Senator BRANDI S—AnNd when was the first iteration, the first draft as it were, of your
model and its conclusions finalised?

Mr Ewing—That is a much more difficult question to answer. | was explaining to Senator
Boswell earlier it is very much a process, and so it is very hard to really draw a line in the
sand and say, ‘ Thisis now adraft.’

Senator BRANDIS—I understand that it would be an iterative process, but there must
have been a date at which what was recognisably the first draft of your document was
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published and distributed to those officers in your department and other departments who
were the key participants.

Mr Ewing—If you needed an exact date for when the first draft was—
Senator BRANDIS—No, arough date.

Mr Ewing—As is relatively common with this sort of document, the first draft of the
actual write-up would not have been ready until around mid-October 2008.

Senator BRANDIS—Mid-October 2008. And what was the last date, prior to the
Copenhagen climate change conference, on which the most mature draft of the same
document was published?

Mr Ewing—I believe the final draft of the modelling was published on 30 October 2008.
The final draft of that would have been—

Senator BRANDIS—2008! Not 20097

Mr Ewing—2008, yes. This is referring to this modelling report here that that report was
published in 2008.

Senator BRANDI S—Okay. So there was no further iteration or edition of this report in the
year-and-a-bit from 30 October 2008 and the Copenhagen climate change conference in the
middle of December 2009. Isthat right?

Mr Ewing—That is correct.

Senator BRANDIS—The science had moved on rather. | do not want to get into this
controversy about whether or not the science is bodgy, but even among those who are not
called sceptics, the climate change scientists who seem to represent that the body of the
scientific establishment in this area, even among them the science had moved on quite a bit
hadn’t it between October 2008 and December 2009?

Mr Ewing—As | mentioned, | am not an expert in the science and so | could not really
comment on to what extent the science, as it relates to the concentration targets and the
emission reduction targets that we included our modelling, would have changed.

Senator BRANDIS—AII right. And | think you told Senator Boswell that there has been
no new edition of the modelling since the Copenhagen climate change conference, so may we
conclude that the Australian government’s thinking in relation to this, here in the middle of
February 2010, has not progressed, at least in terms of the modelling, since 30 October 2008?

Mr Ewing—The modelling that we released on 30 October 2008 certainly stands as the
best conclusion that we have on this material publicly released.

Senator CAM ERON—MTr Ewing, | just want to take you through some of these issues on
modelling, so bear with me because there are a lot of issues that | want to raise with you. On
the issue of the science, Dr David Gruen gave a speech to the CEDA National Forum in
November 2008 where he said:

| agree with Professor Garnaut that the relevant yardstick with which to assess the scientific evidence on
climate changeis not what we know for sure, but what we know on the balance of probabilities. And, on
the balance of probabilities, continued growth in greenhouse gas concentrations would generate high
and rising risks of dangerous and potentially irreversible climate change.
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Do you agree with that view of Dr Gruen?
Senator BUSHBY —He said he is not an expert on climate change.
Senator CAM ERON—I am not asking him for his expert opinion.
Senator BOSWELL—I am calling a point of order on Senator Cameron. The people

before us are from Treasury—they are not climate scientists and have no expertise, as |
understand, in climate science. They are number crunchers.

CHAIR—Wheat is your point of order, Senator Boswell?

Senator BOSWELL—Senator Cameron is not addressing his question to the right
committee. These people are number crunchers, not expertsin science.

CHAIR—I think the minister and the officers can deal with that.

Senator CAM ERON—I took the balance of probabilities as put forward by the executive
director of the macroeconomics group. He spoke about dealing with this on the balance of
probabilities. Isthat afair and reasonable way to deal with it in terms of the models?

Mr Ewing—I personally would agree with Dr Gruen’s characterisation there.

Senator CAMERON—Thank you. | now go back to the model itself as there has been
some criticism of the model. As | understand, the modelling is the most comprehensive ever
doneinAustraliain terms of modelling any issue. Isthat correct?

Mr Ewing—I believe it to be correct. | have not done an exhaustive survey of all
modelling exercises ever donein Australia. | certainly believeit to be so.

Senator CAMERON—In his speech to CEDA, Dr Gruen said that it took 18 months to
devel op the model. A climate change modelling team was built with a strength of 18 dedicated
to staff. Isthat your understanding?

Mr Ewing—Yes, that is correct.

Senator CAM ERON—That dedicated staff then drew on resources from across the public
sector, including the Productivity Commission, ABARE, the Reserve Bank and the
Department of Climate Change. Is that correct?

Mr Ewing—Yes.

Senator CAMERON—Much of the work was done in partnership with the Garnaut
Climate Change Review, with expert input from Professor Garnaut. Is that your
understanding?

Mr Ewing—Professor Garnaut and also the many members of his secretariat and other
consultants who provided some very val uable inputs.

Senator CAMERON—AnNd eight consultants contributed to the modelling, including
national and international experts in economic modelling and modelling of climate change
policy, such as Professor Warwick McKibbin and Professor Philip Adams. Is that your
understanding?

Mr Ewing—That is correct.
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Senator CAM ERON—AnNd the Treasury also received invaluable input from industry and
environmental groups.

Mr Ewing—Yes.

Senator CAMERON—AnNd the team consulted with and received support from
international experts, including the OECD, the International Energy Agency and IMF. Is that
your understanding?

Senator BUSHBY —What is the question?
Senator JOY CE—You can send an email to Senator Wong.
Mr Ewing—Yes.

Senator CAM ERON—We have the best economic minds in Australia and international
experts, so thisisthe most comprehensive modelling ever done.

Senator EGGL ESTON—ANd they got it wrong. They changed the assumptions.

Senator CAM ERON—I know you lot get a bit testy about this, saying it is pure nonsense.
Senator Joyce, try and behave like a shadow minister. You have the brightest economic
minds—

CHAIR—Order! Can we have the end of the conversation across the table.

Senator CAMERON—Is it correct that this is the most comprehensive modelling ever
done?

Mr Ewing—As a member of the team, | would prefer not to comment on the ‘ brightest
economic minds' comment, but beyond that | would agree.

Senator CAMERON—It is good that we have that approach. Was the methodol ogy
comprehensive and robust? Can we say that?

Mr Ewing—That is my professional view, yes.

Senator CAMERON—Part of that modelling says that the economic costs of moving
early to deal with climate change—and the balance of probability is that it is going to
happen—are 15 per cent lower, while the cost for late movers is 20 per cent higher. Can you
explain that?

Mr Ewing—So that is—
Senator JOY CE—Whereisit going through? It is not going to go through the Senate.
Senator BOSWEL L—The whole thing has changed after Copenhagen.

Senator CAMERON—I did not raise the moddlling; you guys did. | just want to make
sure people understand it. You raised it.

Senator BOSWEL L—You are before Copenhagen. You are on the white paper.

CHAIR—Mr Ewing, are you ready to answer? Senator Boswell, can we let Mr Ewing
answer.

Mr Ewing—Senator, | believe you were referring to box 5.4 of our report, which is on
page 104. It is a comparison between a scenario where some countries act earlier than others
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and a scenario where there is coordinated world action. What we found in that scenario was
that the GDP costs were 15 per cent lower for those countries that acted in 2010 rather than in
2013—and those are the GDP costs by 2050, the long-run costs.

Senator CAM ERON—AnNd through the long-run costs economic growth through to 2050
is described as ‘robust’. Economic growth for the economy will continue to be robust. Is that
correct?

Mr Ewing—That is correct. The modelling showed that the various scenarios would slow
GNP per capita growth by 0.1 per cent per annum.

Senator CAMERON—I understand one of the other findings is that even ambitious
emissions reduction goals would have limited impact on national and global economic
growth.

Mr Ewing—Yes. The scenario with the largest emission reduction targets still found
strong, robust continued growth.

Senator CAMERON—I am not arguing for unilateral action, because we have 36
countries around the world dealing with climate change now. But in 2006 ABARE, who were
part of this report, also argued that deep cuts to emissions were consistent with strong
economic growth. Are you aware of that study?

Mr Ewing—I believe that | am aware of that study. ABARE has done a number of them. |
have read them all and | am familiar with that conclusion they reached.

Senator CAM ERON—Even if we took unilateral action—which we are not arguing for—
they modelled that growth between 2010 and 2050 would be 2.25 per cent compared to 2.5
per cent without taking any steps on global warming. Isthat correct?

Mr Ewing—I would have to take the exact numbers on noticeif you wanted that, but when
you were going it alone they still found only a slowing in growth rather than negative growth.
That isthe finding that | am familiar with.

Senator CAMERON—Are you aware of modelling numbers done on behalf of the
Minerals Council of Australia on employment in the minerals industry and the coal industry?

Mr Ewing—I recall seeing that modelling but | do not have all its details memorised.

Senator CAM ERON—Even though you are not aware of the details, are you aware of any
problems with that modelling?

Mr Ewing—Without the report in front of me | would have to take that on notice.

Senator CAM ERON—Could you take that on notice and could you provide me with the
details of any problems that were detected in relation to the Minerals Council modelling?

Mr Ewing—Just for the assistance of my officers when they prepare it, could you give me
adate or atitle for the Minerals Council’s report?

Senator CAM ERON—I can get you that information. | thought it was well known.

Mr Ewing—I believe | know the one, but on the off-chance that there are two it would be
helpful to make sure.

Senator CAM ERON—It was controversial modelling.
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Mr Ewing—I believe you are referring to modelling that was prepared on their behalf by
Concept Economics.

Senator CAMERON—I think it was Concept Economics. They are the mob that went
bankrupt. Do you know them?

Mr Ewing—I understand that Concept Economicsis no longer in business, yes.

Senator CAM ERON—They went bankrupt.

Senator Sherry—Chair, just one thing—and | am not being overly sensitive. Senator
Boswell has gone. Treasury officials are more than simply number-crunchers. They have a lot

more diverse talents and skills than in the simplistic description of them as ‘number-
crunchers'.

Senator CAM ERON—It was the National Party. What do you expect?
Senator Sherry—I think that description was a bit rough.
Senator McGAURAN—It was aterm of affection.

Senator Sherry—The trouble was that the affection was not embracing enough. It should
have been broad.

Senator McGAURAN—Let’s call Senator Boswell back into the room.
CHAIR—No. Let's not.

Senator Sherry—I know that Senator Boswell was, in his descriptive way, being kind and
generous. | understand that.

Senator BOSWELL—I meant no offence when | said ‘ number-cruncher’. | think it is an
honourable profession.

Senator Sherry—But they are more than number-crunchers. | think it isa bit narrow.
CHAIR—Now we need to deal with the question.

Senator EGGLESTON—I have a question, again, on ETS modelling. | presume the basis
upon which you did your modelling was that there would be an emissions trading scheme,
trading with other countries. Isthat the case?

Mr Ewing—That was certainly the technical assumption that we made in the modelling,
Yes.

Senator EGGLESTON—Did you modd carbon tax on the same basis—or didn't you
model the carbon tax?

Mr Ewing—When you are dealing with these economic models, there really is very little
difference between a carbon tax and an emissions trading scheme. Fundamentally, as the
models work, a carbon tax plus some international transfers is an emissions trading scheme.
So, while we did not directly modd a carbon tax, you could certainly draw a lot of the
conclusions for a unified world carbon tax from the GDP results in our report. The GNP
results would then reflect on top of that the impact of the trading of permits between
countries.
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Senator EGGL ESTON—Was any modelling done on the actual situation we now face in
that there are no other countries for Australia to engage with in carbon trading? If not, why
not? Was it not an accepted possibility that the Copenhagen conference would fail? Why;, if it
was not done, was there no modelling of the actual situation in which Australia would be
going it alone in setting up the CPRS or ETS without countries to trade with, especially in our
region?

Mr Ewing—One of the reasons we did not model that scenario was that we felt that the
Garnaut review's modelling of that scenario had already covered the important questions and
modelling by Treasury would add little to that.

Senator EGGL ESTON—When did Garnaut model it? | was not aware of that.

Mr Ewing—Professor Garnaut included modelling of that in his supplementary draft
report of September 2008.

Senator EGGL ESTON—Nevertheless Garnaut was Garnaut and you are the Treasury and
you are responsible for planning for the economic impact on Australia. Therefore | remain
surprised that you did not actually model a scenario on which there would be no other
countries to trade with.

Mr Ewing—My understanding is that that is not the situation we are in, because there are
other countries to trade with.

Senator EGGLESTON—There is only New Zealand and the European Uniorn—none of
our major trading partners in the region and not the United States—so effectively there is no-
one to trade with. | am just curious as to why that scenario was not modelled, because it was
so predictable.

Senator CAM ERON—ABARE modelled both alone and said there was no problem.
Senator EGGL ESTON—I am not interested in your comments.

Senator CAM ERON—AnNd we are not interested in the—

CHAIR—Then | will ask you not to respond, Senator Eggleston.

Senator CAM ERON—You cannot stand the truth.

Senator EGGL ESTON—I would be grateful if the Treasury would explain why they did
not model that situation.

Mr Ewing—As | mentioned, we fet that existing modelling covered that question quite
adequately, and we did not feel that our modelling would have anything particularly useful to
add, given that we had modelling of scenarios where we did fed that our analysis had some
important contributions to make.

Senator EGGLESTON—Given that the Australian economy depended—so many
decisions depended on your modelling, | find that an extraordinary answer, but thank you.

Mr Campbell—We are undertaking the scenarios that were put in the modelling reports
under the direction of the government. Future assessments about the success or otherwise of
the Copenhagen accord and how various economies have responded to that with the various
pledges that have already been made will continue to be assessed by the Department of
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Climate Change. As Mr Ewing said before, we work very closely with the Department of
Climate Change in checking, validating and considering those assumptions against
devel opments, and we will continue to do so.

CHAIR—We will move off the ETS modelling.
Senator JOY CE—Wheat isthe current gross leve of state debt?

Mr Ray—The latest number | have, the actual, would be the end of 2008-09, and that is
$127.6 billion.

Senator JOY CE—What date was that?

Mr Ray—The end of 2008-09—so, 30 June 2009.

Senator JOY CE—There are no other figures later than that?
Mr Ray—I do not have any.

Senator JOY CE—You see, Mr Ray—I might even have it here on the Hansard record—
the last time | asked you that question | think it was more than that, and | know it has not gone
down. You do not have any other figure?

Mr Ray—Not an actual number. You asked for an actual number; that is the most recent
actual number.

Senator Sherry—The figure given last time on—
Senator JOY CE—One hundred and seventy billion.

Senator Sherry—uwas an estimate. | think the officials may be able to give you an estimate
but it is not the actual figure.

Senator JOY CE—Okay. So who gave the estimate last time?
Mr Ray—I think you gave us a number and we agreed with it, or something like that.
Senator JOY CE—So, $127 billion—what is the predicted peak debt, then, of the states?

Mr Ray—I do not think we have predicted peak debt. So we published in MYEFO
estimates of their future debt levels, out to the end of our forward estimates period.

Senator JOY CE—So what are the future debt levels of the states?
Mr Ray—The number | have for 2009-10 is $143.7 billion.

Senator JOYCE—Sorry, Mr Ray—I can't quite hear you because Senator Cameron is
speaking.

Senator Sherry—Oh, fair cop—I mean, Senator Boswell was speaking as well.

Senator JOY CE—Well, just speak into the microphone, Mr Ray.

Mr Ray—Sorry; | am trying to read my numbers. The numbers that | have are $143.7
billion for 2009-10, $171.8 billion for 2010-11, $190.9 billion for 2011-12 and $204.2 billion
for 2012-13.

Senator JOY CE—Where will they predominantly get that debt from?
Mr Ray—The market.
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Senator JOY CE—Will the Commonwealth be the buyers of any of that debt?

Mr Ray—Over that period, | would not expect us to hold state debt for any period. The
AOFM issued anoticein December last year saying that it was going to hold some state paper
for short-term cash management reasons, but | would not expect us to be holding large
volumes of state debt.

Senator JOY CE—What isthe yield that the states are offering?
Mr Ray—I do not have market state yields with me, but they are a margin above ours.
Senator JOY CE—So what is yours?

Mr Ray—These numbers are available on the Reserve Bank’s website. On 9 February, the
yield on an 11-year bond was 5% and a one-month note was 3.77. So they range in that range.

Senator JOY CE—Where is federal debt predominantly held, between 10-year bonds and
one-month notes—what is the mean average?

Mr Ray—What is the mean duration?
Senator JOYCE—Yes.

Mr Ray—I do not know that we have that. We have about $10 billion of notes and $100
billion of bonds, roughly.

Senator JOY CE—And you must have something else, because you have $122 hillion.

Mr Ray—And then we have indexed bonds, but the bonds range across the yield curve. If
you want to know what the average duration is—

Senator JOYCE—VYes.
Mr Ray—the AOFM are coming tonight and they would know.

Senator JOYCE—Do you take into account the debt owned by government-owned or
government-control led entities?

Mr Ray—When we talk about net debt, we are talking about the general government
sector.

Senator JOY CE—So do you concern yourself with the debt held by a government owned
entity such as Ergon?

Mr Ray—They are state entities.
Senator JOY CE—They are state government entities, sorry.
Mr Ray—We would need to check. But | suspect that they are outside their GGS.

Senator JOY CE—In your movement of bonds and notes, who is purchasing them? How
much is being purchased domestically and how much is being purchased overseas, and where
overseas?

Mr Ray—Thisis avexed question in the sense that the data is not easy to obtain. The latest
estimate that we have is that as at the end of September about 59.3 per cent of the stock of
debt was held by non-residents.

Senator JOY CE—S0 59.3 per cent. So about 60 per cent is held by non-residents.
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Mr Ray—It does fluctuate a bit.
Senator JOY CE—Around about there, give or take.

Senator Sherry—Just looking back to about 2005, it has fluctuated up and down between
50 per cent and 60 per cent.

Senator JOY CE—Of the non-residents, the predominant country holding debt would be
China. That isafair statement, isn't it?

Mr Ray—Most of thisis held through nominee companies.

Senator JOY CE—We have gone through this conversation.

Senator Sherry—We have been through it. There is a difficulty in going through the

offshore countries and identifying the actual owner. But even if you could, | would be
surprised, frankly, if it was China.

Senator JOY CE—1I think about athird of it is held by China. You would be aware that 60
per cent of US bonds will be turned over by 2014. If 60 per cent of their bonds are maturing
by 2014, do you see that as putting upward pressure on the yield curvein Australia?

Mr Ray—I do not know what the refinancing need of the US Treasury is. But let us
assume that you right. It is not clear to me that that is going to put upward pressure on the
yield curve. The reason for that is that the market would know aready what that refinancing
need is and that would already be built into the US yield curve.

Senator JOY CE—So generally you are seeing that there is upward pressure on the yield
curve?

Mr Ray—I do not think so. Our yield curve, certainly at the long end of the market, has
been pretty stable for the last few months.

Senator JOY CE—And the short end?
Mr Ray—The short end moves because of actions taken by the Reserve Bank.

Senator JOYCE—In light of international factors, especially what is happening in
Portugal, Italy and Greece, there are new elements coming onto the agenda every day in that
domain.

Mr Ray—Sure.

Senator JOY CE—Are they having effects on price sensitivity in the market?
Mr Ray—In the market for their paper or for al paper?

Senator JOY CE—For all paper.

Mr Ray—The experts on their paper were here this morning, the international economy
division, which is in macro group. You would expect, though, that those sorts of market
developments would have some effect on their markets. They are obviously having an effect
on CDS spreads and those sorts of things. In terms of our own paper, as | said, our yield cover
at the long end has been pretty stable for some time.

Senator JOY CE—Talking about CDS spreads, what isthe CDS spread on Australian—
Mr Ray—I do not know. We can take that on notice.
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Senator JOY CE—You do not want to hazard a guess? It is 68 basis points, isn't it?
Mr Ray—It is not something that we watch.

Senator JOY CE—You do not watch it?

Mr Ray—Our colleagues in macro group may watch it, but we do not watch it.

Senator JOY CE—Is there any form of quantitative easing going on in Treasury at the
moment?

Mr Ray—No, Senator.
Senator JOY CE—You do not know?
Mr Ray—I said no, Senator.

Senator JOYCE—Areyou in fiscal group at al concerned or involved in any way, shape
or form with the pressures that the requirement for the purchase of US bonds in the
international environment places on the price for Australia, which is sourcing 60 per cent of
its funds from overseas?

Mr Ray—Coverage ratios for our issuance remain very solid. As | said, we have not seen
much movement in yields at the long end of the curve over the last few months. | think we
have answered this question several times over the past year or so. The demand for our paper
remains very strong.

Senator JOY CE—We were discussing this morning the actual net debt of Australia as
opposed to the net sovereign debt of Australia and we heard evidence that Australia has one of
the highest. Do you know exactly where we ratein that?

Mr Ray—No. The people who know that were here this morning. | think they may have
taken that on notice.

Senator JOY CE—We found out that New Zealand is worse than us.

Mr Ray—My recollection is that Dr Gruen said that they would take it on notice and
check.

Senator JOY CE—We got more than that. We found out that we were certainly higher than
United States, certainly higher than England, certainly higher than Japan and basically higher
than everybody. We found out the only one we are not higher than is New Zealand.

Senator Sherry—The one identified was New Zealand. There may have been others. We
will take it on notice if it was not taken on notice this morning. We will get you a
comprehensivellist.

Senator JOY CE—In the global representation of that, is there a decision by the market
that looks at the whole picture of Australia rather than just the government’s issuance?

Mr Ray—Certainly. Are you talking about whether it would affect our sovereign bond
yields?

Senator JOYCE—Yes.

Mr Ray—Views on the general state of the macro economy would affect our sovereign
yields.
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Senator JOYCE—So if there is a large borrowing throughout the nation, does that affect
the price that the government has to pay?

Mr Ray—I think what | said was, ‘ The aggregate view of the market on Australia would
affect our yields, yes.’

Senator JOY CE—That would suggest that if the government becomes more and more of
aplayer in the market then that would affect the price everyone else has to pay?

Mr Ray—No, that is going to crowding out. | think you had a long discussion about that
this morning with Dr Henry. At this stage, given the state of the economy, you are right to
raiseit asageneral issue but we are well short of that point.

Senator JOY CE—But we are heading to a peak debt position of $245 hillion. Will it start
affecting the price everybody pays when it getsto that level?

Mr Ray—I think what mattersis our net debt rather than our gross debt.

Senator JOY CE—In that case, we need to go back to discussing what the debts of the
states are.

Mr Ray—Our net debt is expected to peak, from the Treasurer’'s press release of 8
December, at 9.6 per cent of GDPin 2013-14.

Senator JOY CE—In discussing the net debt, did he tell you what the debt securities the
government owns from the state and territory governments are? |s that amount in there?

Mr Ray—To the extent that we did own any, they would be included in that.
Senator JOY CE—How much are they in that net debt position?

Mr Ray—I would need to take that on notice because | do not know, for example, what the
Future Fund holds.

Senator JOY CE—What about the HEL P loans? How much of them arein there?
Senator Sherry—Sorry, which fund was that?
Senator JOY CE—HELP.

Mr Ray—In MY EFO the estimates for HEL P were $12.2 billion in 2009-10, $12.9 hillion
in 2010-11, $13.3 billion in 2011-12 and $13.4 billion in 2012-13.

Senator JOY CE—While you have that there, what are the cash assets in that net debt
position? What is your cash component of your peak net debt position?

Mr Ray—No, we have only got to the end of the forward estimates, which is 2012-13.
Senator JOY CE—How much do we have at—
Mr Ray—$2.1 hillion.

Senator JOY CE—So we have $2.1 billion in cash, $245 billion gross and your net debt
position was about $150 to $160 billion. Is that correct?

Mr Ray—Yes, $153 hillion.

Senator JOY CE—If we start working backwards through that, we have $153 billion net
debt, and then you have $2 hillion in cash, so we have to try to get up to $245 billion. So it is
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$153 or $155—say $156 hillion. And all the rest that we are netting it out against, since our
total reliance on the net debt position, are amounts that the state governments owe to the
federal government; things such as the HECS debt—we are going to have some interesting
times callecting that—and IMF capital subscriptions. Don't you think that, even if it is not
about the stringency but the capacity, the ability to clearly collect that money if you needitin
ahurry is not really there?

Mr Ray—I am not quite sure | understand where you are going, Senator. The standard
accounting treatment of this is that there is debt on the liability side, and then debt and debt-
like assets, setting off against one another. That gives you the net debt.

Senator JOY CE—I know. So you have $245 hillion in a gross debt position—that is, real
money owed to real people who really want it back—at your peak debt position. Then when
you are netting it off, you are netting it off against a whole range of other items, which gets
you down to $153 billion; but in amongst those things you netted it off against, thereis only
about $2 billionin actual cash.

Mr Ray—True, but there will be debt-like instruments like the Future Fund's holding of
paper—
Senator JOY CE—OKay, let us go to the Future Fund. The Future Fund is earmarked to

cover the liability of superannuation—in fact, the superannuation liability of public servantsis
in excess of the $65 billion we have in the Future Fund.

Mr Ray—That is correct.
Senator JOY CE—So thereis a difference—

Senator Sherry—But not all public servants are retiring on the one day, Senator—it occurs
over time. The money in the Future Fund, which | think is about $65 billion, is not being
touched until the interest earned that accrues—which is interest on interest—equals the level
of Public Service liabilities, and we will start to draw down on it over time.

Senator JOY CE—So there is difference between the $65 billion and whatever the Public
Service superannuation is—I imagine it is around $120 billion. Is that noted in the $245
billion peak debt position?

Mr Ray—No, superannuation liability isin net financial worth, which is also reported—

Senator JOY CE—OKkKay. So the other $55 billion, being the difference between the $65
billion and $120 billion, is not noted in the $245 peak debt position, isit?

Mr Ray—The gross debt that you are talking about is a projection of the gross amount of
Commonwealth government securities on issue. That is one thing. Then there is a calculation
of net debt—

Senator JOY CE—It is quite obviously not part of it. It is stating the bleeding obvious.

Mr Ray—And the superannuation liability is not in the calculation of net debt; it isin the
calculation of net financial worth.

Senator JOYCE—Because it is not part of the Australian government securities
outstanding in notes and bonds, you do not think there is a little bit of a peculiarity that you
are netting the $65 billion off to get down to your net position?
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Mr Ray—It is standard accounting treatment. It is consistent with the accounting
standards.

Senator JOYCE—Soitisinfor onebut it isnotin for the other?
Mr Ray—I beg your pardon?

Senator JOYCE—The liability is not in, which makes absolute sense. The difference
between the $65 billion and $120 billion being $55 billion, not being in, makes absol ute sense
because it is not part of the government securities outstanding; but finding the net debt
position you do include the $65 billion in the Future Fund.

Mr Ray—This is exactly why the government, in its fiscal strategy, looks at net financial
worth, not net debt.

Senator JOY CE—But can the return from the Future Fund be put towards paying off the
gross debt?

Mr Ray—The return to the Future Fund is held in the Future Fund.

Senator JOYCE—That is right. So you cannot actually put it towards paying back the
money we owe overseas and domestically, can you?

Mr Ray—Net debt is a calculation of the government’s net asset position, or net liability
position. It does not go to the questions of capacity to pay. If you are looking at capacity to
pay, interest costs are low by historical standards.

Senator JOYCE—The main thing is: when we need to pay back that $245 billion, we
cannot use the money from the Future Fund, nor can we use the returns from the Future Fund.

Mr Ray—Correct, Senator. The way that the debt will be paid back is by the government
running surpl uses.

Senator JOY CE—Okay. How many years of surpluses and by what amount would you
need to run to pay back $245 billion?

Mr Ray—The projections that were done at MYEFO were, | think, that net debt is
returned to zero in 2021-22. Thefirst surplus was in 2015-16.

Senator JOYCE—What sort of surplus do you need to run? About $17 billion or
something, isn't it?

Mr Ray—We can take the question on notice, but | do not think we have published
anything that can help you calculate that.

Senator JOY CE—When would the first surplus have to be? In what year?
Mr Ray—It is not when it hasto be, Senator. Under the projections—
Senator JOY CE—When under your projectionsisit?

Mr Ray—2015-16.

Senator JOY CE—So you have got 2015-16, 2016-17, 2017-18, 2018-19, 2019-20, 2021-
22—seven years of consecutive surpluses.

Mr Ray—Correct.
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Senator JOY CE—We are not going to have any more recessions, are we?

Senator CAMERON—Why do you keep talking the economy down? How about
responsibility for onceinyour life?

Mr Ray—Senator, the projections are built—as all of these long-term projections are—
with the economy growing. Once the output gap is closed the economy grows at trend.

Senator JOY CE—But don’t you think it is a bit fanciful to have a prediction that you will
go along seven years—and | think the surplus amounts are going to have to be huge to pay off
the debt. It just does not happen like that.

Mr Ray—InAustralia's history it has happened before.

Senator JOY CE—When?

Mr Ray—In the 1990s.

Senator JOY CE—What was the largest surplus we have ever had?
Senator CAM ERON—I' d stop asking those questions.

Senator JOY CE—Madam Chair, if you do not want to control him then we are quite
happy to talk all the way through yours, okay?

CHAIR—EXxcept that we do not really have many questions, but | do take your point.
Please ignore the interjections.

Mr Ray—I have only got data back to 1970-71, so if you want me to go further back |
would need to take it on notice. The largest surplus back to then wasin 1970-71 and it was 2.2
per cent of GDP.

Senator JOY CE—And what proportion are these surpluses going to be, from 2015-16 on?
What sort of surpluses are we looking at there?

Mr Ray—If you look on page 34 of MY EFO, chart 3.1, you will see how the surpluses run
out to 2019-20. As you will see, the 1920 one, which is the highest one, is somewhat below
two per cent.

Senator JOY CE—What we are asking for is a consecutive run of surpluses which are
equal or greater than any surplus we have ever had before.

Mr Ray—I do not think that is correct, Senator. None of those is anywhere near the highest
surpluses we have had in history.

Senator JOY CE—So we are relying on consecutive surpluses from 2015-16 to—
Mr Ray—2021-22.

Senator JOY CE—And s our projected position right now inferior or superior to what was
projected a year ago?

Mr Ray—Our projected position in the future at MY EFO—

Senator JOY CE—If we go back to the midyear economic forecast, the midyear fiscal
outlooks for 2008-09, where we are right now are we ahead or behind?
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Mr Ray—That is a question that you discussed this morning around the passage of
forecasts. | think a better way to think about this is our projections of net debt at budget
compared with MY EFO, and the MY EFO projections are lower than at budget.

Senator JOY CE—Isthe position projected in 2008-09 of where we are right now better or
worse than where we are? | have got it right here in front of me.

Mr Ray—On the budget deficit?

Senator JOY CE—Yes. Underlying cash surplus, $3.6 billion surplus. That was what was
projected in 2008-09.

Mr Ray—You discussed this morning that that projection was done before the global
financial crisis.
Senator JOY CE—So when do you say the global financial crisis started and finished?

Mr Ray—I think we usually mark the major event as September 2008. There had been
disruptions in financial markets before that, but September 2008—

Senator JOY CE—When was the midyear economic fiscal outlook put out in 2008-09?

Mr Ray—Sorry, you are going from MYEFO. My recollection is October. We think
actually it was the first week of November.

Senator JOY CE—AnNd this was put out in November. You said the global financia crisis
started in 2008. This predicted a $3.6 billion surplus. In the latest one your predicting a $57.7
billion deficit. That is quite a turnaround considering that the global financial crisis was
actually at foot when this document was written, yet we have got to somehow believe that we
are going to have seven miraculous surpluses in a row after 2015-16 to pay off a peak gross
debt of $245 hillion.

Mr Ray—I think you are talking about two different things. You are talking about
forecasting in an extremely uncertain environment, so those forecasts were changed. For
example, the IMF was constantly revising down its forecast, as wrongly, through that period.
We published revised outlook for the budget in February of 2009 which showed deficits. Then
the budget in May showed deficits and the 2009-10 deficit did not change much between
budget 2009-10 and MY EFO compared with projections, which are a rather different beast.

Senator Sherry—Senator, when the financial crisis | think became apparent in September
of 2008, as Mr Ray has mentioned, it was not sunshine one day and doom and gloom the next.
It evolved; it gradually got worse and worse and worse over quite along period of time.

Senator JOY CE—My point being that what is real is the actual numbers; what isreal is
the numbers you actually owe. What is speculative is the belief that things will happen that
will allow you to have seven surpluses in arow. You just cannot predict that sort of certainty
to bring yourself to being able to pay off the debt in 2022, especially when you look at the
current financial environment where you have got the uncertainties of sovereign debt risk in
Portugal, Italy, Spain, Greece and the stresses that are on United States and the stresses that
are on the United Kingdom. These stresses are evident to any person who has a look on the
internet and sees the evidence. To come up with this idea that we will continue to march
ourselves into greater and greater debt—
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Senator Sherry—To summarise, | was at the IMF World Bank meeting for Australia last
year—I| had the privilege of attending last year. | have to say that | met a huge range of
people, not just from the government sector but also from the financial sector, from ratings
agencies and right across the economic and financial world. There was a unanimous view:
they viewed Australia very favourably because of the strength of our economy, our regulatory
system, our financial regulatory system and our robust governance. Compared to other
advanced economies they viewed Australia very favourably. They viewed favourably the
purchase of Australian bonds and investment in Australia. There was no other advanced
economy that was comparable. That remains the situati on today.

Senator JOYCE—I am not actually arguing with you on that point, to be precise; | am
asking why we would continue to go down the path of borrowing more money when we do
not have to put ourselves in a position of greater stress considering the possibilities and
turmoils that are out there in the marketplace—not necessarily domestically but surrounding
us globally. Why wouldn’t it be a prudent thing to start withdrawing the stimulus and pulling
back from what seems to be our insane desire to walk ourselves out to a $245 hillion gross
peak debt position?

Senator Cameron interjecting—

Senator JOY CE—Everything about your approach, Senator Cameron, shows that you just
think the whole thing is ajoke. You just do not take it seriously. The Labor Party does not take
it seriously. All we have heard from you today is a buffoon in the corner barking out. That is
the approach that you have taken.

CHAIR—Senators, if you do not want to discuss this issue then please go outside because
| know there are other senators who do.

Senator JOY CE—Madam Chair, you cannot control him. Why can't you control your
colleague?

CHAIR—Senator Joyce, you are responding to the interjection and continuing the
conversation. | am merely saying that if you continue to do that then | will pass the question
to your colleagues who are happy to ask questions.

Senator JOY CE—Why can’t you control Senator Cameron?

CHAIR—Senator Joyce, do you have further questions?

Senator JOY CE—Why can’t you control Senator Cameron?

CHAIR—I amvery happy to go to one of your colleagues.

Senator JOY CE—1I will cede to Senator Bushby.

Senator BUSHBY—I only have a few questions. In answer to a question on notice that |
received from APRA they provided a graph showing a depiction of bond lines and the yields
from July 2007 up until October 2009. It shows a consistent increase in the yield being paid,
since about December 2008 or January 2009. It basically consists of an upward line. You have
mentioned a couple of times today that in recent months, and | acknowledge that graph only
goes to last October, you have not seen any trend or change. | will be asking APRA about this
later this afternoon but is the general upward trend of thelast 12 or 13 months still apparent?
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Mr Ray—Someone will correct me if | get this wrong. MYEFO was published in
November and the 10-year bond today is roughly the same yidd as last November so that is
what | mean by recent months. What you are talking about is that on bond markets as a result
of the global financial crisis bond yields were unusually low.

Senator BUSHBY —Exactly, they dropped once the GFC started and they have been
steadily building back up—

Mr Ray—VYes, that isright.

Senator BUSHBY —over the last 12 to 14 months or so. That obviously impacts on the
cost of borrowing to the government—

Mr Ray—Yes.

Senator BUSHBY —in a negative way; negative in a qualitative sense. It adds to the
overall cost of borrowings for the Australian government.

Mr Ray—Yes, and | think we probably discussed this in the past. When we did the
calculations that the government published in the budget the average cost of funds was let’s
call it X—I cannot remember—and at MY EFO it was higher as aresult of market movements
between budget and MY EFO.

Senator BUSHBY—I am going to explore that a little more with AOFM later on about
where it is currently heading. | get updates from AOFM on a regular basis and | have seen
some coming in very close to the six per cent, depending on the line, in recent times. | do not
know if | have seen any over six—| may be wrong but it is certainly getting to six. | am
curious as to what impact that has on the Treasury’s predictions for the interest payable in the
coming years. What assumptions have been built into the modelling or the forecasts for the
actual rates?

Mr Ray—As we have discussed before, when we do the estimates for the budget or
MY EFO we take our estimate of the interest rate off the existing yield curve. For new
issuance—

Senator BUSHBY —The dynamic thing? What the market has built in for expectation?

Mr Ray—Ohbviously for the stock we know what the cost of those funds are and then it is
for new issuance which may be for refinancing or for—

Senator BUSHBY —At this stage, though, we are adding—
Mr Ray—Incremental additionsto the debt.
Senator BUSHBY —Yes.

Mr Ray—That is based across the forward estimates off the yield curve just before
whenever the document is finalised.

Senator BUSHBY—Looking forward in terms of the debt that we have not yet filled or,
aternatively, debt that is being rolled over, the actual interest or yield that ends up on those
bond loansis actually higher than the estimates that you put in place. That will actually result
in higher levels of interest having to be paid in absolute terms, certainly on that section of
debt.
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Mr Ray—That is correct.

Senator BUSHBY—What amount in dollar terms is the most recently forecast to be
payable for servicing government debt in this and each of the forward years, as far you have
actually made those estimates?

Mr Ray—For 2009-107?
Senator BUSHBY —For this year and then as far as you have done the forecast.

Mr Ray—This is in the historical tables. The net interest payments are $1.95 hillion in
2009-10, which is about 0.2 per cent of GDP; $4.974 billion in 2010-11, which is 0.4 per cent
of GDP; $6.949 billion in 2011-12 and $8.206 billion in 2012-13, and they are about half a
per cent of GDP.

Senator BUSHBY —And that is as far you have gone in calculating that?
Mr Ray—That is asfar aswe go in the forward estimates. With the budget there will be an
additional year.

Senator BUSHBY —Presumably, on that forecast that the debt will not be paid off until
about 2021-22, or was it 2020-21? There is a plan by the Treasurer to pay off or retire debt in
its entirety by the early 2020s.

Mr Ray—The government has a fiscal strategy. The way we do our medium-term
projections is that we take the forward estimates and then we build off that. So they are
seamless, if that answers your question.

Senator BUSHBY —In your medium-term projections do you have any assessment of
what the cost of servicing debt will be? | am interested in whether, on the basis of your
forecasts, it is possible to quantify how much it will cost to service the debt having, | think,
gone back into net debt in this year through to the point where the government’s fiscal
strategy indicates that it will be paid off?

Mr Ray—Let me take that on notice.

CHAIR—That concludes the session. Thank you to the fiscal group of Treasury for your
attendance this afternoon.

Proceedings suspended from 3.45 pm to 4.05 pm

CHAIR—The committee will resume. | welcome the Treasury Markets Group for outcome
1. Mr Murphy, thereis no opening statement?

Mr Murphy—No.

CHAIR—I will start off with a question about the withdrawal of the large-deposit and
wholesale-funding guarantee and perhaps just an initial question about the implications of that
for the banks whol esale fundraising activities and competition between banks.

Mr M ur phy—Madam Chair, the minister will be joining us, | assume.
CHAIR—I assume so. If we need to refer questions to him, we will.

Mr Murphy—Okay. The Treasurer’s announcement on the withdrawal of the wholesale
funding guarantee has, | think, been widdly discussed post the announcement, and actually
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there was a lot of discussion prior to the announcement as to whether the guarantee needed to
continue and also, | suppose, about the effectiveness of the guarantee in meeting its
objectives. It has been reported—so | will not go into al that information—that it proved a
highly effective measure to enable the Australian banks to continue funding Australian
businesses and the Australian community. It demonstrated that the banks could retain their
position as leading financial institutions.

In terms of the impact on competition, | think what you saw was a concentration in the
Australian financial system largely caused by the global financial crisis. There has been a
diminution in market share of the nonbanks and some of the regional banks, but that was not
unexpected given the stresses and strains financial systems were withstanding. | would expect
that competition, to the extent that is optimal for the Australian market, will return over time.

CHAIR—What about its effect, if any, on mortgage funds? | am thinking particularly of
those that are frozen at the moment.

Mr Murphy—I think some comments were made by the secretary this morning about that.
Yes, a consequence has been the freezing of certain mortgage funds. Mortgage funds were
having difficulties with their redemptions prior to the GFC and in the early stages of the GFC.
The facility of freezing the mortgage funds is a response to that, which the funds have the
capability of implementing. It is disappointing that people cannot withdraw their funds as they
wish, but | think the bottom line on that at the momernt is that no-one has lost any money in a
mortgage fund. Yes, their funds have been frozen. Hardship provisions have been introduced
whereby people can withdraw their funds. A number of the funds are making periodic
distributions. ASIC has set up a task force to see what further measures can be taken. Again,
the bottom lineis that it is a consequence of the global financial crisis that mortgage funds are
in a more vulnerable position than bank deposits—but, that said, no-one has lost any funds so
far, and one would hope that over time the funds, which have managed the liquidity issue
quite well, can continue to manage it and that, over time, funds become unfrozen and people
can make their decisions as to whether they wish to reinvest with the mortgage fund or invest
elsewhere.

CHAIR—That phrase that the mortgage funds ‘ have managed their liquidity quite well’
interests me. A large number apparently are frozen, and it is my understanding that those that
are releasing funds are releasing them only in very small quantities—something like five per
cent annually, | understand. They might be still liquid, but | am wondering if there is any real
incentive for those funds to release the funds to their investors any more easily than they
appear to be at the moment.

Mr Murphy—I do not think there is any incentive there to hold onto funds other than for
ensuring the stability and the financial viability of the fund. That is why the funds have frozen
their assets. It would seem that, over time, they will make larger distributions as markets
return to normality.

CHAIR—I will follow that through later with APRA and ASIC.

Senator EGGLESTON—I understand that during the 2007 election the Labor Party
promised that it would establish a superannuation clearing house by 1 July 2009 and that the
clearing house concept was to alow small businesses to pay their superannuation
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contributions electronically to a single location. The clearing house would then distribute the
contributions to the relevant superannuation fund as selected by the employer. | understand
that Medicare has been appointed as the clearing house. Is that correct?

Senator Sherry—That is correct. That is a matter for Revenue Group. | do not think it falls
into Markets Group.

Senator EGGL ESTON—The secretary advised methat it is Markets Group.
Mr Murphy—Sorry.

Senator EGGL ESTON—These are important questions.

Senator Sherry—It isa mistake, but we will do our best.

Senator EGGLESTON—I appreciate that, but | was advised that this is where it was.
What advice did the Treasury give to the minister regarding the decision to award the
superannuation clearing house contract?

Senator Sherry—That is policy advice.

Senator EGGLESTON—Okay. Have there been aternative business proposals for the
superannuation clearing house put forward to the government?

Mr M ur phy—We cannot answer that.

Mr Brake—I am sorry, Senator; | do not know the answer to that.

Senator EGGL ESTON—On the grounds that it is policy?

Mr Brake—That would be a matter for Revenue Group, but we can take it on notice.
Senator Sherry—We will take the question on notice.

Senator EGGLESTON—Given that the origina Superannuation Clearing House
discussion paper promised a tender to the private sector, was a draft tender document prepared
by Treasury in 2009?

Mr Brake—We will also take that on notice; it is revenue group.

Senator EGGLESTON—You cannot answer any subsequent questions on that, but there
are two which will be put on notice. Effective and ASIC fully licensed commercial clearing
house alternatives exist which could be implemented in less time than the Medicare proposal
and could be delivered under your allocated budget. Given that alternatives exist in the private
sector, why has the government opted to spend significant taxpayer dollars attempting to
reinvent a technol ogy from scratch with a provider who is not providing this service now?

Senator Sherry—We would have to take that on notice.
Senator EGGL ESTON—I have afeeling that alot of these will be like that.

Senator Sherry—I recall reading Minister Bowen's press release on this which would deal
with some of the matters, but | do not have it with me. The officials that handled it are not
here. | think, and it is unfortunate, that you should put the questions on naotice. | will try to
expedite a response as quickly as we can, given the circumstances.

Senator EGGLESTON—I have other questions which might be appropriate. These
guestions relate to the retirement savings gap. Is that issue relevant to you?
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Senator Sherry—No.
Mr Brake—Not redlly.

Senator Sherry—The claimed ‘ retirement savings gap’, and that is a matter of dispute, isa
retirement income issue, frankly. Our master modeller, Mr Gallagher, is not here. He was here
for most of the day and | think he would deeply regret the fact that you were not able to pose
those questions earlier. | know Mr Gallagher is aways very willing to discuss those sorts of
issues.

Senator EGGLESTON—I was advised that this was the appropriate group. Do you want
me to quickly go through these questions and see whether they can be answered?

Senator Sherry—I doubt that they can.

Senator EGGL ESTON—AIright, thank you. We will put them on notice.

Senator Sherry—Frankly, without Mr Gallagher’s expertise it would be very difficult if
not possible.

Senator EGGL ESTON—I accept your advice gracefully.
Senator Sherry—Again, | will try to expedite the answers for you.

Senator EGGLESTON—I have another question which might be in the Markets Group
area. | understand that a rebate on television licences was provided; is that within your area?

Mr Archer—That is a policy matter that falls within the realm of the Department of
Broadband, Communications and the Digital Economy.

Senator EGGL ESTON—So what are you saying?
Mr Archer—I am saying that policy responsibility rests with another portfolio.

Senator Sherry—If you look at the media coverage—I| have glanced at it—you will see
that Senator Conroy is the responsible minister not the Treasury minister.

Senator EGGL ESTON—It isa communicationsissue, but it does involve money.

Senator Sherry—Everything involves money and, on that basis, you could ask about
anything.

CHAIR—Not everything.

Senator Sherry—Well, ailmost everything. You could be here asking us questions in any
policy area. The responsible minister is Senator Conroy. It is his portfolio.

Senator EGGLESTON—Again, | was advised that it was a Markets Group issue, so | will
put both of those questions on notice.

Senator BUSHBY —Did Treasury have any involvement?

Senator MCGAURAN—My question is in relation to the Foreign Investment Review
Board. A decision was made in 2008, or around that period, to lower the threshold for foreign
investors buying residential property. Firstly, would you inform us when that decision was
made and what the threshold is? Moreover, what has the effect been in regard to volume,
value terms and unit terms?
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Mr Colmer—In December 2008, Minister Bowen announced changes to the arrangements
for residential real estate. Basically those arrangements were administrative changes rather
than changes to dligibility. Those arrangements were implemented, | think, from 1 April 2009.
Essentially those arrangements streamlined the administration. They did that by exempting
people with temporary residence visas from coming to formally seek approval for foreign
investment. The eligibility was not actually changed. A person who is a temporary resident
may buy a house for use as their principal place of residence or may buy a vacant land to
develop a dwelling, but that was the situation prior to the change. So what we actually did
was remove the requirement for them to formally notify.

In terms of nonresidents, the rules have not changed but we have moved from a formal
screening arrangement to a simple notification arrangement. The rules restrict nonresidents
from buying new property in the vast majority of cases. The only real exception to that is that
in some circumstances a nonresident may buy an existing property. If they are going to
devel op that property by demolition and rebuilding—

Senator McGAURAN—That isa commercial property?

Mr Colmer—No, that isaresidential property. There are not many cases of that, but there
are some.

Senator McGAURAN—That was not clear. The rule is that nonresidents can purchase
new residential property.

Mr Colmer—That isright.

Senator McGAURAN—What is‘new’?

Mr Colmer—'New’ is new, obviously, but it includes—
Senator McGAURAN—Never occupied.

Mr Colmer—No. It used to include ‘never occupied’. That used to be a blanket rule, but
we have extended the definition of ‘new’ to include properties that have not been sold and
have not been occupied for more than a year. That was in response to some problems that
were arising with devel opers finding it difficult to sell new properties.

Senator McGAURAN—Are you able to gauge the effect of those changes which arein a
sense lowering the threshold or streamlining the system? Have you been able to gauge the
effect?

Mr Colmer—The immediate effect has been that we are no longer dealing with 8,000
applications a year. It isabit too early to tell what the actual impact is because as part of those
changes we no longer get natifications of temporary residence purchases. For nonresidents it
does not ook as though there has been any significant change in the overall numbers but it is
alittle bit too early to tell at this stage.

Senator MCGAURAN—I am surprised. Mr Murphy, in response to the chair’'s question
about bank competition pre and post the guarantee, you said that you believed that we would
return to the optimal competitive state, or something like that. What is that? What is the
optimal state?
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Mr Murphy—That is a good question. | was talking about whatever is optimal for the
Australian market. We would say that in the circumstances prior to the GFC we had a
reasonably competitive mortgage market and funding for small business. It seems that over a
period of time mortgage rates had become more competitive and access to finance had
become more competitive, including for small business. So we are looking to ensure that we
are in a position whereby any distortions or impediments to the flows of funds through the
Australian economy are removed and there is true competition between the various market
players.

Senator McGAURAN—It is something you know when you seeit or feel it, isit?

Mr Murphy—Well, you have the ACCC and ourselves doing an analysis as to what we
think would be the benchmark upon which we could compare what we have at the present
time and what we should have.

Senator McGAURAN—Can we safely say we will never return to the optimal competitive
situation we were in before the global financial crisis because we have lost a few along the
way?

Mr Murphy—No, | do not think so.

Senator McGAURAN—Aussie Home Loans, for example.

Mr Murphy—No, | think you will find that the market is returning to a more normal state
and, as in any competitive market, there will be new players emerging and old players will
lose market share because of inefficiencies or because they will be less competitive. Even
now—and Yellow Brick Road, which is tied in with a credit union, is one example—they are
starting to emerge. You may have foreign players come into the Australian market. The thing
about the Australian market for financial servicesisit isa very good and profitable market. So
I think that, more likely than not, we will have much more competition coming back.

Senator McGAURAN—Are you at liberty to answer why you think the bank guarantee
has been lifted? The Treasurer himself has said why it has been lifted—and | dare say why it
was ever introduced. He said:

... We' ve seen from the date that’s been published that their interest rate margins—
that is, the banks —

... areback to pre crisis levels. That means that they are as profitable in terms of their rate margins now
asthey were ... the global financial crisis.

Isthat why it was introduced, to support the banks' profit margins?
Mr Murphy—No.
Senator McGAURAN—Well, that iswhat the Treasurer—
Mr Murphy—No, it was not. | think that it is out of context. That is a paper’s report.
Senator McGAURAN—8 February.

Mr Murphy—The Treasurer made a fulsome statement when he announced the
withdrawal of the guarantee. That comment there | think is aluding to the fact that the banks
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are now in a position whereby they can successfully raise wholesale funding to finance their
books without the need for government support. That iswhat the Treasurer is on about.

Senator McGAURAN—It was all about getting them back to their profit margins.

Mr Murphy—No, it is not about getting them back to profit margins. It is enabling the
Australian financial system to operate successfully. The four major banks are key elements or
key pillars of the Australian financial system. If our four main banks were unprofitable or in a
parlous financial state, the Australian financial system would be in a difficult position. But we
are not. What we have got is a competitive financial system which could be enhanced with the
introduction or the comeback of some of the other fringe players which were there prior to the
GFC.

Senator McGAURAN—I must admit that | agree with you, that was why we did introduce
it so that we could get a more fluid credit market.

Senator Sherry—The Treasurer said that time and time again. The guarantee has been
vital to support the flow of credit into our economy. In fact, during that period $160 billion
was raised. Can you imagine the consequences if that money had not been raised for
businesses and consumers? It would have been catastrophic.

Senator McGAURAN—That is what we all understood. So | do not know what he is
talking about here.

Senator Sherry—The Treasurer has always maintained that, and said it very frequently in
awhole range of public forums.

Senator McGAURAN—WEI, explain his comment that | just quoted before.

Senator Sherry—Senator, you come in here, as you usualy do, with press clippings—is
that a press clipping you' ve got there?

Senator McGAURAN—Yes.

Mr Murphy—Itisinthe Fin Review. It is out of context.

Senator Sherry—It isa press clipping, Senator McGauran.

Senator McGAURAN—ANd?

Senator Sherry—It isapress clipping.

Senator McGAURAN—Don't believe everything you read in the newspapers?

Senator Sherry—I am not going to tell you how to put your questions together at
estimates. | notice you come in with lots of press clippings, but there is a bit more research
required than collections of press clippings.

Senator McGAURAN—Back to the competition question and the bank guarantee. As you
know, there are two different fee structures for the banks. The big four have a | esser fee to pay
than those outside that orbit. That seemingly, certainly the Bank of Queensland would tell
you, had a severe effect on competition, did it not? An ability to access the bank guarantee did
more to diminish competition.

Mr Murphy—The Bank of Queensland has expressed those views. | do not agree, alot of
people do not agree with the Bank of Queensland's views. Access to the government’s
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wholesale guarantee was priced to represent the risk to the Commonwealth of underwriting or
supporting the fundraising by a financial institution. There is a three-tier pricing level, not
two. The mgjors, who are AA, were paying 70 basis points; the A banks, such as Macquarie
and Suncorp, were paying 100 basis points; and the BBB rated banks, such as the Bank of
Queendand or the Addlaide and Bendigo Bank, were paying 150 basis points.

Largely, banks such as the Bank of Queensland do not raise significant wholesale funding;
they raise some, but largely they rely on the securitisation market which, yes, has been
severely affected by the global financial crisis. The policy response to that by the government
has been to step in and issue two different tranches of $8 billion by the AOFM to support the
securitisation market to enable people like the Bank of Queensand and others to obtain
funding to continue on their businesses. So | think that, al things considered, the
government’s response in going forward with a wholesale guarantee plus the government’s
response in trying to support the securitisation market to benefit the smaller players has been
avery timely and successful two-pronged attack on the problem that had emerged.

When the wholesale funding guarantee was introduced, one of the key factors was that
other countries had guaranteed their banks in terms of their funding. If the government had
not moved there, Australian banks would have been discriminated against. So, largely, the
guarantee for the Australian major banks was to just bring them back to an even ked with
banks from other countries. And what we have seen is that the four major banks are now in
the top 12 banks in the world because they have been able to compete and have not been
discriminated against because they have not got a government guarantee.

The Treasurer has made the decision on the advice of the Council of Financial Regulators
that now is the time to give notice that the government guarantee for wholesale borrowings
will be withdrawn because largely the market has returned to normality, and that was the
criterion which the Prime Minister announced. He said that the wholesale funding guarantee
would remain in place until markets normalised. One of the key factors for saying there is
normality is the fact that largely the four major banks have stopped using the guarantee and
can now borrow or raise funds internationally without the guarantee. Non-guaranteed issuance
is largely priced more favourably than guaranteed issuance, given that they have to pay afee
to the Commonwealth.

Senator McGAURAN—This question isto Senator Sherry. It is still on the bank guarantee
and on the Bank of Queensland. Do you object if | quote something from the newspaper? The
newspaper reports that the Chief Executive Officer, David Liddy, was very upset that he was
not consulted prior to the announcement of the abolition of the bank guarantee. Is that so? If
so, why not? More so, | come back again to this obsession the government had with the big
four and putting everyone else aside. Obviously there was huge consultation with Westpac,
because prior to the announcement—

Senator Sherry—Why do you say there was consultation with Westpac? What evidence
do you have?

Senator McGAURAN—Let me ask you the question: was there? Prior to the
announcement there was an enormous surge by Westpac—

Senator Sherry—Of what?
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Senator McGAURAN—of borrowing to take advantage of the final days of the guarantee
and yet the Bank of Queensland were left out of that.

Senator Sherry—Senator, | can indicate to you that | am advised that there was no
consultation with anyone—

Mr M ur phy—from the department

Senator Sherry—Asfar asthe department goes, it did not consult with anyone; nor did . |
can take the question on notice for the Treasurer. The surge you referred to—

Senator McGAURAN—It was $9 hillion, | think
Senator SHERRY —It was a surgein what, sorry?

Mr Murphy—They raised funds. Westpac raised funds in December. The other major
players had announced that they had no wish to continue to raise funds through the guarantee.
Westpac's decision was a commercial decision.

Senator McGAURAN—BLUL if you knew the announcement—
Mr M ur phy—These banks raise funds all the time. That was their decision.

Senator McGAURAN—If you knew the announcement was coming, you would take
advantage of it initslast, dying days.

Senator Sherry—But that was December last year. The announcement was made, | think,
last Sunday, whatever date that was. So what is the issue, Senator?

Senator McGAURAN—Were the major banks consulted about the abolition of the
guarantee?

Mr Murphy—No.

Senator Sherry—Asfar as the department, my office and | are concerned, the answer is no
and | will take the question on natice for the Treasurer.

Senator BUSHBY—I might as well start with banking since we are talking about that at
the moment. We have been over this in the inquiry that was held, Mr Murphy, but in your
explanation about the impact on competition you rejected Senator McGauran's assertion that
the wholesale guarantee had imposed any competitive disadvantage on anyone other than the
top four banks. You then went on to explain the reason why the government put it in, which
was fine, but you stated that the reason why there was a differential charging system was
based on risk from the government's perspective—basically to protect the taxpayer.
Therefore, it was not based on maintaining the competitive position of banks relative to each
other. Thefact isthat, if you were not a top-rated bank, you had to pay more for the guarantee.
Therefore, if you had no choice but to get your funds with the government guarantee, it did
put you at a competitive disadvantage compared to the banks that had to pay less.

Mr Murphy—I am sorry. | am not clear about the question.
Senator BUSHBY —It imposes a higher cost of funds.
Senator Sherry—You are stating a fact.
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Senator BUSHBY—That is right, but Mr Murphy said that he did not concede that it put
smaller banks at any competitive disadvantage when, to access the same funds, they had to
pay more. | understand that the reason for that is the government chose to price according to
risk, but, in doing so, | cannot see how you can not concede that it did put the banks who
could not get it at the cheapest rate at a competitive disadvantage to those who could.

Mr Murphy—Redlistically, the fee schedul e was derived from the ratings of the banks.
Senator BUSHBY —I understand that.
Mr M ur phy—The ratings of the banks are the market’s ratings.

Senator BUSHBY—I understand that too, but the government could have made a decision
to priceit based on something other than risk. | understand that is the choice it made and there
may have been very good reasons for doing that, but nonetheless the consequence must be
that it makes it harder for those who cannot access at the cheapest rate to access funds at the
same competitive level as those who can.

Mr Murphy—A conseguence could have been that, without the guarantee, no-one would
have accessed new funds.

Senator BUSHBY—I am not arguing with the need for the guarantee. | am not arguing
with any of that. But | am saying that | do not see how you can not concede that the
differential rating, regardless of all the reasons, as justified as they are or otherwise, did have
that consequence.

Mr Murphy—If you do not have a differential fee, you are basically giving an advantage
to the lower rated banks by having a flat fee for the guarantee.

Senator BUSHBY —You may well be, but—

Mr Murphy—The fee is trying to represent imposition of the guarantee to put the banks
into the same position they should be in without the guarantee. In other words, you are not
trying to give the Bank of Queendand afree kick—

Senator BUSHBY—BLU if you are trying to maintain the status quo of the banks prior to
the GFC, and the government is intervening to try to maintain the system and to shore it up
and make sure it does not suffer any of the consequences we saw elsewhere, why did we end
up through the course of that—and this information came from the answer to a question on
notice SBT 54—uwith the major banks' share of housing loans increasing from 53 per cent in
June 2007 to 56 per cent in June 2008 and 70 per cent in June 20097 Similarly, household
deposits went from 68 per cent in June 2007 to 69 per cent in June 2008 and 82 per cent in
2009. | cannot see that a status quo is being maintained there. Part of the reason that change
has happened is confidence issues.

Mr Murphy—That istrue.

Senator BUSHBY—Adding to that would be the issue of costs and competitiveness. If
you were looking to maintain the status quo, maybe giving some of those smaller banks a bit
of an advantage might have actually assisted.

Mr Murphy—I think we did give the banks an advantage with the securitisation issue.
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Senator BUSHBY —I am coming back to your particular answer where you said that if
you had priced at the same level then you would have given them an advantage. Surely that
could have been a good thing to try to avoid that drift towards a much higher concentration.

Mr Murphy—Yes, but for alot of the banks—if you are looking at the regional banks and
you are looking at, say, credit unions—the other big support governments give is through the
deposit guarantee. They have benefited significantly through the deposit guarantee.

Senator BUSHBY—I am sure they have. Nonetheless, household deposits in the majors
have gone from 68 per cent in June 2007 to 82 per cent in August 20009.

Mr Murphy—Yes.

Senator BUSHBY —I am sure they have all benefited from the guarantee. You still had a
concentratiorn—

Mr Murphy—You can take one figure and you can take it out of context. For example,
take the earlier question on frozen funds. That is linked to deposits. We can compare the price
of the wholesale funding of the smaller banks' debt with the majors. You have to put thisin
terms of the fact that the major banks live and fall by the fact that they need wholesale
funding. That is the business.

Senator BUSHBY —And traditionally the smaller banks have got their money through
other methods?

Mr M urphy—Elsewhere, yes.
Senator BUSHBY —Securitisation being alarge part of that.

Mr Murphy—I know Mr Liddy has some very strong arguments, but what | am saying is
that | think they are exaggerated. Mr Liddy is a very good banker; there is no issue about that.
I think he is pushing a position. | think you haveto look at these things in perspective. Yes, it
is not to be unexpected that you are going to have a change in market shares coming out of
the GFC.

Senator BUSHBY —I agree with that. You were the one who said you were trying to
maintain the status quo and not actually introduce any—

Mr Murphy—Any intervention in any market is going to have certain implications.
Senator BUSHBY —Absolutely; | agree with that.

Senator Sherry—I| am sure that description of the status quo did not mean that the
financial system as existed on the day prior to the guarantee being introduced would continue
unchanged in terms of credit being raised, interest rates, bank share of the markets and
building society share of the markets. There was no way you were going to be able to
continue the status quo—just continue on as though nothing had changed in the world—given
the circumstances, even with a bank guarantee.

Senator BUSHBY —I would be very surprised if that is what he meant. Nonetheless, what
was concerning me was the fact that he would not concede one of the consequences—which |
think is obviousto alot of financial commentators—of the differential in the thing. That said,
we will move on. You have made your point; | have made my mine.
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Mr Murphy—Yes, but | think—

Senator BUSHBY—I will leave it up to the people who read the Hansard to draw their
own conclusions.

Mr Murphy—All right. But it is—

Senator BUSHBY —Can we move on, please. | will stick to banking for the moment. Can
Treasury provide updated figures for the market share of each of the four big banks? Do you
have any updated figures that can give us their share of those things since June of last year?

Mr Lonsdale—In terms of housing loans, the current share of the major four banksis 82.4
per cent as at September.

Senator BUSHBY —So in three months it has gone up by 12 per cent?
Mr Lonsdale—As at September 20009.

Senator BUSHBY —In June 2009 it was 70 per cent.

Mr Lonsdale—In June 2009, 81.3 per cent.

Senator BUSHBY—Those are not the figures that you provided in answer to the question
on notice.

Mr Lonsdale—These are for housing | oans stock.

Senator BUSHBY—I have got here—well, this is transcribed onto my notes so there may
have been an error in that, but the answer mentioned shows that the major banks' share of
housing |oans increased from 53 per cent in June 2007 to 56 per cent in June 2008 to 70 per
cent in June 2009.

Mr Lonsdale—Sorry; | am reading from the wrong line.
Senator BUSHBY —Are you reading household deposits?
Mr L onsdale—In September 2009, 71.2—

Senator BUSHBY —71.2—that is more likeit.

Mr Lonsdale—which was 70.4.

Senator BUSHBY—What about household deposits? That might have been the line you
were reading from.

Mr Lonsdale—Yes. So, for household deposits for the major four banks: 82.1 in December
2009.

Senator BUSHBY —What about business |oans?

Mr L onsdale—Business loans to non-financial corporations for the major four banks, as at
December 2009: 70.7.

Senator BUSHBY —So that is basically unchanged from June 2009?
Mr Lonsdale—Yes, it was 70.5 in June 2009.

Senator BUSHBY—I note in the answer to that question on notice that you have no
published data on |oans to small business.
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Mr Lonsdale—I think that is correct.
. genator BUSHBY —Is that something that you think would be useful to the work that you
lof
Mr_ Lonsdale—All data is useful to the work we do; it can be very difficult to get it
sometimes.
Senator BUSHBY —Is this data ultimately sourced through the ABS?
Mr Lonsdale—I believe so.

Senator BUSHBY —The ABS does do surveys of small businesses for various purposes,
and they are required by law to respond—is that not so?

Mr Lonsdale—Yes.

Senator BUSHBY —I am just querying the fact that you do not have data on that; | would
have thought that, given the importance of small business to the Australian economy, more
small business data would be useful, particularly in terms of recent problems that small
business has had in terms of accessing finance. Can you outline the extent to which the
wholesale banking guarantee has been utilised over each of the past 12 months?

Senator Sherry—Do you want afigure for every month for the last 12 months?
Senator BUSHBY —Yes, but | am happy for that to be taken on notice.
Mr L onsdale—We have that data.

Senator BUSHBY —What level of usage was made by other than the big four banks over
the time that it was available in terms of a percentage of the moneys guaranteed?

Mr Lonsdale—I can give you some of that information now if that is useful.
Senator BUSHBY —Yes.

Mr Lonsdale—In the first quarter of 2009, as to the amount of guaranteed funding used:
99 per cent of funding derived was guaranteed funding; only one per cent was non-
guaranteed. | am going down now: for the second quarter, 62 per cent in 2009 was guaranteed
and 38 per cent was not guaranteed; it was 54 per cent in the third quarter of 2009 and 46 per
cent was non-guaranteed; in the fourth quarter of 2009, 30 per cent was guaranteed and 70 per
cent was non-guaranteed; and, in the first quarter of 2010, so far, three per cent was
guaranteed and 97 per cent was non-guaranteed.

Senator BUSHBY—Which is why the Treasurer has decided that the time has come; it
was always discussed that the market would sort itself out eventually.

Mr Lonsdale—Yes, so this follows on from Mr Murphy’s comments. If you compare the
first quarter in 2009, where aimost all the funding raised was guaranteed—

Senator BUSHBY —Because it was the only way they could get funding at that time. At
this point, they can get funds without having to pay the fee to the government.

Mr Lonsdale—Yes, that isright.
Senator BUSHBY —So it is a cheaper, more competitive offer.
Mr Lonsdale—Correct.
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Senator BUSHBY —I understand all of that. What about norn—

Mr Lonsdale—This was the total usage of the facility.

Senator BUSHBY —What about usage other than by the four big banks?
Mr Lonsdale—I would have to come back on that point.

Senator BUSHBY—That is fine. If you take that on notice, that would be appreciated. An
analysis of RBA research by the Daily Telegraph late last year showed that the big banks had
collectively raised some $1.8 million—sorry, $1.8 billion; | have a typo here—

Senator PARRY —It is contagious!
Senator BUSHBY —Yes. Of course, | am sitting next to everybody!
Senator Sherry—It is contagious. | made the mistake at one point too.

Senator BUSHBY —They raised some $1.8 billion more through wider margins than they
would have earned had they maintained margins at their pre-global financial crisis levels.
Have you looked at that analysis conducted by the Daily Telegraph at all?

Mr Lonsdale—No, | am advised.

Senator BUSHBY —Without having the benefit of having analysed their conclusions, do
you think that their conclusions sound asif they could be plausible?

Mr Lonsdale—I think, with respect, that before commenting onit it would be useful for us
to read the press article.

Senator BUSHBY —Could you take that on notice, then, please.
Mr Lonsdale—Yes.

Senator BUSHBY —In general, is it your opinion that the major banks have been able to
widen the margin spread since the start of the global financial crisis?

Mr Lonsdale—Which marginin particular?

Senator BUSHBY —The margin between cost of borrowing and what they are lending it
out at.

Mr Lonsdale—I am not sure we can conclude that.

Senator BUSHBY—You are not sure that you can conclude that because you think
otherwise or because you are not sure?

Mr Lonsdale—That would be something that we would want to have a close look at the
data on.

Senator BUSHBY —So you would like to look into it further before you comment?
Mr Lonsdale—Yes.

Senator BUSHBY—That isfine; | just wanted to clarify what you meant. As we have just
outlined, the trend appears to have continued into the last quarter of last year. Over the last 18
months, the banking market has become far more concentrated, with large sectors of the loans
market not operating, like Aussie Home Loans, which was mentioned earlier. It is far more
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concentrated with the four big banks. To what extent has this lessening of competition
affected the mgjor banks' ability to set margins?

Mr Lonsdale—I think part of the answer goes back to what Mr Murphy was talking about
before in terms of what you mean by competition. It is true that it has become more
concentrated. Whether that has fed into rates and other indicators around competition would
need to be defined, if that is what you are talking about.

Senator BUSHBY—Mr Murphy, you also mentioned that there were discussions with the
ACCC regarding ongoing competition issues and where it should be—doing things that the
government should do, looking at a market like the banking market to ensure that competition
in future returns to normal levels. That is happening?

Mr Lonsdale—That is something that we are very interested in.
Senator BUSHBY —Isthat aformal processthat is happening or isit more ad hoc?
Mr Lonsdale—A formal process with the ACCC?

Senator BUSHBY —Yes, this examination of competition issues. | am not saying, ‘Isit a
formal review? Isit something that has just happened as an aside or is it something that—

Mr Murphy—I suppose you could use this as a signal that, with the impact of the global
financial crisis on the Australian financial system, we have got to a certain stage. | think there
are still financial problems out there in international markets, but we have now got to the
stage where, with the lifting of the wholesale guarantee, a key policy issue for the government
is competition in the financial servicesindustry.

Senator BUSHBY—I do not recall the exact details, and | am not sure whether it was
Treasury or APRA who provided the evidence, but during the banking guarantee inquiry there
was evidence provided that suggested—I do not argue with this—that during the midst of the
crisis the most important factors were stability and solvency.

Mr Murphy—Yes.

Senator BUSHBY —And competition came a distant third, in a sense, because if you did
not have those first two factors then competition was irrelevant.

Mr Murphy—Exactly.

Senator BUSHBY—But, coming out the other side, you are saying that the focus is
returning to competition. Isthat a correct conclusion?

Mr M urphy—We will always have stability and solvency.

Senator BUSHBY —Absolutdly, that is right. But that is less of a concern; therefore the
focus can return to competition.

Mr Murphy—VYes, in effect to enhance the wellbeing of the community. The government’s
objective is to ensure that the community has access to funding for its own purposes at the
cheapest possible cost. That is the policy goal. In terms of competition, it is not just afocus on
current players; it is a focus as to whether there are new players and whether existing players
can expand their market share. It is a dynamic system.
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Senator BUSHBY—It is, but there are a number of decisions that government can make
that can affect how those dynamics play out. To some extent, that is subject to discussions you
will be having with the ACCC and ultimately recommendations to government. | might add
that | expect nothing other than that.

Mr Murphy—Yes. It is a worldwide problem. There is a major conference on at the
OECD next week to which people from here are going which is all about the stability and
competition in financial markets. It is not only in Australia where there has been a greater
concentration in financial systems due to the impact of the GFC. It is a concern to
governments worldwide.

Senator BUSHBY—We have had discussions before about the potential risk to the
Australian financial system of adopting solutions to problems that occurred elsewhere that
have not occurred in Australia.

Mr Murphy—This is on competition. | think you are alluding to the capital requirements
coming out of the FSB and the liquidity requirements.

Senator BUSHBY—I would be interested to hear at next estimates how this conference
goes.
Mr Mur phy—I think these issues are very important.

Senator Sherry—There is a similar and related issue in wealth management
superannuation, if it can be described as that, that has emerged. There were some questions
yesterday. The ACCC issued a discussion paper yesterday afternoon.

Senator BUSHBY —I have a few questions about that market | will ask in a minute. Has
Treasury been asked to provide any advice in relation to the concept of delivering banking
services or similar services through any government owned body such as Australia Post?

Mr Murphy—Not to my knowledge.

Senator BUSHBY —Did the Markets Group assist in the development of the financial
sector legislation amendment prudential regulation and other measures bill 20107

Mr Murphy—Yes.
Senator BUSHBY —That has been released for consultation?
Mr Murphy—Yes.

Senator BUSHBY —How will this bill, if passed, add to better prudential regulation of the
ADI sector in Australia?

Mr Lonsdale—My understanding is that there are a significant number of proposalsin that
bill put to us by APRA that would assist many abjectives of the financial system—stability
being a key one. A number of them are contingent, but they have largely been put to us by
APRA.

Senator BUSHBY —I will ask APRA about that |ater.

Mr Murphy—A number of those measures come out of lessons regulators and
policymakers got out of the global financial crisis. In certain areas there seems to be a need to
ensure that APRA has sufficient powers to enable it to get the information it needs and to be
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able to intervene at an appropriate time. You have to acknowledge what happens overseas. A
number of the overseas regulators were found to have deficiencies in their powers and APRA
did the analysis there and came to the government and said, ‘We need to have enhanced
powersin certain areas.’

Senator BUSHBY —Although the redlity is that the prudential system we had stood us in
good stead.

Mr M urphy—Very good stead.

Senator BUSHBY—Dr Henry and others have acknowledged that before. That is not to
say we cannot improve things.

Mr Murphy—You learn from other peopl€' s experiences.

Senator BUSHBY—Is this the section of Treasury that put out the corporate
whistleblowers paper?

Mr Murphy—Yes.

Senator BUSHBY —I understand in October last year, you released a discussion paper
looking at improving the conditions. Can you outline where that processis currently at?

Mr Fraser—As you would be aware, the government issued an options paper in October
2009. Submissions on that paper closed on 23 December. We received 21 submissions.

Senator BUSHBY —Not all praising it, from what | understand.

Mr Fraser—There were certainly a wide range of views. It was an options paper which
presented a range of views on a number of different matters. As | said, we got around 21
submissions—we have put them on the Treasury website—canvassing a wide range of views.
Our next step isto have some roundtables with those respondents.

Senator BUSHBY —When do you think that will be occurring?
Mr Fraser—Hopefully around March.

Senator BUSHBY —And then after that you will be—

Mr Fraser—Providing some advice to the minister.

Senator BUSHBY—That is fine. | will move on to financial services. What is the
government’s view of the PJC's recommendation to consider a last-resort compensation
scheme. Has Treasury provided any comment on that?

Mr Murphy—Thisisin the Ripoll report.
Senator BUSHBY —Yes.

Mr Murphy—Those matters are being considered by the minister at the present time.
Treasury is working on those.

Senator BUSHBY —Are you assisting the minister with those issues though?
Mr Murphy—Yes.

Senator BUSHBY—I am aware that there are some others who want to ask some
guestions, so | might put the rest of these on notice. | imagine you would just tell me that they
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are all with government anyway and not answer my questions. | will go back to where | was
going to start, which is with the update as to where the taking over of the ASX responsibilities
by ASICisat.

Mr Murphy—A bill is being introduced into the parliament. It is still to be debated in the
House of Representatives.

Senator BUSHBY —I have not had alook at that bill, so forgive me for not knowing what
it actually says at this point. | have been busy this week. | have not had a chance. | was
talking to ASIC at estimates in October and | asked them about how they were going to deal
with the trading rules and how they would interact with the corporations law. Their answer to
me indicated that that was a matter they were in consultation with Treasury on. Has any
decision been made on that? Does the bill actually deal with that?

Mr Murphy—Yes. In the bill there is a power for ASIC to be able to make market rules.
They will be able to make their own rules to administer and supervise the market players.

Senator BUSHBY —Wiill that be separate to the corporations law and regulations?

Mr Murphy—Yes. That is quite a significant step—to give ASIC the power to make rules
applicable to the market.

Senator BUSHBY —In the meantime, will the current trading rules apply?

Mr Murphy—Yes.

Senator BUSHBY —And the new market rules by ASIC will replace them over time?
Mr Murphy—Yes.

Senator BUSHBY —I will move on from there as well then. Also at estimates last year |
asked the Fiscal Group a question regarding comments made by Dr Henry regarding the need
to ensure that all government spending is cost effective. | will quote him. He said:

Government spending that does not pass an appropriately defined cost-benefit test necessarily detracts
from Australia’'s wellbeing.

He went on a bit to justify that. | asked the Fiscal Group whether Treasury properly conducted
cost benefit analyses on the NBN. The response was, ‘This is a question for our markets
group colleagues.” So | am putting that to you now.

Mr Murphy—Mr Murray will deal withthe NBN.

Mr Murray—The issues around cost benefit analysis were raised with us at the Senate
inquiry into the NBN.

Senator BUSHBY—I am particularly asking in the context of Dr Henry's comments,
which he made on 3 September last year before the Australian Research Alliance for Children
and Youth.

Mr M urray—These were comments around the need for cost benefit analysis?

Senator BUSHBY —Basically he said that there is need to ensure that any activity is cost
effective and that:

Government spending that does not pass an appropriately defined cost-benefit test necessarily detracts
from Australia’'s wellbeing.
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Mr Murray—Yes. Certainly we would see that as afirst, best principal, and | outlined that
at the Senate inquiry. In relation to NBN, we certainly did not undertake a cost benefit
analysis, and without a very significant resource input we would have been able to do that. As
far as| am aware, the government did not ask us to do any of that sort of modelling. However,
| can at least make some comments about what our attitude was in terms of the costs and
benefits.

Senator BUSHBY —I am sure you have done that before in the—
Mr Murray—I have. | have outlined that in quite some detail to the Senateinquiry.

Senator BUSHBY—I will not ask you to repeat yourself here, given that that is already on
the public record. | just wanted, in the context of Dr Henry’s statement, to confirmin my own
mind that Treasury was not asked to do a cost benefit analysis.

Mr Murray—We and our secretary have not moved from the position that he set out.

Senator BUSHBY—That is fine. | understand that we have someone here specifically to
answer questions on Auscar SPV. Senator Abetz has asked me to ask a couple of questions on
his behalf. They are seeking an update on where it is currently at. What is the current size of
the funding and how much has been guaranteed under it?

Mr Brake—Thereis $170 million at present.

Senator BUSHBY —How many participants are there in that?

Mr Brake—In terms of financiers or dealers, Senator? The car dealers themselves?
Senator BUSHBY —No, both, actually.

Mr Brake—Currently, there isjust the one financier.

Senator BUSHBY —Just Ford Credit, still?

Mr Brake—Yes.

Senator BUSHBY —How many dealers are there?

Mr Brake—There are approximately 120.

Senator BUSHBY—What is the critical mass in terms of the size of the spend before
taxpayers have to start subsidising it?

Mr Brake—I am not sure if we have a precise calculation of that figure.

Senator BUSHBY—Are you able to take that on notice and see whether you can give an
indication?

Mr Brake—There may be a number of variables such as fluctuations in interest rates and
so on.

Senator BUSHBY —If you can take it on notice and outline what those variables may be
and answer it as best you can, that would be much appreciated.

Mr Brake—All right.
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Senator BUSHBY—My final set of questions is on the securitisation market. What is the
current state of play regarding APRA's proposed APS 2107 | will ask APRA about that as
well.

Mr Murphy—APRA? It saysthey are—

Senator BUSHBY —Presumably, they liaise with you on changes they make that affect the
securitisation market?

Mr Murphy—Yes, we talk to APRA about their prudential standards and whatever. Do
you want to comment, John, or will we just—

Senator BUSHBY —No, | will get an update from APRA when they are up with that.
Mr Lonsdale—That is the best route, | think, Senator.

Senator BUSHBY—Has Treasury done any work since October on the potential impacts
of requiring all ADIs to invest in sovereign bonds and the potential for domestic liquidity to
meet that requirement?

Mr Murphy—It is a significant policy issue—and | think it is largely to do not with the
Australian market—that, because of problems in international markets, there are proposals
being discussed for trying to ensure that there is higher-quality assets capital within financial
institutions. That could have a significant impact on Australia, given the size and the depth of
our bond market and the interplay between Australian financial institutions—the interlending
between the banks. | think APRA are aware of that; we are aware of that and, internationally,
these things are still being resolved. They have put out this paper, and | think that is a key—

Senator BUSHBY —Apparently, it has caused some ripples—
Mr Murphy—Oh yes.

Senator BUSHBY—in terms of some of the ADIs, considering how they actualy
approach the liquidity challenges and concern about what it might mean for them down the
track.

Mr Murphy—Yes. But these things still have a fair way to go in terms of policy
devel opment, consultation and discussion not only in Australia but internationally.

Senator BUSHBY —Could you advise on the current status of the plan announced by the
government on 11 October last year for further support for RMBS of up to $8 billion?

Mr Murphy—Yes. That has been quite a successful program. Would you like usto talk to
it or do you want us to table some data?

Senator BUSHBY—This is in respect of the additional $8 billion announced in October
last year?

Mr Murphy—Yes.

Senator BUSHBY —When we spoke in October, at last estimates, there were a number of
questions that still needed to be consulted on, but obviously you have worked through those
anditisall up and running?

Mr Murphy—Yes.
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Senator BUSHBY—How much of the $8 billion—

Mr M ur phy—Has gone?

Senator BUSHBY —Yes.

Mr M ur phy—Jacky Rowbotham will give you the numbers.

Ms Rowbotham—The investment under the extended program commenced in January,
with AOFM supporting the first RMBS deal of the year, undertaken by AMP. The AOFM
invested $36 million in a $1 billion deal. They have also allocated a further $3.4 billion to a
seria investment program. It will be extended over 2010.

Senator BUSHBY —As | understood this program in October—I have not seen anything
about its current activities—it was not so much about buying them themselves but to act, in a
way, as a buyer of last resort. Is that correct? That is how it was explained in October last
year?

M s Rowbotham—Essentially, yes.

Mr Murphy—Yes.

Senator BUSHBY —Have we actually expended this money or have we just guaranteed to
buy these if there is not a buyer? Have we had to buy them because there were no other
buyers?

Ms Rowbotham—There has been strong private sector interest but, in some instances,
AOFM has offered some money with respect to this extended program. For example, with the

AMP deal, which is the only one that has occurred this year, of the $1 billion the AOFM
provided only $36 million. But the rest of it was private sector participation.

Senator BUSHBY —And, presumably, that $36 million enabled the $1 hillion deal to go
ahead—

M s Rowbotham—Absol utely.

Senator BUSHBY —It provided the—

M s Rowbotham—Support.

Senator BUSHBY —Thank you.

Senator PRATT—The committee is well up to speed with progress so far on consumer
credit reform. We are about to move into our next phase. | understand that recently there have
been consultations that have put forward some further changes and enhancements and that we
are consulting on those changes. One of those is regulations to accommodate difference
practices in the way interest may be calculated or charged by lenders in respect of the
provision of credit for residential investments. Is this the way we currently regulate interest in
relation to residential investments or is it new? And what is the significance of that particular
change?

Mr Murphy—I think it would be best if—

M s Rowbotham—I put that one on notice?
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Mr Murphy—Yes. The Consumer Credit Code is being picked up from the states.
Gradually, we are working our way through to try to improve consumer credit regulation and
the second tranche, the second phase, is addressing that.

Senator PRATT—Another issue that came up—and you are also welcome to take this
notice—was the consideration that pre-existing contracts should perhaps also be subject to
responsible lending provisions. How is it proposed that that will work? Has it come up in
response to a perceived flaw in the original reform and, if so, is there any reason why old
contracts should necessarily be any different to new contracts in respect of that?

Mr Murphy—I am not sure.

Senator PRATT—TFurther, with respect to consumer issues, | note that in December we
finally announced movement towards an Australian consumer law. The Productivity
Commission has said that it is an important thing to pursue. Can | ask about progress on the
Australian consumer law and what are its perceived benefits?

Mr Writer—Two bills implement the Australian consumer law. The first of those is
currently before the Senate and is awaiting a slot for debate. That bill covers unfair contract
terms and the new enforcement powers, penalties and remedies and was the subject of a
Senate Economics Legidation Committee inquiry last year. There is a second bill in the
process of preparation which will cover the remainder of the issues that were agreed by the
ministerial council in early December. That is to be introduced early this year. That is really
al | can say interms of timing.

Senator PRATT—Before | conclude on thisissue, what is the significance of this reform?

Mr Writer—I am not sureif that isa policy question. It will involve the implementation of
a single national consumer law which covers generic consumer protections. It will fold in all
of the existing state and territory laws and the current national law.

Senator PRATT—I would envisage that there would be significant savings to the national
economy based on—

Mr Writer—The Productivity Commission estimated in its report, which was published in
May 2008, that there would be benefits to the community of between $1.5 billion and $4.5
billion.

Senator PRATT—I think that answers that particular question. Finally, | want to ask about
financial services in Australia. Clearly, Australians have played a very active role
internationally throughout the global financial crisis in terms of campaigning for strong
regulation and promoting the kinds of reforms that Australia believes underpin a responsible
financial services sector. What is the implication for our domestic financial services sector in
terms of not only growth and promotion of the services that we provide here but growth of
our own financial services sector because of that percelved strength and credible
underpinning?

Mr Murphy—Australia has always been well regarded in terms of the standard of the
financial services industry and the standard of its regulation. Australia is seen to have best

practice in terms of regulation and operation of a financial system. Yes, there are some
wrinkles around the place but, overall, it is a pretty good system. Recently a review was
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undertaken in terms of financial services. The government published the Johnson report,
which looks at financial services. That review reported very favourably. It recommended
some changes and that is how being worked on and examined by the government. In terms of
international practice we are well regarded, but | suppose you have to be vigilant to ensure
that you have a strong, vibrant financial system.

Senator PRAT T—Thank you.

Senator JOY CE—Now that the guarantee has concluded, what is the residual effect of
where we are? | was listening to the chair of Bendigo Bank on the weekend talking about the
$140 billion. Do you want to throw some light on that statement? What is the exposure that
the government currently .has by reason of a guarantee?

Mr Murphy—The guarantee runs on to 2015 at the maximum because of the issuance—
$166 hillion has been raised.

Senator JOY CE—So we till have a contingent exposure for $166 billion? Is that correct?
Mr Lonsdale—Yes.
Senator JOY CE—Thank you.

Mr Murphy—The large majority of that is AA rated banks, that is the two-edged sword.
You can criticise them but they are going to be able to pay their debts. The other side is that
probably around $5 billion in fees to the government will come through for the use of the
guarantee. It is not costless—the banks have to pay. They are the magjor facts and figures
about the guarantee.

Senator JOYCE—How does the ped-off of the $166 billion work? Is it just going to
guillotine at 2015?

Mr Murphy—No, over time.

Senator JOY CE—It will run down?

Mr Murphy—Yes.

Mr Lonsdale—It isa mixture of different instruments, short- and long-term.

Senator JOY CE—What was the general term of the instrument that was issued under the
guarantee?

Mr Lonsdale—I think we have figures on the amount of short and long. Of the $166
billion, the amount of long-term debt is $133 billion and about $19 billion is short term and
$13 billionisin large deposits.

Senator JOY CE—What did we earn out of the guarantee whilst we had it there? You say
you still have another $5 billion to wash through, to pick up. What has been the revenue
stream from the issue?

Mr Murphy—Up to now, about $1.5 hillion.
Senator JOY CE—So $1.5 hillion plus the $5 billion to come.

Mr Murphy—No, intotal it will be $5 billion but $1.5 billion has come through so far and
that is an estimate.
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Senator JOY CE—Can we get a break-up of who the predominant bank is in the $166
billion?

Mr M ur phy—We have the figures. CBA and Westpac raised the most.

Mr Lonsdale—So currently the big four banks would hold 76 per cent. The others would
hold the residual, a much smaller amount.

Senator JOY CE—On the deposit side, | notice people still have coverage for deposits
under $1 million. Isthat right?

Mr Lonsdale—Under the financial claims. That is a separate guarantee and that will
remain.

Senator JOY CE—How muchisin that at the moment?

Mr L onsdale—Do you mean total deposits?

M s Rowbotham—The total coverage of deposits under the Financial Claims Scheme was
estimated on 30 June at $660 billion.

Senator JOY CE—So that contingent liability stays in place? There is $660 billion for
deposits under $1 million which the government is still underwriting?

Mr Lonsdale—Correct, thereisthat guarantee.

Senator JOY CE—Who is the predominant holder of that $660 billion for deposits that the
government has underwritten? Through which institutions are these being put?

Mr M ur phy—It would be the major banks.

Senator JOY CE—So 76 per cent through the major four again?

Mr Lonsdale—I do not have that information, Senator. If you like, we can see if that
exists.

Mr Murphy—Every mum and dad in Australia holds that money.

Senator JOY CE—Yes, | know. Obviously the facilitating body does not take the deposits.
They are not held by you.

Mr Murphy—They are held by the institutions.

Senator JOY CE—Every part?

Mr Murphy—I do not know. We will try to get that information for you.

Mr Lonsdale—Mr Murphy isright. The bulk of deposits lie with the magjor banks.
Senator JOY CE—To the same proportion—about 76 per cent?

Mr L onsdale—Seventy-six per cent is quite a precise number.

Senator JOY CE—Well, 75 per cent.

Mr Lonsdale—I think it would be better if we had a look and were sure before we gave
you a number.

Senator JOY CE—With regard to the market aspect of it, were concerns conveyed to you
by the regional banks about the effect of the guarantee?
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Mr L onsdale—When? Do you mean during the life of the guarantee?
Senator JOY CE—Yes, during thelife of it.

Mr Lonsdale—My understanding is that the banks have raised issues about the pricing.
But against that, as Mr Murphy outlined before, the fact that the guarantee was brought into
play supported all the ADIs that were able to access that.

Mr Murphy—The deposit guarantee underpinned all the ADls at a time when there was
quite alot of concerninthe community about the safety of bank deposits. That iswhy it was a
very important measure.

Senator JOY CE—This guarantee is basically being peeled back around the globe, though,
isn'tit?

Mr M ur phy—The wholesale guarantee?

Senator JOYCE—VYes.

Mr Murphy—Yes.

Senator JOY CE—Are we in train with where the rest of the world is regarding cessation
in 2015, or are they stopping at a different time?

Mr Murphy—It is consistent with overseas practices.

Senator JOY CE—With who? Isit consistent with America and Europe? Is their desire to
bring the thing to a conclusion in 20157 Obviously, what | am looking for is whether thereis
going to be a period that creates arbitrage, differential or capacity for the movement of funds.

Mr Murphy—No, | do not think so. That is what the government decided when it made a
decision to withdraw. It was looking at overseas developments. We have the list of countries
and the dates when they will withdraw their guarantees.

Senator JOY CE—When is America withdrawing its guarantee?

M s Rowbotham—The US closed their scheme on 31 October 2009.
Senator JOY CE—It has already gone?

M s Rowbotham—Yes.

Senator JOY CE—What about the UK?

M s Rowbotham—The UK will close their scheme on 28 February 2010.
Senator JOY CE—That is getting close. What schemes are open to 20157

Ms Rowbotham—The majority of schemes, pretty much all of them, will have closed by
30 June 2010. Our scheme will close on 31 March. The figure that you are referring to, the
2015 date, is the term of the securities. Our scheme is open to five-year securities. You can
issue five-year debt.

Senator JOY CE—Could you get five-year securities for the US scheme? What was their
term?

Ms Rowbotham—All the international schemes have different arrangements, but the
majority have shorter terms, in the vicinity of about three years.
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Senator JOY CE—With the current uncertainty that is certainly surrounding sovereign
debt issues in Europe and issues of debt in the United States, is there a capacity to get the
guarantee up and running again if you need to?

Mr Murphy—If the government decided it was necessary. It would be necessary not so
much for Australian markets; it would be looking at international markets. We do not expect
that that will happen, but who knows?

Senator JOYCE—You went overseas for a coordinated forum to discuss this. Is that
correct?

Mr Murphy—No. Sorry for the confusion. | was referring to a discussion that is going to
occur next week on competition and concentration in banking markets. The decision on the
guarantee was made through the government consulting very closely with the Governor of the
Reserve Bank; the Chairman of APRA, John Laker; and the Secretary, Dr Henry. | think it is
fair to say that the governor was very much tapped in to overseas markets and what was
happening through his overseas colleagues.

Senator JOY CE— just want to quickly go to FIRB. Can you discuss FIRB?
Mr Murphy—Yes.
Senator JOY CE—What is the value of dealsthat are currently before FIRB?

Mr Colmer—I do not have a figure for current deals before FIRB. | would say, as a
general observation, that we are picking up again after the Christmas break, but | do not
actually have a number. There would probably be something in the order of 20 or 30 active
cases. | can get that number for you, though.

Senator JOYCE—In those cases, what is the source predominantly? Where are they
coming from?

Mr Colmer—I would have to check, if you want the current cases.

Mr Murphy—I think we can give you some figures. | think there is some concern about
the spread of foreign investment cases, where the companies are largely coming from.

Senator Sherry—I have five-year, year-on-year data, up to the end of calendar year 2008.
Senator JOY CE—2008? Can we get something that is current right now?
Mr Colmer—What exactly isyour interest, Senator?

Senator JOY CE—My interest is in how many of these deals are coming from China, how
many of them are coming from the United States, how many of them are coming from Japan
and how many of them are coming from Europe.

Senator Sherry—Number of deals or value of deals?
Senator JOY CE—Value is more my interest.

Mr Colmer—We are just about to finalise the annual report for 2008-09. That will show
that China, in value terms, was the No. 2 source of investment in that financial year. In the
previous year it was No. 6.

Senator JOY CE—What would they be now—No. 1?
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Mr Colmer—It is hard to say. | suspect they will be in thetop five for the current financial
year. It isimportant to realise that in 2008-09 the value of Chinese investment was $28 billion
but something in the order of $19 billion of that was for the first stage of the Chinalco-Rio
deal. So, while there is undoubtedly ongoing interest from China in Australia, it will bounce
around, | think, inthetop five and it will change year by year.

Senator JOY CE—How much of that is due to state owned entities?

Mr Colmer—Most of it. | have not looked at that recently—not since September—but at
September there had been roughly 90 projects, of which 12 were non-government. We are
currently up to a figure of about 140 Chinese proposals under the current government. |
suspect that that proportion is roughly the same, so there are probably something in the order
of 15 to 20 that are private rather than government.

Senator JOYCE—In your discussions, how do you ascertain issues such as vertical
integration? | know we have had this discussion before, so maybe | should rephrase the
question. | have noticed that lately there have been changes to the Foreign Investment Review
Board's guidelines, because | remember going through an oversight of them. How do they
affect your assessment process?

Mr Colmer—The question really is not so much about vertical integration; it is about
pricing and marketing arrangements.

Senator JOY CE—Transfer pricing?

Mr Colmer—Well, transfer pricing is a particular form of pricing. We look much more
generally at the way commodities will be marketed. We look for arms-length arrangements
and we look for market based pricing. If you are talking about the resources industry, the
transfer-pricing arrangement is managed by the tax office, from the income-tax perspective,
and by state revenue offices for the royalty arrangements.

Senator JOY CE—For alittle bit longer.

Mr Colmer—There is a variety of mechanisms, | think. But | think the genera
arrangement is that, if there is evidence that a non-market price is not being paid for the
commodities then the effective price for the calculation of tax liabilities can be adjusted.

Senator JOY CE—With these new changes to the laws, what is the significant difference
between what you had and what you have now?

Mr Colmer—Are you referring to the recent bill that went through the Senate?
Senator JOYCE—Yes.

Mr Colmer—That does not have any impact on transfer pricing as such. That change
related to the fact that the original legislation dated back to 1975 and based the calculation of
a ‘substantial interest’ on issued shares. That was 1975 terminology. Essentially, the bill that
went through the Senate broadened that to take into account a variety of preferences, options,
convertible notes and so forth, so that when we are calcul ating the proportion of the stake that
an investor is taking in a company, we can look through just the issued shares and into the
longer term convertible options as well.

Senator JOY CE—Can debt give you influence?

ECONOMICS



Thursday, 11 February 2010 Senate E 125

Mr Colmer—Debt can give you influence, but the bill did not go to debt as such.
Certainly, we look at control. The legislation is really based around two main concepts. One is
ownership and what proportion of a company might be owned, and the other one is potential
for control. Debt in itself does not normally give control, in the terms of the legislation. But
there may be occasions when debt is accompanied by other, more overt, arrangements, which
can go to the issue of contral.

Senator JOY CE—Covenants within the debt instrument?

Is one Mr Colmer—Covenants certainly tend to put restrictions on what companies can
and cannot do. Covenants would not be caught under the | egislation though.

Senator JOY CE—What if the person isissued debt and the foreign entity takes some form
of security to underpin its debt? Is that something that comes under the auspices of FIRB?

Mr Colmer—It can do. Thereis a general exemption for security if the person providing it
isdoing it as part of a business in providing finance. So it is a question really about whether
or not the person providing the debt is some sort of financial institution or some sort of
investor. We certainly look at that and try and get as good an understanding as we can, and
sometimes that is not a simple matter.

Senator JOY CE—I want to talk about the water market. | do not know whether you can
help me here. Do you have any oversight or any involvement with that?

Mr Murphy—Not really.

Senator JOYCE—We will steer away from it then. With the NBN, have you been
involved in any way, shape or form with any public documentation regarding competition
issues or market effects of the NBN?

Mr Murphy—I think Brad might be able to comment.
Mr Archer—I am not sure we can provide—

Senator JOYCE—I do not want to know about policy discussions or advice from the
minister. |s there anything on the public record?

Mr Archer—The minister for broadband did release a discussion paper at the time of the
announcement of the NBN policy, which | think was in April, which canvassed proposed
regulatory reforms that have subsequently led to the bill that | believe is in the parliament
currently. Some of those issues around regulatory reforms certainly go to competition issues
in the telecommuni cations market. That document—its province—Ilies with the Department of
Broadband, Communications and the Digital Economy.

Senator JOY CE—With your knowledge of the market, what views are held by you about
the capacity of the development of competition within the current telecommunications
structure?

Mr Archer—I think the current structure reflects reforms that have been progressively
implemented from a decade or more ago. We share the concerns that the Australian
Competition and Consumer Commission has made known—that, while the regulatory
arrangements have promoted growth in terms of the market and we have seen more
telecommunications companies emerge to provide services over time, the regulatory
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arrangements embodied in the Trade Practices Act under part 11C have led to a lot of
disputation, a lot of timely and costly administrative and legal action and have, arguably,
hindered the development of competition in the market as a consequence. That is one of the
government’s stated rationales for the content of the bill—and was an issue canvassed in that
discussion paper. We are certainly of the view that there is scope to improve the regulatory
arrangements that are in place.

Senator JOY CE—With your knowledge of the telecommunications industry, do you have
a sincere belief that another provider would develop the infrastructure, especially in regional
areas, that is comparable to what is there at the moment through the mgjor carrier?

Mr Archer—I am not sure under what circumstances—

Senator JOY CE—BY reason that basically Telstra was Telecom—it was the PMG—do
you think that in a changed environment, other telecommunication providers would go out
into regional areas and set up exchanges with all the capital that is there at the moment, or do
you believe that that sort of infrastructure that was invested in was only invested because it
was paid for by the taxpayer and no commercial entity is going to bother going out there and
duplicating what is there nor isthere return out there to warrant them going out there?

Mr Murray—I think that you can approach this in a fundamental way about how you
might drive competition in a market that is a whole continent—the land mass is a whole
continent—but the population is very low and very concentrated. It is concentrated in six or
seven major cities. If you look at the United States, you see that they have a land mass which
isahbit bigger than ours and 300 million people—and geographically they spread over alot of
that area. How did competition develop there, particularly for broadband and the rollout of
fibre and, in some areas, excellent service and a certain degree of competition—even into
some of the regional areas?

It was the intervention of cable TV companies that decided they could provide a certain
level of broadband, so clear competition with the telecommunications companies was
developed. You would have, for instance, comcasting and significant competition with
Verizon, which then prompted Verizon to have to meet that challenge and for it to compete
with coaxial and fibre cable with their own fibre network. That has rolled out to certain parts
of the market and, because of the size of the market, you can have that sort of what we
economists would call ‘facilities competition' and you would have a certain cross
subsi disation within those competitors into the regional and rural areas.

In Australiaiit is far more difficult. Here you would probably think more of a model where
you might want to roll out some of the network as a natural monopoly but keep it at a
wholesale level. That is certainly the model where the government has moved to for an open
access model at the wholesale level for NBN Co. Does that mean it would reach every nook
and cranny of the country? The intention is that it will, but we will have to wait for the
implementation study to see how that would be done, what the level of cost would be, and
therefore price, in all of the different segments of the market and whether there may be some
need for some cross-subsidisation of that or some universal service obligation. Telstra has
been subject to universal service obligations in voice, and the government would need to
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make some policy judgments about what that means for broadband and for a high-speed fibre
network acraoss the whol e nation.

Senator JOYCE—What | am drilling down to is that what you are saying there, Mr
Murray, is that in regional areas you are going to have to have a different type of marketing
arrangement and legislative framework than what you are going to have to have in urban
areas to keep the services going out.

Mr Murray—No, you would not necessarily have to have a different regulatory regime,
but you certainly may deliver it in a different way and on different platforms, so you may
certainly ddiver by wireless and by satellite into various regions. If you think about what
coverage there is at the moment from the 3G wireless networks, you have got Telstra, which
covers about 97 per cent of the country with its network by population, and you have got the
other two, Hutchison and Optus, covering about 95 to 96 per cent of the country in the
existing mobileindustry.

Senator JOYCE—In a changing market condition are you going to get other
telecommunications companies actually putting in backhaul optic fibre, going out into
regional aress, or basically is it the fact that the infrastructure that is there at the moment,
which was paid for fully by the taxpayer, is the only infrastructure that is ever going to be
there, away from wirel ess?

Mr Murray—From our point of view, | do not know. The copper network—some of it,
anyhow—as you say, went in under the PMG regime, so there were different parameters, and
was it a government business enterprise as we would think of a government business
enterprise today? Of course it was not; it was very much driven by the engineers, rather than
the accountants or the economists. So it is difficult to tell. However, the development of
satdllite and the development of wireless are bringing a certain level of revolution to how you
might service these particular markets. Without going into too much detail, because | am not
an expert inthis, you can have a satellite that services the rural areas of Australia, for instance,
and it can service parts of Asia as well. So, with the new and latest satellites that are under
development, you can actually spread your costs quite a lot. You do not have to have the
satellite necessarily. You might lease access to a transponder or whatever just to cover the
Australian market, where the rest of the satellite might cover a different market. Asiaisa huge
market.

Senator JOYCE—Just going to the markets divison—has there been any further
discussions about interest rates and banks mechanisms for interest rates and margins? Have
there been any peopleinvolved in that?

Mr Murray—Just in general terms?

Senator JOY CE—Yes, just like there has been a study of the NBN; has anybody done any
study into the centralisation of the marketplace and banking and the effects on interest rates?
Has that come across the markets division in any way, shape or form, seeing it is a market?

Mr Lonsdale—I am not sure we have done any direct work on that. Certainly, the issues of
interest rates—margins around those—bank funding costs and how they trandate are very
important to the work that we do. We are closely monitoring those; we talk to the banks all the
time. But in terms of that precise piece of work, | have to check.
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Senator JOY CE—Costs of funds are fundamental in every section of the market, and you
would be aware of the banks now moving interest rates in excess of RBA movement—

Mr Murphy—Yes.

Senator JOY CE—It isan issue of public discussion. Do you think that is a reflection of an
effective market, or do you think that starts to become a reflection of super normal profits?

Mr Murphy—That is a matter of judgment. You have to try to analyse the current margin
between the RBA's rate and, say, the mortgage rate that the banks charge. There has been
analysis done in the RBA, which they have spoken about. The deputy governor gave a speech
late last year in which he looked at the interest rates, mortgage rates and rates for lending to
small business. To some extent it seems that the rates to small business are the ones who may
be carrying a burden at the present time, given there has been an extra risk premium added
into the rates that have been lending to small business.

Senator JOY CE—Do you fed there could be a concern that, with a greater centralisation
of the marketplace, the role of the Reserve Bank will start to be overshadowed and have less
of an effect?

Mr Murphy—No. The cash rate that the RBA sets provides the base. That is not the true
indicator of—

Senator JOY CE—The cost of funds?

Mr Murphy—No. There are various rates which the banks have for mortgages, for lending
to small business and for other commercial lending, and what the government wants, of
course, are the lowest rates possible across the board which reflect a profitable business for
the banking institution—to make sure that it remains a profitable business—but at the lowest
cost to the consumer.

Senator JOY CE—Is the correlation between the Reserve Bank’s base rate and the rates in
the Australian marketplace as tight as it has been, or is it starting to become more dispersed?
Is it becoming less of a relationship between the Reserve Bank base rate and the rates in the
marketplace than it was in the past?

Mr Murphy—That is hard to say. We would have to look back and give you some analysis
on that. As a matter of perception, when everyone focuses on the monetary policy
committee's decision every second Tuesday of the month that seems to cascade through to
movement or pressure on rates set by the majors. Whether that has just become a matter of
course or whether there is a deliberate nexus is another issue. We would have to look at it, |
think—we would have to examine that.

Senator JOY CE—As the market and the finance market become more and more reliant on
access to international finance and international events and circumstances do the banks have a
right to say, ‘Well, the role of the RBA is kind of superfluous because it does not reflect our
cost of funds.’

Mr Murphy—No, it provides the foundation stone for business for the cost of funds in
Australia. That is what the cash rate does. And then you build off that really. No, | think it is
still the basic barometer for cost of fundsin Australia and then you take it from there. It is till
amonetary policy to them.
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Senator JOY CE—To the same extent it was in the past?
Mr M ur phy—You would have to examine that.

Senator CAMERON—Mr Murphy, | just want to ask a brief question in relation to
Treasury analysis of government policy. | want to take you back to July 2007. Back in July
2007 Senator Joyce had not had his wings clipped and he was a free spirit and he was at war
with the then Prime Minister over the Murray-Darling water scheme. It was reported that that
scheme was devel oped on the back of an envelope by the then Prime Minister. It did not go to
cabinet and did not go to Treasury. | do not want you to comment on any of the other issues,
except: did the Murray-Darling $10 billion scheme go to Treasury? Or is it a bit of hypocrisy
from the other side of palitics here on these issues at the moment?

Senator JOY CE—Madam Chair, thisis a reflection on you.
Senator Sherry—I do think—

Senator BUSHBY—Asking Treasury officials about decisions made by the last
government is not actually—

Senator Sherry—That is a particularly argumentative and loaded question, which reminds
me of quite a number of others we have been asked at these estimates. | do not think it would
be appropriate for Mr Murphy to respond.

Senator CAM ERON—OKkay, | am happy to let matters move on.

Senator JOY CE—I was waiting for a dissertation on John Stanley Bruce and what he
might have done.

Senator CAM ERON—-Bring back the old Barnaby, that iswhat | say!

Senator SHERRY—If we run out of questions, | am sure the officials and | would
appreciate dinner 15 minutes earlier.

CHAIR—Wouldn't we all, but Senator Eggleston has questions.

Senator EGGLESTON—Earlier this afternoon we talked about the superannuation
clearing house proposal. It was said that it belonged in the Revenue Group. Since then alittle

bit of research has been done and on Thursday, 22 October 2009, when Senator Bushby raised
some questi ons about superannuation, it was said by Senator Sherry:

Itis an operationa systems matter, so it would be the Markets Group.
Later—
Senator Sherry—Sorry, what date was that?

Senator EGGL ESTON—Thursday, 22 October 2009. We have also looked in the annual
report and on page 88 it says that the ‘governance, efficiency, structure and operation of
superannuation system is the Markets Group'. This is structure and function; it is nothing to
do with money.

Mr Murphy—Just by way of explanation—there is no trying to avoid the question—
responsibility for superannuation falls between two groups. Revenue Group and Markets
Group. In terms of policy advice it is between Markets Group and Revenue Group. That
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project, which was a key initiative of the minister at the table, was undertaken and ran from
out of the Revenue Group.

Senator EGGLESTON—Therules aretherules, | would have thought. | would like to get
these into the record and to have them answered.

Mr Murphy—We will make sure that we get answers to those questions.
Senator EGGL ESTON—Do you wish me to go through the questions?

Mr Murphy—If you just want to table them, we are happy to get the answers. | do not
think anyone—

Senator Sherry—I think we would struggle to get answers tonight.

Senator EGGLESTON—I will go through each question, and if you can answer
something then do, otherwise | will put them all on notice.

Mr Murphy—Yes, sure.

Senator EGGLESTON—Thank you very much for your indulgence, | appreciate it.
Question 1. is the government in receipt of alternative business proposals for the
superannuation clearing house?

Mr M urphy—We do not have a—

Senator EGGLESTON—Question 2: given that the original superannuation clearing
house discussion paper promised a tender to the private sector, was there a draft tender
document prepared by Treasury in 2009?

Mr Murphy—I am not aware of that.

Senator EGGLESTON—Question 2, part (a) is: if so, why was the tender not released by
the department so that Medicare could be formally compared to the alternative providers?

Mr Murphy—No, | am not aware of that. Sorry.

Senator EGGLESTON—Part (b) is: can the government confirm that confidential
intellectual property provided by the private sector in response to its discussion paper has not
been provided to Medicare in any way, and can Treasury produce either its own written report
or an independent expert’s report justifying why deciding to appoint Medicare was a superior
solution over tendering to the private sector? Can you answer that now?

Mr Murphy—No.

Senator EGGLESTON—Question 3: effective and fully ASIC licensed commercial
clearing house alternatives exist which could be implemented in less time and could be
delivered under the allocated budget. Given that the alternatives exist in the private sector,
why has the government opted to spend significant taxpayer dollars on attempting to reinvent
atechnology platform from scratch? Can you answer that one now?

Mr Murphy—No.

Senator EGGL ESTON—Question 4: can the department provide a fully costed budget for
the Medicare clearing house project, including all costs for both internal government
resources and external consultants, planning costs, software development costs, all costs of
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engagement with industry, a comprehensive operating budget for three years, all costs of
handling payments in and out of the clearing house, the costs of supporting employers who
use the clearing house and the cost of ensuring take-up of the clearing house by the small
busi ness sector? Can you answer that?

Mr Murphy—No.

Senator EGGLESTON—Question 5: can the government confirm that in issuing the
contract to operate the clearing house to Medicare it is fully in compliance with the letter and
spirit of the Trade Practices Act, and (@) in particular, does the nomination of the Medicare
clearing house as the only approved clearing house in the proposed legislation create an unfair
competitive advantage for Medicare over existing commercial clearing house operators and
(b) does the government intend to compensate commercial clearing house operators if
Medicare isfound to have breached the Trade Practices Act?

Question 6: what are the success criteria for the clearing house project, and (a) how many
employers does the government think will use the system in each of the three years of its
operation and (b) how will this take-up of employers be achieved if there is no budget for
promoting the service to small business?

Question 7: how will the solution meet the objective of reducing employer red tape if by
the project’s own admission—see the minutes of 15 January—the scope of the functionality
for employers has been reduced even before the devel opment has commenced, and (a) can the
government guarantee that the solution will not damage existing market confidence because
the proposed Medicare model descopes critical validation criteria that are widely available in
the private sector, (b) can the government guarantee the scope of functionality will not be
further reduced given there is only four months available for devel oping the service, and (c)
has the cost of further development to finish the development of a fully effective clearing
house solution been costed and will this require further expenditure beyond what has been
budgeted?

Senator Sherry—I hate to interrupt, but is there much more? This is an extraordinarily
well written set of questions.

Senator EGGLESTON—It is, isn't it? You have no idea how hard we worked on
producing such fine and well-balanced questions.

Senator Sherry—I am very impressed. It is outstanding compared to some of the other
guestions we have been getting at these estimates.

Senator EGGL ESTON—Absolutdly, but—
Senator Sherry—But wouldn't it be better to just put them on notice?

Senator EGGLESTON—I can quickly read the last one: which public health projects
have been impacted by the redeployment of Medicare resources to the clearing house project
and (a) if none then how long have excess resources been available within Medicare and why
has Medicare not sought to reduce its operating costs and return excess budgets to reduce the
government’s operating deficit; and (b) what improvements on public hospitals could be made
with these resources rather than diverting critical resources away from core Medicare business
into the superannuation industry?
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Thereis, | am afraid, one more over the page, question 9. It has taken effective commercial
clearing house operators many years and a combined estimate of $50 million to $80 million to
develop effective clearing house solutions that are fully integrated with many hundreds of
superannuation providers back office systems. How can the government justify the overall
cost to the industry, given that there are no defined success criteria for employer usage of the
clearing house? If the government cannot achieve an equivalent solution to that which is
commercially available with the extremely limited budget and very short time frame
available, will the government consider utilising a commercial solution which meets the
project objectives and does not require rebuilding of interfaces to superannuation providers?
Thank you for your indulgence. | will also tablethis.

CHAIR—Thank you. We will all look forward to the answers to those questions comingin
on notice.

Proceedings suspended from 6.06 pm to 7.16 pm
Australian Prudential Regulation Authority

CHAIR—I welcome the Australian Prudential Regulation Authority. Do you have an
opening statement, Dr Laker?

Dr Laker—I will read an opening statement, thank you. When we last appeared before this
committee in late October, | noted that the view was clearly firming that the worst of the
global financial crisis was behind us. Since then the portents have been largely positive—the
global economy has begun to rebound, commodity prices have risen significantly and
conditions in global funding markets have continued to improve. These developments and a
lift in consumer and business confidence will contribute to what the Reserve Bank of
Australia has forecast as ‘reasonably strong’ overall growth in the Australian economy in
2010 and 2011. The improved global funding conditions are the backdrop, as well, to the
government’s announcement earlier this week of the withdrawal of the guarantee scheme for
large deposits and wholesale funding on 31 March this year.

Nonetheless, uncertainties continue to cloud the global economic outlook. Recovery in
most advanced economies—as the IMF has recently noted—is expected to be weak by
historical standards, the unwinding of substantial public interventions is presenting serious
challenges abroad and banking systems in a number of economies are still ‘ground under
repair’. The pressure on the sovereign debt of some European issuers lately is also a harsh
reminder that the global economy and global financial markets remain vulnerable to
aftershocks.

Since we last met, APRA’'s 2009 annual report has been tabled. Sometimes the narrativesin
such reports can become quickly dated, but in our case the themes remain highly relevant.
Most importantly, the annual report confirms APRA's view that Australia's unrivalled
performance during the globa financial crisis has been supported by, and has in turn
reinforced, the fundamentally sound condition of APRA regulated institutions,
notwithstanding two years in dangerous seas. At the same time, as | noted in my chairman’s
remarks:

Although it may now seem a case of ‘steady as she goes’, the operating environment for financial
institutions supervised by APRA will remain testing for some time to come. ... Boards and management
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will need to be particularly careful not to drop their guard on risk if relief at surviving the most
challenging circumstances in many decades gives way, as it may, to excessive confidence that their
institutions are now invulnerable.

In other words, this is not the time for ‘hats in the air’ by Australian financial institutions.
Certainly, APRA is not ready to dial down the level of its supervisory intensity.

Since we last met, reforms to regulatory arrangements globally and in Australia have begun
to take firmer shape. To remind the committee, the main aspects of the G20 global reform
initiatives in which APRA is actively involved are remuneration incentives, the level and
quality of capital held by banking institutions and the management of liquidity risk.

In late November, APRA released its prudential requirements on remuneration for
authorised deposit-taking institutions, ADIs, and general and life insurance companies. As it
always does, APRA consulted extensively before finalising its requirements, and there was
broad recognition that poorly structured remuneration practices may result in excessive risk-
taking by individuals and can undermine risk-management systems. APRA's principles based
approach focuses on the structure of remuneration arrangements. It is not our role to intrude
into the market and shareholder disciplines involved in determining absolute levels of
remuneration. Our requirements come into effect on 1 April 2010, but APRA regulated
institutions should already be taking steps to meet them.

In mid-December the Basel Committee on Banking Supervision, the global standard-
setting body for banking institutions, released its long-awaited proposals to strengthen global
bank capital requirements. The proposals aim to raise the quality, consistency and
transparency of the capital base; promote the build-up of capital buffersin good times that can
be drawn down in periods of stress; and strengthen capital requirements for certain
counterparty credit risk exposures. The proposals also introduce a leverage ratio as a
supplementary measure to the risk based Basel |1 framework.

At the same time the Basdl Committee released a set of proposals to strengthen the
management of liquidity risk. They include a global minimum liquidity standard aimed at
ensuring that internationally active banks have sufficient high-quality liquid resources to
survive acute stress, lasting for a month. APRA's proposals on liquidity risk management,
released a few months earlier, largely anticipated the Basel Committee’s approach, and our
timetable in this area will now dovetail with that of the Basel Committee.

Finally, later in December APRA released a consultation package on strengthening the
capital requirements of ADIs for market risks arising from complex trading activities,
securitisations and exposures to off-balance-sheet vehicles. This consultation package
responds to an earlier set of proposals by the Basel Committee—not those in December—and
is not expected to have a significant impact on ADIs, which largely avoided higher risk
activities.

The next stage in the reform process, over the first half of 2010, is a global quantitative
impact study to assess the impact of the Basel Committee's reform proposals and to ensure
that they are calibrated appropriately. This is important work. While the need for global
reform is unquestioned, prudential regulators do not wish to introduce measures that impose
an overall burden, greater than the sum of the parts, that would thwart global recovery efforts
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or would have unintended consequences. APRA are participating actively in this study, and
we will be feeding in relevant information from a number of ADIs to ensure that we
understand fully the implications of the reform proposals for Australia.

The Basel Committee's reforms are intended to be finalised by the end of 2010 and to be
phased in, when economic recovery globally is assured, by the end of 2012. We in APRA
therefore have a considerable amount of policy work ahead of us this year. | can assure this
committee that no decisions on implementing the final Basd reforms in Australia, or on our
other reform initiatives in general and life insurance, will be taken without extensive
consultation. We are now happy to take the committee’s questions. Thank you, Madam Chair.

CHAIR—Thank you, Dr Laker. | will take the opportunity to ask a question mysdlf. |
think you rightly sound a note of caution. We are only just out of a very difficult period and
we cannot take anything for granted. | think Australia is rightly proud of the supervision of
our banking sector, which was one of the reasons that enabled us to come through this period
relatively well—but, of course, with the signs of recovery, people are becoming quite
impatient.

You did address in your opening statement the issue of liquidity and the management of
liquidity. 1 am quite interested in what is happening with mortgage funds that have been
frozen. | think a number of members of parliament are continuing to get representation from
people who are unable to withdraw funds. They do see signs of a recovery. The news has
come of the government lifting the government guarantee on wholesale funds. People are
asking why they cannot withdraw their funds from one of these mortgage funds. Most
recently, | have had a constituent come to me who is able to withdraw only five per cent of his
funds. He is an 80-year-old man and is very keen to withdraw his funds. Obviously | do not
want to deal with my constituent issue in detail, but | wonder if you can explore a bit more
deeply for me these types of funds that | have been told by Treasury are managing their
liquidity well. | am just wondering if there is any hope for, perhaps, a faster redemption for
some of these people.

Dr Laker—I do not think we can give you a direct answer to that because we do not
supervise mortgage funds. Our knowledge and exposure to them really come through our
oversight of the superannuation funds which have money invested in those mortgage funds. |
do not know whether we can say much from the perspective of supervision of superannuation,
but we do not have any direct involvement with mortgage funds.

Mr Jones—From the point of view of the superannuation industry, so far we have seen no-
one freezing funds and, in fact, we track on a regular basis those superannuation funds who
apply to us for exemption from the portability rules. At the moment all those funds that were
frozen in 2009 have requested extensions through to 2010. So at the moment we have not
seen any change in superannuation. We have not seen any increase, but at the moment we are
not seeing any decrease.

CHAIR—I suppose my understanding may have been at fault, but | thought
superannuation funds were quite a major component of this sector.

Mr Jones—Yes, but a number of funds have been frozen and so pensions coming out of
superannuation have not increased but have not decreased either.
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Mr Chapman—The mortgage funds are an ASIC issue, so you might like to talk to ASIC
about the underlying funds.

CHAIR—I will.

Mr Chapman—On top of that, we have seen that a number of super funds have offered
them as investment options for their members. We went through an extensive process last year
to alow those funds to suspend portability, which is really the technical issue from our
perspective. The rationale is that they could not strike a decent unit price. If they had to strike
aunit price based on an illiquid underlying investment, members would have got very littlein
the dollar. As Mr Jones has just said, we gave them a 12-month freeze only, in order to make
sure the trustees kept track of what was actually happening. Coming back through, we will be
giving them another 12 months. In the interim, however, a lot of them have managed to get
some liquidity because some of the underlying trusts now have windows where people can
withdraw funds. It is largely a question of whether people can get their 100c in the dollar as
opposed to whether they can get something. Your constituents are clearly getting something
but, until those underlying trusts and the mortgages actually run off and mature, those funds
will haveto stay frozen because there is no cashflow.

CHAIR—My questions are really to get a feel for how wide the problem is. Are you
saying, then, that until they are matured the customers do not have any hope of being able to
redeem—

Mr Chapman—They effectively became a closed fund. The way the mortgage trusts
operated in normal times was that you and | would put $100 in and when you wanted $50
back that might be the time that Mr Jones put his $100 in. So they did not actually have to
redeem the underlying mortgages.

CHAIR—No.

Mr Chapman—That worked well until the deposits froze up. We are not closdly involved
with the underlying trusts, although we do talk to ASIC about what they are seeing. We are
not aware of any widespread losses. It is not like the estates mortgage situation back in the
1980s. They are good mortgages. They are three- or five-year mortgages. People will get their
money back over time or will get their money back when these funds manage to get liquidity
again.

Mr Jones—In terms of the extent of the problem, we are talking about 23 trustees and
around 50 funds.

Mr Chapman—Just to clarify that, 51 funds are affected but that does not mean that 51
funds are frozen, because there are various options within the funds. There will be options
frozen within the 51 funds, but the majority of the rest will still be open. In the analysis that
we did—and some of the trustees have done a lot more than others—while | do not know the
exact numbers, if 100 members are affected, 95 of them have a spread in investments anyway,
so they might not have put all of their money into that particular investment option. We have
not seen and we are not aware of alot of superannuation fund members who have all of their
money in one of these options. Probably the issue that we have been chasing up the most with
the trustees is the importance of making sure that pensioners continue to get their pension
streams. If it is a choice between me as an accumulation member getting money and a
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pensioner getting their pension then, subject to the no danger of default and loss of capital
principle, our view is that we should be looking at the pensioners first.

CHAIR—It seems to me in looking at this issue that the liquidity depends on people
continuing to invest. Yet there seems to be a tension here. The longer the funds stay frozen,
the less chance thereis of investors wanting to invest in that particular form of investment.

Mr Chapman—That is very true. When | talked about liquidity earlier, that isliquidity in
normal terms. In normal terms, they are writing a mortgage today, a mortgage tomorrow and a
mortgage the day after. But do not forget that liquidity is also being generated by mortgages
being repaid. If you had a fund full of five-year mortgages, that would gradually become
liquid over the five years rather than it having to wait until the last day before it became
liquid. Some of them have reopened. Liquidity will be also generated by the process of
mortgages being repaid.

Mr Venkatramani—The long-term reprieve will come when the market reverts to the
normal state where in addition to ongoing contributions the underlying assets and their
valuations revert to normal levels. The servicing of these mortgages on property depends on
market sentiment. As the market recovers, these things will happen. But in the meantime what
we have said directly to the super funds that invest in these mortgages is that in formulating
investment choice menus trustees need to be careful to offer a diversified rather than a
concentrated option. As Mr Chapman pointed out, if somebody had invested all of their super
in mortgages then in the current situation they would find things very difficult. But if they
only put in five per cent then only part of five per cent might be frozen. The message that we
have been giving during the last 18 to 24 months has been that trustees, even in a choice
environment, have an obligation to set their choice menus responsibly.

CHAIR—I suppose what really annoyed me about the position for this person was that he
is getting an income of $592 a month, with $421 being paid out in expenses, some of which
are from administration fees of $81.44 a month and adviser review fees of $58.49. The
advisers and administrators are continuing to draw their income quite happily every month,
whereas this constituent cannot. | appreciate that you are not responsible for that.

Mr Chapman—There is another element of this, too. If there is genuine hardship, ASIC
have given the underlying managers reief from their normal obligations under the
Corporations Law. So | am not sure what your constituent—

CHAIR—That was my next question. The APRA guidelines for constituent hardship are
the same as those, as | understand, for those people seeking early release of ther
superannuation funds.

Mr Chapman—Our guidelines are the same.
CHAIR—Yes. Is there any scope for you to have alook at that? Those guiddines are very
tight.

Mr Chapman—I do not think that having them the same isiillegitimate. There is scope for
us to have alook is the short answer to your question. If someone is under hardship we have
two things here: one is the release from the super system, which are the APRA hardship rules,
and the other is the release from the underlying investment, which are the ASIC Corporations
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Law rules. | am not aware of any cases under the APRA guidelines where someone who has
been assessed as being in a position of hardship, so they would be allowed to get their money
from super, and someone not being assessed as eligible under the ASIC requirements for the
underlying mortgage trust to rel ease the money. We have not gone through a detailed analysis
of that but | am not aware of that having come up as an issue at all across the board.

Mr Venkatramani—The underlying issue is somewhat different here. You have got the
responsible entity managing your mortgage fund. If the cashflows within that fund are
insufficient to pay the benefits, even if APRA is able or minded to provide relief, that trustee
will have to find the cash to pay those benefits. What is happening here is that the cashflow is
not sufficient to service the requirements.

CHAIR—I do understand that. | am not asking for an overall loosening of the guidelines,
but here we have an 80-year-old man who is a part pensioner. | can understand the tightness
of those guidelines for someone who is 40 or 45 to withdraw their super as a very serious
matter. But we have an 80-year-old man on a part pension who, it seems to me, might have
some priority over other members of that particular mortgage scheme who apparently cannot
under the guidelines argue for that.

Mr Venkatramani—Again, as you said, in relation to the normal APRA relief provisions
they operate separately. Here the problem arises because of liquidity. However, our
assessment from our regulated institutions is that most of those institutions do apply a more
considerate yardstick in relation to people such as the one you described and to old people and
people on pensions.

CHAIR—That is your experience, is it, because that was not mine when | rang to inquire.
That is very interesting, thank you.

Senator JOY CE—You are developing new capital requirements with the RBA and ASIC?
Isthat correct?

Dr Laker—Capital requirements for banks?

Senator JOYCE—Led by finalising new capital requirements for the banks and other
deposit-taking financial groups.

Dr Laker—We are developing those but it is not an RBA/ASIC joint endeavour. To put it
precisely the Basd Committee, which is a global committee, has put out proposals to
strengthen what is called the Basdl |1 framework, which is a set of global rules. We are on that
committee and the Reserve Bank is represented on that committee. As and when these
proposals in whatever form are finally introduced in Australia, they will be introduced by
APRA through APRA's prudential standards.

Senator JOY CE—What is the time frame for their introduction?

Dr Laker—As | mentioned, there is a very large study of the numbers going on right now,
not just in Australia but globally, of all the magjor internationally active banks. That work will
be completed in the first half of this year. It will then be provided to the Basel committee and
the Basdl committeg’s intention is to reach a decision on capital requirements by the end of
2010; so it is this year. What follows in the normal course is that we would then ook at how
these particular proposals would be implemented specifically in our rules, so they have to be
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translated from a global document to an APRA prudential standard. We do that by putting out
our proposals to industry and consulting with them about how it would work in Australia, and
that process could take some months into 2011. We are waiting to see how the Basel
committee timetable is determined before we finalise ours.

Senator JOY CE—Is it envisaged that the capital requirements will be comparable across
the globe for the members of Basdl?

Dr Laker—Yes, very, very much so. They are already consistent across the globe, but not
fully, and they have been since 1988. At the beginning of last year we introduced the updated
or more comprehensive version, the Basel |1 framework, which is the global set of rules. But
one of the clear lessons from the global financial crisis was that the amount of capital overall
in the banking system was not adequate to cope with the losses and also that different
jurisdictions applying the framework were defining capital differently. The Basel committeeis
very determined, as is the G20, to make sure that the word ‘capital’ means the same in
whatever jurisdiction it is applied.

Senator JOY CE—Wheat is your preferred definition of capital ?

Dr Laker—APRA applies the Basel framework, which has tiers of capital in it. But the
highest quality form of capital is common equity. What the Basel proposals seek to do—and
they are proposals at this stage—is to give greater prominence to common equity as the core
of the capital base.

Senator JOY CE—And what proportion of that do you foresee being the requirement?

Dr Laker—I could tell you the technical answer. In the paper put out by the Base
committee, the formulais X, Y and Z. In other words, they have not worked it out yet. We
will fill inthe X, Y and Z but we have got to do this impact study and to do it thoroughly,
because, as | said in my opening remarks, the danger is overachieving in this area and
tightening up the definition of capital and increasing the requirements but in a way that puts a
substantial impost on the financial system. That is why this work, as | say, is very important,
but it isin the early stages of being worked through.

Senator JOYCE—You are aware of the profit CBA made the other day. | heard
discussions about their concerns about the influence of capital requirements. Are you getting
much feedback from local banks about this?

Dr Laker—There is certainly substantial public comment about these proposals, but the
way we work is we leave aside the public comment, we sit down with industry and we work
through the proposals. At this stage, it is too early to get submissions in from industry on the
capital requirements, but on the liquidity requirements, which are a separate set of proposals,
we had aready begun talking to industry and working with a working group of
representatives of deposit-taking institutions some months ago. We are working our way
through our proposals and now the Basel proposals. There will always be commentary when
we put proposals out, but we work productively with industry and we have for along period
of time.

Senator JOY CE—Would the tightening of capital requirements have an effect in the short
term on the capacity of dividend payments?
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Dr Laker—I think we need to clarify what the tightening might actually involve. We might
globally toughen up the definition but we in Australia already impose a pretty tough
definition. So it is not obvious that tightening around the globe means tightening in Australia.
That is something which we need to clarify when we have done the hard numbers. Australia
starts the reform process with well-capitalised banks, so it is not as pressing an issue. It isan
important issue but it is not one that requires immediate remediation in Australia. Our banks
have chosen to increase their capital. They have had very good investor support and the listed
companies have been able to raise capital very successfully. They have already, in a sense,
positioned themselves for the new world. In the process, they have reviewed their dividend
payout ratios. | have said publicly that that was a prudent thing to do and that dividend payout
ratios in very good times are not necessarily the appropriate payout ratios when things get
tougher. That isall part of the mix for abank in choosing how to, if it has to, get more capital.

Senator JOY CE—What about liquidity requirements? Has there been any effect on them
by your update of the Basel negotiations?

Dr Laker—There is again considerable commentary about how the liquidity proposals
might work in Australia for one particular reason. The proposals globally want banks to hold
more high-quality liquid assets to deal with stress, rather than run skinny on liquid assets and
go straight to the central bank to get help when funding pressures emerge. The Base
Committee has now put out a definition of high-quality liquid assets and within that one of the
core dementsiis high-quality sovereign debt.

Senator JOY CE—Tdl me about quality sovereign debt. What's that?

Dr Laker—Can | just give you the rest of my answer so that you can follow with the
question. In Australia, for virtuous reasons, we do not have a very large sovereign debt
market. We do not have a large CGS market. We have said publicly on a number of occasions
we can do the maths and we know we have a particular set of circumstances in Australia
where, for the best of reasons, we do not have a large pool of their high-quality liquid assets
that banks can hold. So we have to work cleverly on this one to come up with a framework in
Australia that meets the high-level principles that Basel is seeking to achieve, which we
support, and make it operational in Australia. | do not know how that will come out yet
because we are still doing the work.

Senator JOYCE—So a high-quality liquid asset includes sovereign issued debt. What
would be the best forms of it in Australia, just notes and bonds | suppose?

Dr Laker—What the Basel Committee is looking for is an asset that you can sdll in a
reliable market in hard times. The experience across the globe has been that high-quality
sovereign debt, government paper, has traded through the crisis. Paper that is issued by other
banks did not trade through the worst of the crisis. So what the Basel Committee is looking at
is paper that is in a sense separate to the pressures on the banking system at the time. At this
stage we have not ruled in or out on the definition but what we have said very clearly is that
Commonwealth government debt is a prime high-quality asset and that would meet the
definition. The issue of state government debt would be, likewise, a high-quality asset for
which you could expect there would be a good market even when the going gets tough.
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Senator JOY CE—What about other governments' sovereign debt? Would that be a prime
asset?

Dr Laker—As | have said, we have not ruled a definition in yet. What you need to look at
iswhat is the performance of these assets in good times and in hard times, and that is what is
being analysed in the Basel framework at the moment.

Senator JOY CE—I imagine government debt from Greece would not at this point in time
be a good asset to hold, nor might it be from Spain or Portugal.

Dr Laker—We are really talking here about Australian banks having access to Australian
dollars to meet an emergency stress. So you need to be satisfied that, if you are holding the
debt of another government in another currency, you will be able to swap that into Australian
dollars quickly, so most of the focus is really on assets that are issued in Australian dollars at
this point in our discussions.

Senator JOY CE—In the Basel agreement was there laid down any sort of determination
of when a sovereign debt becomes prime and not prime or secondary or whatever term you
give to something that is not a premier asset?

Dr Laker—The framework is not that specific at this point. It is a set of proposals which
say that in principle sovereign debt would meet the criteria. Now it may lose its value, as the
spread has widened, but the question is: is it liquid and can you sedll it? Can you sdll itina
reasonably reliable market without suffering a major drop in value in the process? In the
course of these discussions, which are out for public discussion around the globe—they only
went out on 17 December—feedback will be coming in from all sources about how this
definition could work in a practical sense. Those are the sorts of questions that the Basel
Committee needs to address. | cannot give you an answer yet.

Senator JOYCE—I imagine that you would aso be doing it with the back-up of
derivatives such as credit default swaps and things like that.

Dr Laker—Under the current definition we would not be thinking of including those as
liquid assets. At the moment with the framework for Basd the definition of high-quality
liquid assets includes those which are readily available to be converted into cash and they
have opened the possibility of considering two other types of assets depending on how they
have performed in bad times. One is corporate bonds and one is covered bonds. Only covered
bonds are issued by banks. The other paper is paper not issued by banks. What the committee
istrying to do is get away from having a system where you rely on your liquidity by holding
claims on other banks. What went wrong in the middle of the worst months of September and
October in 2008 was that banks were not prepared to hold each other's paper, so that the
market in a sense almost froze. So we are trying to look through these periods of acute stress
to assets which you can be highly confident you can get liquidity from when you need it.

Senator JOYCE—Do you have any discussions with the Bank for International
Settlements? Are they part of the Basel negotiations?

Dr Laker—No. The Basd Committee meets at the Bank for International Settlements and
the BIS, as we know it, provides support to it. But the Basel Committee itself is a separate
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stand-alone committee. | think we have said in the past it is supported by but it is not a BIS
committee as such. It is a broader committee.

Senator JOY CE—I remember bringing up a couple of years ago a statement by the then
chair of the Bank for International Settlements talking about his concerns around the globe. It
was fortuitous because obviously it was correct. | would be very interested to know what the
Bank for International Settlements has to say about the current economic position especially
with sovereign debt risk in Europe. Was any discussion held there?

Dr Laker—APRA is not a shareholder in the BIS. APRA does not go to the BIS meetings
as such. That is an RBA involvement. But the general manager of the BIS, as he is known
there—or you could call him a chief executive—did speak on—

Senator JOY CE—Who is that now?

Dr Laker—Jaime Caruana, a former governor of the Bank of Spain. He spoke at the
Reserve Bank of Australia symposium on Tuesday and he has a paper looking at the global
financial crisis which he has published. We could give you the reference toit. It is on the BIS
website. He spoke only generally about the importance of reform. | not think that even then he
touched on the issues. But these are not issues for APRA; this is about RBA involvement in
the BIS.

Senator JOY CE—Going into more mundane things at home, you would be aware of the
government moves for the consolidation of government super funds into one super fund
including the Defence super funds. Concerns are currently held by obviously those
predominantly in Defence wanting to remain unique. Is there any reason why Defence or
anyone else should be outside the normal auspices that the legidation is dragging the other
super fundsinto?

Mr Jones—Historically, certain government funds have been exempt from APRA
supervision and it is pretty much an opt-in process and so over time different state and
Commonwealth funds have moved in under the APRA processes.

Senator JOY CE—Do you have any involvement with the Commonwealth superannuation
liabilities and their relationship to the Future Fund?

Senator Sherry—Just before Mr Jones gives the answer, | do have some familiarity with
what is proposed with the Commonwesalth public sector super fund. There are a number of
eements to superannuation funds. One is the trustee governance arrangements. They are to be
merged, so there will be one trustee board. The administration of the funds, the actual
accounts and the payout of investments in pensions et cetera, are with ComSuper. ComSuper
is the administrator. The decision there is that the defined contribution administration, which
is very much the smaller part of ComSuper’s operation, will be contracted out to the private
sector. The administration of the defined benefit, which is the much larger and more complex
component, will remain in ComSuper.

The decision to contract out the defined contribution followed a scoping study which
showed that the costs of the defined contribution administration were in excess of
comparative private sector providers; therefore, the decision was made to contract it out. Then
of course the investments of the entities will be pooled and managed together. | am not sure
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what the total pool valueis. This does not include moneys in the Future Fund. Thereis a cost
efficiency, savings, in doing that.

Senator JOY CE—Wheat is the membership? It is about 650,000 or so, isn't it?

Senator Sherry—I do not know. There are active as well as retired public servants and
military personnel. We can take it on naotice. It certainly would be a substantial fund, if not the
largest fund in the country. They are already very large anyway.

Senator JOY CE—In your oversight of the return on funds last year, how did they fare
basically?

Mr Jones—All super funds last year?

Senator JOYCE—Yes. Is there a general assessment on returns across the board and the
best super funds? What was the general result?

Mr Jones—We published yesterday, in fact. The audited annual results go through to 30
June 2009.

Senator JOY CE—What do they show? A 10 per cent loss or what?

Mr Jones—They certainly showed a loss for the 12 months. Total superannuation assets
decreased by 5.8 per cent and the total loss was minus 0.6 per cent.

Senator JOY CE—Did you go into the average age and investment mix?

Mr Jones—For the first time we have done some limited work on looking at that
relationship. We have not been able to do much of that in the past, but in our annual
publication yesterday we did some of that and looked at the relationship between return and
age profile based upon what we had. That work was based upon some of our earlier work that
suggested that the returns for retail funds were sometimes lower because of a different age
cohort. In the publication yesterday we were able to show that there was no significant
difference in the age cohort between the different types of funds. That was part of the
publication that came out yesterday.

Senator JOY CE—This question is going to a separate issue. In your supervision of banks,
have you naticed any tightening of lending or any tightening of assessment of lending?

Dr Laker—Yes. It is not surprising in the context of the global financial crisis that banks
and all deposit-taking institutions—we talk more about banks, building societies and credit
unions—have revisited their credit assessments. More recently there has been a tightening by
some institutions of their criteria for housing lending. There has been tightening of criteria for
lending to business through the course of the crisis, yes.

Senator JOY CE—Are we looking at tightening across the board or in certain sections? Is
it tightening for domestic borrowing, housing loans or small business? Is there any section
where the tightening of lending criteriais more prevalent than others?

Dr Laker—I would have to take it on notice to give you a fuller answer. Individual banks
approach it from the point of view of what portfolio base they have, what customers they have
and what their spread of risks is across their whole lending portfolio. They have gone back
and revisited different sectors to see whether or not their previous credit assessment was
sufficiently robust and whether they had priced adequately for risks. That is how they build it
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up from that base. | will take on notice whether or not there is a clearly established difference
in the way the banks have approached the different sectors. Clearly, the higher risk sectors
like property development have come under much closer scrutiny by lenders in the period of
the crisis than, say, other areas. We would certainly encourage them to do so—to look very
closely at therisks they are carrying in different sectors.

Senator JOY CE—How much of the banking securitisation is currently held in the housing
market. How much of abank’s backing is now the residential house market?

Dr Laker—How much of bank lending isresidential ?

Senator JOY CE—I want to know how much of the security base they hold is represented
by residential property.

Dr Laker—I cannot give you the specific figure off the top of my head but it would bein
the order of 50 to 60 per cent. It has been for some time the largest portion of the balance
sheet of our ADIs—more than half for some years now.

Senator JOYCE—In discussions with other people overseas is our exposure to the
housing market typical of other countries?

Dr Laker—Our banking system in Australia is essentially a retail banking system, so it
would be comparable. | do not know the exact comparison, but it would be comparable to
banking systems in other countries which have specialised in consumer lending. It is quite
different to, say, some of the US larger banking institutions which have not been significant
investors in or lenders to real estate and do not hold that on their books. A lot of that was
packaged up and bundled into securitisation vehicles in the United States in particular. Our
banking system is fundamentally a retail banking system.

Senator JOY CE—I have asked this question before. You hear the commentary all the time
that Australia's housing prices are very high when compared to other places in the world. We
have seen the problems that a collapse in the housing market can cause in such places as the
United States and the credit problems that were caused there. Do we have any form of
contingency plan? Are there any concerns about the Australian exposure to a housing market
that relied on two incomes to buy a $750,000 McMansion in the western suburbs of a capital
city near you?

Dr Laker—We have been looking at that question for a number of years because clearly
when markets are strong and housing prices are rising quickly as they were in 2002 or 2003
we, as a prudential regulator, have to satisfy ourselves that our lenders are not taking on
excessive risks. We have done stress tests. We tightened our capital requirements for housing
lending several years ago. That is really bread-and-butter business for APRA. What comes
through all the work that we have done is that residential housing lending has been a safe
asset for our banking system.

Senator EGGLESTON—Thereis alot of comment in the press about the need for tighter
regulation of the banks which has come, | gather, from the Basel meetings and so on. Can you
enlarge upon the case for tighter regulation and liquidity issues especially?

Dr Laker—Three words: the global financial crisis.

Senator EGGLESTON—Yes.
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Dr Laker—I will give you a longer answer if you like. The impetus for strengthening
regulatory arrangements around the globe has come from the leaders of the G20. The impetus
really reflects the view that no financial system should be dependent upon substantial
government and central bank support to the extent to which the global financial system
ultimately relied on it in the course of 2008. Clearly the foundations were not strong enough.
That level of public intervention was unprecedented. As a consequence, the global financial
system needs stronger foundations. It needs stronger capital underpinning, It needs stronger
liquidity buffers to cope with stress. It needs a better set of incentives for senior executives of
banking institutions in taking risk. There are a range of other requirements as well which the
G20 is pursuing and which do not cross our territory; they are really to restore the trust of the
community in the operations of financial systems and the trust of financial participantsin each
other—both of which were very badly frayed in the course of the global financial crisis.

Senator EGGLESTON—There is an article by John Edwards in the Financial Review of
4 January. In conclusion, he says:

The global crisis reminded us that the success of free markets depends on refusing the finance sector
quite the freedom it wants.

Would you agree with that? We have always, | suppose—or over the last year or so—had the
view that regulation in Australia has been quite effective and the envy of much of the rest of
the world. To what degree do we really need to tighten our regulatory requirements?

Dr Laker—To respond to the quote, banking systems throughout the globe have always
had their freedoms restricted in one form or ancther because they, unlike any other system,
rely fundamentally on the confidence of the users of the system and they have been, through
history, prone to contagion when confidence in one institution wavers and that spills over to
other institutions. So there has been a framework of direct controls through long periods of
history and our prudential regulations are really designed to ensure that the risks that are
carried by banking systems are prudent and appropriately managed. Nothing has changed; this
is really about whether the rules in place over the last few years have been effective, and
clearly in many areas they have been found wanting. That is the impetus for the G20 reform
initiatives.

| have spoken publicly about Australia’s involvement in the global reform initiative. It is
quite understandable to hear the comments, ‘We did well as the Australian banking system,;
we don't need reforms.” Where the reforms are directed at weaknesses in the behaviour of
banking institutions and our banks did not incur those weaknesses and did not carry those
risks, they will not be affected by the tightening. That is apparent from one of the reforms |
described—the tightening of capital for certain high-risk trading activities. Our banks did not
participate in those activities on any large scale, so they will not be affected by the tighter
rules.

But our mgjor ingtitutions do participate fully in offshore funding markets. Those markets
virtually froze and Australian banks were not given a free pass. When those markets virtually
froze, the Australian banks, despite the fact they were well capitalised and, we believe, very
well managed, could not access funds either. So this initiative is really designed to restore
confidence in banks overall so that our banks can go to these wholesale markets and tap them
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as any other bank does. For that, you need strong banks around the globe. That iswhy it isa
global initiative.

Senator EGGLESTON—I have some other questions, which | will put on notice for
APRA.

Senator CAMERON—You are the agency who gathers statistics on the finance sector,
aren’t you? You do statistical work.

Dr Laker—We call ourselves a national statistical agency for the finance sector, yes.

Senator CAMERON—Do you have any statistics on executive salaries in the finance
sector?

Dr Laker—No.
Senator CAM ERON—Why not?

Dr Laker—The issue of executive remuneration had not arisen as a prudential issue really
until the global financial crisis. It had not been amongst the wide range of indicators we get
about the prudential soundness of institutions, and it had not been one that was prominent in
our considerations. So it had not been a statistic that we coll ected.

Senator CAM ERON—Do you think it is a statistic that you should collect?

Dr Laker—My colleague Mr Trowbridge, who handles remuneration issues in APRA,
may want to comment as well but | think there is a great danger in collecting just absolute
statistics. What we have said throughout our involvement in establishing the prudential
framework for remuneration is that we are not focused on the numbers. What is most
important is the structure of a package for an executive. A package of a certain level that is
made up of a single bet that a particular portfolio will grow in value is a very different
package to one that requires the executive to take a substantial cutback if the entity is not
performing well.

Senator CAM ERON—How can you understand where the structure is effective if you do
not know what the final outcomeis?

Dr Laker—Now that our proposals are finalised and they have been issued what we have
said to our ingtitutions is that we want the boards to devel op their remuneration policy, setting
out what is the basis for the packages, what are the incentives, what are the risks, what is the
deferment and what is the clawback. We want them to articulate the approach they take to the
remuneration of peoplein positions of responsibility.

Senator CAMERON—BLUt if you do not understand the drivers and you do not have
information on the drivers—

Dr Laker—We will then be able to sit down with ingtitutions and look at what is driving
those remunerati on arrangements.

Senator CAM ERON—So if you do that then you must deal with the final salary otherwise
the drivers are meaningless?

Mr Trowbridge—I do not think the numbers are particularly relevant. What is relevant is
the structure. We would not expect to collect these numbers—
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Senator CAMERON—So it isform not substance, isit?

Mr Trowbridge—No, not at all. The substance is about the relationship between the
structure of the package and the risk in the ingtitution. A lot of these institutions publish a lot
of the information. We do not intend to collect separate information because they are obliged
under other rules to publish—at least the listed companies are obliged to publish information.
So our interest is in the prudential management of the ingtitution not in the salaries or the
specific incomes that these people might receive.

Senator CAM ERON—BUt the salaries could drive a diminution of prudential oversight
from boards.

Mr Trowbridge—They could do, but that does not mean that the numbers of themselves
are important.

Senator CAMERON—So it is not important. So that is APRA's view: salaries in the
finance sector are not important?

Mr Trowbridge—That is not what | said.

Dr Laker—No, he did not say that. What we are saying is that the structural—

Senator CAM ERON—Let me ask you this: when do they become important?

Mr Trowbridge—Of course the salaries are important, but they are important in several
ways—for example, in most financial institutions something like 70 per cent of their expenses
are salaries of one form or another. So clearly they are relevant to the economics of the
business. But whether a particular executive gets paid amount A or B and whether you or |
might think that is a high number or a low number is not of itself fundamental. What is

fundamental from our perspective is how the structure of that package relates to the risks, the
risk-taking and the risk management in the institution.

Senator CAMERON—Sure, that is one aspect of the salaries. So the main driver for
executive salaries in the finance sector, as | read the Productivity Commission report, is
comparative ways justice; is that correct?

Mr Trowbridge—It is quite clear that, in every industry, comparative salaries have an
effect on what individual companies pay.

Senator CAM ERON—But more so in the finance sector?

Mr Trowbridge—I couldn’t comment on that.

Senator CAM ERON—Did you read the Productivity Commission report?
Mr Trowbridge—I have read parts of it, yes.

Senator CAMERON—I assume you were interested in the finance sector, where it
demonstrates that the finance sector is different from every other sector in Australia in terms
of executive salaries. That is correct, isn't it?

Mr Trowbridge—I have not checked that piece of the report.

Senator CAMERON—It is different because it benchmarks against the outlier, and the
outlier is the US. So the outlier in executive salaries—the biggest executive salaries in the
world—are in the US and every other company, according to the Productivity Commission in
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Australia, is benchmarked European level except the finance sector, and the finance sector
benchmark is US level. Why?

CHAIR—I think there was discussion in the Productivity Commission. I’ m sorry, Senator
Cameron, but our timeis very short. | might just—

Senator CAM ERON—I have only had about four or five minutes—

Senator JOYCE—You are the government. You might not have realised that. You are
actually the government.

Senator CAM ERON—We know we are the government and we know where you are.
Senator JOY CE—When you are the government, you do not ask—

CHAIR—We are already out of time. As Senator McGauran has one question, | will hand
over to him.

Senator CAMERON—OKay, I'll have to put some questions on notice on this because it
is very important and | realy think if you are the statistical body then you need these
statistics—

Senator JOY CE—Senator Cameron is going to bring the government down.

Senator CAM ERON—I know what you' re going to do.

Senator JOY CE—He s going to bring it down.

Senator CAM ERON—What are you tal king about—

CHAIR—Senator Joyce, your colleague is trying to ask a question before we finish.

Senator CAMERON—What a fool you are. No wonder Tony Abbott’s got real problems
with you.

CHAIR—Senator Cameron, you asked your question; let Senator McGauran ask his.

Senator McGAURAN—Just for the minister’'s sake, | am reading from the annual report
and not a newspaper—

Senator CAM ERON—Barnaby—
Senator McGAURAN—Give usago. This—

Senator Sherry—Let Senator McGauran go; this could be an incisive question that
really—

CHAIR—I don't want conversation across me and the table. | cannot hear what is going
on. If senators want a conversation, please take it outside.

Senator JOY CE—It's that goose over there that’s causing you all the problems.
Senator CAM ERON—AnNd you said nothing! Don't call me a goose.
CHAIR—Senator Cameron, can | ask you to go out.
Senator CAM ERON—I can't help that Senator Joyce is incompetent in his portfolio.
CHAIR—The committeeis suspended.

Proceedings suspended from 8.17 pm to 8.20 pm
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CHAIR—We are going to have to move on to the next session. Thank you to APRA for
appearing this evening.
[8.21 pm]
Australian Office of Financial M anagement
CHAIR—We welcome Mr Hyden and other officers of the Australian Office of Financial
Management.

Senator JOY CE—Thank you very much, Mr Hyden, for the flow of information we are
getting on Australian government securities outstanding. As of today, do you know what they
are?

Mr Hyden—We are now putting this information on our website on a weekly basis. The
figures are updated there. There are at $122 billion as of yesterday.

Senator JOY CE—lIsthat 122.01?

Mr Hyden—I have 122.03.

Senator JOYCE—That is 122.03.

Mr Bath—RBillion.

Senator JOY CE—You do not have to remind me, Mr Bath! | have got the message. But

there are a few others who have been making the same mistake today—it is contagious! It has
been going all around the room.

Senator Sherry—It is contagious, yes.

Senator JOYCE—Could you give me a range and the yields that you are currently
paying?

Mr Hyden—Mr Bath might answer that.

Mr Bath—The yields are ranging from around four per cent for an August 2010 bond—we

are not actually issuing into that line at the moment, so that is our shortest bond—up to just
over 5% per cent for the May 2021 bond.

Senator JOY CE—May 2021 bond?

Mr Bath—Yes. But we are only really issuing from the 12 April bond, which is about 4.4
or 4.5 per cent, up to about 4% per cent. That is current as of afew days ago.

Senator JOY CE—Are the yields pushing up?

Mr Bath—They moved up today after the employment data was stronger than the market
expected. Do you want me to explain the trend?

Senator JOYCE—Yes.

Mr Bath—Since about June or July, the yields have been relatively range-bound. You
might recall that at my last testimony | noted that the yields bottomed out in about January or
February 2009. So the 10-year bonds then were about four per cent and they rose from that
low point in about January or February of last year through to June or July of last year,
reaching a peak of about six per cent for the long bonds. The yield curve also steepened
through that time. So, where back in, say, September 2008 yields were relatively consistent
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across the board from the shortest maturities to the longest maturities, they rose to about six
per cent for the longest bonds, peaking at about July, down to about three per cent for the
shortest bonds. Since then, the yields on the shortest bonds have risen with cash rates—

Senator JOY CE—Long rates have come down.

Mr Bath—Long bond rates are lower today, but they have been rdatively range-bound for
just under 5% per cent to six per cent. At the moment they are at around 5% per cent.

Senator JOY CE—Are you aware, of what you have appropriated, what you are allowed to
borrow to?Isit still the case that $200 billion is the upper limit?

Mr Bath—That is correct.
Senator JOY CE—So you would also be aware that the peak debt positionin gross that we
have been given today is $245 billion? What does that mean? Does that mean that we have to

now go back and do an appropriation for another 50 or so to give you the capacity to meet
your peak debt position as delivered today?

Mr Hyden—If the current projections work out, then it will be necessary for the cap to be
raised at some point, and that will require legislation.

Senator JOY CE—I natice that in the last two months the current rate has gone up by $7
billion. Are you planning on moving around about $4 billion a month in bonds and notes?

Mr Bath—Thereabouts. | think it is dightly more. So we are issuing about $1.2 billion a
week. So it is probably closer to $5 hillion per month.

Senator JOY CE—$1.2 billion a week?
Mr Bath—At the moment, but it ebbs and flows. So January is a quiet month, because

bankers go to the beach and we tend to give them a holiday. But other months are busier. It is
around about $5 hillion per calendar month.

Senator JOY CE—So you would be looking at—all things going along—somewhere in
the range of $60 billion to $70 billion of extraissuance in the year?

Mr Bath—I think | have that here. Around about $60 billion per year.

Senator JOY CE—So within a years time we would have about $18 hillion. It would be
getting close to our limit within about a year?

Mr Bath—There is about $19 billion or $20 billion worth of maturities over the 2010-11
year. So you would have to take that into consideration.

Senator JOYCE—Aswell?
Mr Bath—You would have to take it off. So the issuance that | outlined is not just to cover
the cash deficit; it is also to cover the maturities. So, if you are working your way backwards

to work out the movement in the stock of debt, you would have to adjust for the fact that
about $19 billion or $20 billion of the $60 billion issuance is going to be covering—

Senator JOY CE—So you would be up to around about $160 hillion to $170 billion of
Australian government securities outstanding within a year?

Mr Bath—That sounds about right, but that is based on those calculations.
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Mr Hyden—We would estimate that we would have a bit over $150 billion in June 2010
and just on $200 billion a year after that. But | should make the additional point that there are
of course considerable fluctuations over the course of the year in the government’s cash
position, which requires us to issue short-term paper Treasury notes—T-notes—and they are
counted as part of the cap. So you are not looking at a smooth monotonic figure over the
course of ayear; you get these fluctuations according to the cash flows.

Senator JOYCE—AnNd have you got any requirements for those coming up in the
immediate future? What | am thinking about is if you have got $17 billion worth of stimulus
package, or stimulus that are still going to be expended, are they just part and parcel to be
absorbed inthe $1.2 billion aweek or does that have to go on top of what we have got there at
the moment?

Mr Hyden—The figure that Mr Bath referred to is basically bond issuance, so that is long-
term debt. The treasury notes on top of that, but we are issuing those each week—

Senator JOYCE—That 1.2 isonly long-term, it is not Treasury notes?
Mr Bath—That is correct.

Senator JOYCE—I put the treasury notes on top of that. How much are the treasury
notes? | know they fluctuate.

Mr Hyden—They fluctuate. We are maintaining a minimum volume on issue of 10 billion
to maintain an active market in them. At present we are issuing basically at that minimum
level, so the maturities each week are being replaced, but at different points over the course of
the year we will need to issue more than that.

Senator JOY CE—When that $17 billion is required, because | imagine the requirement
will come through for that, because that is a substantial requirement, do they notify you in
some way, shape or form? How does the instruction come down the line to you to have the
money ready for them?

Mr Hyden—We manage what is called the official public account, the account in which all
the government’s daily transactions take place. We have reporting links with the major
expenditure departments and with the tax office on the revenue side as to what flows will be
occurring on the days ahead. That is an active thing we are doing every day. So each day we
are assessing what term deposits we will place with the Reserve Bank or short-term deposits
with the short-term money market and what T-Notes we will need to issue each week. So this
is a constant process and it tends to even out over time. What | am saying is that if you are
trying to say when will we reach the $200 hillion cap, that depends not just on the longer term
bonds on issue but also in terms of these short-term fluctuations.

Senator JOY CE—So we are saying that in longer term securities we are going to be about
$160 billion within about a year. But you have also got the T-Notes, which are revolving
around the $10 billion mark but at times you require more so you go to the market and issue
more T-Notes. What is the most that amount goes up to? Does it go up to $40 billion, $50
billion at times? Is it $20 hillion? How many T-Notes before you do not bother issuing T-
Notes but issue alonger term facility?
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Mr Hyden—We have only resumed issuing them recently, because of the global financial
crisis, so we do not have along period to draw on here that is relevant. But | think they could
be up to $20 hillion. | might say that those figures | gave you of $152 billion and $200 billion
include T-Notes on issue at the end of the financial year.

Senator JOYCE—AnNd the figures we get from you that you put on the website, they
include T-Notes, don't they?

Mr Hyden—Yes.

Senator JOY CE—Wheat is the comparative yield from what we are issuing compared to,
say, the United States? What is it costing them?

Mr Bath—In the US the 10-year rate is probably just a bit over 3.5 per cent whereas ours
is 5.5 per cent. It is about 200 basis points or two per cent in 10 years. It is going to be more
in the shorter end because their cash rates are close to zero.

Senator JOY CE—So the two per cent premium at the longer end and probably about a
three per cent premium in the shorter end for Australia.

Mr Bath—~Probably a bit more than three per cent.
Senator JOY CE—Is that margin between us and the US growing?

Mr Bath—It tends to fluctuate. If you go back along time, you might find a period where
Australian yields traded below USyields, but it isarare event.

Senator JOYCE—So it is about three per cent at the lower end and two per cent at the
higher end. It was tighter before, so it seems to be getting wider.

Mr Johnson—As of the end of 2008 it was around 1.7 per cent, at the end of 2007 it was
2.2 and at the end of 2006 it was 1.2, approximately. So it is sightly wider at the moment.

Senator JOY CE—I know it is a vague science, but basically who from overseas is buying
our debt?

Mr Hyden—Thereis awide range of buyers. In large part we are seen as a very high credit
quality issuer, issuing at the high-quality end of the AAA part of the spectrum, so we basically
appeal to very conservative investors who are looking for quality ahead of yield. We have a
very geographically dispersed investor base, quite strong amongst asset management firms,
insurance and life insurance companies, central banks and sovereign wealth funds.

Senator JOYCE—About 60 per cent, so | hear—and correct me if | am wrong—is
purchased by nonresidents. Of that 60 per cent of nonresidents, what venue is the greatest?
We aretold it is China. Is that right or is that wrong? Have | got the tiger by the tail and it is
not China but actually the United States? We hear it is predominantly China, then Japan and
then arange of areas surrounding the Middl e East.

Mr Hyden—We do not have figures on the country distribution of the ownership of the
bonds, but impressions are that it is well dispersed. There is strong ownership particularly in
East Asiaand Europe. East Asiaincludes Japan, China, Korea and—

Senator JOY CE—How much is East Asia compared to Europe?
Mr Hyden—I do not really have a figure.
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Senator JOY CE—Are there any real sensitivities about this information getting out?

Mr Hyden—It varies between investors. Some investors would not be concerned about it;
others are. For some funds managers, how they are placing their investments and when they
doit is something that they would regard as commercially sensitive, because they do not want
their competitors to find out about it. For others, such as central banks, they may have policy
reasons related to monetary policy or exchange rate management where they would not want
the public to know what transactions they were undertaking at any particular time.

Senator JOY CE—Finally, do you get ddivered a prospective future debt requirement of
where the Treasury expects the debt to go for you to plan by, or isit just a day by day issue? s
there any correspondence of, ‘ This is basically how we see we will be drawing down funds,’
or do you just read about it in the morning and go out and do it?

Mr Hyden—The framework is basically set by the budget and revised in the Mid-Year
Economic and Fiscal Outlook figures, which are published by the government. They are basis
on which we plan the debt issuance for the year as a whole. We do that over the forward
estimates period using the figures that the government publishes for the forward estimates.
That is the framework, and then we have week by week cash management.

Senator JOY CE—Looking at the budget estimates, what do you presume the gross peak
debt position will be?

Mr Hyden—We would rely on Treasury figures for the budget position in order to assess
where that will get to. The only figures | have are thosein the MY EFO.

Senator JOY CE—If they say $245 hillion today, do you presume that would be right?
Mr Hyden—Yes.
Senator JOY CE—Thank you very much.

Senator PRATT—I note over recent months that the Australian Office of Financial
Management has facilitated significant levels of funds to the residential mortgage securities
market. It seems that there have been some significant lump sums rolled out to various
institutions over recent months. | want to ask about the strategy behind that, the extent to
which those ingtitutions are now able to seek funds from esewhere and how that general
scenario looks at the moment.

Mr Hyden—I will make some general comments. The government's program was
designed to support competition in lending for housing after the securitisation market was
severdly affected by the global financial crisis, which of course was not really anything to do
with the quality of securities in Australia but was the impact of overseas. We were initialy
given $4 billion and then another $4 billion to make it up to $8 billion, and a further $8 billion
was provided in December.

Senator PRATT—What is the total now?

Mr Hyden—We have atotal of $16 billion to invest and we haveinvested a bit over the $8
billion. The market has, | think, shown significant improvement over recent months, but it is
by no means plain sailing and are, | think, at the moment still looking for our support in order
to continue to function in an effective way in lending for housing.
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For the extended program, with the additional $8 hillion, we have effectively divided the
program into two. We have invited the issuers to put proposals to us for programs of serial
investment—that is, where we undertake to consider investing in a series of issues over a
period of time. We have completed the process of inviting proposals, considering them,
selecting them and announcing the participants. They will come to us under that program as
time goes by. That provides for up to $3.4 billion to be available in that way.

We are also inviting arrangers and issues to put proposals to us on areverseinquiry basis—
that is, they come to us when they are ready and we consider their proposal more or less on
the spot or in a very, very short time. Initialy, we were doing it through a more ordered
process where we invited proposals and then considered them together over a period of time.
We think the market has improved sufficiently that we can be much more flexible in
proceeding on areverse basis.

Senator PRATT—It is certainly a very significant program and | might ask the minister to
comment about the extent to which many Australians have not really appreciated that their
access to finance to buy a home has been dependent on these kinds of initiatives—it is
probably an unsung part of the response to the global financial crisis—and also the extent to
which it is been an important support to the building and construction industry and housing
market in Australia.

Senator Sherry—I will be brief because of the time. | think the discussion and questions
that have occurred highlight an important part of the range of interventions as a consequence
of the financial and then economic crisis. Some of these issues are reasonably complex. So,
yes, | think it is understandable that the community broadly find it difficult sometimes to
comprehend the degree of intervention, the level of intervention and the consequences of that
intervention.

Mr Hyden—I might just add that the global financial crisis has tended to strengthen the
position of the major four banks as the key lenders for housing in Australia. Some of that has
come through amalgamation and takeovers which have been stimulated on occasion by the
crisis. The action that this program is taking to support competition from the smaller lenders
isimportant in the long term in maintaining a competitive market.

Senator PRATT—Yes. | am certainly very pleased to note that myself.

Senator BUSHBY—Most of the areas | wanted to cover have been covered, so | will be
reasonably quick. Just on the yield, you provided in response to my question on notice No.
SPT69 a graph. | am not sure but | think Mr Bath may have been looking at that when
speaking earlier.

Mr Bath—I waslooking at it.

Senator BUSHBY —I thought so. That was very useful. | greatly appreciated that graph. |
was wondering whether you would mind taking it on notice to update it with the most recent
figures. This goes back to 2007. Probably if we just did it over the last 12 months we could
useit to work forward from there.

Mr Hyden—Yes, we can do that.
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Senator BUSHBY—Thank you. | think everything else on the yield has probably been
covered. On MBS | take it from the answers to questions that we have just heard that all of the
initial $8 billion has now been spent.

Mr Bath—We can do that.
Mr Hyden—Yes.

Senator BUSHBY—As of October last year the second $8 hillion facility only just
recently announced by the Treasurer was in devel opment. You indicated at that time that you
were then still considering with Treasury moving forward with it because there were some
concerns that the market might become welded on to the government and that could be
counterproductive. Presumably those concerns were resolved prior to the facility being
finalised and put into place.

Mr Hyden—Yes. | should just say that we did not quite use all the $8 hillion under the first
arrangement. The amount that was left over from that was included with the additional $8
billion.

Senator BUSHBY—As of October last year you said you had not quite spent the $8
billion.

Mr Hyden—It is proceeding under those terms.

Senator BUSHBY—But in terms of the concerns you held about the market becoming
welded on to this support, have those concerns been resolved or do you still hold some
concerns for the longer term or even the medium term as to the degree to which the market
might see thisas a crutch and get very used to it and not want to let go?

Mr Hyden—I think the market has been exhibiting a willingness to ook to other investors.
Where the interest in a issue by other investors has been greater than the ranges we were
initially expecting they have been happy for us to step back and take a smaller share. So |
think that indicates that there is a healthy desire to see the market get back to normal and not a
lingering wish for usto be there forever.

Senator BUSHBY —I am asking this question because it was in response to a question that
| asked at the last estimates that you indicated you were still working through with the
government in respect of that—or AOFM did.

Mr Hyden—I was not at the last estimates. Perhaps | will let Mr Bath answer.

Mr Bath—One of the aspects that was announced with the announcement of the second $8
billion was the potential to look into what was called a liquidity facility. So a lot of feedback
had been received, particularly early in the 2009 calendar year and late in 2008, that the real
issue was the overhang in the secondary market and that the conduits in the special purpose
vehicles that owned a lot of these assets were trying to liquidate them and could not find a
bid. One of the aspects that the Treasury and the AOFM explored in consultation with
stakehol ders and the market was whether to extend the program in the direction of also having
aliquidity facility attached to it.

Senator BUSHBY —So that did not happen?
Mr Bath—That did not happen.
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Senator BUSHBY —Because that was a key plank of the announcement by the Treasurer
at thetime.

Mr Bath—I would not—
Senator BUSHBY —Not that he was saying that it was finalised, but that it was—

Mr Bath—I think what was announced was that Treasury and the AOFM would consult
with the market and explore the feasibility of aliquidity facility.

Senator BUSHBY —So essentially this $8 billion is running in the same terms or similar
termsto the original $8 billion?

Mr Bath—There are two key differences, as Mr Hyden said. We have created what we call
a pipeline or seria investment arrangement where smaller lenders in particular, who have
been particularly reliant on RMBS in the past, have been able to make proposals to us for a
series of investments. So rather than just relying on an all-or-nothing one-shot-in-the-locker
approach where they put in a proposal which is simply either accepted or rejected and they
canreally only plan three months out, what we have said is bow! up your proposal for funding
over the next 12 months and we will potentially support a series of investments, so $3.4
billion was allocated to that across five issuers. That was part of the program.

The other part, as Mr Hyden said, operates on a reverse inquiry basis. So again we are not
getting maybe 20 or 30 proposals, which we then work through gradually. We can actually be
more responsive to the market and act more like a typical investor and less like the big
elephant in the room that is propping the market up. We are responding to improvements in
the market, but we are also trying to act in away that does not weld the market on to us.

Senator BUSHBY —And is the welding of the market the reason why the liquidity facility
was hot proceeded with?

Mr Bath—In part, but there was no real consensus among market participants as to what
was meant by ‘liquidity facility’. Some of the market participants, particularly those who are
sitting on old mortgage-backed securities, wanted it to mean essentially a free-put option so
that they could sell their existing inventory on to the government.

Senator BUSHBY —A buyer of last resort type of thing?

Mr Bath—That was one view of what it would mean. Another view was could we
facilitate the call options that are embedded in these things so could investors get comfortable
that the underlying bonds were not going to be extended on them. There were other variations
on the theme. There was no consistent, coherent desire from the market participants for a

single type of liquidity facility, and essentially we reached the conclusion that it would not be
workable.

CHAIR—I thank the AOFM for coming in this evening.
[8.55 pm]
Australian Bureau of Statistics

CHAIR—I welcome officers from the Australian Bureau of Statistics. Senator Eggleston,
you had some questions?
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Senator EGGLESTON—I have only a very general question. | understand that the ABS
has had some budget cuts. Is that true?

Mr Pink—Reductions in the ABS budget were largely reinstated in the most recent
Commonwealth budget. We are now in a position where we have had a range of new work,
and in fact our budget has been expanded. So two years ago we were in a situation where we
had to reduce our work program; now we are in a situation where the work program has been
largely reinstated and expanded.

Senator PRATT—Good to hear.
CHAIR—AnNy more questions? Senator Abetz.

Senator ABETZ—Last time we met | asked you some questions about the census.
Minister, has it gone to cabinet and have the questions changed?

Senator Sherry—VYes. Infact, | am very sure Mr Pink can give you an outstanding outline
of the census now, the largest peacetime—

Senator ABETZ—With respect, time is brief. Therefore, if you can just tell us if any
guestions have been changed or—

Senator Sherry—No.
Senator ABETZ—No. Thank you. That is easy. Good.

Senator Sherry—But, just in terms of the time, | am sure Mr Pink should at least have a
minute or two to outline other key aspects of the census, because it is a massive logistical
operation.

Senator ABETZ—It is, but, with great respect, estimates is not for ministerial or
departmental statements, and if—

Senator Sherry—It is for answering questions, and you posed the question. You have led
us, and we have only been here for—

Senator ABETZ—Go for two minutes, but ASIC start at nine o clock.
Senator Sherry—All right—two minutes on the key features.
Senator ABETZ—Yes, two minutesis fine.

Mr Pink—Thank you, Senator. The censusis very hard to cover in two minutes, but | will
certainly try. As the minister said, this is the largest peacetime exercise regularly undertaken.
One of the points | would make this time is that 2011 is the centenary of national censuses. It
will be 100 years since the first national census in 1911. We are very pleased with al of the
work that has been done in the lead-up to this census. We are on budget and on timetable. In
fact, we are dlightly ahead of where we had expected to be. We have some particular
challenges that emerged out of some of the quality issues associated with some aspects of the
last census, and we are concentrating on them with different strategies this time. Just very
briefly, some of those are to ensure that we have a set of strategies to get better counts in some
parts of Australia, in particular of our Indigenous peoples. Thereis afocus on the homeless, a
strategy generally for Northern Australia, which is a more difficult area of Australia to
enumerate, and a strategy that we are developing to try and deal with the growing secured
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apartment and gated estate environments that make it much more difficult for our enumerators
to get access to the front door of the dwellings that we are seeking to enumerate, particularly
in the major urban areas.

| think the only other couple of points | will make as| go through is that 2006 was the first
time that we offered households the opportunity to complete their census form using the
internet, but it was a relatively low-key exercise. It was the first time and there were a lot of
guestions that we wanted to test in terms of that form of response. This time we are extremely
confident—

Senator ABETZ—What was the uptake in 2006?

Mr Pink—It was around nine per cent in 2006. | think we would be extremely
disappointed this time round if we did not get somewhere between 20 and 30 per cent. If we
can do better than that, we will be extremely pleased.

Senator ABETZ—Chair, it is nine o’ clock.
CHAIR—The program s not correct. Senator McGauran has a question.

Senator McGAURAN—It is not a searching question but, at the same time, we have been
here for two days and these blow-ins who come in and wind you up from time to time—

Senator ABETZ—I was not allowed to go past one o' clock today.
Senator McGAURAN—I say that with the greatest affection of course.
Senator ABETZ—I was shut down, as you would recall, Minister.
Senator Sherry—I do.

Senator McGAURAN—Now | feel that my question will not be up to standard. | am just
flicking through the annual report, Minister, not the newspaper, which you scolded me for
recently. | want to ask some questions about the official statistics for climate change. | have to
say, Minister: there is a picture of you in this annual report which is the most unbecoming
picture | have ever seen, or perhaps the most out-of-place picture, of you. It is hardly a picture
of a minister of the Crown; it looks more as though you ought to be on the website for a
dating service. You are looking very cutesy and smiley. | would have that removed by the next
time—if you are still minister, of course.

Senator Sherry—I was not even aware, to be honest, that my picture was in the annual
report.

Senator ABETZ—So what have you done to upset the ABS that they did thisto you?

Senator MCGAURAN—There is a section entitled ‘ International developments in climate
change and official statistics'. You have been asked to compile them. You say you have put
together official statistics that ‘can provide input and add value to the analysis of the
environmental, social and economic aspects of climate change.” When you say environment,
are you talking about temperature and sea levels? What exactly are those statistical
collections?

Mr Pink—I will briefly answer, and then if you want more detail | will call Peter Harper to
provideit. The ABSis not directly involved in the collection of biophysical measures. That is
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left to agencies such as the Bureau of Meteorology and state government agencies. Our
involvement in the environmental statistics area is more in collecting data about the supply
and use of energy, the natural resources that we collect data on through our agricultural census
and information that we collect in our household surveys on energy.

Senator McGAURAN—I do not need anymore. That is what | thought. But, in reality, you
have always collected those statistics; you have just put a new title on them. You have always
collected household usage of energy.

Mr Pink—No, we have not put a new title on them. We have been collecting a range of
environmental statistics for quite some time.

Senator MCGAURAN—BuUt you have just put on the title ‘climate change' because the
government has asked you.

Mr Pink—The other area of climate change that we were involved in, and Mr Ewing could
give you more detail, is the provision of alot of support to the modelling work that Treasury
did on their work in the climate change space, using the supply-use tables developed in the
National Accounts.

Mr Harper—As a point of clarification, the ABS does not produce what we would call
climate change statistics. We produce arange of statistics that can be used by those interested
in analysing climate change, in particular what might be causing climate change or what
impacts it might have. They are statistics about businesses and househol ds and how they may
be affected and how they may be contributing to it.

Senator PRATT—I note that you have commented on the scale of the census and that it is
a huge undertaking. How many staff are associated with this exercise and where do they come
from?

Mr Pink—We have permanent staff who work over the five-year cycle of a census, from
the design of the census through to the dissemination of the results, and that would be about
150 people. In our processing centre somewhere around 800 people are brought on to process
the actual census. The enumeration phase, which is by far the biggest phase in terms of
people, involves over 40,000 enumerators who come on board and assist us for eight to 10
weeks. One of the challengesin every censusisto find enough people, particularly in times of
high employment and in regions such as the Pilbara, in particular, where it is very difficult to
find anybody to do enumeration-type jobs.

Senator PRATT—I am quite familiar with your census collection districts, as most
members of parliament are, if they do their fair share of doorknocking. | would like to ask you
about the Northern Australia strategy. | think there has been some comment at previous
estimates about budget pressures within the ABS, particularly the flow-on effects that had in
collecting statistics, in particular from Aboriginal communities: it was harder to collect
information from communities. What is the significance of the Northern Australia strategy,
particularly when it comes to things like the national Closing the Gap strategy and some of
those kinds of initiatives that we really need good information for?

Mr Pink—There are a number of levels at which one can talk about that Northern
Australia strategy. If we relateit to our Indigenous communities, the first thing is engagement.
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We learn at each census, and we have learned a number of lessons from reviewing our
experience in 2006. We are putting a lot more effort earlier into engaging communities and
community groups to help them understand the value of participating and the importance of
participation. We have learned lessons from the 2006 census and earlier censuses, but
particularly 2006 in terms of some of the ways in which we went about enumeration,
particularly of some of the remote communities and in the camps and fringe communities
living around some of the urban centres in Northern Australia. We are adopting different
approaches there. We are also looking to work with and engage more Indigenous people as
enumerators who are familiar with and well known to their communities. So there are a
number of different levels of the Northern Australian strategy, as we describe it in that
overarching sense, that we are putting in place to try to ensure both that there is stronger
engagement and that we have the people on the ground who are going to be able to collect
good information this time around.

Senator PRATT—I must say that | am very pleased to hear that put on the record. Just a
year ago there were concerns about the ABS's capacity to deliver in that area, so | am really
pleased to see that strategy off the ground.

Mr Pink—We have received additional funding, | would have to add, which we are very
pleased about, because the census overal is becoming more challenging in al sorts of
contexts. Australians are more mobile, they are busier—they are harder to contact. Indigenous
people, particularly in the remote areas, are quite mobile as well. | think our strategy last
time—to spread the enumeration in many of those areas over around 12 weeks—meant that
that mobility created real problems in overcounts and undercounts. The strategy for Northern
Australia this time is to move in and enumerate very, very quickly right across those
communities.

Senator ABETZ—Do you do a census of the people who are residing on Christmas Island
or not?

CHAIR—That is not part of Australia, as | understand it.

Senator PRATT—I am sure they have plenty of statistics onit!

Mr Pink—They will beincluded.

Senator ABETZ—They will beincluded?

Mr Pink—Yes, they will.

Senator ABETZ—So have you printed an extra 5,000 forms for them?

Mr Har per—We would make sure we have printed enough forms to cover everybody who
isin Australia on census night.

CHAIR—Thank you to Mr Pink and the ABS. It is a function that informs a lot of our
work.

Australian Securities and | nvestments Commission

CHAIR—Welcome to ASIC. Mr D’Alosio do you have an opening statement you would
like to make?
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Mr D’Aliosio—I| do—I want to spend a little bit of time on an opening statement. As you
would be aware, since we last met ASIC has lost three litigation cases which have been the
subject of wide media coverage. They were OneTel, AWB and Fortescue Group.

The current position in relation to OneTd is that we have filed an intention to appeal. A
final decision has yet to be made on whether or not we will lodge a final appeal. Costs were
awarded against us and we have agreed by court order to pay Mr Rich $9.6 million for costs
and $4.1 million in interest. There were some other orders in relation to costs and other
defendants.

In terms of AWB, the loss there concerned whether we could take only one action or two
actions against a particular defendant—that is, commencing two actions one after the other.
The judge at first instance ruled against two cases. We have appealed that and are awaiting a
decision.

The Fortescue case was on continuous disclosure and alleged misleading and deceptive
conduct. Welost at first instance and we have appealed.

ASIC does have the financial resources to meet the costs order in OneTel and will, unless
we lodge afinal appeal and the payment is stayed, draw on what is known as the enforcement
special account, otherwise referred to as ESA funding. While costs will impact the ESA funds
that are available to ASIC for new cases, current major investigations using ESA for cases
such as Storm Financial and Westpoint will not be affected.

I would like to make some points to reassure the committee that ASIC is properly
discharging its regulatory responsibilities, that ASIC has acted, and continues to act,
responsibly in the way that it selects and runs litigation and that it approaches those casesin a
focused way, with considerable due diligence.

First, in relation to that, ASIC has strong enforcement as a key part of its mandate. In the
2008-09 annual report you will have noticed that we completed something in the order of 186
litigation or enforcement matters. We had a 90 per cent success rate. We achieved 19 jailings
and eight suspended sentences.

The second point is that our percentage of success in magjor cases is not as high, but
nevertheless we believe it is quite acceptable. In 2008, in contrast to the three decisions | am
talking about, we achieved success in James Hardie, which is subject to appeal. We achieved
success in a number of investor recovery matters in Westpoint. The major action against the
auditors is ongoing. There was the Panchal insider trading conviction. The Somerville case
involved some eight defendants of unrelated companies engaging in illegal phoenix activity.
Stuart Ariff, liquidator, was banned for life. In relation to Opus Prime, we worked
successfully for an out-of-court settlement with the parties of some $250 million for retail
investors.

Another illustration of ASIC's success in major litigation is the HIH litigation with the
Commonwealth Director of Public Prosecutions. In that case there were 10 defendants
convicted, with nine of the defendants sentenced to a total of 27 years in jail, civil penalty
proceedings successfully brought against three defendants and compensation of $8 million.
There were a number of bannings, including two for a total of 30 years. There were four
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defendants where ASIC took action and we were unsuccessful in those cases, but we and the
CDPP considered that the cases should be brought.

It needs to be borne in mind that litigation, by its nature, is adversarial, and cases are won
and lost. But even if cases are lost—this is an important point—they still provide important
guidance to the market on, for example, such issues as market integrity. The deterrence impact
of ASIC being prepared to take on large and complex cases cannot be underestimated.
Needl ess to say, when we take on major cases we do not do that lightly. In running those cases
we comply with the Attorney-General’s model litigation rules. In major matters we will use
external barristers who are experienced in proper case management and the strategy in
running cases in a proper way. In Fortescue and in James Hardie we also used experienced
external law firms. | believe that these successes reflect well on the commitment and
dedication of the ASIC staff.

These recent losses have prompted calls from some quarters for improvement in the way
that we run our litigation, and | want to make three comments in relation to that. First, to lump
these three cases together is not appropriate. Fortescue was handled by experienced and
competent outside solicitors and focused on specific issues. AWB, as | said earlier, is very
much about whether there is one action or two. OneTel, on the other hand, was quite a
complex case. Corporations are large and they are complex, and when you are looking at the
trading and financial positions of a corporate group necessarily it will be complex. In the
OneTe case, with the vigorous defence, that vigorous defence clearly added to the length of
the case. But to say that ASIC should not run complex cases, for example, would be to say
that it should not investigate such things as Storm Financial or Westpoint. We do not believe
that is what our mandate should be.

Speaking generally and not just about OneTdl, trial judges, ASIC and defendants all carry
the responsibility for keeping cases focused, not just ASIC, as some commentators may be
suggesting. Nevertheless, we are carefully reviewing the comments that were made by the
judge in OneTd. It should be also noted that in OneTel the judge did not just make negative
comments about ASIC; he also made positive comments. At the close of the case, for
example, when the case finished, before he went to write his judgment—which did take a
considerable period of time because, presumably, of the complexity of the case—he said:

| am grateful to counsel and instructing solicitors for the substantial assistance they’ ve given to the
court during the hearing, especially in the preparation of final written submissions. Conducting cases by
careful, measured and dispassionate advocacy without the distractions of flair and temper is one of the
best traditions of commercial equity litigation in this court. It is the approach most likely to assist the
court to reach well reasoned conclusions based firmly on relevant evidence and applicable propositions
of law.

| believe | am tolerant of most things, but | have no tolerance at all for any substantial departure by
counsel from this tradition. Senior counsel for the parties in this case—

that includes ASIC—

respected the tradition in the approach they took to the presentation of evidence and submissions and |
very much appreciated their doing so.

On another occasion in the judgment—it is a minor point but it is important to illustrate
ASIC’s approach to costs—he says:
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An example of possibly lavish expenditure might be accommodation expenses during the London
hearing. According to information provided to me during the hearing, counsd for ASIC was
accommodated modestly, while the defendants and their team stayed at the Savoy ...

He also praised ASIC in relation to limiting creditor evidence and what he had asked ASIC to
do.

My second comment in relation to these calls for review is that these cases were
commenced and underway prior to the recent strategic review of ASIC, which was completed
towards the end of 2008. Following that review, we made a significant number of changesin
the way litigation is run at ASIC. Following that review, we put in place the following things.
First, we created a new office of chief legal officer. We appointed an experienced lawyer and
former barrister with a strong legal team behind him. The office of CLO is there to assist the
commission with strategy and preparation and running of major cases, and to independently
review our proposed approach.

The enforcement division was too large as one division and we broke it down into eight
deterrence teams. The objective was to create smaller teams with an increased number of
senior leaders to run and focus on specific cases, so that we can manage and run these cases
better. New leaders were appointed to these deterrence teams from internal promotions and
external hires. This added new and experienced leaders and a number of lawyers with
litigation experience. We recommended to government, and the government agreed, to
increase the number of commissioners. The increase in size of the commission to five means
that we have increased involvement by the commission in the strategy and tactics of major
cases. Finally, we put in place new and improved training and development programs for
lawyers and investigators. ASIC isinvesting in skills training and devel opment. We have also
reviewed our performance measures and improved our recruitment processes to continue to
attract top people.

| am the first to recognise that cultural change takes time. | have said that it will take three
to five years to see the full benefits of ASIC's strategic review. However, these changes are
leading to improved results. | will illustrate that with our work in the area of market integrity.
We have a number of market integrity cases at different stages of development through the
courts. Last calendar year, we had five convictions in markets cases. one for insider trading,
two for market mani pulation and two for misrepresentation to the ASX.

The following cases have either been through the courts this year or will be in the coming
months. In the Citrofresh matter, the court found misleading statements made by a director. In
the Genetic Technol ogies matter, which relates to market manipulation, one person has agreed
to plead guilty and the other two accused were committed for trial. In addition, we already
have five persons charged and awaiting trial on insider trading, with two who have indicated
they will enter guilty pleas, and two persons charged and awaiting trial on market
manipulation. We also currently have a number of other matters before the DPP where we
expect more charges will belaid in the coming months.

Senator ABETZ—Chair, on a point of order. How many more pages are you about to
read?
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Mr D’ Aloisio—One.

CHAIR—Members of the committee will be pleased to know that the witness is answering
most of my questions, so | will have very few to ask.

Senator ABETZ—AII right.

Mr D’Aloisio—My third point is that we are not dismissing these three losses. We are
seeing what we can learn from them and what we can improve further. An internal review by
our senior leaders and the commission of these cases is underway. This is over and above
what would be done in a usual post matter review. We are particularly concerned to be able to
assess and respond appropriately to all comments made by the judges in these cases. We are
also having senior counsdl review the judges comments to assist us with any lessons.
Depending on the outcome of that review, we will assess the need for any further
reassessment on the way we run our investigations and litigation changes.

| have taken longer to provide my comments, but they are to enable you to better
understand these losses and put them in context. We recognise we have more to do to deal
with the perceptions created by these losses. We are working hard to do that. Importantly, |
can assure the committee that ASIC staff and the commission remain committed to
discharging our functions in this enforcement area. Thank you for the time to make my
opening statement.

CHAIR—Thank you. You have answered most of my questions about the progress with
various cases. | will go to my one remaining point which concerns the frozen mortgage funds.
| understand that ASIC has devel oped a task force to deal with that issue.

Mr D’Aloisio—Yes, we actually established a task force several months ago in response to
the frozen funds. It is actually made up of a number of stakeholder groups at ASIC. Basically,
what the strategy of that has been is to see what we can do in the immediate situation, which
was getting money back to those who really suffered hardship. During last year we extended
the hardship relief that was in place. We have also been working with funds to try to
streamline those moneys that are available in the funds and try to make it administrative
simpler for them to get the money back to the funds. That is in the immediate situation and
dealing with those who really needed the money.

Longer term, what we have been doing with the frozen funds is expl oring ways with them
that perhaps they might accelerate getting the money back to investors. We did look at a
number of options with the funds. You can break the funds into types. You have got those that
have got assets that are essentially good and, if you wait until maturity, the money will come
back. | will call it money in good funds—or, if you want, the prime mortgage trusts. Their big
concern is not breaking the par value of a fund and therefore liquidating and taking losses.
Basically, most of those mortgage funds, as you probably know, have maturities on the
underlying mortgages, three to five years. So basically the money is coming in but, assuming
no lending, it will take severa years for the money to come back. Maost of those funds are
generally not lending new money, but the money that is coming in is actually then being
distributed back out—which really means, if you think about it, they are distributing for five
years at, roughly, 20 per cent per annum, five per cent a quarter. So, basically, most of them
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are distributing three to five per cent a quarter back to the investors, which is money that
comes in and be offered out on a pro rata basis.

Then you have the other funds, which are more aggressive funds. We are developing a
strategy with those to really explore whether it isin the best interests of unit holders that they
continue to exist or whether they should be wound up. That is a strategy that we are looking at
at the moment. In the next month or two we are looking to come out with a revised regulatory
guide, looking at mortgage funds and how to improve the ‘if not; why not’ disclosure to make
sure that investors are more aware, in a stressed situation, as we had, that these funds are
probably not suitable for short-term investment—the prime ones—and, fundamentally, they
are a mismatch and should be seen as medium-term investments; not short-term investments.

The task force meets every few weeks and we review where we stand. We have been
working very closely with IFSA on trying to devel op across a number of different funds and
we are also working with the individual funds, monitoring what they are doing and having a
dialogue to see if we can find solutions.

Senator EGGLESTON—I have some questions relating to the matters that you raised in
your opening statement. How many court proceedings are ASIC currently involved in? On
notice, can ASIC provide a list of each current case and the amount of money spent on each
caseto date?

Mr D’Aloisio—I will come back and give you more exact numbers, but on average it is
probably running at any given time at about 200 matters. They will range in size and so on.

Senator EGGL ESTON—Two hundred; okay then.

Mr D’Aloisio—As | said in the statistics | gave you earlier, we completed 186 mattersin
the last 12 months. In order to complete that many, you would have quite a significant number
of others in the pipeline. Our annual report does have some figures, but | will take that on
notice and give you more exact numbers.

Clearly we do keep track of coststhat we incur on cases, particularly in the way we need to
report to the ESA fund. | will need to look at the issue as to whether we can make that
available to this committee and how we could make that available to this committeg,
preferably—| would assume—on a confidential basis because it would be sensitive
information for those cases and the defendants that may be involved in those cases. | will take
that issue on notice as well and see how we can assist you. We do record costs for budget and
planning purposes and for proper management of the cases. The records would also include
external fees and so on.

Senator EGGLESTON—Do you have a record of the amount of money you spent on
failed court cases, for example failed court casesin the last 12 months?

Mr D’Aloisio—We would have records of both successes and failures. We would not
differentiate for record keeping because there would be no sensein doing that. We would have
it for both, yes.

Senator EGGL ESTON—Do you also record the amount of time spent on each case?

Mr D’ Aloisio—Unlike law firms, ASIC does not have lawyer or investigator time sheets as
such. In order to be able to track the costs, we do keep arecord of those who are involved and
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estimates of the time they are involved in cases. We do not have the sophistication of time
sheets but we do have records that we think are sufficient for our purposes.

Senator EGGLESTON—How much money has ASIC budgeted for the three court
appeals it has undertaken against the Australian Wheat Board, One.Tel and FMG?

Mr D’'Aloisio—Each of those three cases has reached the limit where we would be
drawing from the Enforcement Special Account fund. Yes we would have budgeted and we
know that we have the funds to deal with those but, again, | would rather take it on notice and
assess whether | can give you that as an open answer or as a confidential answer.

Senator EGGLESTON—That is fine. | understand that ASIC has sought new laws
improving your ability to telephone intercept and also to expand the search warrant powers
available to ASIC. Given that ASIC has only prosecuted one case of insider trading and two
of market manipulation over the 2009 financial year, why does ASIC fed that the new powers
are warranted and why are ASIC’s current powers insufficient?

Mr D’Aloiso—There are a number of points. Firstly, that we have only run one insider
trading case is not correct. | can refer back to what | said earlier. Fundamentally, at the
moment, we would have something in the order of over 50 active cases in market
mani pulation and insider trading. | mentioned earlier the successes we were having.

Secondly, yes, we are using the existing powers we are pushing and we have made market
integrity, insider trading and market manipulation a priority. | have spoken to this committee
about this on previous occasions.

Finally, concerning the issue of needing the additional powers; when we looked at our
record of insider trading we felt that, in addition to the efforts we have put in and what |
talked about earlier following the strategic review, we should be put in the same position as
the ACCC isin cartels and as a number of international regulatory agencies are in relation to
insider trading and market manipulation. Insider trading and market manipulation is akin to
cartel in the ACCC space. It seems to us that the penalties, the deterrence impact of the
penalties and our ability to have access to real-time speaking, subject to the proper safeguards
that apply for other agencies, isimportant.

One of the key reasonsthat it has been difficult in getting convictions on insider trading has
been the ability to run a circumstantial evidence case from which judges can draw
inferences—exceptionally difficult cases to run—yet you need to run those because of the
deterrence aspects you need. The ability to get access to telephone intercept in real timeis an
important additional power that ASIC needs, and the government has responded to that and
built in appropriate safeguards. We do not do telephone or electronic interception ourselves;
that is done by another agency subject to proper court safeguards.

Senator EGGLESTON—The Financial Review reports that almost half of the 278 matters
the ASX referred to ASIC for investigation since 2005 are yet to be finalised. Can ASIC give
the exact number of cases that are yet to be finalised from 20057

Mr D’Aloisio—That is something that | would like to take on notice and give you awritten
answer, because | need to check the source of where that has occurred. What | can say is this:
ASX inits surveillance role has got to kind of detect, smell, have a look. | think its former
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chairman referred to it as being a bit like Neighbourhood Watch: you see something that |ooks
abit iffy or tricky and you refer it to ASIC with some appropriate work. ASIC then has to take
that, do proper and full investigations and collect evidence that would then stand up in court
and convince a DPP to take those actions. That necessarily will mean that, just by the nature
of the number of referrals, there will be a number of those matters that will not be actioned
beyond a certain point. There will be a number that proceed to extensive investigation and
then of those that proceed to investigation a fewer number may end up in court. | think | will
take that on notice and seeif | can give the committee a better run-through of how what starts
off as behaviour that looks a bit smelly or whatever tracks its way through. The notion that
because ASX has reserved 200 matters to ASIC that should convert to 200 insider trading
cases is with respect just a nonsense; it does not translate in that way.

Senator EGGLESTON—The FMG appeal was the first of the appeals against the three
big cases you have lost this year or last year. May | ask if that appeal is being made on the
basis of advice from senior counsel ?

Mr D’Aloisio—I think AWB was the first. Anyway—
Senator EGGL ESTON—I thought FMG—

Mr D’Aloisio—Both. Yes, absolutely. ASIC would not do so in the normal course on major
cases. As | said earlier ASIC retains experienced senior counsel and ASIC would take advice.
The decision on whether to appeal the decision or to launch proceedings at the end of the day
are matters for the commission; they are the commission’s decisions. Certainly we have filed
the notice of grounds of appeal in FMG. Those grounds of appeal, | think, name the counsel
that we have retained and the law firm that is acting for us.

Senator ABETZ—Do you engage separate counsel to consider the worthiness of the
appeals as opposed to the counsel that actually undertook the initial case for you?

Mr D’Aloisio—It is case by case. We run filters. Depending on the case, it may well be
extremely important to retain the counsel that has run the case. We may get a second opinion.
We also have the Chief Legal Officer, as| mentioned earlier, and his function and histeam are
to provide the commission with independent advice. We have separated out—this is an
important point, Senator—the people, the leaders and the teams that are actually investigating
and running the case from the decisions on whether as a matter of law we have a good case. In
some of these cases, it is by using external law firms and senior counsdl; in other situations,
senior counsel. The judgment on how much advice we get is a case-by-case matter. We are
also conscious of the fact that senior counsel are an expensive commodity.

Senator EGGLESTON—ASs | am advised, the case has been taken on the business
judgment rule as applied to the FMG directors and it has been said by some business
commentators or observers that, if this case succeeds, company directors would lose the legal
protection they now have for acting on the basis of good faith and good judgment and making
a reasonable business decision. What is your answer to that comment?

Mr D’Aloisio—I prefer to take the question in a more general context rather than directly
on the FMG case, because that case is on appeal.
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Senator EGGL ESTON—Of course—just the general principle. If you succeed, will this
change the business rule?

Mr D’Aloisio—Our grounds of appeal are filed. ASIC is not seeking to change the law on
the business judgment rule, nor isit seeking to change the law under section 180 that directors
are required to act with due care and diligence. The two main appeal grounds in FMG relate
to the extent to which the tests of whether the market are properly informed are more of an
objective test or whether they are more of a subjective test and the particular facts in that
situation. We have appealed. The defendants have got a view. We have a view. We exercised
our right of appeal and the matter is now before the court of appeal. ASIC is not arguing a
change in the law; ASIC is actually saying what it believes the law has been and should
continue to be.

Senator EGGLESTON—Thank you very much. Of course, some people disagree with
you fairly strongly and there was a letter in the Australian Financial Review, which | might
just read becauseit is fairly short, from Nicholas Callinan of East Melbourne, who said:

The Australia Securities and Investments Commission’s appesal in the Fortescue Metals Group case is,
inter alia, “against the ruling that holding an ‘honest and reasonable’ belief of the truth of an
announcement to the market is enough to satisfy directors’ duties.” (“ASIC to appeal over Fortescue’,
February 5).

What is happening in our society when ASIC wants to hold liable in hindsight those people whose
contribution to a company is to conscientiously exercise their judgement day-to-day?

Do they want directors to announce other than what they hold honestly and reasonably?
Were ASIC a business, holding it to such a standard of responsibility in hindsight for its track record

over the last few years, a conscientious board of directors would exercise its judgment and replace the
top management.

What is your comment to that?

Mr D’Aloisio—I have not got a comment on that. There are |etters in newspapers that have
also supported ASIC. We are not seeking to change the law. | think that is an opinion. We
have taken advice in relation to this appeal. We have appealed. The issue of the performance
of the senior management of ASIC is a matter for the government.

Senator EGGLESTON—You said in the beginning that you are seeking to change your
culture somewhat. In the past | am told there was a culture of negotiated settlement over these
sorts of business cases with ASIC, as in the Vizard case in Melbourne where there was a
$150,000 settlement over two cases of insider trading. Is it part of your purpose in these very
expensive prosecutions to change the reputation of ASIC? Are you seeking to say in a very
strong way: ‘Look, we are prosecuting these cases very vigorously at enormous cost, perhaps
beyond our capacity to bear the cost. Here we are going in for three appeals even though we
have lost these three cases ? Is that what you are doing?

Mr D’Aloisio—No. Each case is taken on its merits, and we have had a combination of
these three. If | can contrast that, in the Opes Prime matter, ASIC worked hard to get parties
settled through mediation without needing court action. In the Westpoint matter, ASIC, in
taking proceedings, is working hard and instituted a global mediation which led to a number
of the cases being settled and resolved. ASIC will, depending on the case, look at settlement
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of those cases. Settlement of a case is a two-party thing. Where it considers that the matter is
of significant public interest and a deterrence aspect is needed, ASIC will take the case on and
will take it right through. There is not a general rule about these—as | said, you have to act
responsibly and carefully and take proper advice—but we need to look at each case on its
merits. The cases we are talking about are significant cases of corporate governance that go to
setting corporate culture within Australia. The issues of continuous disclosure, the issues of
misl eading the market, are fundamental to the proper operation of the Stock Exchange.

So ASIC does have to look at those cases carefully. In the past, ASIC has been criticised for
different things but that is part of the job, | guess. But, basically, we will take each case on its
merits, and the realm of tools that we use will range from enforcement, negotiation and
mediation. Indeed, in 50 or 60 per cent of our work, we never go near a court. We talk to the
parties, we release regulatory guides. We have released consultation papers on the use of
confidential information and management of rumours. Those are aimed at assisting companies
so that they do not get into the problem of crossing the line that then requires expensive
litigation and affects their reputation. We are very careful about that. If you are referring to
some sort of gung-ho culture, there is no such thing.

Senator EGGLESTON—Thank you very much. | might just say in conclusion that the
fact remains that you lost these three cases on the grounds that you have mentioned. They
were not held to be proved against these three companies. | think it is a matter which perhaps
ought to be of great concern to many people involved in the business world that you are
seeking to appeal those three cases, notwithstanding the three losses.

CHAIR—We will take a tea-break and resume with ASIC following the break.
Proceedings suspended from 9.47 pm to 9.59 pm
CHAIR—The committee will now recommence. Senator Abetz has questions.

Senator ABETZ—I invite the chair of ASIC to consider providing an opening statement in
written form about an hour or so before the hearing. Then it can, hopefully, smply be
incorporated so that it becomes part of the record of this committee, just to save time. But |
just make that as a gratuitous suggestion to you.

Are the three big appeals—this is following on from Senator Eggleston’s questions—on
findings of fact or on the interpretation of the law?

Mr D’Aloisio—Just to clarify the three appeals, Senator, and then | will answer the
question. There is an appeal on Fortescue and there is an appeal on AWB. All that we have
done in OneTd isfiled a notice of intention to appeal. Because of the length of the judgment
and so on thereis a three-month period.

Senator ABETZ—Can | then rephrase my question and ask in relation to the two big ones.
Thank you for that clarification; that isimportant.

Mr D’Aloisio—In reation to AWB the issue there is about whether it is fair to the
individual that they are subjected to two cases or one case. That is an issue of both fact and
law in terms of what the law is and how the facts apply. In terms of Fortescue the question is
whether or not the market was misled. That is also an issue about the law and the relevant test
to apply by adirector and the facts. So they are both law and fact.
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Senator ABETZ—I thought | heard you say ‘ ASIC doesn’t want to change the law,” but, if
the appeals were not taken, isit not the case that those cases would be precedent and would be
seen as the law? By seeking an appeal aren’'t you in fact trying to change the precedent law?

Mr D’Aloisio—In our system appeals are very much part of what litigants are entitled to
and have rights to do. If the general accepted approach is in relation to, say, continuous
disclosure, the test to be applied is an objective test, and that is what market has been working
with. If a judge in a case takes a different interpretation, we are entitled to test that in a court
of appeal.

Senator ABETZ—Of course you are. You are entitled to test with an appeal.

Mr D’Aloisio—I| am saying that these two cases fall into what | have just described. We
are not seeking to create new law. We feel that we are looking at the law as it is as we have
understood it and asit has been applied in these cases.

Senator ABETZ—I will not take that any further.

Mr D’Aloisio—It is important, Senator, in the sense that we are not doing anything
different than wheat ordinary litigants would or would not do.

Senator ABETZ—VYet the assertion that you were not wanting to change the law is
something else. | do not want to pursue that anymore.

Mr D’Aloisio—I amsorry if | put that badly. Simply stated, there is an accepted approach
by the market on issues such as continuous disclosure and misleading statements and that is
how we have been working. If we have a judgment that does not follow that, we need to test
as to whether the judge was right or whether it should be subject to an appeal .

Senator ABETZ—Having clarity in the law is important and | agree with that. Can |
pursue the question that | intervened with Senator Eggleston on and that is: with these two big
cases that you are appealing did you get fresh senior counsel unrelated to the legal firms that
actually took the case?

Mr D’Aloisio—These cases are before the courts and we are appealing them. | have
indicated that we satisfy ourselves that the advice we are getting is advice that we can rely on
as independent. Beyond that | really do not think | should be going into how we actually
prepare and run our cases. | have said that we will in some cases take additional independent
advice if we fed we need it. We have the Office of Chief Legal Officer for that purpose. We
have experienced lawyers also on the commission.

Senator ABETZ—We know all that. It was a very direct question and that is: did you get
fresh senior counsd unrelated to the conduct of the case at first instant and unrelated to the
legal firmthat had been engaged prior to the appeal ? The answer must be either yes or no.

Mr D’Aloisio—I think it is an operational matter. | would like to take that on notice and
come back to the committee.

Senator ABETZ—You are entitled to do so, but | find that passing strange. A member of
the Financial Planning Association of Audtraia tells me that these are different tax
treatments—a fee based advice and commission based advice. Are you aware of that? They
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were wondering whether ASIC had factored that into their consideration of these matters,
especially in their submission to the PJC.

Mr D’ Aloisio—We did not specifically address the taxation issue. We have taken the view
that it isreally a matter for Treasury and government. So in our submission to the PJC, we did
not focus on the deductibility of commissions and fees.

Senator ABETZ—I am advised—and | do not know if it is the case or not—that fee based
advice is not fully deductible whereas commission based advice is. But | cannot take that any
further. Can | follow up with you the ABC childcare situation? Is it correct to say that ABC
Learning Centre's major asset on its balance sheet was its licences?

Mr D’Aloisio—I do not know directly. | assume that the licences would be an important
asset. | do not have direct information on that.

Senator ABETZ—You could take that on notice.

Mr D’ Aloisio—I can take that on notice.

Senator ABETZ—Can we establish whether childcare licences are a valid asset?
Mr D’ Aloisio—You mean for accounting val uation purposes?

Senator ABETZ—Yes.

Mr D’ Aloisio—I will take that on notice.

Senator ABETZ—I understand that a lot of childcare centres, especially not-for-profit
ones, do not put the licences on. In one of your answers, you said, ‘the revaluation of
intangible assets where there is an active market as defined in the standard’ and the standard
was AASB 138. Is it ASIC's view that there is an active market in relation to childcare
licences?

Mr D’Aloisio—We do not have a policy position on it that | am aware of. | will take that
on notice.

Senator ABETZ—As | understand it, in most states you can get a childcare licence for no
cost. If you can achieve one for no cost but then whack it onto your balance sheet as a major
asset, it could have the potential to skew things.

Mr Dwyer—I can perhaps shed some light on that. We reviewed the 30 June 2007
accounts of ABC and | believe that the valuation of licences was considered at that time. As |
understand it, based on advice from their own financial advisers, they reversed the goodwill
portion of the revaluation in the 30 June 2007 accounts.

Senator ABETZ—Given the time constraints, | will not take this any further, but | might
put some more guestions on notice.

CHAIR—I might clarify an issue about the opening statement. | think it is standard
practice in all committees to invite agencies coming in to make an opening statement, which |
did. Asfar as| am aware that will be part of the record of this committee and it is the normal
practice.

Senator BUSHBY —Since the last round of questions took us away from the failed
prosecutions, | might just ask a few questions on other matters and then | will ask some about
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that. In your answers to my question on notice, SBT-18, you stated that ASIC received an
appropriation of $308 million for the 2008-09 year but that it spent only $295 million. Is that
correct? You had a higher appropriation than you actually spent?

Mr D’Aloisio—I would need to check on this through the annual report but it may well be
the case that we had a surplus. Is this the 2008-09 year?

Senator BUSHBY —Yes.

Mr D’Aloisio—It is not unusual, in the sense that you are working within budget, and if
you can finish ahead that is usually a good thing.

Senator BUSHBY—If you finish ahead, did you actually receive the $13 million that was
appropriated that your figures show you didn’t spend?

Mr D’Aloisio—Can | take that on notice and speak to our chief financial officer and come
back to you. My recollection is that we can't carry forward what is unspent; it kicks in again
the following year—you start again.

Senator BUSHBY—There have been varying approaches by governments over the years
to that sort of thing.

Mr D’Aloisio—But | will clarify that and give you a written answer on that. I’'m sorry |
can't answer it.

Senator BUSHBY —Okay. Your 2009-10 budget is $315 million and it includes an extra
$15.5 million provided for the first time for enhanced monitoring. If you take away that $15.5
million it leaves you with a budget of $295.5 million, which is some $8.5 million less than
your appropriation for the previous year—or about a 2.7 per cent reduction. Is that the
efficiency dividend?

Mr D’Aloisio—Again, it may be. | will take that on notice as well.

Senator BUSHBY —Okay. So you are not aware of that, but | was going to ask you if you
actually assume that you spent that full $15.5 million on the enhanced surveillance, will that
2.7 per cent reduction in your budget reduce your operationsin any way?

Mr D’Aloisio—If you look at the overall position and the way we are travelling, we are
working within the budgets that we have been allocated and | feel comfortable that we are
working within those. You get some pluses and minuses along the way but there is nothing in
that that would trouble me. | may not be understanding the question properly, Senator.

Senator BUSHBY—You may not be. | am just noting that according to your 2008-09
budget you had an appropriation of $308 million, and in 2009-10 it looks like it was $295
million. So it has reduced significantly and | would imagine at a time when your
responsibilities have actually probably increased.

Mr D’Aloisio—Can | look at it and answer it for you, because—
Senator BUSHBY —I'm happy for you to take it on notice.
Mr D’ Aloisio—Thank you.

Senator BUSHBY—Now, the $15.5 million to be spent on surveillance, is that the money
for the enhanced activitiesin regard to market abuse measures?
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Mr D’Aloisio—In terms of the way we have reallocated and spent the budget we have
reallocated quite a significant part towards the market integrity side of the businessin terms
of priorities as part of the restructure, yes.

Senator BUSHBY —So0 you are saying there that you have actually moved funds around
within the commission.

Mr D’ Aloisio—Yes, within ASIC.

Senator BUSHBY—BUt you have actually been given an extra $15.5 million for,
according to this answer that you provided, and to use your words, ‘ enhanced monitoring'.

Mr D’Aloisio—Yes, and that would be in the market integrity market cases in terms of the
surveillances on the stock exchange and taking enforcement action insider trading market
mani pul ation—adding additional resources and technol ogy to do that.

Senator BUSHBY—So it is a broader enforcement, and the market manipulation phone
tap type things that were announced.

Mr D’ Aloisio—Yes. The statistics | quoted earlier following the strategic review have been
very much about getting a greater focus on the market manipulation insider trading area so it
is natural that we would spend more resourcesin that area.

Senator BUSHBY —In answer to question on notice SBT-21 you provide a table showing
the number of complaints received in the past three years and the average times for dealing
with them. The number of complaintsin that table appears to have been steadily rising as does
the average time taken to resolve them. For example, in 2006-07 there were 10,682
complaints, in the next year there were 11,436 and in the third year there were 13,633. The
average number of days to finalise has gone from 19 to 23 to 31. So that is just an observation
to start with—that, obviously, there were more complaints. But if you actually break them
down from the information you have provided, it appears that the number of complaints about
financial services seemsto be, at least on the basis of those numbers, the main reason for the
increase, and in fact if you do the sums and remove the financial services complaints, the
complaintsin other areas seemsto be falling. Is that an accurate conclusion?

Mr D’Aloisio—Yes, it is. Certainly, with the market collapses, the company collapses and
those issues and the retail investor losses, you would expect, as part of the 2008-09 year and
indeed this year, complaints to go up and also to go up in the financial services area.

Senator BUSHBY—Okay. Are complaints falling in other areas? Would you like to
comment on that?

Mr D’Aloisio—I do not think there is any sort of pattern and | cannot say it is because of
our work. But it isjust one of those things that is happening, maybe depending on the cycle
wearein.

Senator BUSHBY—What about the average number of days taken to finalise financial
services complaints?

Mr D’Aloisio—That is always difficult. We have put a lot more emphasis over the last
couple of years on the complaints and resolving them, and we are probably looking at more
complaintsin depth than we may have in the past with the additional resources we have put in
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that area. We have put a lot more focus on complaints in terms of being smoking guns for
what could be other, underlying problems that are going on. It may also be that Storm,
Westpoint and Opes Prime—and they have been difficult cases—are skewing the complaints
and the time that it takes to resolve them, because we have had some substantial, complex
ones. But, certainly, our people are very diligent about trying to resolve the complaints.

Senator BUSHBY —I understand that. Given that the number of days it takes to finalise
financial services complaints, not overall complaints—I| had to correct myself earlier—is
increasing and the number of complaints about financial servicesisincreasing significantly, is
there a need for a matching, corresponding increase in resources to address them?

Mr D’'Aloisio—There is always a judgment about being able to grow your resources, so
there may be an element of that in there. | will have alook at it with our people. | suspect it is
probably more about complexity than resources, but | will look at it more closely.

Senator BUSHBY—Okay. Just a quick follow-up: at past estimates you mentioned a
pending agreement with the union on staffing conditions; is that all finalised and approved by
the minister now?

Mr D’Aloisio—No. There are two classes of agreement. The ASIC levels 1 to 4 agreement
has been finalised, approved by the minister and is an operation. With the so-called EL1 and
EL2 agreement, we had reached what we thought were final negotiations before Christmas,
but the staff vote narrowly defeated it. So now we are in discussions and looking at putting a
revised offer, working within the government's direction on staff increases and with
ministerial approval.

Senator BUSHBY —What are the main types of issues that are still in dispute?

Mr D’Aloisio—The main issues are around quantum, around bonuses—yes, mainly that
sort of thing.

Senator BUSHBY—So, ultimately, there is the potential for further resource issues,
depending on how that goes? Basically, you are saying ‘we can't afford it’ and they are saying
‘we want more’ . So, depending on how it is resolved, it may end up costing ASIC.

Mr D’Aloisio—Yes, it may. But we are engaged in proper, bona fide discussions with our
staff, as our staff are with us. We are very fortunate at ASIC that we have got very good staff,
and | think thisis anissue that we will resolve with them, subject to the government’s overall
policies and direction.

Senator BUSHBY —And within your budget?
Mr D’ Aloisio—And within our budget. | am certainly pushing to achieve that.

Senator BUSHBY—OKkay. Do you have any projections for changes in staff numbers in
the coming year?

Mr D’'Aloisio—No, not at this point. We are flat out with the number of cases that we
have. We will start the planning process probably around April-May. Then we will know the
government’s budget and we will do the normal business planning for the year.

Senator BUSHBY—What about consultants? Are you able to give me any indication of
the current level of expenditure, budgeted and actual, on consultants?
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Mr D’ Aloisio—We can get you that information. | will takeit on notice and—

Senator BUSHBY —In doing so, can you provide alist of the consultants engaged and the
purpose of their engagement?

Mr D’Aloisio—We can do that. It is on our website, as well. We will give you that. One
point to note is that we are engaged in a very significant refreshing of technology, so our
external consulting spend will probably look higher than it would otherwise, but we will make
that point in the answer. We can give you the information. Most of it, | think, is on the
website.

Senator BUSHBY —We mentioned the additional $15.5 million you received for enhanced
surveillance and monitoring. In Octaber, you said that those funds were conditional upon fees
being charged to market participants. Can you expand on that? What do you mean by that?
What fees do you need to charge to market participants, and how does that create a
conditionality in respect to those monies?

Mr D’Aloisio—I may have misunderstood your earlier question. | think the funds that we
are talking about are for ASIC taking the market surveillance function from ASX. Inrelation
to that, the government, in making the decision that that function would come across to ASIC,
also allocated additional funding to enable ASIC to do that. | think the government has also
said that it expects those costs will be recovered. In the current draft legidlation it says that
they are to be recovered from the market operators on the basis that at the moment those fees
for running the surveillance function are absorbed within ASX’s trading fee, because it is a
cost that would be incurred by ASX in taking the surveillance function across to ASIC. So the
view would be that the costs of that function should continue to be borne by the market
through the market operator and not by the government. There will be legislation in relation to
that and there will need to be negotiations with ASX to sort that issue out.

Senator BUSHBY —So there will be more work to finalise the takeover of the ASX
responsibilities?

Mr D’ Aloisio—Yes.

Senator BUSHBY —What stage has that reached? | understand a bill has been introduced
and passed by the House this week. How are you proceeding with that? You indicated last
time that you have atask force.

Mr D’'Aloisio—Yes, we have a team headed by one of our commissioners and senior
leaders. We are working well with ASX in relation to bringing acrass systems and people, and
we are gearing up, as we have said, to be able to go online in the third quarter of this year,
subject to the passing of the legislation and issues that are being worked through. We are on
track to achieve that. We are comfortable that we can achieve that. We are also in the process
of completing the transition for the credit legislation. We are on track to do that, as well. So
our people are working hard to meet those deadlines, and we should be able to do so.

Senator BUSHBY—You mentioned that you are hoping to go online by the third quarter
of this year. When you say ‘online’, do you mean with the trading monitoring system or—

Mr D’ Aloisio—I mean in the sense that the changeover has occurred from ASX to ASIC.
Senator BUSHBY —Are you also |ooking at the trading monitoring system?
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Mr D’ Aloisio—Yes. Do you mean the real-time surveillance systems?
Senator BUSHBY —Yes.

Mr D’ Aloisio—Yes. We will have, as ASX has had, real-time surveillance of the market by
nanosecond or by—

Senator BUSHBY—In October, you mentioned that at that point you were looking at the
substantial technol ogy requirements—

Mr D’Aloiso—My understanding is that the tender process is complete. | have received a
recommendation, which | am currently considering.

Senator BUSHBY —Will that work in with your current systems or will it stand alone and
Separate?

Mr D’Aloisio—We are in the process of upgrading our own technology, so we do not want
to take arisk in doing too much at the one time. We will go with a system that is going to do
the job wel and then it will be sowly integrated back into our main operations as we
complete our technology refresh.

Senator BUSHBY —I will move to a different subject. | have been advised that some of
the obligations placed on financial services licence holders who dealt in forestry products in
notices sent from ASIC placed unreasonably high burdens on them—for example, requiring
them to provide details of clients as they stood at the time of purchase of the products,
information that in many cases required manual checking of historical paper records. It may
have been some time since that went on, and providing the details as they stood at the time of
purchase required manual checking of paperwork to see how it went. Are you aware of those
problems? Have they been raised with ASIC?

Mr D’Aloisio—| am not aware of them but | am happy to take that on notice and have a
look. If that is part of what is seen as a tightening up or adding additional obligations, | will
need to check with our surveillance team, but it would be understandable. These products
have been the subject of concerns. We have had failures. It would be part of ASIC to be
looking at that alot more closely.

Senator BUSHBY —I am not criticising the intent behind the natices. It is morein terms of
streamlining the way that they work. Basically | think it would work better for ASIC if it were
as easy as possible for the people who are being asked for the information to be able to
provide it. Maybe asking for historical information is not necessary. | am just hoping that
there will be some lessons learnt.

Mr D’ Aloisio—Let metakeit on board and see what we can do.

Senator BUSHBY —Particularly given that the Ripoll report and your submission to it
both suggested that there is a need for greater levels of targeted surveillance of financial
services licence holders and that there may well be anincrease in this type of activity.

Mr D’ Aloisio—Yes.

Senator BUSHBY—We will move into failed prosecutions and proceedings. You
mentioned the ESA account. How muchisin that?

Mr D’ Aloisio—The ESA account is $30 million a year.
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Senator BUSHBY —And, over time, that may build up? It is a cumulative account?

Mr D’Aloisio—The ESA account receives an annual appropriation of $30 million of the
funds. In order to utilise that account, the first one and a half million dollars of a matter needs
to be borne in our normal appropriation. Then, as chairman, | have the authority to draw the
ESA by sending aletter to the minister. If the draw is more than $20 million, then the minister
has to approve that draw. You are able to carry forward that $30 million, so you can use what
isnot used over a period. At the end of the 2008-09 period, | think we had drawn $24 million.
| can get you the numbers.

Senator BUSHBY —You had withdrawn $24 million. What was the balance?

Mr D’Aloisio—The balance would be whatever was able to be carried forward and also
the difference with the $30 million.

Senator BUSHBY —If it has been getting $30 million a year for a number of years, it may
have hundreds of millions of dollarsin it, depending on how regularly you accessit. Maybe if
you could take on notice to provide advice on how much has gone in over recent years and
how much has come out.

Mr D’Aloisio—Yes. | may give it to you again in confidence or to the committee. | will
just check the confidentiality issue.

CHAIR—Sorry, Mr D’ Alaisio, but in response to estimates you cannot give information in
confidence. It needsto be all on the public record. So please bear that in mind.

Senator BUSHBY —I do not need the details of the cases, just the quantum.
Mr D’ Aloisio—Okay. We can do that.

Senator BUSHBY—Particularly since you are probably about to take out some $14
million.

Mr D’ Aloisio—$13.8 million.

Senator BUSHBY—$13.8 million, is it? | wrote down ‘4.7 interest’. It was 3.7 interest,
wasit?

Mr D’ Aloisio—Yes.

Senator BUSHBY —Getting on to the specific cases: correct meif | am wrong, but did you
undertake in response to Senator Eggleston’s question to provide full details of the costs of all
cases?

Mr D’Aloisio—That was one where | will probably need direction from the chair.
Certainly | have taken on notice to provide that, but | do want to check, in terms of running
those cases—they are live cases—whether | can actually do that. | will take it on notice and
comply with whatever it is we need to do.

CHAIR—I think you can take it on notice. If it is going to compromise the cases,
obvioudly let us not. Thereisa public interest test.

Senator BUSHBY—Prima facie, it is hard to see how an indication of the costs involved
would compromise the arguments in the case, but certainly it would be good if you could
provide the total explicit and implicit costs of the cases. You have indicated you keep an
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internal track or estimate of the overall cost but also the specific costs of external legal
assistance, court costs and so forth. The Rich, Wilkie, Lindberg, Citigroup and Fortescue
cases are the ones | am most interested in.

Mr D’ Aloisio—Sorry, Rich—

Senator BUSHBY—It would be in the Hansard. Rich, Wilkie, Lindberg, Citigroup and
Fortescue. Thank you very much as well for your opening statement. | think that provided a
lot of information about ASIC's approach to these major cases and the steps you have taken to
improve processes in future. Specifically given those three cases at the end of last year, have
you taken any internal reviews to examine those? | know they are very different, but have you
examined the overall approach to these major cases in particular to see what whether there is
room for improvement?

Mr D’Aloisio—Yes. We clearly as a matter of proper process review any case, win or |0se,
what the lessons are. Fundamentally on this, because of the nature of them, we have an
internal review going on at the moment of commissioners and senior leaders and also getting
senior counsel assistance in relation to some of the comments the judges made. When we
have completed that we will then assess whether we need to do additional review, including
whether we need to bring in any external assistance to help in that review improve the
effectiveness of the way we investigate and run our cases. As | said in my opening statement,
| believe that alot of the changes we have put in place, because these cases do réelate to both
pre- and post-strategic review, | think the steps we have taken in place and the results we are
achieving, some of the results | mentioned earlier, are starting to give us at the commission
level the comfort that we are running these cases as well. However, because of the public and
community responsibility and generally because we want to improve, and we are concerned
that there are perceptions that have arisen from those cases, we are doing that further work
and will continue to do that work. | will make the results of that work available to the
committee.

Senator BUSHBY —I appreciate that. The work that you are referring to is a specific
review that ASIC decided to undertake following the high profile losses at the end of last year,
not something that was generally in place but specifically set up.

Mr D’ Aloisio—Yes.

Senator BUSHBY —I would like to ask some questions about process. | do not know how
we will go in terms of your answering those, but what separation of personnel is maintained
between ASIC investigators conducting the investigation and other ASIC start that might be
assisting in the preparation and running of actions.

Mr D’Aloisio—As | said earlier, if we take a criminal case, for example, ASIC's role with
acriminal case would be to do the investigation, quite detailed examination, get it to the point
of what would be called briefs for the DPP, for the Commonwealth Director of Public
Prosecutions. At that point the briefs would be handed over to the Commonwealth Director of
Public Prosecutions and we would work at their direction in terms of how the case is then run
through the courts. So, if you like, in the criminal area there is a clear separation between the
prosecutors, the investigators, counsel assisting in the case.
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In relation to civil cases, depending on their complexity, a lot of civil cases and
administrative cases are more routine. That separation is not as clear, but again if it is an
administrative matter we have delegates within ASIC who would handle that and make the
decisions on administrative matters separate from the people that actually investigate and ook
at the conduct. In the civil litigation area, the teams that develop the investigation and get to
the point of running civil litigation cases in coming to the commission will be assisted by
external counsel and we have ingtituted the office of Chief Legal Officer to provide
independent advice so that when it comes to the commission we have a process where we can
be comfortable that the rigour of an independent review has gone into the major case and then
the commission is able to assess the team's view, is able to assess the external legal counsel’s
view and our own internal CLO.

Senator BUSHBY —I know Senator Williams has some questions for you about some
other matters, so | will just ask one final question now, but, Chair, if Senator Williams finishes
before 11 pm, if you could come back to me that would be appreciated. We will see how we
go. Clearly, particularly with the high-profile cases which get widely reported in the media,
the impact on the defendants is real and immediate, regardless of the outcome. What
considerations do ASIC give to the fact that their case may well not be proven, whether
because they are innocent or because the evidence is not there, given the enormity of the
impact that may well happen?

Mr D’Aloisio—The decision to institute a case against individuals is a very serious one for
alaw enforcement agency, and we are very conscious of the reputation impact. We would not
commence a case on speculation. From a legal point of view as a commission, we would
always have to be satisfied that it has much more than reasonable prospects of success—real
prospects, strong prospects. Only if you get to that threshold issue would you then look at
other public issue considerations as to whether you should or should not commence that
proceeding. It is an extremdy serious thing, and we are very conscious of the impact it can
have on individuals.

Senator BUSHBY—That isall right. | do not argue; | am sure that that is the approach you
take, but are you hamstrung at all by the fact that you do not necessarily always have the
resources to fully investigate matters? For example, in the Lindberg case, it was reported—
and | note your comments to Senator M cGauran about reporting in newspapers—that a senior
manager with ASIC's fraud investigation unit, Brendan Caridi, estimated that just five per
cent of the transcripts of the Cole commission report were actually read by staff. Presumably
the other 95 per cent may have information that is quite relevant to the case. If you do not
have the resources to thoroughly analyse these things before you actually make decisions—

Mr D’Aloisio—The AWB case is a complex piece of litigation, and there is an appeal—
and it is an ongoing case so | have to be mindful of that. The comment that our senior
manager was making was that when the Cole inquiry was running it was not an ASIC
governance corporate issue at that point. At that point it was AFPissues of criminal breaches
of the law, a commission of inquiry. Our resources were following that case but, at that point,
my recollection of it was that it was not clear that ASIC would be looking at it from a
corporation’s point of view. Later on, it became clear that there were Corporations Act issues.
ASIC formed a team, did the investigation, put the resources in it that were needed and
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launched the proceedings. That is the background. In the appeal on AWB | think this issue
will get aired some more. Once we know the result of that we can talk about it further. But |
just want to assure you that when we take a case on—if you take Storm Financial, this
committee has been critical that we have not gone fast enough in relation to it. That is because
it isa complex case and, if we are going to get to the point of taking some proceedings, we
have to complete our investigations.

Senator PRATT—I have a brief question. | note that late last year a consultation on
market supervision reforms was launched. That included a change in the way the obligation
on domestic financial market operators supervise their financial markets. Instead, market
operators are responsible for the operation of their markets and the supervision and
enforcement of their operating rules which relate to operational issues. But it also included a
new type of rule called the ‘market integrity’ rule. | note the words ‘ market integrity’ have
come up a few times this evening. | think | have a general sense of what it is, but | would be
interested in hearing from you what is sought to be introduced through the introduction of that
new rule, given the changes | have outlined.

Mr D’ Aloisio—Isthat an ASIC or ASX consultation? | cannot get it in my mind quickly.
Senator PRATT—It isASIC. Minister Bowen's press rel ease states:

This follows on from the announcement on 24 August this year by the Treasurer and Minister Bowen
that the Australian Securities and Investments Commission ... would take over the supervision of real-
timetrading on all of Australia’'s domestic licensed markets.

The government is consulting on a new system for rule-making and enforcement of those rules by
ASIC inrelation to the domestic licensed financial markets in Australia.

Mr D’Aloisio—Can | take that on notice and give you a specific answer. It is really around
the operating rules and so-called rule around market integrity?

Senator PRATT—Yes. What is a market integrity rule? It has been described as a new
type of rule. | would like some clarity about what that means.

Mr D’ Aloisio—I will provide that.

Senator WILLIAM S—When can we expect a report on Storm Financial? It was due last
August. Hundreds and even thousands of people are awaiting this report. It will affect their
lives. When can we expect a report?

Mr D’Aloisio—I checked with the team before coming here this evening. The commission
will be able to look at the results of our investigation at the end of this month and we are
hoping to be in a position to outline the outcome of that in early March.

Senator WILLIAM S—Will you make that public in early March?

Mr D’Aloisio—That is what we are planning to do. At this stage, that is the advice | have
received from the team. As a commission, we have not received the final results of our
investigations, but | am told the team is targeting the end of February commission mesting.

Senator WILLIAM S—Does ASIC lack the resources to carry out these investigations? If
you had people working on it, could you do it quicker?
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Mr D’Aloisio—No. The Storm matter is ASIC's highest priority and has been for some
time. | am well aware and you would be too, we have seen on a number of occasions the
impact that it has had on these individuals. To give you an example, if you have 3,000
investors and they have been dealing in shares over a lengthy period of time, we have to
check all the transactions and we have to reconstruct those transactions, and we have to be in
a position that it is evidence of a nature that could be admitted in a court of law. | spoke
earlier about OneTd whichisalso acomplex case. It isthe nature of these cases.

Senator WILLIAM S—I believe it is complicated, but we are running out of time. | want
to take you to another issue. Accounting standards for ADIs treat all loan contracts, including
unsecured loans, as tangible assets. Is this not the case with, for example, debenture issuing
companies?

Mr D’ Aloisio—Debenture issuing companies are not ADIs.

Senator WILLIAM S—That is right. How do you define tangible assets when it comes to
debenture issuing companies?

Mr D’ Aloisio—I do not know.
Mr Dwyer—I can define tangibl e assets. In what context is the question?

Senator WILLIAM S—I have been informed that smaller companies that are not ADIs
that are not covered under APRA but under ASIC have had a tough time, especially when the
government decided to underwrite the investments in the banks, credit unions and building
societies but not in those smaller companies. They have had a horrid time because people
withdrew their money to put into safe havens during the global financial crisis. It appears they
have been treated unfairly and that, for example, unlisted debenture companies must display a
warning that investors may be at risk of losing part or all of the principal and interest they
have invested. Isthat true?

Mr D’Aloisio—I think that you may be referring to the guidelines that we give in relation
to unlisted, unrated debenture products. We found when a number of these debentures failed
that they were typically advertised as being ‘ leep easy at night, nine per cent interest, give us
your money, put it in, no problem.” There were no ratings—nothing associated with those—
and what was not being focused on was the risk that the principal, in terms of how it was
going to be used by the group to build property or whatever, was not going to come back. So
we have insisted that, if you are going to raise money through debentures from retail
investors, you have to focus on the risk of that money, the principal, not being there. If you
have invested the principal in an ADI and you tell the investor that, you have discharged your
duty in that and the investor knows. But, if you have invested that in a speculative property
investment somewhere else and you have lent the money you have raised to that property
devel opment company, we want you to tell them that as well, because that may affect whether
or not they are comfortable with the risk on the repayment of the principal. So we see quite a
difference between putting your money on term deposit and putting it in a debenture that may
be on-lent—the company on-lends the money raised through that debenture—to speculative
property or other types of investors. We are focusing the retail investor by telling the retail
investor to ask the hard questions about where the principal is and the chances of getting it
back. We are saying to the issuer of the debenture, ‘ You have to disclose certain things on an
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“if not, why not” basis, and if you are not going to have a particular sort of leverage or you
are not going to invest in certain assets then you have to tell the investor why not.’

Senator WILLIAMS—Are you lodging a submission to the Senate inquiry into
liquidators and administrators?

Mr Dwyer—Yes, we are.

Senator WILLIAM S—You have not lodged it as yet?
Mr Dwyer—No, we have not.

Senator WILLIAM S—Will you tomorrow?

Mr Dwyer—We have spoken to the office and we have an extension until early March. We
expect to lodge our public submissionin early March.

Senator WILLIAM S—Isthere any particular reason you require that much time?

Mr Dwyer—We have taken the inquiry and ASIC's role in the insolvency industry very
seriously. | guess you are aware that insolvencies have increased substantially in the last two
years, and the resources that ASIC has put into insolvencies during those last two years have
been substantial. Clearly it has taken us a lot of time to accumulate and analyse the statistics
that we require from our complaints area so we can provide appropriate information and
outcomes for us to comment appropriately through our submissions. The reason we want
extra time is to ensure that the report is fulsome and that it does provide reasonable
information for the Senate to base its conclusions on.

Senator WILLIAMS—Thank you. | want to move to some liquidators. Stuart Ariff who
has been scrubbed out for life—I believe he is an accountant; Geoff McDonald, out for two
years—I believe he is a barrister; and Dean McVeigh, out for 18 months. When these people
are suspended or scrubbed out for life as liquidators, can they still practise in their other
profession? For example, could Stuart Ariff practise as an accountant?

Mr Dwyer—Yes, he could, but that would depend on his qualifications and what his
foundati on body—

Senator WILLIAM S—I would assume, as he was a registered liquidator, he would be an
accountant.

Mr D’Aloisio—And the nature of the disqualification, if it has involved issues of honesty
and so on.

Senator WILLIAM S—Sure. | have heard a lot of things about Stuart Ariff, none of them
very good. Justice Bergin—

Senator Sherry—And you are about to use privilege to put them on the public record.

Senator WILLIAMS—No, this comes from court cases, Minister. If you listen, | will
explain it to you. This is from an article in the Australian about the 83 allegations of
misconduct proved against him:

The case was completed in one day, with alisting of examples of gross misconduct.

ECONOMICS



E 182 Senate Thursday, 11 February 2010

CarLovers main creditor, the Malaysian-based Berjaya Group reckons Ariff ripped out $13m in
disbursements and fees over four years ...

Ariff admitted to charging CarLovers for family holidays, hairdressing appointments, big restaurant
bills and other outlandish expenses.

For instance, there was a $208,300 consultancy bill involving Ariff’s father for services that had no
relationship to the administration of CarLovers ...

He accepted ASIC's allegation that he was paid $170,213 from a creditor of Sid Fogg for the GST—
but never paid the tax office. The article goes on:

He also admitted to wrongdoing concerning Bulla Tip, including the “fictitious” creation of a charge to
secure a payment of $400,000 to State Securities, a company fronted by Mr Karas.

He then paid Mr Karas's State Securities $400,000 when he knew State Securities had not paid that
amount to the Bulla companies.

The case that really got the court going was HR Cook Investments, which was liquidated in June 2006
after the principal died, leaving the money to members of the family, including minors.

Ariff was appointed liquidator of HR Cook and used hundreds of thousands of dollars of its money for
legal fees that had nothing to do with that company.

... ASIC to continue what it said it would do in court and pursue further investigations against Ariff.
When did you start investigating Stuart Ariff?

Mr Dwyer—Our initial complaints came in late 2005 and early 2006. There were a
number of complaints at that time, which were investigated by ASIC. No further action was
taken at that time.

Senator WILLIAM S—You had some complaints in 2006 and no further action was taken
at that time?

Mr Dwyer—On those complaints, yes.

Senator WILLIAM S—CarLovers spokesman lan Fong said it was a shame ASIC did not
act earlier. He said:

It's a shame ASIC didn’'t act when we made our first complaint back in 2005. The damage that Mr Ariff
and his group caused would have been much less.

Adele Ferguson said in her column:

The Berjaya Group, frustrated with ASIC, came to The Australian in 2007 and told their story. Within
days many more victims of Ariff contacted the newspaper, and ASIC started action.

Is there any truth in that, because of the public display of Ariff’s actions brought out in
Australia by Adele Ferguson? |s that what made you act?

Mr Dwyer—I cannot comment on that.
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Mr D’ Aloisio—We will look at that. | do not think that is the position but we will look at it
and give you a response.

Mr Dwyer—We pick up intelligence from everywhere in relation to complaints. Certainly
if there were allegations in the press as well as complaints then that would be something we
would certainly consider, Senator.

Senator WILLIAMS—Mr Dwyer, since | have instigated this inquiry, | have been
inundated with calls from people. The first question | say to themis: you have problems; have
you reported this to ASIC? It is like a scratched record: ‘1 have done that and received
nothing.” That is a common thing of not once or twice, but probably 30 or 40 times people
have said to me: ‘| have reported to ASIC. | get an automatic response on the computer and
there is never any action taken.” That report to me is so common that | am of the opinion that
you are either underresourced, or you do not look at the little issues or whatever. What is the
situation?

Mr D’Aloisio—I think, as Michagl was saying in our submission to the inquiry, we will go
through these complaints and the complaints records in some detail with that committee. It is
one thing to say, ‘| have given some information to ASIC,’ and it is quite another to conclude
from that that ASIC then has a case that it can take action on and, indeed, that it can find the
evidence to take action on. | think you do have to look at the complaint, what it was and its
nature. We will, as Michael said in what we put to the committee, go through the complaints
that we have received and see how we have handled them. We did this, you may recall, with
the PIC in relation to Storm.

Senator WILLIAMS—That is fine. There was a case in Adelaide that | have been very
involved in and thank goodness Mr Justin Owen from your organisation came to Adelaide
with me. | asked the man there if he reported it to ASIC and he said he did years ago and
could not get a response. Luckily, thanks to Justin Owen, the files are now taken and | believe
ASIC islooking at this situation, and they certainly should be. He is just a typical person who
said that he had been to ASIC and just got the cold shoulder.

Thisis acommon complaint | get, and | come back to the situation: no matter how small or
how big the issue, | question if you are resourced enough. Are you lacking staff? Why are so
many people saying, ‘Waste of time goingto ASIC.’ Thisiswhat | get on aregular basis: why
isit? Are you not resource enough? Are you not staffed well enough? What is the reason?

Mr D’Aliosio—Your propositions there are too general in the sense that, in terms of the
inquiry we have said we will go through those complaints and see if, indeed, there is a
resource issue. | do not think thereis; | think we are handling the complaints and taking them
through, and simply because people are dissatisfied with the result of our inquiry does not
mean that there was wrongdoing, or that ASIC has been slack. But we have said that we will,
in the submission to the inquiry, put that information there for you and for usto debate further.

Senator WILLIAMS—OKkay. Liquidators are registered with you—is that correct?
Mr D’ Aliosio—It is my understanding.

Senator WILLIAMS—About 562 in Australia, | believe. Is there an annual return or
examination that a person has to go through when they are aliquidator to ASIC?
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Mr Dwyer—There are approximately 700 registered liquidators, of which about 550 are
practising. We register liquidators, we do not licence them. When they are registered, they
compl ete the necessary documentation. They do not, like bankruptcy trustees, go through any
interview process.

Senator WILLIAMS—They don't?
Mr Dwyer—No, they do not.

Senator WILLIAMS—So they do not fill in a report to you each year saying, ‘We have
kept our nose clean, we have done everything right’ ?

Mr Dwyer—Each year they lodge an annual return.
Senator WILLIAM S—OKkay, they just fill that in themselves?
Mr Dwyer—Yes, they do.

Senator WILLIAM S—Do you ever question them on their—how can | put it—ethical
standards and behaviour et cetera?

Mr Dwyer—No, we do not. It isreally not within—
Senator WILLIAM S—Itisleft up to them?

Mr Dwyer—I do not think it is left up to them; it obviously comes through the system in
terms of complaints.

Senator WILLIAMS—I| want to take you to personal indemnity insurance. Do all
liquidators have to have that?

Mr Dwyer—Yes, they do.

Senator WILLIAM S—Okay. If they do not renew it, or cancel it, are you informed?
Mr Dwyer—I would have to take that one on notice.

Senator WILLIAM S—So, it islaw that they have to have Pl insurance? Is that correct?
Mr Dwyer—Yes.

Senator WILLIAM S—That insurance—does it cover things like fraud?

Mr Dwyer—Yes.

Senator WILLIAM S—It does?

Mr Dwyer—Yes.

Senator WILLIAM S—Good-oh. | noticed Ariff's Pl insurance had not been renewed.
Was ASIC aware of that early in the days?

Mr Dwyer—ASIC is aware of that, yes.

Senator WILLIAM S—Before the end of the court case? Was it only after the court case
of Ariff that you discovered that?

Mr Dwyer—I could not comment on that.

Senator WILLIAMS—If they do not renew their Pl insurance, is it up to them to notify
ASIC?

ECONOMICS



Thursday, 11 February 2010 Senate E 185

Mr Dwyer—It would be declared on their annual return, | think.
Senator WILLIAM S—Theannual return might be done when?

Mr Dwyer—If it expired before the annual return they would not have to declare it until
the annual return was due.

Senator WILLIAM S—Do you think they should?
Mr Dwyer—I think that is probably worth looking at, yes.

Senator WILLIAM S—I think it is too. We are running out of time; no doubt we will meet
again in the near future.

Senator Sherry—You have not joined the corps and financial services committee?
Senator WILLIAMS—No, | havejust joined this committee.

Senator Sherry—You can have seven goes a year, from what | understand!
Senator WILLIAM S—Can you?

Senator Sherry—It used to be six.

Senator WILLIAMS—That will do me at this stage, thank you, Chair.

CHAIR—Thank you Mr D’ Aliosio, ASIC and Minister. Thank you also to the secretariat,
Hansard and broadcasting. The committee is now adjourned.

Committee adjourned at 10.59 pm
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