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Committee met at 9.30 am

CHAIR (Mr Craig Thomson)—I declare open this public hearing of the House of
Representatives Standing Committee on Economics. | welcome witnesses, members of the
public and the media. The recent disasters in Australia have led to a tragic loss of life and
have inflicted significant physical damage to both urban and regional areas. Many people
acted heroically to save the lives of others and many people have since acted selflesdy in
assisting the clean-up and reconstruction. As with any large-scale disaster, governments at all
levels are also involved. At the national level, the defence forces have given much needed
assistance on the ground to residents and businesses. Agencies such as Centrelink and the tax
office have also played their part.

The Commonwealth government has indicated the wish to provide financial support to
flood affected areas. The damage and financial cost is of such a scale that the Commonwealth
is changing spending priorities and taking other action to meet the costs of these new
commitments. One of these changes is to introduce a temporary flood reconstruction levy on
individual taxpayers for the 2011-12 financial year, which is designed to collect $1.8 billion
dollars in revenue. Under the new arrangements in this parliament, the bills that implement
the levy have been referred to this committee for consideration and report. We are holding
this public hearing today with key stakeholders and agencies to discuss the levy and any
impl ementation issues that are relevant toit.

Before we start and get to the withesses, we have some submissions that have arrived. Is it
the wish of the committee that submissions 1 to 5 that have been circulated to thisinquiry into
the Tax Laws Amendment (Temporary Flood Reconstruction Levy) Bill 2011 and the Income
Tax Rates Amendment (Temporary Flood Reconstruction Levy) Bill 2011 be received and
authorised for publication? There being no objection, it is so ordered.

On behalf of the committee, | welcome witnesses. | remind you that, athough the
committee does not require you to give evidence under oath, these hearings are lega
proceedings of the parliament and warrant the same respect as proceedings of the House or
the Senate. The giving of false or miseading evidence is a serious matter and may be
regarded as contempt of parliament.

ECONOMICS
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[9.33 am]

MRAKOVCIC, MsMaryanne, General Manager, Tax Analysis Division, Department of
the Treasury

PARKER, Mr David John, Executive Director, Revenue Group, Department of the
Treasury

RAY, Mr Nigel, Executive Director, Fiscal Group, Department of the Treasury

WILLCOCK, Mr Michael, General Manager, Personal and Retirement Income
Division, Department of the Treasury

CHAIR—I invite you to make an opening statement.

Mr Ray—Thank you, Chair. We do not have an opening statement. We are happy to go
straight to questions.

CHAIR—I will kick off in relation to that. The estimate of the damage for which this bill
is set to raise $1.8 billion is getting close to $6 billion worth—3$5.8 billion. Has Treasury seen
any work that has come up with that figure or was it Treasury that estimated that figure?

Mr Ray—We worked with our colleagues in the Department of Finance and
Administration and the Attorney-General’s Department as well as the Queensland authorities
to derive that estimate. | think the government has made it quite clear that that is a very
preliminary estimate. So there are a number of components to that, which the Prime Minister
set out in an attachment to her press release announcing the package. Clearly, the single
biggest component of that is the cost of reconstructing public infrastructure in Queensland
following the floods. That estimate is one that is particularly preliminary. We have received
quite detailed information from the Queensland Treasury, who in turn have compiled that
information on the basis of material they have been provided by local councils in Queensland.

CHAIR—What are the risks, then, with this being such a preliminary cost? What sort of
possible margin of error are we talking about?

Mr Ray—I do not know that we would want to put a margin of error on it, but we would
stress that the estimates are preliminary. In terms of the damage from the Queensland floods,
the estimates could go either way. As things stand with the direct Commonwealth payments, |
think we are till within our estimates, so we have not yet reached what we estimated we
would provide. But in terms of the impact on infrastructure, it is still early days.

CHAIR—What sort of timeframe do you think we are looking at before we have a—

Mr Ray—We will not get final estimates for a number of years—it is not a matter of
weeks or months. But, as we put the budget together, we will put our best estimates into the
budget at that time.

CHAIR—This of course is not the first time the Commonwealth has put a levy on
taxpayers. How is this levy different, if it is, in any material way from levies that have been
put on in the past?

Mr Ray—I might start, but my colleague Mr Parker, who looks after Revenue Group, is
probably better placed to answer that. We used to have all manner of levies back in the middle
of the last century.

ECONOMICS
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CHAIR—I am specifically referring to the previous government’s.
MsO’'DWY ER—Of course you are!

Mr Ray—I think the previous government announced two levies on income, one of which
was designed as an increase in the Medicare levy. So that was designed just as the Medicare
levy is designed. The other, which was for Timor, which was announced but never
implemented, was designed in a dlightly different way. It applied only to people whose
incomes were above $50,000 but it applied to the whole of the income. This levy is designed
so that it only applies to the marginal income above the thresholds, whether they be $50,000
or $100,000. So it is designed in the same way that the personal income tax rates scale is
designed, so that the marginal rate applies to the marginal dollar. So it is different from
previous levies.

CHAIR—Wereyou involved in designing thislevy at all?
Mr Ray—We certainly provided advice to the government on the design of levy, yes.

CHAIR—In relation to that advice, what were the sorts of considerations that went into
structuring it in the way in which it has been?

Mr Ray—The government structured it the way it is. | think they have been quite public
about this. They wanted a levy that was designed to be quite progressivein its structure. They
wanted a levy that did not apply to people on lower incomes at all. And they wanted a levy
that exempted certain categories of people.

CHAIR—There has been some discussion in parliament about the figure of $1.8 billion
that it has been estimated will be raised in revenue from this levy. Is that a preliminary figure
aswell? How was that estimate reached?

Mr Ray—I will ask Ms Mrakovcic to help, and she might well answer, but that isin quite
adifferent category. That is a more robust esti mate.

Ms Mrakovcic—We estimated that figure in my division. Essentially, we estimated it by
drawing on historical data that we had on the number of taxpayers and the distribution. We
upgraded that data forward into 2011-12, taking account of broad trends in population and
wages growth et cetera. You come to an estimate of how many net taxpayers you expect to
have incomes above $50,000 and that in turn generates the estimate of $1.8 hillion. The
number of people who were exempt from paying or would be exempt from paying the levying
was based on looking at expected client numbers of the AGDRP, which we obtain from the
Department of Finance and Deregulation. We also looked at what those figures suggested
around the proportions of people in those areas affected by the floods. We sought to
extrapolate that to the NDRRA areas and came to an estimate of how many people we
expected to be impacted by the floods. We also mapped their income distribution to the
broader population and came up with an estimate of the number of people who would be
exempt from paying the levy.

CHAIR—So do we have an estimate as to the number of people who will be paying the
levy? Do we know that figure?

Ms Mrakovcic—The number of who we projected to have incomes above $50,000 and
who will be paying the levy, before you take account of the number of exempt people, was
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around 4.84 million. Then there was an estimate of 185,000 people who you would anticipate
to be paying the levy otherwise but who would be exempt by virtue of the fact that they were
in receipt of an AGDRP payment or were expected to assess themselves as such from an
NDRRA area.

CHAIR—So around 4.7 million people you estimate will be paying the levy?
Ms Mrakovcic—It is around 4.84 million and then 185,000.

Mr CIOBO—Weas that the net figure or the gross figure?

CHAIR—The 4.8 isthe net figure.

Ms Mrakovcic—Our estimate of the total number of net taxpayers earning above $50,000
is4.84 million. Then 185,000 people, we anticipate, would not pay it, by virtue of the fact that
they would bein receipt of an AGDRP payment or in an NDRRA area.

CHAIR—What proportion is that of taxpayers—the 4.8 million who will be paying the
levy? Obvioudly there are those earning under $50,000 who will not, and those in the affected
areas. So what proportion of taxpayers are actually going to be paying this levy, as a
percentage?

M s Mrakovcic—I think it isjust under half.

Mr Parker—There are roughly 10 million taxpayers, soit isabit under half.

CHAIR—I know that 70 per cent of my electorate do not pay it, but | was interested in the
figure more generally. What proportion of taxpayers paid the previous levy, under the
previous government?

M s Mrakovcic—We do not have information on that with us at the moment.

CHAIR—There were not exemptions last time of this order of magnitude, though, were
there?

Mr Ray—With the Timor levy you did not pay it until—
MsO’'DWYER—The Timor levy was not paid at all.
CHAIR—I mean the gun buyback.

Mr Parker—We can take that on notice.

Mr Ray—The gun buyback would have followed the distribution of people who would be
subject to the Medicare levy, but we can take it on notice to see if we can come up with a
number.

CHAIR—Thank you.

Mr CIOBO—The necessity for alevy is built upon what? Is it a political judgment or isit
a consequence of the shape of the budget? What drives the necessity for alevy?

Mr Ray—That is a complex policy question, and traditionally we do not answer those
sorts of questions. Traditionally we would leave ministers to answer that sort of a question. |
will try to help you, if | can.

Mr CIOBO—From a Treasury point of view, what drives the necessity for alevy?
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Mr Ray—I think the way to think about it is that when an event such as this happens the
government has a number of choices. Thefirst clear choice it has to make is whether it allows
the consequences to the budget to go to the budget bottom line or whether it decides to adjust
policy and maintain a particular bottom line.

Mr ClIOBO—In other words, when you talk about the consequences going to the budget
bottom line, you are talking about an erosion of the net Commonwealth position, whereby
there is presumably less revenue coming in and more expenditure going out and, therefore, if
you are in surplus you would be in aslightly lower surplus and if you are in deficit you would
bein dightly more deficit. Isthat correct?

Mr Ray—It depends, but in broad terms that is right. In this particular case, given
everything else not changing, we would have had a bigger deficit this year and a larger deficit
next year and a potentially smaller surplus the one after.

Mr CIOBO—So, taking everything else as being equal, we would have a dightly bigger
deficit as a consequence of these disasters?

Mr Ray—As a consequence of these disasters—
Mr CIOBO—So the deficit would have been less had these disasters not occurred?

Mr Ray—If everything else was equal and if the government had not taken the policy
action it took.

Mr CIOBO—So, from a policy perspective, if | put it to you that the reason you would
introduce this reason is that it helps to ensure that your budget deficit does not get worse,
would that seem like a logical, robust economic basis for introducing the levy? Is there
another reason that you would not?

Mr Ray—I think you need to think about what the initial conditions for the economy are
before—

Mr CIOBO—We know what theinitial conditions of the economy are.

Mr Ray—One of the things to take into account is that, but for the natural disasters, the
economy is very strong and is going to be approaching full employment. In those
circumstances—

Mr CIOBO—AnNd the level of debt?
Mr Ray—Beg your pardon?

Mr CIOBO—Thelevel of debt.

Mr Ray—What about the level of debt?

Mr CIOBO—Y ou said unemployment is low and the economy is strong. | am just asking
about the level of debt.

Mr Ray—The level of Commonwealth public debt?
Mr CIOBO—Caorrect.
Mr Ray—It s, by world standards, very low.
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Mr CIOBO—=Can you just give me a figure on Commonwealth public debt and how it
compares to, say, the last 12 years? | just want an accurate picture. You are providing a
background, so | would like to complete the picture.

Mr Ray—The latest estimates we have for 2010-11 shows net debt as 5.7 per cent of GDP.
Ms O’'DWY ER—Can you give us the actual figure?

Mr Ray—Of net debt?

MsO' DWYER—Yes.

Mr Ray—Itis $79.6 hillion.

Mr CIOBO—What is the difference between a levy and a tax?

Mr Ray—I had not finished my answer.

Mr ClOBO—Sorry. Please continue.

Mr Ray—I was going to say that the other factor that | think is worth thinking about is
around fiscal credibility. One of the lessons of the recent past globally is that fiscal credibility
is extremely important to macroeconomic management. That would be something that would
be arelevant consideration.

Mr CIOBO—In layman’'s terms, when you say ‘fiscal credibility’ what are you referring
to?

Mr Ray—That the government has a fiscal strategy which is credible; that is what it
means.

Mr C1OBO—I think you have used the same word, just in a different context. So what are
you saying?

Mr Ray—I amnot sure that | can turnit into layman’s language.

Mr CIOBO—Are you trying to say, ‘ So that we do not end up with a situation where debt
and the government’s bottom line are so bad as to make us not look credible ? Is that what
you aretrying to say?

Mr Ray—No. What | am trying to say is that it is quite important for macro management
for the market to have confidence in the future path of what the government’ s budget position
isgoing to be.

Mr ClOBO—So the budget position is a deficit surplus?

Mr Ray—Yes.

Mr CIOBO—So the market has faith that it is not going to continue to be in deficit, or the
deficit is not going to continue to be worse—is that what you are saying?

Mr Ray—I think many OECD countries would love the market to have faith that their
deficits were not going to continue to get worse.

Mr CIOBO—What is the difference between atax and alevy?

ECONOMICS
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Mr Parker—It islargely a matter of alabel. In economic terms, of course, it represents a
flow of cash between the taxpayer and the government. So in economic termsit is essentially
the same.

Mr CIOBO—So atax and alevy are the same thing? So it is not incorrect to call it a flood
tax. Consider previous unfortunate natural disasters that we have had. In 1990, for example,
Queendand and New South Wales—Charleville and other places—six were Killed,
unfortunately; 60 were injured; 2,000 homes were inundated. In 2006, from Cyclone Larry
there was a damage bill of $1.5 billion. There were the tragic circumstances of Black
Saturday in 2009: 173 people were killed; 2,000 homes were destroyed; there was about $4.4
billion worth of damage. Why is this different from those previous situations? And why was
there not a need to impose a new tax previously?

Mr Ray—I think the short answer to the question is that in those previous cases the
government of the day decided not to impose a tax.

Mr CIOBO—Is that because we were basically in a surplus position? Does that make it
easier to decide not to impose a new tax?

Mr Ray—In 19907 | am trying to remember.

Mr CIOBO—Let us deal with 2009—the most recent—because we know that we took 10
years to pay off $96 billion of previous Labor debt. So let us deal with one when the
government was in surplus.

Mr Ray—In 2009 the underlying conditions in the economy were very different. We were
facing a very large shock to aggregate demand. The budget was going into deficit and was
facing a major macroeconomic shock; those circumstances were very different from the
circumstances that—

Mr ClOBO—Sorry—so why previously was there not a need to impose a tax and this time
there is? Is it unrelated to the budget bottom line? Is there no connection? Because | got the
impression from your previous answer that there was a connection between the two.

Mr Ray—What | am saying is that, in 2009, the underlying economic conditions were
very different from the underlying economic conditions—

Mr CIOBO—I am sure. That is the whole point. The economy is never exactly the same;
it does change over time. So my question again is: why, previously, for natural disasters have
we not imposed a new tax but this time we are? Is it because it has some reference to the
budget bottom line? From your previous answer | got the impression that the answer is yes.

Mr Ray—I think there are two factors. One is that you need to take into account the
conditions that the economy is in at the time of the disaster. My recollection is that the
magnitude of the fiscal cost of the bushfires in 2009, tragic as they were, or of Cyclone Larry,
were much smaller than the magnitude of the fiscal cost of this particular disaster.

Mr CIOBO—At $4.4 hillion? That was the estimate on the Black Saturday costs. Let me
rephrase the question then. Are you saying that there is no connection between the budget
bottom line and the need to impose a tax?

ECONOMICS
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Mr Ray—No, | am not saying that. Indeed, the government has said that the reason that
they are imposing the levy and the reason that they are adjusting spending prioritiesis so asto
pay for the reconstruction effort—I think the term that the Prime Minister has used is, ‘as we
go'.

Mr ClOBO—Because otherwise the deficit would be worse.

Mr Ray—Otherwise the deficit would be larger.

Mr CIOBO—AII right. Thank you.

Mr Parker—There is one other dimension that was mentioned in the Prime Minister's
announcement. It is that the economy is at or approaching a full employment situation. There
are pressures, particularly in the labour markets that are relevant for reconstruction work. So,
as well as the macroeconomic dimensions to this, there is a second layer of economic
management. For that reason, the government has announced cuts and reprioritisations of
various spending programs. These are designed to help to free up labour that might otherwise
be employed so that not too much pressure is put on those labour markets, such as the
construction worker market. This will make room, if you like. Thereis a similar dimension to
the tax.

Mr CIOBO—Would it have been less expensive for government had the Queensland
government insured the public infrastructure that is at the epicentre of the costs of rebuilding?

Mr Ray—If | may be so bold, the better question is: would it be more expensive for the
economy and for the population at large if different insurance arrangements had been in place
in Queensland? | do not think that any of us know the answer to that question, because we do
not know how expensive those insurance arrangements would have been and therefore the
impost on Queensland taxpayers.

Mr CIOBO—But the Commonwealth would not have had to pay the premium; the
Queendand government would have. Therefore, the costs would have been lower to the
Commonwealth. Why are you aggregating it all?

Mr Ray—The natural diaster arrangements are designed to spread the burden of natural
disasters across the Australian community rather than having them fall particularly on thosein
disaster affected areas. If we were approaching that problem, we would not be looking at it as
a Commonwealth versus state spending issue. We would start by looking at what the impact
was on the economy and society as a whole. We do not know the answer to that question,
because we do not know how expensive it would have been.

CHAIR—I want to clarify an answer you gave to something that deputy chair raised with
you so that | understand it clearly. He was trying to get you to say that the state of the
government’ s budget was the sole consideration in relation to the levy. Y our answer was that
it was the state of the economy, which is much broader than the state of the budget.

Mr Ray—I may have been fumbling to an answer. | was trying to say that thereis a factual
connection. If the government had not adjusted its spending or proposed to raise this levy, the
deficit would have been larger. That isfactual; A leads to B. But the point that | was trying to
make was that the decision in that regard whether to allow it to go on the budget or whether to
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adjust palicy to pay for it was affected by its view of the current state and future path of the
economy. That iswhat | was trying to say. Mr Parker added to that more eruditely than I.

Mr STEPHEN JONES—I am interested in going back to some of the costs associated
with the recovery effort. Has the Queensland government or the federal Treasury availed itself
of a breakdown of some of those costs? | am particularly interested in the infrastructure costs
that you have identified.

Mr Ray—Certainly the Queendand Treasury has quite detailed estimates. | think that Mr
Bradley is coming before you next and he will probably tell you their preliminary estimates.
Those estimates have been shared with us.

Mr STEPHEN JONES—Are you able to provide the committee with a breakdown of
some of those costs?

Mr Ray—Why don’t | take it on notice and see what we can provide the committee?

Mr STEPHEN JONES—To the best of your knowledge, are you able to give us a
breakdown in relation to the infrastructure costs agai nst line items?

Mr Ray—In round numbers the Queendand flood infrastructure cost is estimated to be
about $5 billion. Of that, the Commonwealth’ s share would be three-tenths of $5 billion. Then
there is a round estimate of $1 billion for infrastructure costs for other natural disasters in
2010-11. The other line items for the Queensland floods and the AGDP are an estimate of
$600 million, the Disaster Income Recovery Subsidy of $120 million and there have been
donations to the state relief funds and appeals.

Mr STEPHEN JONES—I am particularly interested in the breakdown of costs for
infrastructure itsdlf, because you have identified infrastructure.

Mr Ray—Itisonly public infrastructure.

Mr STEPHEN JONES—We will come back to that issue because Queensland, like many
other states, has a mixture of public and private infrastructure. That is the largest component
and, as it has been said many times, risks are on the upside so it would be useful for us to get
an understanding—

Mr Ray—I do not know that | said that risks are on the upside. At the moment we would
say the risks go both ways.

Mr STEPHEN JONES—What about private infrastructure? Will any of the earmarked
$5.8 hillion be going towards—

Mr Ray—No.

Mr STEPHEN JONES—So an additional rebuild will be required for some of the private
infrastructure?

Mr Ray—Yes, and, as a result, there will be some cost to the Commonwealth budget
through revenue, but we do not directly pay for it.

Mr STEPHEN JONES—Y ou talked before in relation to a response to a question from, |
think, Mr Ciobo about a macro-economic strategy in capacity constraints. | assume that
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Treasury has looked at this area and at the risks associated with a massive rebuild in, amongst
other places, South-East Queensland to our capacity constraints?

Mr Ray—Indeed, we have. | am not sure that we have that much to add to what Mr Parker
has already said. Clearly, given our expectations of construction activity in Australia,
particularly associated with the mining sector and the current state of the labour market—
which | think is about five per cent unemployment nationally—and given where we see
unemployment going over the next 12 to 18 months, there will be a need to make room for the
reconstruction activity. As Mr Parker has said, that is one of the reasons why the government
has reprofiled some of its infrastructure spending.

Mr STEPHEN JONES—That is, pushing back certain projects and reprioritising projects.
Isit true that the levy, as proposed by the government, also has a material job to do in terms
of managing some of thoseinflation pressures?

Mr Ray—The levy is small. It is being paid by higher income earners and it is clearly
temporary. So in those circumstances we would expect there would be some minor
adjustment, probably to saving behaviour as much as anything else.

Mr STEPHEN JONES—A couple of questions about Queensland’ s contribution to GDP
and the impact of the flood and the disasters in Queensland on GDP. Has the Treasury done
some modelling on the impact of the disaster on—

Mr Ray—Yes, we have. The government has published the broad results of that. Our
estimate is that it will affect GDP growth by about half a percentage point in 2010-11,
negatively, and most of that will be in the March quarter. Then in the recovery phase there
will, as aresult, be someincreasein GDP growth.

Mr STEPHEN JONES—How important does Treasury think it is for the rapid rebuil ding,
replacement and repair of public infrastructure to meet those GDP estimates or forecasts?

Mr Ray—We would think that the primary need for rapid rebuilding of the infrastructure
is to help affected communities. That would be our primary concern rather than the GDP
forecast.

Mr BUCHHOL Z—I want to pick up on and drill down a bit more on those costings. Do
you guys have an idea of the difference between the cost of flood damage and the cost of
cyclone damage, and is that all included?

Mr Ray—The estimates | described that were in the Prime Minister’s press release were
clearly estimates before the cyclone damage. There was some allowance for natural disasters
outside of the Queendand flood area because we knew about the Victorian floods, the
Western Australian floods and the New South Wales floods. We have not yet got a reasonable
estimate of the cost of Cyclone Yasi. It is a bit harder to tell. Whether or not that is going to
add anything to the global envelope, | do not know.

Mr BUCHHOL Z—Y ou would think it would. So we arein an environment at the moment
wherewereally do not know what the true cost is yet?

Mr Ray—Of Cyclone Yasi? No, we do not.
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Mr BUCHHOL Z—We do not have the total cost. We have part of the reconstruction cost
but we do not have the reconstruction costs for Y asi.

Mr Ray—We have not got as firm an estimate for the reconstruction costs of Yasi. But we
know that, in magnitude terms and in dollar terms, it would be quite a bit smaller. We have
the Cyclone Larry experience to base that on.

Mr BUCHHOL Z—Would you like to make an estimate?

Mr Ray—I think the way the Prime Minister has handled this is the way that 1 would
handle it, and that is that in Cyclone Larry the infrastructure cost to the Commonwealth was
about half a billion dollars. | would expect that the government will publish detailed estimates
in the budget.

Mr BUCHHOL Z—So we will have detailed estimates?

Mr Ray—We will have updated estimates on the cost of the floods and we would have an
estimate of the impact of Cyclone Yasi.

Mr BUCHHOL Z—But, at this point in time, with the bill before this committee, we do
not particularly know what the big number is going to be?

Mr Ray—Wesell, as to the bill before the committeg, | do not think it is affected by that, but
that is not really for meto say. All | can tell you iswhat our estimates are at the moment.

Mr BUCHHOL Z—I would assume that the effect of the cyclone will have an effect on
that number. | will be interested to stay abreast of what that is.

Mr Ray—It will certainly have an impact on the costs of natural disasters to the
Commonweslth budget; yes, it will.

Mr BUCHHOLZ—We are going to move on to the next question, but we do not really
know what that full number isjust yet. | want to pick up your point on fiscal credibility. Can
you remind me how much the ceiling insulation program was as a program?

CHAIR—What isthe relevance of that question to this inquiry?

Mr BUCHHOLZ—It is absolutely relevant when it comes to fiscal credibility. Chair,
please allow me to continue this line of questioning.

CHAIR—We are here to look at a bill about a levy. | want to make sure that we are not
wasting our time. We have about five more minutes with this witness.

Mr BUCHHOL Z—I will direct my questions back through the chair. We have established
that the levy is considered a tax. The next line of questioning has gone along the lines of: isa
tax required in an economy or in a market where you have a strong stimulus or a debt? Thisis
just the next progression of the line of questioning with reference to how much that program
cost. It will be along the lines of: if that program was run more successfully, would we now
be in the same situation?

CHAIR—If you are asking your question—

Mr BUCHHOLZ—Yes. | am addressing it to the Treasury officials who are here. At this
point in time | am looking to find out how much that program was. | thought it was a
relatively unobtrusive question.
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Mr Ray—I do not have that number with me. | would need to take the question on notice.
Wewill get your number.

Mr BUCHHOLZ—How many new taxes from Treasury are we expecting in this next
political cycle?

Mr Parker—The decisions about the structure of the tax system are matters for the
government not for the Treasury, so | am not a certain precisely how to answer your gquestion.

Mr BUCHHOL Z—So you do not cost up the benefits of an ETS or aresource profits tax?
Does Treasury have any involvement in forecasting revenues on those?

Mr Parker—Certainly.

Mr BUCHHOLZ—So | go back to my original question: how many new taxes that you
are aware of, that the Treasurer has been involved in, will come online in the next political
cycle?

Mr Parker—My apologies, now | understand your question. Thereisthe MRRT as part of
the government’s response to the AFTS package. That was one element of the response.
There is a whole range of other things in that response, all of which the Treasury has been
involved in costing—for instance, the cut in the corporate tax rate, the changes to
superannuation arrangements, the changes to the taxation of interest income. In terms of your
question of changes to the tax system, there are rather alot and | could not count them off the
top of my head. In terms of new taxes, thereis of course the MRRT, as you have mentioned.
In terms of the climate change area, that is a policy processthat is still in devel opment.

Mr BUCHHOL Z—S0, is that two?

Mr Parker—If you were to count new taxes and you count the levy as a tax. Perhaps, if |
had understood where the earlier question was going, we could have talked about the
relevance of the labd. If you would like me to, | will go into that some more. Counting that
and the MRRT, it would be two.

Mr BUCHHOLZ—That isfine. | want to talk about the people who get picked up to pay
the levy. | have a concern that if people under 60 years of age who are looking to retire draw
down on their super in that cycle they will pay a percentage of their life savings into the levy.
| think the way it reads is that it is over 60 years of age. If you get someone who is between
the ages of 55 and 60, there is the potential for them to be paying a percentage of their life
savings out of their super if they draw down on it. Are you guys are aware of that?

Mr Willcock—We are aware of an issue having been raised in the parliament, yes. Asyou
mentioned, the issue relates to people who have reached preservation age for the purposes of
superannuation, which is 55, and who retire and draw down a lump sum payment in the
period ahead of the so-called tax-free super age of 60, so between 55 and 60 years of age.
There is a potential for such people to draw down a large lump sum payment from a tax
superannuation fund and, in that case, that large lump sum payment would be taxable income.
If they draw down such a large lump sum payment during 2011-12, in the period in which the
levy would apply, that would form part of their taxable income and would then be subject to
the levy in the way that any other form of taxable income would be subject to the levy.
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Mr BUCHHOLZ—So if it were a $700,000 fund, what would be that person's
contribution to the levy?

Mr Willcock—We are aware of a particular the question that has been asked in the
parliament. We are not aware of the relevant individual’s personal circumstances, including
the nature of the superannuation fund that that person may have their retirement income
currently held in. So there are a whole lot of personal circumstances et cetera which might
result in different outcomes. The particular set of circumstances that we are aware of,
regarding the question that was asked in the parliament, posited a situation where that
individual would be liable to a levy of about $6,500. Working backwards, if they were to be
paying a levy of $6,500, that would imply that they would have to have taxable income in
2011-12 of $725,000. | suppose we are meeting there.

I will go on and make the point that that individual would have a series of other tax
obligations. It would not just be the flood levy that that individual would be paying. If they
had taxable income of $725,000 in 2011-12, they would also be paying income tax of
approximately $85,000, they would be paying a Medicare levy of $8,475, and then the flood
levy of $6,500. | will also make the point that this all turns on a case where the individual
decides to take al of their superannuation as a lump sum payment in that particular year. It
may be possible for that individual to adopt alternative strategies that would not necessarily
involve them taking that lump sum in one go in that year. It would be possible, for the
example, for them to take a smaller amount as a payment for them to live on through the year
and roll over the rest of their superannuation, which would therefore mean that it would not
be considered taxable income through the year and would not attract the flood levy.

The situation is one where the relevant individual, given their personal circumstances,
really ought to seek some advice on their circumstances, including, if they wish, approaching
the ATO to consider what the possible implications for them might be and make their
decisions in away that presumably results in them having the best possible outcome. It is not
a straightforward tax.

Mr STEPHEN JONES—So it is $6,500. Thank you.

CHAIR—Thank you for your appearance here today.

Ms O’'DWY ER—We have several more questions.

CHAIR—I amsorry. We have a program here that we are going through.

Ms O’'DWYER—Y ou are shutting down debate on this very significant national issue if
you do not allow the rest of the committee members to ask questions.

CHAIR—I am hearing what you are saying, but | am making a ruling.

Ms O'DWYER—It would be quite improper, Chair, for you to do that given the
significance of this issue. There is certainly time that we could spend with the line of
guestioning, given that we have morning tea. | am sure you would not mind answering our
guestions for alittle bit longer if we were able to ask you.

CHAIR—That is not going to be possible. We are going to continue—
MsO’'DWY ER—So you are shutting down this line of questioning?
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Mr ClOBO—A forty-five minute session on a nearly two billion-dollar budget levy.

CHAIR—If you would let me finish, both the coalition and the government have had two
people asking questions. | will rotate so that different people get the opportunity—

Ms O'DWYER—You did not say that up front, Chair, that we would not all be allowed to
ask a question—
Mr CIOBO—Y ou are gagging further questions.

Ms O’'DWYER—and you actually gagged my questions before when | wanted to ask
questions. | let you know that | had a line of questioning. So, Chair, | think it would be quite
inappropriate for you to shut down the line of questioning now, given that we do have the
witnesses in front of us today and we do have the opportunity to ask them questions. There is
time on our agenda to do so. | think it would be quite improper for you to shut it down. And,
if you are proposing to shut it down, my question to you is: what does the government have to
hide? Why are they not prepared to let us ask withesses questions about this levy?

CHAIR—Y ou can play the political game, but | will remind you that this was a unanimous
program to meet today and go through as many witnesses as we could and to report back to
the parliament on Monday.

MsO’'DWY ER—So we are being gagged.
CHAIR—That was something that was agreed unanimously by the committee.

Mr CIOBO—Mr Chair, we have adequate time to go through in more detail. We agreed
on the witnesses but not the time. We have plenty of time. | am happy to forego my lunch
break and my morning tea break. Are you happy to do that?

CHAIR—We have a program. We are aready over time. We are making sure that the
witnesses get—

Mr ClOBO—So you are gagging us?

CHAIR—NOo, of course we are not. There are many witnesses here who are very
important.

Mr CIOBO—I formally move that we have an extension of time for these witnesses.
Ms O’'DWY ER—I second that motion.

CHAIR—I ammaking aruling, first of all, that—

Ms O’'DWY ER—Y ou cannot ignore the motion.

Mr CIOBO—We have a motion on the table that the committee formally extend the time
for these witnesses.

Ms O'DWYER—You are going to have to vote on that motion. Y ou are going to have to
formally shut us down.

CHAIR—Y ou have your motion; we will deal with the motion. All those in favour? All
those against?

Ms O’'DWY ER—So we have been shut down?
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CHAIR—I have the casting vote and declare the motion lost. Thank you for your
attendance here this morning. There were a series of questions on notice, many of which are
probably of some interest, particularly to my colleagues. | ask that, if it is at all possible, we
have the responses to those questions by tomorrow. We report to parliament on Monday and
need to have our report in order by then. | know that | am giving you a fairly onerous task but,
given the importance of this levy and the debate that will ensue in parliament, | ask that that
happen. You will be sent a copy of the Hansard transcript: if there are any errors or
omissions, let the secretariat know as quickly as possible. Once again, thank you for your
attendance here today.
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[10.22 am]

BRADLEY, Mr Gerard Patrick, Under Treasurer, Queensland Treasury

CHAIR—I welcome representatives from the Queensland Treasury to this meeting. |
remind you that, although the committee does not require you to give evidence under oath, the
hearings are legal proceedings of the parliament and warrant the same respect as proceedings
of the House or the Senate. The giving of false and misleading evidence is a serious matter
and may be regarded as contempt of parliament. Thank you for taking the time at very short
notice to come before this committee. | invite you to make an opening statement.

Mr Bradley—If it is helpful to the committee, | might quickly give an overview of the
situation in Queensland and some of the current developments. Firstly, | thank the committee
for the opportunity to appear on behalf of the Queensland government. The natural disaster
events in Queensland have been of unprecedented scale, severity and intensity. They have
devastated a large area of the state and have resulted in massive damage to essential
infrastructure and to community, business and personal assets. They have also resulted in
severe personal hardship. The Premier and the Queensland government have welcomed the
support of the Australian government and the broader Australian community in the rebuilding
of Queensland. The Queensland government recognises the importance of the flood levy as a
fiscal measure to fund the essential Australian government contribution required for the
rebuilding task. The Queendand government is working quickly to put in place the necessary
organisational and accountability framework to ensure that all funds provided are managed
effectively and efficiently. Yesterday, in the Queendand parliament, the Premier tabled the
Queendand Reconstruction Authority Bill. The new, independent authority will manage and
coordinate the government’s program of infrastructure reconstruction and recovery within
disaster affected communities. It will be overseen by a Queensland Reconstruction Board,
which will be chaired by Major General Mick Slater and will include two members nominated
by the Australian government.

The task of the authority will be very substantial. The Queendand Mid Year Fiscal and
Economic Review released in January estimated the cost to essential infrastructure at some $5
billion for the floods. That was before the impact of Cyclone Yasi. Repairs to national, state
and local government roads represent over 80 per cent of the amount, with the balance being
personal and business assistance measures and repairs to other state and local government
assets.

The Commonwealth-state Natural Disaster Relief and Recovery Arrangements, NDRRA, is
the primary mechanism for responding in the federation to natural disaster events. The
Australian and Queendand governments are developing a national partnership agreement,
which is intended to further strengthen the governance and accountability provisions of the
NDRRA. This will include detailed performance monitoring and reporting arrangements and
new governance arrangements, including the establishment of the Australian Government
Reconstruction Inspectorate.
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Finally, the Queendand government has established the commission of inquiry into the
Queendand floods with wide-ranging terms of reference, including flood preparation and
planning, the performance of private insurers, the flood response efforts, land use planning,
early warning systems and infrastructure operation. Again, it has a major task, but it is
intended that it report by January 2012. | should also say that the recovery effort is already
well underway, with priority restoration of essential water, energy and transport services and
disaster recovery assistance for affected people in the community. The big task ahead of
course is restoration of our community assets and personal homes, and that is a very big
challenge for the authority and for the Queensland community more broadly.

CHAIR—Thank you, Mr Bradley. We will now go to some questions. | only have one
guestion and then | will hand it over to others. How important is it that the contributions from
the Commonwealth flow in atimely manner to the people of Queensland who are affected by
the floods and the other natural disasters?

Mr Bradley—Obviously it is extremely important that people in personal hardship get
access to assistance immediately. That is certainly occurring at the present time through the
Commonwealth-state mechanisms at a personal level. It is also very important that local and
state authorities quickly get on with the job of restoring essential public infrastructure assets.
As soon as we can put in place these accountability and governance arrangements, receiving
Commonwealth assistance to enable funds to flow to those authorities will be very important
for ensuring the effort proceeds at a quick pace, but also at a pace where we ensure that the
works are delivered in an appropriate way as well. The underpinning of thisis of fundamental
importance. Given the scale of the rebuild, having assurance around the quantum of funding
available and available quickly is very important to Queensland.

Ms O'DWYER—Mr Bradley, thank you very much for your appearance today. In your
experience and knowledge has there ever been any other levies imposed as a result of various
different disasters?

Mr Bradley—I am not aware of particular levies that have been imposed, although |
would say that the severity and scale of this disaster is unprecedented. Even in the Queensland
context, to have multiple disasters impacting such a wide area of the state—a cyclone and
floods at the same time—is quite unprecedented.

Ms O’'DWYER—BuUt to your knowledge there have been no other levies imposed in the
past?
Mr Bradley—I am not aware of any.

Ms O'DWY ER—Given the size and scale of what you have just discussed would it be
your view that, if further disasters were to occur, heaven forbid, it would be logical and
appropriate to also impose additional levies?

Mr Bradley—The imposition of a levy by the Australian government is a matter for the
Australian government to consider in the context of the—

Ms O'DWYER—I am asking you in the context of somebody who works, obviously, for
the Queensland government and if a disaster were to occur in Queensland.
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Mr Bradley—In the Queensland government context obviously we have had to look at
funding strategies ourselves for our share of the costs. In our midyear review our Treasurer
did state that we were going to direct the proceeds of some major asset sales to that purpose.
Given the importance of the flood recovery efforts and the priority that they have the state, at
the same time—

MsO’'DWY ER—Y ou were going to sell those assets before then, though, were you not?
Mr Bradley—Y es, they were previoudy indicated—
Ms O’'DWY ER—So they are actually not related to the flood?

Mr Bradley—But in this case they have been dedicated to that purpose. We have not
factored those proceeds into our budget because we do not do that ahead of sales actually
taking place.

Ms O'DWYER—But when you say they are going to be dedicated, and they go into
consolidated revenue, the government can change its opinion, presumably, as to where that
money is going to be directed?

Mr Bradley—The Treasurer has announced that the proceeds will be paid to the
reconstruction authority for use in the flood restoration works.

Ms O'DWYER—If the legidation gets through; but | think we are diverting dightly.
Given that we have heard today from the Treasury that there are only estimates as to the
damage that has been caused and the potential reconstruction costs, and given that we know
that the levy is going to be a $1.8 hillion levy and it is only going to be imposed by the
government for 12 months, in circumstances where that estimate proves to be incorrect and
the cost is much higher, would you want to see an increase in the levy? And secondly,
following up on that, would you want to see the period of time for which that levy applies
extended beyond 12 months—assuming the costs are higher?

Mr Bradley—I think that the imposition of a levy is a matter for the Australian
government. If the cost of the natural disaster is higher than we have estimated—and, indeed,
we have yet to incorporate the costs of the cyclone into the estimates—then the costing
arrangements are clear under the NDRRA. The strategies that each government may then use
to fund their rdative shares are a matter for them to consider in their relevant budget
formulations. | imagine that we will have better estimates leading up to the preparation of
budgets for this coming year.

Ms O'DWYER—BuUt presumably Queendand would want to make sure that it can
reconstruct and therefore if, in fact, the flood levy will not cover those costs it would want to
see anincreasein that flood tax, or an extension of the time during which it applies.

Mr Bradley—But the funding strategy of the Australian government is entirely a matter
for the Australian government to make judgments on. | understand they have identified a
range of measures to assist in their funding efforts, as have the Queensland government. It
would be a matter for the Australian government to consider.

Ms O'DWYER—Are you at all concerned that there have been people affected by the
floods and the cyclone who, let us say, are small business people who themselves will
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potentially have to pay the flood levy due to the anomalies within the current legislation?
Does that concern you?

Mr Bradley—Obvioudy, the design of the flood levy is a matter for the Australian
government. | understand that they have made provision for personsin receipt of assistance to
be exempted from the levy and that they have also set certain income thresholds. Those are
matters for the Australian government to consider in the devel opment of the levy.

Ms O’DWYER—OKkay, so you are not going to give me a comment on that. | think my
guestions are better directed to the Australian Treasury.

Ms OWENS—I want to ask about insurance; the story that Queensland did not have
insurance has been out quite widely. Would you like to comment on that and on why the state
may or may not insure Cape Y ork against cyclones?

Mr Bradley—As | mentioned in my opening comments, the NDRRA is the established
mechanism by which the Australian federation manages the risk of catastrophic events. The
Queendand government has considered its insurance arrangements in the context of those
NDRRA arrangements. We do have in place appropriate insurance through our Queensland
Government Insurance Fund, which is a captive insurer.

Also, for infrastructure and other matters that fall outside the parameters of the NDRRA
arrangements, for example our major utilities in gas, water and energy and public transport,
the authorities who are involved in provision of the infrastructure do consider their
appropriate insurance arrangements. Indeed, there are insurances in place for certain assets
that have been impacted by the floods but do not quality for NDRRA arrangements. We have
considered the issue or reinsurance for our captive insurer, but at the time that we considered
that we did not consider that that represented value for money for the state. It is the case that
some other states do have reinsurance arrangements in place. | am advised by them that
generally they do not cover road infrastructure. As | have mentioned, 80 per cent of the cost
of this natural disaster relates to roads, so the availability and cost of seeking reinsurance for
that infrastructure would be a major challenge.

Ms OWENS—I am seeking more clarification on when you said that it was decided it
would not be ‘ value for money’.

Mr Bradley—We looked at the case of the Queensland Government Insurance Fund and
looked at the availability of reinsurance to cover major events. We sought reinsurance advice
from our broking advisers and we did take that to the international insurance industry. But the
costing of that and the risk provisions that they proposed did not represent value for money
for the state in terms of the deductions for events and the exposures they were willing to
cover. They did not, for example, cover natural disaster.

Ms OWENS—I want to talk about capacity constraints. Queendand is obviously a state
that was in boom already. There is now considerable rebuilding and a large flow of
investment in it. | assume that capacity constraints is not something that just concerns the
federal Treasury; it is something that concerns the state as well. Would you like to speak
about how the stateis trying to manage that issue.
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Mr Bradley—We have done an assessment in our mid-year economic and fiscal update
around the economic impact of these events, and there will be a very severe impact on the
state economy. We will see much lower economic growth through this year. We have made
estimates of around 1% per cent growth whereas previously we had estimated 3% per cent
growth, so the overall growth in the economy will be lower. Also, in the events following the
global financial crisis there was a dlowdown in major construction activity, particularly in the
commercial and residential sectors. We were obviously expecting the improved business
investment coming through, particularly from resources, to assist in rebuilding business
investment in the state. Obviously there has also been a setback in the resources sector with
floods impacting our mining. But nevertheless you are correct: there are some vary large coal-
seam gas investments in particular that are scheduled to start to play a big impact, so we do
see quite a strong pickup in growth into the next financial year. So, certainly the capacity
constraint issue will be one that we will have to look at and consider carefully in the
scheduling and in the nature of putting infrastructure works out for tender and construction.

Mr CIOBO—I am interested in getting an accurate snapshot as to the state of the
Queendland economy. We know that the federal position with respect to this flood tax is that
it is being imposed to reduce the size of the federal government’s deficit. With respect to the
rebuilding costs that the Queensland government will be required to meet, or would have been
required to meet if the Commonwealth did not step in, what impact would that have had on
Queendand's fiscal position?

Mr Bradley—Are you saying that if the entire cost of the disaster—

Mr CIOBO—Both, so it is two parts: one is based on what you currently have to do and
the second is based on what you would have to do if you had to pick up the whole tab.

Mr Bradley—Our mid-year economic and fiscal update provided the estimates of the
fiscal impact on the state, and that does indicate that Queensland will have a very substantial
budget deficit even on the basis of funding our own share of the disaster.

Mr CIOBO—Which is approximately how much?

Mr Bradley—We have certainly factored in the $5 billion of natural disaster costs. Our
share of that would be around a quarter, so we have alowed for roughly a $1.25 billion or
$1.5 hillion cost to the state budget. | should emphasise that that is in addition to previous
natural disaster events, which we estimate will cost around a further $2 billion. There is also
the additional natural disaster event of the cyclone, which will have further impacts which we
are yet to factor into our numbers.

Mr CIOBO—So, on the bottom line impact on the budget, what is the budget deficit
forecast to be?

Mr Bradley—The budget forecast for 2010-11 is not estimated at $1.468 hillion, and that
will increasein 2011-12 to $3.959 hillion.

Mr ClOBO—For how many years has the Queensland budget been in deficit?

Mr Bradley—We have been in deficit for the past couple of years. Prior to that we had a
long period of surpluses.

Mr CIOBO—So it has been in deficit for the last two financial years.
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Mr Bradley—Yes.

Mr CIOBO—How many years are you forecasting to still be in deficit for post this
financial year?

Mr Bradley—In our mid-year fiscal economic update we projected that we are seeking to
achieve a surplus by 2015-16, so we will remain in deficit until that period.

Mr CIOBO—So that is about eight yearsin total of deficitsin Queensland.
Mr Bradley—Yes.

Mr CIOBO—What isthetotal level of state government public debt?

Mr Bradley—Do you wish to include public trading enterprises and—

Mr ClOBO—In Queensland, correct.

Mr Bradley—It is estimated that by the end of 2010-11 the borrowings will be $52.8
billion.

Mr ClOBO—rFor the state that is substantial, isn't it?
Mr Bradley—Yes.

Mr CIOBO—Y ou spoke earlier about the decision being taken to not seek insurance or
reinsurance of public infrastructure. That is Queensland state infrastructure, isn't it? When |
say ‘Queendand state infrastructure’, | mean the Crown of Queensland’s infrastructure. The
titleis vested in the Queensland Crown. Is that correct?

Mr Bradley—Yes. The consideration related to our assets other than in the case of a
natural disaster event.

Mr CIOBO—BL, just to clarify, they are not Commonwealth assets; they are Queensland
assets.

Mr Bradley—The assets that have been damaged here do include national highways but
they are state controlled in the sense that we maintain those assets even though they have been
funded by the Australian government.

Mr CIOBO—So, contrary to other states, the decision was taken not to have insurance on
them. Give me a ballpark figure on the annual premium they were talking about for insurance
on those assets.

Mr Bradley—We did not seek a premium in relation to natural disaster events. | would
emphasise that, as | have already mentioned, most states do not have reinsurance cover for the
major exposure here, which is the road i nfrastructure.

Mr ClOBO—But there are other forms of state assets that are not insured in Queensland
that are insured in other states—is that correct?

Mr Bradley—Yes, reinsured. All states have a captive insurer, as we do.
Mr ClOBO—So for those assets what was the premium going to be for reinsurance?
Mr Bradley—I do not have that number.
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Mr CIOBO—Bu that surely was at the core of whether or not it was fiscally
responsible—or whatever word you want to use—as to whether or not to go ahead with the
reinsurance, wasn't it?

Mr Bradley—It is not the just the case of the premium; you also have to look at the total
risk-sharing arrangements which are put forward in terms of deductions—

Mr CIOBO—This is an interesting point. So, but for the fact that the Commonwealth
stepped in to pick up the tab, it possibly would have been a very different situation. Is that the
point you are making?

Mr Bradley—Obviously any consideration, if you are speaking about a natural disaster,
has to be in the context of the long-established federal arrangements for dealing with natural
disasters at a national level.

Mr ClOBO—But the decision taken by Queendand was contrary to the decisions taken by
other states.

Mr Bradley—All states have made their own decisions in the context of their own
circumstances.

Mr CIOBO—So Queendland’ s decision is different to the decisions taken in other states.

Mr Bradley—Certainly Queensland's decision is different in many regards in that the
nature of our assets is different, the road infrastructure in Queendand is different, the
incidence of natural disastersis quite different to that of other states—

Mr ClOBO—In terms of being more frequent, do you mean?
Mr Bradley—Certainly thereis frequency and the nature of those eventsis different.

Mr CIOBO—So it is more frequent and yet the view is taken that it was till not wise to
seek reinsurance. Is that what you are saying? When | say not wise, uncommercial, not
necessary, superfluous, whatever word you want to use.

Mr Bradley—We did not take that decision in relation to natural disaster events because
of longstanding arrangements which are in place for natural disaster at a national level.

Mr ClOBO—Because the Commonwealth will step in and pick up the tab.

Mr Bradley—There are sharing arrangements which work and have worked over a long
period of time between the Commonwealth and the states.

Mr CIOBO—So in this case around three-quarters of the bill is picked up by the
Commonwealth and one-quarter by the state government. Isthat correct?

Mr Bradley—In relation to essential public infrastructure, there are costs outside of that
which fall solely to the state.

Mr CIOBO—Sure. | am only referring to infrastructure. Is that the correct split, three-
quarters to one-quarter?

Mr Bradley—For essential infrastructure there are other sharing arrangements for other
assistance measures, which in some cases are 50-50, for example.
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Mr ClOBO—OKkay, but the relationship you are referring to when you said that was part
of the decision as to why reinsurance was not obtained is because the cost is split three-
guarters to one-quarter. Isthat correct?

Mr Bradley—We considered reinsurance in the context of our captive insurer and the risks
that it had. We considered the natural disaster arrangements as the appropriate risk-sharing
arrangement, which provides for effectively sdlf-insurance—

Mr CIOBO—That is what | am asking: what is that risk-sharing arrangement. Can you
explain to me what the ratio is of that risk-sharing arrangement?

Mr Bradley—It varies from year to year. There are thresholds that apply in terms of how
those events are shared. They can vary from the state having to meet in low disaster cost years
the cost, to other years when they are shared 50-50, to in these unprecedented extremely
severe eventsit triggersin at 75-25.

Mr ClOBO—OKkay.

Dr LEIGH—You are going to fed that you have gotten a lot of questions on insurance
this morning but a high-level issue: what is the Queensland government’s philosophy on
when you should take out insurance and when you should not?

Mr Bradley—Similar to other states, we have established a captive insurer, the
Queendand Government Insurance Fund. We think providing for an internal funding
mechanism for normal insurance events is appropriate. That insurance fund has been able to
cover al the normal insurance events which the state regularly encounters, such asfire, injury
and medical factors. Had we put in place the reinsurance arrangement which was offered
when we went to the market, in practice we would not have called upon that insurance
arrangement given the reserves we have established for our insurance fund. Separate from
that, the insurance fund only applies to government budget funded agencies, so outside of that
each of our public utilities and commercial entities would make their own decisions in
relation to the insurance arrangements they would put in place and many of them would seek
external insurance to cover events. For example, Stadiums Queendand has insurance which
would cover the damage to Suncorp Stadium and to the tennis centre. The Queensand
Motorways has insurance coverage for the Gateway Bridge. Other public utilities such as rail
and energy would have in place in some cases their owninternal captiveinsurer aswell.

Dr LEIGH—Can you take me through a little of the macroeconomic impact on
Queendand of the recent flooding? What were your projections for growth in the coming
fiscal years and how have they been affected by the floods?

Mr Bradley—The impact will be quite severe, we think, in the current financial year. As|
mentioned previously, we had originally forecast growth in 2010-11 of 3.75 per cent. In the
midyear update we estimated growth of 1.25 per cent. We would estimate that our 3.75 per
cent growth might have been around three per cent due to generally more subdued economic
conditions prior to the natural disaster events. So the natural disaster events have really taken
that three per cent down to around 1.25. We are still assessing the impact of the cyclone, but
we will potentially be pushing that number lower again.
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In terms of Queensland which has traditionally had average growth of around four per cent,
this is a pretty major economic impact. That includes estimating the impact of lost coal
production, the impact on key rural industries—including sugar, for example—as well as the
broader economy, tourism and so on. It has been an event of unprecedented scale in terms of
itsimpact on the Queensland economy as well as the Queensland community.

Dr LEIGH—BuUt you still have positive growth. In some sense, | can think of this as
having been a dreadful natural disaster, but one that has not plunged the Queensland economy
into recession. Would that be a reasonable characterisation?

Mr Bradley—It will be very modest growth after we consider the impact of the cyclone
and very low growth in terms of Queendand’ s traditional level. Obviously we have been held
up to some extent by the resilience of our resource sector who have been able to continue with
significant investment. Also the support of the state’s significant infrastructure programs, so
there are some major infrastructure projects which are till underway in the state. That is
certainly underpinning a level of activity, but nevertheless it is a pretty challenging time for
the state.

Dr LEIGH—What are your growth forecasts for the coming fiscal year? Do you foresee
getting some of that lost growth back?

Mr Bradley—Yes, we do anticipate with the very magjor rebuild of state assets that that
will see stronger economic growth into next year, so we are forecasting growth of five per
cent next year. In our budget last year we were expecting growth to come back to 4% due to
strong resource sector investment as well. We are seeing about half a per cent additional
growth likely next year due to the substantial investment in public infrastructure and the
rebuilding of community and housing assets more generally.

Dr LEIGH—From what you say, critical to that is the timing of the rebuild. If there were
to be some hold-up on the rdief package then that would affect these growth forecasts.

Mr Bradley—Certainly if there were an unavailability of funding that would be of serious
concern. Some of theinvestment is extremely important to getting some of our major resource
industries back on track, our rural sector back on track, our communities back and creating
economic activity. The state is attaching a very high priority to the speed with which we seek
to commence the rebuilding effort, hence the measures | have already mentioned in terms of
establishing the authority and getting our governance and other arrangements in place
expeditioudly.

Dr LEIGH—Queendand has traditionally had challenges with capacity constraints. How
do you see those over the coming year?

Mr Bradley—Some of this is occurring at a time when there has been some slowdown in
activity, as | mentioned previoudy, in the commercial and housing sectors. Indeed, some of
this—particularly the restoration of some of our community and personal housing assets—
will come at a time when some of the fiscal stimulus from the Australian government is
coming to an end. Some of the BER programs in schools, for example, are coming to an end,
so there will be some ability for that capacity to be shifted into the basic rebuilding effort
across the state. Also, we are trending down in terms of our own state capital programs, so the
ability to shift some of that construction capacity across into these works hopefully will be
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there as well. Nevertheless, yes, it will be a very challenging time for capacity given that we
are talking about a vast area across the whole state. In some rural and regional areas it is
sometimes more challenging to secure those construction resources.

Dr LEIGH—Presumably the higher commodity prices will ensure that there is demand
also from the resource sector for skilled workers who might otherwise be needed in the
rebuilding effort.

Mr Bradley—Certainly. Obvioudy with the new coal seam gas investments, they are
looking to secure significant workforces certainly in the build phase, which we are now
entering into. So there will be significant competition for resources. We have gone through a
period where interstate migration has been at a lower level. Hopefully, by encouraging
workers to move from Queendand from other states, if there are attractive opportunities
availablein Queensand, we will see aresumption of stronger interstate migration as well.

Dr LEIGH—I want to now turn to some of the particulars around the rebuilding. How are
you dealing with the issue that economists cold-heartedly refer to as ‘moral hazard' —the
temptation to rebuild in flood-prone areas?

Mr Bradley—As | mentioned, the authority has a very extensive roleto play. It will havea
capability to look at that issue and it will have the ability to work with local government
around the planning of how restoration should occur in severely impacted flood-prone aress.
It does have provision to, for example, declare reconstruction areas and to designate areas as
acquisition land. When land is declared as acquisition land, owners will be prevented from
disposing of the land, other than to the authority or another nominated entity, such as local
government. But that will occur only in circumstances where the local government has sought
the assistance of the authority in considering the appropriate land planning issues for that
area.

Dr LEIGH—It sounds as though you are not foreseeing that a large share of Queensland
will be declared acquisition land, that there may be certain areas that are declared off limits
for rebuilding but that that will be the exception.

Mr Bradley—Maybe, but it would be a matter for local government to work with the
authority to consider appropriate arrangements. In some areas there may be other solutions—
for example, raising the levels of houses, which is one option being canvassed; or shifting
settlements in some areas to dightly higher areas. There may be a range of local
circumstances where they consider appropriate arrangements. Flood mitigation might also be
an appropriate strategy in some areas.

Dr LEIGH—In the rebuilding of infrastructure, one issue that has come up quite a bit in
the public debate is the question of whether infrastructure can be rebuilt in such a way that it
is less susceptible to flood damage in the future. How are you addressing that issue?

Mr Bradley—The NDRRA do alow for what is termed ‘betterment’. Where there is an
opportunity identified for improving an asset’s resilience against future events, that is
considered by the various funding parties as to whether that would an appropriate investment
and then it maybe digible for funding. It is considered on a case-by-case basis for betterment
events. Obvioudly in the scale of infrastructure we are talking about here, the identification of
where those opportunities might lie is something that is yet to occur. Certainly we have not
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allowed in our estimates for substantial betterment. For example, flood-proofing the national
hi ghways would be a massive investment which we have not factored into these numbers.

Dr LEIGH—How are you moddling flood risks in the future? Has this event caused you
to change your modelling of the risks to the state of Queensland?

Mr Bradley—Certainly, as | mentioned, the public inquiry, which will be underway over
the next 12 months, will be looking at al the issues around the risk of these flood events and
the appropriate planning and responses to those events. Obviously the outcomes of that
inquiry will be very carefully considered by the Queensland government as to what policy
response or other measures are required to improve our capacity to manage and to withstand
the impacts of such events, although | would like to emphasise again that the sheer severity
and scale of these events is quite unprecedented and would test any regime of planning or
preparation.

Dr LEIGH—AnNd the flood levy has been designed in such a way as to have an exemption
for those who were receiving an Australian government disaster payment. Does that seem to
you to be a reasonable exemption to put in place?

Mr Bradley—I think the Queendand government has welcomed the fact that it will have
regard to the difficult circumstances of those people who were directly impacted by the
floods. It also has regard for income thresholds, as | mentioned previously. So those elements
of the design are certainly welcomed by the Queensland government.

Dr LEIGH—Because those on lower incomes are not required to pay the levy until they
earn an income of $50,000, what do we know about the propensity to consume out of
incomes, of lower income taxpayers and higher income taxpayers?

Mr Bradley—I think you are probably getting into territory that you would be better off
seeking answers from the Australian government Treasury in terms of their consideration of
those broader balance of measures between welfare and other impacts on househol ds.

CHAIR—Thank you, Mr Bradley, for your attendance today.
Proceedings suspended from 11.01 am to 11.15am
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ESLAKE, Mr Saul, Private capacity
Evidence was taken via tel econference—

CHAIR—On behalf of the committee | would like to welcome Saul Eslake from the
Grattan Ingtitute to this hearing. Mr Eslake is attending by teleconference. | remind you, Mr
Eslake, that although the committee does not require you to give evidence under oath the
hearings are legal proceedings of the parliament and warrant the same respect as proceedings
of the House or the Senate. The giving of false or misleading evidence is a serious matter and
may be regarded as contempt of parliament. For the Hansard record, would you please state
the capacity in which you appear before the committee.

Mr Edake—I| am a program director with the Grattan Institute in Melbourne, although my
views are being expressed here in a personal capacity and do not necessarily represent those
of the Grattan Institute, its board or other staff.

CHAIR—A very careful disclaimer to start off with. Do you have an opening statement
that you would like to make to give an overview of your position or do you want us to go
straight to questions?

Mr Edake—There areafew things | would liketo say if | could. Thank you to you, Chair,
and your colleagues for the opportunity to share my views with you. Could | say by way of a
preface to the other remarks | intend to make that | am not opposed in principle to the concept
of either temporary or permanent levies on income tax or other forms of taxation payments
for certain public purposes. By way of illustration | mention that | am ingtinctively
sympathetic to the proposals that have been put elsewhere for a Medicare style levy to fund a
disability insurance scheme, although | am holding my final judgement back until | see the
report of the Productivity Commission on that subject. | emphasise therefore, apropos of what
| want to say about this particular proposal, that my views are not formed by any instinctual or
ideol ogical objection to the concept of temporary or permanent levies on income tax.

Turning to the specific proposal that isthe subject of your inquiry, | want to make the point
that the choices which the Prime Minister outlined as the means by which the government
proposes to fund its share of the cost of repairing the damage done by the recent floods in
Queendland are political choices rather than economic imperatives. In saying that they are
political choices, | am not trying to say that they are wrong or will be damaging to the
economy. Rather, what | am saying is that they are political choices as distinct from things
that had to be done in order that the government be regarded as economically responsible or
that unwarranted or regrettable implications might flow to the Australian economy if other
choi ces had been made.

By that | mean that compared with what the government did decide, there were at least two
other aternatives that could have been pursued without damaging consequences for the
Australian economy. The first of those is that the government could have elected to fund part
or indeed al of the $5.6 hillion that it estimates will be its share of the reconstruction and
rebuilding effort through additional borrowings—that is, by allowing the deficit for the
financial years between now and 2011-12 inclusive to be higher, the surplus for 2012-13 to be
lower than presently forecast or indeed the year in which the budget returns to surplus to be
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pushed out a bit further. | say that because the numbers entailed here, the $5.6 hillion,
represent a very small proportion of GDP, about 0.4 per cent of one year’s GDP. Bear in mind
that we are talking about a sum being spent not in one fiscal year but rather spread over two
or three fiscal years. As a proportion of any one year's GDP, the additional borrowing that
might be entailed if the government chose to fund al of it through borrowing would be about
0.2 per cent of GDP as a maximum. That is smaller than the amount by which the forecasts of
the budget bottom line presented in each year’ s Budget Paper No.1 are out from year to year.

Differences of that order of magnitude are not the stuff of which increases in interest rates,
for example, are made. As the Reserve Bank said in the statement on monetary policy
released earlier this month, the impact that the floods and cyclones and the rebuilding and
reconstruction that is required after those events will have on inflation and economic activity
respectively will have no implications for the conduct of monetary policy and hence for
interest rates. As it happens, the pattern of expenditure and hence borrowing that might have
been required had the government chosen to go down the path of funding it all by borrowings
would not have had any material impact either on the profile of the budget or on the way in
which the financial markets or the Reserve Bank would have responded to it. That is the first
point: the government could have chosen, without any adverse conseguences for the
economy, to have funded some or all of the coststhat it will incur by borrowing.

The second choice that they have could have made was to have funded more than they have
decided of the Commonwealth’s costs by further reductions in expenditure as opposed to a
levy. In my view, there certainly would have been scope for further reductions in government
spending. Most of the reductions in government spending which the government announced
fell into one of two categories. The first category was reductions which they had to make
because there would not have been sufficient skilled labour to undertake both the rebuilding
and reconstruction of infrastructure effort that is likely to be required and other infrastructure
projects according to their original timetables in Queendand and in other parts of the country.
Alternatively, as the Prime Minister said in explaining some of the other savings measures
that the government has proposed, if we get a carbon price—an objective that | personally
strongly support—then some of these other measures were in her view not necessary. One
would therefore have to ask why those expenditure cuts were not announced anyway instead
of waiting until Queensland had been inundated with large quantities of water.

In passing, there are one or two spending decisions that | must say are most regrettable. In
particular, there was the decision to scale back yet again the expenditure on the National
Rental Affordability scheme, a scheme which in my view quite hel pfully adds to the supply of
low rental housing at a time when Australia is desperately short of that. But there are other
areas of government spending which the government could have elected to have pursued,
including in the housing area the abolition of the first home owners grant for buyers of
established dwellings, had it wished to do so. My point is simply that the decision to choose
to fund athird of the cost through a levy is a palitical choice rather than an economic one.

The last point that | want to make about that and its relevance to the government’s
timetable for returning the budget to surplus—by 2012-13—is that the levy does not
materially impact on the achievement or otherwise of that objective at all. The levy is, as you
all know, designed to raise about $1.8 hillion. Nearly all that $1.8 hillion is expected to be
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raised in the 2011-12 financial year, a year in which on present forecasts the government
expects to have a budget deficit of about $12.25 billion. Only about $200 million of the
revenue that the levy is expected to collect is expected to be collected in 2012-12. Therefore,
if the government decided not to collect a levy but instead funded the amount that the levy is
expected to raise by additional borrowings there would still be alarge budget deficit in 2011-
12, but not by so much bigger a margin as to have any impact on interest rates, financial
markets or the economy. And there would still be a budget surplus for 2012-12, less than
currently forecast but only by the amount of about $200 million that the levy is expected to
collect in that year plus perhaps an additional $100 million of extra interest payments on the
additional borrowings that the government would have to undertake primarily in 2011-12. So
the levy is not designed to have any impact one way or the other on the government’s target
for returning the budget to surplus by 2012-12. Rather, it reflects political choices that may
well be designed to appeal to Australian notions of fairness. It is not my position or intention
here to criticise that judgment. That is a political judgment that elected governments are
perfectly entitled to make.

What | am here to say is that it is of no significance to the quality of economic
management or to the outcomes for interest rates or other aspects of Australia’s economic
performance whether the government’ s reconstruction effort is funded entirely by borrowings,
entirely by reductions in government expenditure or by some combination of the three.

One last observation which | want to make, and which | should have made earlier when
discussing the possible implications of choosing to fund all of the reconstruction effort by
borrowing, is to note that the borrowings set to be undertaken by the Queensland government,
compared with what that government expected at the time of its last state budget in May
2010, isanincrease of about $4.8 billion on net over the same period that we are talking about
with regard to Commonwealth forward estimates. Nobody is suggesting, nor would they have
any valid reason to suggest, that the additional borrowing being undertaken by the
Queendand government as a result of the impact of the floods on its revenues and as a result
of the costs which it will incur in rebuilding, reconstructing and repairing the damage done by
the floods is going to put upward pressure on interest rates or have any other adverse
consequences for the economy. | mention that as away of reiterating that there is no reason to
believe that different choices from the ones which the government has made on what | regard
as essentially political grounds would have had any adverse consequences for the economy
either. Those are my prepared remarks, Mr Chairman. Thank you for allowing me to make
them. If | can be of further assistance by answering questions, | would be glad to do so.

CHAIR—Thank you. Y ou have said that you have no philosophical objection to levies—I
think that is how you started your presentation. You went on to talk about there being three
possibilities for how the money could be raised—that is, going into greater debt, cutting
expenditure or by thelevy. Isit not the position in relation to any policy issues that, generally,
there are those sorts of choices that governments have to make and that, adopting a mix of
those responses, is an entirely appropriate response for a government to take in terms of
raising this money?

Mr Edake—Broadly, yes, | would agree with you about that. As | said, there were three
different paths that the government could have gone down, or some combination of all three.
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My point is that they were political choices rather than economic ones. Had the scale of the
damage wrought by the floods and cyclones in Queensland been, say, 10 times bigger in
terms of the cost to government than they actually are, then it might have been possible to say
that different choices, particularly with regard to how much of the cost would be funded by
borrowing as distinct from expenditure cuts or tax increases, might well have had implications
for the economy and for interest rates. But, taking the government’s estimate of the cost of
$5.6 billion as being correct, and | have no reason to challenge them at this stage, even though
the Prime Minister herself has said that they may be subject to upside risk, the scale of the
numbers is such that there is no conseguence of any economic significance from any of the
possible choices or permutations of choices that government could have made. My point is
that these are palitical choices, which, as you say, the government is perfectly entitled to
make, but the choices which the government did make are no more economically responsible
by definition than any of the other combination of choices that the government could have
made.

CHAIR—MTr Ray from the Commonwealth Treasury appeared before us this morning and
raised the issue of fiscal credibility with the markets, saying that, in his view, that was a
consideration of Treasury in advising the government. What is your view in relation to the
point that he has raised about fiscal credibility?

Mr Edlake—Fiscal credibility is an important thing for governments and their advisers to
consider, especialy in a world where a number of governments fiscal credibility has been
substantially undermined by the global financial crisis and their reactions to it. But | would
say that the governments whose fiscal credibility is now under question have much worse
fiscal positions than the Australian government does. These are governments that have gross
public debt of anywhere between 70 per cent and over 200 per cent of their respective GDPs,
whereas, as honourable members will know, the Australian general government debt is
expected to peak at about six per cent of GDP.

| offer the judgment—and | note that the Prime Minister has said that her decisions have
been based on, more than anything else, matters of judgment—that had the government
chosen to borrow all of the costs associated with the Queendand reconstruction effort, the
financial markets would have not altered in their judgment as to the present government’s
fiscal credibility. That is partly because the numbers entailed are so small, relative to GDP,
partly because the prospect of returning to surplus by 2012-13, to which the government has
attached particular importance, would not have been altered by different combinations of
decisions from the ones which the government has made and finally, | guess, the Reserve
Bank itself has said that the consequences of the Queendand floods and of the rebuilding
effort for the profile of monetary policy arenil.

CHAIR—Thank you for that.

Mr CIOBO—My questions relate to the political considerations you speak of. We heard
from Treasury officials earlier that it was their view that, in large part, this matter went to—
thisistheir phrase, not mine—fiscal credibility. When | questioned Treasury officials about it,
they said that without this tax the debt and deficit would have been worse and implicit in that
isthat Labor’s physical fiscal credibility would have been worse. Do you think that is part of
the political considerations that you referred to?
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Mr Edake—It is hard for me to make judgments as to the political considerations that the
government weighed up in coming to the decisions which it did. Apart from anything else, |
am not a politician nor am | a political scientist; | am an economist. What | would say is that,
to the extent that fiscal credibility was a concern of the government and of its Treasury
advisers, had the government chosen to fund all of its expenditures by cutting government
spending, as opposed to two-thirds of them by cutting government spending and one-third by
increasi ng taxes, then there would have been absol utely no implications for the government’s
fiscal credibility. To the extent that fiscal credibility isan issue at all, it goes to the question of
whether or not the government’ s expenditures are funded—that is, on the one hand, funded by
some combination of cuts in government spending and increases in taxes and, on the other
hand, funded by additional borrowing. Had the government chosen to fund al of its costs by
cutting government spending then that would have been no less fiscally credible than the
combination which it actually chose. Hence, as | say, decisions as to how much a particular
program is funded by cuts in government spending elsewhere and how much is funded by
increases in taxes are essentially political matters, not matters of economic credibility.

The second observation | would make is to reiterate the answer | gave to the chairman,
which was that the amounts involved here are so small and the timing of them in relation to
the government’ s previously announced profile of returning the budget to surplus by 2012-13
are such that, even if the government had decided to fund half or all of it by borrowing rather
than by spending cuts or by increases in revenue, then in the eyes of the financial markets
there would have been no material impact on thefiscal credibility of the government.

Mr ClOBO—Sure. With respect to what | would phrase ‘moral hazard,” we heard from
Queendand Treasury’s representative that part of their consideration in éecting not to seek
re-insurance on public infrastructure assets was the spread of costs and responsibility for the
reconstruction efforts, which he said under arrangements with the Commonwealth represented
somewhere between as low as 25 per cent and as high as 75 per cent, borne by the
Commonwealth, depending on the intensity of damage following a natural disaster. | am
interested in your economic comments around the moral hazard of a state government
electing not to obtain insurance because of the Commonwealth stepping in. Is that of potential
significance for the Commonwealth down the track?

Mr Edake—Prima facie the answer | would give to that question is yes. As | understand
it, some other state governments do have reinsurance policies in place to cover them for at
least part of the cost of natural disasters. The Queensland government and previous
Queendand governments have made different choices. To the extent that the Queensland
government’ s choi ce has been influenced by the knowledge that three-quarters of the cost that
would in the first instance fall to the Queensland government would subsequently fall to the
Commonwealth, | think that is something the Commonwealth ought to be rather concerned
about.

Mr ClOBO—I specifically asked Mr Bradley, the Queensland Under Treasurer, about the
level of debt in Queensland and, in addition, the number of deficits in Queendand. He said
the Queendand public debt was at $52.8 billion. | said to him that that was quite substantial
and he said yes. They expect to run deficits from 2008 through until 2015-16. Would this be
yet another consideration from an economic perspective about why it is better that the
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Commonwealth picks up the tab and then for the Queensland government to seek reinsurance
if they already have their budget bottom line under so much fiscal pressure?

Mr Edake—That would depend on the actual cost of reinsurance arrangements—the
insurance premium and the like.

Mr CIOBO—He would not give me an answer on that, incidentally. | did ask him for the
quote.

Mr Eslake—Obviously, | am not in a position to second-guess Mr Bradley or indeed to
have any idea of what the cost of reinsurance premiums would be, other than to note that they
are probably in the throes of going up, be it for Queendand or for any other government in
Australia or perhaps elsewhere that would be seeking that sort of insurance. | note that some
press reports have indicated that insurance companies may be coming to the view that
Australia represents a bigger risk for insurance of this kind than it has done in the past. Again,
that is something that government and policymakers need to be giving some fairly careful
attention to. That said, | would be surprised if the cost of insurance, had Queensdand e ected
to take it up for this purpose, would have been so large as to have had a material impact on
the numbers you quoted before for ongoing deficits or the level of Queendand state
government debt.

Ms OWENS—Good morning, Mr Eslake. | enjoyed reading your article. Thank you. If |
have understood your article and your statement this morning, what you are saying is that
because of the state of the economy and the size of the economy, whatever decision the
government made—between a 100 per cent levy, 100 per cent budget cuts and 100 per cent
debt—would be economically sound. Is that right?

Mr Eslake—Yes, in those terms | think that is right. When | say that had they decided to
fund all of it by borrowing—as distinct from some combination of expenditure cuts and
revenue increases that fully funded the costs which the government will incur—the basis for
that judgement is that the additional borrowing entailed in the government choosing to fund
al of it by adding to the deficit is so small reative to the economy that it would have had
neither any impact on the economy itsef nor on the level of interest rates nor on the
judgements which financial markets and others would have made about the credibility of the
government’s fiscal policy. Had the cost been 10 times what has been estimated on this
specific occasion then | think their judgement might have been different, but that is because of
the size rather than because of the intrinsic nature of the decision itself.

Ms OWENS—Y ou described the choice that was made as political. Is there any choice the
government could have made which you would not have described as palitical ?

Mr Eslake—No, probably not. Let me emphasise, as | said in my opening statement, that
just because | use the term ‘political’ does not mean | am saying it is wrong in any way. What
| am saying is perhaps contrary to the depiction that the Prime Minister made when she first
announced these decisions. The particular choices which the government has elected to make
are not ones dictated by the imperatives of economic management. That is the distinction
which | am seeking to draw. | am not seeking to impose my own palitical judgement, because
| do not have one. Nor am | seeking to suggest that some other palitical choice might have
been better. What | am seeking to say is that it isa political choice, not an economic one.
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Ms OWENS—So, as far as the economy is concerned, you would tend to think we are
arguing about something that is essentially sound?

Mr Edake—Yes, and other choices would have been equally sound in this particular
context. Hence, as | say, it isreally a palitical judgement, which palitical parties are perfectly
entitled to make. But | believe it is not correct to say that had the government made different
choices they could legitimately have been depicted as economically irresponsible.

Ms OWENS—Of coursg, if every choice is described as political then it is a choice that
the government had to make, not necessarily wanted to make. Anyway, thank you.

Ms O'DWY ER—Mr Eslake, thank you very much for giving testimony here today. | want
to pursue your response to Ms Owens before in relation to the current costs and, all things
being equal, debt or cutting expenditure or a levy basically being an appropriate response.
Y ou did mention that your view would be somewhat different if it was 10 times the cost, so |
just want to explore your view in those circumstances.

Mr Edake—Let me emphasise that we are speaking quite hypothetically here. Given the
damage that was caused by the floods and cyclones which we actually did experience, to
contemplate floods or cyclones that might have caused ten times as much damage in terms of
their financial cost is arather terrifying thought. But let us for the sake of argument pursue the
hypothetical situation in which we are talking about a damages bill of $56 billion, rather than
$5.6 billion. Had the government in those circumstances sought to borrow the entire amount
of $56 billion then | think the financial markets would have done more than raise their
eyebrows at the prospect of government borrowing and debt increasing by that amount. |
think in those circumstances, had the government chosen to fund all of it by adding to the
deficit, there would have been implications for the economy—having regard for the fact that
we are pretty close to full employment—and for the level of interest rates. In those
circumstances | think the government would have had to rule out funding even a rdatively
small proportion of the total bill by additional borrowing. Instead, economic responsibility
would have dictated that it fund its immediate share of the bill by some combination of
expenditure reductions or deferrals and increases in taxation. Again, the choice between those
options would have been a political one, rather than an imperative of economic management.
But to go back to the circumstance we are actually dealing with, because the amounts
involved are so small—especially when you recognise that they are being incurred not in one
single year but over three financial years—smaller than the amount by which government
budget forecasts are typically in error from year to year, | think it is very difficult to say that a
decision, had it been made, to fund all or part of the government's costs by additional
borrowing would have been considered by anyone to have been economically responsible.

Ms O'DWYER—As | understand it from the information provided to us today, never
before have the Australian people been asked to make a contribution in the form of an
additional tax in relation to any form of natural disaster. In fact, when these terrible events
occur, they have always been funded out of consolidated revenue. | just want to get your view
on whether you think as a matter of practice it isa sensible policy position for the government
to take to seek to impose new taxes in circumstances where there are unforeseen events. If
this were to become a pattern would that be of concern to you?
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Mr Eslake—There have been occasions in the past, as committee members will be well
aware, when governments have imposed levies for other purposes—

MsO’'DWY ER—But not for disasters.

Mr Edake—No. To the best of my knowledge, and | am really only going back to the
early 1990s, | cannot think of an occasion such as that. Although, speaking of the early 1990s,
the Victorian government imposed an additional levy on petrol in order to fund payments to
people who had | ost their savings in the collapse of the Pyramid Building Society and, | think,
Estate Mortgage. Now that was not a natural disaster, of course, but it was a financial disaster
and, as the Treasurer and others have noted, the floods in Queensland may well have been the
most costly in terms of economic losses and cost falling to government of any of the natural
disasters that have afflicted Australia in recent memory. So it may be that, notwithstanding
the absence of any history as regards the imposition of levies funding natural disaster relief,
thisis a precedent which, inthe government’ s palitical judgment, is worth setting.

| would be concerned if every time a significant or expensive natural disaster or indeed any
other exigency fdl to the Australian government the response was to slug the 40 per cent of
the population who are considered rich enough to bear an additional tax burden. | think that
would be problematic, although there is an element of political judgment in that as well as
economic. But, obvioudly, if you continue to increase marginal rates of tax on a segment of
the population by large amounts or with high regularity over time then there could well be
some adverse consequences for incentives to work, save, invest and the like, which have been
well documented in the economics literature.

CHAIR—Thank you, Mr Eslake, for making yoursdlf available today. \We appreciate your
time and expertise. Hansard were making a recording of your evidence here today and they
will send you a copy. If there are any errors or omissions, please get back to us as quickly as
possible. Thank you once again for your contribution.

Mr Edake—Thank you, Mr Chairman. | again express my appreciation to the committee
for the opportunity to share my views with you.
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[11.47 am]

McKIBBIN, Professor Warwick, Private capacity

CHAIR—On behalf of the committee, | would like to welcome you to today’s hearing. |
remind you that, although the committee does not require you to give evidence under oath, the
proceedings are till legal proceedings of the parliament and warrant the same respect as
proceedings of the House or the Senate. The giving of false or miseading evidence is a
serious matter and may be regarded as a contempt of parliament. Thank you again for making
yourself available at relatively short notice. We do appreciate that. Would you like to make an
opening statement in relation to our consideration of this bill?

Prof. McKibbin—Yes. | would like to thank the committee very much for inviting me. |
do have an opening statement which | would like to read. The comments that | wish to make
today about the Temporary Flood Reconstruction Levy | make in my capacity as a professor
of economics at the ANU and an expert on the theory and practice of economic policy.
Although | am a member of the board of the Reserve Bank of Australia, nothing | say should
be attributed to other members of the board nor the management of the Reserve Bank of
Australia. These are my own personal views and not the views of any of the institutions with
which | am affiliated.

| wish to comment on the principle of how to finance the cost of a natural disaster or any
temporary negative economic shock. The main reason for focusing on this issue, despite the
relatively small amount of money involved in the current case, is to make sure that important
principles are in place for future disasters and future economic decisions which may be of
significantly larger magnitude.

Most economists who study public finance would support the view that taxation is not the
optimum way to finance the reconstruction of infrastructure after a natural disaster. The
argument has a long tradition in economics. One of the goals of economic policy should be to
smooth national consumption over time. A natural disaster reduces economic activity when it
occurs. Financing reconstruction requires immediate delivery of reconstruction effort and
therefore an immediate funding response. There are at least three main ways to finance
rebuilding. The first is to raise taxes, which further reduces private demand and therefore
reduces economic activity even further. The second isto cut government spending, which also
reduces economic activity even further.

The third is to increase the fiscal deficit temporarily—and | stress ‘temporarily’—to
borrow to refinance the rebuilding. The advantage of borrowing is that this does not directly
reduce economic activity today, but spreads the cost of rebuilding over many decades into the
future. The macroeconomic goal should be to reduce the negative effects of the disaster soon
after it occurs. Only borrowing achieves this objective. Both cutting spending and raising
taxes worsens the decline in economic activity in the short term. The analogy to the problem
facing a government is the case of a person whose house is damaged after a storm but who
has no insurance: it does not make sense to stop eating until enough is saved to rebuild. A
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better strategy is to borrow to rebuild and to reduce consumption a little each day to pay for
this.

The role of the government in income smoothing and risk sharing for the national economy
is a fundamental tenet of sensible public finance policy. Of course, the general rule may not
apply in all cases. If a government has no economic credibility then the ability to borrow may
not be an option, and so pay as you go may be necessary. Also, if government debt to GDP
were very high, the additional borrowing may raise the risk premium on government debt and
therefore incur additional costs in excess of benefits for income-smoothing purposes. With
Australian government debt to GDP at around 20 per cent, and the lowest of industrialised
economies, it is unlikely that the additional borrowing of the scale envisaged could impact on
risk premium in a negative way. Indeed, | believe that if it were explained to financial markets
that the reconstruction was designed based on the optimal income-smoothing policy then this
could very well enhance the economic credibility of the policy framework perceived to apply
in Australia. Also, borrowing to finance something with a large and already known financial
pay off, such as rebuilding infrastructure assets, should not result in a change in risk.
Borrowing for wasteful purposes is when financial markets get nervous about government
debt.

An additional public finance argument against a levy—and this is as distinct from both
borrowing and cutting spending—is that there are significant compliance and enforcement
costs associated with introducing a new tax. These may be significant, especially when there
are exemptions from the levy that will need to be assessed on a case-by-case basis. These
transaction costs will reduce the amount of revenue that is available for spending on
reconstruction, and thus it is the highest cost way of financing the rebuilding in the current
case.

Finaly, there is the problem of unintended consequences. Announcing a tax to finance
flood reconstruction has the danger that it may cause those who have generously donated
money to the various flood relief campaigns for those in particular need to be unhappy that
they are being forced, through the taxation system, to make additional payments in excess of
what they were willing to give. By being surprised this way, people may not donate as much
in the event of future natural disasters because they will expect that the government will tax
them again. Thus, imposing a flood levy to finance infrastructure may make people more
reluctant to give to disaster relief in the future. Whether this effect is large or small is an
empirical question, and it would be very interesting if the data were available to test whether
individual donations fell after the flood levy was announced. Perhaps the charities are better
placed to provide some comment to the committee on this issue.

In conclusion, under the current circumstances in Australia it is clear that the economic
argument comes down in favour of a temporary increase in the fiscal deficit to finance
reconstruction after a natural disaster. | am sure there are many compelling political
arguments in favour of the levy, or in favour of cutting spending to finance rebuilding; my
arguments in this testimony have focussed on the economics of this palicy.

CHAIR—Thank you for that. Mr Ray, the Acting Secretary of the Commonwealth
Treasury, raised the question about fiscal credibility with the markets. Y ou have addressed
part of that. His view in advising the government on the advantages of a levy was that that
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was a consideration that was there. You do not think that that—while it may be a judgment
call—at the end of the day it is avalid argument that can be sustained economically?

Prof McKibbin—It is one argument. | think the evidence is that the financial markets
respond to responsible decisions which have a very clear framework underlying those
decisions. The idea that governments have a role in our society is held by most people, and
the idea that governments should borrow in certain circumstances is well acknowledged by
most economists. | think that in the case of a disaster it is amost uniformly accepted by
economists, in principle, that a tax is not the best way to fund it. And the particular tax that we
are talking about is quite small, and therefore the impact on credibility would be very small. |
think it probably could be made into a positive, not a negative, if the reason for doing it was
seen to be sound economic management rather than any sort of political decision.

CHAIR—On the flip side of that, of course, is the impact on consumption, given it is a
small tax as well as being relatively small, which was one of your arguments for not using a
tax.

Prof. McKibbin—That is correct. Again, thisis a small impost on the economy. My view
is that we should always, where possible, establish good principles for economic management
because when the big decisions have to be made we have a framework in which to act,
whereas if we continue to do what we have always done then we end up becoming a banana
republic. We have to be very careful that all decisions, even the small ones, are done in the
appropriate way.

CHAIR—Y ou would not, though, be arguing that putting this levy is irresponsible of the
government in terms of raising money? It is one of the three options that were available to the
government. You are not arguing that it is irresponsible; you are arguing that, in your view,
going into greater debt is the preferable option?

Prof. McKibbin—My argument here is very clear. It is an option, and it is a reasonable
option to take. A first best policy would be to borrow under current circumstances. Primarily,
the most convincing argument to me is the fact that, if we use this particular tax, because it is
a new tax we lose a fair bit of the revenue—perhaps up to 10 per cent—in churning and in
collection costs, whereas if we use government debt we can actually collect the revenue
gradually over time in the normal way through the taxation system without any additional
cost. So it is definitely more costly, although the numbers, | agree, are very small.

CHAIR—Thank you.

Mr ClOBO—~Professor McKibbin, in your view if the government had been in a surplus
position, asit has been in previous years, would the need for this tax have been nil?

Prof. McKibbin—I do not think the initial conditions in the particular circumstances we
face make that much difference. Whether we were running surpluses or whether we were
running deficits, with debt to GDP of alow 20 per cent or so, | do not think it has any impact
on whether the tax is the optimum policy or not.

Mr CIOBO—You said in your evidence that there were additional costs associated with a
one-off tax versus debt financing and spreading it over the normal course of revenue raising
by government. There are costs associated with doing that either way. They made the

ECONOMICS



ECO 38 REPS Wednesday, 16 February 2011

nominal. They may be nonmaterial. But if the government was in a situation where we had a
surplus, | would have thought it was a matter of first principle that there would be less need to
finance it through debt or through an additional tax.

Prof. McKibbin—In that sense | agree with that argument, that if you have additional
assets that you have been accumulating over many years you can run down those assets
without resorting to taxation to finance it. That is correct.

Mr CIOBO—In the current context we have got government with net debt—I am not sure
of the exact figure; my colleagues may know, but | understand it is about $80 billion—and
forecast budget deficits. Again, | know that it is not material in that context, but isn’t that
precisely the point—that it is not material and yet there are additional costs associated with
the collection of this tax? Doesn’t that of itself highlight that this tax would seem to have not
been well thought through?

Prof. McKibbin—Again, taxation is a legitimate exercise to undertake, and you can use
taxation to finance all sorts of activities. | think the decision here was a decision of a political
nature, not of an economic nature, because the simple economic argument is to borrow under
current circumstances that we face.

Mr CIOBO—So there is no economic basis for this decision, it is purely a political
consideration?

Prof. McKibbin—There is an economic basis because the consequences of the decision
have economic implications.

Mr ClIOBO—I know there is an economic implication, but what you said was that it was
not on the basis of economics that this decision has been taken.

Prof. McKibbin—I would say that most economists would draw the conclusion that a
borrowing in this case was the way to undertake this policy reform. | have to be careful
because in my discussing this policy | am talking about it in a stand-alone situation. In fact,
this decision is being made in an environment where there are many other factors going onin
the economy: an overheating economy, strong excess demand, government stimulus package
still running through the economy. So the decisions that are made in the broader context are
made as economic decisions as well, which make more sense to me. But those decisions, |
would argue, should have been made as part of the budgetary process, not as part of financing
the rebuilding of Queendand infrastructure.

Mr CIOBO—So at atime when there is still, as you said, stimulus in the economy and the
government is still spending money in the economy, this tax, masked as it is—my words, not
yours—as part of a recovery effort to repair the damage from the floods, just also happens to
neatly fit with the government trying to in some way reduce stimulus without having to cut
programs in other areas by making sure that the tax take is slightly larger. |s that what you are
saying?

Prof. McKibbin—No, | would argue that is part of the argument. The other part of the
argument is there is a clear target of a fiscal surplus by 2012-13 and the need to finance any
perturbations in revenue or incomes of the government means that you would want to use the
tax more often to try and meet the deficit target at that point in time. | think the problemisthe
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deficit target that we have self-imposed ourselves—from both sides of pdlitics; the
conservative opposition and the government—is not the appropriate sort of target for a
country like Australia that has enormous investment opportunities and a shortage of access to
funding. The government can play a very important role in providing that funding and
borrowing against future income streams.

Dr LEIGH—Professor McKibbin, Mr Ray, this morning, characterised the point of the
macroeconomic cycle as being strong and approaching full employment. Does that seem a
reasonable characterisation as to where we are?

Prof. McKibbin—Yes.

Dr LEIGH—So, which matters then when we are thinking about how to fund additional
expenditure—recent shocks or the overall macro position in the cycle?

Prof. M cK ibbin—The macro position in the cycle does matter. | would have thought that
the policy response for that would have been undertaken in the budget cycle not in the
response to a natural disaster which requires a rapid response and a clear mechanism of
financing. Y ou could bundle the two together—and that is my view of what the government
has done—as |ong as someone explains to the Australian people that this is the purpose of this
levy then that certainly is a legitimate exercise. My testimony is purely about the economics
of what you do as a matter of principle in these circumstances independently of the financial
cycle that we face.

Dr LEIGH—Thinking about what you have termed a ‘deficit fetish’ how do you see
Australia as having gotten into that position in your characterisation?

Prof. McKibbin—There is along history of very large fiscal deficits and accumulation of
government debt under previous governments. It was a key part of the platform of the Howard
government years of moving the deficit into surplus. That was pulling back from a threshold
where debt to GDP was acting as a drain on the economy. Once you get below certain levels
of government debt to GDP and that debt is being used to finance activities which generate
very high social and financial rates of return then there is less of a concern. That idea that
these deficits in the seventies were bad was probably correct because the way they were
financing were probably very low return activities. | think that is the mistake that government
and opposition parties have made. They should focus on the quality of spending, the nature of
the spending and the rate of return to society over time when they incur spending. Many
programs do not return anything like the cost of borrowing those funds and that is the
fundamental problem with deficit financing—what you spend it on, the quality and the
magnitude.

Dr LEIGH—In an environment in which Australia’ s debt levels are about one-tenth of the
average for developed countries below 10 per cent, what does it do to sensible debates over
deficit financing when one party in an election covers al of the polling booths with bunting
that focuses on the issue of debt?

Prof. McKibbin—It is very counterproductive to the Australian economy. | think both
sides of poalitics should actually move away from this focus on deficits and debt to focus on
the quality of government spending and the distortionary nature of taxation that services that
government spending.
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Dr LEIGH—Is there a risk that you have contributed to that? In the context of the second
stimulus package in 2009 you were quoted in one of the newspapers as saying that the danger
is you add too much to the fiscal deficit?

Prof. McKibbin—I am very explicit in my testimony against the stimulus package in the
Senate in March or February 2009 and | made it very clear in my own writings at the time.
The first stimulus package was perfectly timed and appropriate. The second stimul us package
was, firstly, too large because it was, in my view, far too large given my view of what the
world economy was going to evolve into. Secondly, the composition of that spending was
designed in such a way that the flexibility that you needed, given the uncertainty that we
faced, was not there. You were spending on things like school buildings and political
spending, which had rates of return which were appropriate, but that could never be reversed
if it turned out Australia was in a boom in 2010. They were my explicit arguments and | till
stick to that. | was never against deficit spending. | was against the quality of the spending
that was in the package and the scale of the increase in debt because it was not necessary
given the information that we had at time.

Dr LEIGH—BuUt you were quoted in the Australian on 26 May 2009 as saying:
The danger is you add too much to the fiscal deficit—

Prof. McKibbin—That was in the context of a complete statement which included ‘to
spend on programs which were wasteful’. | do not like being taken out of context by
journalists, but that is the context. My written comments, which are on the record, are very
clear on thisissue and all of the public points | have made are well documented in the media
and the academic literature.

Dr LEIGH—You have been a prominent commentator for a long time now in the
Australian public debate. Y ou have been on the Reserve Bank board since 2001—

Prof. M cKibbin—And my term is about to expire.

Dr LEIGH—s0 over quite a period you have been one of the leading economic
commentatorsin Australia. Did you speak out at all on the levy to fund the gun buyback?

Prof. McKibbin—No, | did not.
Dr LEIGH—What about the East Timor levy?
Prof. McKibbin—No, | did not.

Ms O'DWYER—I think we need to be clear on the East Timor levy. We keep talking
about it, but it was never actually introduced.

CHAIR—I think the question was in relation to a commentary about a policy and | think
that is fine in the circumstances.

MsO’'DWY ER—I do not warnt to create a misleading impression.

Dr LEIGH—Thereis no misleading impression. There was a debate over the introduction
of a policy—
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Prof. McKibbin—Can | just respond to the question as it was asked? That is not a
guestion of macroeconomic policy, per se. | am talking here about a macroeconomic shock,
which was the flood, and subseguent other activities which have macroeconomic
implications. My field of expertise is macroeconomics and climate change and that is where |
comment. | do not comment, unlike many others, on areas that are outside my expertise.

Dr LEIGH—MYy characterisation of your testimony is that it very much focuses the issue
of deficits rather than the appropriate level of taxation in Australia. Would that be a
reasonable characterisation of your concerns?

Prof. McKibbin—No, my characterisation is focusing on the need for governments to
smooth income and use borrowing and lending as a way of doing that.

Dr LEIGH—Y ou made a comment briefly before—and | just want to clarify it alittle—on
the collection costs. Y ou quoted a figure of 10 per cent on collection costs. It was not clear to
me why the collection costs would be lower if it were to be financed by future taxation rather
than current taxation. Can you explain that to me?

Prof. McKibbin—The figure of 10 per cent was just a humber which | assumed was
approximately what the cost of collecting taxes would be where there are lots of exemptions
in the taxation hill. If you look at this particular bill, my understanding of the way in which
the tax is levied is that it is not levied on all Australians; it is levied on a particular income
group of Australians and it is levied on those who were not affected by the floods where that
is defined in a particular way. | think this will have to be revisited, because there are people
who were affected by floods that did not receive payments through the government agencies,
and they are being used as the definition of being affected. | am sure that there are
Queendanders out there who had no insurance, who incurred significant damage and did not
receive any assistance from the government. They will now be hit with the levy. Those sorts
of caseswill incur transaction costsin collecting the revenue and this must be greater than just
using consolidated revenue, tax revenue, over time and will not require reprinting of forms
and literature, or dealing with potential legal actions and a whole range of other complications
that come into atax bill whichisfull of exemptions.

Mr BUCHHOL Z—I appreciate your comments on the best policy being to borrow in this
situation. | just want to expand the three options there: increasing tax, reducing government
spending programs, or increasing debt, and what the impact on inflation would be. Would the
impact for each be upwards or downwards or would there be no impact on inflation?

Prof. M cKibbin—I would probably need to pull out one of my economic models to do the
calculation precisely, but | would have thought that, if we financed it by reducing government
spending by reducing demand in the economy, you would have a very small downward effect
oninflation. By doing it through taxation and also reducing demand in the economy, probably
depending on how that feeds through some wage claims—which is highly unlikely—it will
probably have a downward impact on inflation. And by doing it through borrowing there
would probably be no effect on inflation.

Mr BUCHHOLZ—I was not too sure about the tax, but | had a gut feding that a
reduction in government programs would put downward pressure—
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Prof. McKibbin—Let me just qualify. It depends on the government spending that is cut.
Some government programs over time can have reasonably high productivity improvements
in the economy. So, if you are cutting programs which are going to reduce private returns at
future dates, that has medium-term inflationary effects. So it depends on what you cut. The
quality of the government spending is important when you are cutting government programs.

Mr BUCHHOL Z—Can we go to the quality of government spending? What is your view
of the secondary stimulus that is still in the marketplace today which was introduced back in
2008?

Prof. McKibbin—My view is that there is excess stimulus still in the economy today,
even though it is true that the amount of fiscal consolidation that we have seen from the
package being introduced until today is historically unprecedented in Australia. | do not
dispute that. Thereis fiscal consolidation in the design of the fiscal stimulus. Unfortunately, it
is not big enough consolidation given the historically unprecedented terms of trade shock that
we now face. It is true that the policy was designed with afiscal consolidation ideain mind; |
just think it was predicting the future that did not occur. If the policy was optimal in 2008
when the crisis was occurring—and we have discovered that the crisis was very different to
what we thought—the policy should have changed in 2009-10, which is what | had been
advocating in public.

Mr BUCHHOLZ—That is a fair enough comment—that there is a broad range of
programs and there is isolating them out. Unless you isolate them, it is difficult to get an idea
of which way the inflationary pressure would fall. If we look at the opportunity cost foregone
on the $2.5 hillion insulation program against the levy, how would that sit?

Prof. M cK ibbin—I understand there was a lot of waste in the program. | have not yet seen
the cost-benefit analysis of the return to the insulation that was installed appropriately, so | am
not in a position to give expert commentary on that. | was against that program because, if the
goal was stimulus—not environmental enhancement but stimulus—the people you should be
stimulating are the domestic producers and the installers, not importing large quantities of
installation from overseas. Again, it is an empirical question. | hope that somebody is doing,
asthey should doin all government decisions, a very significant cost-benefit analysis, |ooking
at a particular return to each of the activities. What concerns me about the government
spending that has been cut out of financing the flood reconstruction is that | do not know what
the return has been to those activities that have been cut. | thought the Solar Flagship Program
was avery good ideain theory at the time and | thought the carbon sequestration research was
a very good thing to invest in from a climate policy point of view, but | do not know what
decision was made and where the cost-benefit analysis was done to take a program that was a
good idea a few years ago and axe it immediately. | would like to see whether it is possible
with those figures.

Mr BUCHHOL Z—In summary, the reduction in government spending will put downward
pressure on inflation?

Prof. McKibbin—Yes.
Mr BUCHHOL Z—Thank you.
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Mr STEPHEN JONES—In your opening comments you talked about a consensus
amongst academic economists around the optimum way to fund natural disaster recovery.
Without wanting to verbal you in any way, | think the force of your testimony was that the
optimumway, in principle, isto do that by debt financing?

Prof. McKibbin—It is. | did not say ‘aconsensus’; | said ‘most’. Thereis abig difference.
‘Most’ in economics means more than half.

Mr STEPHEN JONES—Would you agree with the proposition that the optimum theory
of debt financing for disaster recovery may need to be qualified by the objective
circumstances that appear around any given disaster?

Prof. McKibbin—I agree. | think that in my subsequent comments on questions | made
the point that | am talking about particular theoretical concepts, and then | put them in the
context of where the Australian economy sits today. | agree with that.

Mr STEPHEN JONES—Would you also agree that Queensland, the state that was most
heavily hit by the natural disasters we have had, has unprecedented levels of private sector
investment in the mining industry, which does not appear to be affected at this stage by the
natural disasters?

Prof. M cKibbin—We do, yes.
Mr STEPHEN JONES—We also have record low levels of unemployment, don’t we?
Prof. M cKibbin—Correct.

Mr STEPHEN JONES—We also have a significant amount of public and private sector
infrastructure investment going on, which is essentially creating capacity constraints at the
moment.

Prof. McKibbin—Yes.

Mr STEPHEN JONES—Would you agree then that, given all of these objective factors,
debt financing would carry the risk of adding to those capacity constraints in the context of
these disasters?

Prof. McKibbin—Firstly, the numbers are very small, so the amount added to those
constraints would be very small. | am arguing here on a matter of principle: when this
becomes a big issue with a big shock, how should we think? If we think back to the decisions
that are made today on this particular policy and if that guides our decisions because everyone
says, ‘Well, we did it this way back in 2011, then we could be setting a policy framework
which makes mistakes in future cases. | think the numbers are small enough that you would
not see an effect of the magnitude that you are talking about from this policy.

Mr STEPHEN JONES—I agree with that in theory. If you move from the abstract and
focus on the particular types of infrastructure that need to be repaired and rebuilt, there are,
for instance, a limited number of civil construction companies out there who can rebuild
roads.

Prof. McKibbin—But raising taxes or issuing government debt is not going to
dramatically change the supply of labour in this industry. Taking people off school building
projects that are part of Building the Education Revol ution has a much bigger positive impact
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on supplying workers to rebuild Queensland infrastructure. So the relativities really do matter
inthis discussion.

Mr STEPHEN JONES—Okay. Thanks.

CHAIR—Thank you, Professor, for making yourself available today. As| said at the start,
it was on very short notice and we really do appreciate your testimony here today. We will
send you the Hansard transcript of your evidence. If there are any omissions or errors, please
get back to the secretariat as quickly as you can. Thank you again for your contribution here
today.

Prof. M cKibbin—Thank you, Chair, and thank you to the committee.
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[12.17 pm]

SANCHEZ, Mr Alex, General Manager Policy, Economics and Taxation, |nsurance
Council of Australia

SULLIVAN, Mr Karl Kanib, General Manager Policy, Risk and Disaster Planning
Dir ector ate, | nsur ance Council of Australia

CHAIR—On behalf of the committee, | welcome representatives of the Insurance Council
of Australia to this hearing. | remind you that, although the committee not require you to give
evidence under oath, these hearings are legal proceedings of parliament and warrant the same
respect as proceedings of the House or the Senate. Giving false or misleading evidence is a
serious matter and may be regarded as a contempt of parliament. Thank you for coming along
today. Are there some opening comments that you wish to make to this committee in relation
to the inquiry?

Mr Sullivan—Yes. Thank you, Chair. They will be brief. Just as an outline, we are here
representing the Insurance Council of Australia, whose membership in turn is made up of
direct insurers and reinsurers operating in the Australian market. Those members provide
private cover and, in some instances, cover to governments for particular assets.

Coming out of the flooding events in Queensland, there is $2 hillion reserved at the
moment to pay claims. That will grow over time. With Cyclone Yasi on top of that—as it
stands this morning—there is an additional $500 million. There were 43,000 claims lodged
for the floods and 30,000 claims for Cyclone Yasi. So they were considerable events from
that perspective. The point to remember there is that that is Queendanders, Australians,
funding their own recovery by choosing a product.

We have issued a 10-point plan to improve that picture, to encourage further people to
insure and hopefully at more reasonable rates. We have recently seen the government national
disaster resilience strategy released over the weekend, which is a welcome devel opment
indeed, which again outlines many measures that will start to improve the risks in the
community, the information about those risks and then how we might go about actually
offsetting those risks, perhaps through financial instruments. All of that is geared towards the
community being better able to sustain their own recovery, being more self-reliant.

We are not here to comment on the particular funding of this levy. Our area of expertiseis
in insurance, so we would like to particularly offer the opportunity to answer any questions
you might have on what insurance options there are to fund this sort of recovery activity in
the future. Some of the options that are used internationally are catastrophe bonds or
parametric insurance. Parametric insurance is used in some very disaster prone regions where
it is simply triggered by a predefined parametric trigger. For example, government might
strike an arrangement or a contract with a global insurer to receive a certain payout if the wind
gets above 200 kilometres an hour or floodwaters get above a certain height. That triggers an
automatic payment of the agreed sum. There are no delays, no damage assessment, in fact no
damage actually has to occur generally under those arrangements. It is simply an immediate
payment of funds. And, importantly, if you strike that with global reinsurers, those are funds
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coming from outside Australia into Australia. So on the one hand we have the private
insurance market being encouraged by government to ensure that the community and
individuals in the community are able to sustain their own recovery. There are options of
course going forward to fund government recovery operations in infrastructure. There is no
doubt that with a flood event, particularly one of this magnitude, and other flood events the
majority of damage sustained is infrastructure costs and a smaller proportion goes down to the
private market.

I conclude by saying that our position is that we do not have a view on how this particular
levy at this particular time should be funded. What would we would be keen to see is that in
future this is not a precedent, that there are in fact some considerations given to how you
might insure or reinsure those costs to prepare for that rainy day so that that funding can come
at least in part or in full from the global market back into Australia.

CHAIR—Thank you for that. | will start off with some questions. The deputy chair was
guestioning the Queendand Treasury about why they did not have insurance on government
assets. What is your view in relation to that?

Mr Sullivan—I think there is a difference here of how insurance might be defined in this
context. | think most people when they think of insurance think immediately, as you have
said, of insuring assets. Our particular remarks are going to how you might fund recovery
activity. You may not be ensuring a bridge or a road or a particular building; in this context
you would be funding yourself for the contingency funds that would need to flow. Then it
would be up to you where you all ocate them going forward. That might be to particular assets
or it might be to community stimulus.

CHAIR—So do those sorts of options overcome the concerns that the Queensdand
government raised in relation to the insurance of roads, for example? They said that even if
they had taken out insurance roads were not going to be covered.

Mr Sullivan—Those arrangements would; it depends on the deal you strike globally. If
you strike a deal where you were simply insuring yourself for a certain amount of money to
come in if conditions are met, it is then up to you how you spend that money. That might be
allocated to roads or it might be allocated to bridges, for example.

CHAIR—Can you give the committee an idea of the sorts of costs that would be involved
in providing that sort of cover?

Mr Sullivan—No, | cannot. | do not go into that. That is a discussion the state would need
to have with global reinsurers, who would of course sit down and assess the risks, and the
risks are present, aswe all know. It would become a financial discussion between them.

Mr CIOBO—Mr Sullivan, | am interested in exploring this further, because you spoke of
the desire to encourage insurance—and that is a desire that | share—and the need to be more
sdf-reliant. We know that a number of the state governments took the decision to obtain
reinsurance for a class of public assets but that the Queensland state government did not do
that. Does this go to the core of what you are talking about in terms of sending the wrong
message and arriving at a situation where you have government not practising what they
preach?
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Mr Sullivan—I think that is a matter for the state government to discuss. To draw a
parald, if we created a situation in the private market where it became apparent that you did
not need to insure your property and your assets because there would essentially be a
community bailout if a situation occurred then that would not be a positive outcome for
Australia. You have to go into the economics and the feasibility of that type of cover. Our
position is that you need to sit down and have a serious ook at whether it isin fact feasible.

Mr CIOBO—Are there insurance products available on the market today that would cover
the public costs that are being bornein this situation?

Mr Sullivan—There are examples internationally in far more disaster prone areas—for
example, in parts of the Caribbean and in Alabama in the US—where they have taken out
these products to fund their own recovery efforts. In many cases those would not fund 100 per
cent of a recovery effort. That would be a matter of how much appetite for risk the state has,
how much they want to push out to global reinsurers. There are certainly products available.
They are highly configurable, and you can accept as much or aslittle of therisk asyou like.

Mr CIOBO—So we are not reinventing the wheel here. The reality is that there are other
governments in other jurisdictions that have purchased parametric insurance—as | think you
called it—to cover exactly the kinds of recovery costs that are the subject of this new flood
tax.

Mr Sullivan—Yes. | would still classify them as rdatively innovative approaches to
insurance but they have certainly been around for more than a decade.

Mr CIOBO—So for over a decade there have been products available to meet the costs of
recovery.

Mr Sullivan—Yes.

Mr CIOBO—In terms of the decision not to take out this reinsurance—and you may or
may not be able to comment on this—Queensland Treasury officials made it clear to us that
part of their consideration was the standing agreement between the Commonwealth and the
state vis-a-vis the costs of recovery. | think they said a range between 25 per cent and 75 per
cent is borne by the Commonwealth based on the intensity of the disaster. Is this basically an
issue where, because the Commonwealth is picking up the tab, the state government has not
bothered purchasing the product?

Mr Sullivan—In some respects you could argue that the arrangements under which that is
doneis an insurance palicy for individual states. Our position is that perhaps this presents an
opportunity to look for a better mix that encourages state governments to rely less on other
governments and | ess on the particular arrangements.

Mr CIOBO—In this case, the Queensand and even the Victorian state governments
insurance policy isthe Commonwealth, effectively. Isthat what you are saying?

Mr Sullivan—That is a matter for the individual states. | am not familiar with their precise
levels of insurance or in fact what they cover.

Mr CIOBO—Sure, but | am paraphrasing what you are saying. Y ou are basically saying
the Commonwealth comes in and pays the cost of recovery. That is effectively the states
insurance policy.
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Mr Sullivan—It certainly contributed to the decision making around how they might
manage their financial risks going forward. In some respects, you might equate that to or
mutual fund arrangements that canegrowers get into to share their risks.

Mr CIOBO—Isn't the key difference, though, that in this situation the Queensland state
government is not paying a premium to the federal government, whereas they would in the
private marketplace?

Mr Sullivan—They would certainly, if they took out private insurance, be required to pay
to offset that risk.

Mr CIOBO—It isa pretty big carrot for the Queensland state government, therefore, to go
with a quasi-Commonwealth-bailout-fund rather than use the private market, isn't it?

Mr Sullivan—That is a matter for the Queendand government and the federal
government.

Mr CIOBO—Y ou also spoke about not wanting to set a precedent through, effectively, a
community bailout fund. Do you think we run a risk, where the Commonwealth has this
‘mateship tax’—as | think the Prime Minister referred to it—of seeing fewer people take out
private insurance because of the belief that in some way the Commonwealth or the state
government will step in and help pick up the tab?

Mr Sullivan—I think the government has been particularly clear about what this levy will
go towards funding and that is infrastructure, not the rebuilding of private homes. | think that
message has been clear enough for the community and that they would understand that they
still need to be reliant, they till need to be able to refund their own recovery going forward.
We are hoping that the community dialogue also extends to the situation where, if those costs
increase, because the risks are increasing, they will take appropriate steps to reduce their risks
into the future—for example, building a little bit smarter in a better location so that they are
less vulnerable to the risks. My reason for raising that is that government taking out a
parametric insurance product or a cap on product would require them to pay a premium. That
premium would be related directly to the risks they are exposed to and therefore there is an
incentive for them to start managing their risks in a downward fashion through better
mitigation and better policy decisions.

Mr CIOBO—That has not happened?

Mr Sullivan—They do not purchase that type of product presently. Certainly, where they
insureindividual assets, the assessment of the risks of those assets would be directly related to
what mitigation they put around those assets.

Mr CIOBO—The precedent that you referred to in your early testimony was in relation to
what? 'Y ou spoke about not wanting to set a precedent.

Mr Sullivan—If a precedent is set by government where there is confusion in the
community about actually having to take out that private cover then you could end up with
fewer people taking out the cover, fewer people being able to fund their own recovery and a
greater reliance on the taxpayer. That is a difficult issue and one to keep in the front of your
minds as you go forward with these policies. | do think, however, the government has been
very clear that thislevy is not about funding personal recovery.
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Mr STEPHEN JONES—If | could take up the issues Mr Ciobo asked you about. | think
he was getting to underinsurance in a couple of the questions. It is true, is it not, that
nationally at any rate the underinsurancein relation to buildings themse vesis rather low.

Mr Sullivan—It really depends on the event that occurs, where it occurs and how large the
event is. Underinsurance can be driven by arange of factors. In an event such as aflood event
where you have total loss of properties you can find some underinsurance where the rebuild
costs spike because of that particular period, because of supply and demand.

Mr STEPHEN JONES—That is because they have undervalued the cost of repair?

Mr Sullivan—All of the costs of the repair have actually shot up as a result of the
particular event, only to come down some years later.

Mr STEPHEN JONES—BuUt in terms of the number of buildings which do not have any
insurance cover it is less than five per cent?

Mr Sullivan—I will leave that to my colleague.

Mr Sanchez—That is right. We can only draw from the Household Expenditure Survey
and it isaround four per cent nationally.

Mr STEPHEN JONES—Contents insurance?

Mr Sanchez—A bit higher—considerably higher. It is around 23 per cent. It is till
200,000 homes, so it is not an insignificant number of homes that have no building insurance.

Mr STEPHEN JONES—Do you have any evidence to suggest that in Queensand the
pattern is out of step with those national averages?

Mr Sanchez—No, not at all. Again, from the Household Expenditure Survey, it is around
34,000 homes in Queensland.

Mr STEPHEN JONES—AII the evidence that is available to your organisation, as the
peak organisation representing general insurers and others, is that there is no greater or lesser
insurance coverage for private dwellings in Queensland than there is anywhere else?

Mr Sanchez—It is pretty even across the board.

Mr STEPHEN JONES—There has been some debate about definitions of flood coverage.
| anticipate that those debates will move to this place pretty soon. It istrue, isit not, that this
isnot a new debate in Australian politics?

Mr Sullivan—Not at all. It has been longstanding. The essential problem is that, prior to
2006, you could not insure for riverine flood whatsoever anywhere in the country. The
industry made a decision at that time to change that. The two ways of changing that are to,
firstly, clarify what you are actually covering, by producing a standard definition and,
secondly, developing the risk data so that you can put a price on individual properties and the
level of risk that they carry. We made application to the ACCC to employ a standard
definition. Unfortunately, that was rejected around concerns about the wording itself. At the
same time, the data was being devel oped—

Mr STEPHEN JONES—At what point in time was that application made to the ACCC?
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Mr Sullivan—2007. At the same time, the insurers started to develop the data that would
be required to actually underwrite the risk. Those two processes—standard definition and
data—were running in parallel. When we were no longer to employ the standard definition,
parts of the industry were in a position to start underwriting the risk using their own
definitions. Having said that, most of the definitions in use across the industry are remarkably
similar. We are now in a position where every single property in Australia has a choice of
flood insurance from some providers of insurance. Not all insurers will provide flood
insurance. There is an issue there about potential disclosure and how people understand that
going forward.

Mr STEPHEN JONES—You say there is no gap within the market, however some
insurers may decide not to offer a certain product—is that right?

Mr Sullivan—Absolutely. There is no market failure in flood insurance for riverine flood.
You can get it regardiess of where you live. Most companies will base it on your risk. For
example, if you live in a highly risky location, you will pay more for flood cover if you
choose to have it than if you live somewhere relatively free of that particular risk. So it is
available in the market and it has been for some years now, and has been heavily advertised.
Our experience in flood zones is that consumers who are aware that they are in a flood zone
generally do seek out flood cover and take out the cover. It is alittle too early to tell how far
that has gone for this particular event, but we expect that towards the end of the month we
will have some data around that point. There is a small element of people know who for
whatever reason—potentially that they did not understand that they live in a flood zone, that
they did not understand the product or that they have not researched it appropriately—have
chosen a product that on its face does not cover the flood risk.

Going back to standard definition, the industry has announced that it is willing to embark
on a standard definition discussion with government and that is quite well advanced at this
stage.

Mr STEPHEN JONES—I think we will have bipartisan support. My understanding is that
as early as 2001 the then Treasurer Mr Hockey made an in-principle policy statement that we
should have a standard definition for flood insurance in this country.

Mr Sullivan—I would urge all of you not to think that the inclusion of a standard
definition would have changed the situation that we are currently in. If a standard definition
had been introduced in 2006, it would still be the position now that some insurers would not
offer the cover because it is beyond their risk appetite. It is an extremely difficult risk to
underwrite. It costs around $400 million to $500 million annually, and it is focused on around
three per cent of properties exposed to the risk. When you have $500 million over three per
cent of properties, you get into an area where it is difficult to commercialise a product for
those areas. It can be done and it has been done by some insurers. The key to producing more
flood product in the market—qgiving even greater choice to consumers—is to get the mapping
right which we see purely as the government's responsibility. That then also helps
government communicate the risks through to individuals so that they are more aware of what
they are facing and more inclined to take appropriate steps to protect themselves.
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Mr STEPHEN JONES—What level of government do you think is best placed to collect
and provide that data to the insurance industry?

Mr Sullivan—I stress that they would not be providing it to the insurance industry; they
would be providing it to the community.

Mr STEPHEN JONES—To the public at large.

Mr Sullivan—Y es. Certainly the insurers would look very closdly at whatever government
data exists. Thereisa great deal of good government flood data available at the moment but it
is patchy, some of it is old and some of it is difficult for us to obtain. As to your question
about the level of government, at the moment most states approach it by delegating it to local
government. That presents a difficulty for other users of the information at a national level
who then need to go and negotiate with individual local governments right across the country.
Our view is that this is national infrastructure and that it should be done centrally and
federally with the cooperation of the states so that for the first time, much like they have done
in the US, all Australians can get access to high-quality flood mapping that properly informs
them of their risks.

Mr STEPHEN JONES—You are not suggesting that the Commonwealth should
duplicate a role that is currently undertaken by local governments for planning and other
purposes to collect and research flood and related data?

Mr Sullivan—I am not suggesting that they should take over the planning roles, because
there is nobody better to do that than those familiar with the local circumstances. But there are
core data sets—for example, e evation moddling and flood modelling—that can be made use
of right across the country.

Mr STEPHEN JONES—I want to ask a separate series of questions. | believe |
understood you to say in your opening statement that the industry sees some merit in some
form of national disaster insurance scheme. Have | heard you correctly on that?

Mr Sullivan—No, that is not our position. We would see merit in some form of
globalisation of the risk, if you like, through a greater reliance on the global reinsurance
market by governments.

Mr STEPHEN JONES—What do you think the role of government isin facilitating that?
Mr Sullivan—Facilitating the discussion with insurers?
Mr STEPHEN JONES—Facilitating the globalisation of reinsurance risk.

Mr Sullivan—I am not exactly sure what you mean by that. | think the role of government
is to manage their risks appropriately and to look at their liabilities each year. There are
various inputs to those risks; for example, climate change, forecasts and the experience of
your claims in the last year. | think the core responsibility is to manage those financial risks
going forward. One of the clear things that could be done to better assist that isto look at how
you might place those risks or liabilities externally to Australia.

Mr Sanchez—There is the instrument of the national disaster relief guidelines that are
available. They are essentially a COAG instrument. There is the opportunity to use those
arrangements to look at better ways of, if you like, globalising the reinsurance risk. One such
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way could be to have an independent agency, such as APRA, examine state government
reinsurance arrangements. APRA examine the private sector arrangements and there are
guidelines for that.

Thisis not unusual; the Obama Fiscal Commission actually recommended the idea of local
authorities—in their case, state governments as well—examining reinsurance arrangements
and offloading it that way for very much the same reasons we experience here, that the federal
agencies often have to step in and assist state governments in the US, particularly those who
are in the disaster zones, such as with Katrina, Andrew and the like.

Ms OWENS—In my community, and in most communities, private housing, in particular,
which isin flood prone areas is quite cheap. In my area it is about $150,000 less than two
blocks over. It is quite often bought by people who can afford that and usually rented by
people who cannot afford to rent anywhere else. So when you talk about insurance costs being
quite high in those known flood areas it is quite problematic from a social policy perspective.
Do you have aview on that, or any possible answers?

Mr Sullivan—Absolutely, and | should say that | have walked through some very
expensive propertiesin flood prone areas aswell. It is quite a mix.

The answer to that is threefold. Firstly: competition. Those consumers need to have a
choice, and where there are a greater number of choices of provider of the flood insurance you
will find that competition starts to keep those costs low. The second tier is that they actually
have to know that they have a flood risk. Many in the community do; the longer they are in
the community, the better the chance that they will have it. The more mature and
sophisticated their local government is at sharing knowledge about those risks, the more likely
they are to take the right steps and either take out a policy or, in some cases, sef-insure, or
have a flood plan where they remove all their belongings at the start of a flood. It is critical
that governments communicate that information to them.

Thirdly is the data; it needs to be there and it needs to be sufficiently accurate that local,
state and federal governments can communicate the risks. They can take out appropriate fiscal
instruments themsel ves to fund recovery. And lastly, the private market can see the same risks
that government see and can configure themselves appropriatdly. Affordability will be an
issue; insurance is a grudge purchase—naobody likes to part with even a dollar to buy it—but
it is a necessity in a modern economy to be able to fund your own recovery. The way to keep
the costs down, though, is through better competition and better information.

Mr Sanchez—One of the challenges for the industry and the community is the lower-
income quintiles that disproportionately do not insure. That often results, when they do suffer
aloss, in them finding it hardest to recover, for obvious reasons, and governments are faced
with stepping in to provide reasonable assistance. The affordability question can also be
tackled by looking at how some of the states and territories undertake taxation of general
insurance products. The Henry tax review recommended those be removed. Unfortunately, it
is a very unspoken recommendation—no-one quite wants to grapple with the challenge—but
surely, when you have fire services levies in the case of New South Wales for example, in
your electorate, where they can add up to 20 per cent on the cost of a policy and then you
have the cascading effects of the GST and stamp duty that can add up to one-third, you are
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dealing with a situation whereby someone is buying one hundred bucks of policy but only
getting 70c worth of cover. It is one of those issues that really should be examined strongly in
the context of the current disaster. How do we change the mix of taxation away from general
insurance?

Mr Sullivan—One additional point to affordability, as well, is that as the risks continue to
grow and the value of assets continue to grow, and those risks are not mitigated, you can
expect that premiums will increase. Something that needs to be refocused upon by
government is mitigating those risks. The first step towards mitigating those risks is
understanding where they are and being able to prioritise where the public dollars are going to
be spent to build flood levees or to change building codes so that people cannot build a risky
asset in arisky location. That comes back to data and government responsibility to understand
the landscape and set appropriate policies around the management and use of the landscape so
that these risks do not grow and the vulnerabilities do not continue to concentrate as they are
in Australia.

M s OWENS—With the government rebuild for Queensland, an expenditure of $5.8 billion
and the additional state rebuild—I know you do not have a complete figure—do you have a
sense of the private rebuild from insurance payouts?

Mr Sullivan—We are currently sitting at $2 billion. We do not have a sense of how far out
that will go but it is going to grow. There are people who have purchased products that will
not cover the risk, and the processes to appeal those decisions et cetera are well advanced
now. The $2 billion is where it currently sits: 43,000 claims. | would expect that we would be
approaching a final figure some time in the next three months if this follows the normal
trajectory of a catastrophe event.

Ms OWENS—Do you have a sense of how much islost and how much is just not insured
and will not be rebuilt?

Mr Sullivan—We do not yet. There will be an element of the community that is not
insured at all, which does not hold a policy, and the Queensland government will be in the
best position as they go through their relief process with the Premier’ s fund to determine how
many applications are made on the grounds of not having insurance cover.

Ms OWENS—There is quite a generous discussion going on in my community about
insurance and the fact that if a flood comes through my suburb there will not be an army of
people helping. So thereis a differencein the way people are treated, whether they are insured
or not. There is quite a discussion in my community about insurance generally and people's
obligation to have it. Do you see evidence that people are starting to think that if they are
involved in a catastrophe they will receive great assistance from outside? Is there that
unintended consequence?

Mr Sullivan—There is, and Alex might be better placed to answer this, but generally the
bigger the event the greater the expectation is that we understand the community will rally
and provide assistance.

Ms OWENS—AnNd they do.
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Mr Sullivan—Y es, but certainly, | do not think there is a growing sense in the community
that they can rely entirely on that. Even the best intentions of volunteers coming into a
community are that they are not going to rebuild the house. They are not going to replace
everything. But most losses are not during a catastrophe. Most losses are the single house
burning down in the middle of the night; the single house being broken into or those smaller
events. There are no volunteers available to come and help then. Y ou are completely on your
own to fund your own recovery. Did you want to add anything, Alex?

Mr Sanchez—That is a very good question. Insurance is essentially the most mutual
obligation product that one can buy. One of the questions we have been asking ourselvesis. in
the government assistance are there ways of introducing mutual obligation arrangements for
those who do receive assistance, because the assistance is quite measured and it is modest?
From recollectionit is $1,000 per adult and $400 through the Centrelink arrangement. As Karl
makes out it does not at all compensate you for the loss of the property. It is essentially an
adjustment mechanism, asit should be.

The question that we have been asking ourselves is: is it possible to introduce an
arrangement where you encourage a financial literacy component in exchange for the
assistance? We have other sorts of mutual obligation arrangements, if you like, for other
styles of insurance arrangements, for example, those offered by the state through social
transfer payments. We say to those who are unemployed, ‘In exchange for loss of income
insurance you have to do these sorts of activity test,’ or these sorts of things. We see that
clever hands could apply themselves to similar types of arrangement where they do provide
some sort of financial literacy.

One of the weaknesses, we bdieve, is that financial literacy tends to have a component,
which is transaction accounts, credit card accounts and the like. But if we are in a rapidly
changing climatic condition and these sorts of events are becoming more common—and we
have seen over the last half decade that that is the case in Australia—then maybe we need to
upsize it and think about general insurance literacy.

CHAIR—We had a discussion earlier from the deputy chair about the Queensand
government’ s decision to self-insure. They are not the only level of government that has made
that choice over time, are they?

Mr Sanchez—I| am not aware, but from the press reports—| am not that much of an
economic historian—that is the case. But as we said there are products on the market now that
allow peopl e to examine the opportunity cost of, in effect, self-insurance.

CHAIR—In 2007 Joe Hockey, | think, was the minister who chose to do exactly the same
thing in relation to the Commonwealth for exactly the same reasons. So your point isthat itis
anissue for government to be looking at generaly, isn't it?

Mr Sanchez—That isright.
Mr CIOBO—{inaudible€] self-insure with a very significant budget surplus, do you think?

Mr Sullivan—That is clearly a factor. You have got to look year to year, as a private
citizen does, about how much risk they are willing to place with someone else or how much
risk they are willing to retain. If you are flush with cash that may change that equation.
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Mr CIOBO—It is not a particularly controversial statement. | know it might seem
controversial, but it is not a particularly controversial one. In the brief time that Treasury were
before the committee they made it very clear that natural disasters cause an erosion in the
budget bottom line. They made that very clear. So it is not a controversial statement.

Dr LEIGH—Y ou mentioned before the impact of financial literacy programs on decisions
to purchase insurance. Do you see raising financial literacy as being important to ensuring
that Australians are properly insured?

Mr Sanchez—Yes, but | think we have a fairly instrumental view of financial literacy.
There is an argument that says perhaps we ought to examine more closely how communities
understand risk, irrespective of the nature of risk. With financial literacy, far from being as
instrumental as | have just described it, how do we provide it, how do we resource it and how
do we increase the capability of Australians to understand risk, whether it be retirement risk,
property risk, personal injury risk and the like, and how much you ought to bear yourself and
how much you are prepared to offload to others.

Dr LEIGH—I take your point about making sure that financial literacy includesrisk. If we
were to scrap, say, a program that raises financial literacy in schools in order to pay for flood
rebuilding, could that have an adverse consequence on what happens in the next crisis? Could
it lead to young Australians being less able to take out appraopriate private insurance?

Mr Sanchez—I do not want to get into a debate. It is not for me or the insurance industry
to debate what programs ought to be cut within government; that is matter for the parliament.
Suffice to say, it does not make a lot of sense to educate young people at school about private
property risk because at this stage most of their purchases of insurance revolve around the
private motor vehicle. How to get them to understand the concept of risk is different. So it is
horses for courses. We have done some work on this. We piloted a program with the Smith
Family—coincidentally, in South-East Queensland—and we had about 220 people who
undertake financial literacy education through the Smith Family programs. We developed a
general insurance module and ran a pilot through that. It was very well received. We had it
independently reviewed. Like al the financial literacy programs, what is the result three or
four years down the track? Researchers are still turning their minds to how to measure
behavioural change. We have not got there yet.

Dr LEIGH—Financial literacy is an important part of making sure that people are
adequately insured.

Mr Sanchez—Absolutely.

CHAIR—Thank you for your contribution. Hansard has taken a record of the proceedings
today, and you will get a copy of that Hansard. If there are any errors or omissions, please get
them to us as quickly as possible. Thank you again for your contribution today.

Mr Sanchez—Thank you very much.
Proceedings suspended from 12.57 pm to 1.46 pm

ECONOMICS



ECO 56 REPS Wednesday, 16 February 2011

PISARSKI, Mr Adrian, Deputy President, Australian Council of Social Service

CHAIR—Welcome. | remind you that the committee does not require you to give
evidence under oath and that these hearings are legal proceedings of the parliament and
warrant the same respect as proceedings of the House or the Senate. The giving of false or
misleading evidence is a serious matter and may be regarded as contempt of parliament.
Thank you for making yourself available at very short notice. We do appreciate that. Would
you like to make an opening statement?

Mr Pisar ski—Yes. We think the levy deserves to be supported for a couple of reasons.
The first reason is that it is a progressive levy. We like the progressive nature of the levy. It
actually has a much greater impact on high-income earnersthan it has on low-income earners.
In fact, low-income earners are exempt, which is a good thing. Secondly, we bdlieve the levy
deserves to be supported because it keeps pressure off other cuts that might need to be made if
the levy were not available to provide money for flood recovery. One other very serious area
of concern we have in relation to the whole package is the cuts to the National Rental
Affordability Scheme. We think that those cuts were unnecessary, short-sighted and have
undermined confidence in a scheme whichisjust at this time gaining considerable momentum
with the investment community in terms of developing affordable housing options for low-
income Australians.

CHAIR—If the government took a different approach and said it was going to find the
money from savings, what concerns would you have in terms of cuts to the budget?

Mr Pisarski—We would be particularly concerned about any cuts to income support
payments or other welfare programs that support low-income households. Our principal
concern is that government may seek to find money from programs that are really essential to
support people who are already doing it tough. We do not need to compound the misfortune
of people in flood affected areas—and | live in Queendand, so | am very familiar with
those—by making other low-income Australians pay for that recovery cost.

CHAIR—Do you have any comments or observations on the way in which Centrelink has
responded to the crisis in Queensland?

Mr Pisarski—I think they have done an excdlent job in terms of making payments
available, in being available at the evacuation centres, in being on the ground and in
ddivering much-needed assistance as quickly as possible. That has been very good. There
have been some issues raised with that, but overall it has been very welcome.

CHAIR—What issues were they?

Mr Pisar ski—Some people have complained in the media that they have not received a
payment as quickly as they could have. Other people have complained that some people who
were not eligible have received payments. But | think to err on the side of generosity at atime
like this is the right thing, and | am sure that other processes will track down fraud over time
and recover it.

Mr CIOBO—Is it your view that, because of the progressive nature of our tax rates at the
moment, people with a higher income already pay a greater proportion of tax?
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Mr Pisarski—Sorry, | did not quite hear the last bit of that question. Do you mean they
should pay more?

Mr CIOBO—No. Given that we already have a progressive tax system, don’'t people who
already have a higher taxable income pay more tax?

Mr Pisar ski—They do, but | would point out that the progressive nature of the tax system
has been reduced over time. It has been more progressive in the past and significantly so.

Mr CIOBO—Do you mean tax rates have become flatter?

Mr Pisarski—Yes, indeed; tax rates have become flatter, and therefore the burden has
disproportionately fallen on lower-income folks over time as opposed to higher-income

people.

Mr CIOBO—When you say that burden has fallen on lower-income taxpayers do you
mean they have not enjoyed as much of atax cut as others have?

Mr Pisarski—Higher income earners have enjoyed greater tax cuts then lower income
earners.

Mr CIOBO—In percentage terms or in income terms?

Mr Pisarski—I think in real terms and percentage terms, and | am thinking of the last 15
or more years.

Mr CIOBO—I am probably digressing alittle into marginal tax rates, so let me leave it at
that. In terms of the impact of an increased tax take from government would you agree that
the more tax government takes, the less disposable income there is in the community and
therefore the lower the aggregate demand?

Mr Pisar ski—Not necessarily.

Mr CIOBO—What is your take on that? Do think there is a way to tax ourselves into
prosperity?

Mr Pisar ski—Taxes are both taken from peopl€’ s incomes and distributed to other people
as income support, so the distributional aspects can balance and counterbal ance the amount of
money that is taken from people. | do not think it is true that it necessarily always reduces
across the board the level of disposable income at a household level across Australia.

Mr ClOBO—Even though government takes X per cent tax, it loses the impact of some of
that as aresult of the transaction cost and then pays out a lesser amount. Do you think that is
not going to have an impact on aggregate demand?

Mr Pisar ski—I am not exactly sure what you are getting at.

Mr CIOBO—If we were to follow the logic that the imposition of tax is not a bad thing, at
what point does the imposition of tax become too great and actually impact on aggregate
demand? My contention is quite straightforward: the less tax the better. We balance that
against social demands for there to be a safety net and a health system and those kinds of
things, which of course imposes a base level of tax that is required. But, in my view, every
new tax on top of that reduces aggregate demand. | am just wondering whether you agree
with that or disagree with that.
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Mr Pisar ski—I think | would have to say | disagree withiit.

Mr CIOBO—In terms of fiscal stimulus and the government’s fiscal position, we know
that the Reserve Bank has put very clearly on the record its view, which is that, as a
consequence of the government’s fiscal stimulus, interest rates are higher than they would
have been. | am not verballing the governor; he actually said that. Do you think that this new
tax is an important way that government can help to reduce the overall level of demand and
therefore keep interest rates down?

Mr Pisar ski—I see this tax as a means of paying for a recovery effort in flood affected
states. | do not perceive a deeper or alternative strategy behind it. | think it is merely a means
of saying there is a cost that has been incurred because of the destructive power of the
environment, which has to be paid for in some way, and they have sought a potentially simple
way of finding that money to pay for that recovery.

Mr CIOBO—But we have had natural disasters before. In 1990 we had floods in
Queendand and New South Wales that saw over 2,000 homes inundated; in 2006 we had
Cyclone Larry, with a damage bill of around $1.5 billion; and in 2009 we had the tragic
situation of Black Saturday, which saw over 2,000 homes destroyed and some 7Y% thousand
peopl e displaced. We have never imposed a levy—or, rather, a tax—to pay for those recovery
effortsin the past. What is different this time?

Mr Pisar ski—I am not sure thereis a difference but, just because we did not do something
previously, does not mean we should not do it now.

Mr CIOBO—Okay, so that is a very good point. This gets back to what | was asking you
before about the imposition of a new tax. We could impose myriad new taxes—indeed, the
current government plans to impose myriad new taxes. What is it, given that it is only raising
somewhere between $1.6 and $1.8 hillion, that in ACOSS's view warrants the imposition of
this new tax? And why is it ACOSS's view that it could not be funded out of current
government expenditure?

Mr Pisar ski—ACOSS believes that limiting government’s ability to call on expenditure
cuts is a good thing at the moment. That is why we support the levy: we do not want those
cuts into welfare payments or programs or other things that support low-income Australians.
Low-income Australians are doing it tough enough asiit is; they do not need to be exposed to
the potential of further cuts. So, in that sense, when you need to find money, it is not
unreasonable to raise it through applying alevy of this sort.

Mr CIOBO—What if the alternative was just less waste? For example, we have seen the
government waste literally billions of dollars on their failed pink batts scheme, on massively
bungled projects such as the Building the Education Revolution, on the Green L oans assessors
programs et cetera. | think on the last count, actually, under this government we have seen
wdll in excess of $6 billion of money that in no other way, shape or form could be described
as anything other than waste.

CHAIR—It isapalitical statement being made here. | am sure there is a question coming
somewhere along the line.
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Mr CIOBO—Yes, it is coming right now. My question is this: is it ACOSS's preference
that this funding be achieved through reduced wasted spending and not the imposition of a
new tax? Or is it your view that there is actually no fat to trim in the budget that does not
impact on the poor and therefore we should have this new tax?

Mr Pisar ski—ACOSS has been responding to calls from others, like the Business Council
of Australia, who have been reported as calling for cuts in welfare programs. So our position
is partly to defend against the views of others who believe welfare programs could be cut.

Mr CIOBO—Sure, but | am asking about waste.

Mr Pisarski—It is your assertion about that waste. | do not have that statement in front of
me. If you are talking about waste that was historical then presumably that has already
happened. We are talking about expenditure going forward, not looking at theoretical waste
from the past. We are talking about where we are now and what measures are appropriate
from now into the future. We are saying that, to protect low-income earners, we believe the
levy isjustifiable.

Mr CIOBO—In terms of servicing government debt, which we know is now back at
around $80 hillion, which costs billions of dollars a year to service, could that have been
another alternative? If we were not spending all that money on servicing debt we could have
had more money available to respond to this kind of disaster, for example.

Mr Pisar ski—Y ou are asking me to speculate on what el se government might have done. |
am trying to say that we support the levy decision.

Mr ClOBO—So you support the tax regardless?

Mr Pisar ski—ACOSS has consistently called for reviews of the Australian tax system that
would potentially increase the level of taxation across the board in Australia rather than
reduce it. Our general position is that Australia is a low-taxing country. We also have low
levels of debt. Therefore we think that it is a supportable proposition that taxes could be
increased.

Dr LEIGH—There has been a bit of discussion about debt today. | want to put some of
that in context. | wonder if you can talk us through what the impact would have been had the
federal government not put in place fiscal stimulus and brought down the unemployment rate
by about two per cent over the 2008 to 2009 period. What would have been the human impact
of that?

Mr Pisar ski—We would have seen much higher levels of hardship, particularly for low-
income Australian households. Unemployment would have been much higher. Many more
low-income households would be affected earlier than higher income households in that
scenario. Homel essness would have increased as a consequence. There would have been, we
believe, al sorts of consequences of the government not providing that stimulus over time.
That stimulus was essential to keep the Australian economy moving in a positive direction.
That view seems to have been borne out by the economic figures over the last couple of years.

Dr LEIGH—When we are talking about who is going to pay the flood levy, we are talking
about the share of taxpayers. We have heard this morning that around half of taxpayers will
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pay the levy. But not all adults are taxpayers. What do we know about the adults who are not
taxpayers? Where do they tend to fall in the income distribution?

Mr Pisarski—Adults who are not taxpayers generally have an income below the level of
where they should be paying tax or are extremely high income earners who avoid tax through
various schemes that are available to high-income earners, such as through family trusts and
other measures. We would have also preferred a re-examination of things like family trusts
and other trusts that are currently used by predominantly high-income earners to avoid paying
tax. | would describe people who do not pay tax as either being too poor to pay it or rich
enough to avoid it.

Dr LEIGH—Y our point on avoidance is well taken. But in aggregate what would you say
about the incomes of non-taxpayers?

Mr Pisarski—In aggregate, they are generally low-income earners. | am not exactly sure
where you are trying to go with the point.

Dr LEIGH—Sorry. | take the point that there may well be some high-income tax avoiders.
But surely it must be the case that the vast majority of non-taxpayers are low-income earners.

Mr Pisar ski—Indeed.

Dr LEIGH—ACOSS represents the poorest people in Australia. From that perspective,
can you tell me which strategy you think would be better in terms of paying for rebuilding
after the flood: cutting back on doctors, school building expenditure and financial literacy
programs for kids or putting in place a progressive levy?

Mr Pisar ski—Putting in place a progressive levy is far preferable to cutting programs that
affect low-income househol ds.

Mr BUCHHOL Z—With reference to your position on the levy—a position supported by
the fact that you do not want to see any cuts to welfare—can you highlight some of the
concerns that you have about where those alleged cuts will be?

Mr Pisar ski—The concern that we have particularly is around any welfare payments that
might be cut, income security payments to low-income households that might be reduced or
any cuts to welfare programs that support low-income Australians.

Mr BUCHHOLZ—The Prime Minister put out a statement outlining the hill. I do not
recall seeing any areas that have directly led to cuts in welfare. Do you have a conflicting
opinion?

Mr Pisarski—There is one area where-low income earners have been affected, and that is
the capping of the National Rental Affordability Scheme. The National Rental Affordability
Scheme is particularly directed at low-income working households to try and mitigate their
inability, | guess, to get rental in the private rental market and to provide a scheme which is
available to low- and moderate-income households, which would mean that they rent their
properties at 20 per cent below market. There has been a capping of that scheme within the
levy package, which we do not support.
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Mr BUCHHOLZ—It is very noble that you will bat for your people. It is a good
organisation. Could you expand on what your position would be on the carbon tax, on the
ETS. Allow me my line of questioning.

CHAIR—I amnot sure that is—
Mr BUCHHOL Z—Allow me; otherwise just shut me down again.
CHAIR—Canyoutieit somehow to what we are actually doing here today?

Mr BUCHHOLZ—Yes. | will try and phrase it a different way. Can you mention asingle
occasion when ACOSS may have been in conflict with any Labor policy?

Mr Pisar ski—There have been many occasions where ACOSS has been in conflict with
Labor policies. We have consistently criticised Labor policies. | do not have a specific
example to give you, but there have been many occasions while | have been involved with
ACOSS over the last 25 years. There have been various capacities in which ACOSS has been
critical of all types of governments, not just coalition governments but, indeed, Labor
governments—many occasions. | could go back and find specific examplesif you want.

Mr BUCHHOL Z—That isall right, but none come to mind?

MsO'DWYER—Could | assist. | think | understand the point you are getting to, Scott, in
relation to the carbon tax. Y our testimony before us today has talked about the impact of cost
of living and the impact on low-income Australians. It goes to that evidence to ask you: what
is ACOSS's view on imposing a different sort of tax—not a flood tax but a carbon tax—that
they will have, potentially, a much more significant direct impact on those low-income
earners? It is quite useful for us to understand your opinion on that issue.

Mr Pisarski—I have been on the board of ACOSS for three years. | am not sure that we
have a firm position on a carbon tax. We have not seen any formal proposal around a carbon
tax. There have been emissions trading schemes proposed, but | have not seen a formal
proposal around a carbon tax—

MsO’'DWY ER—What is your view on an emissions trading scheme, then?
Mr Pisar ski—where | could say that the ACOSS board has formed a position.

Ms O'DWYER—Wheat is your view, then, on an emissions trading scheme, if you have
formed a view on that? | am interested in your view because it obviously goes to low-income
earners.

Mr Pisarski—The position that ACOSS has consistently promoted around things like the
emissions trading scheme is that there would need to be protection of low-income households
if there were increased costs for energy, for example. So our position is always about
protecting the interests of low-income earners, not necessarily supporting or otherwise
government positions. It is about protecting the interests of low-income earners and
advocating on their behalf.

Ms O'DWYER—So you would be concerned about a tax that affected low-income
earners?

Mr Pisarski—If it were disproportionate on low-income earners, | would be concerned.
We are talking about a theoretical tax, which is not really in the scope of the levy.
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CHAIR—Has Scatt finished?
MsO’'DWY ER—I was just pursuing the line of questioning on the carbon tax.

CHAIR—I appreciate the assistance that was given, but we seem to be going a little hit
further than that and | am not sure whether you—

Mr BUCHHOLZ—I hope you get the drift of what | am saying: the catalyst of not
supporting—

Mr Pisarski—No—you are trying to point out a contradiction in my position and | am
saying that thereis not one.

Ms O'DWY ER—I would like to explore that. | do not think it is actually clear to us that
there is not a contradiction. Y ou have said that, if it is disproporti onatel y—

Mr Pisar ski—The position in both cases is that we are trying to protect the interests of
low-income households. | think that is entirely consistent.

Ms O'DWYER—Sure. So you would not want to see a tax imposed on low-income
earners? That is not a hard question to answer.

Mr Pisar ski—It isatheoretical proposition. | would always want to wait and see the detail
of any carbon tax or other tax that was going to be imposed and what the range of it was. It
might be an extremey progressive tax, for example, which we could potentially support. It
might be a regressive tax which we would probably generally oppose. Until | know the detail
of it, it isimpossible to comment.

Ms OWENS—Can | talk a bit about the impact of the flood and the way people are
handling the rebuilding process, particularly people who did not have as much stored capacity
to deal with adversity as others—people for whom a couple of weeks off work was
devastating, people who did not have insurance, people who were renting in flood areas et
cetera. Apart from the rebuilding cost, which is what we are essentially talking about at the
moment, there are other forms of rebuilding. Would you like to talk about the impact, the
process and the duration of some of those?

Mr Pisarski—Some of this will have an effect on people that lasts many years. Even
though the flood itself was relatively short in duration, if your house and all your household
possessions were destroyed—family records were often completely lost—that may have all
sorts of impacts, material, emotional and psychological. In many cases it will take many years
for peopleto rebuild their lives to the point they were at before the flooding.

The immediate efforts, the evacuation centres and the processes put in place by
governments at all levels, were extremely welcome, in Queensland and Brisbane in particular.
What we really need to see now is a long-term commitment to help those people affected to
rebuild their lives, because we are not exactly sure how the impacts will manifest over time.
They will affect different people and households in very different ways. Some people will get
over them very quickly; others will take along time.

It is difficult to comment further than that except to say that the supports that have been
provided to now have been very welcome. The processes that have been put in place have
been good so far. The only comment coming from the community sector in Queensland is that
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there could have been a greater engagement of the community sector in the immediate effort.
| know a lot of organisations feel there could have been better engagement of them by
government, but | do not think that is as much a criticism as a wish to be involved in helping
people reconstruct their lives and hel ping with the general recovery effort.

Ms OWENS—Does ACOSS have a view on the coming debate—I guess there will be
one—on insurance, on improving our take-up of insurance and the broader insurance issues?

Mr Pisar ski—It is not something that we as a board have had a discussion about yet. We
have a meeting tomorrow, in fact, where these issues may be brought up and a position
formed. | can say as an individual and someone who has been a part of the community sector
for 30 or more years that | think the biggest problem with insurance is the lack of clarity
around the definitions of what constitutes, for example, a flood, or damage from stormwater.
Those sorts of things are critical to people having a transparent understanding of where they
stand with their insurance policy. My sister lost her property and she is not yet sure, some
weeks afterwards, whether or not sheisinsured for the damage that was done to her property.
So | would be looking for much better clarity and standardisation of those clauses and
descriptions so that people have certainty when something happens about whether or not they
are covered.

M s OWENS—Isthere an issue with peopl e being able to afford insurance?

Mr Pisar ski—That is certainly an issue for low-income people, and there is sometimes an
issue about the leved of insurance people have taken out. Just as a personal anecdote, when |
bought a house and took out an insurance policy it was partly guesswork as to how much |
should insure the house for. It was not necessarily an exact valuation of what it would cost to
reconstruct the place. | think there is far too much guesswork involved and | am sure that
many low-income people, if they are insured, would be very underinsured.

Ms O'DWYER—Earlier we talked more broadly about cuts and the importance of the
country having a very strong fiscal position. | am interested in your views. For your
membership, the people that you represent, would it be your view that it is important for
Australiato be in a strong and sound financial position?

Mr Pisarski—Yes.

Ms O'DWYER—Would you or your membership have concerns about the government
debt that we were told today is around $80 billion at this point in time?

Mr Pisarski—Debt is always a relative concept. | was at a luncheon last week for the
Urban Development Institute of Australia at which Saul Eslake was the presenter and he
described Australia’s debt as extremely low by international comparisons. When | look at
Australia’ s debt levels | do not think Australia necessarily carries a level of debt that it cannot
afford to repay. Debt is always a function of what is repayable rather than the total amount.

Ms O'DWYER—Would there be a level of debt, though, that you would be concerned
about?

Mr Pisar ski—Again, that is a hypothetical question. There is always going to be alevel of
debt. | would be extremely concerned if Australia had debt leves at the magnitude of Ireland
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or Greece. | think that would be a significant concern. But, given that Australia has a debt
level far lower than those countries, | do not think our level of debt isa concern at this point.

CHAIR—Thank you for your attendance here today.
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[2.16 pm]

KEARNEY, Ms Gerardine (Ged), President, Australian Council of Trade Unions

CHAIR—On behalf of the committee | welcome the representative from the Australian
Council of Trade Unions to the hearing. | remind you that although the committee does not
require you to give evidence under oath the hearings are legal proceedings of the parliament
and warrant the same respect as proceedings of the House or the Senate. The giving of false or
misleading evidence is a serious matter and may be regarded as contempt of parliament.
Thank you for making yourself available. Are there any opening comments that you would
like to make in relation to the issues that we are considering here today?

Ms Kearney—I do have a short statement. | thank you very much for the invitation to
come here today to address the committee. Thisis an important issue for us and we are very
grateful for the opportunity to present here today. It is important for us to know that working
people have a voice in these major debates, and the ACTU represents over two million
working people.

We come to this inquiry to support the government’s plan for a progressive one-off levy,
which exempts flood victims and the majority of workers, to help cover the costs of the
devastating floods. Like all Australians we watched the night with numb shock and disbelief
as the floods tore through regional Queensland and various other parts of the country. Many
of our members were some of those who tragically lost their lives and their homes and were
affected by the floods.

As ashort aside | acknowledge that the Australian labour movement did respond very, very
wdll to the floods. We raised over half a million dollars in direct donations to the Queensland
flood appeal and we contributed in countless other ways by coordinating workers, hel pers and
volunteers. It was immediately clear that this was a natural disaster of almost unprecedented
proportions and that it would require a highly significant response on a national level and that
it would reguire consi derable Commonwealth government funding.

Let us not be in any doubt that we are quite aware of the fiscal context for the
government’s response to these floods. Notwithstanding the impact of the floods—and we
know that there will be an impact particularly in the agricultural and industry areas—
Australia’ s economy is strong. | noted the conversation before with the previous presenter.
We are currently out-performing all peers around the world, in the developed world
particularly, following the global financial crisis. Equally the Commonwesalth budget position
is very strong and we note the context of that. Prior to the floods it was projected that the
deficit would be just 0.8 per cent of GDP in 2011 and 2012, and no other major economy is
planning to return to surplus as quickly as Australia. It certainly has not any impact that we
can see or put any strain at all on the private sector or the private economy.

However, we also note that a range of economists and interest groups have suggested that
deferring the deficit reduction plan and returning to a surplus a bit later would have had a
negligible impact on the economy and that Australians overall understand that a modest
deficit is an entirely reasonable way of funding nation-building infrastructure—and much of
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our nation’s infrastructure has been funded in that way in the past. However, we do accept
and note that the government has made a concrete commitment to a fiscal strategy that will
see the federal budget record a surplusin 2012-13.

We aso believe it would be detrimental to Australia’s long-term prosperity for the extra
cost of the floods to result in a substantial reprioritising of important government spending
initiatives, including investment in infrastructure or cutbacks to recurrent expenditure on
health, education and community services—as we heard previously. As a nation, the ACTU
believes that we need to take collective responsibility for each other's welfare. Times of
natural disaster highlight this basic principle even more.

A progressive levy that exempts low-income earners was an option that the ACTU
supported and asked the government to consider in late January. In this context, we offer our
support to the plan for a progressive one-off levy. We support it for the following reasons.
No. 1, it is temporary and one-off. As | have already outlined, it is a far better alternative to
deep and far-reaching spending cuts, as the coalition has suggested. If we are going to have a
debate about spending cuts, we believe it must be in a carefully considered process. There are
areas, as we have highlighted, of middle-class welfare, where programs need to be
reviewed—for instance, superannuation tax concessions for high-income earners. Savings
could be made by taxing super contributions at an individual’s marginal tax rate rather than
the current flat tax of 15 per cent for everyone earning over $37,000—which delivered
massive benefits to high-income earners. Another area is the 30 per cent private health
insurance rebate.

The second reason we support the levy is that it is fair. Not only are recipients of flood-
related payments exempted but it applies only to people earning more than $50,000, those
who can most afford it, which immediately means that about 50 per cent of workers are
exempt from having to pay the levy. The progressive structure means that even high-income
earners will not pay one per cent of their total income. It only applies on the portion of their
income that exceeds $100,000. That affects less than 10 per cent of workers. This means that
a full-time worker earning average wages of $65,000 will be liable of a levy payment, as| am
sure you know, of just $1.45 a week, while some on double that will pay $10.61 a week.

Thirdly, we support the levy because it will raise funds for important infrastructure
programs, such as the replacement of roads and rail lines that must be built in any case, but
will also drive future economic and productivity growth in affected regions. The funds raised
will not be frittered away.

There are two other points that we would like to make with regard to the recovery program.
As | said earlier, as a nation, we believe we need to take collective responsibility for each
other’s welfare, particularly in times of disaster, and a progressive levy on wage and salary
earners is consistent with this principle. But it should also apply, we believe, to the corporate
sector. The costs of the post-flood reconstruction need to be shared by all sectors of the
Australian economy and not solely borne by households. We have heard just today that BHP
Billiton has announced a super profit of more than $10 billion for the first half of this
financial year. They are earnings from iron ore, earnings from Australia’ s natural resources—
and it has tripled. With companies like BHP Billiton reaping super profits of more than $10
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billion in half a year, there is no doubt, we believe, that corporate Australia can afford to
contribute its share.

The second point | would like to make is a point of caution with the concept of fast-
tracking and the utilisation of 457 visa workers for the reconstruction program. Whilst the
ACTU supports immigration, we just ask that caution be taken with rushing into importing
labour, which we too often see drives down wages and working conditions of Australians.
That is my opening statement, | am happy to take some guestions.

CHAIR—Thank you for that. Ms Owens is going to start questions.

Ms OWENS—I think you have answered most of my questions, but | will continue where
you finished talking about capacity constraints we will be facing. Clearly there will be a great
need for workers, not just because of the flood rebuild in Queendand but also because of
quite a few other very large-scale projects which we will be building, with the potential to
suck workers out and place strain on other sections of the economy, particularly on
manufacturing. Do you have a crystal ball? Do you have any answers there?

Ms K ear ney—We have had throughout the movement discussions about that very thing.
Right now the construction union tells us that, with the number of projects that are about to
close in the very near future and the projects that have closed, there will be about 30,000
construction workers looking for work in the next few months and coming weeks. We think
that thiswill certainly help.

CHAIR—That isacross Australia.

M s K ear ney—My understanding is that that is in Queendand in the flood affected areas,
but I may be wrong on that. We believe that there will be plenty of workers available for the
reconstruction program. We are urging the government to use the reconstruction program as a
way to help build skills and encourage employment in areas where there has been long-term
unemployment, particularly amongst younger people. We know on the Central Coast and
North Coast of New South Wales—and even on the South Coast—there are high levels of
youth unemployment and we are hoping that the reconstruction program, with a bit of
thought, can be used to encourage younger workers into the workforce as well. Certainly we
recognise that ultimately there may be a need for some short-term importing of labour. All we
ask is that it is done carefully where there are very well-considered shortages and skill
shortages and that it is done in consultation with the relevant stakehol ders.

Ms OWENS—I guess alarge number of those projects ending up in Queensland would be
stimul us projects coming to an end.

M s K ear ney—They may well be. | do not have the details, but | am happy to get those for
you if you would like them.

Ms OWENS—That would be good, thanks.
Mr CIOBO—Ms Kearney, are you a member of the Labor Party?
MsK ear ney—I am.

Mr CIOBO—I just wanted to ask that so | had some understanding about where you sat
vis-a-visthisflood tax that is being imposed. The ACTU is an affiliate of the Labor Party?
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MsK ear ney—No.

Mr CIOBO—Y ou pay membership to the Labor Party or in some way contributions to the
Labor Party?

M sK ear ney—No.
Mr CIOBO—The ACTU has never paid a contribution to the Labor Party?

Ms K earney—The ACTU is not an affiliate and does not pay affiliation fees to the Labor
Party. | do not understand why you are asking that question.

Mr CIOBO—Because | am trying to ascertain how independent a witness you are.

Ms Kearney—Sir, | represent over two million workers who are a very broad church. |
come from the Australian Nursing Federation. | was general secretary of the Australian
Nursing Federation where | can very confidently say that at least 47 per cent of our
membership were conservative voters.

Mr CIOBO—Sure, but you are here representing the ACTU today?

Ms K ear ney—I am representing the ACTU, but the ANF is a very large affiliate. In fact,
right now, it is the second largest affiliate of the ACTU, with over 200,000 members, with the
largest growth in membership. The ACTU are a very broad church and our members vote in
many varied and different ways. So | am not quite sure what your point is. | represent those
workers and they elected me democratically.

Mr CIOBO—Great. So just to clarify, the ACTU has never paid the Labor Party any
funding?

Ms Kearney—Not any affiliation fees. We do not pay any money directly to the Labor
Party.

Mr CIOBO—Y ou pay ho money to the Labor Party?
M s K ear ney—Nothing directly to the Labor Party.

Ms O'DWYER—Can | just clarify a point, because in the AEC returns you do actually
make payments—donations—to the Labor Party.

M s K ear ney—No, we do not.

Ms O'DWYER—WeéeI, | can pull out AEC returns that say that you do and that you
contribute to associated campaigns.

M s K ear ney—Third party campaigning is a different issue. We do not donate to the Labor
Party and it isincorrect to say that.

Ms O'DWY ER—So the reports that were in the Australian about the $30 million that the
ACTU apparently spent on the campaign regarding Work Choices are not accurate?

M sK ear ney—It is not a donation to the Labor Party, no.

MsO’'DWYER—It isclearly in line with Labor Party policy. It manages to be exactly the

same as the Labor Party policy. | am similarly just trying to understand your perspective in
coming before us today.
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CHAIR—You will find there were a lot of Your Rights at Work people handing out for
the Greens as well.

Ms Kearney—Can | just clarify: Your Rights at Work was about policies that protect
working people. | am absolutely positive that in putting our own agenda we were
campaigning for our own agenda, with a response from several independent people, several
other parties, including the Labor Party.

Ms O’'DWY ER—There was no contribution to the Liberal Party.

Ms K earney—It is our right to campaign on the rights of our members, just as it is the
right for the mining companies to get together and campaign for their interests.

Ms O’'DWYER—They are not sitting before us today; you are. That is why we are asking
you the questions.

MsK ear ney—The ACTU does not donate directly to the Labor Party.
Ms O’'DWY ER—Indirectly then. We will leave it at that.
CHAIR—That is not what the witness said. Y ou cannot put words in her mouth.

MsKearney—That isright. | did not say that. We campaigned for our members’ interests
with our own agenda.

Mr CIOBO—Y ou made some additional points to the inquiry. Y ou said earlier that you
are confident that ‘the funds won't be frittered away’. They were your words. On what basis
are you confident that the funds will not be frittered away? | have concerns. We have seen
billions of dallars that | would describe as being frittered away through failed programs—and
just to name one of them off the top of my head, the so-called FuelWatch initiative. Here we
saw the expenditure of tens of millions of dollars and it came to nought. How can you be
confident that the funds will not be frittered away? Is it because John Fahey has oversight of
the committee? Is that the check-balance?

Ms K ear ney—I am not familiar with the funding of the specifics of FuelWatch, but | am
confident that the projects will be very specific in Queensland. Some of those projects, as |
said, were going to be funded anyway. They are projects that will create work, rebuild homes,
rebuild roads and rebuild infrastructure. They are important projects, and | do not see how
you could think that would be wasteful or *frittering away’.

Mr CIOBO—That is not what | am saying. People would say that the school halls
program and the broad Building the Education Revolution program were important as well.
Yet we saw government paying top dollar rates—well and above market rates—to such an
extent that we saw literally billions of dollars being frittered away. Given this government’s
track record of wasting so much money, how can you be confident that we will not see money
wasted this time? Is it because of John Fahey’'s oversight and his appointment? Is that what
brings you the confidence? What is it that brings you confidence that you will not see funds
wasted?

M s K ear ney—Because | am confident the projects that will be built will be necessary and
that they will be well managed. Perhaps you could say from lessons learnt, | am not confident
that the BER isthe disaster that you are saying it is.
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Mr CIOBO—I never said it was adisaster. | said funds have been wasted.

Ms K ear ney—From our members point of view, the BER has been very successful in
keeping people in meaningful work, keeping the industry afloat and building really good
community infrastructure. So | am confident—

Mr CIOBO—Surely you can see that funds were wasted.

Ms Kearney—You cannot not do something as important as rebuild homes, roads and
schools on the very basis that it might be done inefficiently. One has to assume that these are
worthwhile projects. The money is being put aside to build them. It is very important for the
wellbeing of the people who have lost their homes, lost their communities and lost their jobs
to rebuild the economy of a devastated state. That is worth while and that is what we are
supporting.

Mr CIOBO—In your pre-budget submission to government, does the ACTU have a view
on the Medicare levy?

M s K ear ney—Can you give me more detail ?

Mr CIOBO—I understand that the ACTU has already |odged a pre-budget submission this
year. Does it include commentary about the efficacy or otherwise of the Medicare levy?

M s K ear ney—I think we support the Medicare levy.

Mr CIOBO—My interpretation was that the ACTU effectively advocates the abolition of
the Medicare levy.

M sK ear ney—No.

Mr CIOBO—So you think it is an efficient form of taxation?

MsK earney—Yes. | am sure that that is not what we would have said.
Mr ClOBO—Areyou unfamiliar with the submission?

M s Kear ney—I am familiar with it, but it is some time now since we submitted it so | am
not sure exactly what the detail was on the Medicare levy. We support levies. Progressive
levies are a legitimate way of raising money for hypothecated reasons such as health care. A
one-off levy, as | said, for rebuilding infrastructure that is progressive so that those who can
afford it can pay it, we support.

Mr CIOBO—How crucial is this notion of being supportive of this levy because it is a
one-off and temporary? As a nation, unfortunately, we are prone to natural disasters. We have
had many over the years. We have not previously raised a new tax to pay for reconstruction.
On this occasion we are. From your evidence, if there were another unfortunate natural
disaster next year, it sounds as if you would not support a new tax being rolled out or, indeed,
the continuation of thistax. | am trying to ascertain whether your support of it is because it is
temporary. How important is that?

Ms Kearney—I cannot predict what is going to happen in the future as far as natural
disasters go but | do know that, right now, we have had one mighty big disaster that needs to
fixed, and it needs to be fixed efficiently and quickly and with as least pain as we possibly
can. Hopefully, it will be fixed in a way that will have some decent benefits as far as giving
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people good jobs, creating skills and rebuilding roads and infrastructure that communities
need. We are facing a big disaster right at this point in time and a very efficient and legitimate
way to fund the fixing up of the results of such a disaster isalevy. So we support that.

Mr CIOBO—I know this is a hypothetical but, if we saw another disaster next year and
the government said, ‘We're going to have another tax next year,’ | presume you would be
supportive?

Ms Kearney—If it were necessary; if it were of equal proportion. Just as the Howard
government used one-off levies on a number of occasions for various things, | suspect we
would haveto revisit.

Mr CIOBO—You made the point that it was your view that corporate Australia could
afford to pay more, afford to pay its share. When you say corporate Australia, are you
referring just to publicly listed companies or are you referring to all companies that pay
company tax? What are you referring to?

M s K ear ney—I think it should be those companies that make super profits, as | said. One
could even ask the question whether, if we had the super profits tax in place right now, we
would need any of the budget cuts that have come with the levy program. | do not think there
is any problem in taxing companies that make super profits, and the definition of a super
profit | will leave up to the experts. | am not exactly sure, but | am pretty sure that $10 billion
in the first half of a year would be seen as a super profit. | think that corporate Australia can
well afford to help rebuild Australia’ sinfrastructure in times of disaster like this.

Mr ClOBO—So the kind of new tax you would like to see imposed on corporate Australia
you do not have aview on, aview as to what constitutes a super profit.

MsKearney—Do | have aview?1 just said that—
Mr CIOBO—I am saying that you do not have a view as to what constitutes a super profit.

Ms K earney—Not in dollar terms, but | am sure there are people out there who can work
that out for the Treasury or whoever would impose the tax. But we would support a super
profits tax, and | would suspect that $10 billion would fall into that category.

Mr CIOBO—Wsll, | would suspect it would depend on return on equity, but that is a
separate thing. With respect to your preferred model, would it be the flood tax as it is
currently imposed or would it be for an equal amount imposed on corporate Australia for
those earning a super tax?

M s K ear ney—I am not proposing a model. As | said, | am not an economist. | am saying
that there is a principle that those who can afford to pay for the rebuilding of Australia should,
and | think companies that make a lot of money and reap a lot of profit should have a part in
paying for the rebuild after such a disaster. | am not saying | am an economist and | am not
saying that | am putting a model forward. | am saying that, as a broad principle, | think it is
very sound.

Mr CIOBO—Sothe ACTU thinksit is an omission to not have super profits of companies
in some way contributing to thisrelief and recovery effort?

M sK ear ney—I think it would be appropriate.
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Mr CIOBO—So, if you were designing it, you would broaden it out so that we would
have a greater contribution flowing from the super profits of corporate Australia?

MsKearney—Yes, | would.

Dr LEIGH—I cannct resist briefly correcting the record on one of Mr Ciobo's flights of
fancy: the FuelWatch scheme was defeated by atied vote in the Senate in 2008. Ms Kearney,
there have been some discussions about your credibility here as a witness. | do not want to
trawl through some of the issues raised by my colleagues but, on the issue of levies, did the
ACTU support the Howard government’s gun levy and East Timor levy?

MsK earney—That isa very good question. | think we would have, yes.

Dr LEIGH—In terms of the impact on the workers you represent, which strategy do you
think would be most effective: to cut back on doctors, cut back on school buildings and scrap
financial literacy programs or to impose a modest, progressive levy?

Ms K ear ney—The latter, definitely. To cut back on those things, as you suggested just
then, would certainly have the net impact of lowering people's wages—health care,
community services, al of those things, are incorporated in what we call a social wage and
are anincredibly important part, particularly of low-income earners’ livelihoods.

Dr LEIGH—You said in your opening statement that the ACTU had done a lot to raise
individual charitable donations to assist flood victims in Queensland. What do you make of
the argument that the imposition of a flood levy causes people to stop giving?

Ms K earney—That is an interesting question. It certainly has not been the case within the
labour movement. People have continued to donate. It has been made very clear that the levy
is there for the rebuilding of infrastructure such as roads, bridges, houses et cetera, whereas
the donations, as we know, will hopefully go directly to victims and help them with their
personal wellbeing.

Ms O'DWYER—I just want to clarify some of the comments that you made earlier, and
thank you very much for appearing today. Y ou mentioned before that the cost should really be
borne by the people who could most afford it, so | would like to understand whether you think
that people who earn over $50,000 are wealthy.

MsK ear ney—No, | do not think that they are wealthy, but | think they could afford $1.45
aweek.

Ms O'DWY ER—I think you mentioned before, and correct me if | misheard you, that the
average worker’'s wage, or your membership’s wage, was $65,000 a year. Did | mishear what
you said in your opening statement?

Ms K earney—Did | actually state that? | have some figures here so | can help you with
that.

MsO’'DWY ER—I do not want to misguote you.

Ms K earney—I am not sure if | actually stated that. | do not think | mentioned a wage
level at all.

Ms O’'DWY ER—What would be the average wage?
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M s K ear ney—An average wage is around $65,000.

MsO’'DWYER—Y es. So this $50,000 is less than the average wage.

MsK earney—Yes.

MsO’'DWY ER—In terms of your membership, you said you represented over—
M s K ear ney—Around two million.

Ms O’'DWY ER—Of those two million people, how many do you think would be i mpacted
by the imposition of this flood tax?

Ms K ear ney—I would have to hazard a guess and say that our membership is probably
reflective of the general population so it is probably around 50 per cent, the same as the
general working population.

Ms O’'DWY ER—One of the things that we heard earlier today from Treasury officials was
that part of the reason for coming up with a $1.8 billion levy was based on the estimates of the
cost of reconstruction. What is the ACTU'’s view on whether, if that cost is higher, the levy
should be greater than the $1.8 billion or, if we discover later on that in fact there is till alot
more work to do, whether it should be increased beyond the 12-month period?

M s K ear ney—I would not like to project into the future but | guess you make all decisions
based on what is happening at the time. | would hope there would be consultation around that.
It would depend on how much more money needed to be spent and what the magnitude of the
problem was. As | said, levies are a legitimate way to raise federal funds. We also made it
quite public that we would support a delaying of the surplus target if that was necessary, but
we recognised the government’s commitment to reaching a surplus again. There are severa
ways that we could approach that problem.

Ms O’'DWY ER—But you would not have a fundamental in-principle objection to either
an increase or an extension.

M s K ear ney—Of the levy?
MsO' DWYER—Yes.
M s K ear ney—It would depend, as | said, on the magnitude of the problem.

Ms O'DWYER—It would depend, but in principle there is no blanket fundamental
objection?

CHAIR—I think she has answered twice.
MsO’'DWY ER—I just want to clarify, so | understand it correctly.
CHAIR—I think she has answered twice asto what her positionis.

MsO’'DWYER—AII right. Well, | will understand that then to be as| understand it, which
isno in-principle objection to it, but | do not want to misconstrue what you say so | am giving
you the opportunity to respond.

Ms OWENS—I think you just did.

Ms O'DWYER—I am interested to also understand this from your perspective. We have
talked with a number of witnesses throughout today about the fiscal position. Obviously the
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government, in bringing forward this levy, have said that there is a need to bring it forward
given the fiscal position of the government. Would it be your view and the ACTU’ s view that
there has been government waste and mismanagement?

Ms K earney—I think that the economy, as | said in my opening statement, is incredibly
robust. | think it is an absolute credit to the current government that they brought us through
the global financial crisis in the way they did. | believe the stimulus package was the right
thing to do. | beieve that we have very robust regulations around our finance industry that
helped us. | think that Australiais faring incredibly well with a very small deficit. Overall, if
you look at government management—

Ms O'DWY ER—There have now been several audits and | just want to understand your
perspective. It goes to the need for this levy and the explanation by the government for
bringing it forward. Do you think there has been government waste and mismanagement?

Ms Kearney—As | say, overall | think that government is managing the economy
incredibly well and | think they deserve a great deal of credit for that given the position we
areinright now particularly in comparison with the rest of the world.

Ms O’'DWY ER—BLUI that is not the question | asked. | did not ask about the management
of the economy. | had actually—

CHAIR—That is how she answered it though.

Ms O’'DWYER—If you alow me, | am asking a very specific question about government
waste and mismanagement. Let me give you an example—the school hall program. There has
been an audit into the school hall program and we understand that an extra $2.6 billion has
been spent on that program. Given the way that it has been structured, it is clear that that
money would not have needed to be spent—when you do a comparison—if the program had
been handed to the independent school sector. Let us use that as an example if that helps
clarify my question. Do you think that there has been waste and mismanagement?

M s K ear ney—If you take isolated programs that have had budget blowouts, that is not an
unusual thing—

MsO’'DWY ER—I think the scale of it is very unusual.

Ms Kearney—I do not think so given the incredibly stable situation of our economy. |
know that the government has come out and said that they have learned lessons from the pink
batts program, for example, and that those instances will not be repeated. So | am quite
confident that this government has a strong hold on the management of this economy.

Ms O’'DWY ER—So you would rather not acknowledge the waste and mismanagement of
the government—

Ms Kearney—I just said that the government itself has acknowledged the problems there
were with the pink batts, and | take that—

Ms O’'DWY ER—Y ou are not representing the government; you represent the ACTU, and
so | am asking for the ACTU’ sinter pretation.

M s K ear ney—In isolated projects you could find areas where there could have been more
efficiency. Whether that constitutes gross negligence and massive waste is another issue. To
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determine whether that is the case, one can look at the economy overall and see the position
that we arein and | would have to say that | think this government has managed the economy
very well.

Ms O'DWYER—We talked just before—and you touched on the issue—about bringing
in, let us say, overseas workers to help with the reconstruction effort. We spoke to the
Reserve Bank governor last week and there was quite a hit of discussion about capacity
constraints. Obviously your membership has very strong views about bringing in non-
unionised workers to work on construction, so in circumstances where there is a conflict
between actually getting, as you put it, very important infrastructure projects built, vis-a-vis
the interests of your unionised members, would you take the view that it is more important to
build and build as quickly as possible?

Ms Kearney—Could | just make a clarification? | have never said that we have an
objection to 457 workers based on the fact that they are non-unionised. | would like to make
that quite clear. That is not true. The second thing is that the ACTU supports immigration
absolutely. We do not have a problem with immigration. We recognise that people coming in
on temporary visas are an important part of managing the economy. They are three very
important points that | would like to make.

However having said that, | think that we need to be very careful about rushing or bringing
in people on 457 visas when there are hardworking Australians out there who could do the job
equally well. So we are asking for a very well-planned, well-structured and well-implemented
program of immigrant labour that takes into consideration the appropriate level of skill
shortages, proper market testing, ensuring that the 457 visa workers are not exploited and that
they do not work here below our own market labour conditions. | do not think that that is an
unreasonabl e paosition.

CHAIR—Thank you for your attendance here today at short notice. There was one issue
on which you said you would get back to usin relation to the construction workers.

MsK ear ney—Yes.

CHAIR—Could you do that tomorrow? We have a very tight timeline in relation to this
inquiry.

M sK ear ney—I will make aphonecall as| leave.

CHAIR—Fantastic. Thank you. There will be a Hansard transcript of your contribution
here today. Have alook at that and, if there are any errors or omissions, please get back to us
as quickly as you can.

M sK ear ney—Certainly.
CHAIR—Thank you again for your attendance here today.
M s K ear ney—Y ou are welcome.

Mr CIOBO—I amjust aware of the tight time frame for the turnaround of this report, and
there may be a dissenting report—who knows. When are we likdly to get the Hansard?
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CHAIR—The question is as to when the Hansard will be available, given the tight
timeline that we have. The secretary tells me it will be ready at about nine or 10 o' clock
tomorrow morning; it isahigh priority.

Mr CIOBO—That is good, because it will beimportant for all of us.
Dr LEIGH—That isatight turnaround. We appreciate it.

Mr CIOBO—Thank you, Hansard.

Resolved (on motion by Mr Ciobo):

That this committee authorises publication of the transcript of the evidence given before it at public
hearing this day.

Committee adjourned at 2.51 pm
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