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CHAIR—Good morning, ladies and gentlemen. | call the committee to order. Today the
committee will continue its examination of the Treasury portfolio estimates, commencing
with the Australian Office of Financial Management. | remind officers that the Senate has
resolved that there are no areas in connection with the expenditure of public funds where any
person has a discretion to withhold details or explanations from the parliament or its
committees unless the parliament has expressy provided otherwise. However, | also direct to
the attention of the witnesses resolutions 9 and 10 agreed to by the Senate on 25 February
1998 concerning the conduct of hearings by Senate committees. Resolution 9 provides:

A chairman of a committee shall take care to ensure that all questions put to witnesses are relevant to
the committee’s inquiry and that the information sought by those questions is necessary for the purpose
of that inquiry. Where a member of a committee requests discussion of a ruling of the chairman on this
metter, the committee shall deliberate in private session and determine whether any question which is
the subject of the ruling is to be permitted.

Resol ution 10 provides:

Where a witness objects to answering any question put to the witness on any ground, including the
ground that the question is not relevant or that the answer may incriminate the witness, the witness shall
be invited to state the ground upon which objection to answering the question is taken. Unless the
committee determines immediately that the question should not be pressed, the committee shall then
consider in private session whether it will insist upon an answer to the question, having regard to the
relevance of the question to the committee’s inquiry and the importance to the inquiry of the
information sought by the question. If the committee determines that it requires an answer to the
question, the witness shall be informed of that determination and the reasons for the determination, and
shall be required to answer the question only in private session unless the committee determines that it
is essential to the committee’s inquiry that the question be answered in public session. Where a witness
declines to answer a question to which a committee has required an answer, the committee shall report
the facts to the Senate.

| also remind officers that an officer shall not be asked to give an opinion on matters of policy
and should be given a reasonable opportunity to refer questions asked of the officer to
superior officers or to a minister. Witnesses should note that the evidence given to the
committee is protected by parliamentary privilege. | also remind you that the giving of false
or misleading evidence to the committee may constitute a contempt of the Senate.

[9.10 am]
Australian Office of Financial M anagement

CHAIR—I welcome officers of the Australian Office of Financial Management. Dr
Parkinson, do you wish to make an opening statement?

Dr Par kinson—No, thank you.
CHAIR—Thank you. Senator Conroy?

Senator CONROY—I would like to discuss the repayment of debt over the forward years
as reported in Budget Paper No. 1, table B2 on page 2-17, and AOFM'’s agency budget
statements, table 3.8 on page 109. In Budget Paper No. 1 2002-03, table B2 on page 2-17,
equity assets are projected to decline from $51.4 hillion in 2001-02 to just $14.4 billion in
2005-06, a 72 per cent decline. Dr Watt from DOFA confirmed last week that this reflected
asset sales, including the sale of Telstra. Are you familiar with these projections?

Mr Allen—I am familiar with those numbers in the sense that | am reading the same
numbers that you are. Obviously we are not involved in the—
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Senator CONROY —I was not suggesting that you worked on them.
Mr Allen—No, but we see the table.

Senator CONROY —Also table B2 shows that government securities fall by $64 billion to
just under $2.8 billion. Are you familiar with those projections?

Mr Allen—That isright, yes.

Senator CONROY—A similar reduction in debt is aso reflected in your own AOFM
agency budget statement in table 38 on page 109, where Commonwealth securities are
projected to fall from $64.1 billion in 2001-02 to $2.3 hillion in 2005-06. Is that correct?

Mr Allen—That isright, yes.

Senator CONROY—So, according to the budget papers, by 2005-06 there will be less
than $2.8 billion of government securities onissue, of which AOFM will manage $2.3 billion.
Isthat right?

Mr Allen—I think there that it may be best to draw your attention to one of the notesin the
accounts. If you go to note 11 on page 12-12 of Budget Paper No. 1—

Senator CONROY—Yes. Do you want to draw my attention to anything in particular
there?

Mr Allen—With reference to the question as to what would be the level of government
securities that we would be managing in the 2005-06 financial year, as we point out in note
11—and this has been practised for a number of years now—in the balance sheet, and
effectively in our numbering, we net off the holding of financial assets that may or may not be
assumed in the numbers moving forward. So either in table B2 or in our PBS balance sheet
you will note that obviously government securities decline to that $2.3 billion level in
2005-06, but that is a consequence more of the treatment that is outlined in note 11 in that we
net off the two.

Dr Parkinson—The point of that is that you cannot draw any conclusion about the amount
of Commonwealth government securities on issue from that table. All that is telling you is
what we think will be the net impact of gross Commonwealth government securities on issue
less whatever other asset hol dings the Commonwealth may have at that stage.

Senator CONROY—You may have been anticipating some of my questions, so | am not
quite sure whether that is why you wanted to make that point. | will keep wandering along
and we will see whether you have anticipated where | am going. In his post-budget address to
the Press Club on 16 May, the Treasurer said that asset sales would allow the Commonwealth
to completely retire all of its debt. Are you familiar with that statement?

Mr Allen—Not that precise statement, but certainly comments to that effect.

Senator CONROY —I can give you the clipping if you like. | am not trying to verbal you.
The headline was ‘ Telstra sale will kill debt’.

Mr Allen—Yes.

Dr Parkinson—I think we understand that, and that is a reference to net Commonwealth
debt.

Senator CONROY—So is the Treasurer planning to almost eradicate the government
bond market?
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Mr Allen—I think you should look at the commitment that is provided as part of Budget
Paper No. 1 in statement 7 on page 7-4. Again, just drawing your attention to a couple of the
specific paragraphs—and this is a commitment that has been made in previous years—the
strategy has been aimed at maintaining the length and the efficiency of the yield curve and
maintaining liquidity in key benchmark stocks. So again linking that back to what we have
outlined in note 11, for a range of reasons we have not provided any specific details with
respect to what that particular level of stock outstandings would be. But the intention is as
highlighted in that paragraph: we are maintaining the liquidity of the existing benchmark lines
notwithstanding that decline in net debt that is forecast over the budget period.

Senator CONROY—Thank you. How do you anticipate financial markets will price risk
in the absence of a government yield curve and, hence, arisk free rate of return?

Dr Parkinson—Is this a hypothetical question?

Senator CONROY—Npo, it is based on the budget papers actually. It is a direct
consequence of the projection in the government papers actually.

Dr Parkinson—I am sorry—

Senator CONROY—If you are saying that the government’s position is hypothetical, |
will happily accept that that is the case.

Dr Parkinson—I| am sorry, but | made a comment a moment ago that you cannot read
anything into the figures in the budget paper about gross Commonwealth government
securities onissue. It would seem to me that you are asking a hypothetical question.

Senator CONROY —I am asking about a consequence of government policy.

Dr Parkinson—No, you are not asking a question about a consequence of government
policy because there is no government policy that says that the government is going to take
gross debt on issue to zero. What you are looking at is a figure that shows net debt, which is
gross Commonwealth government securities on issue less asset holdings. If asset holdings
were zero, then gross Commonwesalth government securities on issue could be close to $2
billion. It could be, on the other hand, that Commonwealth government securities on issue
remain broadly unchanged from today but financial assets should keep—

Senator CONROY—It could be that the earth is flat, but what we have here is a set of
facts and projections that are not hypothetical; they are statements by the government.

Dr Par kinson—Senator, | am sorry; | do not agree that those things are facts.
Senator CONROY—Can | read anything into the Treasurer’s comments?

Dr Parkinson—No more than the fact that net debt on issue has declined in recent years
more rapidly than have Commonwealth government securities on issue.

Senator CONROY —Yesterday | think Dr O’ Mara was sitting next to you and he would
frequently make the statement, ‘If all other things were equal and this one parameter
happened.” Dr Parkinson, | am holding everything else equal and this is one parameter. So |
am looking for the implications that flow from this one policy change, assuming all other
things are equal. Yes, you can make the argument if you want that a million other things could
happen—the government could have a policy and a million other things may affect it. But |
am holding everything else equal.

Dr Parkinson—I draw your attention to the very top of page 7-4, where it states:
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The reduction in Commonwealth net debt has raised questions by some market participants about the
future viability of the CGS market. The Government acknowledges these concerns and is carefully
considering them, taking the views of key stakeholders into account.

While the Government considers these issues, it will continue the approach to debt management
adopted in recent years. This strategy has been aimed at maintaining the length and efficiency of the
yield curve and maintaining liquidity in key benchmark stocks.

So as a hypothetical—

Senator CONROY—No. Until the government have a policy otherwise, it is not
hypothetical. The government have to come up with a policy response to this. That is what |
am trying to ask a question about, Dr Parkinson. You are actually trying to argue that what the
Treasurer said in his speech and what is actually written there is not the case. There needs to
be a palicy response to solve thisissue.

Dr Parkinson—No, Senator, | am sorry; you are confusing gross debt on issue and net
debt. If | have $100 hillion of gross debt on issue and | have $50 billion of assets, | till have
$50 billion of net debt.

Senator CONROY—Thank you for that, Dr Parkinson. Have there been any discussions
with financial or other institutions, including super fund managers and insurance companies,
about plans to deal with this?

Dr Parkinson—The approach that the government may take is under deliberation at the
moment. | will just refer you back to the comment in the paper. It has acknowledged the
concerns and is intending to take the views of key stakeholders into account. The exact
mechanics of how those key stakeholders' views are taken into account is till to be decided,
as is a definition of who are key stakeholders. At the moment there has been quite a lot of
comment from particular people in financial markets, as you would expect, because it is their
livelihood that is at stake.

Senator CONROY—That is just where | was going. | was not trying to create a note of
conspiracy over in a different corner; | was actually just coming down to asking about these
very issues. As you said, there have been plenty of responses about this and, as you say, it
involves their livelihood, so they are loud.

Dr Par kinson—From one segment of what we might describe as key stakehol ders.

Senator CONROY—I accept that. We need a policy position to avoid this but, in the
absence of a government bond market, what will investors such as retirees or their fund
managers buy if they want alow risk, liquid, income generating security?

Dr Parkinson—We have not looked at that issue in the Australian context. All | cando is
point to comments by the Chairman of the United States Federal Reserve, Alan Greenspan, a
couple of years ago, | think it was, when the US looked like it was rapidly heading for zero
net debt. He was quite confident that either markets would generate alternative instruments or
people could use a range of semi-government instruments that have very similar risk
characteristics.

Senator CONROY—Are they riskier? By definition, there has to be a greater margin of
risk.
Mr Allen—Again, it depends on the range of securities that you are talking abouit.

Obvioudly, in terms of state government versus Commonwealth government public sector
securities, in pure absolute credit risk terms there is perhaps a marginal difference. But in
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terms of market pricing, there may be other factors which contribute to the differential in
yield—it may be due to liquidity and the like. Regarding private sector assets, there are a
range of different rates of return, depending on the underlying credit quality, but it is a risk-
return trade-off that drives that outcome.

Mr Comley—The other thing—and Mr Allen may want to comment on this—is that the
decision for something like a super fund will not be whether they take a government bond in
isolation versus another thing that may look slightly riskier inisolation; it will be the portfolio
they construct.

Senator CONROY—Some HIH bonds, perhaps?

Mr Comley—I am not going to comment on a particular bond. | think we are al familiar
with the fact that diversification means that the portfolio risk can be a different thing from the
risk of a particular individual asset. You should not jump to the conclusion that—

Senator CONROY—Sure. Let us not pretend that government bonds are the safest and
least risky of assets to hold. You were having a chat with me about gross, net and all the rest
of it, but what does the Treasurer mean when he saysthat he is going to retire all debt?

Dr Parkinson—You would have to ask the Treasurer, but my interpretation is that he is
talking about net debt.

Senator CONROY—Thank you for that. | am sure there are a few people out there who
are very pleased to hear you say that. The reduction in government securities does have a
significant impact on interest expensein the forward years.

Dr Parkinson—Yes, as | understand it.

Senator CONROY—Whereisit reflected in your agency’s budget statement? Is it on page
108, where the interest and financing costs are projected to fall from $6.9 billion in 2001-02
to $4.1 billion in 2005-06?

Mr Allen—That is correct.

Senator CONROY—Is that also reflected in a reduction in other interest expenses in
Budget Paper No. 1 on page 2-16?

Mr Allen—That is more problematic in the sense that obviously we are not responsible for
putting together the papers in Budget Paper No. 1, but it is reasonable to assume that our
numbers flow through into that statement.

Senator CONROY—I am learning about these budget papers and the tables as | go. Such
areductionininterest expenses would contribute to alower deficit or higher surplus in the out
years, would it not?

Dr Parkinson—BY definition; it is an area of expenditure that is being reduced.

Senator CONROY—If it is being reduced in this case, it would improve the bottom line
by $2.8 billion, would it not?

Dr Parkinson—What isthat relative to?
Senator CONROY—Not having done it, yet.
Dr Parkinson—Yes, to not having doneit.

Senator CONROY—BY eradicating the bond market the government has improved its
budget position by $2.8 billion, isthat right?
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Dr Par kinson—Sorry, Senator—
Senator CONROY—Sorry, by reducing it: ‘eradicating’ might be too strong a word.

Dr Parkinson—We can bash heads on this point all morning, if we need to. There is no
presumption that the bond market is going to be eradicated. As | have explained a number of
times now, it is a reference to net debt. Net debt can be zero with $50 billion of government
securities on issue and $50 billion worth of assets.

Senator CONROY—Do you think you would still have that saving?

Dr Parkinson—It would depend on the rate of return you got in the assets, but a
reasonable presumptionis yes.

Senator CONROY —It would depend on a couple of things.

Mr Allen—The rate of change in the government securities outline is not necessarily the
issue in the sense that, as we indicated through our portfolio budget statements, we net off
those two numbers. If you are looking at changes in the interest expense or interest revenue,
you have to take into account changes to the underlying budget position as well. Just drawing
an immediate link between a decline in government securities would lead you to a particular
impact on interest expense. Even if you look at it on the basis of netting revenue and expense,
that issue is going to be more subject to other changes within the budget, not due to a change
in the actual level of government securities.

Senator CONROY —Dr Henry seems to have a different view from the Treasurer and the
budget papers. Speaking on the future of the bond market in Sydney on 22 May, he said:

The government has indicated that it is thinking about these issues, considering those issues, and will
in due course beinforming the market of how it proposes to address the issues that have been raised.

Has AOFM been involved in any of these considerations?

Mr Allen—As Dr Parkinson has just outlined, the government has noted its intention to
engage in broader consultation with respect to this issue, again with respect to the medium to
longer term outlook, particularly in the context of some of the commentary that has been
made in the public domain by some financial market participants. As to the question you ask
with respect to the AOFM’s involvement in that process, our focus is on debt management
issues, particularly with respect to risk management. There is obviously an overlap with
Treasury with respect to matters of policy, and we contribute to that debate.

Senator CONROY —I will take that as a yes.
Mr Allen—Yes.

Mr Comley—The premise of your question is a difference of view between the secretary,
the Treasury and the Treasurer on this matter. From that quote, and certainly from my
understanding, there is no difference of view on this point.

Senator CONROY —I will happily accept your acknowledgment. Would my famous HIH
bond be as liquid as a government bond?

Dr O’'Mara—Not at the moment.

Senator CONROQY —BY definition government bonds are the most liquid, right? Would a
government bond be least risk and most liquid? And anything that moves up the scale has to
be alittle bit less of both by definition—is that fair?
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Mr Comley—I would not say ‘by definition’. | would say that at the moment in, for
example, the Australian market, it is true to say that Commonwealth government securities
are the most liquid and lowest risk securities.

Senator CONROY—In your experience, has that ever not been the case?

Mr Allen—In terms of liquidity, not necessarily. There have been low levels of
government bond outstandings, particularly in the late eighties and early nineties. It think it is
fair to say that there was probably more liquidity away from the government bond market.
People may dispute that statement at the margin. The government bond is certainly in it from
arisk perceptivein Australia, but thisis not always the case. Certainly in Australia it is a low-
risk investment, but liquidity is a different issue and that can change over time from one
sector to another.

Senator CONROY—Demand was a bit lower back then, though. Super funds were not
really around in the way they are now.

Mr Allen—No, | think, having been involved with the financial markets at that time, there
was quite substantive turnover in non-Commonwealth government securities at the time. The
markets were evolving and there were fairly high levels of turnover in the marketplace.
Futures markets were active.

Senator CONROY—Who €lse has been involved in these consultations and
considerations that Dr Henry isreferring to?

Dr Henry—As | said, the manner in which these consultations will occur is a matter that is
before the Treasurer at the moment.

Senator CONROY —Isthe AOFM Advisory Board considering the issues as well?

Dr Parkinson—The AOFM Advisory Board by its nature will have an interest in the
issues, but it is ultimately a matter of policy, not operational aspects. But, to the extent that the
AOFM Advisory Board has a number of people with experience in financial markets, it is a
useful source of expertise.

Senator CONROY—I would like to kick around what the potential options are. | am not
asking you to go to your policy advice; | am just asking what the general policy options are. Is
one of the options that the government would consider purchasing new assets?

Mr Comley—Perhaps | can answer that question. Essentially there are two broad classes
of options. Oneisto not purchase assets and | et your gross debt run-down match your net run-
down. That is not the current government policy, as | think we have discussed. The second
option is to purchase assets. Then, if you purchase assets, the amount of assets you purchase
would be determined by the size of the bond market that you want to maintain. Then the
guestion would become two questions. The first is what classes of asset would you choose;
the second would be, if you like, the governance arrangements you would put around the
holding of those assets.

Senator CONROY—I am sure you are anticipating my next questions. Perhaps | can
throw them in so you can expand as you are going. The government is possibly considering
purchasing new assets with the proceeds of asset sales rather than using the proceeds to pay
down debt.

Mr Comley—I would not say the government is—
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Senator CONROY—The debt is coming down because they are selling an asset, so they
are sdlling an asset to buy an asset.

Mr Comley—One of the options in this consideration would be whether you purchase
assets. That isin a sense a necessary consequence of maintaining—

Senator CONROY—Are you saying that that is not the government policy at the
moment?

Mr Comley—No, that is made clear in the budget papers. What the government is saying
is that, noting the concerns about the bond market, the government will consult to determine
the best option forward, and a necessary consequence of maintaining the current fiscal
strategy and maintaining a bond market, say, around the current levels or at any particular
level would be the accumulation of assets.

Senator CONROQY —Is there consideration of what sorts of assets they would be? Would
they befinancial or non-financial?

Dr Parkinson—I think you are jumping way—
Senator CONROY —I amjust putting one of the options. | am not asking you to—

Dr Parkinson—No. | think you are jumping way too far forward. The threshold issue has
to be what are the benefits and costs of having a CGS market. Then, if you have decided that
the benefits of having a CGS market warrant keeping the market, then the question comes—

Senator CONROY —Wheat do we have to do to achieve that?

Dr Parkinson—what do you actually do. Then you have a whole series of cascading
questions which are way ahead of where | think anybody is at at the moment. It goes to
things, as Mr Comley said, like governance arrangements.

Senator CONROY—Tdl me: what sorts of arrangements do you think would be
necessary in the circumstance?

Dr Parkinson—No, | cannot do that because we have not got that far along in the process.
The budget papers are quite clear that we have heard peopl€'s concerns and we are going to
start consulting. Let me make maybe a fairly blunt statement.

Senator CONROY —As opposed to the ones you have been making so far?
Dr Parkinson—I am trying to be as polite as usual.
CHAIR—I thought you were about to say, ‘ as polite as you'.

Dr Parkinson—Senator Conroy and | have known one another for many years. | would
not go that far. The views that are expressed by financial market participants may well be
diametrically opposed to the views expressed by, for example, the Australian Shareholders
Association. | have absolutely no idea what the ASA's views might be but, from a fixed
interest dealer's perspective, he or she may stop at the point of saying, ‘We need a
Commonwealth government securities market because that's my livelihood.” The
Shareholders Association may well say, ‘We don't want the Commonwealth government
traipsing around in Australia’s equity markets with a portfolio of $20 billion, $30 billion, $40
billion or $50 hillion.’

A whole variety of issues are raised which are really quite complex and which are going to
have to be considered quite carefully, which is one of the reasons why we have not rushed
into this. Indeed, one of the thingsthat | think isinteresting is that in meetings | have had with
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financial market participants overseas there is no sense that they are looking for answers from
us yet. What they have been interested in is the fact that we have the issue on the radar screen
and we are going to engage in a consultation process.

Senator CONROY—I am just asking about the whole issue. | agreeit is an issue, and that
is why | am seeking to have a discussion about it. Mr Comley mentioned that there were
options about the sorts of assets. What would the options be?

Mr Comley—In a sensg, it is like any person who is accumulating assets. You can think
about a whole spectrum of assets and, largely, your risk return preference would determine
what set of assets you may want to accumulate. | do not think this decision is necessarily that
different from the decision faced by anyone deciding to accumulate assets. | suppose at one
end in a spectrum you might start with very low risk government or semi-government bonds.
You might move to equities somewhere along that line, and you would have to make a
decision about whether you were going to restrict your activities to, for example, Australian
assets or overseas assets, and then you would have to make, presumably, a subsidiary decision
if one moved into overseas assets about whether you were prepared to take an open foreign
currency position or not. But, in a sensg, it is like anyone entering into a portfolio of assets:
those are the sorts of decisions that would need to be made.

Senator CONROY—That is very helpful, thank you, Mr Comley. Again you have
anticipated my questions. Some of the options would be equities, and foreign versus
Australian would be a legitimate argument, particularly in terms of governance and those
sorts of issues. But then what flows from there is that you have the currency exposure
question.

Mr Comley—Again | do not want to get too far ahead here. The question of what portfolio
you might accumulate on the hypothetical situation that you were accumulating an asset
portfolio would also depend on things like the size of the portfalio.

Senator CONROY —Sure.

Mr Comley—When you are thinking about the economic consequences of the portfolio,
probably, like any very large fund manager, the larger your portfolio the more you may be
required to go on to a broader range of assets because you may be more likdy to affect the
prices of the assets that you go into if you restrict yourself to a subset.

Senator CONROY —If you did buy foreign assets—you mentioned the currency exchange
rate—would you hedge in that circumstance, do you think?

Mr Comley—Can | just answer the question in adightly different way?

Dr Parkinson—I think we are getting way beyond the realm of an area that | fed
comfortable with. We are speculating here about possible decisions that you might take in the
event that the government decided to undertake a particular type of policy.

Senator CONROY —It is afascinating area. It is an important issue and it is a fascinating
area. | amjust trying to get a sense of Treasury’s thoughts.

Dr Parkinson—It is a fascinating area, but | want to make it absolutely clear that, given
the way in which comments are so easily misinterpreted or misused, these are not issues the
government has made any decision on. The government is in a position where it is
contemplating the very first step in this process—that is, should we have a Commonwealth
government securities market; if so, what form should it take, how should it be structured and
so on. It is a cascading set of questions.

ECONOMICS



Thursday, 6 June 2002 SENATE—Legislation E 511

Senator CONROY—They arejust logical consequences and having a discussion about the
potential.

Dr Parkinson—They are logical corallaries, but they are logical corollaries of something
on which we have not yet made a decision on the very first step.

Senator CONROY—But Telstrais up for sale next year, and so you do not have long. The
sell down is dlotted for the next financial year. | am not saying that it is urgent that you
resolve an issue—

Senator lan Campbell—Mr Chairman, perhaps | could intervene. These questions go
specifically to policy advice to the government.

Senator CONROY —No, they do not.
Senator lan Campbell—They do.

Senator CONROY—I know you have been concentrating on other issues, but | have
specifically avoided that.

Senator |an Campbell—Mr Chairman, it has been made quite clear that these are not only
are policy issues but directly relating to the policy formulation process and what that policy
advice may look like under a hypothetical situation. They are along way away from the remit
of thiscommittee to look at the estimates for this budget.

CHAIR—Yes.
Senator |an Campbell—It is a fascinating debate.

Senator CONROY —Just because Senator Campbell says he does not want the questions
asked does not mean that | am not allowed to ask them.

Senator |an Campbell—I am not saying that at all.

CHAIR—Senator Campbell, | think Senator Conroy understands the point.

Senator CONROY—I am doing my best to avoid that very issue.

CHAIR—I amsure hewill do his best and, if he does nat, | will rule him out of order.

Senator CONROY—Thank you, Senator Brandis. Are you aware of the debt management
strategy of Norway, where the government has maintained a bond market whilst still reducing
net debt by accumulati ng and managing assets, including foreign shares and bonds?

Mr Comley—Yes.

Senator CONROY—That is an example.

Mr Comley—I am aware of the Norway strategy. | am also aware—
Senator CONROY—That could be one of the options—
CHAIR—Sorry, Mr Comely, you were about to say?

Mr Comley—I am also aware of the motivation for the Norway strategy. That is more
related to the fact that they have substantial revenues from petroleum revenue and a concern
to smooth, in a sense, the expenditure over time and so build up some assets while the
petroleum revenues are high.

Senator CONROY—Dr Henry, as | have said, has indicated that they are considering
those issues, and yet you have indicated that you are having discussions with the markets. Do
the discussions that you are having with the markets involve—
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Dr Parkinson—We will be having.
Senator CONROY —1I think we have had some. They have been raising them for awhile.

Dr Parkinson—Yes. People have been raising the issue with us, but we are awaiting a
decision on how we will proceed with the consultation process.

Senator CONROY —Those discussions you have had at this stage: are they just about
whether we need a bond market, or do they go to what the options are. Do they say, ‘Wdll,
look what's happened in Norway' ? Do they raise these issues with you as sol utions?

Mr Allen—The dialogue that we have with financial market people goes across that broad
range of issues that you mention. A number of market commentators are very strongly of the
view that gross bond outstandings should be maintained at these sorts of levels; in fact, some
say they should be increased. Other commentators have an argument that is different and
perhaps more along the lines, as referenced by Dr Parkinson earlier, of some of the views of
the Federal Reserve in the US, which is that maybe benchmark liquidity status can switch
from one market sector to another. | think the market takes some comfort in looking at the
statement that is outlined in Budget Paper No. 7 and also that these changes have been
happening in a fairly slow and orderly way since the mid-1990s in government security
outstandings. In the context of what we outline in Budget Paper No. 7, people are taking
comfort from the fact that our focusisto maintain liquidity in our benchmark lines.

Senator CONROY —Do you think AOFM would be appointed to manage the government
assets, or would that be private? These are parts of the options. | am asking whether thereisa
preferred view.

Dr Parkinson—It is way too far off into the future for us even to contemplate the issue, |
think.

Senator CONROY —Have you had a chance to chat with the RBA yet?
Dr Parkinson—About this issue?
Senator CONROY —Yes.

Dr Parkinson—We talk to the RBA about many things, and this is one of the things that
we would talk to them about.

Senator CONROY—Did they have a view?

Dr Parkinson—They have aview.

Senator CONROY—Areyou ableto shareit with us?

Dr Parkinson—I think that is an issue that you want to raise with the RBA, not with me.

Senator CONROY —Unfortunately they do not come before any committee that | am on,
and so | am stuck with just asking you. | am sureit is not a state secret. | am sure they would
not mind chatting about it.

Dr Par kinson—I am sure they would not.
Senator CONROY —Are they concerned?

Dr Parkinson—I do not think they would have any particular problems in making clear
their view.

Senator CONROY —Are they concerned?
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Dr Parkinson—I do not think so. Looking at how they have changed the way in which
they intervene in markets, they now engage in repo operations using a much broader range—
as | understand it, and | stand to be corrected—of instruments than just Commonwealth
government securities on issue. So, in one sense, they have been changing their behaviour
patterns anyway.

Mr Comley—In fact, | believe the governor gave evidence to that effect last Friday. |
could read the transcript but | think—

Senator CONROY —No, | will track it down.

Mr Comley—There were words along the lines of ‘using Commonwesalth government
securities is convenient but there are other options'—and they have been moving into other
options in recent times to undertake open market operations.

Senator CONROY —What is the next step? Will there be any public consultation before a
final decision is made?

Dr Par kinson—That decision has to be made by the government.

Senator CONROY —Senator Campbell, in terms of the issue that we have been talking
about, before thereis a final government decision will there be any public consultation?

Senator lan Campbell—Treasury has made it quite clear that there will be consultations
with key stakeholders.

Senator CONROY —I appreciate that, and it is clear from the evidence that—

Senator lan Campbell—And, if you have any recommendations as to other stakeholders
that you think we should consult with, | am sure we would be happy to receive them.

Senator CONROY—Just the old public; that is all. | am just wondering whether there will
be a public discussion on it, rather than just the stakeholders.

Senator |lan Campbell—Thisis a public debate we are having now. It is actually available
on the Internet across the entire world.

Senator CONROY—Yes, but you are not able to answer any questions about policy.

Senator |an Campbell—In fact, the Norwegians, if they want to go to www.senate.gov.au,
can actually follow the debate live online.

Senator CONROY —I am sure they appreciate that.
Senator |an Campbell—It isavery good debate to have.

Senator CONROY —But you keep trying to curtail my questions on it. It is a bit hard to
have a public debate when you are trying to gag the questions and the Treasury officers are
concerned that they might be crossing across into policy advice. But, if you would like to free
them from that so that we could actually have a more thorough discussion on it, | would
certainly welcome it and so would the Norwegians you have just advised to tune in. Will there
be any public consultation?

Senator lan Campbell—Senator, | have restated the view that has now been stated on at
least four occasions this morning: the government will be taking the views of key
stakeholders. Perhaps you have recommendations that there are other members of the public,
any particular people, members of unions in Victoria or somewhere else, that you think we
should consult. This government consults broadly on these policy issues, and there are key
stakeholders who obviously have an interest in this area. If you think there are other
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stakeholders and that we need to put an ad in the paper saying that anyone who has an interest
in Commonwealth bond markets should please send Dr Parkinson a submission, then your
suggestion will be considered with the due weight that your suggestions are usually
considered.

Senator CONROY—That iswhat | always enjoy about you: your good temper. Will there
be a discussion paper issued before afinal decision is made?

Dr Parkinson—I am sorry, | am not trying to be obstructive but—
Senator CONROY —I have not accused you of it.

Dr Parkinson—No, | am getting in ahead. As you have said, maybe | am anticipating
where you are going. This really is a matter that is before the Treasurer at the moment: a
range of options of government.

Senator CONROY —I was actually asking that last question of Senator Campbell again. Is
the government considering issuing a discussion paper?

Senator lan Campbell—It is an issue that is before the Treasurer at the moment. Without
trying to be provocative, it is a very good problem for government to have. It is onethat is the
culmination of at least six years of very hard work at trying to reduce the debt that was
inherited from an Australian Labor Party, which will go down in the annals of Australian
economic history as economic wreckers and vandals after having run the debt up to such
massive levels. It is a very nice problem for the Treasurer to have to deal with what happens
when we have paid off that $96 billion of debt we inherited from Mr Keating, Mr Hawke and
Mr Beazley.

Senator CONROY—You forgot Mr Crean. If | could turn to Budget Paper No. 1, 2002-
03, page 12-10, | would like to ask about ‘ Interest from other sources' shown in that budget
paper. Can | confirm that the swap interest received is received by AOFM?

Mr Allen—Again, our numbers are going to make up the dominant share of that line.
Obviously, we do not prepare the statement, but it is our understanding that that would be the
case.

Senator CONROY —Could you please explain, if you can, the other—it is actually listed
as ‘ Other’—subcomponent, that rises from $498 million to over $2 billion over the forward
estimates period? DOFA said it was AOFM which received thisinterest.

Mr Allen—Yes. | was watching your discussion with Mr Smith yesterday afternoon on this
very issue.

Senator CONROY —Commiserations!

Mr Allen—I think the answer that he outlined to you was that there are a range of
agencies, of which AOFM is obvioudly a particular player, that make up the particular line.
Again, these numbers are numbers that are presented to parliament by Finance. | think that, in
the context of that discussion yesterday, we would be happy to liaise with Mr Smith and
ensure that the right information is presented in terms of what our component of that number
is.

Senator CONROY—That is great. Thanks. Could you tell us on which assets AOFM is
earning interest, other than swaps?

Mr Allen—The short answer to that is no. The reason for that, as outlined in note 11, is
that we net off the financial asset holdings—effectively the difference between gross and net
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debt—from a balance sheet perspective. We do not actually disclose what level of financial
asset holdings that would relate to.

Senator CONROY—Why not? Isit acommercial issue?

Mr Allen—There are a range of sensitive issues associated with making that very public
statement in terms of exactly what level of financial asset hol dings we woul d—

Senator CONROY—Would that affect your position in the market? Is that why?

Mr Allen—That is one of the very sound reasons.

Mr McCray—Obviously, in coming up with estimates for interest revenue, we have to

make some assumptions about levels of assets and indeed levels of gross debt. | would
describe those assumptions as technical assumptions, working assumptions, but—

Senator CONROY —These are not guesses; these are budget papers. This is not back-of-
the-envel ope stuff.

Mr McCray—No, but they are working assumptions. In part, at least, on the table that you
are referring to there are interest revenues in respect of AOFM investments built into those
numbers.

Senator CONROY—I was asking about other than swaps; swaps are broken out
separately.

Mr M cCray—Swaps are identified separately; that isright.

Senator CONROY —What were the assets that you are earning on?

Mr McCray—You are looking at the ‘ Other’ line.

Senator CONROY—I am just wondering what the other assets were. Does that reveal
your position?

Mr McCray—In part there are AOFM investments in that ‘ Other’ line. It is not the whole
lot, but itisasignificant part of it.

Senator CONROY —If other people are listening or if someone reads this later, is there a
problem with their knowing what your assets are?

Mr McCray—These projections are based on working assumptions about what a split
between gross debt and investments might be. But, as Dr Parkinson has indicated already,
because that is a policy matter on which no decisions have been taken—

Senator CONROY—So why isit rising so sharply?

Mr McCray—There is a working assumption that there will be a certain stock of gross
debt and a certain stock of investments, but it does not have the status of any kind of
government policy or commitment. It is just a working assumption made for the purpose of
budgeting.

Senator CONROY —One and a half billion dollars is a pretty big working assumption. |
think people are entitled to know what the working assumption is.

Mr McCray—I can only refer back to note 11, which says that we have not come to a
policy view on the precise split.

Senator CONROY—I appreciate the government have not come to a policy, but what
assumption have you made that has a $1%% billion movement in this figure?
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Mr M cCray—We clearly made an assumption that there is a reasonably sizeable pool of
investments generating a reasonably sizeable amount of revenues.

Senator CONROY —So that means you have bought assets? The logical consequence of
what you have done there is that you must have bought some assets.

Mr M cCray—No, these are projections.
Senator CONROY—You must have projected you bought some assets.

Mr M cCray—We are assuming that there isa pool of assets but it is a working assumption
that has no policy significance.

Dr Par kinson—I think the point that Mr McCray is trying to make is that, for the purposes
of the budget papers, it has just been assumed that assets accumulate. Were it to be assumed
that the CGS market was run down, that number would be commensurately smaller but the
interest expense would be lower. In a sense it is the gap between interest paid and interest
received that is important. If you try and tease out too much from either the interest expense
line or the interest paid line, we are basically in a sense prgudging what decisions a
government may make.

Mr McCray—That isright.

Senator CONROY —I do not want to sound silly but the fact that you have made the
assumption is a matter of some worthy discussion. | think | am entitled to ask them why they
have made that rather than a different one and | am entitled to ask about the $1v2 billion.

Dr Parkinson—You are entitled to ask a question, yes.
Senator CONROY —Isthistheinterest on assets on deposit at the RBA?
Mr Allen—That is the current form of our investment strategy, yes.

Senator CONROY —But on a five per cent rate of interest, $2 billion of interest implies
$40 billion worth of assets. And that isalow level of interest.

Mr McCray—I do not think we can comment on what yield we might be earning on our
assets.

Senator CONROQY —Is it an indicative figure as to the size of the asset base that you
would have built up to be receiving that much interest? That is not an unrealistic assumption.

Mr McCray—As | said, there is a working assumption about the volume of assets that
might technically arise and depending on what yield you assume those assets might generate
then, yes, you can make certain assumptions about the volume. | guessthat is correct.

Senator CONROY—I am not asking you to confirm it. | am just saying that as an
indicative figure—and for anyone who ever reads thisit is purely Senator Conroy’s indicative
figure, not the AOFM’s—the size of the assets off a five per cent rate of interest on $2 billion
of interest earned is about $40 billion. That is just maths. That is my working assumption, if |
can quarantine you completely from it. So everyone is happy that it is just my working
assumption.

Mr McCray—Yes.

Mr Allen—Yes.
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Senator CONROY—I will not go any further on that. In the Treasury portfolio budget
statement at ‘ Part C, Agency Budget Statements—AOFM’ on page 109, under ‘Assets’ is a
subcomponent ‘ Investments’ of $6.8 billion in 2001-02.

Mr Allen—$6.764 billion.

Senator CONROY—This asset disappears in 2002-03. What is this investment and why
doesit disappear?

Mr Allen—Again, that is consistent with our policy of netting.

Senator CONROY —It isused to pay down debt?

Mr Allen—As we have outlined with respect to note 11, we do not provide any detail in
terms of what the actual number will be.

Dr Parkinson—Essentially, you are right. It is there in the past. We can tell you what it
was. But going forward, because we do not know whether we will be running a CGS market
of $50 billion or $100 hillion and assets of zero or X, the numbers are netted up. So the
$6.764 billion isfor 2001-02.

Senator CONROY—It isall blank in the out years?

Dr Parkinson—That is right, and that is the reason for it. We have to make some working
assumption about what might be done, but that has no status. If we could, we would put in a
net ling, but that is not the way the papers are put together.

Senator CONROY —The working assumption is that you pay down the debt?

Mr McCray—If you move further down that table you will see that the ‘Loans—
Commonwealth securities' line is exactly consistent with what you just said: we are assuming
a netting.

Senator CONROY—O0On page 109, table 3.8 shows an $11.4 hillion reduction in debt in
2001-02—which is probably the big year we were just referring to. | would like to confirm
how this debt would be paid oui.

Mr Allen—The debt would be repaid in effectively two ways. one would be to reduce
financial asset holdings and the other would be to make funds available through another part
of the budget, if there were a budget surplus. Depending upon the source of that revenue, that
would be then applied to the repayment of debt.

Senator CONROY—In 2002-03 there is a $2.1 billion cash surplus forecast and asset
sales of less than $2.9 hillion—and that is mainly Sydney airport. Does this $6.8 hillion make
up the balance?

Mr Allen—One of the issues that we have outlined is outstandings in the Treasury note
market. We have outlined in the budget paper that we will be moving to reduce the level of
outstandings in future years. | do not have the specific numbers to run through them with you
at the moment, but basically source and application of funds will enable us to reduce the level
of gross debt outstandings from $64 billion to $52.6 billion. We are happy to take on notice
the specific movement numbersif you would like that.

Senator CONROY—Thank you. Also on page 109, swap principal is shown to decrease
from $2.4 hillion to $0.7 billion over the forward estimates period. Could you explain that?
Asdebt is paid down, is swap exposure also reduced?

Mr Allen—Our swap principal outstandings? Yes, that isright.
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Senator CONROY—On page 98 of the agency budget statements, the average staffing
level is assumed to increase from 30 in 2001-02 to 37 next year.

Mr Allen—That is right.

Senator CONROY—Can you tell me the classification of these seven new staff, what they
will be paid and what functions they will perform?

Mr Allen—In terms of the specific details of the projected pay levels, | can provide that
detail to you on notice. Effectively, the AOFM operates within a similar classification level,
along with all other—

Senator CONROY—No, | am happy for you to just take it on notice. | would like to ask
some questions about the AOFM investment strategy for government liabilities resulting from
the famous review that was completed in September 2001.

Mr Allen—Do you mean—dare | say it—the foreign exchange?

Senator CONROY—That is what it was. Will those seven people who are coming on
board be asset managers? Is that what you are advertising for?

Mr Allen—Sorry?

Senator CONROY —I mean the seven staff. Are you hiring asset managers?

Mr Allen—I am not sure of the basis of that suggestion.

Senator CONROY—So Treasury has given you seven new staff and you do not know
what they are going to be doing?

Mr Allen—No, the change from 30 to 37 ASL reflects the fact that when the agency was
established, the numbers for staff were projected to be in the area of 40. The number of staff
that began with the agency upon the transfer from Treasury was in the low twenties.
Progressively, over the last couple of years we have been increasing staff numbers. The
increment of staff numbers has been specifically in respect of our current functions, which are
to do with debt management.

Senator CONROY—So there are no positions of asset managers amongst the seven?

Mr Allen—We can run through how we split the organisation up into different groups.
Within those groups we have particular staff responsible for particular activities. One of the
key activities that we are responsible for is liquidity management—the Commonwesalth’s cash
flow—and, in technical terms, we are obviously making deposits with the Reserve Bank. A
number of members of our—

Senator CONROY —I will take that as ayes, Mr Allen, to save time.

Mr Allen—I amtrying to answer the question, in the sense that we have staff—

Senator CONROY—You must know what you have advertised in the papers, in the ads.
Mr Allen—Most of that recruitment has actually occurred.

Senator CONROY—Then you must know what they are doing.

Mr McCray—The average staffing level in 2001-02 is 30, as the document records. The
number is currently 34, so we are looking at three additional positions over the year ahead,
which would take us close to the estimate of what we envisaged a full y-fledged AOFM to be
operating at. We are not advertising for asset managersto fill any of those three positions.
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Senator CONROY—Could | get a copy of the ads, and could | get a list of the functions
of the 37 so that | can have alook?

Mr Allen—Certainly, Senator. We are happy to provide that.

Senator CONROY —I would like their responsibilities and individual breakdowns. If you
are planning any more ads for the three, could you give me a description of what those three
roles are going to be.

Mr M cCray—Certainly.

Senator CONROY —We know about the decision to end the policy of swapping liabilities
into US dollars; that has now been well and truly debated as part of that September decision.
Were there any other changes? | am talking about the investment strategy review that was
completed in September 2001. It is when they decided to end the policy of swapping, |
believe. What else did it include?

Mr Allen—I do not think there was any other material change to our operations.

Mr McCray—It was a review of foreign currency exposure, so it was quite narrowly on
that issue.

Senator CONROY —There were no changes as to how interest rate risk was managed in
the portfolio?

Mr Allen—No.

Senator CONROY —lIsthat being reviewed, given that AOFM isin continual breach of its
limits on interest rate risk?

Mr Allen—I will point out two issues to you.
Senator CONROY—You are in breach of your interest rate risk guidelines, aren’t you?

Mr Allen—We would not want to see that as being representative of our position. We are
not in breach of the interest rate duration target range and we have provided some significant
detail in terms of how that exposure is managed. With respect to our review of the liability
benchmark we have outlined—and we have been very transparent in terms of making that
statement—to financial markets and to parliament that we are in the course of reviewing our
interest rate duration benchmark and benchmark framework. We see that as part of our normal
course of business and it would be inappropriate if those sorts of reviews were not undertaken
on aregular basis over time, as they have been in recent history.

Senator CONROY—Are you above your maximum duration limit?
Mr Allen—On occasion we do have a duration measure.

Senator CONROY—And are you aboveit?

Mr Allen—At times we are above that target range.

Senator CONROY—How long have you been aboveit?

Mr Allen—If you look at the table that we present in our annual report, by way of
example, you would note that our duration will at times be above the target range; at other
times it will be below. We have noted in our review of portfolio management activities that
that duration targeting is subject to quite a degree of volatility due to a number of factors, one
of the factors being the seasonal nature of the Commonwealth’s cash flow. So on one specific
day you may find that our duration measure—
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Senator CONROY—Should we go to page 327
Mr Allen—Certainly.

Senator CONROY —That might help us clear this up. That has the details of the interest
rate duration.

Mr Allen—That isright. | take your question to be about the duration that we recorded at
the end of that financial year, which was dightly in excess of 3.5?

Senator CONROY—And the year before?
Mr Allen—At timesit was below it; at other timesit was slightly above the 3.5.

Senator CONROY—So in terms of your evidence earlier about not being in breach, and
then only occasionally being in breach, if your average figure is above then you have to be
above, alot.

Mr Allen—As we have outlined in some of our descriptions, particularly on page 36, the
durational target is an operational target and there are going to be times, given the size of our
portfolio and given the size of the swings, when it will not be possible to maintain it.

Senator CONROY —Does the Reserve Bank ever breach these sorts of targets?

Dr Parkinson—Senator, | think that is a question you might want to address to the
Reserve Bank, not to us.

Senator CONROY —I am sure their answer is, no.

Mr Allen—As we have pointed out on page 36, we are applying some judgment to
achieving our duration target. That judgment is brought about by the nature of the debt
management challenges we have. | will point out a couple. Obviously the size of the
Commonwealth’s portfolio is significant; it dominates domestic financial markets. We have
substantial seasonal cash flow that has an impact on portfolios. A myopic view of what the
duration is on a particular day would lead to very significant levels of debt management
transactions in order to ensure that the duration stays within that very narrowv—

Senator CONROY—That iswhat you are paid to do, though—manage the debt.

Mr Allen—No, | would argue that our objectiveisto ensure that the portfolio duration will
stay within the targeted range.

Senator CONROY—So page 52 of the Auditor-General’s report, which shows that you
have been in breach right back to 1997, iswrong?

Mr Allen—There have been times over that period when we have been in breach of the
very narrow duration target.

Senator CONROY —I accept that you said that when | asked whether the AOFM was in
continual breach of its limits on interest rates, though it is possible to characterise it as such
given the Auditor-General’s report. However the Auditor-General’s report shows that, right
back as far as 1997, you were regularly in breach of these limits.

Mr Allen—We interpret that target range as being the operational target, taking into
consideration the size of the Commonwealth’s portfolio. Thereisarequired set of transactions
to bring you within that very narrowly defined target range and there are public policy
considerations associated with that issue. We are also required to apply a degree of judgment
when making these decisions, because obviously these charts do not show any information
with respect to the forecast period. The volatility in the duration of the portfolio is measured
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on a day-to-day basis. We are required to manage this task, and it is evident in historical data
on duration that the swings are quite extreme and can occur from one day to the next,
depending upon the underlying change in the cash flow.

Senator CONROY—Do you think you should revise upwards your duration limits? It is
one way to get inside them.

Mr Allen—As we have indicated in our annual report, we are undertaking a review of
these issues. Perhaps that would be one answer, but it would be very dangerous to draw the
conclusion that one way to do this would be to lengthen duration or widen the operational
band that we work within. There are a number of answers to the problem.

Senator CONROY —1I look forward to your review being completed.

Mr McCray—Let me add a few comments there, which go to the issue of managing
within this benchmark range. This range exists as a commercial discipline on our operations,
but sovereign debt management is not purely a commercial exercise. You have referred to a
number of instances where there have been breaches.

Senator CONROY —The Auditor-General referred to many of them.

Mr McCray—In practice, we could have readily maintained our portfolio within those
ranges by going out to the financial markets and doing a vastly greater number of interest rate
swap transactions than we did, which would have incurred significant transactional costs and
had swap transactions going in both directions—say, a big swap on one day, which was
unwound the next day. Because of the size of our portfolio, this would have had a very major
impact on the operation of domestic swap markets, swap pricing and domestic swap spreads.

As a sovereign debt manager, we have to consistently balance judgments of commercial
imperatives versus the public policy dimension and the fact that the scale of our operations
has the potential to disturb markets. We have to trade those considerations off, and we are
quite comfortable with the trade-offs that have been made from time to time. Technically we
have moved outside the benchmark range, but we have done so for good public policy
reasons.

More recently—in the last couple of years—there have been some additional factors. Mr
Allen referred to the volatility within year cash flows. This is a particular problem of
management that arises directly from the reduction in net debt. The Commonwealth has day-
to-day within year swings and in the pattern of its revenues and expenses of broadly the same
scale they have been for many years. Perhaps it is a little more volatile, but the underlying
debt position is shrinking all the time. The amplitude of these day-to-day swings is growing
al the time, and this is also having an influence on our capacity to manage within the
benchmark range. That is one of the primary reasons why, as Mr Allen indicated, we are
reviewing the target.

CHAIR—Senator Conroy, | am conscious that Dr Parkinson and his officers have a
commitment at 10.30 a.m.

Senator CONROY —1I suspect we will run alittle over time.

CHAIR—I wonder if we take morning tea a little early to let them meet their commitment,
and we can jump ahead to outcome 3.

Senator CONROY —I think Senator Sherry has some questions. | am happy to break now
and hand over to Senator Sherry. Perhaps we could defer until alittle later.
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CHAIR—Thank you. When we resume, we will proceed directly to Treasury outcome 3.

Proceedings suspended from 10.25 a.m. to 10.42 a.m.
CHAIR—We will resume examination of the Department of the Treasury outcome 2.

Senator SHERRY —I want to get some indication of the process that was followed in the
development of the Intergenerational Report. When did the modelling of the projections that
are contained in the report commence?

Mr Gallagher—After the report of the commission of audit in 1996, we maintained the
capacity that we had for demographic labour force, pensions and aggregate health projections.
We participated in an OECD review committee exercise on population ageing in Australia at
the end of 1998. The significant development of the capacity beyond then began in 1999. In
2000 there were four very detailed intensive workshops with a wide range of Commonwealth
agencies, including the Department of Health and Aged Care, the Australian Institute of
Health and Welfare, AVS, Family and Community Services, Employment, Education, et
cetera. So we had a wide ranging consultation process in 2000.

Senator SHERRY —When was that in 20007

Mr Gallagher—It was in April and May of 2000. Towards the end of 2000, we had a
consultation process on the approach to economic projections. One of the consequences of
that consultation process was the publication—I think, in Treasury’s December 2000
Economic Roundup—of an article on population ageing and the economy.

Senator SHERRY —Did that include matters relating to health?

Mr Gallagher—No, that particular article was about the potential effects of demographic
change and on changes in the labour force and, therefore, potentially changes in the growth of
GDP It concerned those issues and the supply-side approach taken in the report to the
projection of GDP.

Senator SHERRY —Up to that stage you were putting in place a skel eton framework?

Mr Gallagher—We were putting in place a framework of projections, consultations and
peer review of the technical work in preparation for doing the Intergenerational Report when
it was called for.

Senator SHERRY —At the end of 2000, did it include modelling of particular factors in
the health area, for example?

Mr Gallagher—Yes, at that time we had developed a component model of health, so we
were examining projections of individual health programs. We were also projecting the
disability support pension and single parenting payment. So we had added to the range of
demographically sensitive programs considerably compared to what we had looked at in
1996.

Senator SHERRY—We did touch on this last night, but it seems to me you are indicating
that you had gathered data through these consultations—and obviously other timings in the
process—from the health department and then you had put together the projections?

Mr Gallagher—Yes, the projections were done inside Treasury. A lot of the health data
came from the Australian Institute of Health and Welfare as well as from the Department of
Health and Aged Care, as it then would have been. So we had very detailed information. They
also publish very detailed information on their web site.
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Senator SHERRY—You had obviously developed your moded then? Did you have a
working model to put the inputs into?

Mr Gallagher—We had a working model and, obviously, we were testing people out on
the methodology and the nature of the results at that stage.

Senator SHERRY —Thisisthe end of 20007

Mr Gallagher—This is the end of 2000. In 2001 we had further work for the OECD
exercise on the public finance consequences of population ageing. At the end of 2001, the
actual production of the report was called for.

Senator SHERRY—At the end of 2001, had you done any specific modelling and
projections—I et us take the health area?

Mr Gallagher—We had the results from the start of 2001, when we had revised our results
for the OECD exercise. They had not been further added to, so there was not a great deal of
addition to the modelling in this area between April 2001 and the end of 2001. Then we
entered into another process where we went through a consultation process again once the
report had been called for.

Senator SHERRY—You had modelling at the end of 2001 in the health area, for example?

Mr Gallagher—Yes. In actual fact, we had modelling in the health areain April 2000, and
officials were aware of that modelling at that stage.

Senator SHERRY—Let ustake it to the end of the year 2001: you had a set of modelling
and results at that point in time?

Mr Gallagher—At the end of 2001, there was a set of interim results which had not been
updated for some time.

Senator SHERRY—Looking specifically at health, | assume the interim results were
passed on to the relevant departments for comment?

Mr Gallagher—Yes, we passed results to them in the consultation processes in April and
May of 2000 and again in 2001.

Senator SHERRY—Let us take the Pharmaceutical Benefits Scheme and the disability
scheme specifically: were there any factors that changed from the end of 2001 up until the
final figures were produced for the report?

Mr Gallagher—A range of factors have changed over the period that we have been
working on it. If we take the disability support pension, as new data comes in and after a
period of long economic growth, the coverage rates of the disability support pension have
started to drop off. For the disability support pension, the effect of the data was to lower the
projections compared to what they had been stated previously. For the Pharmaceutical
Benefits Scheme the effect was the reverse. In the 2000-01 financial year, that scheme grew
by 20 per cent nominaly. So there was a very high growth rate coming out of the
Pharmaceutical Benefits Scheme, which was higher than the gross that we had been
projecting in 2000.

The other thing that changed between the end of 2001 and the report—and this was
particularly instrumental in the report, as we discussed last night—was that the government in

their budget process decided to take measures. The effects of their measures are reflected in
the projections in the report, which made a significant change to both of those projections.
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Senator SHERRY—What was the projection for the Pharmaceutical Benefits Scheme at
the end of the year 20017

Mr Gallagher—I cannot remember exactly what the projection was. There has been a
variety of numbers as they have gone ahead. As | said, it depends very much on the
availability of information—particularly information on that program from the Australian
Institute of Health and Welfare as it requires the isolation of the pharmaceutical benefits
subsidy from other PBS expenditure because that is the demographically sensitive component.

Senator SHERRY —At that time you had a set of figures. You have explained that there
were two factors that necessitated an update. | am pressing this issue. Can you recall what the
projection was at that time for the Pharmaceutical Benefits Scheme in 2042, before it was
subsequently revised?

Mr G. Smith—It was awork in progress at that time. | do not think we published it at that
time.

Senator SHERRY—No, | know it has not been published because | could not find the
figure. You cannot recall it off the top of your head?

Mr Gallagher—No, | cannot.

Mr G. Smith—We would need to take on notice any requests for the publication of
material that has not yet been published or may not be published because it was work in
progress.

Senator SHERRY —I appreciate the fact that Mr Gallagher has indicated that there was a
set of revised figures at the end of 2001 and that the new factors had to be taken into account.
You mentioned that the disability support pension resulted in a variation downward?

Mr Gallagher—Yes. As the new numbers came in and particularly from the projections
we had in 2000—the most recent data we had when we started was 1998 data—they meant
that the growth in the coverage rates turned and flattened. That is reflected in the current
projections.

Senator SHERRY —Were these changes to the projections discussed with the department?

Mr Gallagher—We have had two intensive periods of consultation: in 2000 and in 2001
leading up to the budget paper and the production of the report. There were not many
consultations with departments in 2001 specifically on these projections.

Senator SHERRY—Yes, but at the end of 2001 you had a set of figures. You have
mentioned with PBS that there was a revision upwards in 2002. You have mentioned the
factors for that final set of figures. Did you consult with the health department?

Mr Gallagher—The numbers for the end of 2001 were dealt with in consultations in
January 2002 with the health department.

Senator SHERRY—Were they made aware of the published figures that were to go into
the report?

Mr Gallagher—Yes. We have consulted along the way.

Senator SHERRY —So they had an opportunity to discuss the proposed figures that would
gointo the final report?

Mr Gallagher—VYes.
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Senator SHERRY —Who was the liaison person or group in the health department in these
discussions?

Mr Gallagher—The liaison officers were Dr Marion Amies and James Jordan. | am not
quite sure of the exact title of their organisational unit—it is policy development, policy
strategies, portfolio strategies or something. Previously in 2000 we had consulted with a range
of other officers, including the statistical experts.

Senator SHERRY—You have indicated that in respect of the PBS cost of $2,042 there
was a substantial revision upwards.

Mr Gallagher—It was revised up and then because of the budget measures it was revised
down, so it has gone both ways.

Senator SHERRY —At that point in time, had you used the 1.75 figure on productivity?

Mr Gallagher—Yes, the 1.75 on productivity has been around for a while. It was the
number which the OECD chose for itsinternational comparisons studies, so certainly from the
start of 2001—and | imagine even in 2000—1.75 was one of the variations.

Senator SHERRY—That raises an interesting point. You picked 1.75 because of the
OECD?

Mr Gallagher—There is a variety of reasons. There is the 30-year trend in Australia,
which suggested a number of that magnitude. As always in these things, we keep an eye on
the international literature. The fact that it was found to be an internationally accepted
assumption meant that there was an additional reason to useit.

Senator SHERRY —Why does the OECD use the figure of 1.75?
Mr Gallagher—They consider it to be—
Senator SHERRY —An average?

Mr Gallagher—I think it is an average of what appear to be reasonable productivity rates
of the member countries.

Senator SHERRY—But isn't it true that Australia’s productivity performance has been in
excess of the OECD average? Why do we get benchmarked down to the OECD average?

Mr G. Smith—The 30-year average for Australiais 1.75.
Senator SHERRY —I understand that, and | understand that is one of the issues.
Mr G. Smith—So your comment actually relates only to the more recent decade?

Senator SHERRY—Yes; in the last decade we have certainly had above average, stronger
economic growth and productivity growth.

Mr Gallagher—We have included that in the sensitivity analysis. To do a long-term
projection we have taken long-term history. Then we have said, ‘We'll look at the nineties;’
and we have put the nineties projection through the sensitivity analysis.

Mr G. Smith—It does not make much difference, asit turns out.

Mr Gallagher—It does not make a lot of difference. As | explained last night, for a
number of the spending programs the unit costs are effectively indexed to wages. If
unemployment is stable, there is good reason to believe that wages would increasein line with
labour productivity.
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Senator SHERRY —I find it interesting that in the document—and | think correctly so—
there is a tribute to Australia’'s economic performance over the last decade. Obvioudly, in
comparison to the OECD, it is a superior performance, on average. But we are not using that
superior performancein terms of factoring in productivity in the future.

Mr G. Smith—We have answered that several times. we have used the long run history to
do along run projection.

Senator SHERRY—But if we took into account Australia’'s superior economic
performance, about which we hear a lot, we would factor in a different factor in respect of
productivity.

Mr G. Smith—We have answered that several times as well: yes, we have provided that
alternative in the sensitivity analysis and it does not make much difference. They are
benchmark data. You make your call. You say it is conservative but, as it turns out, it does not
matter that it is slightly conservative because it makes very little difference.

Senator SHERRY—We would like to see what the alternative is with the two per cent
productivity. | put that on notice.

Mr Gallagher—You asked for that last night.

Senator SHERRY —Yes. Going back to the discussion we had about the modelling up to
the end of 2001, you indicated that changes were made, particularly to the Pharmaceutical
Benefits Scheme. When were those numbers for the report finalised? Was it early 2002?

Mr Gallagher—No, the numbers could not be finalised until the budget decision was
known and the budget costings were known and we could factor those in. So in actual fact the
numbers were not finalised until around the end of April.

Senator SHERRY—So what you had at the beginning of 2002 were the projected costs
without factoring in the measures that were announced in the budget on budget night.

Mr Gallagher—Obviously those decisions had not been taken as yet. We went through a
process of rechecking all projections against the forward estimates.

Senator SHERRY—Obviously those measures announced in the budget in respect of
pharmaceutical benefits and the disability support pension would have lowered the result. Is
that correct?

Mr Gallagher—VYes.
Senator SHERRY —But that obviously occurred after January.
Mr Gallagher—Yes, the lowering occurred after January.

Senator SHERRY —When the proposed budget measures were factored in and new results
obtained—because the projections are based on including those budget measures—were they
provided to the department for further consultation?

Mr Gallagher—I think as the numbers have changed they have been made available to
departments.

Senator SHERRY —Were they made available before budget night?

Mr Gallagher—VYes.

Senator SHERRY —Were they given the opportunity to provide feedback?
Mr Gallagher—VYes.
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Senator SHERRY—S0 | can be clear on this, at the beginning of 2002 you had factored in
the program measures that had been announced in the previous year in the projections?

Mr Gallagher—We would have factored in the measures from the May 2001 budget and
we would have used the portfolio budget statement in benchmarking our projections.

Senator SHERRY—The main issue in that budget measure last year was the expansion of
the coverage of the PBSto Australian seniors, wasn't it?

Mr Gallagher—There were issues. Obvioudy there is significant demand for
pharmaceuticals and there was major growth so it is one of the things that influenced the
forward estimates. But in fact there is substantial underlying growth influencing the forward
estimates.

Senator SHERRY—I do not want to go into individual health comparisons, but in your
modelling do you take into account the impact of a short-term cost which may save money in
the longer termin other areas of health?

Mr Gallagher—The modelling is not sufficiently sophisticated to cope with negative
feedback groups. This is coped with indirectly. The actual observed growth rate that we see
and use—the real per capita age adjusted growth rates—have been influenced over the years
by a succession of savings measures and preventative strategies. Inasmuch as they are
reflected in the historical growth rates—and as Mr Smith has explained we are looking at
what happens if the trends of the past were to continue—they are indirectly coped for.
Specific feedback mechanisms are not modelled in health. They are modelled, | think, only
for the aged pension, because we have the sophisticated RIMGROUP model which looks at
the build-up of superannuation assets and the impact that has on the aged pension. That is the
area where we have very daborate modelling of negative feedback.

Senator SHERRY —There has been a lot of public debate about new medical technol ogy,
and focus on the costs. Can you factor in, for example, developments in genetic technol ogy
that may eliminate or reduce the need for it?

Mr Gallagher—As Mr Smith explained last night, if there is a paradigm shift, we have not
caught it. There could be a variety of paradigm shifts. There have been substantial major
productivity improvements in health. Diagnostic imaging, pathology testing and day surgery
are major productivity improvements in health. The consequence of those major productivity
improvements has been that the unit costs of those services have dropped. The consequence
of the unit costs dropping is that far more have been demanded and utilised. In fact, the
volume effect has cancelled out the unit cost effect.

Senator SHERRY—Some of those issues you just raised about the dynamic changes
would not have been known about 20 years ago, because they did not exist. They might have
been in devel opment stage, but we would not have known about them, would we?

Mr Gallagher—Possibly not. | suspect day surgery was being talked about 20 years ago,
but obviously revol utions have occurred. We have not seen real health costs per capita decline
as a consequence. Our current policy in health is always to reassess new medical technologies
and to make them available, so the current policy in health includes technol ogical change.

Mr G. Smith—The thing about paradigm shifts, of course, is that they can operate either
way. | know thereistalk and lots of optimism—and | hope it is all true—that there is going to
be some of these devel opments which could shift things in a favourable direction, but there is
also talk about the ecology of viruses and bacteria being extremely adverse as a result of the
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work of health services over the last century. When you go to paradigm shifts, we have to
observe that they could cut either way.

Senator SHERRY —If we take the paradigm shift of genetic technology—not that it will
benefit any one of us—and look at the projections for life expectancy based on some of the
discussion at the moment, we will be looking at average life expectancies of 120, which
would be a real paradigm shift. Sadly, it is not going to benefit us—our kids maybe and our
grandchildren, but not us.

Mr G. Smith—Hopefully another HIV virus or something does not emerge. What you say
could happen but, let us be clear, there are risks as well.

~ Senator SHERRY—There are risks, but the average life expectancy has been gradually
increasing.

Mr G. Smith—In the devel oped worl d.
Senator SHERRY —In the developed world, that isright.

Mr Gallagher—That sort of change is well beyond both the 25-year and 100-year
improvements in life expectancies. We have our own very detailed models of life
expectancies and have been looking very carefully at the trends. In doing the sensitivity
analysis, the balance between the 25-year trend and the 100-year trend was considered in
terms of doing the lower mortality projection. | think it would be very difficult—and thisisin
the book—for us to see life expectancy at birth reaching 120 on the basis of the trends we
have observed over the last 25 and 100 years.

Senator SHERRY—Asyou say, it is very hard to include these paradigm shifts.

Mr Gallagher—One of the major issuesin health is the issue of compression of morbidity:
as life expectancy is increased, there is an issue of whether the proportion of your life which
is spent without disability has increased proportionately. Basically, in Australia, the jury is
still out on the issue of compression of morbidity into the later years of life. If anything, the
labour force trends and the mortality trend have gone in exactly the opposite direction: we are
living longer, if you look back over the last 25 years, but working lives have shortened.
Labour force participation, particularly during the 1980s—and the charts are at the back of the
book—have decreased. So there is always this issue about the relationship between life
expectancy—whether that carries through to morbidity—and how it relates to labour force
participation.

Senator SHERRY —There are arange of factors that drive labour force participation.

Mr Gallagher—Indeed.

Senator SHERRY—When we look at the average retirement age at the moment and the
reasons why people retire, often it is forced retirement because of changes in the labour
market.

Mr Gallagher—And there is a range of factors. The National Strategy for an Ageing
Australia has written extensively on that issue. There is also a report by a House of
Representatives committee on the employment of mature age workers.

Senator SHERRY—I am glad you raised that because that was the next area | was going
to go to. The National Strategy for an Ageing Australia spent, | think, some five years in the
preparation profiling. Was that referenced in the report?
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Mr Gallagher—I am not sure if we have specifically used the national strategy as a
reference in the report. RIM itself was heavily involved in the preparation of most of the
national strategy discussion papers and | personally have been on the committee that has
guided the national strategy reports. The Assistant Treasurer was a member of the ministerial
committee which oversaw the work of the national strategy.

Senator SHERRY—Is that the current Assistant Treasurer or the previous Assistant
Treasurer?

Mr Gallagher—Senator Kemp.

Senator SHERRY—Prior to the last election, which minister was responsible for
overseeing the development of the National Strategy for an Ageing Australia?

Mr Gallagher—Then Minister Bishop.

Senator SHERRY—That iswhat | thought. When the final projections were generated for
this document, it would have been the current minister in that area—who is that?

Mr Gallagher—Kevin Andrews, | think.
Senator SHERRY —Did they have input and were they consulted with?

Mr Gallagher—Yes. They were the Office for Older Australians; they may have had a
name change since the election. But certainly that office was extensively consulted, has been
involved in the meetings on this report and has had some impact. One of the things that this
report does, for example, is use the evidence for increasing labour force participation, which
was something that they were particularly interested in—that is, the sensitivity analysis. The
increasing educational participation at older life was also something that that office was
particularly interested in and is another issue in this report.

Senator SHERRY—I natice in his budget speech the Treasurer stated that policy
responses to a slower rate of growth domestic product as projected in the |G required a focus
on the three P's: population, participation and productivity. What is there in the 2002-03
budget papers that addresses these three P's?

Mr G. Smith—I am not sure that | have got that degree of familiarity required. | know that
the government has been thinking quite a lot about population issues and | know that there
have been initiatives taken to provide assistance to families and so on, which were part of
their election program, of course—the baby bonus and that sort of thing. So | suppose there
are those broader contexts which are provided for in the budget, but | would not be able to go
to specific references.

Mr Gallagher—I think there are a couple of factors that you could mention. The minister
for immigration has announced increased migration targets. | think that was done on 10 May,
just before the budget. In terms of participation, there is significant emphasis in the budget on
the participation of people who are on or who might apply for disability support pensions.
There is continuing emphasis on the welfare reform process in terms of that being about
increased participation. Productivity is an issue which the government addresses in a number
of ways.

Mr G. Smith—Including labour market reforms and reforms in those areas. Really you
have a whole sweep there, which is pretty well a broad sweep of policy. But | think the
Treasurer’s remarks were not so much talking about what has been done, although there have
been all those things that we have just mentioned, they were also really focusing on what sorts
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of things Australia needs to think about, or continue to think about, going forward. | think he
was thinking forward to some extent in that.

Senator SHERRY —Do increased migration levelsimprove productivity?

Mr Gallagher—There is a debate about that. | think the department would take the view
that, because it is a skilled migration program and a lot of the people recruited are more
highly educated, those people would be more productive in the labour force. In our own
projections, we have merely assumed that they have the productivity and labour force
participation of a person of their age. We have not differentiated on the basis of education and
skills.

Senator SHERRY—S0 you have assumed no impact on productivity one way or the
other?

Mr Gallagher—Not so much on labour productivity, because that has been more or less
assumed to be constant for the projection period, but there is certainly an effect on
participation that is in these projections, because the migrant intake is younger than the
existing population. So there is an effect there in terms of total product.

Senator SHERRY —A younger migration intake has an impact on the ageing population
too, doesn't it?

Mr Gallagher—Yes, it can have an impact, depending on how you want to measure the
ageing of the population—say, if you take the age dependency ratio. We may have presented
that in the report.

Mr G. Smith—We have a sensitivity on migration as well.

Mr Gallagher—Chart 32 on page 64 of the Intergenerational Report shows the impact of a
50 per cent increase in migration, with all the assumptions stated. There are three lines,
showing the effect on real GDP, the change in the ratio of those aged 65 and over to those
aged 15 to 64, and the effect on real GDP per capita.

Senator SHERRY—On the fertility rate, are there any programs that have been
implemented—I do not know about here, but overseas—which have clearly impacted on the
fertility rate?

Mr Gallagher—One has come to my attention. The French have a program which was
paying what was called a ‘ parent education allowance' but was essentially a form of maternity
leave which was at half the guaranteed minimum wage. The French originally were paying
that for a third child and then they took it down to a second child, and there has been an
improvement in the number of second and third children born. That is one program. | think
the program was of the order of 18 billion francs.

Senator SHERRY —What isthat in Australian dollars?

Mr Gallagher—It isabit hard to get it, because the conversion rates you can get out of the
paper are in euros nowadays.

Senator SHERRY —When was that program introduced in France?
Mr Gallagher—1994.

Mr G. Smith—Your question is about the impact on fertility. Most programs over the last
30 years have actually aimed to reduce fertility, of course, whether it is the Chinese one child
palicy or birth control programs through all sorts of environments in the world. Your question
is: what about increasing fertility?
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Senator SHERRY —Yes.

Mr G. Smith—Itis not avery well researched area, but there is some research beginning to
emerge on the impact of fiscal incentives and arrangements on fertility. It is an emerging area.
| have seen some US research which suggests that there are responses, but | think we would
haveto say that it is pretty early. Thisis not an area that is widely researched.

Senator SHERRY —I will have alook at that French program.

Mr Gallagher—Lots of other programs have related to payments to families with children.
It would be an open issue whether they have had any effect.

Senator SHERRY—Both here and overseas there are declining fertility rates. In some
countries it is forced—China and Singapore have experimented with that. | think you are
right: | do not see alot of material other than the one you have mentioned.

Mr Gallagher—Singapore is trying to be selective. They are trying to encourage more
highly educated women to have more children.

Senator SHERRY—I do not think we will be suggesting that in the Australian context.
What you can get away with in Singapore is a hit different from here. Is it correct that until
2016-17 the demographic changes will have a positive impact on the Commonwealth budget?

Mr Gallagher—I do not know that it is all the way out to 2016. Certainly in terms of the
way the fiscal pressureis projected in this report that is a changeover point. We are at a point
with a high labour force and reasonably strong labour force growth at the moment. There will
be issues concerning the labour force participation of the baby boomers as they pass through
their fifties and sixties, which before then could impact. The leading edge of the baby
boomers turned 55 last year and this year, and turn 65 in 2011-12. That turnaround will occur
during that period, but certainly in terms of demographic pressure we see this as being a
reasonably good period compared to what will happen as the baby boomers retire en masse
and get older.

Mr G. Smith—The actual turnaround from positive to negative in trends is actually more
like 2008.

Senator SHERRY—Yes, looking at that chart you are right: it does peak at 2008-09.
Mr G. Smith—I think it is actually 2007-08, and then it starts to go bad from there.

Senator SHERRY—Then it goes the other way in, it looks like, 2016. So you are right: it
is quite agood period, peaking in 2007 by the look of it.

Mr Gallagher—In the projections, one of the underlying assumptions relating to that is the
assumption about decrease in unemployment. As the population ages there should be
increased demand for younger labour such that there would be a decrease in the
unemployment rate because of population ageing.

Senator SHERRY —That is a good point. What about at the other end of the scale? At the
moment we have people retiring at 58 for whatever reason and people who are older than 58
with increasing participation.

Mr Gallagher—For females there has obviously been increased participation, but a lot of
that participation is part time. There is no doubt that there has been some substitution:
increased female participation and decreased participation by older males over the last 25
years. There have also been changes in the nature of the economy, which has been related to
that participation change. In the report, we are running projections which have a flattening out
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of male participation in the 55 to 59 and 60 to 64 age groups and a rising participation for
males aged 65 to 69. Overall, the report has rising labour force participation for persons aged
15 to 64. That is made clear in the economics section on page 27, where you get both the
participation rate for persons aged 15 or over and a graph of the line of the participation rate
for all persons aged 15 to 64.

Senator SHERRY —Interestingly, | noticed in ‘Chart 17: unemployment rate’ that you
have unemployment flatlining—is it at about 2004-05 at five per cent?

Mr Gallagher—I suspect that we would take it down to about five per cent at about 2006-
07, which is said at the bottom of page 28.

Senator SHERRY —What are the implications if the unemployment rate drops below five
per cent?

Mr Gallagher—I think the unempl oyment rate continuing to fall is one of scenarios. In the
lower unemployment rate scenario, the major thing that would be affected in the projection
would be the spending on unemployment payments, which was calculated as a drop of 0.07
per cent of GDP. That scenario is afour per cent unemployment rate.

Senator SHERRY—Did you do any modelling on atwo per cent unemployment rate?

Mr Gallagher—Not for this report. It is conceivable, but it is something that is well away
from what we have observed since the current labour force survey was introduced in 1978-79.

Senator SHERRY —We have had less than a 30-year period where unemployment on
average has been much higher than that. Conversely, we had a 30-year period prior to 1970
when unemployment was a lot lower than an average of four per cent.

Mr Gallagher—Female participation was a lot lower thaniit is.
Mr G. Smith—There was a very different structure of society in those years.

Senator SHERRY —Yes. | hope that you are not suggesting that female participation has
increased unemployment?

Mr Gallagher—Female participation has increased the total participation in the labour
force.

Senator SHERRY —It has not increased unemployment, has it?

Mr G. Smith—That is certainly not the view we hold.

Senator SHERRY —Isthere any research that shows that to be the case?
Mr G. Smith—We are not familiar with that.

Senator SHERRY —Mr Gallagher may be.

Mr Gallagher—I have not looked at that particular issue. We are talking about total levels
of participation.

Senator  SHERRY—Can you model projections based on a lower long-term
unemployment rate of two per cent?

Mr Gallagher—VYes.
Senator SHERRY—Could you take that on notice and do that for us, please?
Mr Gallagher—Yes. Itisavery long list.
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Senator SHERRY—I know it is along list, but this is a mgjor area. The Treasurer has
urged us to participate in a debate. The information should be out there. You appear to be one
of the few groups that has the modelling to be able to do this. In the interests of attempting to
share the workload, is there anyone else who can do this model ling?

Senator |an Campbell—You are not suggesting we contract it out, are you?

Mr Gallagher—Obviously there are a number of people who offer demographic
modelling. The shortfall in terms of modelling by other areas appears to have been in the area
of labour force projection models. If you look at the work of Access Economics and of
Mebourne academics Ross Guest and lan McDonald, for example, you will see that they do
not appear to have well-tuned, fully articulated labour force projection modés. In both
cases—probably because they are doing macromodelling—they come down to a projection of
aggregate participation rates. Guest and McDonald tend to have no changes, and | think
Access Economics have an aggregate projection which is lower than the projections in this
report. The age and gender specific modelling that we undertake is perhaps more detail ed than
that undertaken el sewhere.

Senator SHERRY —It appears that, fortunately or unfortunately, your unit is pretty much
it interms of comprehensiveness.

Mr Gallagher—In deciding to go with the production of the report, Treasury took into
account that we had a well devel oped capacity.

Mr G. Smith—If the Senate would like to contract out, you would probably find that
people would come forward offering their services.

Senator SHERRY—I am not sure the Senate would be willing to fund contracting out. |
think they would see it as the responsibility of the department to meet reasonable requests of
the parliament—in this case, the Senate.

Mr G. Smith—I think the Senate has contracted out this research on a number of
occasions.

Senator SHERRY —Certainly with respect to the GST there was some specific work done.
Mr G. Smith—I certainly recall that.

Senator SHERRY—But not with respect to the sort of comprehensive analysis that Mr
Gallagher and the unit can provide.

Mr Gallagher—In terms of that, NATSEM’s dynamic projection mode! is devel oping, and
| am not fully up to date on where it is at. Certainly what they are attempting to do with
DYNAMOD would give them areasonably powerful projection framework.

Mr G. Smith—My point isthat | do not think that we, as the Treasury, want to declare that
we are the only people who can do this sort of research. That is not our view.

Senator SHERRY—In the context of budget estimates and the issues we are
considering—and the Intergenerational Report is part of the budget documents—it is a
reasonable approach.

Mr G. Smith—That was not my point. My point was that, because you were talking about
other people, | think Australia has quite a body of good quality researchers.

Senator SHERRY—I do not want to reopen any lengthy debate on this. The economics
esti mates committee Hansard of 4 June at page 180 reads:
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Senator SHERRY— ... In relation to the timing of the phase down over the same three years as the
proposed phase down of the surcharge tax, have you since carried out new figures based on that phase
down?

Mr Gallagher—I have given preliminary estimates based on the phase down, yes.
Senator SHERRY—And you have passed them on to the Treasurer’s office?

Mr Gallagher—I have passed them to the Treasurer’s office

Senator SHERRY—When did you pass them on, approximately?

Mr Gallagher—It was sometime in the next week.

Senator SHERRY —S0, it was last week sometime or the week before.

Mr Gallagher—Yes.

On that basis could | ask that the figures that were given to the Treasurer’s office be given to
the committee?

Mr G. Smith—We will take that question on notice, as | think we already have.
Senator SHERRY —In reading the Hansard of the conversation—

Mr Gallagher—You said thisisin relation to the surcharge phase down?
Senator SHERRY —Yes.

Mr Gallagher—The surcharge phase downisin the budget papers.

ACTING CHAIR (Senator Watson)—They have just been given the Treasurer. He might
want to comment before they are released.

Senator SHERRY—You said you had given preliminary estimates based on the phase
down that you had passed on to the Treasurer’s office. | think it was a recognition of the
broader issues of the proposed contributions tax changes.

Mr Gallagher—I am not exactly certain of the context of the remarks. | have been in here
for 22 days now and have not had the benefit of being able to read Hansard, or much else.

Mr G. Smith—I think we took a question on notice.

Senator SHERRY—Yes, you did, and | actually gave a letter to the secretary of the
committee yesterday afternoon. | do not know whether it has been passed on yet. | have
concluded on the Intergenerational Report. | do not know whether Senator Allison has some
questionsin that area.

ACTING CHAIR—Are there any further questions on the Intergenerational Report?
There are no further questions.

Senator SHERRY—I have some questions on outcome 1. | do not think we will need Mr
Gallagher for this. It relates to the Financial Services Reform Bill, disclosure of fees and
charges.

Mr G. Smith—That is actually outcome 3.
Senator SHERRY —Yes, that islater.

Mr G. Smith—If we have finished with program 2, we will leave. | know we have
program 3 people available, so you could start that perhaps and bring the AFM in whenever
you wish.
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ACTING CHAIR—The committee will break for five minutes to sort out the availability
of witnesses.

Proceedings suspended from 11.42 a.m. to 11.52 a.m.
ACTING CHAIR—The committee islooking at outcome 3.

Senator CONROY —Can you confirm that Australia is a member of the OECD Financial
Action Task Force on money laundering?

Mr French—I believe that is correct.

Senator CONROY —Who attends on behalf of Australia and what is the extent of ther
involvement?

Mr Grech—The FATF, which Australia is a member of, is primarily coordinated by the
Attorney-Genera’s portfolio. It has a number of agencies which are represented. Treasury
attends meetings—not on a regular basis, but we do attend. Primarily the coordination
legwork for Australiais done by the law enforcement agencies.

Senator CONROY —Who attends on Treasury’s behal f?

Mr Grech—I have attended one meeting. The Financial Institutions Division has provided
representation at various times but, to be perfectly frank, we have had resource limitations at
times and have had to allocate staff to other priorities—insurance matters being one obvious
example.

Mr French—Can | clarify: are you asking whether Treasury attends the meetings of the
Financial Action Task Forceitself?

Senator CONROY —I was probably asking who attends the actual meetings as well as any
debrief and briefing meetings and preparation.

Mr French—It would not be usual that Treasury would attend the meetings of the
Financial Action Task Force itself, but we are involved in an interdepartmental committee
which discusses these issues.

Senator CONROY—You are part of the support group.

Mr Grech—Yes.

Senator CONROY —Mr Grech will be familiar with the nature of the work.
Mr Grech—Yes.

Senator CONROY—Could you explain to the committee the nature of the task force's
work and who else comprises the task force? | am happy for you to take some of that on
notice if you would like to.

Mr Grech—I will answer as best as | can, and | will fill in the gaps by putting the rest on
notice. In terms of representation, we have Foreign Affairs and Trade, the Attorney-General's,
AUSTRAC, Treasury and, occasionally, Prime Minister and Cabinet, so it is quite a broad
membership. In terms of issues, largely it has been very much money laundering focused.
Obvioudly, since 11 September there has been a much stronger emphasis on countering the
activities of terrorist financing, under a fair bit of leadership from our counterparts in the
United States. Quite frankly, in the last six months the agenda has been very much terrorist
financing driven. But it is really looking at the institutional mechanisms, the regulatory
frameworks et cetera across a number of countries, to ensure that they have the architecturein
place to minimise the possibility of money laundering activities.
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Senator CONROY—Can you confirm that the task force has released a noncooperative
countries and territories list detailing those countries that have serious and systemic
weaknesses in their anti money laundering programs?

Mr Gallagher—There are countries that have been identified as not being fully compliant
with what are known as FATF recommendations or requirements. There are about 40 FATF
recommendations that have been made which member countries are expected to comply with.
If they comply with all those, they effectively get a clean bill health as being countries that
have appropriate architecture infrastructure in place to combat money laundering. Some
countries have been identified which do not fully comply with those recommendati ons.

Senator CONRQOY —Is Nauru one of those?
Mr Grech—I understand that it is, yes.

Senator CONROY—Are you aware of the weaknesses in the anti money laundering
programsin Nauru?

Mr Grech—I am not personally familiar with the particular deficiencies in that country,
but | will take that on noticeif you want a more detailed answer.

Senator SCHACHT—Have any of you been to Nauru to discuss the arrangements with
officialsthere?

Mr Grech—Treasury officials have not; | cannot answer for the work of the committee.

Senator CONROY—I understood a number of officills—they may not be from
Treasury—were involved in a discussion with the Nauru government over the last six months
and that these were some of the issues that were discussed. It might have been Defence doing
it; it might have been Finance.

Mr Grech—The APG, which is the Asia-Pacific grouping of FATF—which is technically
what we are a member of—has been doing afair bit of work in preparation for this conference
that they have in Brishane as we speak. | would assume—and it is only an assumption, but |
think it is a reasonable assumption—that there has been extensive consultation and ongoing
discussion with all member countries, of which Nauru would be one.

Senator SCHACHT—Has our position in negotiating with Nauru to get an outcome to
stop money laundering been compromised by the federal government’s deal? Senator Conroy
thought he was going to ask that question, so | will let him ask it.

Senator CONROY —I just wanted to clarify that the Australian government is aware that
Nauru is on the list and that it is on the list because it is a potential place for money
laundering?

Mr Grech—I would say that it is. The Attorney-General’s portfolio is probably the best
portfolio—

Senator CONROY—Unfortunately we only have you, Mr Grech, for the moment.
Mr Grech—That isfine.

Senator CONROY—I am sure my colleagues who are listening in the building will be
drawing up some questions for them as we speak.

Mr Grech—I do not think there were any surprises in the list of countries that have been
identified as countries that need to do a bit more work in coming up to the full set of standards
that DFAT have specified for anti money laundering activities.
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Senator CONROY—When | was referring before to Australian government officials, |
was not necessarily referring to FATFE. | know Australian officials have been involved in
discussions about various immigration issues in the last six or eight months. Has anyone from
Treasury been involved in those discussions?

Mr Grech—No, not that | am aware of.
Senator CONROY—Mr Ray?
Mr Ray—Not that | am aware of. Thisis outside our portfolio.

Senator CONROY—I appreciate that. | am just trying to clarify whether you were
involved and you are telling me you are not.

Senator SCHACHT—You are not involved in this matter?

Mr Grech—On the immigration work, no.

Senator SCHACHT—BUt you are on an interdepartmental committee looking at money
laundering, aren’'t you?

Mr Grech—On the money laundering processes, yes, but in terms of developing the
government’s policy position on immigration matters, that is not Treasury business.

Senator SCHACHT—I understand that, but you are intimately involved in discussions
with Nauru on money laundering.

Mr Grech—I would not go so far asto say ‘intimately’ involved.
Mr French—That is what we are trying to point out: we are not involved.

Senator SCHACHT—Treasury is not involved! That is a contradiction in terms. You
buggers have your fingers in everything. | would never accept that view from Treasury, Mr
French.

Senator CONROY—That is too modest.
Senator SCHACHT—It isfar too modest. Your fingers are everywhere—in every pie!

Senator CONROY—We have confirmed that you are aware that Nauru is on the list. Have
you briefed the minister’s office about the countries that are on this FATF money laundering
list?

Mr Grech—I have not.

Senator CONROY —Has the department briefed the minister?

Mr Ray—Under outcome 1, our economic area, there might have been some briefing on
thisissue.

Senator CONROY—Even though this section is on the FATF are you telling me a
different section would have briefed the minister’s office about the discussions?

Mr Ray—The distinction is between the area of the department that is responsible for the
domestic elements—Australia’s compliance, the interaction with our financial institutions and
those sorts of things—and the international activities of the department. For example, were
the Treasurer to attend an international meeting and there was some discussion of this that
part of the department would be responsible for the briefing.

Senator CONROY —You have received all this information in terms of the work of FATF
and you have not passed it on to the government.
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Mr Grech—No. The position is—

Senator CONROY—Mr Ray is trying to say that your section has not but someone else
might have.

Senator lan Campbell—Mr Ray said that if the Treasurer were to attend an international
meeting—and | just had the experience of attending one such meeting—then he would get
briefed by the relevant section of Treasury. That is exactly what happened when | attended a
meeting of the IMF and the World Bank where those issues came up.

Senator CONROY—Thanks for that contribution, Senator Campbell. The work you do—
the fact that a list has been established—you just sit on? There is a money laundering list and
you are sitting on it in Treasury?

Mr Grech—Treasury did not compile a list of anyone who does or does not comply with
various FATF recommendations.

Senator CONROY—I did not say Treasury did; FATF did. | am asking: when the list was
compiled, did you communicate it to the government or did you sit on it?

Mr Ray—It would be the responsibility of another portfalio.

Senator CONROY—It is not your responsibility, after you have collected this
information, to passit on?

Mr Ray—The primary responsibility for this lies in the Attorney- General’s portfolio, as
we have tried to explain to you. | expect that the Foreign Affairs portfolio would be involved
aswell.

Senator CONROY—We previoudly talked to you about the context of Australia being a
financial centre and we have talked to you about whether or not that position as a financial
centre is compromised if there are questions about money laundering. | think we have talked
to you about those issues previously. | have actually asked questions about this area
previoudy. What | am really trying to understand is whether or not the section that received
the report back in Treasury has passed it on?

Mr Grech—Australia is fully compliant with all of the recommendations of the FATF on
any money laundering activities.

Senator CONROY —But you have not advised the government or your relevant minister
that there isa money laundering list and whois onit.

Mr Grech—I personally have not, but | cannot speak for the Treasury portfolio on the
issue. | am happy to take it on notice.

Senator SCHACHT—Mr Ray can.

Senator |an Campbell—I can speak as a member of the government who has been briefed
on the details of, as | recall, virtually every country and their level of compliance with every
measure of FATF, so the government has been fully informed.

Senator CONROY —So the government is aware that Nauru is on the list, Parliamentary
Secretary? You said you were briefed.

Senator lan Campbell—I read the list on my way to Washington. There were a lot of
countries on the list with their levels of compliance, and | was proud to see that Australia was,
as | recall, fully compliant. There would have been many other countries that were far from
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compliant. | did not actually pick up Nauru. | do not have the preoccupation with Nauru that
the Australian Labor Party have.

Senator CONROY—Could you confirm, Mr Grech, that Nauru is on the list, as Senator
Campbell read?

Mr Grech—If you do not mind, | would like to take that on notice. | am pretty sure that it
isonthelist.

Senator CONROY—Nauru is on the list and the parliamentary secretary has read the list.

Mr Ray—In general terms, | think you can be assured that the Australian government is
aware of the existence of thelist and whois onit.

Senator CONROY—Are you also aware that Nauru is possibly being used to launder
money from terrorists?

Senator |an Campbell—That is an issue for the Attorney-General’s Department.

Mr Grech—Again, that is a matter that | am sure the FATF has been looking at, but, as |
said at the outset, Treasury has not been represented on all the meeting of the APG of the
FATF. We have left that to the |ead agencies, which are the law enforcement agencies.

Senator CONROY—Can | draw your attention to Hansard of Thursday, 21 February. |
actually attempted to ask Dr Parkinson some questions about Australia’s involvement in
FATF. Dr Parkinsonin fact said:

.. responsibility would be in the Financial Institutions Division, not in corporate governance and
accounting, so that would be Ms Curran and Mr Grech.

He handpassed it back to you last time | asked questions on these matters.

Mr Ray—We may not be being very clear, but our responsibility isin respect of Australia
domestically. We are not an enforcement agency. We are not like the United States Treasury,
for example.

Senator CONROY—I am not suggesting you are. | am not asking about enforcement. |
am asking about passing on information. We have actually established now that Senator
Campbell accepts that the government has received the briefing and he himself has received
the briefing. He has seen the list of countries that are listed and Nauru, | think is generally
agreed, is one of them. Senator Campbell, are you aware of reports today that Nauru is
possibly being used to launder money from terrorists?

Senator |an Campbell—I am not aware of those reports.

Senator SCHACHT—Was Treasury aware of them in the media today?
Mr Grech—I have not read the newspapers today.

Senator SCHACHT—What about the radio?

Mr Grech—No, | have had no media exposure today.

Senator SCHACHT—You were waiting to come to estimates, so you missed all the media
today?

Mr Grech—I waslooking forward to it, yes.

Senator lan Campbell—I have my press clippings and will probably read them very late
tonight.
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Senator CONROY—Parliamentary Secretary, do you see any inconsistency in the
Financial Action Task Force, of which Australia is a member—and a lead member in our
region—recommending that members apply countermeasures as of 30 September 2001 to
Nauru, while Australiais providing substantial financial assistance to Nauru?

Senator lan Campbell—I do not think they are issues that are relevant to the hearings of
this committee. | can have an opinion on whatever | want, but it is not relevant to the hearings
of this committee.

Senator CONROY —Wheat is the government’s view? Do you think the government views
it as inconsistent to be on the one hand telling everybody else to apply sanctions, while at the
same time providing money to Nauru?

~ Senator lan Campbell—I do not think | need to add to the sum total of knowledge on that
issue.

Senator CONROY—Do you have any knowledge on this issue that you would like to
share with us at all, or are you completely ignorant of it? Was any of our financial assistance
tied to improving the financial system in Nauru?

Senator |an Campbell—You arein the wrong committee, Senator. Not only are you in the
wrong portfolio, you are in the wrong committee. You are either getting very bad advice or
you—

Senator CONROY—Is providing financial assistance to Nauru when they are possibly
laundering money for terrorists consistent with a war on terrorism?

Senator lan Campbell—You are crossing into the Foreign Affairs portfolio and the
Attorney-General’s portfolio. This is the economics committee which is considering the
Treasury portfalio.

Senator SCHACHT—He is overseeing the payment of large amounts of money to Nauru.
Treasury are in the interdepartmental committee and the government structure that signs off
on the decisions.

Senator lan Campbell—It is nothing to do with what is before this committee, Mr
Chairman.

Senator CONROY—What will be Australia’s position on Nauru's status at this month’'s
Financial Action Task Force plenary?

Senator lan Campbell—I know the Australian Labor Party are very fascinated and
preoccupied with issues to do with Nauru. It comes under the heading not of output 3 but
under the heading of ‘we wuz robbed’ or ‘why we lost the federal election that we should not
have lost.” Andit still hurts, | know.

Senator CONROY—What will be Australia’s position on Nauru's status at this month’'s
Financial Action Task Force plenary?

Mr Grech—Again, as | tried to say at the outset, we have not been regular participants of
the APG or IDC mestings.

Senator SCHACHT—The Treasury have not been regular participants?
Mr Grech—Treasury have not been.
Senator SCHACHT—We have not turned up?
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Mr Grech—The Financia Institutions Division, on occasions with our International
Finance Division colleagues, have attended some meetings. But quite frankly, in the last 12
months people in the Financial Institutions Division have been primarily focused on domestic
financial matters such as insurance failures.

Senator SCHACHT—I know you have a few issues but, as | understand it, IDC
meetings—or these committees at this level—do not necessarily have to meet to have a
discussion; many of the meetings are in fact through the circulation of papers. On those
papers | would be staggered if someone in Treasury, wanting to get their performance bonus,
did not produce some comment about the papers that had been circulated from other
government departments. It defies my knowledge and description of Treasury that you would
not have your finger in the pie.

Mr Grech—Wedo try to cover all the bases.
Senator SCHACHT—I would hope so. You are the Treasury.
Mr Grech—Indeed we are, and proud of it; but we are only human.

Senator SCHACHT—Hang on! | think you will have to withdraw that—Mr Henry and
the boys down at Treasury will never agree to that description!

ACTING CHAIR—Senator Schacht, give the witness the opportunity to finish his
statement please.

Mr Grech—Thank you, Mr Chairman. What | am simply trying to say is that we have not
attended all of the meetings. We would very much like to, but it is a question of using our
resources to meet priorities. And our priorities in the last 12 months—and | make no apol ogy
for this, quite frankly—have been dealing with issues relating to HIH, UMP, medical
indemnity insurance, terrorism insurance, public liability and a whole host of other things.

Senator SCHACHT—I know life's a bitch, Mr Grech, but money laundering for terrorists
is a pretty important issue. | know lifé's a bitch and it is a bit hard at the moment, but you are
all paidin Treasury to do these sorts of jobs.

ACTING CHAIR—Order! In accordance with the earlier wishes of the committee, |
understand Dr Parkinson and his team have returned, so we will now call Dr Parkinson and
his team to the table. We will return to outcome 3 once the matters have been concluded with
Dr Parkinson’s team.

Senator lan Campbell—Mr Chairman, while we are having this interregnum, could | just
get a ruling on whether the use of the word ‘bitch’ is parliamentary language? It strikes me
that use of the word ‘bitch’ is unparliamentary, and | think we should have a ruling. It
certainly lowers the tone of the Senate's hearings.

ACTING CHAIR—What was the context in which it was used?

Senator lan Campbell—Senator Schacht did refer to the actions of one of the Treasury
officersinterms of ‘life'sabitch’.

Senator CONROY—It isacolloquialism.
Senator SCHACHT—It means ‘lifeistough’!

Senator lan Campbell—It is probably a colloquialism, but | do not regard it is being
appropriate parliamentary language. Could | seek a ruling from you on that?
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ACTING CHAIR—I think under the circumstances it was perhaps demeaning of the
Treasury officers. Inthat context, | think | would ask you to withdraw, Senator Schacht.

Senator SCHACHT—Come on, Mr Chairman, | did it with extreme good humour. | know
that may be beyond the parliamentary secretary’s—

ACTING CHAIR—Whether it was in good humour or not, | think it was an unnecessary
reflection on the Treasury officers.

Senator SCHACHT—I said, ‘Life’'sabitch’, and it is a bitch because of all the work they
are doing, but there is also other important work.

ACTING CHAIR—Wiill you withdraw?

Senator SCHACHT—I will tell you what | will do: | will temporarily withdraw and ask
the President to rule on whether ‘life's a bitch’ —in the circumstances | used it—isinsulting to
Treasury.

Senator |an Campbell—On a point of order, Mr Chairman. | think that the senator should
be asked to withdraw. Of course, it would be open for you to refer it to the President, and |
would ask you to do so.

ACTING CHAIR—Senator Schacht, | ask you to withdraw. | will refer the matter to the
President for her ruling.

Senator SCHACHT—If you are doing that, | will do it that way—I am not going to be
difficult. | am never difficult, Mr Chairman.

ACTING CHAIR—Thank you, Senator Schacht.

Senator ALLISON—My questions relate to the revenue from T3—the proposed sale of 51
per cent of Telstra. Can you indicate to me—and | am sorry, | am not really familiar with the
Treasury budget documents—where reporting of the revenueis in the outputs?

Dr Parkinson—Treasury is not responsible for asset sales. That is the responsibility of the
department of finance.

Senator ALLISON—I think | understand that, but where is the revenue expected from T3
in your figures? If you have not accounted for it in these figures, that is fine.

Dr Parkinson—It will be in the net debt figures—implicitly; it will not be explicitly
identified.

Senator ALLISON—Not explicitly?

Dr Parkinson—No.

Senator ALL|SON—Isthere some reason for that?

Dr Parkinson—It is a matter for the government.

Senator ALLISON—Parliamentary Secretary, why is it that this is not explicitly reported
in the Treasury budget papers?

Mr Allen—I refer you to note 11 in Budget Paper No. 1. It is on page 12-12.
Senator ALLISON—I have the document open at 12-12.

Mr Allen—Do you see note 11 on the top of the left-hand page?

Senator ALLISON—I still cannot see any reference to Telstra.
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Dr Parkinson—There will not be any reference to Telstra. My understanding is that
numbers on anticipated privatisation proceeds are not explicitly identified, for commercial-in-
confidence reasons, and | think that would probably be the case for Sydney airport too. But |
am out of my depth on this; thisis not an issue that we have responsibility for.

Senator ALLISON—What do you mean then by suggesting that the figures are in there?
Where are they?

Dr Parkinson—In the sense that implicitly in the decline in Commonwealth government
net debt, there must be some adjustment for the sale of Telstra and any other privatisations or
surpluses and so on. But there is no line item identification.

Senator ALLISON—I understand. Without indicating what the government expects to get
by way of revenue, what are the assumptions regarding retiring debt? You have made some
assumptions about debt management.

Senator |an Campbell—I think you are asking what the assumption is on the proceeds of
the planned privatisations over the coming financial year.

Senator ALLISON—I do not necessarily want to know about the proceeds, but | want to
know what the assumptions are in this document about how much debt will be retired—
whether it is from Telstra or airports or whatever. What are the underlying assumptions? If
this has been entirely canvassed before, | apologise, but it should be easy for you to answer
the question.

Dr Parkinson—We were discussing it this morning. On page 2-9 of Budget Paper No. 1
there is a table. About halfway down that table in bold is * Net debt’, and across that line you
will see 38.8, 34.5, 19.0, 1.8 and minus 18.9. The point that | made this morning is that you
cannot read anything from that about the extent to which debt is retired. There are
Commonwealth government securities on issue. You could have a net debt figure of zero if
you have $50 billion worth of government securities on issue and $50 billion worth of assets,
or you could have zero because you have retired all of your debt and you have no offsetting
assets. There is nothing in this that tells you what might ultimately be done, because those
decisions have not yet been taken, but it tells you that, in a net sense—taking account of all of
the flows—we anticipate these net debt numbers based on the assumptions that are laid out in
footnotes (@) to (c).

Senator ALLISON—In the Age a week or so ago there was an article written by Ken
Davidson about what would happen to those moneys. The Treasurer is quoted as saying that
revenue would be put into long-term issue and that a calculation has been made comparing
the long-term issue returns with the profits from Telstra.

Dr Parkinson—I do not understand what is meant by ‘revenueis put into long-term issue’ .
Senator |an Campbell—Could we have a copy of that article?
Senator ALLISON—Yes.

Dr Parkinson—Without having seen exactly what Mr Davidson has said, what the
Treasurer had said is that, when we issue debt, we are issuing into long-term government debt.
So we areissuing at the 10- to 13-year mark.

Senator ALLISON—The general thrust of that articleisthat the proposals the government
is suggesting for retiring of debt or of investing that money in long-term issue, whatever that
is, will yield considerably less than the annual profits available from Telstra.
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Dr Parkinson—| am not in a position to answer a question related to the profits or
otherwise of Telstra.

Senator ALLISON—I find that a bit hard to understand. It is public knowledge what the
profits of Telstra are. This is not some commercial-in-confidence figure. The profits are $2
billion a year—or have been for the past two years.

Dr Parkinson—It is quite true that it is public knowledge what Telstra profits have beenin
the past, but if you can tell me what they are going to be in the future—

Senator ALLISON—I am not asking you what they are going to be in the future. But you
can make some assumptions. You can say that the profits are likely to grow by four or five per
cent over the next few years. That is the sort of assumption | would expect you to make.

Senator lan Campbell—Not if AAPT and Virgin Mobile have their way.
Senator ALLISON—Wewill see.

Dr Par kinson—Senator, with respect, you are asking me to talk about issues that do not go
to the heart of the Treasury’s responsibility. If you wish to talk about privatisation proceeds of
Telstra, and Telstra's profitability, then please take that up with the department of finance.

Senator ALLISON—I am asking you about debt management and about that comment,
which goes to the question of debt management, as| said.

Dr Parkinson—Okay, then can | refer you to the top two paragraphs on page 7-4 in
Budget Paper No. 1:

The reduction in Commonwealth net debt has raised questions by some market participants about the
future viability of the CGS market. The Government acknowledges these concerns and is carefully
considering them, taking the views of key stakeholders into account.

While the Government considers these issues, it will continue the approach to debt management
adopted in recent years. This strategy has been aimed at maintaining the length and efficiency of the
yield curve and maintaining liquidity in key benchmark stocks.

If you juxtapose that with the portfolio budget statement, where—Mr Davidson's article
points out—it says that the Commonwealth will be issuing long-term debt not retiring it, what
thisis highlighting is a distinction between gross debt on issue and net debt on issue. At the
moment, because the government has made no decision in terms of how to respond to those
concerns of key stakeholders, it is running a policy that says it wants to maintain the
efficiency and viability of the Commonwealth government securities market. To do that, it is
issuing long-dated bonds.

To give you an example off the top of my head, Commonwealth net debt has fallen from
$105 hillion to $65 billion since 30 June 1997, yet Commonwealth government securities on
issue have fallen from $79 billion to $53 billion or thereabouts. That is just highlighting the
fact that there are differences between Commonwesalth government securities on issue, gross
Commonwealth debt and net Commonwealth debt. You could have net Commonwesalth debt
faling while you were maintaining Commonwealth government securities on issue
unchanged if you were to accumulate financial assets. Because there has been no decision
made about the future of the Commonwealth government securities market, nor about
whether the government is going to accumulate significant financial assets, the budget papers
talk in net debt terms. So Mr Davidson has focused on the decline in net debt and has
juxtaposed that with the fact that the Commonwealth is continuing to issue securities at the
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long end of the market to maintain efficiency of the market. He has brought those two things
together in this paragraph that you have circled for us.

Senator ALLISON—Asyou suggest it is not your job to do it, would you suggest that that
should be forwarded to Treasury for their analysis of the figures presented?

Dr Parkinson—To be forwarded to Treasury or Finance?
Senator ALLISON—Whoever you think is the appropriate agency.

Dr Parkinson—If you want information on Telstra and the potential privatisation
proceeds, it should definitely go to Finance.

Senator ALLISON—That is not my question.

Dr Parkinson—Forgive me, but | am struggling to understand what it is that you are
asking me.

Senator ALLISON—Perhaps it is a question for the minister. Minister, do you expect to
have all of this sorted out before there is a serious proposition put forward to parliament?

Senator lan Campbell—I think the question is: if we sell Telstra, can we still have some
debt out there in the marketplace? That is the conundrum, isn't it? The issue, and we had a
long talk about this earlier today, is that the government is now facing the challenge and the
opportunity of moving into an erathat we have not enjoyed for along time—that is, of having
no net government debt. Through surplus budgets over a period of six, seven or eight years
and assets sales, we will have got Australia out of government debt. We will then have to deal
with the issues of what happens when you go back into the black, basically.

Senator ALLISON—AnNd then? Does that suggest that you would sell Telstra prior to
understanding what the long-term balance sheet is?

Senator |an Campbell—It isavery good problem to have. The issue we are really dealing
with here is that there is a bunch of people, predominantly in Sydney, who make a big living
from dealing in these debt instruments that the Commonwealth issues. The more bond issues,
the more bits of paper the Commonwealth puts into the market, the more they have to play
with and make commissions from—that is the core of the issue. They want the
Commonwealth to issue paper. We are now dealing with the issue as to whether we think it is
a good idea or not. There are arguments on both sides as to whether we should have debt out
there. Regarding the consultation process, we have said that we will consult with key
stakeholders. Senator Conroy is suggesting that we may want to go wider with that
consultation—that is what is before the Treasurer at the moment.

Senator ALLISON—Who would you identify as key stakehol ders?

Dr Parkinson—Off the top of my head, and this is not meant to be exhaustive, clearly you
would want to involve the superannuation funds as purchasers of Commonwealth debt. You
would need to involve the financial market intermediaries. the people with interest in the
market. But you would need to go beyond that | would think. You would need to involve
people who have the interests of shareholders at stake. Senator Conroy suggested that there
were broader groups and | am sure that there are many broader groups whom we would want
to consullt.

Senator ALLISON—How long will that process take?

Dr Parkinson—As Senator Campbell said, we discussed this with Senator Conroy this
morning. | can tell you that we have a proposal before the Treasurer as to how the
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consultation process might work. That is a decision for the government to take and then we
would hope to be able to start consultation fairly quickly. The other thing is that, in contrast
with some of the views that have been put domestically, international investors in discussions
with me have not insisted that the government make a decision soon. They want to know that
the government is considering the issue. They want to know that we have a process in place
that is bringing the rel evant information together.

Senator ALLISON—Their parliaments are not interested in the question of whether, at the
end of the day, retiring debt and privatisation are going to affect the bottom line. Is that what
you are saying—trusting government to get it right?

Dr Par kinson—Sorry, | do not see how you could draw that from what | just said.

Senator lan Campbell—It is not an issue about the bottom ling it is an issue about
whether or not the Commonwealth has a debt portfolio, even though we have no net debt.

Dr Parkinson—As | said this morning, you could end up with zero net debt, but still have
$50 billion worth of Commonwealth government securities on issue and $50 billion of
accumulated financial assets. They could be used for a variety of things. They could be
hypothecated to superannuation or used in other ways.

Senator ALLISON—Thank you. That completes my questions.

Proceedings suspended from 12.30 p.m. to 1.21 p.m.

ACTING CHAIR—Senator Conroy, | understand you have further questions for the
Australian Office of Financial Management, and then we will proceed to outcome 3.

Senator CONROY—How does AOFM expect to manage the portfolio as it shrinks in
response to the debt repayment over the forward years? Has any thought been given to
splitting the portfolio into two parts with one part earmarked for debt repayment, as UBS
recommended in 1998?

Mr Allen—In our discussions back in March, the last time we appeared before the
committee, we ran through a number of issues broadly around this question. Without trying to
pre-empt what further questions you might be looking to ask, | think it is difficult to answer
that question in isolation. Having said that, we manage the debt portfolio on a net basis and
we manage the risks on a net basis. We see that as being the appropriate way to manage the
portfolio. As part of our management deliberations we do spend quite a bit of time thinking
about the different impacts that are influencing the different risk profiles of the portfolio. Part
of our benchmark review, it is fair to say, islooking at this issue—not so much along the lines
that UBS were suggesting, but looking at what is driving the change in the risk profile of the
portfolio and how we should best manage those outcomes.

Senator CONROY—You looked asif you were going to say something, Dr Parkinson.
Dr Parkinson—No.

Senator CONROY—I was anticipating your contribution. So you are looking at similar
management measures?

Dr Parkinson—Similar outcomes.

Senator CONROY—What will be the impact of interest rate rises on the cost of servicing
government debt managed by AOFM? | recall the submission, Mr Allen, that | think you put
into the JCPAA in May 2000, in which you stated that a 0.5 per cent increase would add
approximately $1.1 billion to government debt. Is that figure correct?
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Mr Allen—I do not have those figures in front of me. | would have to be reminded of that
table, but the $1.1 billion number may be allittle high.

Senator CONROY —I have a few notes on it, but you can have a quick look. | would like
to get it back. | am not tabling it; | will just passit over to you.

Mr McCray—Did you say it would lead to an increase in the cost of debt?

Senator CONROY—That a 0.5 per cent increase in interest rates would add to
government debt.

Mr M cCray—It would reduce the market val ue of debt.
Senator CONROY—I amjust looking at the submission from Mr Allen.

Mr Allen—That particular table—and, again, we have to be reasonably careful in terms of
the definitions that we are using here, as well as in terms of the signs—showed that the net
change on the portfolio due to a movement in interest rates was in the order of $1.1 hillion.
Obvioudly, given that we are a liability manager, if interest rates go up, it therefore reduces
the market value of our liability. In that table, the market value reduction was in the order of
$1.1 billion

Senator CONROY—That is a cost to the taxpayer?

Mr Allen—No, if interest rates rise, with our liability portfolio that is a benefit to the
taxpayer.

Mr M cCray—It isareduction in the market value.

Senator CONROY—Yes, but you have floating rate swaps. Cut it out!

Mr Allen—That istrue. As | just mentioned, we need to be careful about the definitions of
(a) the measures and (b) what we are trying to measure. That particular table gives you an
outline of the change in the market value of the portfolio. Again, we went through a number
of issues with respect to the valuation of the portfolio, the present value analysis and the like
back in March. There are a number of ways of looking at thisissue.

Senator CONROY —1 just want to ook at it the way you looked at it before.

Mr Allen—What we said is that an increase in interest rates would lead to the market value
of the portfolio—and | think, if you look at the top left-hand corner, the numbers you were
working fromwere in the order of $64 billion—reducing by in the order of $1.1 billion.

Senator CONROY—So the impact of swapping $30-odd hillion of the portfolio to
floating swaps has not been affected by interest rates going up? That is anovel proposition.

Mr Allen—No, we are not saying that at all.

Dr Parkinson—Before we go too far down this route, we talked at our last meeting about
why we were engaged in interest rate swaps. It was to smooth the impact on public debt
interest, and so we would |ose on one side and gain on the other. But we were stabilising it, so
essentially we were managing the risk, whererisk isinterpreted in terms of volatility of PDI.

Senator CONROY—1I appreciate that you are attempting to smooth, but you have jumped
out of fixed into floating at a time when interest rates are going up.

Dr Par kinson—Sorry, Senator, but—
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Senator CONROY —That is what has happened: you have swapped. That is actually what
happened, Dr Parkinson. The documents actually show that AOFM have moved out of fixed
into floating.

Dr Parkinson—We are required to manage the debt portfolio from a long-term
perspective, and so the approach is to smooth the risk of the portfolio. To say that because
interest rates have gone up it is silly is just as baseless as saying that because interest rates are
going down it has been a brilliant palicy. It is actually about smoothing risk over time.

Senator CONROY —I appreciate that that is the intention of the strategy, but any mug
punter—

Dr Parkinson—So you accept that it is a valid strategy?
Senator CONROY —1I get to ask the questions.
ACTING CHAIR—I think it is—

Senator CONROY —I am sorry, Acting Chair, but | get to ask the questions. They do not
get to ask me questions and have you tell them they can.

ACTING CHAIR—It does help them in terms of their response, Senator Conroy, if they
know the perspective that you are coming from.

Senator CONROY—I know exactly what Dr Parkinson is trying to do. But the bottom
line here is, as part of the strategy that you have employed, you have swapped $30 billion at
fixed into floating at a time when interest rates have moved up. Therefore, there has to be an
increase in cost to the taxpayer. It may be in the long run that that does not matter, as you are
trying to postulate, Dr Parkinson, but right now, on Mr Allen’s own figures, taxpayers are $1
billion worse off because of the strategy.

Senator lan Campbell—That is simply not true.

Senator CONROY —Please, do not embarrass yoursel f.

Senator lan Campbell—That is simply not true.

ACTING CHAIR—Order!

Senator CONROY—You have stock over here at afixed rate.

Senator |an Campbell—Last time this estimates committee—

Senator CONROY—You put $30 billion over here into floating and it goes up.

ACTING CHAIR—Just a moment, Senator Conroy, you have had your say. The
parliamentary secretary is attempting to give you an answer.

Senator CONROY—No, heis not.

Senator lan Campbell—This senator made an assertion last time this committee met to

discuss foreign currency issues and swaps that the taxpayer was $5 billion worse off. That has
been comprehensively proven to betotally fallacious. This assertionisidentical.

Senator CONROY—Do you get embarrassed when you tell people that?

Senator lan Campbell—Senator Conroy always goes a bridge too far. He went a bridge
too far with his foreign currency swaps, and now he is seeking to exaggerate in relation to
interest rates. He will not listen to the facts put forward by the Treasury officials. He wants to
get aline up, but | warn members of the public and journalists to look very carefully at this
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senator’'s maths because he has proven himself wrong last time this committee met,
comprehensively, and heis seeking to do it again. It is deliberately misleading.

ACTING CHAIR—Now can we have an answer from Mr Allen?

Mr Allen—Stepping back to my earlier comment, it is important to make sure we are
talking about, and have the definitions with respect to, either what question we are asking or
what answer and the context of that answer.

Senator CONROY—You can put it in any context you would like to put it in. | am putting
it in the context of the cost to the taxpayer right at this moment.

Mr Allen—The objective that we manage the portfolio within is meeting duration within a
three to 3% target range. That is one portfolio management objective. There are a number of
implications of trying to manage within that benchmark target range and effectively, by
targeting that 34 duration, what we are really saying is that we are spreading our interest rate
risk over a particular period. If you look at the details of our portfalio, it is over a 10- to 12-
year period. If you could imagine our stock of debt, it is effectively spread out over those
particular years. There are a couple of notions that fall beneath that that are important to ook
at.

One notion is the market val ue change of that debt portfolio, and we could provide updated
numbers to those that we presented to you some months ago—they do change as a
consequence of a change in interest rates. If interest rates move up, the market value of the
portfolio—if the taxpayer had to repay that debt portfolio today—would be a reduced number
than what it would be prior to the interest rate increase. The other notion is in terms of
changes to the underlying cost. Obviously, as | have said before, maturities are spread over a
10- to 12-year period, so a change in interest rates is going to be dependent upon the amount
of resets that you have coming up over the life of the portfolio. There are a number of
different ways in which you can look at trying to quantify the question that you are asking.
But if you ask the question: what does the market value of the portfolio do?, the market value
of the portfolio—the liability, the future value that the Commonwealth has to pay—reduces as
a conseguence of interest rates going up.

Mr McCray—The task of managing the portfolio, as Dr Parkinson referred to, in the sense
of smoothing impacts over time, is essentially about striking a balance between fixed and
floating exposure in the portfolio, which manifests itself in the way we manage the portfolio
in this duration target. We could reach this duration target through entirely issuing physical
securities or through a combination of issuing physical securities and interest rate swaps. We
do not isolate the interest rate swaps and look at the value of that particular book and wonder
whether it was a good or bad decision; we are managing a portfolio using two tools. physical
securities and interest rate swaps. The way to look at the impact on the portfolio of a given
movement in interest rates is to look at the aggregate movement and, as Mr Allen says, if
interest rates rise, the market value of the portfolio declines. Using interest rate swaps in
addition to just issuing physical securities offers us a number of additional debt management
advantages. There are net benefits in using interest rate swaps in the portfolio management
task. The question you are coming to really is about the duration target.

Senator CONROY—No, probably not. | am about to ask you: are debt servicing costs
higher today than they otherwise would have been as a consequence of this policy?

Mr Allen—I do not think you can argue that necessarily. As we talked about at some
length back in March—
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Senator CONROY—The answer isyes, isn't it, Mr Allen?
ACTING CHAIR—Order! Come on, Senator Conroy!

Mr Allen—by virtue of the Commonwealth having a debt portfolio, we are subject to
interest rate rises and—

Senator CONROY—So if interest rates go up half a per cent, debt servicing is higher than
it otherwise was. It is a yes or no question—and you know that, Mr Allen. | appreciate all the
other points that you are trying to make, but the answer to my question is?

Mr Allen—In the sense that we benefit by interest rate decline, we also lose by an interest
rate increase.

Senator CONROY—Thank you.

Mr Allen—But | think it is very important not to then make a direct link between a
particular value. One then hasto look at—

Senator CONROY—But your own figures show that higher debt service outweighs the
fall inthe value of the debt, so let usjust stop.

Mr Allen—No, if you are going back to refer—
Senator CONROY—That is your maths.

Mr Allen—to that $1.1 billion, that is a present val ue measure which relates to the life of
the portfolio. It does not look at the debt service cost.

Mr McCray—It is the market val ue of the stock, not the flow in relation to that stock.

Senator CONROY—The fundamental position is that, when interest rates are, as the
Treasurer says, historically low, you swapped into floating at a fixed. At a probable historic
low—an assumption is that they may go up; if they are historically low, they still could go
down—you swapped $30 hillion out of fixed into floating. That is why there is an increased
cost.

Mr Comley—Can | just add something here. | think it is germane to your point. We would
want to be very clear that the AOFM did not suddenly swap $30 billion into—

Senator CONROY —It had a smoothing strategy.
ACTING CHAIR—Order!

Mr Comley—It did not do it suddenly just now or over the last year. In fact, on the AOFM
web site there is information as to the total swap portfolio that has been built up, and that
indicates fairly clearly that the major build-up in the outstanding swap portfolio occurred
from the middle of 1997 until June 2001. Without getting into a precise analysis of what the
average interest rate those swaps were entered into or swapped at, it is not clear that they were
al entered into at the current interest rates. In fact, almost certainly, most of them were
entered in at a time when interest rates were higher.

Senator CONROY—That is what you are hoping, Mr Comley.
ACTING CHAIR—That is what happened.

Senator |an Campbell—It is on the record what the interest rates were in 1996. It is on the
record what the debt portfolio was that we had to manage in 1996, when we came to power.
We inherited $96 billion after 13 of the most disastrously economically managed years in
Australian economic history and we inherited record-high interest rates. It is now a matter of
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economic record that those interest rates were higher then and they have come down. It is not
amatter of hoping.

Mr Comley—I wanted to make an observation. | think the senator is asking what happens
to the cost to the Commonwealth with a change in interest rates. Mr Allen commented that the
stock of debt value moves in the opposite direction to the interest rate movement but that the
cost of servicing and floating rate exposure moves in the same direction as the interest rate
payment. To form an assessment as to whether the palicy as a whole of entering into swaps
has been ex post facto beneficial to the Commonwealth or not would require going back and
looking at the time at which each of those swap transactions were entered into.

Dr Par kinson—You would want to wait and see over the entire life of the program.

Senator CONROY —I appreciate you are running the same defence you ran last time, Dr
Parkinson and Mr Comley.

Dr Parkinson—I am afraid that you use the word ‘ defence’ . To me, it is fact or truth.

Senator CONROY—You may be aware that the RBA Governor appeared before the
House economics committee in Sydney last Friday.

Dr Parkinson—Yes.

Senator CONROY—In its press release of 4 March 2002, the RBA said it first became
awarein mid-2002 of the AOFM'’s plans to make early repayments of US dollar debt to avoid
breaching the 15 per cent limit on currency exposure. The governor confirmed that this was
May 2002. Does that accord with your recollections?

Dr Parkinson—That is the case; but | think we made clear the last time around that there
were officer-to-officer discussionsin May. If you go on, you will recall that the governor also
said on Friday that he was not particularly worried at the time because AOFM was not in the
position of having to close out any swaps; there were none maturing.

Senator CONROY —Thanks.
Dr Parkinson—I amjust trying to be helpful.

Senator CONROY —As aways. The press release of 4 March 2002 seems to suggest that
the RBA did not get in contact with anyonein the government until October 2002.

Dr Par kinson—October 20027 | am afraid that at the moment it is only July 2002.
Senator CONROY—Sorry, 2001. Thank you for correcting me on that.

Dr Parkinson—I think that is actually not what the press rel ease says either.
Senator CONROY —I have got a copy of it here.

Dr Parkinson—The governor got in contact with the secretary in | think October—
Senator CONROY —I said ‘ government’ rather than ‘ secretary’. On 5 October—
Dr Par kinson—Then the governor spoke to the—

ACTING CHAIR—Order!

Senator CONROY—If | could finish my question, that might help us both.
ACTING CHAIR—Dr Parkinson, can you clarify that?

Dr Parkinson—I think the date that the governor spoke to the Treasurer for the first time
on theissue was 10 November 2000.
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Senator CONROY—The press release says—

ACTING CHAIR—Which date?

Senator CONROY —The press release of 4 March 2002. It says:
On 5 October, | wrote to the Secretary to the Treasury.

Dr Parkinson—And as we said last time: on 17 October 2000, in response to a request
from the governor, the former secretary agreed to a temporary breach of the benchmark; on 9
November 2000, the Treasurer was advised by us there was an issue concerning operation of
the benchmark; and on 10 November, at a Reserve Bank board debriefing, the governor, the
Treasurer and the secretary discussed the matter.

Senator CONROY —You probably jumped ahead of me in terms of where | was at in my
questions.

Dr Par kinson—I| wanted to get the dates on record.
Senator CONROY—I am happy to table the Reserve Bank Governor’s—
Dr Parkinson—There is no inconsistency.

Senator CONROY —I was not suggesting—from what | have said so far—that there was.
If | could finish my question then we will move a bit faster. As | was saying, the press release
on 4 March 2002 seemed to suggest that the RBA did not get in contact with anyone in the
government until October 2000—that should be, | think. However, the governor said in the
hearing on Friday that he spoke to the Secretary to the Treasury in June and on several
subsequent occasions. Were you aware of these conversations?

Dr Par kinson—Both secretaries and governors always speak on aregular basis.

Senator CONROY—Yes, but he spoke specifically on this issue. In his testimony last
week that iswhat he said.

ACTING CHAIR—You might have to ask the Secretary to the Treasury then.

Dr Parkinson—It is the former secretary. | do not see that there is any issue here, in a
sense. On 5 October 2000 he formally raised the issue with the secretary.

Senator CONROY—He said on Friday that he spoke with the secretary in June and on
several subsequent occasions. Were you aware of those conversations?

Dr Parkinson—I personally was not.

Senator CONROY—Did the Secretary to the Treasury speak to you about the
government’s concerns?

Dr Parkinson—Again, | can say that | personally did not.

Senator CONROY—Just to clarify: at that point in time, were you in charge of this
section?

Dr Parkinson—No, | was not in the country.
Senator CONROY —Who was in charge?

Dr Parkinson—The current secretary. Can you tell me which page number you are
referring to? It is EFPA 237

Senator CONROY —I will take your word, | do not have the exact annotation but | can
happily track it down for you.
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Dr Parkinson—No, that is okay. Mr Griffin asked:

In early June you raised it with the Secretary of the Treasury. You believe you raised it again with him
several times in the following four months. Then at about that four-month time you wrote to confirm a
request from him effectively to you to seek advice in writing?

Mr Macfarlane responded:

He was feeling uncomfortable that this ratio was going over 15 per cent. He knew | was saying: just let
it. He fdt that he ought to have something on paper more than just his verbal agreement with me to be
able to explain after the event why he had allowed it to go above 15 per cent. So that is when | wrote
that letter.

That is the governor’s description of discussions between him and the previous secretary. |
cannot add anything.

Senator CONROY—Mr Allen, were you made aware by Dr Henry of his conversations
with the governor about his concerns with AOFM’s activities?

Mr Allen—I honestly cannot remember specific conversations with Dr Henry or the then
Secretary.

Senator CONROY —I would have thought that if the boss came and knocked on your
door and said, ‘Mr Allen, | have just had a call from the Governor of the Reserve Bank; he is
a bit concerned about what you are up to,” | would remember that.

Dr Parkinson—We did a fairly comprehensive search through al of our files in
preparation for our last discussion, and | do not recall us finding any evidence that there was a
formalised contact. But, as | have said before, at officer level there were ongoing discussions
and one of the Reserve Bank officers raised the matter with the governor. The governor may
well haveraised it with the Secretary to the Treasury.

Senator CONROY —He does say he had verbal contact.

Dr Parkinson—He says he did, and | have no reason to doubt his comments, but he did
not formally raiseit until 6 October.

Senator CONROY—We are in heated agreement for once, Dr Parkinson. Mr Allen, did
the RBA at any time contact AOFM directly?

Mr Allen—As we indicated, there were discussions and those discussions happen on a
regular basis with the RBA about a whole range of issues.

Senator CONROY —Did they raise this issue with you directly?

Mr Allen—At the officer level we had discussed what we thought our activities might be
with respect to our FX exposure. Obvioudly it is part of our portfolio monitoring and risk
management processes internally. This issue, at the officer level, was discussed on a regular
basis.

Senator CONROY —On this issue specifically could you give us a time line of when the
Reserve Bank contacted you directly about thisissue. | am happy for you to takeit on notice.

Dr Parkinson—We are happy to take it on notice, but | am not sure that we are going to be
ableto tell you anything more than we have already told you.

Senator CONROY —I am just interested in the dates, that is all. | am not trying to put Mr
Allen on the spot with his memory. | appreciate it was along time ago.
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Mr Allen—We can be reasonably specific: there were discussions in the month of May.
We have, effectively, a quarterly meeting with the bank and that was one of the meetings that
we had.

Senator CONROY —And then there were ensuing discussions.

Mr Allen—There were similar discussions earlier in the year. | am not sure whether in that
year it was in February that we had the previous meeting with the bank.

Senator CONROY —To save time now, could you just check the records and | et us know.
Mr Allen—I am happy to say that there were discussionsin May.

Senator CONROY—I thought you said there were discussions prior to May, as well—in
February.

Dr Par kinson—We are happy to take it on notice.

Senator CONROY—Could you look through the minutes of any discussions you have had
and see if it came up. The Reserve Bank Governor was asked on Friday whether the
government’'s debt management activities posed any further risks to currency stability. He
responded by saying, ‘If there is no US debt there can be no impact on the dollar.” What is
your view?

Dr Parkinson—I think the governor said, at another timein his discussion on Friday, that
something was ‘bleedingly obvious' and | think that fallsin the same category.

Senator CONROY—So thereis still substantial US debt.

Mr Allen—If there is no foreign currency exposure there can never be any exchange rate
impact.

Senator CONROY —Thereis still substantial US debt at the moment, isn’t there?

Mr Allen—There is still a proportion of the total portfolio that is denominated in US
dalars.

Senator CONROY—So, by implication, the government’s debt management activities
still pose arisk to the Australian dollar.

Mr Allen—I would disagree with that entirdy but if you would like to take that up with
the governor | am sure he would be happy to discuss it with you. To be fair, | think the
governor also said that why he was worried about it at the time was that it was an
environment of falling exchange rate and quite thin markets.

Senator CONROY—I would like to ask about outstanding currency exposure in the
Commonwealth portfolio. The annual report for 2000-01 shows, on page 39, that foreign
currency exposure was $13 billion or 20.6 per cent of the total debt portfolio of $63.2 hillion,
as at June 30 2001. | think that is from your annual report. What is the current market val ue of
the Commonwealth portfolio?

Mr Allen—In our portfolio budget statements the current carrying value for the swap
portfoliois outlined.

Senator CONROY —I am asking about that whole Commonwealth portfolio.

Dr Parkinson—I do not think there is any problem telling you this: on 24 May the market
valuation was around $10.8 billion.

Senator CONROY —That is the whole Commonwealth portfolio?
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Dr Parkinson—That is the market valuation of the foreign currency portfolio.

Senator CONROY —On 30 June 2001, | thought it was $63.2 billion. | hope we have not
lost that much money.

Dr Parkinson—I am sorry; | misunderstood what you were asking.
Senator CONROY—I will be coming to a couple of the categories in a minute.

Dr Parkinson—At 24 May, Commonwealth owned debt was a bit under $62 billion, of
which the foreign currency component is about $10.8 billion. And US dollar exposure makes
up most of that. Thereisalittle residual sterling.

Senator CONROY—You can help me with some quick maths or you may have the figure
handy. What is the foreign currency exposure as a percentage of the total portfolio? On June
30, 2001 it was 20.6 per cent.

Dr Parkinson—It islower than that. At 24 May it was about 17 per cent.
Senator CONROY—You mentioned that it isalmost all US but for residual sterling.

Dr Parkinson—There is a residual amount. It is quite small; | think it is about $170
million.

Senator CONROY—What instruments comprise the foreign currency exposure? At 30
June 30 2001 the $13 hillion comprised $0.5 hillion loans and $12.5 billion of non-derivative
cash flows. Has that changed?

Mr Allen—The proportion has not changed. Obviously there has been a reduction in the
total, due to our run down in the FX swaps.

Senator CONROY—The 2000-01 annual report, at footnote (f) on page 56, states that
non-derivative cash flows comprise ‘forward foreign exchange contracts, cross currency
swaps and interest rate swaps . Could you tell me the breakdown in exposure to each of those
instruments now and as at 30 June 2001?

Mr Allen—I would be happy to provide that information. We can take that on notice.
Senator CONROY—You do not have it handy?
Dr Par kinson—We will take it on notice. That is probably best.

Senator CONROY—I am willing to bet that the latter figure of 2001 is probably zero, but
| aminterested in where you are at on that.
Dr Parkinson—What isthereferenceto ‘zero' ?

Senator CONROY—How much is forward foreign exchange contracts—| am willing to
bet they were about zero early on.

Mr Allen—We can provide you with that detail.

Senator CONROY—I would like to talk about maturities in cross-currency swaps in
2001-02. Can you confirm that no new currency swap contracts have been entered into during
2001-02?

Mr Allen—Yes. As we explained in March, we have been engaging in FX forwards with
the Reserve Bank to smooth out the existing maturity profile. Again, | would be careful in
terms of the definition—but yesis the answer.
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Senator CONROY—The Treasurer, speaking on the 7.30 Report on 7 March 2002, said
that the government was winding down its currency swaps as it has been over the course of
the year. To what extent has currency swap exposure been wound down over 2001-02?

Mr Allen—We have not been publicly disclosing that information. We have indicated that
that run-down is happening on an orderly basis over a medium to long-term horizon.
Obviously those numbers would be updated.

Senator CONROY—I might rephrase that and come back to you. How many individual
Cross-currency swap contracts matured in 2001-02?

Mr Allen—We can provide that on notice.

Senator CONROY —What was the notional value of those contracts in Australian and US
dollars? If thereisa problem, please say.

Mr Allen—Theinformation is publicly available, so we can provide that on notice.
Senator CONROY—What was the spot exchange rate for when the contracts mature?
Mr Allen—That would depend upon the time of the year.

Senator CONROY—You would be able to give us that? | presume it is written into the
contracts.

Mr Allen—That is very transparent; that is publicly available.
Senator CONROY —What was the realised gain or |ass on these contracts?

Mr Allen—Under our AAS 31 measure, if you look at portfolio budget statement table 3.7,
‘Net foreign exchange gains', you will seethat, for the year, based on the budget estimates—

Senator CONROY —I am talking about realised and not unrealised gains or losses. | want
to stress that.

Mr Allen—Again, that depends on which measure you look at. From the perspective of
AAS 31, there has been a gain this financial year of $557 million. That was based on budget
estimates.

Dr Par kinson—That was based on an exchange rate of around 53c.

Mr McCray—Of that figure, | think $126 millionis realised gain.

Senator CONROY—Can | clarify: | wastalking about 2001-02.

Mr McCray—Yes, that is correct.

Senator CONROY—What is the maturity profile of outstanding cross-currency swap
contracts?

Mr Allen—For the remaining period?
Senator CONROY —If that is confidential or a problem, that isfine.
Dr Par kinson—It is commercial-in-confidence.

Senator CONROY—I may come back to you on that in a different way. It is a substantial
exposure, though?

Dr Parkinson—It is $5.7 billion. As you would recall, it was between $6%2 and $7 billion
previoudly; it is now about $5% billion.
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Senator CONROY—Will contracts be closed out or will they simply be allowed to
mature?

Mr Allen—As we have aready pointed out on the public record, we will look to smooth
the impact of the existing maturity profile. So it is a combination of both. At times, it will be
by way of maturities in the portfolio. At other times, we will offset some of the impact of the
maturity by taking forward contracts with the Reserve Bank. It is a combination of the two.

Senator CONROY —When does the last swap mature?
Mr M cCray—November 2008.

Senator CONROY—So government liabilities will be exposed to foreign currency risk
until the last cross-currency swap matures in 2008?

Dr Parkinson—That was the point we were making at the last meeting. And because of
that you cannot actually reach a conclusion about the sense of the policy until you look at it in
alifetime sense.

Senator CONROY—I would like to return to the RBA Governor’s comments when he
was asked whether the government’s debt management actually exposed any further risk and
he responded by saying, ‘ If thereis no US debt there can be no impact on the dallar.’

Dr Par kinson—Can you tell me which page in the transcript that is?

Senator CONROY—I will chase that up for you. | thought you had it before. | am just
quoting the same thing again. | thought you had found it when you were looking through
your—

Dr Parkinson—No, | found the one about—
Senator CONROY—You found the one you had marked?

Dr Parkinson—No, it was not quite that simple. It was the one about when he spoke to the
Treasurer.

Senator CONROY—I am attempting to find the actual page reference for you, Dr
Parkinson.

Dr Parkinson—Thank you.

Senator CONROY—I want to talk about the use of forward foreign exchange contracts.
Have any contracts of any type been entered into in 2001-02 that established any new
exposure to foreign currencies?

Mr Allen—No new net exposure to foreign currencies.
Senator CONROY —'Net exposure’ —what does that mean? Disaggregate that for me.

Mr Allen—It means that, in order to smooth the maturity profile of the existing portfolio—
for example, in the month of May we may have had an $800 million cross-currency swap
mature. Our judgment may tell us that we only want to reduce the foreign currency swap
portfolio by $700 million in the month of May. Looking forward to the month of June, where
we have no maturities, we may make the judgment that it would be better to have the $100
million of foreign currency of that swap actually mature in the month of June, so it smooths
out the transactional impact on the financial market. In order to achieve that objective we
would engage in a forward foreign exchange swap with the bank to effectively transfer the
maturity of that $100 million into the month of June, thereby achieving our objective of
having our profile run down on an orderly basis over time.
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Senator CONROY—So you have been introducing new exposure to foreign currency. You
said ‘net’ before, and for net the answer is no. | am talking about individual contracts now, not
the net position.

Dr Parkinson—There areindividual contracts with the Reserve Bank.

Senator CONROY—Have any forward foreign exchange contracts been entered into
which established new exposure to foreign currencies?

Mr Allen—Not on a net basis, no.

Senator CONROY—'Not on a net basis —which means yes.

Senator lan Campbell—Net is the only basis that you can possibly sensibly quantify it.
Senator CONROY —If you want to cover it up, yes.

Dr Par kinson—Senator! |—

ACTING CHAIR—Order!

Senator lan Campbell—Could | just make a point, Senator Watson. In case the irony has
not struck anyone else in this room, this sort of examination of how this Commonwealth
government is getting rid of a problem that was caused by Labor’s financial vandalism of the
eighties and nineties is analogous to Alan Bond cross-examining those who were trying to
recover the lost amounts from his empire. It is quite bizarre. And this senator will not accept
the facts being put before him by the Treasury officials.

Senator CONROY—We are running short of time, Senator Watson.

Senator |an Campbell—They talk about exposure and he wants to dice credibility fine on
whether it is net or not. When it comes to exposure there can only be a net exposure.

ACTING CHAIR—Thank you. Senator Conroy, | think those comments could be taken as
a personal reflection on Dr Parkinson, because you used—

Senator CONROY—No, | was responding to Senator Campbell, so there was no
reflection at all on the officers.

ACTING CHAIR—You were referring to Dr Parkinson, and | suggest—

Senator CONROY —Senator Campbell interjected and | interjected in response to Senator
Campbell.

ACTING CHAIR—Prior to that, there was a reference about a cover up to which | think
Dr Parkinson appeared to take offence.

Senator CONROY —If you check Hansard, that was in response to—
ACTING CHAIR—So interms of that incident, | ask you to withdraw.

Senator CONROY—I ask you to go and consult Hansard because Hansard will
demonstrate that Senator Campbell interjected over the top of Dr Parkinson and made a
number of politically motivated comments, and | interjected in response to Senator
Campbell’s rude interruption of Dr Parkinson. So my comments were not—and Hansard will
bear this out—in any way in response to anything Dr Parkinson said. | was responding to the
rude interruption of Senator Campbell over Dr Parkinson.

ACTING CHAIR—Isthat the way you interpret it, Dr Parkinson? Let us clear this up.
Dr Parkinson—I interpreted it as a reference to the work of the AOFM and Treasury.
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ACTING CHAIR—If that isthe case, | think it should be withdrawn.
Senator CONROY —I will happily withdraw it.
ACTING CHAIR—Thank you. Next question.

Senator CONROY—I was asking about foreign exposure. As the swaps have matured,
you have taken out new exposure through forwards. That is just a fact; that is what ‘forward
is.

Mr Allen—As | have said before, we do engage in forward but they are not increasing the
net exposure of the portfolio. All we are doing istransferring from one period to ancther.

Mr M cCray—We have used the terms ‘ a defined, orderly, rundown schedule’ on a number
of occasions here. Swaps, of themselves—in their maturities—do not run off in an orderly
fashion; they are lumpy. The forward foreign exchange contracts are used to smooth that
lumpy profile; they do not generate any new exposure.

Senator CONROY—Unfortunately, | think the problem here is not actually your
terminology. | think the problem here is that the Treasurer has said that he has ended the
policy but what in actual fact is happening is that that is not true. The problem here is the
Treasurer’s statement, because what is actually happening is you are using forwards to
maintain currency exposure whereas heis trying to give theimpression he has stopped it.

Dr Parkinson—I think that is an inaccurate reflection of (a) what the Treasurer has said
and (b) what is actually happening.

Senator CONROY—You are using them to delay the realisation of the | osses.

Dr Par kinson—And in months where there is less than the amount maturing, we are using
them to bring forward the losses. You cannot have it both ways.

Senator CONROY—No, the Treasurer cannot have it both ways. He cannot tell the
Australian public he has ended it, when in actual fact there is an ongoing policy. Whether it is
awell-managed, orderly policy, | am not disputing.

Dr Parkinson—There is no increase in the net exposure; the net exposure is falling every
month. What is happening is that in some months we are bringing forward the losses or gains
because there is not enough stock maturing to fit with our profile, and in others we are
pushing it off a month or two because there was an excess amount of stock. And it is being
done to ensure that the market is not disrupted.

Senator CONROY —I have a couple of questions that it is probably easier to take on
notice.

Dr Par kinson—I am happy to do so.

Senator CONROY—If they are able to be answered | would appreciate it. Can you
explain why these foreign exchange forwards were purchased? You have done some of that,
so | will happily move on. How many forward contracts were entered into? What was the size
of each transaction in Australian and US dollar terms? How does this compare to the size of
maturing swaps? At what forward exchange rate were these contracts executed? What was the
maturity of each contract? Have subsequent maturities been rolled over into new contracts
and, if so, on what terms, size, exchange rate, maturity et cetera? What impact did these
forward foreign exchange currency contracts have on the foreign currency exposure of the
portfolio? You are going to say zero, | presume. Did they increase or simply maintain foreign

ECONOMICS



E 560 SENATE—Legislation Thursday, 6 June 2002

currency exposure of the palicy as currency swaps matured? Are you happy to take all that on
notice?

Mr Allen—We are happy to take those questions on notice, although | would draw your
attention to a press rel ease that was made in conjunction with Treasury on our activities with
respect to cross-currency swaps.

Senator CONRQOY —I haveit.

Mr Allen—As you would see there, most of the details you were seeking confirmation of
are effectively outlined—

Senator CONROY—Well, thereisagraph.

Mr Allen—in that graph.

Senator CONROY —Buit the graph does not give me the details.

Dr Parkinson—We will take it on notice.

Senator CONROY —We want the actual specific numbers, okay? Thank you.
Senator SCHACHT—It islikearainfall chart. The drought came on the losses!

Senator CONROY —At February’s estimates, Mr Allen, you indicated that realised |osses
over 2001-02 were in the order of $200 million. Do you recall that conversation?

Mr Allen—I do, yes.

Senator CONROY—What are the updated, realised losses for 2001-02?
Mr Allen—I think that we have just covered that.

Senator CONROY—That was the same figure?

Mr Allen—Yes.

Mr M cCray—There was arealised gain in 2001-02, Senator.

Dr Parkinson—You might recall that when Mr Allen spoke to the JCPA he provided them
with a table that showed, as a rule of thumb, where outcomes would be based on a range of
shocks. That indicated that for every 1c increase in the US dollar the total gain—that is
realised and unrealised—improved by about $190 million. So relative to those numbers that
are in the portfolio budget statement—3$558 million—which was at an exchange rate of a bit
over 53c—

Senator CONROY —Are you trying to tell me that you have only lost $4 billion and not
$5 hillion?

Dr Parkinson—No, actually. | was waiting for this to come up. Before we go any further, |
have listened to more false commentary about this issue over the last three months than |
would have believed possible.

Senator CONROY —I thought Dr Henry and the Treasurer had written copi ous—
CHAIR—Order, Senator Conroy!

Senator CONROY —Welcome back, Senator Brandis!

CHAIR—Senator Conroy, let Dr Parkinson finish!

Dr Parkinson—I said to you, when | gave—Senator Conroy, | assume that we may as well
leave then.
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Senator CONROY —I have actually finished—in all seriousness.
CHAIR—Order!

Senator |an Campbell—Point of order!

CHAIR—Order! Dr Parkinson, please finish your answer.

Senator |an Campbell—Can | raise a point of order, please, Mr Chairman?
CHAIR—Yes.

Senator lan Campbell—The point of order is that a question was asked by Senator
Conroy, Dr Parkinson was seeking to answer it and Senator Conroy turned around, packed up
his books like a schoolboy just before the bell rings and is now conducting a conversation
with Senator Sherry. | think the minor courtesy for Senator Conroy isto at least pay attention
when the Treasury officer he has asked a question of seeks to answer it.

Senator CONROY—Could | just—
CHAIR—Order! No, | am not ruling on the point of order at the moment.

Senator CONROY—I take a point of order then: Senator Campbell actually is completely
wrong in what he just said.

CHAIR—Thereisno point of order.
Senator CONROY—In actual fact, | never spoke to Senator Sherry.
CHAIR—Order! Thereis no point of order!

Senator CONROY—So the only childish behaviour going on here is from Senator
Campbell.

CHAIR—Senator Conroy, | am speaking! Dr Parkinson, | have a statement: would you
please finish your answer.

Dr Parkinson—OQur position was put very clearly in the introductory comments when we
met last time. | am not going to rehash that, but | would make the point that the fact that this
policy may have generated $1 billion or $1%4 billion—who knows what the figure will be by
30 June this year?—no more validates the policy than the fact that it made a loss in any
previous year or in any two previous years. It is a policy designed for the long term. The only
point | would make about the $5 billion isthat it is entirely spurious to believe that you could
have liguidated $3 billion worth of gains and avoided $2 billion worth of losses, which is
where the $5 billion comes from. We can debate this for aslong as we like—

Senator CONROY—I am glad you acknowledge you are having a debate.
Dr Parkinson—Well, | do not think we are throwing much light on it!

Senator CONROY—I have actually finished this section. | would have thought that the
Treasurer and Dr Henry have made frequent interventions into the public debate on this, and |
appreciate your wanting to add to the public debate on it. Thank you.

Dr Par kinson—Thank you, Senator.

CHAIR—Dr Parkinson, do you consider that you and your officers have had sufficient
opportunity to put your position on the record in relation to the matters that you have
described as the * misrepresentations’ of what occurred at the additional estimates?

Senator SCHACHT—Thisisanew form!

ECONOMICS



E 562 SENATE—Legislation Thursday, 6 June 2002

Dr Parkinson—I do, and | thank you and the other senators for their indul gence.
Senator SCHACHT—Suit yourself, Senator Brandis; you are setting a new standard.
[2.18 p.m]

CHAIR—I welcome to the table officers of the Department of the Treasury, and we now
turn to outcome 3, Well functioning markets.

Senator SHERRY —I think we touched on this issue last time, Mr Ray. Schedule 10B of
the regulations made under the Financial Service Reform Act 2001 requires superannuation
funds to disclose what is known as their ongoing management charge, commonly known as
the OMC, as a percentage of their product disclosure statements, commonly known as the
PDS, subject to transitional provisions. Can you confirm that the OMC excludes entry fees,
exit fees and contribution fees?

Mr Ray—It excludes entry and exit fees.

Senator SHERRY—And contribution fees?

Mr Ray—What do you mean by ‘ contribution fees ?

Senator SHERRY —I mean commissions for the person selling a particular product.

Mr Ray—Asinthe entry fee?

Senator SHERRY —Yes.

Mr Ray—That is excluded. The commissions on investment are included.

Senator SHERRY—I was going to get to that. Can you provide an estimate—obviously
this would vary from product to product—of the proportion of total superannuation fees and
charges that would be excluded from the OMC?

M s Vroombout—As you say, it will vary significantly from fund to fund. Some have no
entry fee; some have no exit fees. It would be very difficult to give you an average of those
because they do vary so widely.

Senator SHERRY—On that point—I understand that it is not easy to do it—have you
carried out any consultation with industry and identified different products where clearly there
are significant, as in this case, entry and exit fees? What sort of proportion would these
products form of the total fee structure?

M s Vroombout—I think the point to make on that is that, in addition to the disclosure of
the ongoing management charge, schedule 10B also requires disclosure of entry and exit fees.

Senator SHERRY—I was going to get to that point. | want to deal with this issue of the
incorporation of fees and charges in the ongoing management charge. | understand disclosure,
and | will get to that a little later. Would Treasury agree that it is possible for a fund with
higher total fees and charges to have a lower OMC than one with lower total fees and
charges?

Mr Ray—That is simple arithmetic.

Senator SHERRY —But it can happen.

Mr Ray—It could happen.

M s Vroombout—Yes, it could happen.

Mr Ray—But Ms Vroombout's point isthat it all needs to be disclosed in the PBS.
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Senator SHERRY—I will get to what | see as a problem with the disclosure. | am dealing
at the moment with what is in the OMC. Does Treasury believe that a consumer comparing
funds on the basis of the OMC could be misled into believing that a superannuation fund's
fees are lower than they actually are?

M s Vroombout—What the disclosure requires, in addition to the OMC, is a statement that
the OMC is not a complete statement of fees and charges. In that context, the consumer
should be aware. They receive a warning that the OMC is not the complete answer.

Senator SHERRY—I am going to get to that. The warning that you refer to has some
interesting issuesin itsdlf. If a consumer reads the OMC then they may be misled.

M s Vroombout—If that is all they read.

Senator SHERRY—Have you done any consumer research—focus group research—on
the extent to which people are going to rely just on the OMC? Have you sat down and
analysed what people will do?

Mr Ray—We have not conducted focus group research but various industry organisations
have conducted various forms of research.

Senator SCHACHT—Insurance and the super industry have conducted research—not
independently.

Senator SHERRY—I know you areright, Mr Ray. | understand you have been consulting
with arange of organisations?

Mr Ray—Including consumer organisations.

Senator SHERRY —I know; | have met with consumer organisations. How do people who
are functionally illiterate read an OMC? | understand about 12 per cent of the population are
functionally illiterate.

Mr Ray—It is important that people get good advice. | think someone could read it for
them.

Senator SHERRY —I accept that. | think that is a good point. The functionally illiterate
cannot read the OM C—for obvious reasons—and there might be another proportion of people
who do not read it either, or do not understand it. They go and seek advice; it is logical to
conclude that they will pay for that advice, isn't it?

Mr Ray—That is not only logical but probably desirable.
Senator SHERRY —That they pay?

Mr Ray—Thereisaview that it is preferable for consumers to pay for advice directly in a
fee rather than through other forms.

Senator SHERRY—The issue | am getting at, though, is that if consumers in a category
cannot read it then the most effective way would be for them to pay for advice.

Mr Ray—Correct.

Senator SHERRY—Ms Vroombout, you started to touch on this issue. What purpose is an
OMC going to serve, given that the regulations prescribe that its disclosure should be
accompani ed by these words:

The ongoing management charge should not be taken as representative of the actual fee and charges and
expenses that will be borne by the individual.
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So what isits purpose?
M s Vroombout—To give you a broad indicator to enable you to compare funds but not to
compare for your own individual circumstances.

Senator SHERRY —But if consumers are going to the OMC—and that is the document
they are most likely to look at, we would hope—

Mr Ray—Wedll, they look at the PDS. The OMC is disclosed in the PDS.

Senator SHERRY—I will get to the broader part of the PDS shortly. The OMC, as |
understand it, is a document to provide some disclosure for comparability purposes. The
theory is: you sit down as a consumer, you have a number of OMCs in front of you and you
make an informed choice. That isthe theory, isn't it?

Ms Vroombout—Along with a range of other information. It is not just the OMC but a
range of other information.

Mr Ray—The OMC is a number.

Senator SHERRY—Yes. Do you have any idea of the number of pages there will bein the
product disclosure statements?

Mr Ray—In the examples | have seen there are quite a few.

Senator SHERRY—Quite afew. As | understand, it could be 10 pages or 50 pages—it can
vary.

Mr Ray—It would depend on the complexity of the suite of productsin that statement.

Senator SHERRY—Will the ongoing management charge be on the front of that
document?

Mr Ray—No.

Ms Vroombout—I would not expect it to be but that would be ultimately up to the
particular product issuer. | would not expect it to be.

Mr Ray—The examples | have seen did not haveit on the front cover.

Senator SHERRY—Thank you, Mr Ray. | think that is accurate. The theory is that
millions of consumers—and | am talking here in the context of superannuation—get product
disclosure statements of varying lengths: 10, 20, 50 pages or whatever. | have seen some that
are actually a lot longer than 50 pages. Assuming they can read the document, they then have
to identify this ongoing management charge, which does not give the total fee and charge.

Mr Ray—Caorrect, but, as Ms Vroombout has explained, the other fees and charges also
have to be disclosed in that document.

Senator SHERRY—I am going to get to the other fees and charges and the way they are
disclosed in a moment. We have an ongoing management charge but it is not a total expenses
ratio, isit?

M s Vroombout—No, it is not.

Senator SHERRY—No, because the ongoing management charge excludes a number of
fees which we talked about earlier. So the consumer gets the document, whatever the length
is, and then attempts to identify the ongoing management charge—and let us assume that they
can identify that—in the various product documents in front of them. They then further have
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to identify, in each of the product disclosure statements, the additional fees and charges, don't
they?

Mr Ray—Yes.

Senator SHERRY —Let us assume the consumers have gone through this process. They
have these documents in front of them; they have been able to identify the ongoing
management charge. Let us assume they have that figure. They then go to a different page, or
pages, in the document and identify the other fees and charges that are not in the OMC. How
could a consumer work out the total expenses ratio?

Senator SCHACHT—Itisimpossible.

Mr Ray—The total expense ratio would depend on the individual consumer’s
circumstances.

Senator SHERRY —Yes, | know that. Of courseit would.
Mr Ray—So it israther difficult to have that in the document.

Senator SHERRY —That is the next level of issue that | was going to get to. Assuming
that they have found the OMC, in a document of whatever length, consumers are then
expected to identify the additional fees and charges—whatever they may be—and to work out
what a total expense ratio is. | put it to you that that is going to be difficult for a significant
number of consumers, isn't it?

Senator SCHACHT—Do you reckon everyone in Treasury could work it out? That would
be a good thing to start with.

Mr Ray—I do not think that any of us would suggest that these decisions are not complex
decisions for consumers. What the government has endeavoured to do is provide a degree of
comparison that did not exist before these arrangements and it has endeavoured to provide a
more comparable disclosure regime across financial products.

Senator SHERRY —You used the word ‘ endeavour’.

Mr Ray—The feedback that we have had, including from consumers, is that that
endeavour has been successful.

Senator SHERRY —I do not think that is accurate, from the conversations that | have had
with them.

Mr Ray—I do not think that we are saying that that makes these sorts of decisions trivial;
they are difficult decisions.

Senator SHERRY—I think you are right, Mr Ray. Can | give you a couple of pretty
frightening figures? | have just seen some research from the British Consumers Association
on leves of financial literacy. The figure that threw me—and | have no reason to believe that
Australia is any different, because levels of financial literacy and levels of functional literacy
in the UK are very similar to those in Australia—is that 50 per cent of people surveyed did
not know what ‘50 per cent’ was. That is a pretty startling figure, isn't it?

Mr Ray—I have not seen the study, so | cannot comment on the methodology, but | have
seen similar studies in Australia which suggest that a large number of consumers have
difficulty in understanding a percentage. That is why there is a requirement that it be shown as
anillustrative, dollar amount.
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Senator SHERRY—But the difficulty is that it is not a total dollar amount. It is not all-
encompassing in terms of the total expenses ratio. How is a consumer going to work it out?
The OMC isin adollar amount, right?

Mr Ray—Correct.

Senator SHERRY—Other fees and charges may be percentages. They are not
incorporated as part of the OMC, are they?

Mr Ray—Where they can be disclosed as a dollar amount, they are required to be.
Senator SHERRY —'Where they can be' ?

Mr Ray—If they can be disclosed, then they are required to be. If they cannot be
calculated as adollar amount, we cannot reguire it.

Senator SHERRY—That is what | find interesting, because percentages are widely used
in al financial products but particularly in superannuation, aren't they? | get an argument
from many people in the superannuation industry—whether it is correct or not, | do not
know—that they cannot show a percentage as aflat fee.

M s Vroombout—It might depend, for example, on the amount being contributed. The fee
might be a percentage of the amount being contributed. In an individual circumstance, you
cannot for each consumer in a PDS have a dollar amount if it is based on the amount
contributed.

Senator SHERRY—I think a lot of that isindustry spin; | am not suggesting that you are
spinning it. Let us accept that what you have put is the industry position: they cannot do it.
How do people usefully compare and work out a total expensesratio or total cost? They want
to know what the lineball cost of this product is. If you have an OMC which does not include
al the fees and charges, they have to find in the document the other fees and charges. That
may be a percentage, which the product provider saysit cannot produce as a flat fee. How do
they combine all of this to compare across four or five different products and come to a
conclusion to say, ‘Right, that product is more expensive than this product’ ? How do they do
that? | put it to you that it is very difficult.

Mr Ray—It may well be not that easy for some consumers.

Senator lan Campbell—It is a crucial issue, and it is very easy just to say, ‘We should
have this or that form of disclosure.’ In Australia we have had experience with disclosure in
prospectuses for securities. ASIC back in 1996 or 1997 did some research on how many
people actually read prospectuses, and the number was alarmingly low. We have had the
experience of the Uniform Consumer Credit Code—I think that is what it is called—where
anyone who goes to change their overdraft by a couple of thousand dollars gets given a lump
of paper 10 inches thick and is asked to sign a bit of paper saying they have read it. We have
had various experiences with regard to this issue. We have just had the consultation around
the Financial Services Reform Act and the disclosure that flows from that.

The point that you make, Senator Sherry, about what consumers can understand is a pivotal
point. You need to have information in front of consumers that they can actually read and
understand and that is relevant to them so that they can make well-informed decisions. Just
how you achieve that is particularly difficult. We have moved a helluva long way further
forward from where we were a year ago, and the government is obviously very interested in
seeing that objective—getting out quality information—met. Giving someone a 50-page
document about their superannuation is not going to achieve that. | do not think anyone will
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read a 50-page document. If you can get them to read a couple of pages of reevant,
understandable i nformation on which they can make a decision, potentially with the guidance
of afinancial adviser, then you are getting close to what people really need.

Senator SHERRY—Thanks for that, Minister. | am asking questions with respect to
superannuation disclosure. Superannuation—at least for employees in this country—is
compulsory, subject to the parameters of the SG legidation with respect to minimum salary
and that sort of thing, isn't it?

Mr Ray—Itis. The fees and charges on that are quite competitive.

Senator SHERRY —It varies from product to product, doesn't it?

Mr Ray—It does, but al of the studies we have seen suggest that it is more than 97 per
cent—Iless than one per cent—

Senator SHERRY—I agree with your comment. There are some dreadfully expensive
products—or products that are much more expensive than others—in some sections of the
market. It is interesting that that is in a regime where there is no deregulation or so-called
choice of superannuation, isn't it?

Mr Ray—Correct.

Senator SHERRY —Isn't it true that, from the international studies that have been done—
and the UK and Chile are two quite interesting examples of this—where you have a
deregulated consumer market for pension products, fees and charges are higher than in
Australia?

Mr Ray—I am not aware of a study which demonstrates that.

Senator SHERRY—I would say that is the case. But, if you are not aware of it, you are
not aware of it.

Mr Ray—Chile has a different approach to fees and charges.

Senator SHERRY —This 97 per cent | think is a reasonably accurate figure. There is no
choice in terms of superannuation funds for most people, at least in the retail market. Let us
take the example of public servants, and | do not want to go to your personal circumstances—

Mr Ray—It would not take you very long.

Senator SHERRY —Public servants arein the PSS or the CSS. The theory is that you have
these product documents. Public servants, along with millions of other Australians, will get
these product documents in front of them and, hopefully, they will make an informed choice,
won't they?

Mr Ray—We do not have any choice.

Senator SHERRY —But the theory is that, with product disclosure and deregulation, there
is the so-called choice option for superannuation. As a consumer, you will have to sit down
with these product documents in front of you; you will have to go through them and,
hopefully, you will make an informed choice. Isn’t that right?

Mr Ray—The intent of the disclosure regimeisto improve the ability to make an informed
choice.

Senator SHERRY —The issue of advisers has been mentioned. You have indicated that, if
a person does not understand, they are likely to go to an adviser. Isthat right?
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Mr Ray—You might want to ask Mr Knott this; but | think people would prefer that, if
they did not understand, they sought advice.

Senator SHERRY —I would certainly prefer that too. But the point | am getting at is this:
at the moment, under the structure of superannuation, you do not have to go to an adviser and
ask for technical financial advice, do you? In most cases, you do not.

Mr Ray—It would depend on personal circumstances—for example, whether or not you
are contributing more than the SG amounts.

Senator SHERRY —L et us take the case of public servants. Public servants do not go to a
financial adviser to get advice about the structure and the nature of the fees and charges on
their scheme, do they?

Mr Ray—Public servants quite commonly go to financial advisers to get advice about
what they should do withiit.

Senator SHERRY —What they should contribute?

Mr Ray—Yes.

Senator SHERRY—They do not go and ask about fees and charges, do they?

Mr Ray—Presumably that conversation would involve—
. Sengtor SHERRY—I hope they are advised that it is a pretty good deal—because it is,
isn'tit”

Mr Ray—The fees and charges on public servants are | ow.

Senator SHERRY—In connection with your comments that ‘people should go to an
adviser’, the number who will do that will obviously vary. It might be 10 per cent, 20 per
cent—who knows. But people will go to advisers and they will be charged for that advice,
won't they?

Mr Ray—One would expect that.
Senator SHERRY—Yes.

Mr Ray—I am not sure that | said ‘should’. If | did, | probably should have said that it
would be desirable.

Senator SHERRY—In some form they would be charged. They will be charged either
straightaway with some sort of fee or, as is happening in many cases, with an ongoing fee or
commission.

Mr Ray—Correct.
Senator SHERRY —That is common practice, as| understand it.

Mr Ray—Correct. Under the changes that the FSR Act introduced, how they are going to
be charged will be disclosed to them up-front.

Senator SHERRY —If they can find it in all this documentation.
Mr Ray—Itisnot inthe PDS; it isin a different document.
Senator SHERRY —Another document?

Mr Ray—That is correct, yes.

Senator SHERRY—So millions of Australians, under the theoretical concept of choice,
with deregulation of superannuation, will have to become involved in this process, won't
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they? When | last looked at the number of people who will become involved in this process, it
was about eight million.

Mr Ray—Just as they are involved in opening bank accounts or taking out mortgages.

Senator SHERRY—That is an interesting observation. But they are not compulsory. It is
not compulsory to open a bank account?

Mr Ray—No.

Senator SHERRY—I am now referring to the superannuation guarantee contribution,
which is the minimum amount required by law—and | am not going to refer here to voluntary
contributions where people really do, | think, sit down and decide whether they are going to
put in extra money. Do you think it is reasonable that the fees and charges, no matter how
they are charged, should be debited against the superannuation guarantee contribution?

Mr Ray—I think you are asking me for an opinion.

Senator SHERRY —L et us go back a step. Can you tell me what the end result is of a one
per cent fee and charge on the final accumulation of a person’s superannuation fund; what is
the impact, approximately? | am not going to hold you to the nearest per cent, but can you tell
me approximately what the impact is?

Mr Ray—Not off the top of my head, no.

Senator SHERRY—Would it surprise you that a one per cent fee and charge reduces the
final balance by at least 10 per cent?

Mr Ray—Depending on the term over which the person is a member of the fund, that sort
of order of magnitudeisall right. | would have to do the compounding, but yes.

Senator SHERRY—It is the compounding impact. You have put a reasonable parameter:
it depends on their length of time in the system, whether they are 20 years old or 40 years old.

Mr Ray—Yes.

Senator SHERRY—But one per cent has a compounding reduction of about 10 per cent. It
does vary, but that is about the average. Have you done any research that indicates whether
the general population knows that that is the case?

Mr Ray—We have not in Treasury, no. We are aware of some studies on thisissue, and we
think it is important, as do the government. That is why they want a competitive market: to
push those fees as low as possible.

Senator SHERRY—You made the point earlier that about 97 per cent of people are being
charged total all-up fees and charges of one per cent or less.

Mr Ray—That is from the studies | have seen.

Senator SHERRY —The remainder, three or four per cent—whatever the percentage is—
are people who are charged higher fees and charges, aren't they?

Mr Ray—Correct.

Senator SHERRY —I think that is consistent with the IFSA survey, the ASFA survey and
the Bateman University of New South Wales survey.

Mr Ray—The Bateman work is not a study on fees. It is a study on costs; it is a different
study. But it is probably fair to say that Dr Bateman’s work isin that sort of ballpark.

ECONOMICS



E 570 SENATE—Legislation Thursday, 6 June 2002

Senator SHERRY—I find it interesting that we have this quite small group who are
charged higher fees and charges—two to five per cent—which obviously has a much greater
impact on the long-term final balance in their superannuation accounts. Aren't these people
exercising choice at the moment? This is the group of people who are going out and picking a
product and being charged those particular fees because they can exercise choice.

Mr Ray—I am not sure about that. The 97 per cent that | was referring to concerned only
SG contributions.

Senator SHERRY —But | would suggest to you that this group is made up of people who
are purchasing individual products—often the self-employed, for example.

Mr Ray—I think it is likely—I stand to be corrected—that the higher charges are in retail
products. But those products are not strictly comparable with some of the large employer
schemes.

Senator SHERRY—Do you think it is desirable, from the point of view of either an
individual or the country’s retirement incomes system, that the policy parameters, whatever
they are, ensure that fees on superannuation do not go up?

Mr Ray—I think the government would say that, from a retirement incomes policy point
of view, it is desirable to have as competitive fees as possible. Whether that means they go up
or not depends on whether the costs of running the fund go up.

Senator SHERRY—S0, in respect of superannuation, the Financial Services Reform Act
is part of this competitive model that is being devel oped.

Mr Ray—Itis.

Senator SHERRY—My comments here are confined to superannuation. With this
competitive model that is being developed, can you give an undertaking that fees and charges
will not go up?

Mr Ray—The Financial Services Reform Act improves the disclosure of fees and charges.
It is not about determining the level.

Senator SHERRY —L.ink that in with the deregulation of superannuation products, this so-
called choice—because thisis part of the framework that is seen as critical for that, isn't it?

Mr Ray—Indeed. This framework was designed with a choice environment in mind.

Senator SHERRY —So we get this framework in place. Let us assume that this so-called
choice passes the parliament. Can you give an undertaking that fees and charges will not go
up—that they will go down as aresult of the alleged competitive pressure?

Mr Ray—Other things being equal, the more competitive the market, the lower you would
expect the feesto be.

Senator SHERRY —So0 you believe that fees and charges will go down?
Mr Ray—On a particular product, no, | could not comment either way.

Senator SHERRY —There is the overseas experience. With the United Kingdom, which is
the most directly comparable, isn't it true that the fees went up?

Mr Ray—I do not have personal knowledge of that, but what we do know is that the fees
in Australia have been coming down over time.

Senator SHERRY —I agree with you. It isin a controlled retail structure, isn't it?
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Mr Ray—What is driving that partly, of course, is the base.
Senator SHERRY —I do accept that. As a percentage, the base has gone up.
Mr Ray—There are economies of scale involved.

Senator SHERRY—Exactly. Isn't it true that fees and charges generally in a larger
superannuation fund are lower than fees and charges in a smaller fund? This is as a general
rule.

Mr Ray—I think there are economies of scale, but particularly in terms of the investment
management component of the fees and charges. In terms of the administration of the funds,
the processing of contributions and all of those sorts of things, it is pretty linear.

Senator SHERRY—There is a fixed administrative charge; | agree with you. But also,
importantly, there is a distribution cost, isn't there?

Mr Ray—In aretail fund?
Senator SHERRY—Yes.
Mr Ray—Yes.

Senator lan Campbell—Perhaps | could interrupt for a moment just to put in one small
note of caution. It may be the case that you get economies of scale with larger funds. But |
would not want small funds to be given a bad name because sometimes the investment
performance of smaller funds—which ultimately will have a much larger effect on the
outcome for the individual investor—will potentially have a much larger impact on the net
wealth, the wellbeing, the living standards of the individual investor or superannuant than an
argument over a percentage of the fees. Again, it would be a gross generalisation to say that
small funds outperform large funds, but there have been some large funds that have performed
very averagely or below averagely in Australia and there have been some smaller funds that
have performed very well. Over the previous five years, some superannuants and other
investors would have been a lot better off having their money in some of the smaller funds
than in some of the bigger funds. All | am saying is: let us balance the argument not just about
feelevels but also about investment performance.

Senator SHERRY—I had not got to the investment performance issue. Mr Ray, are you
aware of any investment return surveys that indicate how DIY funds do, for example, versus
what would be classified as small superannuation funds versus large superannuation funds?
Thisisinterms of investment return.

Mr Ray—I am aware of things like Morningstar and Assert and those sorts of surveys.

Senator SHERRY—Isn't it generally true that, for the majority of funds, there is not a
significant difference in long-term averages?

Mr Ray—I think the research shows that most funds perform pretty close to a benchmark
over time. But you need to be careful with that research, because it tends to suffer from
various statistical problems—survivor biased and those sorts of things.

Senator SHERRY—I accept that. In the last survey | saw, | think that 80 per cent of
superannuation funds have now what is called ‘investment choice’ ? There is a category, a
menu, where you can pick options within the fund for the placing of your funds.

Mr Ray—Itis certainly correct that that is quite common.
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Senator SHERRY—The latest statistic | have seen is 80 per cent. If a person is concerned
about investment return, if that is an issue for them and they are financially literate enough to
go around and search out the fund that is better, at the moment in 80 per cent of funds—
certainly it does not yet appear to be an option with 20 per cent—they can pick the investment
category they want their money to be placed in, if that istheir wish.

Mr Ray—I think that follows from what you have said.

Senator SHERRY—Is there any mechanism that will require the reporting of total fees
and charges to a regulator that can be accessed for statistical purposes to see what fees and
charges are being charged?

Ms Vroombout—In the member information provided annually, members will get

information about fees and charges. That information is also, along with fund information,
accessible to the regulator.

Senator SHERRY —But we have established that, at least for some people, it is a little
difficult to get to this total fee and charge information. Whether ASIC, APRA or whoever, is
there an organisation that will gather up this data and say, ‘Well, this is what the total fee and
chargeis, and thisis what is actually happening in reality’ ?

Mr Ray—There is not a regulator that is going to do that. But, as you know, the retail
sector and the wholesale sector are quite competitive, and the lead tables of these sorts of
things are published al the time.

Senator SHERRY—Yes, | understand that. But isn't it better to get a comprehensive
document, report or survey from a government authority rather than to have to rely on
surveys—I think thereis a bit of self-interest in some of those | have seen—from an industry
organisation? Isn't part of effective regulation and reporting being able to access
comprehensive comparable and unbiased statistical data?

Mr Ray—The material that | was referring to was not that which is prepared by industry
organisations. | guess | am a little hesitant about the question because you would need to
undertake a cost benefit analysis.

Senator SHERRY—You may or may not. But the fact is that at the moment you cannot
get it, can you?

Mr Ray—No; it is not costless.

Senator SHERRY —At the moment you cannot get that sort of data, can you?

Mr Ray—I am saying that at the moment, in the marketplace, there are sources of the sort
of data you are talking about.

Senator SHERRY—BLUt is there any government organisation—whether APRA, ASIC or
whomever—that at the present time gathers and publishes this data on fees and charges?

Mr Ray—No.

Senator SHERRY—APRA publish Super Trends, which is a pretty good document—it
has lots of investment, moneys going in, number of funds, and all that sort of thing—but there
is no published datain that document, for example, on fees and charges, is there?

Mr Ray—The Superannuation Working Group looked at this particular set of issues, and
some recommendations along the sorts of lines that you are proposing were floated in the
draft recommendations.
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Senator SHERRY—That has not carried through to finality yet; there has been no
government announcement about it.

~ Mr Ray—The government is still considering that report. That may or may not be a live
issue.

Senator SHERRY—I hopeitisaliveissue.

Mr Ray—They were draft recommendations, that were recommending—

Senator SHERRY—I am not expecting any comment on draft recommendations or what
the government may or may not do; we will see in due course what they do. | will conclude
and wish you all the best in this brave new world we have just been discussing.

Mr Ray—Thank you.

Senator SCHACHT—On and off over the last two or three years of estimates, | have
probably been making the mistake of asking the wrong agency my questions about consumer
advice on superannuation reporting. | have been doggedly pursuing APRA and ASIC, and
each of them kept saying it was the other | should be asking. Then today somebody gave me
the advice that actually you, Mr Ray, are the person | should be directing my questions to. |
wish they had told me this two years ago!

Much of my questions is related directly to what Senator Sherry said, but | am going to
take it on from more of a consumer perspective based on my own experience. | think my
experience shows a deficiency in consumer advice which | think is very simpleto fix. | do not
want to say they would scream like stuck pigs, but | am sure the industry will say that, if some
of the changes | am going to suggest to you were actually made, it would be the end of
civilisation as they know it—even though | think the changes are very modest.

Without naming the fund, | had a rollover fund from a previous occupation in the mid-
1980s. | put it into a well-known super fund—because otherwise you would have taxed me 30
per cent, which is fair enough—and every year | would get the annual report. A two-page
letter would come from the super fund saying, ‘ Your amount of money has gone up by $X,
these are the percentage figures for our management fees et cetera.’ | do not think | am one of
the unfortunate 12 per cent of the population who is functionally illiterate—I think | have
reasonabl e reading comprehension—but, by God, it was hard to work out.

The management fee was split into two levels: one fee set at up to one per cent for one pool
of management; the other had 0.9 per cent added on. When | read it, it was not clear whether
that was a percentage fee taken on the increase for the year of the actual fund or whether it
was being taken off the total amount of the fund. So | rang the fund on one of those goddamn
1800 numbers. | am sorry! Oh, the acting chair is not here, so he cannot call me out of order
for using that word. It was a bizarre conversation. All | said is, ‘1 want you to tell me, in
dallars and cents, for the year just ended how much those percentage figures meant.” | had
endless conversations. In the end | ignored the 1800 number. | used the fact that | was a
senator in order to get through the Kremlin wall to talk to the managing director. | said, ‘Why
can't you tell me, in simple dollars and cents, how much you have taken out? The excuse was
given that because there was a rolling increment of investment every day—money coming in
and out—they could not tell me. | said, ‘ Are you trying to say that you don’'t know how much
you have got coming in every day to pay the wages and salaries of all your staff? Surely you
must have a better accountancy system. Surely it is not impossible to write a software package
in your computer? They kept saying it was.
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For three years | tried. On the fourth year—after several battering phone calls—they
finally, after six weeks, sent me a letter to tell me in dollars and cents how much they had
taken out. | said, ‘| want that every year!” They said, ‘No, we can't doit.’ | asked, ‘Aren’'t you
required to do it? They said, ‘No, the law doesn't require it. What we are doing is what the
law requires.’ | think this comes back to what Senator Sherry said; that is, if 50 per cent of
people do not know what 50 per cent means, they would certainly know if 50 per cent meant
$637.58 one year and $857 the next year. Most people, even functional illiterates, could work
out what it is in dollars and cents. It may be easier to ring a couple of other super firms—
whichiswhat | did because | got atip off that another firm charged a dollar a week minimum
fee plus a small percentage. | found out that | saved—and thisis not a big fund—over $300 a
year. But if you compound that out, as Senator Sherry pointed out, over a 30-year life that is
going to be tens of thousands of dollarsin the lump sum or pension.

| tried thiswith ASIC and APRA, and they kept saying that | should try someone else. Are
you the person who can advise the Treasurer to change the law, the regulation or the
administrative decision, to tell the funds that each year—in that one page statement; not the
document that Senator Sherry described in 50 pages, which most of us would not
understand—

Senator SHERRY —That isthe new proposal.

Senator SCHACHT—when they send their annual reports they are required to tell us, in
dollars and cents, what was taken out. It is a long introduction, but | wanted to explain it to
you as you have not been through all the other hearings.

Mr Ray—I guess the answer to your question is yes.

Senator SCHACHT—You candoit?

Mr Ray—No, we are the people to ask.

Senator SCHACHT—I have been trying for four years!

Senator |an Campbell—Congratulations, you have madeit!
Senator SCHACHT—Hallelujah! Thank you very much, Mr Ray.
Senator |an Campbell—You can go now.

Senator SCHACHT—I made it on my last estimates! | am thankful for small mercies!
Would it require a change of legidation, a regulation, a disallowable instrument or an
administrative decision if the government chose to adopt the policy that | am outlining? Just
tell me, factually, which way isit?

Mr Ray—It is a regulation and the regulations require disclosure in dollars and cents
whereit can be done.

Senator SCHACHT—BuUt, from what | am told, no-one is disclosing it. They are all
saying they cannot do it. Even the new fund | went to said, ‘No, wecan't do it.” | battered that
bloke around and, finally, he told me in dollars and cents. Why can't they do it?

Mr Ray—Because it will vary depending on the balance in your account.

Senator SCHACHT—Aren't we at an age where al these characters run computer
systems? They have all got our accounts on a computer. Isn't it possible for one information
technology expert to write a software program for 350,000 people in this particular fund and
of this particular description? Surely they must know at the end of the year, for their own
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accountancy purposes, how much they have taken out to pay for the running of the service of
the fund themselves?

Ms Vroombout—They do know the total amount, but to attribute that to each individual
depending on their balance, which varies throughout the year, is a more complex process.

Senator SCHACHT—We can send a bloody rocket to the moon or to Mars and back, and
you are telling me that we cannot put a software program together that will do this?

Mr Ray—No, we are saying what the industry is saying.

Senator SCHACHT—Of course they would say that, wouldn't they?

Mr Ray—The question is: who would pay for it? And it would be the members.
Senator SCHACHT—They would pay for what?

Mr Ray—For the devel opment of the software.

Senator SHERRY—The surcharge cost a bit with regard to the development of software
in the superannuation industry but that was not an impediment to the policy, wasit?

Mr Ray—The government decided that the benefits outwei ghed the costs.
Senator SHERRY—That isright, and the industry went out and devel oped the software.
Mr Ray—Inthis case, the decision has been that the benefits do not outweigh the costs.

Senator SCHACHT—Are you trying to tell me that the costs in this case would be at a
level that would be a real burden on the individual—to have one software package designed
that would then last forever and a day? We are not building the Taj Mahal, the bloody Sydney
Harbour Bridge or something like that; we are talking about a software package.

Senator |an Campbell—I think it is an issue that the senator could easily take up with one
of the large industry funds.

Senator SCHACHT—I havetaken it up. That iswhat | am talking about.

Senator lan Campbell—Go and talk to them. Get them to say why they find it would be
burdensome for them to do it. As from 11 March, this government is requiring more
disclosure of fees in relation to superannuation than has ever been required in Australia
before. That is what has changed since last time we met: 11 March came and went and we
now have this new disclosure regime. We can talk about it endlessly, but it is probably worth
going along to one of the funds and having a meeting with them for an hour at the fund
headquarters. | think the issues you raise are quite legitimate, quite sensible and quite sound,
but | do not think we can progress things by arguing about it here—unless you think that the
government, by passing another law, can push another rocket to the moon.

Senator SHERRY—Why not?

Senator SCHACHT—Questions from Senator Sherry were about consumer protection
and consumer advice, which is the bottom line on this—not just for Chris Schacht but for
everybody. From the information that Senator Sherry has given, it is clear that we have the
distinct problem of consumers needing adequate advice because they do not understand the
document and they do not understand percentages. But they do understand dollars and cents.
If your fund charges you $650 and a bloke says, ‘| think that's a bit high,” and then someone
puts an ad in the paper saying that they can do it for $350, you would be a mug not to say,
‘“Well, I'm going to go and check out that mob and see if they're fair dinkum.” That is the
competitive market. But at the moment you never see an advertisement—I cannot recollect
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one—in a paper, on behalf of a super fund or an investment fund, which talks about dollars
and cents. It is always these percentage figures: two per cent or one per cent and the like. It is
like standing in quicksand: two per cent of what; one per cent of what? For an ordinary
consumer, talking in dollars and cents is the one thing that will always work. You have
cleared up one matter, Mr Ray, after four years of being in the wrong spot at the wrong time:
that you are the people who would make a policy decision, you would advise the government
and, if the government accepted your advice, the regulations would be amended.

Mr Ray—On the ‘two per cent of what? : that is required under the new regulations.

Senator SCHACHT—Yes, but it istwo per cent of —

Mr Ray—What.

Senator SCHACHT—AnNd this means that, if your fund grew by eight per cent for the
year, the two per cent would be of the eight per cent growth, or something like that?

Mr Ray—It depends what it is of.

Senator SCHACHT—But you are saying that it is there.

Mr Ray—Itisthere; it isrequired under these regulations.

Senator SCHACHT—That is at the beginning?

Mr Ray—No, it isin your annual statement.

Senator SCHACHT—It isintheannual letter | will get?

Mr Ray—Yes.

M s Vroombout—It should also say what it is a percentage of.

Senator SCHACHT—That is an improvement. | want to go to the next step: the
government changes the regulation for it. As for Senator Campbell’s suggestion, | have tried
to have the discussion and there is always this obfuscation and gobbledegook that the
computer cannot handleit. Ms Vroombout said about the daily that in aggregate they can do it
but not for separate individual accounts. They can separate individual accounts to send you
your report and to take the money out of yours on an annual basis, even though they might be
taking out that percentage figure on a daily shifting basis. | have raised all of that with them
and they have given me the same answer they have given you. | do not believe them. | do not
think it is too difficult or too expensive. | have discussed this privately with Senator Watson.
Heis chairman of the super committee, | think—is that right?

Senator SHERRY —Faor lifel

Senator CONROY—The distinguished chair.

Senator SCHACHT—Heisthe distinguished chair. He suggested | write to the committee
and looking at this particular angle could be a term of reference for the committee.

Senator lan Campbell—It is actually a term of reference, as | recall, before the Joint
Standing Committee on Corporations and Securities at the moment. With the introduction of
FSRA on 11 March, there has been a massive change to the disclosure environment for
financial products in Australia. | would be happy if Senator Schacht wanted to read a short,
easily understood summary of what we have done, because it is a huge thing. The complaint |
am getting more—from financial plannersright through to all of the funds—is, ‘L ook, can we
just bed down these changes.” They are having to bed down a significant new disclosure
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regime. We are going to keep it under review and the joint committee is going to be
scrutinising its i mplementation.

| am not saying the regime is perfect now, although it is much better than it was before 11
March, which is not to say that it cannot be improved. | would, if you wanted me to, give you
athree- or four-page briefing on what the new laws and the new regulations require. From the
government’s perspective, we are very keen to see—apart from anomalies and unintended bits
of bad drafting and stuff that comes up—the transition period, which goes for two years, stay
stable so that all of the funds and the investors can understand the new regime. Obviously,
through consultations through various means—my own consultations, ASIC's consultations
and the joint parliamentary committee's consultation—we will review what happens during
that transition.

Senator SCHACHT—Yesterday, APRA gave an answer to a question that | put on notice
in February, that they are going through a consultation at the moment, which they referred to.
That was in February and | got the answer about a month ago about what consultation is.
APRA isnot here anymore, so | cannot ask them.

Senator |an Campbell—Was it about disclosure statements?
Senator SCHACHT—Yes.
M s Vroombout—Was this that they review their annual returns information?

Senator SCHACHT—Yes, and they said they had had consultation in that area. Maybe |
could encourage them to have a look at that. There may be a chance to speak in the last two
weeks of the Senate on this.

Senator CONROY —There will be a disallowance motion.

Senator SCHACHT—I do not think | would disallow the regulation just yet, but there will
be a motion. | just want to put it on the record that | think this is very important for
consumers. It isthe most relevant piece of information you can give them to make a judgment
and therefore some calculations.

Senator |an Campbell—Senator Sherry, are you foreshadowing a motion of disallowance
for the Reps?

Senator SHERRY—No, Senator Conroy is.

Senator CONROY —It ismy portfolio area.

Senator |an Campbell—Has notice of motion been given yet?

Senator CONROY—No.

Senator lan Campbell—But there will be a notice to disallow the regulation?

Senator CONROY—I am seriously considering that as a possibility, but | am hoping to be
able to enter into some negotiations with you. You may get a tenor of that when we have a
discussion in a moment.

CHAIR—Are there any further questions on outcome 3?

Senator CONROY—Yes. | am looking at the legidation and the section to do with the
product disclosure statement main requirements, and information is set out of what is
required, and | am looking at your regulations in 7.9 and 7.11, about more detailed
information in product disclosure statements, superannuation entity or RSA. On what basis
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did you single out superannuation entities or RSAs? Were you directed to? Did you receive
advice to? What was the thinking behind only choosing super or RSA?

Mr Ray—At the end of the day the government doesiit.

Senator CONROY—I am quite happy for you to say the government gave you a direction
to that end.

Mr Ray—No, this is an issue which came up in the consultations we had on the
regulations on several occasions. The overarching requirements in the act are identical
whether it is a managed investment, a superannuation product or whatever.

Senator CONROY—That iswhy | am asking why it was that you singled out one section
of theindustry from the intent of the legidation, which was to cover the entire industry.

Mr Ray—Because there are some special characteristics with superannuation: (1) it is
compulsory, as Senator Sherry has aready mentioned;, (2) there are significant tax
concessions attaching to it; and (3) it has to be preserved. Therefore the decisions involved in
a superannuation decision are qualitatively different from the decisions involved in
purchasing a managed investment, for example. Those are the sorts of reasons.

Senator CONROY—So it is okay to provide accurate information to super product
purchasers but not to—

Mr Ray—No, the requirements in the act are the same whatever the product. What the
regulations do is provide more prescription of the type of information; there is no change in
the accuracy or otherwise.

Senator CONROY—Doallars and percentages, as Senator Schacht has just demonstrated
so ably, can be very misleading between the two outcomes. Did you receive a direction from
the government to only include superannuation?

Mr Ray—The government decided only to includeit.
Senator CONROY—So it was a government decision?
Mr Ray—At the end of the day, yes.

Senator |an Campbell—We make the policy.

Senator CONROY—I just wanted Mr Ray to say that it was actually you that gave that
order, Senator Campbell.

Senator |an Campbell—After very broad consultations—
Senator CONROY—With all the vested interests.

Senator |an Campbell——with the groups of stakehol ders.
Senator CONROY —Yes, al the stakeholders.

Senator lan Campbell—If you have any suggestions for people we should consult in
relation to financial services reform whom we have not consulted with, | am happy to receive
it.

Senator CONROY—Npo, | am interested in the outcome.

Senator |an Campbell—No-one could possibly accuse the government of not consulting
broadly on the Financial Services Reform Act during 1997 through to 2002.
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Senator CONROY—You hear the bits you want to hear and you ignore the bits you do not
want to hear; that is what it is about—' ook after the mates.’

CHAIR—Restrict yourself to questions please, Senator Conroy.

Senator CONROY—If you could restrict Senator Campbell to answering questions and
not giving commentary, that would be helpful too.

Senator lan Campbell—I think it is unfair to attack the consultation process, which has
been widely regarded by the Australian community and | do not think anyone apart from
Senator Conroy would have the audacity to attack it.

Senator CONROY —If you want to give more commentary, that is fine, but if you want to
verbal me | am going to object.

CHAIR—Senator Campbell, you were saying?

Senator lan Campbell—I was trying to say that there are literally hundreds of people
across Australia in the community broadly, as well as within this government, who have
dedi cated thousands of hours to consultation on this. The Australian Labor Party seem to have
come to the debate not at five minutes to midnight but 10 past midnight, and now want to
criticise the process and have just given notice that they are potentially going to disallow the
regulations which are the result of extensive consultations. It is typical Labor Party form on
these issues.

CHAIR—Your next question, Senator Conroy?

Senator CONROY—I am not sure he was answering anybody’s question as he was
making his comments.

CHAIR—He was answering my question to invite him to eaborate on his clarifying
Statement.

Senator CONROY—Then | will elaborate on my question by simply responding—
CHAIR—You can ask any relevant question you choose.

Senator CONROY—You can ask any relevant he can answer, but | can only ask a
guestion you like? Is that how we are going to be partial in the chair?

CHAIR—NOo, you ask your next question.

Senator CONROY—Try not to embarrass yourself in the chair, Senator Brandis. | wanted
to talk about the review of the MIA, Mr Ray. | understand that Treasury has requested advice
and information from requested parties on certain issues relating to the regulation of the
managed investments industry, following the release of Malcolm Turnbull’s report on the
MIA. What information and advice are you seeking and from whom?

Mr Ray—I will answer in general terms. If you want more detail we can provide it. The
short answer isthat it isall available on our web site. The Turnbull report recommended that a
number of issues be further consulted on with ASIC and industry. The parliamentary secretary
instructed us to conduct those consultations on the issues that the Turnbull report sets out for
that process.

Senator CONROY —Whom are you consulting with and seeking information and advice
from?

Mr Ray—We have posted it on the web site.
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Senator CONROY—Have you listed all the organisations?
Mr Ray—No, we have sought comment through the web site.
Senator CONROY—lt isjust ageneral invitation?

Mr Ray—We also sent the material seeking further comment on those issues to all those
who made submissions to the inquiry. Anyone who had made a submission is being consulted
directly and the community at large has been invited to comment through the web.

Senator CONROY —Thank you. In his report, Mr Turnbull seems to have ducked the
issue of costs charged by the managed investment industry. His report states:

The ACA suggested that this Review of the MIA should consider, on the basis of independent research,
the movement in MERSs and fees generally for investors in the transition to the MIA regime.

It was not seen as therole of this Review to commission research into fees.
Isthat your understanding of the terms of reference?

Mr Ray—My vague recollection from when | read the report is that that is what the report
says.

Senator CONROY—Parliamentary Secretary? | think Mr Hockey did it before you
started.

Senator |an Campbell—He commissioned the report. As | recall from when | put the hill
through parliament, the government undertook to conduct a review after the transition period.

Mr Ray—Itisinthe act.

Senator lan Campbell—That was probably an amendment on the floor of the Senate, no
doubt. | received the report—

Senator CONROY—I am not holding you responsible for the terms of reference.

Senator lan Campbell—There is alot of commentary about the impact of the new regime
on fees. My feedback, although | am probably biased, is that in terms of the consumer, it
generally has had a beneficial impact on fees. Peoplein the trustees industry may disagree.

Senator CONROY—It isa pity that Mr Turnbull ducked the chance to prove your theory.

Senator lan Campbell—I would not have been averse to Mr Turnbull looking at that. The
key was to look at implementation issues and anything we can do to improve that. The
process that Mr Ray has described is one that the government wants to pursue. We obviously
want to look at how effective the act and the new regime have been since implementation and
to see whether they can be improved, without revisiting the core issue of the single
responsible entity structure. | think that that was a bipartisan commitment, from my
recollection, the last time | checked, even though Senator Sherry has told me that all policies
are now up for grabs.

Senator CONROY—Thanks for that.
CHAIR—Mr Ray, were you about to say something?

Mr Ray—One of the issues is that the timing of the review was determined by the Senate.
It took place pretty quickly after the end of the transition period. Therefore, to get the relevant
data to test the sort of hypothesis you have would be quite difficult.

Senator CONROY—I do not have a hypothesis; | was just interested in finding the result.
I think, to be fair, Senator Campbell, you and | debated this on the floor of the chamber back
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in 1998 so we are both familiar with the debate. One of the issues that was heavily canvassed
in that debate was the question of what would happen to fees. | was certainly surprised that
fees were not specifically included. You have made the point that, in your view, from what
you were told anecdotally, there is a success story. | am offering you an opportunity to prove
that success by asking Treasury to include the issue of costs and their movements in MERs in
the review that they are conducting right now.

Senator lan Campbell—I am happy to ook at evidence. There are a couple of issues, to
be practical, that you need to consider. One is that there were definitely transition costs from
any funds, soit is hard to make assessments. | know IFSA claimed—

Senator CONROY —Industry claimed it!

Senator 1an Campbell—IFSA, who were very supportive, as we all know, of the reform,
were claiming within months that fees had come down. | do not accept those without
challenge. It is nice to see. | hope the people got the benefit of it, but the government never
claimed that that was one of the core drivers of the policy. The core driver was to ensure that
the responsibility was sheeted home to one entity as a consumer protection measure as much
as anything else. So if we get reductions in fees then that will be a bonus. The government is
happy to get—

Senator CONROY—As | said, here is the opportunity to prove the anecdotal evidence.
You can, here on transcript in front of everybody, ask Mr Ray to incorporate a review.

Senator lan Campbell—And | could say, ‘I told you so' if | am right and ‘Sorry’ if | am
wrong.

Senator CONROY—Please. And you will be able to say you told the trustee companies
so. But here is your chance to put it to bed. Trustee companies have maintained this for years.
You would argue—and | think you did at the time—that there is a bit a vested interest, and |
think that isafair call. Equally, IFSA had a bit of a vested interest, which | think is afair call.
But here is your chance to put it to bed. Invite Mr Ray to include fees and charges, MERs, in
the review heis conducting at the moment.

Senator lan Campbell—He is not doing a review. What Treasury are doing for me is
consulting on the Turnbull report so we can bring forward recommendations for any further
reform of the law if required.

Senator CONROY—BUut as | have said, the Turnbull report did not look into this area.
You have the opportunity to—

Senator lan Campbell—Look, | am happy to seek advice on whether the Treasury, on
balance, thinks there have been reductions on fees. It is quite a legitimate question to ask,
quite legitimate.

Senator CONRQOY —I thinkiitis.

Mr Ray—One of the reasons that Mr Turnbull might have decided not to pursue that was
what | alluded to earlier. The Managed Investments Act commenced on 1 July 1998 with a
two-year transition. The review was required to be taken and compl eted within six months of
the third anniversary. And, as | think the data in the report show, what happened through the
transition period is that more and more institutions entered the new regime and most of them
cameininthelast six to 12 months. That would mean that you only have one data point for a
lot of those funds.
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Senator CONROY—If we did it now—it is six or eight months since Mr Turnbull started
looking at it—we might have another data point by then.

Mr Ray—BYy the middle of this year, for all the funds, we would have two data points.

Senator CONROQOY —The next time we will see you, in this forum, is probably estimates,
but | think you are going to end up in front of the corporations and financial services
committee on this very matter because we are holding areview.

Senator |an Campbell—A review of the review of the review.

Senator CONROY —Unfortunately, we probably do not view hiring the Liberal Party’s
federal treasurer as someone to go around and have a chat to the big end of town about what
the government has done—

CHAIR—Senator, you are casting aspersions on an individual and that is quite disorderly.

Senator lan Campbell—It is not actually, because we did not hire the federal treasurer of
the Liberal Party to do it.

Senator CONROY —1I reckon you could find him a seat in Queensland.
Senator |an Campbell—We did not hire the federal treasurer.

CHAIR—Senator Campbell makes that point; Senator Conroy, would you move to your
next question please.

Senator CONROY —Thanks for giving me running commentary on what | am allowed to
ask, again, Senator Brandis.

CHAIR—NOo, | aminviting you to move to your next question.
Senator CONROQY —I will happily doit.

Senator |an Campbell—I am sure Mr Hockey could have asked Ron Walker to doit, but |
do not think he would have attempted it.

Senator CONROY—Yes, Ron was probably busy raking money off the state government.
CHAIR—Senator Conroy, move to your next question please.
Senator SHERRY —I did not realise it was Malcolm Turnbull.

Senator CONROY—The Malcolm Turnbull. Mr FAI, himself. He might have actually had
to review his own profits. How much was Mr Turnbull paid? | think it was actually a minimal
amount.

Senator |an Campbell—You would be very surprised.
Mr Ray—It was gratis.

Senator CONROY —Yes, | think it was either minimal or freg, so it was actually an act of
generosity—perhaps in penitence to all those poor HIH shareholders that have lost their
money.

CHAIR—Moveto your next question, Senator Conroy.
Senator SHERRY —I thought Watto would be a good person.

Senator CONROY—I will do some of those issues when you appear before the
corporations and financial services committee. Hopefully we will get some evidence on this
as wdll, but if you do have any evidence that would be helpful to the committee—if there is
anything you can accumulate between now and when you appear before the committee—that
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would be helpful. | move to the HIH claim support scheme; the name Turnbull comes to mind
yet again. Can you imagine putting Malcolm Turnbull in charge of looking at fees? There are
someironiesin this world.

CHAIR—I indicate that | propose to take a short afternoon tea adjournment at 3.45.

Senator CONROY—I understand that the HIH Claims Support Scheme Ltd is a public
company which, under a contract with the Commonwealth, administers the support scheme
for policyholders who suffered aloss when HIH collapsed. Is that correct?

Mr French—Yes.

Senator CONROY—More precisely, what services is HIH Claims Support Scheme Ltd
contracted to provide?

Mr French—The Commonwealth has a contract with HCSL to assess digibility for
policyhol ders who make applications to the scheme.

Senator CONROY —What payments have been made to the services provider under the
contract to the Commonwealth?

Mr French—I think they are, to date, in the order of $11 million.

Senator CONROY—On what basis is the payment to HIH CSS made—on a per claim
basis or on alump sum basis?

Mr French—HCSL provides a budget to the Commonwealth annually. That is assessed by
the Treasury, and funds are paid to HCSL on a monthly basis.

Senator CONROY —I would like to understand how the scheme operates. Isit correct that
if an HIH policyholder has the relevant claim, they apply to HIH CSS to assess their
digibility for assistance? Is that right?

Mr French—That is correct.

Senator CONROY —Can someone other than a policyholder make a claim?
Mr French—No.

Senator CONROY —What about a beneficiary under a policy?

Mr French—No.

Senator CONROY —So only a policyholder—

Mr French—As | understand it, if a policyholder has died a third party beneficiary may
make aclaim.

Senator CONROY—If the only service provided is to assess digibility, who manages the
claims and makes payments to the policyholders? Is that separate?

Mr French—That is correct.
Senator CONROY —You do those aswell?

Mr French—No. There is a series of agreements that HCSL has with claims managers
who manage the claims on behalf of HIH, so they are the people who are assessing the claims
themsel ves.

Senator CONROY—I amtrying to make sure | have got the legal structure right. Does the
person making the claim then assign all their rights under the insurance policy to HIH CSS
who then manages and settles eligible claims?
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Mr French—Could you repeat that?

Senator CONROY—It is complex so | am happy to repeat it and try to speak more clearly
for you. Does the person making the claim then assign al their rights under the insurance
policy to HIH CSS who then manages and settles eligible claims, or is there another step?

Mr French—That is correct. If they have avalid claim it is paid by the scheme. They then
assign their rights in the liquidation to the scheme. Ultimately the Commonwealth would be
the beneficiary of any recoveriesin thefinal liquidation.

Senator CONROY—Down the track. If a beneficiary under a policy can make a claim,
how then does a beneficiary assign the policyholder’s rights under the insurance policy?

Mr French—I" m sorry, Senator—

Senator CONROY—It isall right. | keep looking down as | am reading. | am sure | am
mumbling into my beard. If a beneficiary under a policy can make a claim, as we agreed
earlier, how then does a beneficiary assign the policyholder’s rights under the insurance
policy?

Mr French—I| am not sure | can answer that question; perhaps | could take that one on
notice.

CHAIR—Perhaps that is because the question does not make sense. Isn't that right,
Senator Conroy?

Senator CONROY —Would you be able to help me—

CHAIR—Would you like me to read your questions out for you?

Senator CONROY—No. | think it does make sense; | am just pondering how you think it
does not. We are talking about a beneficiary. How does a beneficiary assign the policyholder’s
rights under the policy? In this case, they are dead.

Ms Welch—Beneficiaries under an HIH policy cannot make a claim; it is only the
policyholder that can make a claim unless the policyholder has died, for instance, or a
company has been deregistered. This is the same as normal claims under normal insurance

policiesin general law. If a person gets in under those circumstances a specia assignment of
rightsis drafted and that is what is used.

Senator CONROY—And that would solve my problem. Does that make more sense,
Senator Brandis?

Ms Welch—It depends on the individual circumstances; it is drafted on a case by case
basis.
Senator CONROY—Coming back to the case of a policyholder, if one of the insurance

companies such as Alliance is chosen to assess the claim, do they then finalise the insurance
claim and authorise payment on valid claims or is that processed through HIH CSS?

Ms Welch—The claims managers are the ones that finalise the claims and make the
payments to the authorised beneficiaries

Mr French—And they then seek the funds from HCSL.
M s Welch—It is a part of the agreement that they have—to provide that service.
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Senator CONROY—Can you expand on the function of the participating insurance
companies? Who are they and what is their job? | think you have probably covered a bit of
that already, and | suspect from my notes that Allianceisinvolved, but who else isinvolved?

Ms Welch—There is QBE, Royal & SunAlliance and Insurance Australia Group. Do you
want to know the particular kinds of claims that they deal with?

Senator CONROY—If itisalonglist | am happy to take on notice.
MsWelch—Itisnot alonglist.

Mr French—QBE essentially handle liability claims; Alliance handle claims which relate
to the short tail business—the home and contents types of policies—and RSA handle salary
continuance claims.

Ms Welch—The Insurance Australia Group handle claims where there is a conflict of
interest for the other claims managers.

Senator CONROY—When Minister Hockey announced this scheme, he said

The HIH assistance scheme will offer to claimants 100 cents in the dollar for certain claims, and will
offer 90 centsin the dollar for other claims.

| am presuming that he used the word ‘ certain’ in this context to mean claimsthat are certain.
Mr French—No.

Senator CONROY —I ask you then to give me an interpretation of what the minister mean
when he said the word ‘ certain’, because it obviously has two different meanings.

Mr Ray—It meant ‘particular’.
Senator CONROY —In the notes for the applicants form that the HIH CSS give out it says
that the scheme will pay either 100 or 90 per cent of the amount which the insurer would have

been obliged to pay. Is there a difference between that statement and Minister Hockey's
statement?

Mr French—The numbers mean that the scheme pays 100c in the dollar for personal
injury claims and that 90 per cent is paid for other claims.

Senator CONROY —After liability has been established by a court, can HIH CSS delay,
frustrate or negotiate with the injured party under the contract for an amount less than 100c or
90c—as relevant—in the dollar? Are you in the haggling business, like insurance companies
sometimes are?

Ms Welch—They have an obligation to provide services in the management of claims as
per insurance industry practice and as per HIH policy. They do this on behalf of the liquidator.

Senator CONROY—So their job isto haggle then?

MsWelch—Their job isto provide the same service as an insurance company would.
Senator CONROY —That bad!

M s Welch—Exactly.

Senator CONROY—Do different administrative arrangements apply between digible
claims supported by a court judgment and those not subject to a court process or yet to goto a
hearing? If not, why not?
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Ms Welch—Can you clarify what you mean ‘administrative arrangements'? Are you
talking about the management of the claim or the administration of the payments? Do you
have a specific thing in mind there?

Senator CONROY —I have an individual case in mind but | am trying not to get into the
details of theindividual case. | am talking about the management of the claim.

Ms Welch—The management of the claim is as per insurance industry practice. If
insurance industry practice is that it will be managed in the same way, or differently, then that
is the way that they manage these claims.

Senator CONROY —How long do you anticipate it should be, on average, for a claim to
be submitted, assessed as €ligible and a payment made to the claimant?

M s Welch—Thereis no time frame.
Senator CONROY —Please do not say ‘as per normal industry practice’.

Ms Welch—There are short tail claims and there are long tail claims; as you are probably
aware, some of these claims can take many years before they are settled. The answer really is
‘as per insurance industry practice’ except that in this we have an extra process. That process
isto assess eligibility first before it goes to claims management.

Senator CONROY—Have you attempted to measure this to see how efficient the
arrangements are? Are you keeping any sorts of file notes—'this has taken five years; this has
taken six months, this has taken three months' ? Are you looking at any sort of benchmark?

M s Welch—As far as the claims management side of thingsis concerned?
Senator CONROY —Yes.

M s Welch—Claims management is conducted on behalf of the liquidator in the tripartite
agreements between HIH Claims Support Ltd and the claims manager and the liquidator. That
isaservice provided on the liquidator’s behalf.

Proceedings suspended from 3.48 p.m. to 4.01 p.m.

Senator CONROY—Are there any procedures under the contract for assessing the
performance and efficiency of the arrangements made with HIH CSS in assessing whether the
commitments made by the government to assist HIH policyhol ders are being met?

Mr French—Yes.
Senator CONROY—Would you please let us know?

Mr French—There are quite extensive audit rights for the Commonwealth under the
agreement.

Senator CONROY—Is it possible to obtain a copy of the contract between the
Commonwealth and HIH CSS? | ask because they are essentially doing a Commonwealth
program but they cannot be here.

Mr French—That is something | would like to take on notice.

Senator CONROY—If you could. In reference to the previous question, if you are not
able to give us the contract—and | would hope that you could—is it possible to get a
summary of those procedures of assessing the performance?

Mr French—Yes.
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Senator CONROY—What points of contact does a third party to an insurance policy have
in these arrangements? | am thinking of someone who was injured due to the negligence of a
person who had negligence insurance for that type of event under a policy with HIH. Who
should they ring?

M s Welch—Who should a third party ring?
Senator CONROY —Yes.

Ms Welch—The HIH support scheme was set up to assist HIH policyholders suffering
hardship. The purpose of the scheme is to provide that assistance to those eligible
policyholders, and the claims managers act on behalf of the policyholder. As with any other
insurance industry matter such as this, the third party’s rights are the same as a third party’s
rightsin any other insurance industry matter. What happens in these situations is that the third
party’s best way of getting information is to contact the policyholder’s lawyer. But you must
understand that the scheme is there to assist policyholders. Let me make the point that in
order for the liquidator to protect its reinsurance recoveries, and for us to be able to prove a
debt, the scheme must maintain the same practice that would happen within the insurance
industry.

Senator CONROY—You keep frightening me when you say that.

M s Welch—That is the way the scheme has been set up.

Senator CONROY—I am thinking of somebody who is a victim of negligence by an HIH
policyholder. Should they contact HIH CSS?

Ms Welch—The scheme has not been set up to assist anyone other than HIH
policyholders.

Senator CONROY—What about a victim of the policyholder?

Ms Welch—Someone who is a third party has a right to make a claim against a

policyholder. The way that they would get information would be to talk to the policyholder or
the policyholder’s legal representative.

Senator CONROY —If that third party is suing someone who has been assessed as eligible
for assistance, who would they contact in relation to serving court documents?

M s Welch—The policyholder’s legal representative.

Senator CONROY—Would it be appropriate for HIH CSSto give legal advice to a person
assessed as eligible for assistance?

Ms Welch—HIH Claims Support Ltd has been set up to provide an eligibility assessment
service, call centre et cetera. Legal representation is provided on instruction from the claims
managers, not on instruction from HIH Claims Support Ltd.

Senator CONROY—I guess they are getting close to providing the traditional level of
service from the insurance industry, from the sound of it. If | can refer to the press release
from Minister Coonan on 14 March 2002, it states that over $42 million in assistance has been
paid out to HIH policyholders since the scheme commenced in June 2001. That is only a
small proportion of the $640 million appropriated for the purpose?

MsWelch—That is right.

Senator CONROY —Are claims slow getting in? Is that what is causing the slowness, or
isit just the transition?
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Mr French—Since the last budget—
Senator CONROY —I know it has been reprofiled.

Mr French——we have arranged for an actuarial review of the liability that the
Commonwealth has taken on. We also took advice on the profile of—

Senator CONROY—Yes, | understand it has been reprofiled a little bit further out.

Mr French—Correct; and because there are a lot of long tail claims here, they could run
out for along period of time.

Senator CONROY—So it has not surprised you that it is only 42?

Mr French—I think the figure originally assumed for the first year was cash payments of
around $200 million. That figure has been revised to about $90 million.

Senator CONROY—Do you think you will meet the $90 million in payouts?

Mr French—To date $71 million has been paid.

Senator CONROY—So it has jumped up. It has almost doubled since that press rel ease?
Mr French—Yes.

Ms Welch—That figure includes management expenses and that sort of thing as well, so
that $90-odd million would include the management expenses for the year.

Senator CONROY —I appreciate that you say you have the actuarial report now. Do you
have any estimate of how long it will be before all policyholders have been assisted?

Mr French—It might stretch out for a very long period of time because of the nature of the
business.

Senator CONROY —I appreciate that it isalong tail and that it is very uncertain.

Mr French—It could run for 10 years or more.

Senator CONROY—Is the estimate till that $640 million of liabilities have been
assumed?

Mr French—No, the estimate is $598 millionintotal.

Senator CONROY—That is based on the actuarial calculation?

Mr French—VYes.

Senator CONROY—I understand that the HIH claims support scheme was changed
recently in relation to body corporates making claims. What are those changes and why were
they made?

Mr French—We do not believe there has been a change, but Ms Welch might like to
respond.

Ms Welch—What occurred was that when the scheme digibility guidelines were initially
put together, the particular circumstances of individual lot owners in residential and
commercial owners corporations were not taken into account. In order to give them equal
access to the scheme as individuals who meet certain criteria and as small businesses, the
government set about developing eligibility criteria to allow these lot owners into the scheme.
That criterion has now been finalised, forms have been designed and they have all been sent
out to lot owners.
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Senator CONROY—Do you know how many claims from body corporates were affected
by this, shall | say, finalisation?

M s Welch—What do you mean by ‘ affected by the finalisation’ ?

Senator CONROY —Presumably they were going through a process previously that has
varied alittle bit.

M s Welch—The process never varied.
Senator CONROY —The form changed, then.

Ms Welch—Owners corporations or bodies corporate—whatever you would like to call
them—have never been eligible for assistance as a group. As | explained before, when the
government realised that the eligibility criteria did not allow for lot owners to have equal
access, they developed guidelines for lot owners. Prior to that, owners corporations had
applied to the scheme, but it has never been government policy that they were eligible under
the scheme.

Mr French—In relation to your specific question as to the number, | do not know that we
would have that figure. We could take that on noticeif you like.

Senator CONROY—Body corporates were not eligible?

M s Welch—No.

Senator CONROY —But now the individuals within body corporates can apply?
M s Welch—They can apply to the scheme.

Senator CONROY—They can now.

Ms Welch—Yes. That does not mean that all lot owners are dligible, but they are digible
in the same way that individual small businesses or not for profit organisations are.

Senator CONROY—Do you know roughly how many? Were you getting hundreds or
1,000? Do you have a ballpark figure?

Mr French—I think | mentioned before that we would take that on notice.

Senator CONROY—I also understand that, when individuals make a claim, their
digihility is affected by whether the body corporate has acted as a prudent insured.

M s Welch—Prudent uninsured.
Senator CONROY —What does that term mean?

Ms Welch—A lot owner can apply to have their dligibility assessed and be told whether or
not they are eligible, but the owners corporation must, as you say, act as a prudent uninsured.
That means that they should take full care to ensure that the claim is settled in a reasonable
manner—that, if it is an ambit claim, it is defended and they act prudently. In other words, if
the claim is worth $20,000 and the owners corporation decides to pay $1 million then they
have not acted prudently.

Senator CONROY —I understand that Treasury will be providing secretariat support to
the review of the Trade Practices Act. How many Treasury officers will bein that secretariat?

Mr Ray—Nineintotal.
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Senator CONROY —Can you explain the process for determining the terms of reference?
Did Treasury undertake various consultations to determine the terms of reference and, if so,
with whom? Or was it just given them by the government?

Mr Ray—The government determined the terms of reference.

Senator CONROY—The government just handed them down. Four weeks have been
allowed for making submissions. That is quite a short period. What was the thinking behind
the four weeks?

Mr Ray—That is a decision for the review committee.
Senator CONROY—Sorry.

Senator |an Campbell—Anyway, | support their decision. As | think | said publicly in the
lead-up to the announcement of the make-up of the review committee, the fact that that
committee was going to be convened and would be making these considerations was well and
truly known.

Senator CONROY —The terms of reference were not well and truly known.

Senator lan Campbell—The broad terms of reference were announced prior to the last
éection, and they have not changed in much detail.

Senator CONROY—Do you think people should have gone ahead on an announcement
back in October, hoping that they did not change, and done a whole heap of work to then find
they may have changed. Do you think people held off until they saw the final terms?

Senator lan Campbell—We have not had complaints at all about the four weeks. If there
are any, please refer them to me. Just about anyone who has had an interest in this area has
made contact with me, as you would imagine, over the past few months. My assessment is
that all of those people are very well prepared for the review, and | would be surprised if any
asked for an extension of the time to put in their submissions. But if anyone has a complaint,
please let me know.

Senator CONROY—You have given a commitment that if anyone needs that extension
they can haveit.

Senator lan Campbell—No, | have not. | said that if anybody has complaints about the
four-week period they can come to me. We are very keen to get the review done in good time.
Very good people have been appointed to the review. No-one has criticised the process yet
but, if they want to criticise the process, | ask them to please complain to me. | am happy to
accept criticism and deal withit.

Senator CONROY—Maybe | misheard you but | thought you indicated that you would
consider an extension if somebody approached you. | may have misheard you—

Senator lan Campbell—Yes, you did. The committee is running the process and | have
total faith in the committee.

Senator CONROY —So you think that it allows sufficient time for people to pull together
their submissions?

Senator lan Campbell—Yes, | do. The point | am making is that most people have been
working on this since October or November last year. | have spoken to people at the rate of
two or three people a week in the last six months. They are the sort of people you would
expect to have a strong interest in this review and they have all welcomed the terms of
reference and the make-up of the committee.
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Senator CONROY —So would late submissions be accepted?

Senator lan Campbell—The committee are setting down the process and | have faith in
that process.

Senator CONROY—I will take that as a no. What will be the process after submissions
have been submitted?

Mr Ray—Again, that really is a matter for the committee to determine.
Senator CONROY —Isthe secretariat here?

Mr Ray—No.

Senator CONROY —No-one from the secretariat is here?

Mr Ray—No.

Senator CONROY—Do | need to call them separately? Are they part of your unit? Or isit
just an accident that they are not here?

Senator |an Campbell—We made a commitment to set up an independent review. You do
not want it to be independent? You want Treasury to run it? What is the Labor Party’s beef
here? Do you want an independent review?

Senator CONROY—I amjust trying to understand the structure—

Senator |an Campbell—We have committed to an independent review and we have set up
an independent committee.

Senator CONROY—BLUt it is serviced by Treasury, so | was asking whether we are
allowed to call the secretariat.

Mr Ray—The secretariat is there to serve the review committee. Decisions in terms of the
process are matters for the review committee, not for the secretariat.

Senator CONROY—So can | call members of the committee, then? You cannot spend
public money and say that | cannot call anybody. There must be somebody | can call.

Senator |an Campbell—The committee is running the process.
Senator CONROY—Areyou saying that | am entitled to call the committee?

Senator lan Campbell—The government has asked the committee to conduct a review
around some terms of reference and to report to the government before the end of the year.

Senator CONROY —I appreciate that. The Board of Taxation is an independent board, but
| have the secretariat of the Board of Taxation appear at the table. Are you telling me that |
cannot call the committee?

Mr Ray—It is not usual, Senator, as you know, for review committee secretariats to be
called in the estimates process. If you have some questions on their estimates, we will
endeav