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Committee met at 9.04 am

CHAIR (Senator Eggleston)—I declare open this third public hearing of the Senate Economics References
Committee inquiry into the government’s economic stimulus package. So far we have heard from a variety of
academic economists, the Governor of the Reserve Bank and representatives of the business community.
Today we will hear from the Secretary to the Treasury, Dr Ken Henry. We welcome Dr Henry here today and
thank him for his cooperation in providing answers to questions which were provided on notice.

These are public proceedings, although the committee may agree to a request to have evidence heard in
camera or may determine that certain evidence should be heard in camera. | remind the withesses that in
giving evidence to the committee they are protected by parliamentary privilege. It is unlawful for anyone to
threaten or disadvantage a witness on account of evidence given to a committee, and such action may be
treated by the Senate as a contempt. It is also a contempt to give false or misleading evidence to the
committee. If a witness objects to answering a question, the witness should state the ground upon which the
objection is taken and the committee will determine whether it will insist on an answer, having regard to the
ground which is claimed. If the committee determines to insist on an answer, a witness may request that the
answer be given in camera. Such a request may also be made at any other time.

I remind members of the committee that the Senate has resolved that departmental officers shall not be
asked to give opinions on matters of policy and shall be given reasonable opportunity to refer questions to
superior officers or to a minister. This resolution prohibits only asking for opinions on matters of policy and
does not preclude asking questions for explanations of policies or factual questions about when and how
policies were adopted.
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[9.06 am]

GRUEN, Dr David, Executive Director, M acroeconomic Group, Department of the Treasury
HENRY, Dr Ken, Secretary, Department of the Treasury

McDONALD, Mr Tony, General Manager, Department of the Treasury

McKISSACK, Mr Adam, Principal Adviser, Forecasting, Department of the Treasury
MORLING, Dr Seven, General M anager, Department of the Treasury

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

CHAIR—As | said earlier, Dr Henry, we thank you for your written responses to some questions provided
by the committee, and we ask if you are agreeable for those answers to be made public.

Dr Henry—Yes, Mr Chairman, | certainly am.

CHAIR—Thank you. In that case, they will be published on the website of the committee. Would you like
to make an opening statement, Dr Henry?

Dr Henry—If | could, please, Chairman.
CHAIR—Yes, please proceed.

Dr Henry—Thank you. | thank the committee for the opportunity to represent here this morning the views
of the Treasury at these hearings. Our understanding of the purpose of thisinquiry isfor the committee to gain
a better understanding of the effectiveness of the economic stimulus initiatives announced by the government
since October 2008. We understand that the committee is also interested in whether changed economic
circumstances provide a case for a change in therollout of the economic stimulus.

The committee, as you have noted, has asked for information from the Treasury on our budget estimates of
the size of the stimulus and impact on economic growth and employment, and we have provided a paper
outlining this analysis. Obviously, we are happy to take questions on that analysis. Before taking those
guestions, | would like to offer some brief opening remarks.

The first point is that we will never know the precise impacts of the fiscal stimulus on the economy. The
Australian economy has been through a period of unprecedented turbulence in the global economy, and that
has impacted on the Australian economy through a number of channels. The policy response to the global
crisis has been broader than the fiscal stimulus measures, with a substantial easing in monetary policy
contributing to the macroeconomic stimulus. We have also seen significant movements in the exchange rate,
most of which we would judge to be unrelated to domestic policy settings. While it is difficult to disentangle
these various factors impacting on the Australian economy, the Treasury has produced its best estimates of the
effects of the fiscal stimulus. Those estimates have been informed by economic modelling within the
department, by international experience, by data from the Austrian Bureau of Statistics and by some private-
Sector surveys.

The paper that we have provided to the committee details how these estimates have been prepared. In
summary, it notes that around $79 billion of what may broadly be characterised as fiscal stimulus measures are
expected to impact on the economy over three years from 2008-09 through to 2010-11. The stimulus is
estimated to have contributed one per cent to GDP growth in 2008-09, and it accounts for all of the economic
growth in Australiain that year.

At budget we estimated the stimulus would add a further 1.6 per cent to GDP growth in the present year,
2009-10, and that the stimul us would then unwind and its impact on the economy would unwind as a recovery
in private sector activity took hold. Higher gross domestic product associated with the stimulus was estimated
at the time of the budget to support around 210,000 jobs and to reduce the peak unemployment rate by 1¥
percentage points. In broad terms, the experience since the budget has supported our original estimates of the
impact of the fiscal stimulus. So far these effects have largely been through the stimulus to household
consumption from the cash payments.

Without this stimulus, we estimate that the economy would have contracted not only in the December
quarter of 2008 but also in the March and June quarters of this year. Our estimates of these impacts are based
on internal modelling informed by studies of the effects of fiscal stimulus by the International Monetary Fund,
the OECD and arange of academic researchers. They are corroborated by ABS data, by private sector surveys
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on how the stimulus was spent and by an examination of the experience of countries that have not had such a
large stimulusin place.

As the committee would be aware, the government has not published updated forecasts since the budget. It
will do so in the Mid-Year Economic and Fiscal Outlook update, but it is no secret that the next set of
economic forecasts will likely include stronger forecasts of gross domestic product growth and a peak
unemployment rate lower than the 8% per cent that was forecast at the time of the budget. Much economic
data released since the budget has been more favourable than we or indeed others expected. Business and
consumer confidence in particular have proved to be remarkably resilient. Australia’s export performance has
also been surprisingly strong through the global recession.

There are therefore good reasons to be more optimistic than we were a few months ago. But we remain
rather cautious about the near-term outlook. The world recovery is only in its early stages. Those el ements of
domestic demand that have performed the strongest have been assisted by fiscal and monetary stimulus and, in
particular, household consumption and parts of business investment have been greatly assisted. Evidence of a
self-sustaining recovery in private activity remains tentative at this time. Consequently, while there are both
upside and downside risks, our expectation is that the Australian economy will continue to grow below trend
for the next year or so.

Some forecasters, as you are aware, are expecting stronger outcomes. Even so, all credible forecasters are
expecting the economy to continue to operate below its productive capacity in the next year or two, even
taking into account the stimulus till to come. The IMF forecast released last week showed growth of 0.7 per
cent for the Australian economy in 2009 and two per cent in calendar year 2010, and those growth rates are
obvioudly still well below trend. The IMF forecast a peak unemployment rate of seven per cent in 2010, well
above that consistent with full employment, all with the risk of emergent inflationary pressures. The IMF also
reinforced the need for continued macroeconomic stimulus to support the recovery. They presumably take the
view, as we do, that a positive revision to forecasts of the order that they have reported does not provide a
sufficient case for an adjustment to the expansionary stance of fiscal policy.

Some commentators seem to have interpreted our peak unemployment rate forecast of 8 per cent as a
target. Apparently, if the forecast were then to be revised down to, say, seven per cent, we should revise the
stance of fiscal policy in order to get our forecast back up to 8Y2 per cent. Needless to say, we find that sort of
argument alittle peculiar.

The effect of fiscal stimulus on growth likely peaked in the June quarter of 2009. We are beyond the period
of peak impact of the fiscal stimulus. From that point, as stimulus is to be gradually withdrawn, the
contribution to economic growth will subside and it will soon turn negative. Indeed, on our estimates, the
fiscal stimulus package will make a negative contribution to GDP growth in every quarter in 2010—that is,
commencing in just afew months time.

It is on the public record that the Treasury has advised the government that withdrawing the stimulus more
quickly could risk stalling the economy and causing a steeper rise in the unemployment rate. To illustrate the
point, if al the stimulus scheduled to impact in 2010-11 were cancelled, that would mean a further detraction
of 1% per cent from GDP growth and the loss of up to an additional 100,000 jobs. | say ‘further detraction’
because on our figuring the fiscal stimulus package, in the way it has been constructed, is already likely to
detract about 1¥4 per cent from growth in that year. It is unlikely that the recovery in private sector demand
would be sufficiently strong for the economy to withstand such a sudden withdrawal of public sector activity
without significant costsin terms of lost output and higher unemployment.

Chairman, | am sure that the committee members will have many questions for us, and we are happy to take
them.

CHAIR—Thank you very much. Senator Joyce has said that he has to go to a meeting at 9.30, so we might
goto himfirst.

Senator JOY CE—Dr Henry, | am going to go through about seven questions and then | will listen to what
you haveto say, soif we can just bear that in mind in our answers. | apologise for not being there. Obviously |
am reducing my carbon footprint by trying to do as much of thisas | can by phone.

When the Australian dollar was floated in 1983 by the Hawke and Keating government, one reason for the
float was a recognition that a fixed exchange rate made monetary policy ineffective and that the increasing
openness of the Australian economy to international trade made fiscal policy ineffective. Thus the Hawke-
Keating government realised that Australia could only gain effective macroeconomic stabilisation through a
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float of the dollar and by placing primary emphasis on the use of monetary policy for macroeconomic
stabilisation. Recognition of these facts has bipartisan political support, and had it until late 2008. So my
question to you, Dr Henry, is. does the Treasury and the Reserve Bank agree that the assignment of fiscal
policy to medium- and long-term goals and monetary policy to short-term stabilisation has served Australia
wdll for a quarter of a century and, if you do believe that, what justifies the abandonment in 2008-09 of this
policy assignment?

Dr Henry—I do broadly agree with that proposition. | do not consider that that policy assignment, as you
refer to it, has been abandoned in the present period. The consensus that emerged in the 1980s, and perhaps
more particularly following the recession of the early 1990s, was that there were considerable limitations in
using fiscal palicy to finetune the economy. Whilst there are considerable limitations also in using monetary
palicy to finetune aggregate demand and to finetune the economy, monetary policy is probably better able to
play that role.

But certainly | never interpreted that consensus as implying that, when an economy is hit with an
unprecedented negative shock, one should expect that monetary policy could play all of the role. Indeed,
notwithstanding the consensus that you referred to, this is not the first occasion in the last 10 years on which
fiscal policy has been adjusted in order to support aggregate demand. Senators might recall that in late 2000
there was an adjustment to fiscal policy settings, with a doubling, as | recall, of the first home owners grant
precisely for that purpose. At that time, the economy contracted for one quarter and the policy response was an
expansionary fiscal policy.

Senator JOY CE—So your answer is that this was an exception to therule.

Dr Henry—That is probably not an unfair way to characterise it. The proposition that | am putting is that,
notwithstanding that rule, there will be exceptional circumstances that warrant fiscal policy adjustment to
assist amonetary policy adjustment.

Senator JOY CE—In the Asian crisis and 2001 US recession, much more reliance was placed on allowing
the exchange rate and monetary policy to play a major role in short-run macroeconomic stabilisation, whereas
fiscal palicy in that instance played a minor role. In contrast, fiscal policy has played a major role in the
government’s current Australian macroeconomic policy. What explains the difference in the choice of
macroeconomic policies? Were mistakes made in the Australian macroeconomic management of the Asian
crisis and 2001 downturn? If so, where are those mistakes documented and how did the lessons learnt justify
the greater reliance on fiscal policy?

Dr Henry—No, | do not consider that mistakes have been made on any of those three occasions. | think
what each of those three occasions illustrates is that the appropriate policy response will depend upon the
particular circumstances that the economy is confronting. In fact, my recollection of the period of the Asian
financial crisisis that the exchange rate, indeed, did adjust and adjusted quite sharply and that monetary policy
did not adjust—not immediately, anyway. Neither, of course, did fiscal policy. The exchange rate adjustment
provided most of the cushioning of the economy that was required. In the second occasion to which you refer,
it is true that there was a significant monetary policy adjustment—although, as | indicated earlier, we had
ourselves had an expansionary fiscal policy in late 2000. So | do not think that it is true that in that period of
weakness in the US economy the Australian policy response was |eft entirdly to monetary policy. It certainly
was not.

In the present circumstances, where we have been hit with a quite unprecedented negative external shock
and a shock that has affected not just aggregate demand directly but also the functioning of credit markets, on
this occasion the Australian government—and, indeed, just about all governments around the world—have
judged it appropriate for there to be both expansionary monetary policy and expansionary fiscal palicy.

Senator JOYCE—I will go into why | believe that they have a different view, and that is their latent
monetary policy settings and interest rates. But there is considerable disagreement in the empirical literature
about the magnitude and even the sign of the response of output to afiscal stimulus, but a consistent empirical
finding is that the fiscal multiplier is zero for open economies, which | believe Australia is, with flexible
exchange rates. This is suggested by the Mundell-Fleming model. The most recent research that | have found
confirming this empirical finding isin llzetzki, Mendoza and Vegh, who in the CEPR Policy insight No. 39
from October 2009 summarised the results of a study of 45 countries—20 high-income and 25 devel oping.
How does the Treasury square its views on the effectiveness of fiscal policy away with this research?
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Dr Henry—I have not had an opportunity to read the paper to which you refer. | am certainly very familiar
with the Mundell-Fleming modd as a conceptual framework. My colleague, Dr Gruen, who is sitting right
beside me, has had an opportunity to read that paper—indeed, he has a copy of it in front of him—so | refer
that question to him.

Dr Gruen—Senator, you are right about this recent paper by those three authors you talked about, which
was published by the Centre for Economic Policy Research, | think, just this month. As you say, they have got
a large sample of countries and they are looking at how big the fiscal multiplier is. They make a series of
interesting and relevant points and the one that you drew attention to was that, on average, it is the case that
the fiscal multiplier for countries with fixed exchange rates tends to be significantly higher than the fiscal
multiplier for countries with flexible exchange rates.

Senator JOY CE—That is correct.

Dr Gruen—That is what they conclude. If you read on in that paper, they also come to a further conclusion
that isrelevant to Australia. They break their sample into those countries that have a high trade share and those
countries that have alow trade share, and the criteria they useis that your exports plus your imports have to be
greater than 60 per cent. We are very clearly in the category of countries with a low trade share. Our trade
share—exports plus imports—is about 40 per cent. The point they make in the figure immediately following
the figure you reported is that, when you look at countries with relatively small trade shares, you find that they
have significant fiscal multipliers. If you are looking at countries with relatively small trade shares like
Australia, the fiscal multiplier is indeed substantial and the numbers that they quote are larger than the
numbers that we have assumed in the fiscal multipliers that we have applied for the Australian fiscal
expansion. So if you took their results literally, you might well conclude that the fiscal expansions that have
been applied in Australia would have a bigger effect than the Treasury has assumed.

Let me make another point that is relevant to the current situation. The empirical analysis that this paper
presents is over an extended period for awhole lot of different countries, and many of the downturns in which
there has been a fiscal response that they are analysing would have been country specific rather than global.
Why is that rdevant? It is relevant because if there is a global downturn and everyone responds with fiscal
policy then the exchange rate effect is much | ess important because everyone is stimulating their economies. If
you like, you can think of the whole globe as a closed economy and in that world the relevant multipliers are
the ones for a fixed exchange rate because the whole world is providing fiscal stimulus. So the results of this
paper are certainly relevant but, when you have a global downturn or a global negative shock to which just
about every country is responding with large fiscal packages, the relevant multipliers are higher because the
spilloverswork in both directions.

Senator JOY CE—Are you saying there that the actions of Australia are more the actions of a good global
citizen, rather than specific actions based on a domestic economic policy? In effect, we are really riding on the
coat-tails of the global effect of stimulatory packages to which we contributed a very minor part. With the
premise of an open economy and floating exchange rates, we had the capacity to lower monetary policy. We
had some reserves in where our interest rate was; we were not at near zero levels like other economies were.

Dr Gruen—I think the governor made it clear in his testimony that cutting interest rates to very low levels
is something that you do if there is no alternative, but that there are attendant dangers in having extremely low
interest rates, certainly for any extended period of time. So it is not as though cutting interest rates is
completely costless and in all circumstances the only sensible response. After all, one of the arguments
presented about what |ed to this global mess was an extended period of ultra-low interest rates in the US. We
can debate how big a contributing factor that was, but it is certainly the case that a considerable body of
opinion suggests that ultra-low interest rates in the U.Sin the early 2000s were a significant contributing factor
in the housing price bubble that developed in the US. So the idea that cutting interest rates further and for
longer only has benefits is, | think, an argument that many people, including the Governor of the Reserve
Bank, would not agree with.

Senator JOY CE—I may come back to that later if | have time. | will move on to another thing. | do not
know if this question isto Dr Gruen or Dr Henry. In the 2009 budget papers there are several dramatic graphs
that show the projected path of the economy with and without a fiscal stimulus. How were those projections
obtained? Were they obtained from a model? If so, what was the model? If a model was not used, what
research based evidence was used to develop the projections? How much uncertainty is in those projections?
What were the standard errors that Treasury would put on those projections?

Senator CAM ERON—Senator Joyce, can you point us to where that is—
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Senator JOY CE—You would have to have a copy of the budget papers.

Dr Gruen—I have a copy of the budget. The GDP graph is on page 48. There is also an unemployment
graph and a consumption graph, but | guess the GDP graph is—

Senator JOY CE—The one we are referring to.

Dr Gruen—We have provided significant detail on how these results were derived. It isin the paper that we
prepared for the Senate inquiry and tabled a week ago. There is detailed description in there about how these
estimates were derived. We used what we thought were reasonable fiscal multipliers and what we judged to be
reasonable estimates of the time profile over which the spending would impact on the economy. Those
estimates were informed, as Dr Henry said earlier, by a range of studies—by the IMF, the OECD and a range
of academics—on the question of how big fiscal multipliers are.

Senator JOY CE—I amjust trying to drill down to exactly what model you used.

Dr Gruen—We use a large number of models of different parts of the economy: consumption, employment
and various other equations. We also have an economy-wide model which we use. At the end of the day, we
take all of these things as inputs and apply judgment, informed by the evidence that we and others collect that
we think is relevant. The crucial input into these calculations is one's estimate of the fiscal multipliers. We
have provided atablein that paper that we presented to—

Senator JOY CE—I saw the multipliers. So you used a range of models?

Dr Gruen—We certainly use a series of different econometrically estimated equations and, as | said, an
economy-wide modéd. It is certainly the case that the estimates that are presented in the budget are point
estimates. They do not have associated standard errors, but there would certainly be—

Senator JOY CE—Why don't they have standard errors? The other question is about the transparency of
your standard error test, but you do not have standard errors?

Dr Gruen—There are alarge number of different studies which generate fiscal multipliers. It is not simply
a single dtatistical test out of which comes a standard error. We can have a discussion about the range of
plausible multipliers for Australia. We have provided different peopl€' s estimates of what—

Senator JOY CE—The Treasurer seems to quote them with great aplomb whenever he gets a chance. | just
want to know exactly how many models were used in obtaining these.

Dr Gruen—I think | have said as much as | can say about that. As | say, we use a large number of single
equation models for different pieces of the economy. We run our own macromodel. We look at the output of
other people who run macromodels and we also ook at what researchers and international institutions, such as
the IMF and the OECD, have to say about what they think are the magnitude of fiscal multipliers.

Senator JOY CE—Where do you get your research based evidence from?

Dr Gruen—A range of people are doing this sort of work, including the paper that you quoted to us earlier.
Senator JOY CE—Did you use the CEPR policy insight? It came out in 2009.

Dr Gruen—It only came out this month. Clearly, we did not use papers that had not been published.
Senator JOY CE—So which papers did you use?

Dr Gruen—I have afolder full of papers here. There are very large numbers of papers on fiscal multipliers.
| have 10 or 15.

Senator JOY CE—Which isthe predominant one or do they all have equal weight?

Dr Gruen—No. One of the more important pieces of evidence that we used was a couple of academic
studies of the consumption response to the 2001 US tax rebates.

Senator JOY CE—Can you tell me those?

Dr Gruen—Certainly. Thereis a paper by David Johnson, Jonathan Parker and Nicholas Soules, which was
published in the American Economic Review in the mid-2000s. These researchers added questions to the
consumer expenditure survey in the United States to assess the change in consumption expenditures caused by
the 2001 federal tax income rebate, to see whether the permanent income hypothesis, which would suggest
that very little of that money would be spent, was indeed borne out by the evidence. The amounts of money
that were handed out to individuals in those tax rebates was, | think, US$300 or US$600, so they were of the
same magnitude as the cash payments in Australia. Cash payments in Australia for many households were
dlightly more than that. The US handed out money of that magnitude and these researchers came to the
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conclusion that households spent between 20 and 40 per cent of their rebates on non-durable goods during the
three-month period in which their rebates arrived. Roughly two-thirds were cumulative during this period and
the subsequent three-month period. That study was published in one of the most prestigious economics
journals.

Senator JOY CE—1I will go back and grab the paper and trawl through it.

Dr Gruen—Just let me make one further point. It was on the basis of those estimates, which are similar to
other estimates from similar studies undertaken by people, that we calibrated our estimates of how much of the
December and April cash payments would be spent by consumers in the months following those rebates. We
looked carefully at the evidence that we thought was relevant and we used it to the extent that we could.

Senator JOY CE—Maybe | will pick up with you again during Senate estimates. In evidence the Governor
of the Reserve Bank said, ‘In setting monetary policy, the RBA takes fiscal policy as given and then
determines the monetary policy that is appropriate, conditional on that monetary policy.” Does the Treasury
agree with this assessment? If so, suppose that the government had chosen a smaller fiscal stimulus; is the
Treasury’s assessment that this would have caused the RBA to provide a larger monetary stimulus in reaction
to the crisis? If there had been a smaller fiscal stimulus and a larger monetary stimulus, is the Treasury view
that the nominal exchange rate would have depreciated by more than it did? If so, would that depreciation
have stimulated the economy and why was it necessary to adopt a fiscal stimulus that was so large as to limit
the action by the Reserve Bank of Australia?

Dr Henry—I probably should take that question. As you know, although | sit on the Reserve Bank board
and therefore have an unusual insight into the question you are asking, my practice has been to allow the
governor to speak for the Reserve Bank board. Indeed, given the independence that the Reserve Bank has in
the operation of monetary policy, | have always considered it inappropriate for me to venture an opinion—
publicly, anyway—on where monetary policy settings would be had other things played out differently. But in
respect of the question you have asked the governor has, indeed, already answered it in two respects. Firstly,
he does not consider that the present stance on fiscal policy has created difficulties for the operation of
monetary policy. Secondly, he has indicated publicly that interest rate settings were taken bel ow the point that
one might judge to be entirely consistent with everything else that was going on in the economy, because there
was a level of insurance built into the monetary policy settings in case events turned out to be not as
anticipated but actually worse than anti ci pated.

Senator JOY CE—Knowing you are on the Reserve Bank board, when you said, ‘| probably should take
that question,’ | should have said, ‘ No, you can't; | want someone else to answer it." But | will continue on.

CHAIR—Senator Joyce, we put you on how because you are going to a meeting, but you have had almost
half an hour.

Senator JOYCE—Can | place any questions | have on notice? If Treasury agrees with the mainstream
view that fiscal stimulus pushes up the exchange rate while monetary stimulus lowers the exchange rate, then
it must be the case that current mixture of monetary and fiscal expansions are working in opposite directions
on the exchange rate. What then justifies the rhetoric that monetary and fiscal policy are supporting each
other?

Dr Henry—I think Dr Gruen has already answered this question, at least, in part. It isnot at all clear to us
in present circumstances, and | covered this in my opening remarks. The present level of the exchange rate can
be explained, in large part, by domestic policy settings, either monetary policy or, for that matter, fiscal policy.
Dr Gruen also indicated that whilst in rather simple conceptual models of a small open economy a fiscal
expansion in one economy, when the rest of the world is not engaging in a fiscal expansion, might be expected
to lead to an appreciation of the currency—and that is a standard M undell-Fleming result, which you referred
to earlier—that same result is not nearly as strong when the small open economy is engaging in a fiscal
expansion in concert with fiscal expansionsin therest of the world.

Senator JOY CE—Thisis my final question. Assume that Treasury would agree—you can tell me if you do
not—that all taxation involves distortion to price signals that impose a cost to the community. From my
reading, a rough rule of thumb used by economists—and | imagine this would include you—is that the
magnitude of the welfare cost of taxation is proportional to the square of the tax rate. Given that the share of
tax revenue in GDP is 22.5 per cent, or thereabouts, and the maximum tax rate on labour income is 47.5c in
the dollar, the deadweight loss of each dollar raised by taxation revenue is between 5¢ and 22.5c¢ in the dollar.
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So the deadweight |oss associated with the fiscal stimulus is between $2.4 billion and $10.7 billion. Could
Treasury provide a more precise estimate of the deadweight loss incurred in raising $47 billion?

Dr Henry—I will make one comment on that. | am not sure that the argument you are running is an
argument against the use of fiscal policy. It sounds more like an argument against the existence of government.

Senator JOY CE—I amall for removing atier of government, Dr Henry, as you well know. | have written a
paper onit.

Dr Henry—Yes, | am aware of that, Senator. But it is actually a serious question, becauseit is the case that,
generally, taxes do distort economic activity. Those tax driven distortions either reduce the size of the
economy below the size that it would otherwise be or in other ways impose welfare |osses on citizens. That is
generally the case. It is certainly not the case always, and as you would be aware, Senator, it is not the case if
the tax is being used, for example, to correct for an environmental externality—and there are alarge number of
other interesting cases in which taxes that raise revenue actually turn out to be welfare enhancing rather than
welfare detracting. But as a general point it is true. What is also true—and this is the reason why people get
interested in tax policy—isthat different taxes have different effects. For that reason, it is simply impossible to
answer the question you have raised without knowing precisely which tax rates are going to go up and which
tax rates might even possibly come down.

CHAIR—Senator Brown, as you are the person who referred this, we will go to you next.

Senator BOB BROWN—Thanks, Chair, and thank you, Dr Henry and gentlemen. The first question, of
course, is. without the stimulus package—and we were talking with you last about the $42 billion stimulus
package that was being considered in February—would we have moved into recession?

Dr Henry—It is our view that yes, we would. It is our view that, as | indicated in my opening remarks, in
the year 2008-09, the fiscal stimulus accounts, on our estimates, for all of the growth that occurred in that year.
Dr Gruen or others at the table may correct me if | get thiswrong, but | think, in through-the-year termsto the
June quarter of 2009, the Australian economy grew by 0.6 per cent, and our view is that without the fiscal
stimulus the Australian economy would have contracted by 1.3 per cent through the year to the June quarter
2009. | think a contraction in the economy of 1.3 per cent through the year would be regarded by most people
as afairly significant recession.

Senator BOB BROWN—AnNd presumably the stimulus package then contributed to the final quarter of the
financial year, but then we move into this financial year. Do you have the same view about the first quarter and
potentially the second quarter of this financial year?

Dr Henry—We think that the peak impact on the economy was actually the June quarter and that in the
quarter just finished, the September quarter, there is another substantial positive contribution to the economy
from the expansionary fiscal policy. In the quarter that has just commenced, the December quarter, we expect
to see a much smaller impact, possibly still positive but a much smaller impact. But, by the time we get to the
March quarter of next year, because government spending in the fiscal stimulus packages is then lower in the
March quarter than in the preceding December quarter, in the March quarter of next year fiscal policy actually
detracts from growth. It makes a negative contribution to growth. We think that will be true in the March
quarter of next year and, indeed, in each of the three subsequent quarters. So in every quarter of 2010 we do
not see fiscal policy making a positive contribution to growth; quite the contrary, we seefiscal policy making a
negative contribution to growth. If you take the year as awhole, we see fiscal policy reducing gross domestic
product growth in 2010 by 1Y per cent.

Senator BOB BROWN—To flesh that out a little, you see the stimulus package as contributing to a
contraction in gross domestic product?

Dr Henry—Yes, that is correct.
Dr Gruen—Growth. Sorry; growth, not level.

Dr Henry—Not the level but the growth. If fiscal palicy is expanded—so the level of government spending
is increased—in a quarter, that will, other things being equal, expand gross domestic product or make a
positive contribution to gross domestic product in that quarter. If government spending does not then stay at
that new, higher level forever more, if it is then withdrawn and goes back to its earlier level, then it is going to
detract from gross domestic product growth in subsequent quarters. So this fiscal stimulus package, because it
istemporary—that is, thereis just a temporary increase in government spending and not a permanent increase
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in government spending forever more—whilst it will have a positive impact in early quarters, must necessarily
have a negative impact in subsequent quarters.

Senator BOB BROWN—BuUt without it the negative impact would be even bigger—I mean, if we
withdrew it?

Dr Henry—That is correct. So, as | said in my prepared remarks, if we were now to ‘cancel’ al of the
spending anticipated in the fiscal stimulus package going forward, we reckon that that would subtract another
1Y, percentage points—

Dr Gruen—I think itis 1%.

Dr Henry—Isit 1%5? Well, whether it is 1% or 14 percentage poi nts—from growth in 2010.
Senator BOB BROWN—I think you said 1.6 per cent.

Dr Henry—Itis 1%%; | amsorry.

Dr Gruen—A further detraction of 1v5.

Dr Henry—You are quite right: 1%.

Senator BOB BROWN—Would | be right in assuming, then, that the stimulus package, in your view,
should be rolled out asis, not to keep us out of recession but to keep us from less growth—that is, bel ow-trend
growth?

Dr Henry—Largdly, yes. | would want to qualify that in one respect. | would not want to be interpreted as
suggesting that, if it were ever the case that gross domestic product was growing below trend, there would
therefore be a case for expansionary fiscal policy. As Senator Joyce indicated earlier, there is a general
consensus that, in most circumstances, monetary policy can be relied upon to perform that rol e reasonably well
if monetary policy is properly targeting inflation. In the present circumstances, however, as | indicated earlier,
not only were we confronting the probability of gross domestic product growing below trend—let us say
growing below three per cent or thereabouts—but we were confronting the real possibility of gross domestic
product going negative, contracting very sharply. To our mind, that provided and provides a strong case for a
fairly significant fiscal policy response.

In structuring the fiscal policy response, what was in our minds and in advice that we tended to government
was that the government has a temporary role to play in effectively moving in behind a retreating private
sector. Think of aggregate demand as having two components in concept: a private contribution to aggregate
demand—household consumption activity and business investment principally, but also exports, or net
exports, if you like—and also the public sector making a contribution to aggregate demand, and the
circumstance that we were confronting was a collapse in private sector demand. We saw a case for government
demand—public sector demand—increasing to some extent to come in behind that retreating private sector
demand.

But at the same time we saw the probability of private sector demand coming back at some time in the
future and in those circumstances, with the private sector contribution to aggregate demand increasing, it is of
course appropriate that the government then withdraw, that public demand then withdraw. It would be
appropriate for government demand to withdraw as the private sector is increasing even if the economy were
still growing below its trend rate. Some level of withdrawal of stimulus would still be appropriate. | would not
want to be interpreted as saying that simply because the economy is judged or forecast to be growing below
trend that that in and of itself provides a case for an additional fiscal policy stimulus.

Senator BOB BROWN—BLUt are not you indicating to the committee there that some withdrawal of the
stimulus could be appropriate given the improved circumstances of the economy?

Dr Henry—No, what | am saying is that the fiscal stimulus package, in the way that it has been
constructed, does withdraw public demand.

Senator BOB BROWN—Yes, | understand that, but spending at the moment on my back of the envelopeis
somewhere in the order of $3 billion or $3Y2 hillion a month and we are going to have to pay them back. Ought
we not be looking at reducing that rate of expenditure even though it is going to tail off in the interests of
avoiding the potential of short-term pleasure creating long-term pain?

Dr Henry—These are the judgements that governments have to make obviously in the conduct of fiscal
policy and, as | said in my remarks, if those payments that are already in prospect were now not to be made,
the economy would grow at a rate even further below its trend rate of growth. That is to say, the
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unemployment rate would increase even further than we presently forecast. Now of course it is open to
governments or parliaments to decide whether they want to take that trade-off or whether they would prefer to
see the payments continue therefore providing at least some support to gross domestic product growth and the
probability of a lower peak unemployment rate. That is precisely the trade-off that the government had to
consider in constructing the package.

Senator BOB BROWN—We certainly have a lower unemployment rate than was anticipated when we
were talking back in February. Taking that into account, aren’t you concerned that if we don't put a brake on
the stimulus spending at the moment we are going to have to raise taxes or cut services further down the line,
which may have the effect of increased unemployment compared with where it would otherwise be in the
years to come?

Dr Henry—Of course the stimulus that is being provided at the moment, to the extent that it is debt
financed, will have to be repaid in the future. That means that at some stage in the future either government
spending will be lower than it otherwise would have been or tax settings will be higher than they otherwise
would have been. But that future time will be a period of faster growth in private sector activity and the
judgement has been made that in those circumstances where the private sector is growing much faster thanitis
at the moment the government will have the ability to repay debt without doing damage to gross domestic
product growth. That is, we consider that the economy will be able to grow at about its trend rate
notwithstanding the fact that of course government spending will be lower than it otherwise could have been
and/or tax revenue will be higher than it otherwise could have been. Those factors have been taken into
account in the devel opment of the package.

You raise ancther issue, an observation that the unemployment rate today on the evidence we haveis not as
high as we were anticipating the unemployment rate would be by now, and that is certainly the case. It is
certainly the case that on the numbers that we presently have the Australian economy is performing better than
we thought it would even taking into account the contribution to growth from the fiscal stimulus and the
contribution to growth from the monetary stimulus and the continuing contribution to growth of the earlier
depreciation of the exchange rate. There are other factors, but taking all those things into account, the
outcomes to date—not all of them but certainly in the labour market outcomes—have been better than we had
forecast.

So then the question is: given that the unemployment outcomes are better than we forecast, does that in and
of itself constitute a case for adjusting the shape of the fiscal stimulus package, perhaps even cancelling
payments that are presently in prospect? Our view is that the unemployment rate has not yet peaked—that is
our view. Even though the unemployment—

Senator BOB BROWN—Can you say what you think it may peak at now? Have you got a revised
estimate on that?

Dr Henry—We have been revising the forecasts—and they are, of course, the government’s forecasts;
although we prepare them, we do not publish them. The government publishes them and the government will
be publishing those revised forecasts in the midyear economic and fiscal outlook. But for the purposes of this
discussion, | think that we do not need our current forecast because, as | indicated earlier, the International
Monetary Fund has just recently published a revised forecast of the Australian unemployment rate of around
about seven per cent.

Senator BOB BROWN—Are you comfortable with that figure?

Dr Henry—I think that that is a reasonable figure for us to be talking about. Without publishing today the
Treasury’s revised forecast for the unemployment rate, | think that that is a reasonable figure to be talking
about. The IMF is quite a credible organisation. They have a lot of information available to them and they talk
to us quite a bit aswell.

For the sake of argument, let us assume that that is a reasonable number to be talking about, then the
question is rather: do we think seven per cent istoo low? In advice that we would tender to government on that
matter, we would not be saying that seven per cent istoo low.

Senator BOB BROWN—Just on unemployment and looking at next year’s budget, no doubt part of the
stimulus to the economy that worked well was the $30 increase to pensioners. Do you see the merit in
extending that to the six, seven or eight per cent of people who are out of work, those on a very low income
who may benefit from a $30 increase to that poverty-level income?
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Dr Henry—The question that you are raising is not really to do with the merits or otherwise of the fiscal
stimulus. It is true that the increase in the age pension could be expected to have a stimulatory impact on the
economy—that is true—but, as you are aware, Senator, the age pension was increased not principally for that
reason. Of course, it is a permanent increase; it was not a temporary increase in the age pension that was
subsequently withdrawn like the other fiscal stimulus measures. The question of whether there should be a
complementary increase in the unemployment benefit, for example, is a policy question that goes to matters
beyond the policy considerations bearing on the fiscal stimulus package, and it is properly a question for the
Treasurer rather than for me.

Senator BOB BROWN—In the budget papers the government commits to:
... holding real growth in spending to 2 per cent per annum once economic growth is above trend.

... until the budget returns to surplus.
When do you expect the two per cent limit in real growth to take effect?

Dr Henry—The two per cent limit takes effect when we have the economy forecast to be growing above
trend, which | think we estimated in the budget to be 2012-13. Am | right, colleagues? | think it was 2012-
13—my colleagues are checking, but | think that is right—that was the first year in which we had the economy
growing above trends. It is 2011-12, isit?

Dr Gruen—2011-12.

Dr Henry—I am sorry: 2011-12. Of courseit is 2011-12. That would be the first year in which that two per
cent real commitment would become binding, if you like, on government expenditure.

Senator BOB BROWN—You have not readjusted that forecast time linein light of the—

Dr Henry—We have revised our forecasts or are in the process of revising our forecasts. We still
consider—I hope | am not publishing a revised forecast in saying this, but | think it is still the case—that 2011-
12 would be the first year in which we would be forecasting above-trend growth.

Senator BOB BROWN—In the final budget outcome on 29 September, the Treasurer announced an
improvement in the budget bottom line of $5 billion. Do you expect that that may improve further by budget
time next year?

Dr Henry—Of course, that was the budget outcome for 2008-09. That number will not change.
Senator BOB BROWN—BLUt there will be other improvements?

Dr Henry—Yes, correct. | know what you mean. Correct me if | am wrong, but as | understand your
question you are asking whether the improvements that we saw in 2008-09 would continue through into 2009-
10 and subsequent years and whether we might see even further positive developments for the budget.

Senator BOB BROWN—Yes, in view of the changed circumstances we now have.

Dr Henry—That is an important question; it is aso a complex one. The better fiscal or budgetary outcome
in 2008-09 had two principal components, one on the revenue side and one on the expenditure side of the
budget. | know that in alot of commentary about it the whole $5 billion was presented as an improvement in
revenue, and that was not the case; anybody who read the document would have seen that that was not the
case. As far as the improvement in revenue is concerned, one has to be very careful in assuming that that
upward revenue adjustment would have positive implications for revenue going forward. Sometimes arevenue
adjustment is of a one-off nature. In that particular revenue adjustment there was a considerable one-off
adjustment that we would not expect to see reflected in higher revenue collections in subsequent years.
Notwithstanding that, because your question was also about other positive adjustments, it is generally—

Senator BOB BROWN—Can | tempt you to tell us what that one-off adjustment was?

Mr Parker—The guestion which you have asked was gone into in some detail in the FBO publication and
in subsequent discussions. Just very briefly, to summarise it, there were two significant one-off events. There
was a substantial company—I do not know the name of it; | am not permitted to know the name of it because
of the secrecy provisions in the legislation—that found it had made an error in its instalment payments in the
course of the year. It corrected that error in the final quarter and made a substantial payment. There were also a
number of significant one-off profits generated in the foreign banking sector in Australia as a result of the
global financial crisis, the movement in exchange rates and the remission by those subsidiaries in Australia of
funds back to their parent companies, and as a result of that they paid a large one-off payment.
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Senator BOB BROWN—Thank you. | refer to a comment from Dr Richard Denniss, an economist who
came before the committee a week or two ago. He said that if Treasury thinks it will take seven years ‘to get
the budget back into the black, that suggest to me that taxes are too low'. He said it should not take seven
years to get the budget back into balance. Britain is in a much worse situation than us and they are increasing
taxes on high-income earners as of April next year. Would you like to comment on whether we should be
taking seven years to get the economy back into the black?

Dr Henry—The medium-term projections we have done are based on a number of fiscal rules that the
government has adopted. One of them you have already mentioned, and that is that when the economy grows
above trend the increase in government spending will be limited to two per cent in real terms. So that is one.
Another is that the tax revenue to GDP ratio will not exceed, on average, its level in 2007-08. Of course, it is
always open to governments and to parliaments to take discretionary action in order to lift a tax to GDP ratio.
But the government’'s medium-term strategy allows the tax to GDP ratio to rise with a recovery in the
economy, and it rises principally as a result of the fact that we do not have flat taxes in Australia. So it isto
allow that ratio to rise, but such that its average over the cycle does not exceed that 2007-08 level.

With a different fiscal rule, with a different rule on the tax to GDP ratio, of course it would be possible to
have the budget deficit removed sooner. And, of course, with an alternative lower tax to GDP ratio rule, that
would push out even further the time at which the budget comes into balance. So it is a policy choice, and the
government has articulated the choice that it has made on that matter through its medium-term fiscal strategy.

Senator BOB BROWN—Do you think that seven-year wait should not be changed now that the economy
is performing better than we thought?

Dr Henry—This gets to the second part of your earlier question, or what | understood to be the second part
of your earlier question, and that is: given the changed economic circumstances, is it conceivable that we
could experience stronger revenue growth in future years than what we have presently got factored into the
budget? This is a matter that we have given a lot of thought to in preparing revised economic forecasts and
revised revenue forecasts for the Mid-Year Economic and Fiscal Outlook. Again, it is for the government to
publish those numbers rather than me, but we have thought quite deeply about that issue in preparing forecasts
for that publication.

Senator BOB BROWN—AnNd you are hopeful about a better expectation than we had before?

Dr Henry—It is generally the case that a stronger economy means strong revenue growth. But the reason |
would want to sound a note of caution is that our tax revenue receipts are driven not directly by the growth in
the real economy but rather the growth in the nominal economy. In particular, as we have discussed over
several years in this committee, what happens to Australia’s terms of trade has a very significant impact on
revenue growth because of the significant impact on the size of the nominal economy, nominal incomes—just
money incomes. That is the first point.

The second point isthat revenue growth is related also to capital gains. Capital gains are not actually part of
the nominal economy, they are not included in the Australian Statistician's measure of either real gross
domestic product or nominal gross domestic product. Over the last five years before the global financial crisis
hit and before we had a stock market correction and a correction in real estate prices and so on, our experience
was that capital gains tax receipts were growing very strongly—every year we were getting more and more
capital gains tax receipts and therefore revenue was growing at an even faster rate than the nominal gross
domestic product was growing at. With the stock market correction and correction to rental housing prices and
so on, and most of it has actually been in the stock market, people have realised capital losses. They are ableto
carry those capital losses forward to offset against future capital gains. So we are a bit cautious about
forecasting a speedy return to strong revenue growth for that reason. We are also cautious about it because,
even if you ignore capital gains and go back to the nominal economy for a moment, a lot of taxpayers have
incurred tax losses related to negative profits, not capital losses but just negative operating profits. There is a
significant stock of accumulated tax losses now sitting in the tax system and of course they can be carried
forward as well and set off against future taxable income other than capital gains.

So there are two very good reasons. And we saw this when we came out of the early 1990s recession. We
saw quite slow growth in revenue for those two reasons as well. But on this occasion we would see it is even
more likely, particularly with respect to the capital gains tax component, that we will be in a period of quite
slow revenue growth in a period in which, whilst nhominal income appears to be growing quite strongly, we
should not be at all surprised to find that tax revenueis not growing quite as strongly.
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Senator CAMERON—Dr Henry, | would like to have a look back before we look forward on some of
these issues. Some of the evidence we had to the committee took the view that we were actually facing a
possible great Depression if there had not been internationally coordinated action. | looked at some of the
statistics after the Lehman Brothers collapse in September: $43 trillion wiped off the val ue of the global share
market in record time; the Australian stock exchange fell 8.3 per cent in one day; our dollar dropped 16 per
cent in a week; the interbank lending market was shut down; the world's largest insurance company failed;
America's fourth-largest investment bank and the world's largest provider of housing finance were bankrupt or
bailed out; and entire banking systems were saved or nationalised. When you look back at what treasuries and
governments around the world were faced with at that time, is it reasonable now to argue that governments
have overreacted and panicked in response to the crisis? | ask you on two levels. on an international level was
there overreaction and panic and in Australia was there overreaction and panic?

Dr Henry—It is not my view that there was overreaction and panic; no, that is not my view. And it is not
the view either of the International Monetary Fund or of other international agencies that have looked closdly
at the policy responses of governments around the world. If anything, the charge that would be levied at quite
a number of governments around the world is that they did not react as quickly as they might have. It is
understandable because these were quite unprecedented times. There is no current policy adviser operating
anywhere in the world, not in their professional lives anyway, who have lived through times like these. It is
quite unprecedented and therefore it is understandable that some were slower to react than others. But | am not
aware of any cogent criticism, by the international organisations certainly, along the lines that you have
suggested, that governments around the world panicked and in their panic overreacted to the crisis. Indeed, in
my opening remarks | referred to quite recent commentary from the International Monetary Fund encouraging
governments to maintain expansionary policy settings. There has also been substantial positive commentary on
the other things that governments around the world have done to ensure the stability of financial systems and
to plug gaps in credit markets.

Senator CAM ERON—We have had lots of academic economists come before us and argue, | suppose,
their academic bias in terms of some of these issues. We have had lectures on Say’s law, we have had lectures
on the evils of Keynesianism and why we should be looking at Hayekian economic approaches. | am just
wondering if al that lecture we got was really relevant in terms of the practical circumstances that
governments and treasuries around the world face. Have you got any views on that? | am sure you have |ooked
at some of the commentary and analysis that has been put to the committee. We have got to weigh all this up, |
suppose.

Dr Henry—I used to be an academic economist myself. It is easier to be an academic economist.
Dr Gruen—Are you going to leaveit there?

Dr Henry—No, look, the issues that have been raised in testimony before the committee, on my brief
reading of them—and | have not read them perhapsis closely as | might have in answering this question—it is
not that the issues that have been raised should be entirely discounted in al circumstances; certainly not. But,
whilst being very aware of those issues for many years, | can tell you that, confronted with the crisis that the
world has been dealing with these past 12 months or so, those few quibbles with the use of expansionary fiscal
policy—or expansionary monetary policy, for that matter—or other actions of governments to prop up credit
markets are not ones that | considered should detain us for too long. They were rather quickly put aside.

Senator CAM ERON—Thanks. If the decision is made, | suppose, then, we need to look at whether we
need to have expansionary fiscal and monetary policy. The paper that has been quoted to the committee is by
Elmendorf and Furman: If, when, how: a primer on fiscal stimulus. Is anyone aware of that? | say that, in
broad terms, the issues that are raised there are whether you should have a stimulus package, when you should
have the stimulus package, how it should be put together and, at the next level, whether it is timely, temporary
and targeted. In the context of that analysis coming out of the Brookings Institute in the US, has Australia met
that sort of academic analysis of what is proper to carry out in the face of the global financial crisis that was
facing governments?

Dr Henry—I can answer that in general terms. | think the international consensus, including the OECD and
the International Monetary Fund, is that Australia’s policy settings, at least to date, have been quite consistent
with what is generally regarded as an appropriate stance, including in respect of timeliness and being
temporary and well targeted.

Dr Gruen—I will add a little bit to that. One of the things that made this crisis so unusual and
unprecedented—certainly from Australia’s perspective—was that we got such a strong and unequivocal signal
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from the rest of the world in the middle of September that something truly catastrophic was happening in the
global capital markets. We were very confident—and that confidence grew over a period of just a couple of
weeks—that an enormous negative shock was coming our way. The shock had arrived in the sense that it had
already had an impact on share markets and the exchange rate, as you explained, and it was very clear that that
was going to lead to a very substantial negative shock to the real economy. Why is that relevant? In normal
times, if the economy is gradually slowing and is perhaps going to go into recession you do not get anything
like as clear a signal that now is the time to act. So one of the reasons why many people are suspicious of
using discretionary fiscal policy is that it is very difficult to get the timing right. That was Australia’'s
experience in the early-nineties recession. We went gradually downhill. There was a fiscal response, but it was
very late. On this occasion, on 15 September Lehman Brothers fell over and over the subsequent week AIG
went bankrupt. The spreads in the interbank markets went to levels no-one had ever seen before.

The Australian economy was doing fine in September, but it was very clear that this enormous shock was
coming. Monetary policy was eased in the first week of October by one per cent and the government made
decisions on 12 and 14 October to both guarantee the wholesale borrowings of our banks and put in a fiscal
package of about one per cent of GDP—roughly $8Y%% billion of which was cash payments, which went out in
early December. Why am | going through all of that? It is rare but extremely important that, if you get a signal
in September and you can have cash in peopl€' s hands in early December, then you have done about as well as
you can possibly do in responding to a shock in as timely a way as you possibly can. That is an extremely
unusual situation and it radically changes the calculus of whether discretionary fiscal policy is a good idea or
not.

Senator CAMERON—I do not have the latest IMF paper that you quoted earlier, but | do have a paper
going back to 3 September from the OECD, from Elmeskov, the acting head of the economics department. |
am looking forward a little bit, but what the OECD said is that there are numerous headwinds that the
international economy faces and the pace of recovery is likely to be modest. It seems to me that a lot of the
analysis that we have had here focuses very tightly on Australia. Over the years | have had many lectures
about a globalised economy—from Treasury and other politicians. Given that we are in a globalised economy,
what are the implications of these ‘ headwinds' on Australia?

Dr Henry—I will start off on this and Dr Gruen may wish to add to it. Our interpretation is consistent with
that interpretation, at least in the way that you have put it. | have not read that article in detail, but our
interpretation is similar, that there continue to be strong headwinds in the global economy. We interpret that as
providing grounds for caution in respect of policy settings in Australia. Whilst it is undeniably the case that the
Australian economy is performing better than we had earlier imagined and certainly better than we imagined at
the time of the budget, that has had implications for our thinking about future forecasts for the Australian
economy. Notwithstanding that, it is too soon to come to a judgment that all of thisis behind us and that the
Australian economy will not be adversely affected by future negative shocks coming in from the global
economy. It still remains a distinct possibility that the global recovery could be a faltering one and that there
could be both relatively low global growth and also unusually volatile global growth coming out of this
particular global recession. This is a possibility that one should not discount, notwithstanding the stronger-
than-anti ci pated outcomes in the Australian economy to date.

Senator CAM ERON—You indicated in your initial remarks that if we remove the stimulus, as some have
argued, there would be, | think, a 1.25 per cent reduction in growth. | am not sure.

Dr Henry—Just to clarify—I think | am responsible for the mix-up in this: the stimulus package, as it has
been instructed, we think we will withdraw about 1¥4 per cent from growth in 2010. That is because the level
of government spending in that year will be lower than the level of government spending in the preceding
year—that is all.

Dr Gruen—In 2010-11.

Dr Henry—In fiscal year 2010-11, sorry. So 1¥4 per cent in 2011. But | also said that, if we were now to
withdraw the stimulus, growth in 2010-11 would be 1¥% percentage points lower again.

Senator CAM ERON—What does that mean in terms of job numbers and your normal multiplier?
Dr Henry—I think | indicated in my opening remarks about 100,000 additional unempl oyed.

Senator CAM ERON—So 100,000 Australians could lose their jobs, according to the Treasury estimates, if
we listened to some of the arguments out there and withdrew the stimulus right away?
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Dr Henry—If you withdrew the stimulus right away, and you withdrew all of the stimulus right away, yes,
we would consider that the increased in unemployed would be of that order of 100,000 jobs. It could quite
possibly be more than that.

Senator CAM ERON—Given the social consequences of that, that is quite obviously very worrying. But it
would also have an effect on confidence in the business sector. Thisis an issue that treasuries around the world
have been looking at as well, this issue of confidence. If we suddenly reversed our strategy on this, what
would it mean for confidence in business? Is there some analysi s of that?

Dr Henry—Everyone has a view on that, | am sure. Business confidence and consumer confidence are
notorioudly difficult things to forecast. We have been very encouraged by the rebound in consumer confidence
and busi ness confidence that appears to have occurred. It certainly is a good thing for our short-term economic
prospects. It is a good thing for consumer spending. It is also a good thing for business investment spending.
That rebound in confidence, | think, is well based, because the Australian economy is clearly performing better
than people had feared. So | think it is a well based rebound in confidence. But, as we have seen in the quite
spectacular volatility in the consumer and business confidence indices, business and consumer confidence can
turn around quite quickly. One should therefore be cautious about the impact of very large discretionary policy
decisions at a time like this. That is probably all | could say about it. | am certainly no expert in forecasting
business and consumer confidence.

Senator CAMERON—I want to go to the make-up of the stimulus package that the government has
introduced. There are a number of levels, and a number of different timings, that were implemented in terms of
the fiscal stimulus to allow pensioners and people to get out there and keep the economy going. But we have
had some discussions about productivity. There have been very shallow discussions about productivity in this
hearing. The sort of analysis that some have put to the hearing is that basically all of this spending was just
thrown at the economy. But a lot of the nation-building package and the budget infrastructure measures have
an implication for longer-term national productivity, have they not? Has the Treasury done any analysis on the
implications for longer-term productivity improvements coming from this package?

Dr Henry—We do not have precise numbers that would estimate the impact on productivity of the capital
spending that you have referred to. But it is certainly the case that that capital or infrastructure spending
component of the fiscal stimulus package—significant pieces of it, at least—is intended to enhance future
supply capacity. We would generally expect that that would have some positive implications for future labour
productivity growth.

Dr Gruen—Can a add one other dlightly different angle on that? It is also reasonable to argue that to the
extent that you avoid a more serious downturn you get less loss of skills and you do less damage to the human
capital formation that goes on on the job. It is reasonable to argue that the fact that Australia has managed to
have a much smaller rise in unemployment, both up until now and in prospect, than in other countries probably
means that there are some—they are modest but nevertheless they exist—long-term productivity benefits.
Deep downturns have a scarring effect on people and to a considerable extent one of the whole justifications
for trying to stabilise the business cycle is so that people can get on with their lives and not have to worry
about this sort of stuff.

Senator CAM ERON—There has been criticism of the cash payments, the $4.8 billion and the family tax
benefit of $3.9 hillion. The derogatory term has been ‘the cash splash’. We have had two different points of
view given to the committee on these cash payments, one from Professor Lay that says, ‘Yes, they did
stimulate retail spending and were very important,” and one from Professor Sinclair Davidson basically saying
that this was just a nonsense and should not have taken place. What is Treasury's view on those two
conflicting arguments.

Dr Henry—Dr Gruen may wish to add to this, but on the evidence that we have seen—informed by both
the ABS data on retail sales and of course the national accounts but also by private sector surveys—suggests
that quite a significant proportion of the cash payments were indeed spent by households. That suggests to us
that those cash payments had quite a significant stimulatory impact. Most of the fiscal stimulus that we have
seen to date has been those cash payments. | indicated earlier that on our view, while the economy grew by 0.6
per cent through the year to the June quarter, without the fiscal stimulus package—and that means primarily
without the cash payments—the economy would have contracted by 1.3 per cent. It is pretty clear from that
figuring which side of that argument that we would sit on.

Senator CAM ERON—The other arguments that we have heard are in relation to interest rates and debt.
The argument has been that this will lead to higher interest rates in the future and that basically there will be
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this massive debt burden. Can you explain in relative terms the debt burden in Australia? Is it sustainable?
How does it compare with other international economies?

Dr Henry—There is obviously a net debt in Australia. While it was once negative, it is nhow going into
positive territory. But as a proportion of gross domestic product the net debt of the Commonwealth
government is quite low in comparison with most other countries—virtually all other countries. We have
certainly not regarded it as an unmanageable level of net debt. It is the sort of increase in net debt that we
considered capable of being well managed by the future conduct of prudent fiscal policy settings. While it will
likely take a considerable number of years for the net debt to be reduced all the way back to zero, we
nevertheless see that as a quite realistic prospect.

Senator COONAN—The RBA now bdlieves that the economy grew slightly in the year ended 30 June and
expects 0.5 per cent growth this year, instead of a contraction of the same amount, with a lower peak in the
jobless rate. We have discussed that. The final budget outcome from 2008-09 shows a modest improvement of
$5 billion from the May budget in the underlying cash deficit and revenue is now obviously seen to be
stronger than expected. Commonwealth borrowing is $11.5 billion less than forecast. There have been some
private forecasts, as you mentioned in your opening, Dr Henry, that expect the budget to return to surplus by
2013 instead of 2016, with debt peaking at about $80 billion below budget. What | want to concentrate on just
for the purposes of this question is going forward rather than discussing with you the various views about why
and how big and how much et cetera. What | am interested in is why the Treasury does not appear to have a
plan B. You may do.

| want to ask that question in the context of evidence received from the Reserve Bank governor, who said,
and | hope that | am accurately reporting this, that both expansionary and fiscal policy need to be reined in or
withdrawn gradually. He said that he was comfortable with the stimulus package in its timeframe, given that it
will phase out. | am sorry that thisis a bit long to have as a preliminary—I| am trying to be fair and accurate
here. My reading of it is—and correct me if | am wrong about this—that the fiscal stimulus is designed to
expire by mid 2012 as the cash components and the school building program and the bigger infrastructure
projects progressively finish. It seems to me that more than half the fiscal stimulus is still scheduled to take
place from next year and more than a third from 2011. The plan B that | am talking about is in the context of
whether or not with improved conditions there is a real danger of overshooting if it continues the way that it
appears to be going, particularly with the pickup in the trade with China and so on.

The governor said that in those circumstances it is the Reserve Bank's job to make sure that the economy
does not overheat. He said:

Asto whether there is a case for the government to have in their top drawer a kind of plan B that seeks to wind this back
faster next year, there might be.

He added that deferral of some of the fiscal stimulus spending might have some attraction. Can you talk
about—

Senator CAM ERON—For accuracy, he went on to say, ‘How feasible that is, | cannot answer.” That was
the full quote.

Senator COONAN—I am certainly not misrepresenting what the governor said. | am being careful not to
misrepresent in any way what the governor said.

Senator CAM ERON—I have got it in front of me.

Senator FIELDING—If | can come in here, from the transcript, thisis what Mr Stevens did say:
Whether they need a plan B or whether one should be implemented is, of course, atopic of debate.
So | think it isfair point to raise. That iswhat Stevens said: it is atopic of debate.

Senator COONAN—In that context, | am interested to know from Treasury’s point of view if you have a
plan B and what plan B might look like.

Senator CAMERON—AnNd isit feasible?

Dr Henry—Of course, if there were a plan B, it would be the government’s plan B. As you know, we
provide advice to the government. We provided a lot of advice to the government and we certainly assist them
in the development of policy, but it would be their plan B, not ours. So in that sense the Treasury does not have
aplan B, and | am not able to indicate to the committee the nature of discussions that we have been having
with government over the past several months about both the unfol ding economic impact of the stimulus as we
perceive it—and we are paying very close attention to the way that the stimulus is impacting on the
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economy—and also the question of whether, on the basis of the evidence we see to date, there might be a case
for any sort of modification of the fiscal stimulus package or, if you like, whether there would be a case for a
plan B to be devel oped.

We are in discussion with the government all the time about the state of the economy, the stance of policy
and the appropriateness of the present stance of policy, but it is for the government to decide whether the
government at any future time might want to adjust the package or indeed implement some other
complementary measure. It will be for the government to make announcements about those matters at an
appropriate time.

Senator COONAN—I appreciate that. Has the government sought advice about either winding back or
deferring any part of the stimulus package?

Dr Henry—I think | just said that we have been talking to the government on a very frequent if not always
regular basis about the impact of the stimulus package on the economy and about what is still to come and so
on. | can simply refer to continuing discussions.

Senator COONAN—AnNd continual advice from Treasury?
Dr Henry—Continual advice from the Treasury—correct.

Senator COONAN—On the topic of the impact of the stimulus and whether or not any part of it should be
withdrawn or deferred?

Dr Henry—The difficulty | have in answering that question is that, if | were to indicate an affirmative in
response to that question, some might draw the conclusion that the government had come to a particular policy
view, and it is not appropriate for me to indicate whether the government has come to a particular policy view
or not. So | do not really see how | can answer the question of whether the government has asked for advice on
particular options without running the very real risk of having my answer construed as a statement that the
government has come to a particular view on the question of the appropriateness of present policy settings. It
is certainly not for me to announce on behalf of the government whether it has or it has not.

Senator COONAN—No. | am not expecting you to do that, but does Treasury have under consideration
the appropriateness or otherwise of whether to withdraw or defer any part of the stimulus still to be rolled out?

Dr Henry—We are monitoring developments very closely. We have heard the Treasurer say publicly on a
number of occasions that, if the circumstances arose that warranted an adjustment to the stance of fiscal policy,
the government would of course—I think he says ‘ of course’ when he says this—consider adjustments to the
stance of fiscal policy, but that is on the basis of the circumstances of the time warranting an adjustment.
Given that that is the government’s clearly articulated position, it is our job to ensure that (1) we are
monitoring economic developments very closely and (2) were we called upon to advise the government on
what sorts of adjustments might be made to policy, we would bein a good position to do so.

Senator COONAN—I also want to ask about another aspect that came out of evidence given by Mr
Sevens. | am summarising here. He acknowledged that there was a trade-off between monetary and fiscal
policy. Do you agree with that?

Dr Henry—In normal circumstances thereis a trade-off between monetary—
Senator COONAN—Spending and interest rates.

Dr Henry—yes—between fiscal policy and monetary policy. In normal circumstances and even in extreme
circumstances, there can obviously be a trade-off between the two things. | do not know whether you were
going on to suggest that, therefore, it is necessarily the case that one is always working in opposition to the
other, which is how some people have interpreted that.

Senator COONAN—I was not going to put it quite that way.
Dr Henry—OKkay.

Senator COONAN—I was interested in your view as to the effects of the expansionary fiscal policy at a
time when monetary policy isbeing reined in.

Dr Henry—Do you mean at a time when monetary policy is being tightened?
Senator COONAN—Yes.

Dr Henry—A monetary policy tightening would—other things being equal—in itself have a dampening
impact on aggregate demand. A fiscal stimulus would have its effectiveness blunted for that reason. If

ECONOMICS



E 18 Senate Friday, 9 October 2009

monetary policy was being tightened and a fiscal stimulus was occurring at the same time, then the
effectiveness of the expansionary fiscal policy would obviously be blunted.

Senator COONAN—But wouldn’'t the expansionary fiscal policy also contribute to the general stimulusin
the economy, the general consumption and demand, that would feed into the need to tighten monetary policy?

Dr Henry—I can conceive of circumstances in which that would be the case, such as, if the economy was
operating above its potential level, with growth well above trend growth and with strong inflationary
pressures. | can imagine that, in such circumstances, if there were then to be an expansionary fiscal policy, the
Reserve Bank would feel the need to respond with tighter monetary policy. But, as you would understand,
Senator, from earlier evidence, we are a long way from being in such economic conditions at the moment.
There has been no evidence presented to this committee that | am aware of, and certainly none presented by
the Governor, that suggests that we have any imminent inflationary pressures. We have an economy that is
well below its potential level of output, with growth below the potential rate of growth and with rising
unemployment. In those circumstances there seems to me—and | interpreted the Governor’s statement the
same way—Ilittle risk of an expansionary fiscal policy creating an issue for monetary policy.

Senator COONAN—Does it have no impact on monetary policy?
Dr Henry—I am pretty confident that thus far it has had no i mpact—no implications for monetary policy.

Senator COONAN—What are the implications for the expansionary fiscal policy, the roll-out that |
mentioned a little earlier, going forward for interest rates?

Dr Henry—Significantly—and this is why | have taken some time to try to explain this point—all through
next year, fiscal policy will be detracting from growth. It will be taking away from aggregate demand, not
adding to aggregate demand.

Senator COONAN—RIight. | will come back to that in a moment.

Dr Henry—That is, it will not be adding to growth in the economy. We could, of course, advise the
government to have fiscal policy make an even larger negative contribution to growth but, notwithstanding
that, on our assessment, in every quarter in 2010, fiscal policy will be making a negative contribution to
growth.

Senator COONAN—The governor observed that there are dangers in keeping monetary policy too
accommodative for too long, in the sense that it could lead to imbalances. Are there similar dangers for the
economy in keeping fiscal policy overly stimulatory for too long?

Dr Henry—In concept, yes. But the fiscal stimulus package that the committee is considering is a
temporary fiscal stimulus package, and its peak impact on the economy has already passed. Its impact on the

economy was positive in the September quarter and will probably be positive in the December quarter. But, as
| indicated earlier, going into next year it will be negative.

Senator COONAN—I just want to come to some points about some of your comments on growth. | am
going to your paper rather than your comments. You noted that the estimates show not just the economic
effects of the pure stimulus packages but include additional spending items. Does that have any impact on the
accuracy of the estimates? | will see if | can clarify that for you. You note that the economic impacts are
estimated only for the three-year forecast from 2008-09, which means that the full economic impact of the
measures over the life cycle of the measuresis not shown. That seems to me to be only a partial estimate. Have
| got that wrong?

Dr Gruen—We do not forecast beyond 2010-11. In principle, when the next year becomes part of our
forecasting period, we will present—

Senator COONAN—For the life of the measures?

Dr Gruen—Indeed.

Senator COONAN—I see what you mean.

Dr Gruen—Beyond 2010-11, we make projection assumptions about what the economy will be doing.

Senator COONAN—The response notes that the winding down of the fiscal stimulus will subtract 1.2 per
cent from 2010-11. There would also be subtractions from growth, presumably, in years further out as the
budget returns to surplus but the effects are not shown.

Dr Gruen—That isright.
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Senator COONAN—MYy description of it is that the fiscal stimulus shifts grow through time by pulling
growth forward. Does the stimulus add to growth in total over time, or not?

Dr Henry—Maybe and maybe not. Eventually we would see the economy tracking back to its potential
level—a leve that it would have been at had there not been a global financial crisis, had there not been a
substantial negative shock to private sector demand and had there not been the fiscal stimulus package. So
eventually we would see the economy back at the same point. But there is a qualification on that—and it is one
that Dr Gruen referred to earlier, though maybe he did not make the point quite as starkly as | am about to
make it. The qualification is that, if a recession is bad enough and sufficiently protracted, an economy can lose
a substantial amount of its productive resources, both labour and capital. Labour and capital that become
unemployed in arecession, if it is sufficiently deep and sufficiently long, may never be put back to work. So it
is possible that a recession can be significantly deep and sufficiently long that the economy’s future potential
level isimpaired.

Senator COONAN—BLUI in this case you have said the downturn was shallower.

Dr Henry—Yes. Soin this case, because the fiscal stimulus occurred as early asit did and because it was as
large as it was, we are hopeful that there will be no long-term impairment of the level of gross domestic
product.

Senator COONAN—BuUt can we be sure that the overall effect of the budget measures through time is to
add to growth, or do we just not know?

Dr Henry—As | indicated, the best-case scenario is that you end up where you would otherwise have been
if none of this had happened. | think that is the best-case scenario, and there are reasonable grounds for
thinking that that is indeed where we will end up.

Senator COONAN—I want to ask Dr Gruen about his earlier answer about multipliers. |1 do not think he
has answered this, but he may have. You will obviously tell me if you have, Dr Gruen. The estimates assume
positive government multipliers and that government spending adds to growth. At the risk of impugning the
academics, it is not always accepted by the academic world. Of course, as was mentioned a little earlier, it is
because, either through taxes or borrowing, it has got to come from somewhere and it is less money being
spent by someone. The lowest spending, then, would have negative multipliers, wouldn't it? Is there an
assumption that the net effect—that is, the positive multiplier less the negative multiplier—is positive? Is that
what you are assuming with the multipliers?

Dr Gruen—There is no question that there are, in principle, some offsetting effects. One of the famous
ones is something called Ricardian equivalence. The idea is that consumers who are in a position to smooth
their consumption through time will realise that the extra government spending now implies extra government
debt which will need to be paid back at some time in the future and they respond by reducing their
consumption now. Ricardian equivalence is something about which whole conferences are run and there is a
huge amount of sometimes heated debate about just how relevant it is as an empirical proposition. It certainly
works in theory; the question is how relevant it is to the real world. | have done some research on this myself.
Many years ago | went out and asked people how much they knew about the level of Australian government
debt. | then asked academic economists how much they thought people would know, and it turned out that the
academic economists massively overestimated the amount of knowledge of the people | had asked. So my
reading of the evidence isthat it is more convincing for economic economists than it is for the real world. That
is not to say that there is not some effect; | think there is almost certainly some effect. As we have said in the
budget papers and elsewhere, | think if anything the multipliers we have used in our analysis are at the
conservative end of the international consensus, so they would comfortably include the possibility that thereis
some Ricardian behaviour and you would nevertheless have multipliers that are at | east as big as the ones that
we have assumed.

Certainly, in the evidence that | reported on earlier to Senator Joyce, which was of that 2001 example where
there were tax rebates to consumers in the US, the academic evidence from that experience as well as our own
suggests that there is a lot of non-Ricardian behaviour in response to cash payments. If everyone was
Ricardian, you would not have seen a 3.8 per cent increase in retail trade in December. That is an extreme
version of the way people behave. There is almost certainly some of it, but it islimited.

Senator COONAN—I am interested in trying to bring it down to an answer that meets what | am trying to
get at. Why isthere a presumption that governments spending money adds to growth in a net sense, and why is
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it assumed that the positive multiplier from government spending is always larger than the negative multiplier
from private sector spending foregone?

Dr Gruen—I think the answer to that is that it depends very much on the state of the business cycle. If you
arein afully employed economy, our presumption would be that the multiplier would be close to zero—to the
extent that, if you arein afully employed economy and the government engages in expansionary fiscal policy
then a range of offsetting things will happen which will completely crowd that out. Whether it is the private
sector responses that you are talking about or the anticipation that the Reserve Bank will tighten monetary
policy in order to offset it, leading to the exchange rate rising, there are a range of ways in which that will be
offset. In afully employed economy, | would agree with you that the best estimate would be a fiscal multiplier
of zero. In a situation such as that Dr Henry talked about earlier, in which private sector demand is retreating
and public sector demand is acting to take its place, the strong balance of evidence is that such spending has a
positive multiplier, and | think that is accepted by the IMF, the OECD and by most interested observers—not
all, but most.

Senator COONAN—Moving to this very thorny problem which Dr Henry alluded to in his opening
comments, that it is very difficult to know all of the precise impacts in looking at indicators for an economic
outcome or an economic result, and that the better than expected performance of our economy is broader than
the fiscal measures, to my way of thinking not only is that perfectly logical but Mr Stevens agreed with that
and said that it is very difficult to disentangle them all. Has Treasury done any serious work, analysis and
modelling on quantification of the various factors? We did try to ask for that and, without putting too fine a
point on it, it seems that Treasury make very specific claims in respect of the impact of the fiscal stimulus but
do not make the same kinds of claims or provide modelled weighting for the other factors at work, such as the
effect of monetary stimulus and, to some extent, not the exchange rate and the other factors that have been
talked about.

Senator COONAN—We did provide estimates on monetary policies. In the remarks that we submitted a
week ago we did provide quantification on monetary policy based on the bank study from 10 years ago.

Senator COONAN—For the purposes of the committee, can you now provide some weighting as to what
impact you think those various factors we asked for had on the better than expected performance in the
economy?

Dr Gruen—As Dr Henry said earlier, the outcome for the year to the June quarter of 2009 was GDP growth
of 0.6 per cent. Our estimate was that, without the fiscal stimulus, growth would have been minus 1.3 per cent.
The difference is just under two per cent in economic growth. We have presented an estimate for monetary
policy in which we estimate that the reduction in real borrowing rates has been about 2%% per cent—that is,
converting nominal to real. That is the first thing you have to do: move from the cash rate to an estimate of
what has happened to the real interest rate, because underlying inflation has changed. That is the first
calculation that we have presented. Then you have to take account of the fact that margins have risen over this
time so borrowing rates have not come down by as much as the cash rate. Once we take those two things into
account, our estimate is that—and these calculations were done before the quarter-point rise in the cash rate
earlier this week, but they would not affect these calculations very much, as you can tell from the numbers—a
2% percentage point reduction in the real interest rate would contribute something like 0.85 per cent to GDPin
the first year, and that number is overly precise.

As you would be aware, the big cash rate reductions began in October last year. We had big cash rate
reductions between October and February. It has not been a full year over which the cash rate has come down
by that amount so, given that it has been less than a full year, we would estimate that the monetary policy’s
contribution to growth over the year to the June quarter—

Senator COONAN—Is that growth and employment?

Dr Gruen—It would have implications on employment—absolutely. The monetary policy’s impact on
growth over the year to the June quarter would be somewhat less than 0.85 per cent. We are making the
argument that the fiscal policy’s contribution to growth over that period has been substantially larger than the
contribution of monetary policy, but we would be the first to admit that there are uncertainties around all these
estimates—there always are. There are a couple of points we make in talking about the particular estimates
that we have presented on monetary policy, and those points are relevant. First of all, they go to the fact that,
because it was global shock, monetary policy was being eased everywhere by very substantial amounts. One
of the transmission mechanisms of monetary policy, when it is operating in one country, is that when you cut
interest rates very substantially the exchange rate comes down. If everybody is cutting interest rates by
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roughly the same amount, that transmission mechanism is not available to any individual country. That would
mean that monetary policy probably had |ess impact than these estimates would suggest.

Working the other way—I am an economist, so | have things on both sides—househol ds are more indebted
than they used to be. That leads you to think that perhaps monetary policy is more powerful than it was, on
average, over the period over which these estimates were derived. Having said that, our best estimate would be
that fiscal policy has made a bigger contribution to growth over the year to the June quarter than monetary
palicy.

Senator COONAN—What about movements in the exchange rate?

Dr Gruen—We have not presented quantitative estimates. The reason we have not done that is that, as you
would be aware, the Australian dollar is very sensitive, both to commodity prices and to, if you like, prospects
for global growth. One of the interesting things that has happened over this crisis is that a very strong
correlation has devel oped between movements in the Australian dollar and movementsin the US stock market.
When the US stock market has gone up, the Australian dollar has tended to go up at roughly the same time,
and visa versa. Why might that be? The reason is that, in this environment, the US stock market was signalling
changing perceptions of the state of the large economies, and those perceptions were feeding through to
perceptions about Australia’s prospects. So, when you have a big negative shock to the global economy, and
the Australian dollar falls, working out the net effect of that on Australian growth is even more difficult than
the other things that we were attempting to do—so we have not chanced our arm on that. So, if you like, the
Australian dollar has been responding to very substantial shocks in the global economy. And the Australian
dollar definitely acts as a cushion for us. It is one of the strong reasons why having a floating exchange rate is
very much in Augtralia’s interests. But it does mean that it is very difficult to answer the question: what has
been the effect? A fall in the Australian dollar almost certainly helps growth but, if the cause of that fall in the
Australian dollar is a very substantial fall in commodity prices, the net effect may well not be positive.

Senator COONAN—Are you able to extend that to any assessment of the impact of the external demand
for Australia’s resources?

Dr Gruen—One can look, if one wants—and | could present you with those numbers—at how much
exports have contributed to growth in the last two quarters. | think they have made a small contribution to
growth in the last two quarters. As Dr Henry said in his opening remarks, the fact that Australian exports have
done as wdll as that, actually contributing to growth, is another reason why Australia has done much better
than other countries. There is no question about that. Our expectation in the budget was that exports would
fall, so there is no question that exports have held up significantly better, particularly commodity exports. But
we did not provide quantitative estimates of how big an effect that was. In the first half of 2009, even though
the value of Australia’s exports fell by over 20 per cent, the volumes grew by about three per cent. So that
made a small contribution to Australia’s growth.

Senator COONAN—Going to your estimates of the effects on growth and employment of the fiscal
stimulus, what is the margin of error? Can you quantify it, say, to within a tenth of one per cent, one full per
cent or something broader than this? | am just trying to get a handle on what your view is of how accurate this
is—or how accurate it can be, rather than what it is.

Dr Gruen—That is a good question. We do provide in the statement that we tabled a week ago a range of
estimates, from the OECD and from the IMF, for these different multipliers. So there is certainly a range
here—if you look, for instance, at the OECD’s second-year estimates of the multipliers. These numbers are
presented as ranges. The numbers that we use tend to be at the bottom end, or even a bit lower than these
ranges. So, if anything, there is uncertainty but | would say that most of the uncertainty would be on the high
side. In other words—and | said this earlier—I think that, if anything, our estimates of the fiscal multipliers are
conservative. If they arein error, | think they are more likely to be in error on the low side than on the high
side.

Senator COONAN—BLUL there certainly are arange of views on the effect of that.

Dr Gruen—Indeed.

Senator COONAN—Thank you. Just coming back to some earlier answers that were given, the Governor
said that if the $20 hbillion or $30 hillion of the remaining stimulus were cancelled—I think he said
‘deferred’ —it would lead to interest rates staying lower for longer.

Dr Gruen—Can you point me to where he said that?
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Senator COONAN—I cannot do it right this very second but | will come back to it. If you want | will get
the exact quote. It might take me a moment because | do not haveit to hand.

Dr Gruen—I think we haveit, Senator.

Senator COONAN—Sorry; it seems | did not make a note of it.

Dr Gruen—Hereitis. He said:
If the presumption is an impact on demand that is $20 billion or $30 billion less, over three years that is alevel of demand
that is nearly a per cent of GDP a year lower. So, al other things being equal, the course of the economy would be a bit
different. What we are responding to is total demand, more or less, rather than where it comes from. It is really the total

that counts most. So in that hypothetical scenario, yes, | think that would have some bearing on the future path of interest
rates. It isabit hard to say how much—

Senator COONAN—Yes. Do you have a comment about that? It seems to suggest that if stimulus of this
magnitude were not still to hit the economy that interest rates would remain lower for longer—or may remain
lower for longer. There are alot of assumptionsin that, asthere arein all of our discussions.

Dr Henry—If | caninterpose here, if | read this correctly | think what Mr Stevens is saying is that interest
rates would be lower only if the economy were doing worse—if | can use somewhat colloguial language.

Senator COONAN—Yes, but it is doing better.

Dr Henry—What it says is that what matters is total demand and that if, with a smaller contribution from
the public sector, there was lower total demand then in principle interest rates would be lower, but only
because the economy would not be performing as well.

Senator CAM ERON—Would that mean higher unemployment?
Dr Henry—There would be higher unempl oyment and so on.

Senator COONAN—The flip side also has to be true, doesn't it, if the economy continues to grow as it
currently appears to be doing? With all the indicia that we have seen over the last couple of weeks you have
already said, without giving a precise figure that there will be revised figures—we all know that—for growth.
Doesn't that put a dlightly different complexion on the answer you have just given?

Dr Henry—As | indicated earlier, there would be a different complexion on the answer if those revised
forecasts were to paint a picture of an economy above its potential level of output, growing at a rate that is
faster than its potential rate of growth, with an unemployment rate falling rapidly and with rising inflationary
pressures. But that economy is a long way away from the sort of economy that any Australian forecaster that |
am aware of imagines this economy to be.

Senator CAM ERON—We are not at irrational exuberance quite yet, are we?

Dr Henry—I hope not.

Senator COONAN—I have some more questions if there is some time.

Senator FIEL DING—Dr Henry, what are the impacts of the fiscal stimulus package on inflation?

Dr Henry—As indicated earlier, the fiscal stimulus package is being implemented at a time of low
inflationary pressure, when measures or forecasts of underlying inflation have generally been tracking down,
not up. It is quite possibly the case that, in the absence of the fiscal stimulus package, forecasts of underlying
inflation would be falling more rapidly than they are—that is always a possibility. With unemployment rising
quite rapidly and the economy in deep recession, it is quite likely that inflationary pressures would in that
economy would be falling quite sharply. But, in the circumstances that we are in, where we do not have the
economy in a deep recession and we do not have the unemployment rate accelerating rapidly, we still have
underlying inflation at arelatively low level despitethe fiscal stimulus.

Senator FIEL DING—What impact, though, has the fiscal stimulus package had on underlying inflation?
Dr Henry—Do you want a precise number?

Senator FIELDING—I would not mind a number, but | would not mind you talking it through—because
thereis an impact, In the statement you provided, you did not mention impacts of the package on employment,
GDP or underlying inflation. Just take me through that.

Dr Henry—An implication of what | have just said is that, if we were to abstract from and forget about
everything else and simply focus on the question—in the absence of this fiscal stimulus package, would
underlying inflation be lower or higher?—it would be lower. But that isall | can say.
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Senator FIELDING—That is right, but that is how economics is done—you hold everything else stable
and you look at what the impact would be. | fully understand that, but that is what | was getting at—

Dr Henry—Actually, generally we do not. That is why it is so complex. If only we could.

Senator FIEL DING—You also sit on the Reserve Bank board. Would you explain to me the reasons why
the Reserve Bank board put interest rates up. | read the statement, which | assume you had some part in. Why
have interest rates gone up in the last few days?

Dr Henry—As | indicated earlier, the governor of the Reserve Bank speaks for the Reserve Bank board,
and that is the only practical way that monetary policy can be truly independent in its operation in Australia. |
cannot add anything to the remarks that he made. | can repeat the remarks that he made if it would be helpful
to the committee.

Senator FIEL DING—Not al of hisremarks but certainly the inflationary part, because that was the major
driver that | think the economists took out of it. There was still a problem with pressure on inflation;
underlying inflation was higher and therefore interest rates needed to go up.

Dr Henry—Actually, what he said was that underlying inflation should continue to moderate in the near
term—by that he means fall—but now will probably not fall as far as earlier thought.

Senator FIELDING—The issuethat | have isthat you made some comments on 5 February at a committee
hearing, in relation to macroeconomic policy—I do not want to quote you out of context here, but it is
important when it comes to these issues:

My assessment is that the weakness in aggregate demand that we are confronting in Australian economy—
| amjust quoting from the Hansard—

calls for both very substantial reductions in interest rates and very substantial fiscal stimulus. | think it is the case that—
well, it is certainly the case—that these two arms of policy are working in the same direction—

the same direction—
and complementing one another.

| want to go through something here. The fiscal package has not changed from the day we actually put it into
place. It has not generally changed, the size of it. When you look at aggregate demand, the size of it is still the
same. We are still rolling it out the same way. Things have changed. The Reserve Bank have noted that change
and they have significantly changed their view—and you are on the board as well. The view is that there needs
to be substantial reduction in interest rates. That was only in February 2009. We have got the reverse
happening now, they are going up, and there is no change and you are not even saying to this committee
whether you have done any analysis on a plan B of actually doing what the Reserve Bank has done, changed
their view and started to go in the opposite direction, while you are not sharing with us whether you have
actually done a plan B to defer some of the payments. | am not talking about stopping it but deferring it over a
longer period of time to make sure that the fiscal and the monetary policy are complementing each other and
working forward together.

Dr Henry—I think fiscal and monetary policy are still complementing one another. | think that is the point.
Senator FIELDING—I think you also said they were going in the same direction.

Dr Henry—I do think they are going in the same direction. The official cash rate of interest at the moment
is3.25 per cent notwithstanding the increase earlier in the week. Now, 3.25 per cent is a very low cash rate of
interest. It isa very long time since Australia has had a cash rate of interest at alevel of 3.25 per cent.

Senator FIELDING—Dr Henry, | just want to make it clear that you said in February 2009 that the
Australian economy calls for very substantial reductions in interest rates—February 2009. A few months later
we have now got them going up and a significant change in direction and there has not been any significant
change in direction in the stimulus spending. It just seems odd to me that you have got one actually going in a
different direction.

Dr Henry—What | was talking about back in February was the monetary response that had occurred and
the fiscal policy response that the government had announced. The cash rate of interest on 4 February, so the
day before | spoke, was 3.25 per cent, the same as it is today. Sorry, the day before it was actually 4.25 per
cent. When | was talking it was 3.25 per cent, which is the same as what it is today. | was referring to the fact
that the cash rate of interest had been cut from 7.25 per cent in early September down to seven per cent on 3
September and then to six per cent in October. So it had been cut by 400 basis points from its height. | was
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suggesting that that was an appropriate adjustment to monetary policy, to bring the cash rate down from a high
of 7.25 per cent to aleve of 3.25 per cent.

Senator FIEL DING—It was not seven per cent when you made that statement.
Dr Henry—Sorry?

Senator FIELDING—When you made that statement they were not at seven per cent. | am being quite
clear from that point of view.

Dr Henry—No, it was 3.25 per cent, the same asiit istoday.

Senator FIELDING—Let me ask the question to try to cut to the chase. Quite clearly, there has been a
change in monetary policy from one direction to the other. Okay?

Dr Henry—Yes.

Senator FIEL DING—From reductions to an increase—not just holding but to an increase. There has not
been a change in the fiscal stimulus package spending from when it was first put together to today. That says
they are not going in the same direction.

Dr Henry—I do not quite see it that way. | think what matters, with respect to the direction of monetary
policy—and this is the way economists usually talk about it—is whether monetary policy is expansionary or
contractionary. In an assessment of whether monetary policy is expansionary or contractionary what mattersis
not whether the last move in interest rates was a small increase or decrease but where the level of interest rates
today are, relative to some concept of a neutral rate of interest. While ever the cash rate is bel ow some concept
of a neutral rate of interest—and | am not prepared to put a number on what a ‘neutral rate€' is, but it is
obvioudly a lot higher than today’s cash rate—notwithstanding the fact that yesterday, the day before, or the
day before that, the cash rate may have been adjusted upwards by quarter of a percentage point, it is till an
expansionary stance for monetary policy. On the other hand, in order for fiscal policy to remain expansionary,
unlike interest rates, for fiscal policy to continue forever to be expansionary we would have to be continually
increasing government spending. And we are not doing that, either.

Senator FIEL DING—Maybe the concern that needs to be addressed is that Australians would hate to find
that they are paying more for their mortgages through higher interest rates. The increase in interest rates for
mortgages goes up faster than it would otherwise have done because of the way the physical spending package
is, without changing it. If, for example, there was some plan to spend the fiscal stimulus package slower from
hereon, would that take less pressure off inflation and maybe see interest rates not go up as fast? Do you see
what | am getting at?

Dr Henry—Yes, | see what you are getting at.

Senator FIELDING—If we end up paying for it twice, we pay for it at higher interest rates because we are
worried about inflationary pressures, but we find we are spending more fiscal stimulus package, which is
putting upward pressure on inflation. Why would we not roll out less of the physical stimulus package and
leave interest rates a bit lower?

Dr Henry—It might be that members of some of those households you are referring to in one of those
scenarios might not have a job.

Senator FIEL DING—I understand.

Dr Henry—They might have a mortgage and very low interest rates and be out of work. They might find it
small consolation to be told, ‘ You are better off than you would have been had you still had your job and had
the interest rate been a quarter of a percentage point higher.” This is the sort of consideration that people
charged with responsibility for fiscal policy have to factor in when they are taking decisions about the size of a
fiscal stimulus package and its profile over time. There is a trade-off here, and we could have lower interest
rates and more peaple out of work.

Senator FIELDING—You actually could also hold back on the monetary policy and tweak both. What |
am asking is. has there been any modelling done between the two of you on optimising them rather than
letting them run independently? You head one and sit on the board of the other. That is an advantage on one
hand. But how independent are they, then, if you have the same people running both? Could you manage both
better so that you are not forcing people out of their homes through higher interest rates faster otherwise
because of more fiscal spending than maybe the economy needs to keep those peoplein jobs?
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Dr Henry—Notwithstanding the fiscal stimulus that has occurred to date, the unemployment rate has
nevertheless gone up considerably. It is our view that the unemployment has not peaked yet, notwithstanding
the fiscal stimulus. So | do not know that | accept the proposition that we could achieve a similar
unemployment outcome with a smaller fiscal stimulus package. | do not know that | accept that proposition.

CHAIR—One of the factors that you referred to was the strength of the commodity market, which was
somewhat unexpected, in supporting our economy. Is that largely dependent on the Chinese economy? Sectors
of the Chinese economy, such as the manufacturing sector, are fairly depressed. What is your view of the long-
term prospects for the Chinese economy in terms of our reliance on it assisting the maintenance our current
economic position?

Dr Henry—I might observe that | recall Dr Gruen saying somewhat offhandedly recently that some of the
biggest and most vocal detractors of Australia's fiscal expansion point instead to the highly successful fiscal
expansion of China. There is no doubt that the expansionary fiscal policy of the Chinese government has
supported unexpectedly strong growth in the Chinese economy. So stimulatory fiscal policy appears to have
worked in that economy. The Australian economy is one of the clearest beneficiaries of that and that operates,
obviously, through the maintenance of quite strong demand for our commodity exports. We are quite
optimistic about the future growth prospects of the Chinese economy. We are quite optimistic, therefore, about
the continuation of strong demand for Australia’s commodity exports.

But the fiscal stimulusin the Chinese economy will abate at some stage, just as our fiscal stimulus package
here will abate at some stage. Just as we are forecasting that the private sector demand will come back in
Australia and replace the presently high but temporarily high public sector demand in Australia, in the case of
the Chinese economy we would be expecting that as the fiscal stimulus abates other components of aggregate
demand will come back in Chinaas well.

The big question mark over the Chinese economy with respect to the various categories of its aggregate
demand is whether the Chinese economy can go back to as heavy a reliance as it has had on external
demand—that is, demand external to the Chinese economy. To put it another way: can the Chinese economy
be successfully rebalanced between a reliance on exports and a reliance on components of domestic demand?
That rebalancing has to occur at some stage. As | think we discussed earlier, the prospects for the developed
world, which has to date been the principle market for Chinese exports, going forward are for growth that is
not as rapid that they experienced over the past five, six or seven years. So it is highly likdly, therefore, that the
Chinese economy will be confronting weaker export markets or export markets that are not growing as rapidly
astheir export markets were growing earlier.

| am nevertheless optimistic about the growth prospects for the Chinese economy, because there is so much
capital investment potential in the Chinese economy. It is an economy with a very high domestic saving rate,
as you know, but it is an economy that also has a very high investment ratio. There is significant potential for
that investment ratio to remain very high for quite along period of time.

CHAIR—Yesterday, Professor Ross Garnaut made some criticism of government spending and the
continuance of the current expenditure and suggested that spending was likdly to put upward pressure on
interest rates and inflation as well. Would you like to make any comment on that?

Dr Gruen—The comments from Ross Garnaut that were reported in the paper this morning are in a book
that has yet to be published. We are not in a position to talk about them, because the book is going to be
launched on 12 October, as | understand it.

CHAIR—I suppose that you cannot make preliminary comments on matters that you have not seen and
read. But this question of additional expenditure is quite an interesting one. How much of the stimulus was
scheduled to have been spent to date? You could take that on notice, if you wish. How much stimulus has been
spent to date—the actual expenditure as compared to the scheduled expenditure? How much stimulus is due to
be spent into the future? Are there any anticipated delays in rolling out the various items of expenditure?

Dr Henry—We have addressed some of that in the paper that we have provided to the committee. We will
take on notice whether there is additional information that we can provide to the committee.

Senator RYAN—Dr Henry, has Treasury estimated the additional number of first homeowners who have
purchased houses as aresult of the increase in the grant—that component of the stimul us?

Dr Henry—I do not believe that we have.
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Senator RYAN—Have you estimated the increase in housing prices that would have happened as a result
of that particular policy?

Dr Henry—No, we have not.

Senator RYAN—Given that you have an estimate of the trend of interest rates for your own work, have
you done any work about the impact on interest rates on those who have bought homes as a result of the policy
or brought home purchasing homes as a result of the policy?

Dr Henry—No, we have not. In preparing our economic forecasts, we take account of market expectations
of future interest rates. But that is all we have done in preparing our forecasts for the aggregate economy.

Senator RYAN—Would it be fair to say that we have no evidence or analysis to say whether or not that
particular policy has been of any value?

Dr Henry—No, | would not think that at all. | do not have precise numbers to give you, but | would not
draw such a strong conclusion from the fact that we are not able to put precise numbers on all of your
questions.

Senator RYAN—If we cannot have precise numbers, what other metrics or measurements would one use to
measure the performance or worthwhile nature or otherwise of that particular part of the stimulus package, if
we do not know how many peopl e were buying houses who otherwise would not?

Dr Henry—I could refer you to the Australian Bureau of Statistics housing finance publication. The most
recent publication, for August 2009, indicated that the total number of loans to first home buyers in August
was 48.5 per cent higher than in October 2008. Since October 2008, the total number of loans to first home
buyers summed to 158,786.

Senator RYAN—BuUt we do not know, presumably, whether they are purchases that were deferred because
of last year or purchases brought forward or initiated because of the first home owners grant?

Dr Henry—That is true, but one can have a look at the historical series that accompanies that release. Were
you to do so, you would see that the more recent months have been periods of historically quite exceptional
levels of loans to first home buyers. | think they were unprecedented levels. Anyway, it is quite clear from the
chart that the levels of the past few months have been extraordinarily high and well above the long-run
average. The long-run average is about 9,000 a month. In recent months they have been tracking at 18,000 to
18,500 a month.

Senator RYAN—No modelling was undertaken before the policy. Those figures have appeared
subseguently. What was underpinning the announcement of this particular policy? If not modelling, what
underpinned this particular advice?

Dr Henry—What underpinned the advice was a view that, were the first home owners grant increased in
the way that it was increased, there would be a significant increase in the number of loans to first home buyers.
It seems that that advice was correct.

Senator RYAN—I will not cover the interest rate issues again. They seem to have been covered
sufficiently. With respect to inflation, we had a similar inquiry before the finance and public administration
committee in February into the UEFO document and stimulus. | will try and paraphrase you and, if | misguote
you, please say so. We were discussing the growth assumptions in the forward estimates and forecasts of
UEFO which were underpinning the increase in economic growth and revenues to government which
underpinned your forecast to see the debt being repaid. That was above the long-term average. One of the
reasons you outlined at that point was that, after coming out of a downturn, one can have higher than long-
term average growth rate due to underutilised capacity in the economy. Have | characterised—

Dr Henry—Yes, that is correct.

Senator RYAN—Given the forecasts for unemployment are different than they were even in that document
in February, does that in any way cause you to question or rethink the assumptions about growth? It strikes me
that, given the differences in unemployment, we may not have the same level of underutilised capacity in the
economy and therefore the same opportunity for above |ong-term average growth.

Dr Henry—That is correct, Senator. As | indicated earlier, we are in the process of revising our forecasts to
provide to the government for inclusion in the Mid-Year Economic and Fiscal Outlook. In those forecasts we
will be addressing the very point that you have raised.
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Senator RYAN—I am sorry if | have not gathered an answer to this question but you have mentioned on
occasion along with Dr Gruen the concept of a full employment economy when we were discussing
multipliers earlier. Do you have a view at the moment on what the non-accelerating inflation rate of
unemployment would be? We are currently at 5.7. We were at 3.7 a couple of years ago. What rate would you
consider to be a full employment economy, so that we could make an assessment as to whether or not such
stimulus packages were warranted?

Dr Henry—We have got into the habit of using a number of around about five, and we have used that in the
budget. One of the things that we have learned over the past many years now as the unemployment rate has
tracked ever lower—that is, before this present period when the crisis hit—is that the non-accelerating
inflation rate unemployment could be a moving feast.

Senator RYAN—AnNd could it concelvably depend on things like labour market regulation?

Dr Henry—Absolutely; that is right. So | would not want to be held to a precise number, but it is
significantly below where we are today. Indeed, to go back to my earlier remarks, over the period ahead we
would see the Australian economy moving further away from the non-accelerating inflation rate of
unemployment before it starts to move back toward it.

Dr Gruen—Can | just add a little bit to that. It may sound that 5.7 is not that much above five, but thereis
another thing that has been going on in this downturn that | think we are all aware of—and it has been a very
good thing—which is that employers have managed to hold on to their workforce in large measure by cutting
the number of hours worked by people. So we have seen a very much bigger fal in hours worked in the
economy than we have seen in employment, and so the level of unemployment in a sense understates the
amount of spare capacity in the economy at the moment.

Senator RYAN—I appreciate that, and | know there are other data that can be measured, but it partly
depends on individuals' preferences to work extra hours, presumably.

Dr Gruen—I think it also depends on the downturn being reatively short-lived and shallow. It is a very
wel come development, but the fact that employers are able to do this is predicated on the fact that demand
returns and the economy begins to recover. If you have a more drawn out downturn then, with the best will in
the world, employers will not be able to continue to hold on to workers when they do not have productive
things for them to do.

Senator RYAN—Most of the other issues | had have been addressed, but | have one more with respect to
the rise in unemployment that we have seen. Isit the Treasury’s view that the rise has been purely as a result of
the global economic situation or are there domestic factors at work?

Dr Henry—I think the rise in unemployment we have seen can be explained by the collapse in aggregate
demand. Absent the global financial crisis, | do not see any way we would have seen this sort of increase in
unempl oyment.

Senator RYAN—That is why | am wondering. | appreciate that it has had an impact and, given that you
said a minute ago that you see the trend as being further up rather than down, even using the measure of total
hours worked and we look at the employment capacity of the economy, do you see that change as being solely
the result of the collapse in aggregate demand as a domestic reflection of the global economic situation or the
domestic factors at work?

Dr Henry—Certainly most of the increase in unemployment that we have seen to date, and | think | would
say all of the future increase in unemployment that we will see, can be ascribed to the collapse in aggregate
demand.

Senator RYAN—The reason | am asking this, Dr Henry, is that we accept that the unemployment rate isthe
product of various things and, if there were an issue of labour market regulation that was assisting a trend one
way or the other, then presumably that informs economic policy and the modelling you undertake, because one
would not want to be using a stimulus package to address an increase in unemployment or an underutilisation
of employment that was the product of factors other than changes in aggregate demand.

Dr Henry—That is correct, Senator.

CHAIR—A number of senators would like to put questions on notice so if you are happy to do that and
have the answers back by next Thursday, including some from Senator Joyce who is online, we would
appreciate that. With that, | think we will conclude this hearing and we thank the Treasury for appearing today.

Committee adjourned at 12.06 pm
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