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PREFACE

1 -0On:18 January 1979, the Treasurer; the Hon. John Howard, M.P., announced the
establishment of a Committee to inquire into the Australian financial system.

2 The Treasurer advised that the members of'the Commlttee would be:

e Mr J. K. Campbell (Chairman)
Chairman and Chiel General M.mager
Hooker Corporatton erited

o Mr A. W. Coates
General Manager AMP Socaety

e  MrK.W. Halkerston .
Frnancml Adviser, |

®  Mr R.G. McCrossin ] L
a _General Manager Australian Resources Development Bank erlted L )

° Mr 1.5, Mallyon _
Chief Manager Reserve Bank o[' Australra

3 MrF. Argy, formerly First Assistant Secretary, Department of the Treasury, was
.dppmnted Secretary . . L . :

'TERMS OF REFERENCE

4. The Terms ol Reference are:

In view of the importance ol the efﬁcrency of the ﬁndncral system for the Government [
‘free enterprise objectives and broad goals [or national economic prosperrty. the Comm:ttee
is asked to: HERS

(a) Inquire into and report on the structure and methods of operauon of the Austrdhan
financial system including the following institutions:
(i) banks and non-bank financial institutions, 1nclud1ng in relatton ‘toloreign
exchange;
~oa{jiy: the securities industry generally, : -
{iii) ~the short-term money market, both ofﬁcaal and non- ofﬁcml segments, p
S (iv).- specialist development-finance institutions including the Australian Resources
i+ Development Bank, the Australian Industry.Development Corporation:: the
- Commonwealth Develnpment Bank and the Erimary lndustry Bank nl'
o Austraha and
(v} “the Reserve Bank of Australia,

“{b) To'i 1nqu1re into and: report on the regulatron and control ofthe system

.(c)_: “To make recommendattons _
; (i), for the improvement of the structure and Dperatlnns ol‘ the ﬁnancml system
O on the regulatlon and controf of the financial system; and .~
(i concernmg the existing legislation relating to the finarcial system 1nclud1ng
1 " ‘more importantly the Reserve Bank Act, the Banking Act and Regulatmns
Financial Corporations Act etc.. . .
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(d} To inquire into and report and ‘make recomfiendations on such other matters as the
Inquiry believes relevant 1o the'generality of its inquiries.

APPROACH TO THE INQUIRY

5 The Treasurer tabled the Interim Report ol the Committee in Parlizment on 28 August
1980. It surveyed the present structure and methods ol operation of the financial system
and the levels and methods of povernment intervention in the financial system. In
addition, it identified the issues that had émerged (rom submissions to the Inquiry and
from the deliberations of the Committee 1o that stage.

.6 Since:the release of the Interim Report the Commlltee has - recelved conmderable
further information.in. the form of:. : R TS TS

e new and supplementary, submissions;

L written responses to questions from the Secrctanat

o reports rom consultants commissioned: by the Inqu:ry, =

0 discussions with many individuals, corporations, indusiry proups -and gnvernmem

officials both in Australia and overseas.

7 Unless the Committee has been asked to treat a p'aftic'ulnr'do'cum'e'n't as Cdnﬁdeﬁtfal all
documents have been made available to the public. The release of such lnformatlon and the
Interim Report has enabled wider discussion of the facts and issues,

8 The Committee’s main conclusions and recommendations are set oul in summary form
at the end of thé main body of the Report. They fieed 1o be'seen as an mtegrated packd;,e of
propasals for reform of the financial system by government; they refléct, in‘the viéw of the
Committee, o consistent approach to the réform of the financial system and ifs future
efficient operation and development. : : :

9 In many instances, adoption of the Commlttees recommendanons w:ll entail
substantial changes to present legislation bearing on the financial system; except in some
specific instances, the Commiitee has not penerally sought -to:detail: the particular
lepislative changes required.

10 in addition to releasing all the public submissions, the: Committee has also'published

-the.papers.prepared lor.it by a number of consultants:and:the discussion papers presented
at:the-Inquiry’s: public. seminars. These: are -available:in. four volumes of Commlssmned
Studies and Selected Papers.

ACKNOWLEDGMENTS. .

11 The Committee expresses ils appreciation: to all members. ol the Secretariat {listed in
Appendix 1) :for:their- invaluable assistance: The ground.that had to be:-researched and
analysed: was .quite: extensive, ds is .clear: from this :Report.and its companion volumes.
Perhaps:less obvious:but equally. important: has been-the task of technical preparation.
12 'The Committee especidlly acknowledges the contribution of Mr F. Argy to its
deliberations and his able, inspiring and industrious leadership of the Secretariat.

13 While much of .the work of:the Inquiry .has:been. undertaken. by members of- the
Committee and Secretariat, the task could not have been completed without extensive
detailed assistance, in the fnrm of written submissions, commentaries and Eechmcal papers,
from a large range ‘of individuals and orgamsations —in government universities and the
private sector. The Committee ‘records its appreciation for their most valuable
“contributions. ~ o R e e
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- INTRODUCTION

A THE CHANGED ENV[RONMENT

1 The East 1nqurry 1nto the Austrahan ﬁnancral system was the Royal COlTllTllSSlOl]
into the Monetary and Bankmg Systern which reporteci in 1936, At the t1me of the
Commission’s deliberatrons the Australian ‘economic environment was very
different:from:now. The riral Sector was: more: dominant, mining played only a
modest-role; and-manufacturing: was: still-narrowly based: and. largely confined to
the.south- eastern seaboard.-Ecodomic-and financial ties with the United Kingdom
were almost as close as they had been at the time of Federation but internatjonal
economic co-operation was-otherwise at a:very:-low ebb.'The economystill bore the
scars. of the  world-wide depression. Unemployment was still hrgh but prices
relatrvely stabie The direct mvolvement of governments in economrc affa1rs was
2 Today, the economn: env1ronment 15 far more compiex Austraha is -more
industrially: diversified, and ‘mingral resources:-have assumed a more ‘prominent
role:The . international. economiic: enivironment. has- aitered: greatly;-and::world
financial markets have become more closely:integrated: Unemployment has re-
emerged:-as a major problem but in conjunction with high rates of inflation. Over
these t‘our decades governments have become much more aclive in managing the
economy, makmg use of a wzder range of pohcy ;nstruments and technlques than
in the 19305

3 In keeprng wrth these economrc developments and in: response to them, the
Australian financial system has undergone a major transformation. In the 1930s,
the financial''system’ consisted primarily of ‘the Commonwealth Bank, trading
banks, state savings banks, life offices and pastoral finance companies: Smce then
the oentral bankrng functions “have been ‘assumed. by the Reserve’ Bank: of
Australia: Institutional groups which were of little. srgmﬁcance forty vears ago have
since developed into positions of considerable importance: (e.g. building societies,
finance companies, credit unions and superannuation. funds) whilst. important
new ﬁnancrai institutions have emerged {e.g. private sav1ngs banks, merchant
banks, ‘authorised short-term* money - markef™ dealers,” unrt trusts ancl Spemal
purpose banks)

4 Wrth these changes m 1nst1tutronal structure have come a broadenrng and
leE[‘SiﬁCaHOﬂ of ﬁnanolai mstruments and technlques -

5. . More... reoentiy, there have:: been :some. deveIOpments wrth 1mportant
'1mpl|cattons for the future structure of ﬁnancmg in Australia. The Commmee
notes.in partlcuEar

@ A notable acceleration in the rate of innovation in financial technology. and
- markets.. Apart from the.rapid application of computer techniques to financial



operations, the last few years have seen the deveiopment of the piastic credit
card, the futures markets, secondary mortgage markets, cash management
funds etc.

e. A trend towards: consolidation of financial intermediaries, both within and
across traditional institutional structures. This is illustrated by the current
mergers. between. banks and between building societies, and the trend for
individual-institutions to broaden their range of activities, e.g. the moves by
life insurance companies:into merchant banking and building societies. This
trend follows similardevelopments overseas.

° Agarnst a background of continuing inflation, there has been an increase in
‘interest rate awareness on the part: of household: savers, with:an associated
= mcrease in the mtenslty of competition for deposits.

6 Perhaps the most s1gnaﬁcant f'actor shaplng the character of the financial system
over recent decades has been the growmg ievel of government 1nvolvement '

T There is no doubt for examp!e that the regulatron of banks has asststed the
development of burIdrng societies; merchant banks; finance companies-and credit
unions, especially in the:1960s and early 1970s. At the same time the banks have
reacted to'the controls: by forging-ownership links with non-bank intermediaries,
and: by turmng to less regulated actlvrtles such as bill acceptance and endorsement,

8 The extensrve anﬂuence of government 1n the financial system was detarled in
the Commrttee s Interrm Report! and its 'various facets were debated at pubhc
hearings and seminars organ;sed by the Committee. This’ exposure helped to
confirm the Commlttee s view: that the: ‘community;: while ‘recognising a
government responsibility ‘10 ensure ‘stability ‘and-:confidence; was.nevertheless
receptive to the prospect of amore open and fexible financial system substantlally
free of rntrusrve government controls and reguiations SISt SR C S

, 9 Dunng the penod of two and a half years since thrs Commrttee of Inqu1ry was
stabhshed government pohcy has not remained static. Major, changes have taken
place. In.part this has been a natural response to.the dynamic character of the
financial system.which this. Report addresses; but it may also have reflected to
some degree the lmpact of publtc dlscussmn of the: major issues ot' the: Inqurry

10 The most lmportant change i pubirc pohcy has been a clear shxft in the
overall emphasis away .from direct, intervention. towards greater. rehance on: free
market:processes. Examples. of thrs trend:include:: - : o

o :the:introduction of a: ‘tap and tender system for the rssue of Commonweaith
Bonds and Treasury notes;’ R R SRR
° the removal of cer]rngs on’ bank terrn deposrt rnterest rates

'é"_';:a reEaxatron of Eong standlng exchange controI restralnts on portfollo
nvestment overseas :

® - an emerging concern over:the need for contanued government 1nvotvement in
" commefcial business enterprises — reflected, for example, in the dec1sron to
sell the ‘Housing Loans Insurance Corporatlon to ‘private investors.

11" “'While these developments generally signify 1esser government intervention
in the financial system, it is important not 'to- exaggerate their s1gn1ﬁcance In
parncu!ar '

A0 Avistratian Filancial Systent, Interim REport o['the Committee ol‘!nqmry, -AGPS, Canberra, £980.
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e There are still many government controls bearing heavrly on private financial

institutions. For example, the concession implicit in the maximum interest

~-rate;on-‘small’.overdrafts is now greater than:it was. in the 1970s; the burden

implicit in the SRD ratio is also greater; the direct quantitative restrictions on

. trading bank lending remain; and greater. influence has. been brought to bear
‘on some non-bank intermediaries. :

© There appears to. be a perceplion in some. states that government financial
institutions should be competing more acttvely for commercrai ﬁnancmg
business.
® " In the area of investor/borrower protection the trend has been in the direction
- of ‘increased government - involvement, e.g. a strengthentng of formal
regulatlon and supervrs:on of secuntres markets

B OUTLINE OF THE REPORT

12 When announcmg the estabhshment of the Commrttee of Inqu:ry on 18
_January 1979, the Treasurer: -~

l referred to the Government s ‘free enterprrse ob_;ectrves and broad goals for
___economlc prospenty . ol :

‘@ described ‘one of the rmportant issues to be canvassed by the Inqurry a5 betng

i .-#*whether: present levels: of regulation and government -involvement were
appropriate’, pointing out that ‘the ebjective of the Inquiry was not more
reguiatlon by the Government’,

0 ‘noted . that . the Inqu;ry ‘should be seen. as ‘a pOSitIVB attempt by the
s Government to. lmprove the. eﬂ'lc:ency .and. ﬂexlblllty of  the Austrahan
financial’ system . o . . . .

13 Itis not surprising theret'ore that the Committee has co_ncentrated on the aims
and methods of direct. government intervention in the financial system. In its
consideration of the issues of the Inqurry, the Committee has been guided by some
‘basic prlnc;ples relating to the appropriate role of government. These principles are
outlined in’ Chaptets 1; 18, 26-and 36 and form the underlymg b351s of ‘the
Committee’s recommendatlons :

14 Within this framework, the Committee's main concern has been to promote a
ﬁnancral system that'is efﬁcrent, competrttve and stahie S

Efﬁcrency

15 The Commrttee S exammatron focused on those exrstmg areas of government
intervention: whrch bear srgmﬁcantly on': the efﬁcrency of the system - and in
particular: . . o : SRR FER
® __the heavy relrance on dlrect bankrng controis in the leI’Sl.llt of monetary pollcy
o (Chapter 4) S :

e ' the administration of the Australian dollar exchange rate and the ongomg use
- of exchange controls (Chapters 7 and 8);

© " ‘the imposition of captzve market portfoho requrrements on certam 1nst:tut:ons
*#“(Chapter ‘10); : S

° the uneven: rmpact of some forms of taxatron on the pattern ot' t'unds ﬂows
7 (Chapters'13=17); SRR [ S

XXM



he: condrt:ons of::entry mto bankmg and:.the: payments system (Chapters

e the use of interest rate iendlng and portfolto controls for sectoral assrstance
purposes (Chapters 36*41) o

© povernment barriers to the flowo tment ca
~ Istate boundar s-(Chapters 35 and 4.7

' 16 : Thez-Co __mttte s"s_tudy of the efﬁcrency aspects.of these issues has led it to
i : m dtate or uitimate. abandonment of a wide range. -of direct
controls and a° shift - almost. total . reliance on. open. market methods of

3 irnterventton in.dor estlc ‘financial markets. It has also recommended reduced

levels of intervention in foreign exchange markets, freer entry conditions to
..'bankmg, _and the disposal of some goverment-owned financial institutions. In
these areas the Committee is, in effect, asking that more confidence be piaced in

s .;the dlsc:plmes and processes of the market.

1T 1'Where government 1nvolvement is cons;dered necessary, ‘the Comrmttee has
sotight to mlnlmrse its effects on the neutrality of funds flows, For example, it has
recommended a more’ functional “uniform approach to”prudential ‘regulation
{within a. consistent national. framework) the appllcatton ‘of ‘'more - stringent
efﬁcnency and: neutralrty tests 1o .commercial - government-owned " financial
institutions, and:a 'program of tax reform desrgned to achleve greater fiscal
neutra]lty ; Y P A T FER TSRS S R R & .

_18 In ‘making these'vanous recommendattons the Cornrmttee lS not questtomng
in‘any way the underlymg econoniic, social or prudenuaE objectives being rightfully
"pursued by governments: “‘What is belng ‘questioned is the cost—eﬁ'ectweness of the
parttcuiar methods of intervention. bemg pursued :

'Competlttve Structure R

19, The Commlttee is conscrous that markets are more hkely to allocate funds
eﬁic1ently if they are. -competitive and partlmpants are. numerous..and - well
informed. It has therefore examined ciosely aspects of these issues in Chapters 32,
33 and 44, In these chapters it draws attention to: e

© . s0ome areas of inadequate competitlon _ - ;

e the decllnmg role of- mdmdual mvestors ln securtttes markets

© high and rising levels of market concentration; and '

© some gaps in the dlssernlnatlon of information.

_20 By and. large however the. Committee is. conﬁdent that 1f ofﬁcral barrlers to
entry and participation are removed (and if the Trade Practices Commission
operates effectively) the financial system will be strongly competitive. This will
ensure ‘that funds are generaliy allocated in an efﬁcrently neutral’ fashton 1o all

groups and sectors in the economy and that praorlty 1s glven to areas of hrghest
investment return.” :

21... The declining role of individual 1nvestors in SBCLll'ltlE.S rnarkets 1s dlscussed in
Chapter 33" The Commitice does not view these trends with concern on, efficiency
grounds but recogntses that there are other consrderatlons

22 The high ‘and 1ncreasmg share of ﬁnanc1al busmess held by a few large
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institutions (discussed in Chapter 32) may raise more difficult issues for policy.
The Committee sees no threat to the competitive vigour of financial markets, so
long as its package of recommendations is adopted but the authorrtaes w:li need to
monitor concentration trends closely... o

23 Information deficiencies are 1dent1ﬁe'd 'th'ro:ugh'out' the Report and are drawn
together+in- Chapter 44; Again, the Committee, while ‘making some important
recommendations, does not see these deficiencies as a major impediment to the
efficient. operation of financial markets. . .

Stahihty

24 Conﬁdence and: stablllty are essentaal 1ngred1ents of any: eﬁ"ect:ve ﬁnancrai
system. These in turn hinge. crucially on the stability of the overall monetary
environment. The Committée has therefore devoted a number of chapters to the
issues bearing on overall monetary stabthty In particular, it has examined;

o whether the Reserve Bank, as presently constituted, is able'to exércise a fully

- effective roie, bothrin the development and application of monetary policy and

- as “‘guardian” of the stability of banks tn parttcutar and more generaHy of‘ the
‘financial system: (Chapter 2); S

@ the contribution that monetary targettng mtght make to the promot:on of a
« stable climate-of expectations (Chapter-3);. L Sl

e ‘the adequacy ‘of ex:sttng liquidity support facrhtres (Chapter 5)

° p0551ble ways of’ reducmg the 1nc1dence of seasonal 11quzd1ty ﬂuctuatrons
.(Chapter 6); and

@ - whether a more market-oriented, innovative approach to the sa!e of pl.lbllC

U securities  might 'be developed; given' the importance of " public' sector
borrowings for’ monetary condrtlons and the pattern of funds ﬂows (Chapters
‘9,11 and 12) SRR

25 A stabEe overali enwronment is tmportant — but tt waii not.« ensure: that
adequate prudential disciplines are observed by individual institutions. For this
reason; and because of community concern for the small, risk-averse household
investor, the Committee ‘has looked critically at the: eﬁ’ectlveness of the present
system of prudential regulation of banksand other financial intermediaries, and in
some areas has suggested more rather than less government involvement,
although. with emphasis on increased flexibility of regulation wherever possible
(Chapters. 19 and 20). :

26 _Th_e_ regulatory framework affecting investors in companies and securities is
analysed in Chapter 21 and the developing structure of regulation for the
protectron of borrowers is covered in Chapter 22.

27 The eﬁects of inflation on the tax base, the structure of business financing,
efficiency of securities markets etc. are analysed in Chapters 17, 34 and 43. In these
and other chapters, the Committee has expressed concern about the implications
of sustained inflation for the stability ol corporations and securities markets.

28: On all - these various  issues; the Committee has made specific
recornmendations; the cumulative effect of which will be (in its opinion) a more
stable, better informed and fairer financial system — yet one that i is adequately
flexible and responsive to changing needs and conditions.
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institutions (discussed in Chapter 32) may raise more. difficult issues for policy.
The Committee sees no threat to the competitive vigour of financial markets, so
long as its package of recommendations is adopted but the authorttres w:ll need to
monitor concentration trends closely..

23 Information deficiencies are 1dent1ﬁed'thr0’ughoUt the Report and are drawn
together in- Chapter 44; Again; the Committee, while ‘making some important
recommendations, does not see these deficiencies as a major impediment to the
efficient operation of financial markets.

Stah:llty

24 Conﬁdence and' stabrlrty are essentral 1ngredlents of any eﬁ"ecttve ﬁnanctai
system.: These 'in turn hinge crucially on the stability of the overall monetary
environment. The Committee has therefore devoted a niimber of chapters to the
issues bearing on overall monetary stability. In particular, it has examined:

e ‘wheéther the Reserve Bank, as presently constituted, is able to exercise’a’ fuiiy

" effective role, both in the deveiopment and application of monetary policy and
a8 guardran of the stability of banks in’ partlcular and more generally of the
“financial System (Chapter'2):- ;

@ the contribution that monetary targetmg n‘ught make to the promotlon of a
.t stable climate of expectations: (Chapter:3); : .

e _”the adequacy of existing liquidity support fac111ttes (Chapter 5)

.5'-_' possabIe ways of reducrng the 1nt:1dence of seasonal I;qutdrty ﬂuctuatrons
(Chapter 6); and . .

© . whether a more market-oriented, innovative approach to the saie of pubhc

©“securities might “be developed, given the importance of “public ‘sector

borrowings for- monetary condrtrons and the pattern of funds ﬂows (Chapters
-'9 lland 12) : : o

25 A stable overall envrronrnent is rmportant — but 1t wnll not .ensure- that
adequate prudential disciplines are observed by 1ndw1dual institutions. For- this
reason, and because- of community concern for the small, risk-averse household
investor, the Committee has looked critically at the eﬁ'ectrveness of the present
system of prudential regulation of banks and othér financial lntel‘medlarres ‘andin
some- areas has suggested more rather than less government mvolvement
although: with emphasis on increased ﬂexrblhty of regulatron wherever p0551ble
(Chapters 19 and 20) . :

26 The reguiatory frarneWOrk a'ﬁ‘ect'ing" investors in companies and securities is
analysed in Chapter 21 and the developing structure of regulation for the
protectron of borrowers is covered in- Chapter 22

27 The eﬁ'ects of tnﬂatton on the tax base, the structure of busmess financing,
efficiency of securities markets etc. are analysed in Chapters 17, 34 and 43. In these
and. other chapters, the Committee has expressed concern about the implications
of sustained inflation for the stability of corporations and securities markets.

28 On all *these 'various - issues; ~the Committee has made specific
recommendations; the cumulative effect of which will be (in its opinion) a mere
stable, better informed and fairer financial system — yet one that is adequately
flexible and responsive to changing needs and conditions.
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C. IMPLEMENTATION

19 The Commntee As: aware that many of rts proposed changes wrll
1mplemented have srgnrﬁcant effects on: .

;0_ the competmve structure. of ﬁnancral mtermedratron and

the drstributton of income between drﬁ"erent groups of lenders and borrowers
- in the system. . iy . . . S

30 Many peOpEe in the comrnuntty w111 be conicerned about these structural and
distributional effects and may wish to see a much more ‘gradual’ process of reform,
together with ‘a poitcy of systematic compensatton The Committee quIy
understands the basrs for'such concern, and has given c0n51derab1e thought to the
potential dlsruptron and the. tmphcatrons for partlcu[ar groups i

31 In regard to structural eﬁects 1t has accepted the need for gradual change m
some areas ' : BN

32, tn regard to the dlstnbuttonal effects the practrcal dtﬂicult;es of :dentlfylng
‘winners’ . and ‘Eosers have led. the . Commlttee to . reject the. principle of
compensahon Any personal. hardshlp to tndwrduals arising drrectly or. indirectly
out of the Committee’s recommendations can be: most eﬁ"ecttvely and efﬁcrentty
dealt w1th through general weifare pohcres .

33 The Commlttee recognlses the 1nterreIatlonsh|ps between a number of ItS
recommendations, and sees: dangers in_a plecemeal fragmented approach to
reform Where 1nterrelatlonsh1ps exist, it may be counter-productive if the
Government were to implement certam recomrnendattons whlle rndeﬁnrtely
deferrlng others : :

34, Thrs Report 15 submrtted at a. t1me of . world econ0m1c uncertamty and
unsettted financial markets The C0mmtttee acknowledges this situation and the
special tesponsibility this imposes on governments for stable ‘and effective
economic management. In the Committee’s view, such a responsibility can be
more’ effectweiy dtscharged wrth:n a: ﬂex1ble responsrve and efﬁctent ﬁnanc;al
SYSth ; : R AR . : IR

35 The Comrmttee cornmends the proposed reforms to those concerned wrth the
efﬁcxency of the Austrahan ﬁnanc1al system :




-~ CHAPTER 1: GOVERNMENT -
INVOLVEMENT IN THE FENANCIAL
SYSTEM

A. INTRODUCTION

1.1 The Commrttee starts [rom the view that the ‘most efﬁerent way to organtse
economic activity is through a competitive markét system whteh is sub]eet to a
minimum of regulation and government mterventton -

1.2 The Committee is conscious that unregulated financial markets do not'always
work perfectly: they may not be sufficiently competitive and information may be
costly or difficult to obtain. As well, free markets might not ensure stablllty and
eonﬁdenee-—— essenttal prerequls:tes of an-effective financial system:

1.3. It nevertheless holds . ﬁrmly to the view that the dlselplme of the market
remains the most economically efﬁcrent basis for allocatmg funds and resources
from the vrewpornt of the eommumty as a whoie '

| 4 A competlttve mdrket unfettered by government regulatlon 15 eeonomicaily

/ neutral in the way, it allocates funds to different groups and sectors: investments
which offer equal risk/return. combmauons are priced equal!y and borrowers ‘with
equal risk are offered similar terms and conditions. While, in practice, financial
markets:do. not-always ‘achieve. this ideal:degree of economic neutrailty, they
approxtrnate it more closely than any non-market system

1.5 Moreover, where it. seems that markets are farlrng to allocate funds
efficiently; a closer analysis -usually shows that the prablem arises not from within
the market-mechanism but from factors external to it. For example; where the
market is not responding effectively to demands for particular forms of finance —
such as from small’ businesses or home buyers — the fault may well lie” with
government regulation; especially. of “interest.rates. Again, the weaknesses and
gaps:in longerterm debt.markets at present are importantly a reflection of the high
and uncertain levels ofinflation; they are not-a:symptom of technical failure of the
financial system itself:- Indeed; the system-has shown comsiderable ability to adjust
and adapt to the problems created by inflation. : .

1 6 The- Commtttee is weli aware. that an economrcally neutrai’ ﬂow of funds
may not:be consistenit with: the'community’s: social: priorities. Even if‘there were
perfect competition and perfect knowledge, a social misallocation of resources
could occur to the extent thal private costs and returns — the basis of competttive
deersron makmg — may not fuliy reflect socral costs and returns '

1.7 Clearly governments must have regard for 1mportant ObjeCT.IVBS bes:des
economic; efficiency. : The growth. in government intervention. in. the.. financial
system over. the last few decades:can be explained largely in. terms of these other
objectives. .. The Comrnrttee in no way questions the social. priorities. of
governments. What it seeks to.do in this Report is.to draw attention to the



implications for: efﬁmency of the various methods of mtervent10n applted by and
available to- governments It .is not clear to the Commlttee that efﬁc;ency
implications have always been _adequately taken into sccount in the past.

B. OBJECTIVES OF INTERVENTION

1.8 The rationale for government intervention in the financial system may be
viewed from a number of standpoints:

efficiency;

diversity of choice;

competttwe neutrailty,

'stabzhty of. the fmanc1a1 system

‘macroeconomic stability; and

social.objectives. .. -

(a) Efﬁcrency o

1.9 The efﬁcrency of the ﬁnancral system can. be assessed on. the basas of three

criterla . :

e Aﬂocatwe Eﬁcrency —_ie. the extent to which’ the’ system 1s successfui in
“directing savings into the htghest yle!dlng ['orms of 1nvestment '

e Operanonai Efficiency — i.e. the extent to ‘which resource costs are mrmmlsed
“for: any-: given level of service provided: R I LR R EEE I :

' Dynam:c Efficiency — i.e. the capacity of the system to adapt to changmg needs
generate 1nnovatlons in ﬁnancrai servaces and ra1se productmty '

1 10 Apart from the possrbie dtstortmg eﬂ"ects of government mterventaon 1tself
(discussed: in' Section' G}, the :two factors :most: ltker 1o 1mpatr the -efficient
functlonmg of the ﬁnant:lal system are:

'0 1nadequate compet:tton and
0 1mperfect mformatron and knowledge

(i). Barr.rers 0 Compet.rrwn

1.11 -Effective competition is tmportant for the efﬁcrent operatron of the ﬁnanc:tai
system: This applies whether the transfers of funds-between savers and borrowers
take: place directly: - e.g:-through stock exchanges; mtercompany Iendlng, the
commercial ‘paper: market.etc.: — or through mtermedlanes. i

1.12 Generally, the Committee formed an 1mpre551on of a highly competitive
financial system, but it became aware of areas where.competition could be stronger
(and recommended appropnate actron) or. where the market was. dommated by a
few:institutions.. i o ; St :

1.13 The Commlttee nates that the existence of only a small number of effective
competltors in an rndustry does not’ necessartly Justrfy government 1ntervent10n
Specrﬁcaliy : : :

° The |ntermed1ary group in questton may face’ eﬁ'ectwe competmon from other
intermediaries;  banks; - for example are subject to keen competition from
 building’ sociéties and credit unions, and from ‘morney market deaiers and
“merchant banks; in some of the markets in ‘which ‘they deal.’ '



@ 'In certain areas, economies of scalein financial intermediation may make larger
- units more efficient in an operational sense than smaller units. In such a case,
.- the Government would need to have regard-for potential losses in operatlona!
- efficiency when conStdermg whether to mtervene to tncrease the number of
competitors. S : S

® Smallness of numbers does not necessaraly mean 1neﬁ"ecttve competltton -
. indeed the opposite, is often the case; nevertheless, there may be a téndency for
a small number. of existing firms to engage.in various forms. of collusion —
. explicit or implicit. These tendencies are minimised if there is opportunity for
. Mew entry, supported where. necessary by effective trade practices. legxslatton.

1.14 - The Committee recogntses that a policy change cannot be supported simply
because it represents a'move towards freer’ conipétition. What is first required is &
careful analysis of all.the lzkely ramifications of the proposed’ change. Attention is
drawn.to the. dangers of. carrytng out. economic reforms-in: an ad hoc; piecemeal
fashion — more specifically, in.the context.of this Inquiry;. oftmplementtng only
some, of the. Committee’s recommendatlons wrthout due regard for the others

{ i) 1 ry‘ormanon Gaps

1.15 It is important that adequate mformatlon be ava;lable to a551st 1nvest0rs in
assessrng the rtsks and expected returns attached to: various ﬁnanctal assets

1. 16 It has been argued that there are some ampedtments to the effecttve ﬂow of
lnformatton between potentlal borrowers and . lenders, and. that. governments
should take actton to. rectify the Situation. The Commlttee accepts that it is
legrt;mate for governments 1o intervene in some cases (e.g. 10 ensure adequate and
accurate disclosure of financial information by companies raising funds from the
general public or to prohibit ‘insider’ trading). However before government
intervention can be justified it must.be demonstrated that:: :

@.:the benefits of the required additional tnformatron c!early outwetgh the costs of
collection:and compliance; an:

o the problem:could not be better: handled w1th1n the prlvate sector the call for
~‘intervention is often no more than an attempt to have government meet the
costs rnherent in: the search for tnvestment or borrowrng opportunmes. :

(b) D:versxty of Choice . bk g i SRERTISE

L17 A major. desirable. characterlsttc of a ﬁnanc1al system is. that . 1t present

1nvestors with a w1de ch01ce of ﬁnancral rnstruments S o

118~ There are three 1mp0rtant charactenstrcs of ﬁnanctal mstruments whrch are

relevant to this discussion: ER L : Hi

@ risk (arising from variability in the overall return)

e return {income ‘plus capital gatn) -and CTHERTEL e

® liquidity (the ease w1th whrch a ﬁnanctal lnstrument can be turned tnto means of
payment) : HE :

1.19 In general lt can be antlcrpated that the market w1ll over t1me equallse
expected real returns on alternative tnvestments after some allowance is made for
the" different ‘characteristics of various assets — partlcularly the dlfl'erent risks
involved — and the incidence of tax. . : :

1.20 ' The existence’ of a-diversity -of- choice: for mvestors has two major
advantages: ° '



e _it allows investors. to choose the porifolio. mix most.appropriate to their risk/
're_'turnlliquidity_prefe_rent:'es_. and. planned. patterns of expenditure; and.

e it permits-diversification over a.number of assets involving different types of
_ risk and gives investors the.opportunity to reduce the average overall risk of
their portfolio by including in it investments the outcomes of which are not

closely refated... .0 0 : .

1.21  Provision of a suitable range of choice to investors requiresthe existence of
a comipletely riskless asset!— including, ideally, one’ which yields a secure real
return;' Governments can facilitate’ the provision of a riskless asset “(at least in
‘tertis of ‘nominal ‘returns) by either issuing it “directly or’ by ‘protecting ‘the
‘intermediary providing. the asset. Currently, the assets most commonly seen. as
providing secure nominal returns are government obligations and bank deposits.

1.22-Although the ‘Committee’ does ot question " the "desirability” of having
appropriate.‘safety havens [or smail, risk-avetse investors, it is just as-important
for ‘the' Arnancial system' to offer less safety-¢onscious ‘investors ‘an adequate
diversity of choice: Indeed, it has been suggested that, due to over-regulation, a
‘risk’-gap exists for small investors in some countries because they do not have
available to them an asset which involves a moderate degree of risk. '

1.23 . The Government.can play a role in ensuring thata diversity of choice exists
.by. removing any factors (such as. over-restrictive or excessively wide-ranging
prudential regulation) which inhibit private financial institutions: from ‘providing
assets-w_ith'the-_'Charac_te'ristic's' demanded by investors® — ‘this is, of course, one
aspect of ensuring the dynamic efficiency of the financial system. Once this is done
the interaction®of ‘supply ‘and demand in the market’ will provide the most
appropriate’ mix-of assets of various types. - finy Bl nindl i L
(c) Competitive Neutrality - : conn o sl e :
1.24 - Since ‘governments; -in- the proper exercise -of: their responsibilities; ‘will
inevitably have an impact on the financial system, a question of crucial importance
is-how they might ensure that their actions have a fairly neutral impact on funds
‘flows. The Committee: is” strongly.:of ‘theview: that-a move towards greater
“‘competitive:neutrality” would enhance the.allocative and operational efficiency of
the financial system. In particular, it stresses the need for consistency in the
regulatory and taxation burdens imposed on different intermediaries; -«

. stem is a basic underlying theme of Chapters
13-17, where several recommendations are made that ‘would achieve progress in
this.direction, Chapter.4 proposes: a.more ‘éven-handed approach to monetary
policy regulation. Chapters 18-21 point the way to a more .consistent. system of
prudential regulation. - R . ; e :

1.25  Neutrality of the taxation sy

1.26_: '.Eciuality in the r_ég_ulatory burden rais__es_-é_s'peé'iai.ly-difﬁtqit.prbbléms. — both
conceptual and practical. It can be achieved.in three ways: . . o

‘@ every financial intermediary could be subject to the same monetary policy and
* prudential regulation; : AR o

% cach class of intermediary could be subject to different regulation, but with the

" balance of benefits and burdens being the same across all intermediarics; and

1.5 At least in‘lhe sense that:contraciual. obligations with repard: ta capital und - nomimul returncare
- certain to be met. - : B L )



e functionally similar operations could be subject to similar regulation. -

1:27" Given the wide variation in the type of business done by drfferent types of
intermediary, the first approach is not feasible. '

1.28 ° The second ‘approach (whrch has’ been referred to'as ‘a balancmg act’)
involves two fundamental problems. Firstly, it is doubtful that such an approach
can ever successfully achieve competmve neutrahty in practlce especrally in areas
where entry:is restricted. L e

1.29 Secondly, even where a balance is achleved the" regulatory arrangements
may have indirect effects on' the. efﬁctency of the system. For example, if an
intermediary is given a government guarantee ‘on llS borrowings but allowed to
invest ‘énly in-a-very restricted’ range of assets, both-forms of government
mterventron may reduce the allocative efﬁc1ency of the system: '

1.30 ‘' In princ1ple the best way of achtevmg equallty m the regulatory burden i is by
a funct1onal .approach.— a group of intermediaries’ performmg a particular’ activity
(e.g. competing for houséhold’ deposrts) shotld’ generally be subject to comparable
monetary controls - dnd - prudential’ regulation, havmg regard to the drﬁ'enng
characteristics of their assets and general perceptions of risk. Ttis: ‘of course; true
that it is not always easy to draw precise lines around different ‘activities’ or
segments of the market. Ultimately, every borrowing:or. lending .activity: is in
competition with every other and this will be especrally true E[‘l the more mtegrated
ﬁnanc;al system enwsaged by the Commlttee '

1 31 Freedom of entry to-each activity would help to:ensure that over: the Eonger
term;, there is:a: balance' of burdens and: benefits (regulatory or otherwnse) across
activities; and that users: of financial services receive neutral treatment. However,
there may be reasons (e.g: on stability grounds): for imposing requirements on
entry:to certain types of activity. Particular examples. of this include the cheque
payments system and foreign exchange dealing. In some cases, for example entry
into banking, the Committee accepls | that a change to freer entry may approprrately
lnvolve a number of steps.. :

(d) Stab1hty of the Fmancral System = Investor Protectlon .

1.32 ‘The stabtltty of the financial system as a whole is of vital rmportance The
system could not operate efficiently unless mvestors at large have confidence in the
underlying solvency of financial institutions as ‘a- group and in the stabrirty of
financial markets overall. Governments therefore have a responsibility to ensure
that there is public trust in the soundness’and fairness of the ﬁnancral system '

1.33 * As explained in Chapter 23, the Committee attaches specral rmportance to
the maintenance of confidence in the core of the payments mechamsm because of
the 1ntegral role 1t plays in facﬂltatmg economlc actmty B : :

134 Itis also recognlsed that knowlecige ot' the exrstence of prudentral regulatron
can provrde either a substltute for, or a useful basis for, the assessment of risk by
individual investors; an assessment which would otherwise have’ required ‘costly
and, t1rne~consum1ng effort of a dupltcatwe kind. Similarly. minimum disclosure
requirements can, prevent the duplication of basic information search costs, as well
as helping to ensure that savers have proper and reasonablé opportunity to
measure:and assess risk.-More-generally,; the Committee accepts that governments
havea responsrbrlrty 1o ensure that small rnvestors have an adequate range of safe
outlets:for-their savings: - oy iloreniiven swessl shiil :



1.35 To some extent; therefore; government prudential'regu!ation' of financial
institutions and .markets is-both necessary and desirable. tht is:at.issue is the
degree of government tnvoivement (as well as its. forrn) :

1.36 One view is that the Stdblllty of all institutions, or at least all those WhICh
deal with small savers, shouid be protected by government The Commttteee does
not dCCEpt thrs view.. :

1.37 Full protectton of most ll‘ldwldUdI ﬁnancral institutions would lead to'a
srgnrﬁcant reduction.in the diversity of investor choice and tend to create the ‘risk
gap™ -referred to earlier.. it would also encourage the growth over. time of new,
unregulated but possrbly less efficient institutions to fll this gap. The authorities
would then have to decide whether those institutions should be subject to the same
protecttve reguletlons o : : . _

1, 38 "lhe Commtttee con51ders that except where there are strong reasons. for
belaevmg that the overall stdbtllty ‘of the financial system woukd be impaired, itis in
the interest of a competitive and efficient ﬁnanc1al system for non- -viable financial
intermediarics to be allowed to fail in the same way as non- -financial businesses. —
dlthough the. manner in which the fdllure is handled is, of course, 1mportant

(e) Macroeconomtc Stahlhty

1.39 A ITIEUOI‘ concern of governments 1s to attaan hlgh levels of employment and
rates of economic growth consistent with stable prlces ‘Accomplisiment of these
aims-will contribute :to: community. well-being:in: a.number- .of ways; not least
through creating an:gconomic environment which: allows the financial system and
other.markets ;in the economy: to: functton more:effectively. For example,.the
removal .of 1nf1dt10n would relieve:many of the: stresses: currently placed .on the
financial system; the impltcauons of lnﬂatton For ﬁndnc;al markets are dtscussed in
Chdpte[-d].} : coirie s g . S . -

1. 40 Given the 1mportance of the’ ﬁnanctal system as i channel For 1mplementtng
moneltary policy, it is of course Iegttlmate for governments to mtervene through
the system in pursutt of macroeconomlc obJectlves

1 A1 llowever governments must ttttempt to ensure thdt dny costs amposed on
the financial systern by way of loss of efficiency and equity are minimised. It is the
Commrttee s view that these costs will be lower.if’ governments rely to a greater
degree on market—or;ented 1nstruments 1o, tmplement monetary.. “policy. The
altérnative technlques of monetary control and thetr costs and beneﬁts are
dtscussed in Chapter 4 s

6] Soclal Ohjectlves ' ;
1. 42 Government tnterventaon in pursult of socral Ob_]ECtIVE.S may a1rn to
o essr:_ p __'ttcular sectors in the communlty,_ PO

°. tnﬂuence the ownership structure of ﬁnanctaE mstttutrons and

@ alter: savrng behavmur ' SEFRRSRE LIS SO T FIN S ST R S

( l) Sectomt' Ass:stance

1:43: For: :equity ior. other soczal reasons, governments may choose to dss;st
particular::classes:-of- savers: or:: borrowers. -In.-Australia,: savers. . through
superannuation -funds have traditionally received special::concessions, = while



‘preferred’: borrowers have from.time to. time-included the . housang, rura[ small
business, export and government sectors. For.example: :

o government measures (o-increase the availability and reduce the cost of housing
:: finance aim to'make it easier for those'on low:and medium i mcomes fo pl.]l'ChdSE
homes and to encourage home ownership generally;” :

® the interest rate ceiling on small overdrafts has been perceived as a form of
positive discrimination to prowde cheap ﬁnance to small busanesses including
farmers;

@ ‘captive market’ borrowangs have their origin in a government destre 1o obtain
an assured mdrket for its securmes generdliy at less than market interest rates.

1.44  Social priorities . are basically. matters.. for: governments: to. determine.
Neverthe!ess as previously mentioned; a va[rd questaon for the Commtttee is how
far the basic ObjeCI[VCS of sectoral intervention couild be realised through methods
of assistance which produce less mtert’erence with the functioning of the financial
system. This important issue 15 tdken up agarn later in thls chdpter dnd is examtned
more fully in Chapter 36. :

1. 45 Sectordl Db_]E:C[IVBS have been pursued through varaous means but the
techiniques of most concern 1o this Inquiry are interest rate controls and portfolio
requirements imposed on banks and other financial institutions. Also worthy of
some consideration is the'role of government ﬁndncml tnst;tutlons as a channel for
sectoral assistance. Chapters 37-42 dlSCUSS these issues in reIatton to specrﬁc
sectors of the economy. T

(n) Drspe;sran af Ow.rrershrp

1.46 . Governments may seek to- tnfluence the ownershlp structure of ﬁndnctal
institutions for social reasons, e.g: in-order to avoid: what they regard as an undue
concentration of financial- power, or because of concern, on economic grounds,
about the tmphcat;ons of such concentration for. the competmve environment and
the efﬁcrency of secunttes mdrkets ThlS 1ssue is prlnmpdliy dlscussed in Chapter
32 : e

1 47 Governments mdy atso w1sh to restrrct the growth of. forergn ownershtp and
control of financial institutions. This desire may have a social basis, but it has also
been: suggested :that.- the-extension: of :fifancial linkages ‘with- the international
economy . would: reduce - the eﬂ"ectrveness ‘of “monetary’ policy :‘and: increase
Australia’s senstuvrty to oversaas ﬁndncldi dzsturbances These matters are: ralsed
in Chdpter 25 : : : S

( iii). Sa wng Beha viouir-

1.48 “An efficient financial  system- wrll assist savers 1o make mmore rdtzonal
Jjudgments aboui how much to save and also help to ensure that | savmgs are put to
the. most productive use and’ this: will. in .turn encourage saving. However,
governments will not always be satisfied with the saving. ratio produced. by an
uncontrolted financial market; they may, for example, desire to stimulate the iong-
term rate of saving in-order to increase: the ‘proportion’ of resources devoted to
investment: (pUbllC or private)} or to reduce dependence on foretgn capltdl — an
issue covered in Chdpter 35. e -

1.49: Governments mdy aEso wrsh to 1nf]uence the structure of savmgs €.E. by
provrdang special encourdgement to long- term contrdctudl saving; some aspects of
this issue are discussed in Chapter 15, .



1.50 In this context it is-appropriate to:note that often ifl the past governments
have pursued their sectoral:or-social ‘objectives by methods which do not have
sufficient. regard for their adverse-effects on the returns- available -to savers. and
hence, perhaps,. on the community’s overall propensity -to. save. Interest rate

controls are a case in point. . . L

C. METHODS AND COSTS OF INTERVENTION

1.51" For‘the- various '_feasons’ outlined 'abdv_e_, 'gove_r'nrnents_':h_ziv': '_s_ought to
influence the relative cost and availability of funds in the economy." C
1.52" Th_é_' methods of intervention used ha_ve' 'var_i_éd according tothe nature of the
objectives” being - pursued, ds- well as ‘the’ prevailing economic and political
circumstances. They can be grouped under six basic headings: - =
o market-oriented intervention, where the Governnient actively participates in
" “the market as a buyer or seller of financial assets; S, _
e direct regulation of financial intermediaries and markets, which may take such
-~ forms as interest rate controls, portfolio or balance sheet restrictions, licensing
and entry restrictionss 0 T om0 T
e extension  of official protection to investors, e.g.. through, government
““guarantees’ or through official liquidity support facilities; . ... .

@ public ownership; i:e. the establishment of partly or fully: government-owned
financial intermediaries to provide particular -facilities or services, either
exclusively or in competition with private enterprise; R

@ direct subsidies, grants or-tax concessions: to ultimate borrowers or investors,

- ‘e:g: income tax deductibility for.interest on home-loans; and** = SR

e louns’ or subsidies' channelled through' commercial rmediaediaries, e.g. the

--_'pr’dv_i_Si_on'Qf: additional housing finance _thro_ugh savings banks in 1974,

1.53 Many. bf' these methods of intervention have detrimental side effects on

efficiency. and competitive neutrality in financial markets. These effects are fully

QiscusSEd 't_hro'u_gho_l;-lt this'Report. o o T '

1.54 The aggregate efficiency costs of government: intervention in:the financial
system. are- difficult. to -quantify.: Studies. in. this area-have- produced varying
estimates.of the-costs involved; in.no case are:they negligible and in some cases
they are quite substantial (see Appendix 4.1 of Chapter 4). The Committee accepls
that some of the costs involved are intangible and may involve non-economic
judgments, but it is firmly of the view that the overall impact of regulation on
national productivity and welfare is highly significant, especially.if the ‘dynamic’

effects are taken into account.

1:55 - The potential impact on efficiency will depend crucially on the method of
intervention employed, T e e e e e )
1.56. Asa general proposition. market-oriented intervention is most desirable on
efficiency grounds because it:influences the broad :conditions of supply, demand
and cost of credit across the entire financial system. Also, it can:be:-designed so as
not ta distort the relative competitive standing of different lenders and borrowers,
By contrast direct regulation not only interferes with' the allocation of funds but
ediices the ‘ability’ of the fnancial system to respond flexibly to changes in'the
operating environment. ST R e AR



1.57 However, market intervention by the authorities' — ‘as a buyer and seller of
financial assets — is not always an appropriate or effective method of achieving the
objectives of-government, Tt has application to objectives such.as. macroeconomic
stability and the general stability of Anancial markets but it has very little relevance
for other objectives such as sectordl dSSlStdnCE compeutlon dnd the Stdb]]lly of
rndwrdud! msututlons :

1.58 Dlrect regulatmn mdy be the mosl eHectrve method of pursumg cerldm
prudentral ob_]ectwes e.g. it.is.necessary. (o prescribe. rules on disclosure and
reporting requirements, if governments are seekmg to minimise the exposure of
1nvestors to I'raudu[ent prdcuces and' 1o ensure they have ddequdte 1nl‘ormauon

1.59 Unfortundtely, direct reguldtron has been used for object:ves other thdn
investor protection, Even where designed to protect investors; regulation has often
taken forms less conducive to efficiency. For example, portfolio restrictions have
the effect of interfering wnh the operduondl dﬂd dyndmic efﬁcrency of the prlvaie
mtermedtarres dffecled

1. 60 Ofﬁcmk protecslun, i g through guarantees or smular commrtmems may
provide an alternative method of protecting investors. Here too there will often be
costs for the. financial system, e.g. if carried beyond a point, it will excessively
reduce the: dlversrty of-‘chdice ‘available ‘to investors/borrowers and” possibly
discourage the exermse ofcommercml prudence I Al]ocat;ve eﬂ"lcrency mdy also be
seriously dﬂecled ;

1.61 llowever lhese consequences ofofﬁezdl protecuon polames mdy be reduced
where

® the protectaon is llmlted in scope and COVET4EE; o o

@ a functional approach? is adopted {where practicablé) , so that it causes mininal
drsturbdnce to the relduve competitive standing of different i msinutmns and

® the costs of government, protecuon are commercra[ly dSSESSEd and fully paid | for
by the beneﬁcmrres '

1 62 The provrslon of quuadny support I'd(:]l;ires by the central bdnk (Ilnes of
credit or discount window arrdngements) can be viewed as. dspecml kind of official
intervention to-protect investors in paruculdr circumstances. Unless. dppited with
great: restraint, this approach would-raise similar:reservations; e:g. in relation’ to
mordi hazard® and: the. possrblhly that: it mrght dlSCOUI’dgE‘, adequate self—reirdnee

1. 63 Pubhe ownershrp, as.a method of lniervenuon has most. re]evance where
the aim is to promote effecuve competition, dlscourdge monopollsuc practices in
financial mdrkets or ﬁll gaps’ which would not be filled by private enterprise.
iiowever from the _point of view of eﬁic:ency, the. Committee believes that it
shouid be regarded asa last resort dewce and not, dltempted unul oLher dppl‘OpI‘ldEe
measures have been taken, including: : .

¢ removal of unnecessary restrictions on entry;, ~ -

o remova[ ofcontrols thdt unnecessarr[y restrlct Competmon dnd dwersrﬁcat:on
dnd :

2. . This is an example of ‘moral hazard’, @ term which refers. to- the incentive- for puaranteed
. investors or. borrpwers {o.engage jn risky behaviour unless 4 Fee is Lh.rrged for the gu‘rmnn_c
.- which, is prnporimndl to,the risk involved..
4 In the Tunctional “upproach 1o regulation, the I'mus. lends ln-_be_ on _i_iL.ll\l!IE.S'lillher than
intermediaries.



e dpproprmte actton through tl'ddE'. ]Jl'dCtiCeS legls!dtton

1.64: Government tntervent[on inpursuit of sectoral assistance objectaves can be
implemented through a wide rarige of opttons possably covermg the full spectrum
of: methods Etsted in pdl‘dgl‘dph 1 52

1. 65 Nonetheless the Commtttee belteves that 1fc1 government cortslders [hd[ a
particular sector or activity should be assisted because social returns are not being
adequately, Cdptured i private investment calculations, it'is best done through a
dlrect subsrdy, g,rtmt or tax cuncesswn 10 1hd{ pdl‘liCU]dt‘ sector or activity. =+

1. 66 The merlts of H'HS approttch are thdt the costs of the subsrdy are ViSlblE dnd
quantified, providing a basis for continuing assessment of the appropriateness of
the levels of assistarice; its burden is spread equitably over all taxpayers; it runs less
risk of being ill directed and can be structured‘in’ such a way ll'klE it does not d15tort
the use of Cl'edlt re[dttve to other producttve 1nputs

1. 67 Where itis mtended thdt the assistance take the form ofconcessaonal credtt
the:Committee generally prefers that such assistance be transmitted through the
medium of existing commercial institutions rather than’ through a government—
owned tntermedtdry Thts is I‘urther dtscussed in Chapter 36, :

1. 68 As a. generdl ru!e ‘the Commtttee ‘has preferred. . those methods of
intervention. which; act dtrectly on.the policy ObjBCEIVE or target-group.? 4 Indirect
methods of interventicn tend to produce new distortions elsewhere in the system.
They dlSO tend to be more costly as the beneﬁts cannot be conﬁned to the Earget
group.: DA . .

D. . GUIDELINES FOR REFORM’ |

(a). Basrc “Approach . - :
1.69 “Two key points which emerge from the foregoing dtscussron are that:
e some methods of intervention impose greater efficiency costs than others but

ll methods of intervention that dre desirable on efﬁcrency grounds may not dEWdyS
be the most effecttve in dchtevmg thetr Specrﬁc objectlves

1 70 Under its- Terms of-. Reference wh;ch refer to- ‘the 1mportdnce of the
efficiency of:the financial system for'the Government’s free enterprise objectives’,
the Committee is expected to give the efficiency of the financial system a high
rdnkrng in itsorder ofprtorltles Atthesame: time. it recogntses thdt‘a'narrow focus
on’ etﬁcrency would be too restrrctwe Therefore, in evaluattng the'various ‘forms of
government’ ifitérvention in the financial ‘system, the Commitiee has tried to
carefully welgh up the ‘efficiency costs of each method of 1ntervention agatnst its
effectiveness in ‘achieving its principal Spec1ﬁc objectwes :

1,71 Frequently in this' Report, the Commlttee refers to the most cost eﬁ'ectwe
method of achieving any given policy objectwe By that, it means the one that
achieves the appropriate balance between effectiveness (tn the attainment of the
destred obJectwesj and efficiency (in the flow of funds).

Some ol'the issues 1nvolved are dtscussed i R A!bon and Al Cheok ‘The Economlcs ofSeLtoml
Assistunce’, Australian, Finunciul System lnqutry Commrssmned Srudres and Se!ecred Paﬁera Par1
4 AGPS Cdl‘lhﬂ]‘rl! [981:
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TREASURY LIBRAR

1.72.. Reform of the financial system can be tackled in two distinct. ways:
o The first way would be:to take as a starting point a hypothetical financial system
totally - free- of: governmient -intervention. : The - usefulness -of- any : particular
. example. of government intervention is then measured by :asking whether it
Cwould be advantageous tointroduce it into:sucha systemyif the unswer is'in the
negative dnd thts type of mtervent]on is alreddy ldkll’lg pldce :t should be
removed.:

e The alternative — more’ evo]utwnary — c¢ourse of reform would be to take the
present sysiem as its starting point and to assess the usefulness of each existing
case of government intervention by asking whether it would be ddVdﬂtdgEDUS to
-'remnve it from the system (hdvrng regard for other reforms proposed) '

1 73 The Commtttee has rejected the ﬁrst aiternattve bec.:ruse the totdEIy ‘free
financial system postulated does not. exist, and a real-life. counterpart :to it has
never existed; this makes it partrcularly dlfﬁcult to estrrnate the costs and beneﬁts
of proposed changes. from ‘such a'system.. ... .. e .

1.74 A further. major- obgect;on' is that it do'e_s.'nc")te take account of the costs of
disruption to the existing institutional-and social struciure caused by the removal
of an existing form of government intervention: For example, it is uncertain what
type ofinstitutional structure would exist in the hypothetical financial system, but
it is clear that the existing system includes a complex and-interrelated. set of
financial institutions. While the Committee does not regard this structure as
immutable, it feels that the costs oftmnsformlng it must be taken into account in
forrnulatrng any recommendnttons espectally as any disruption’is lrkely to be falrly
1mmediate while the beneﬁts probdbly extend over a much Eonger perlod dnd may
be seen to'be less certain. ' .

1.75 For these various reasans.the Committee beheves the sec0nd approach to
reform is the more responsrble and realtstlc one to adopt

1 76 Thrs has caused it to recommend in one or two 1n5tdnces the retentmn of
government involvement even though such involvement might have failed the
‘cost-effectiveness’ test if its introduction were being considered.. However, the
Commrttee has been mmcffui of this ddnger and has subjected existing forms of
government intervention to stringent tests. In partacular in judgmg whether an
existing piece’ ‘of government intervention should. be retained or _whether 4
suggested regulation should be introduced, the Committee has taken the attrtude
that the onus of proof rests on those who support the government ‘regulation or
intervention.in.question; That.is,-where: the ‘balance: of :benefits and costs:has
seemed. fairly even,:it has: recomrnended against government intervention: This
approach arises.out. of-a basic predltectlon for less:rather than more: governrnent
involvement.in the economy. - TR : i

1.77 The Committee also points out that it has not Heésitated to recommend a
change.in the system which it-has judged to be,.on balance, beneficial even where it
was. expected to have incidental effects on: the distribution of income. {business.or
p_erson_dl) i.e.-effects unrelated to its major.objective. In.most cases the incidental
distributional effects on society of the reforms proposed should not be large; and
any personal hardship that may arise out of the process of reform would in the
Commlttee S vaew be apprOprtately dealt with through the welfare process

1. 78 This is not to say that the Commlttee has been msensxttve to drstnbutzonal
effects; ‘Firstly it Has, wherever possible, drawn attentron ‘to sorne of’ the more
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'51gn1ﬁcant distributional 1mp11cattons of :its réecommiendations, even when these
have been incidental in character, Again, where it has recommended removal of a
_government control or regulatlon the: prmcrpal objective. of . which :was: to
redistribute .income in a particular way, the - Committee: has sought, . whenever
possible, to. point:{o more cost-effective means of achieving this objective. Finally,
where it was feared-a change: might cause considerable disruption but the long-run
beneﬁts ‘were considered’to be sizeable, the Committee has recommended the
ange. but has suggest o appropnate transrtronal arrangements -

(h) The Role f.Government

S lS necessary to 'ertsure free, falr and competltlve markets

1 _81 . In thls regard, governments have an obEtgatton to provrde
0 an : appropnate legal framework for contractual arrangements and to nuntmtse
the scope. for fraud, malpracttce and m:smforntatlon and.

8 an economic and legal clrrnate that encourages competltton and adequate
freedom. of entry S B : s :

1. 82 leen the adoptlon of lts recommendauons in thrs Report ‘the Cornmtttee
does not see the need for a more extensive or aettve governrnent role in promoting
the etﬁment performance of financial markets At the same time, it would not
wish to see the Government’s present role in providing the basrs for a competttrve
framework srgmﬁcantly reduced

1.83 Secana'ly, the Commlttee sees a hmlted hut vrtal role for direct
government mtervent;on to safeguard the underlymg stablhty of the ﬁnanctal
system:: - Sk ; Co : :

1.84" The Commrttee 1s sattsﬁed that the ﬁnancral system is fundamental]y sound
and stable. Tt does however | propose some ‘changes'in the structure of prudentral
regulatton ‘and puits forward a number of 51gntﬁcant suggestions as to methods of
regulatlon "While emphasrsmg ﬂexablhty in_terms of requrrements 1mposed by
various authorrttes it also pomts to the need for greater consrstency in the tnterests
of competrtwe neutrahty ' .

1:85:: Thirdly, it'is: acknowledged that the 1mp§ementatlon of monetary pohcy
aimed: at: achieving such objectives: as price ‘stability and high employment
requires-a:-degree ‘of ‘government ‘intervention'in‘the financial system. ‘For
example, it may be necessary on occasion to supplement open market operations
w1th a:form of dll’ECt control. S

1. 86 However direct controEs must be used sparlngly because they generate
costsiin:other:directions and:these must be set agalnst any-gainsin-terms ¢fmore
effective:economic policy:: In-addition; thereis-real' doubt about:the long-term
eﬁ"ectiv_en’ess of ﬁnancial--'regulation‘,‘*-exchange-controls'i‘ and --‘captive : market-’

The quaitﬁeal:on made about ddopllon ol' the Commrttees recommcndahons nccds to be
:-_emphasrsed Unless, for example; many of:the. present: barriers to .eniry aré removed;
... recommended: by the Commitiee, Ehere is no guarantee ihat compcutton will be adcquale in .rll
“wréas of the financial system,

LT T
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arrangements as instruments of economic poiscy The Committee believes that
existing levels and methods of intervention in the financial system for economic
policy purposes need to he fundamentaily re-evaluated.

1.87 Fourthly, the Committee accepts that if a government wishes to influence
the spread of ownership in the financial system (whether as a means of avoiding
undue concentration of power or for the purpose of limiting foreign control), there
may be no alternative to direct intervention in the system. The Committee has
pointed to some of the implications of such intervention for the efficiency of the
financial system, but recognises that it is ultimately a matter for political judgment.

1.88 Fifthly, and in similar vein, it is fully recognased that governments may
wish at times to redeploy resources to particular regions, sectors or groups where it
does not feel the market is allowing adequately for ‘externalities’ or producing a
socially acceptable distribution of finance and resources. In this area, the
Committee’s broad conclusion is that the social objectives may be better
achieved by means other than through mterventmn m the ﬂnancual system.

1.89 Sixthly, it is clear that the need for government mterventlon and the
appropriate methods of intervention change over time. Consequently it is
incumbent on the authorities to maintain a continuing oversight of the benefits
and costs.
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CHAPTER 2 ROLE OF THE RESERVE
- BANK

A. INTRODUCTION

2.1 The functions of the Reserve Bank are sei ouL in the Rese: ve Bank ACI 1959,
the Banking Act 1959 and the Financial Corporations Act 1974, and regulations
under those'Acts; A summary is provided in Chapter 4 of the Committee’s Interim
Report. In brief, the Bank has been chartered by Parliament with a range of powers
and responsibilities especially with regard to monetary policy, external pollcy and
stability of the financial system. The Bank also provides varigus bankmg and
financial services for the Government ﬁnancaal orgamsatlons and the commumty
generally, :

2.2 The Reserve Bank Act gtves the Bank extensave powers wnth regard to the
formulation and implementation of monetary and bankmg policy. Section 10 of the
Act states that:.

Itis [he duiy ofthe Board wuhm the hm:ts of 1ts powers {0.ensure that the monetary
and banking policy of the Bank is directed to the gredatest advantage of the peop[e of
Australia and that the powers,of the Bank.. .are exercised in such 4 manner as, in the
opmlon of the Board; w1ll best conmbute to:

“(a) the stablllty ‘of the cufrency of Austrdlm
_ _(b) the mdlntendnce of full employmenl in Australia; and
. () the economic prosperlty and welfare of the, people. of Austrdl:a

2, 3 ‘The Reserve Bank’s responslblllt;es may be broadly summarlsed as
_(a) y Economtc stab:hsanon policy o :

e advise the Government on economic stab;hsatlon pollcy generally and on
other aspects of pohcy bearmg on monetary and financial conditions;

.i°::_SUb_]ECt to.. keepmg the Govemmem informed and within the powers
" conferred in the Reserve Bank Act,, formulate and ;mpfement monetary
“and bank;ng policy:

e advise on the formulation and conduct of external pol;cy and admmlster
the pohcy determined with regard to both forelgn exchange and exchange
controi

(b Stabrlrty of ﬁnancra! system
@_to protect.the stability of the financial system by
- acting as &:central bank:

I Chapters 4 and 11 of the Interim Report gave details of the broad runge of functions the Bank is

requlred to perform, in uddition to its monetary and bunkmg ‘policy unctions; Chapter 24 noted

*issues {hat’ have been put to-the' Committee’ concerning the- role’ of the Bank. (See Austra!mn
Financial System, Interim Report of the Committee of Inguiry; AGPS: Cinberry, 1980:)
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. — -determining; appropriate -, standards: of : financial: -practice: - and
¢ . .management - forbanks: and authortsed dealers; S

— acting, at its discretion; as: banker and financial adviser to ceriain
financial institutions;

— influencing the operation and development of the financial system —
including some non-bank financial intermediaries.

{c) Banker and financial agent of government
@ to provide banking services to government;
to provide other financial services to government;
to manage the currency note issue; :
to dsstrlbute coin on behalf of government;
to assist the marketrng and management of government debt;

to. assist in the ﬁnancrng of government by the acqu1sat10n of government
y securrtles mctudrng Treasury Bills; : . _

/o to manage the 1nvestment of the nation’s foretgn exchange reserves.

(d) Banker to others
o to undertake tend:ng to SpECEﬁC rural sector bOdlBS
o provide selected bankmg serwces to banks

(e) F mancral intelligence and accountabrhty

e to monitor economic and financial conditions using powers’ conferred in
both: the: Banktng Act and Flnanmal Corporatrons Act and mform the
commun:ty, ;

e to report to the Parlrament and to the commumty generaHy on the
operations of the Bank and 1ts role in the determrnatton and execution of
palicy.

2.4 These various functions could be separately institutionalised but, for reasons
discussed later, there is a strong case for their co-ordination within the framework
of a single institution,? Therefore in considering the appropriate role and level of
independence of the Reserve Bank in dtschargrng its responsibilities — the subject
matter of this chapter — the Committee enwsages that the Bank erI contmue to
perform each: of these functrons

2.5 Attentton is tnmally focused on the Bank’s poilcy functlons embracmg its
monetary policy, ‘external pol;cy, financial’ stability and’ tntelhgence roles. The
Bank’s functions as financial agent of government and a short term iender to the
rurai sector are then drscussed

B. "P(')'LrCY FUNC'Tro'NS

(a) Reserve Bank Independence -

2.6 Sections 8, 10 and 26 of the Reserve Bank Act specify the major powers of the
Bank. The Bank’s position vis-a-vis government; as assessed by the Committee, is
summarised in the foltowing paragraphs.

The spectﬁc quesuon of whether prudenttal and monetary pohcy resironsmlllttes shou]d be carrled
“out by separatc mstttuuons is dtscussed fater.in th|s chapter. . . .
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2.7 Firstly, the Bank is an important independent source of economic pulzcy
advice to government; one would expect its advice to carry substantral ‘weight in
the overall policy decisions of government in relation to financial matters. The
Bank’s -advisory - capability:-is" strengthened by its mdependent research and
1ntell|gence gatherlng capacrty . : R :

2.8 Secondly, in the determrnatmn of overail monetary and bank;ng policy the
_Bank while having the power to formulate polrcy, is ultimately subordinate to
government Sectton 11 of the Act . .

® requires the Board of the Bank to 1nform the Government from time to time,
~oft the monetary and banking policy of the Bank;

® : requires, in the-event of a difference of opinion: between the Government and

the Board of the Bank (as to whether that policy is directed to the greatest

advantage of the people of AustraEta) that the Treasure_r and th_e_ Board
endeavour to reach dgreement, ' e

° "glves the Government uItamate power where agreement cannot be reached
to direct (and take respons;brl;ty for) the Bank to pursue the Government S
chosen policy. RN TIr Gt .

2.9 Where such a direction is given; the Treasurer must notify the Parliament of
the views of both the. Government and the Bank. This provision of the legislation
is seen ‘as protecting the integrity of the Bank in balancing its'duty as a vehiclé for
government policy -with ;ts central banktng l’E.SpOﬂSlbllllles to the ﬁnanc;ai and
general communlty i : : -

2,10 The interaction of the Bank with government in the formation of policies
has- worked: to -ensure -that; up 'to' the present; there has never' been’ an
irreconcilable difference of opinion of sufficient mégnitude as to’ require reference
to the Pari;ament It7isito be expected that the ‘consulfation” and" drscussron
provisions should. in all but extreme srtuatrons iead to an accommodatlon of any
drﬂ'erences of pomt of vrew : BRI

2. ll Thlrdly, the Bank has substantlal 1ndependent powers of actlon tn the
ungmng tmplemeutatron of monetary, _external and prudentlal policy

2,12 In the area “‘of monetary po!tcy while the: Banktng Act allows the Bank to
make regulations in respect of bank interest rates only with the approval of the
Treasurer, it does not impose any. similar formal limitation on the Bank’s scope to
determrne poltcy in respect of, Statutory Reserve Deposrts or bank lending or on its
stance in.the.open market for government securities; of course, in refation to the
Iatter regard must. be had to. the Loan Counc1l s, posrtton concerntng 1ssues of
government clebt : e s . :

2.13 In respect of externa[ polrcy operataonally, the level of the exchange rate is
monitored (within.. the Treasurer’s. responsibility) .by a group of four senior
government advisers, rnciudmg the . Governor of the. Reserve. Bank and. the
Secretary to, the Treasury. Subject to- ‘that review, the Reserve Bank sets exchange
rates.each day.? Similarly, the Reserve. Bank admmtsters the 1mpiementatton of the
Government s exchange control pohctes 4. e e . . _

3}  Section 3E of the Reserve Bank Act requiring the publication of Australian currency rates of
exchange for sterling is currently {and in the scheme proposed by. the.Committee) obsolete and

... hence should be repealed. . .

4" " More details are sef out in Chapters § and 14 of the Commiltee’s 1nter|rn Report
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214" The Bankrng Act'imposes a duty on the Bank fo exercise ‘certain powers for
the protectlon of the deposrtors of banks w1th:n its Jur;sdrct;on

2. 15 ‘In. drscharglng :Es responsrbrlrt;es for prudentlaE SUpEl‘VtSlOl’l the Bank has
entered into various contractual arrangements and other understandings with a
number of financial institutions. These arrangements include the LGS convention
with the ‘major frading banks, the accreditation of authorised short-term money
market dealers and the general undertaking to support the llqurdlty of the banking
system at times when the banks are giving temporary liquidity support fo’viable,
well- managed ﬁnancaal mst;tutrons ) : . .

216 In 1mp!ement1ng polrcy, the Bank 15 requlred to keep government informed
of the: policy it'is pursuing and the Bank would of course, be responsrve to the
vrews of government : : . : .

2. 17 Fmaliy, the Bank is an 1rnportant veh;cie through whrch government
‘policy’ is communicated to banks and other financial corporations, and through
whlch ong01ng oﬁiclaE consultation wrth these groups takes place '

(b) Central Bank Independence Overseas

2.18 . Central banks overseas.have a variety of roles and differing levels: of
independence from government with respect.to the formation and:implementation
of policy. This.is borne out.in:a.recent UK. survey’ of relationships between the
centraE government and the central bank in twenty. countries; the results of that
survey are reproduced in the Append;x to this chapter. T o

2.19: The common role of centrai banks is substantial respons;brlrty for: the
forrnuianon and execution of monetary policy (including, in many cases, exchange
rate-and.some other aspects of external policy). Many.central banks, 1ncIud1ng the
Bank of: Eng]and have. addltronal roles which mclude such matters as servmg as
banker to- government providing specialist. banking facilities, printing and issuing
of banknotes, issuing and reglsterrng government securities,- operating (when
applicable) exchange control, “controlling f'orelgn exchange reserves, and
undertaking ‘the’ day-to-day prudéntial ' supérvision of finaneial institutions.” By
contrast; the United Statés his a variety'or s'eparate'ag'enk:ie's" to ‘cafry out the
drﬂ'erent functions, including, the Federal Reserve Banks, the Comptroller of
Currency and. the Federal Deposrt Insurance Corporatron

2.20+ There are varying 1nst1tut;onai arrangements 1nclud1ng private ownershrp of
central*banks in such countries'as South Africa; Switzerland, Italy and the United
States. In many cases the legislation defining’ the relationship between the central
bank and government has ‘not- been adjusted to reflect’ ‘changing crrcumstances

adaptation is likely to have occurred but the new relatronshlps are‘not aiways easy
to identify or categorise. - i o _

2.2171In most countries central banks are elther requrred to keep government
informed of their polir:les or are subject to general directions of governrnent or
must obtain specific’ governrnent approval for particular policies. Only in West
Germany and Switzerland is the central bank largely independent of government
in pursuit of its statutory duties. In the United States; the central bank can set and
implement: its-own monetary objectives and largely operates independently of the

5 UK Commutee to Revrew the Funcnomng ol' Fmancmi Instnunons (Wllson Commlttee) June
1980. T
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Executive; however itis: ultlmate]y accountable to and subject to drrectlon from
Congress . :

2.22 The formal arrangements for the co- ordinatlon of government and centraE
bank. polrcy in_other countries vary widely. In all countries. the central bank
operates.in consultation with government generaliy and the Treasury. (M:mstry of
Fmance) I some mstances provision is ‘made for the representatron at Boird level
by representanves of government (such as the Secretary to the Treasury). varrously
entitled to partlerpate 4s an observer a non- voting member or a member with full
voting rights.

V] Issues

2.23 The Commlttee has had to address itself to a number oflssues in connectlon
with the Reserve Bank’s role in performmg its. pohcy functrons These concern the
I‘B[dttOﬂShlp of the Bank to . R : e

o governrnent o SR
° other admlnlstratlve arms of government

de‘lkS and other ﬁnancral mstrtutrons and _
ﬂ_ the wider pubhc

2. 24 Aspects of the Bank 5 reiatronshrp with these groups are analysed below. .

2.25 - The Commlttee is aware that at: tames it may be difficult for the Bank to
reconcile its chartered responsibilities to- seek, concurrently, price stability, - full
employment and the economic:prosperity and welfare of the people-of Australia.

However, the Committee:does not consider ‘it appropriate to seek to confine the
Bank to a narrower, more exclusive objective, such as price stability, The various
objectives of the Bank are: inextricably linked. They are also affected by policy-
décisions ‘and: responsibilitiés: which “extend beyond ‘the limits” of the. Bank's
powers. Discussion of the role of the Réserve’ Bank, part;cu]arly 1ts relatronshap Eo
government; needs to reflect these interdependencies.

(i) Monetary Policy.

2.26 ‘How far should the Reserve Bank be 1ndependent of government in-matters
of monetary. policy and what. form should that 1ndependence take? .. S

Po!rr.‘y FOI mulanon and hnplememanon

2.27. Some . submlssmns have argued that the Reserve Bank ghould be grven
absolute statutory independence from government in both.the determination and
rmp]ernentatlon of monetary pohcy Underlying. this : view is a belief that
governments may at times be. reluctant to pursue. appropr;ately tight monetary
polrcres because of poimcaE constrarnts .

2. 28 ~However,. proposals to- make-the Bank fully 1ndependent of government
would, in.the. Committee’s: view,-amount to. the-substitution: of bureaucratic for
poiitical discretion which would be inconsistent: with the processes of democratic
government.:Quite apart from constitutional limitations®, it would be thoroughly
undesirable: for-the Bank to hold to a: monetary policy Wthh did not have the
support of-the Government and the Parhament '

6 ln the absence orr:onst:iullonal ehange mdr:pendence granted to the Bank to decrde and exenute
- policy’ would-continue only at:1he discretion ol government; : :
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2.29  Inshort; the Committee is firmly of the view: that ultimale determination of
and responsibility: for' overall economic policy — including monetary policy: —
cannot be effectively divorced. from government and Parliament. It is also
important that the monetary authorities be effectively accountable to the public
and the Partiament. This requires a clear indentification of responsibility. To the
exiént that the present arrangements create uncertainty in the public’s mind as to
where responsibility lies for overall monetary policy, it is desirable that they be
clarified: Similarly, it is desirable that the community be kept well informed of the
objectives underlying the Bank’s monetary policy and ‘any’ constraints on_the
implementation of that policy. This issue is taken up later. '

2.30 .- The Committee recognises that the policies desired by government may cut,
across, to” some ‘extent, the Bank’s ‘statutofy responsibility to the general
community. Thus a government may wish to see official interest rates held at a
level which is not realistic in the view of the market; this may impinge on-the
Bank’s responsibilities, as a central bank, to protect the stability of financial
institutions ‘and markets; it mayalso bear heavily on the Bank’s obligation to
pursue monetary and banking policies designed to preserve the stability of the
currency and to promote the Bank’s full employment and community welfare
objectives. : T S R A

2.31" “Conflicts of this nature may arisé less frequently in the regulatoty and policy
environment. envisaged by -the- Committee; however, there will. inevitably: be
occasional differences of opinion on the aims.ot techniques of policy. The question
therefore arises whether. existing processes [or resolving differences- of opinion
between the: Reserve Bank:and. the Treasurer are appropriate; - - - o
2.32°. The Committee has closely: examined. this question and sees no need to
change the existing provisions in the. legislation governing policy- relationships
“between the Reserve Bank, the Government and the Parliament. The present
" arrangements appear to have provided a good framework, and are appealing from a
number of viewpoints: R o
®  The Government properly has ultimate responsibility for ihe determination of
w+ . overallmonetary policy. oo s e '

e Subject to this; the' Reserve Bank Board has all the formal powers it needs to
effectively formulate and implement monetary policy. In this respect it should
be nioted that adoption of the Committee’s recommendations in other chapters

~*of this report will tend 10" shift the emphasis of monetary policy away from

' instruments such as bank interest rates — which. at present, formally require

" the'approval of the Treasurer before change is effected £ towards instruments

“such ‘as open’ market operations; which are matters' where greater discretion
has already been given to the Bank. =77 o e '

e There-is ‘a sensible presumption:in favour ofthe Bank, Government ‘and
Parliament reaching: consensus: on important:issues:of monetary. policy: The
Board is: required-to: keep - the-Government- informed zof - the -policy. it is

~+implementing and there is-provision for ongoing liaison between the Governor
- and:ithe- Secretary ol the: Department ‘of “the Treasury (section:13); ‘the
- Secretary is also a member of the Board. The parties have a strong'incentive to
maintain close dialogue and, in all but extreme situations, differences will be
resolved by consultation. The legislation nonetheless provides for either party
~.to make its position clear to-Parliament and. the. public generally where it
believes it is justified either short of, or as.part of, the Section:11 process.
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2:33-=In the Committee’s view, therefore, the-Bank’s broad legislative powers are
both appropriate and sufficient to enable it to pursue. effectively. its-chartered
objectives.-The system- as a. whole. encourages consultation . and co-operation
between the Bank and the Government;,if the Bank beheves it is.being, pushed
beyond reasonable limits it hdS the dlscrenon and oblaganon to hold firmly to its
view and ensure"its concerns are brought 10 ‘the attention of the Parliament.
Ultlmately, however, the Bank cannot rise above the source ‘of its powers —
government-and Parliament — and must: be reSponswe fo the direcnon WhICh
governments may’ deem fit to’ give. D S . :

2.34:::As previously mentioned, adoption-of the Commlttee § recommendations
in Chapter 4 will tend to shift the emphasis of monetary policy towards instruments
such'as open market operations. In this area, the Bank is subject to no legislative
constraints, but it may be that'less formal, but just as inhibiting, restraints apply.
The Committee believes- that, over time,; some:of the fetters-on-Reserve Bank
responses to day-to-day market developments have been: reduced. but it is not
clear that they -have: been- eliminated.” In-line with its suggestion of a market-
oriented approach to ‘monetary -and: external pobmes the Comm;ttee can on]y
encourdge that: process to contlnue L R s : :

2. 35 Accord;ngly the Commrttee recommends Ihdl

(a) Existing provisions of the Reserve Bank Act deﬁnzng the overail pohcy
relationships between the Bank, the Government and the Parhament be
- retained. . : :
(b) In partlcukar; the Committ’ee sees no need for 'c'hang'e"ln' the present
- -provisions for resolution of differences of uplmon between the Reserve
Bank-Board and the Treasurer (Section 11). : ST

(©" :Arrangements relatmg to ‘the lmpEementatlon of monetary and bankmg
policy should be such as to ensure that the Bank has clear’ eapaelty to
respond to market developments. R : TR

Pohcy Adwce and Co o;dnmnon _

2.36.. A number ol submlssrons whnEe deceptmg thdt ultamate respon51b111ty for
monetdry policy should rest with povernment, have sought a more evident.degree
ol independence. for the central bank as 4 policy adviser: They are, in fact, asking
whether this advice’ might: not: be impreved if the Bank had somewhat more
independence from the other advisory departments, and. in- partleuiar from the
Treasury : : . : :

2.37 Independence wathm government would not ‘remaove the Bdnk 5
responsibility to take account:of the general economic: policies of government in
formulating.its own advice. Nor would it reduce the need for harmonisation of the
different arms of economic policy. This, however;'is a two-way responsibility. The
Bank.must be fully aware of and take proper account of fiscal, debt: management,
wage.and exchange.rate policies::Equally; the. Government needs to fully consult
the . Bank where these other policies may have implications for monetary
management.. :

2.38 The Bank’s current sources of contact with government and: its other
ddwsers bedrrng on its role as.policy adviser mCIude . :

- frequent consultation with:the Treasurer
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@ the Governor’s attendance from trrne to time at dtscussrons in-various forurns
worwith . Ministersy: LA 8 : - : -- -

e ¢lose’ laalson between-the Governor ‘and ‘the Secretary to the Treasury, each
E keeprng the other fully lnformed on all- rnatters of joint concern;

CH ‘the Secretary to the Treasury s (and in I‘IIS absence the Deputy Secretary s) ex
' oﬁcro membershrp of the Board; and S

Q. regular communication. between ol’ﬁcers of the Bank and ofﬁcers of various
_economic policy departments in the Public Service, generally via the Treasury.

2.39 -In the: Committee’s: vrew, it. is. highly desirable -that- close. liaison be
maintained -between the.Bank and other policy agents. of the Government -
particularly the ‘Treasury. — as the basis for efficient: co-ordination of economic
policy, espec;ally in policy. matters of mutual or. overlappmg responsibility. The
Committee endorses,: as appropriate to this end, the continued presence of -the
Secrelary to'the Treasury as a member of the. Board Liaison at the working level
between officers. of the Bank and Treasury and.other areas of the Public Service
should not only. lead 10 greater co- -ordination of overall policy, but -also minimise
the use of resources in arcas of mutual responsibility including, advice to-the
Treasurer or the Government. Liaison between the Bank and other arcas of the
Public Service should not aiways requrre the direct rntermedlatlon ot" the
Comrnonwealth Treasury Dot e B . : -

2. 40 ‘The Commtttee recommends that

(a) The Secretary to the Treasury should contrnue to be, ex o_ﬂ‘icro, a member of
' the Board of the Reserve Bank '

(b) There should continue to be regular halson between the ReserVe Bank and
.- the Treasury, and appropriate liaison between the Bank and other economic
poilcy arens in the pubhc sectur

2 41 The Commlttee believes that the general cErmate of government in
Australia’ would be enhanced if there were greater opportumtres for meetings
between the Reserve Bank and members of Parliament, especially the Leader of
the Parliamentary Opposition. Such meetings, which would be consistent with the
Committee’s proposals for a more open relationship between the Bdnk and the
community: at. large, ‘would:‘be restricted" (o essentjally: technical - dicussion’ of
economiic conditions and:prospects with particular emphasis onfinancial markets.
Without prejudice to'the Bank’s responsibilities to the:government of the day, the
discussions could reasonably embrace the: background lmphcatlons of announced
decisions bearing on monetary and financial policy.: : SR

2.42° In putting forward such a proposal, the Cornrnittee is aware that
Parliamentary committees can and sometimes do:seek-advice and assistance from
the Public Service and institutions such-as the Bank. However; the arrangements
are less-open-than:those that exist:in’some other countries. In the United States,
for'example; the Chairman of the Federal Reserve Board: reports'to Congress and
regularly.=appears: before - Congressional committees: *In" such ~ reports - and
appearances,-the: vrews of the Federal Reserve .on"various 1ssues are debated ina
public: forum; = = L . ; SR

(ii) Smbr!rty of Frnancral System.
2.43 - Division 2 of .the Banking Act 1mposes on the Reserve Bank parttcular

respons;brh_ties {(and courses of action) -with regard: to the: provision of.certain
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protection for depositors:of.banks-authorised-under the: Act. The Division: has
relevance:for prudential requirements. discussed. in-Chapter 19:and competitive
balance discussed in Chapter 32: In this chapter the relevant issue is the role of the
Reserve Bank in such a service. . .. o . .

2. 44 The Reserve Bank Act specrﬁes more generai[y that the Bank “shall carry on
business-as ‘a central bank’. Section 8 gives the Bank: powers to borrow. and lend
money, -buy:and: sell’ securities, give: guarantees, underwrite loans etc. - These
powers, together with Division.2 of the Banking Act, legislatively. invest the
Reserve Bank with broad-ranging influence over individual financial institutions,
especially banks and authorised deaiers wrth a view (o ensur;ng the Stdbtllly ofthe
ﬁnancral system - A .

2 45 _This rarses a number of pertlnent issues,: lncludmg

° whetherboth the prudential and monetary polacy responsrblltttes should resrde
©Vin the stng!e authority of the Bank, " :

e whether the Bank’s prudentra[ responszblht:es should be formally extended to
' ';encompass other institutions:besides banks and-authorised dealers;

6'_-the approprlate ‘degree of 1ndependence the:*Bank - should : have” from
e government 1n the ¢Xercise oftts powers ofprudentral regulauon 7 :

2 46 The Comm;ttee accepts that there may at tlmes be a degree of conﬂrct
between the. bank’s prudential responsibilities and its obligations. in. respect . of
monetary. pottcy It may be that changing interest rates at a pace fully consistent
with monetary policy objectives may have an unsettling effect for a time which is
not consistent with short-run stability of financial markets. In such circumstances,
a balance between the two objéctives needs to be sought The Conimittee believes
that: conflicts. of ‘this: 'kind: will - be: less: likely - to anse as markets become more
accustomed to: interest rate fluctuatlons Co NS -

2 47 The Comrn;ttee has not recelved any submrssrons proposmg that prudenttaE
and ‘monetary“policy’ responsibilities be “handled - by ‘separate’ authontres In a
number of countries overseas where there are s¢parate ‘authorities it'is; for the
most. part ‘a; matter of historical:circumstance rather: than current: preference

2 48 Indeed the Commrttee is of the view that the. 1nteract10n between the
overall monectary environment and the stability of the ﬁnancral system is such that
it is vital that the two policy responsibilities be closely co-ordinated. This could be
achiéved by maintaining a close dialogue between two independent authorities,
but thls is not hke[y to work as efTectrvely as a smg[e 1nst1tutrona[ framework

2. 49 The Commrttee does not see.a need to extend at.present the:Ban K's formai
responsibilities: for. prudential regulation beyond -banks (and.authorised dealers).
Other intermediaries are subject to supervision by various state authorities and
there seems to be no’ need to extend detalied oversrght toa Federal body h

2. 50 However the Commrttee favours a more co- ordlnated national approach to
prudential’ _regulatron Some “specific proposals in ‘regard- to :deposit-taking
institutions are made in Chapter 19. The Reserve Bank should seek-to ensure-that
various prudential requirements which may be imposed on-banks and authorised
dealers.are consistent and in harmony with other requirements imposed.on them
as well -as:-requirements imposed on competing intermediaries.. :

7 The dlSCUSSEDH in paragraphs 243-54 should be reud m LDnjurlL[]On wnh thal on prudcnual
i rregulation and supervision of bunks in Chapter 19, ; : :
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2.51+-In -regard i to- the third: issue-raised -in- paragraph 2.45: —. the .degree-of
mdependence the Bank: m1ght have in [hlS area ot" polacy — the Commlttee w0u1d
envisage: that: . S : : R s

e the Bank and the Government would Jomtly agree on the genera[ prmcrples of
prudential policy; .but . :

o it-would be'the Bank’s responsrbai:ty to formulate and 1mpiement the po!icy,

~.€.g. the Bank would: specrfy, for individual banks (and dealers), and for banks

{(and deaiers) as.a group, ‘the: appropriate techniques, l'Elt!OS deﬁmtrons etc.
and the procedures for reporting and surveillance. :

2. 52 Such division of reSponsrbxlaIy would follow broad!y similar lines. to thal for
monetdry pollcy The Committee is conscious that its proposals for the prudential
regulation of banks in: Chapter. 19. will aliow, as now,. theReserve Bank
considerable ﬂexrblhly in - the . formulation and implementation of prudential
reguiat;on Given the nature, mcludmg confidentiality, of this operation it feels
such a degree of d;scretron is qu:te dppropl‘ldte

2.53 The Commlttee isconscious that; by its nature the appilcatlon ofprudentlal
oversight can bear significantly on:the operation of individual banks (and other
intermediaries) .. The Banking  Act; provides for an: dppedl to. the. courts if an
institutionl is dissatisfied with action taken by the Reserve: ‘Bank under the
‘depositor” protecuon provisions-of ‘the ‘Act. Again, as in all of these areas, ‘the
Reserve Bank is accountable to the Goveriiment forits administration of pohcy
The: Committee sees. these matters as pr0v1d;ng adequale safeguards m a
democranc socrety -

2 54 Accordmgiy, the Comm:ttee recommends that

(a) The overall principles of prudential regulatlnn shnuid be agreed between the
Treasurer and the Reserve Bank. ‘. o .

(b). The. Reserve Bank should be responsible for the formuiatwn and
lmplementation of pnllcy and_ the pr}ntlpai character:stlcs of the policy
should be publicly recorded. .

(c) The: Reserve Bank should keep the Treasurer 1nfnrmed of and its Annual
Repurt shnuld make appropnate reference to, the admlmstratmn of these

( m) Board and Managemem

2.55 The present management structure ofthe Reserve Bdnk comprrses 4 Board
linked to-the executive functions of the Bank:through-its Chairman and Deputy
Chairman, who are concurrently Governor and Deputy. Governor of the Bank.

2.56 Consrsten[ wrth the’ Bank’s publ;c ownershlp and pollcy resp0n51b1!1t;es
members of the Board are appointed by the Governor-General on the advice of the
Government: The Board comprises ten members of whom three: — the:Governor,
the:Deputy Governor and the Secretary to the Treasury — are. ex officio: Of the
seven: other members; two may -be-officers of the Bank -or the Commonwealth
Public:Service; however. it has been the practice in recent years: for these seven
positions: Lo be: filled by: persons from outside the Bank and:Public Service; these
persons typically combine their responsibilities to-the Bank w1th other full time
employment

2.57 Issues reiatmg to the posmon of Ehe Secretary of the Treasury on- the Board

24



were:dealt{: with earlier :in: this- chapter.. Some. of : the considerations . there are
relevant to the appointment of other members ol the Public Service; particularly

- from senior levels such as departmental heads. Obviously the contribution to co-
ordination of a second or third member ofthe Publac Service. would be less than the
first.. At the same time there could be a ‘greater undermining. of the appropriate
mdependence of the Bank. Nevertheless the, Committee is reluctant to
recommend Changes which might preclude the appomtment of indlwduals with an
obvious capacity to contribute to the work of the Reserve Bank. It therefore makes
no recommendations but draws attention to the need for careful assessment of the
1ssues before any. ‘'such additional Public Serwce appointment is made.

2.58° The' Committee notes that the present governing legrslatton drsquahﬁes
from Bodrd membership directors, officers and employees of corporations- (other
than the Bank) the business of . wh1ch is who[ly or mainly:that. of banking. -

2.59 In CrithESlTl of this” provzsron it 15 sald that to deny representation on the
Board of persons with ongoing responsibilities in banking runs the Tisk of
excluding individuals particulacly: quahﬁed 0 assess condltlons in ﬁnancra[ markets
and advise on 'matters.of Anancial: pohcy T T PR :

2 60 In’ the Commrttee s view it wouEd not be approprrate for a Board member to
be closeiy associated with a business with which the Bank had a banker—customer
relationship or ‘which came (or might come) within thé Bank’ s purview for the
purpose of monetary policy or prudential regulation and supervision. In this
context, the Committee notes that although persons actively engaged in banking
are presently precluded from dpporntment the Board has the dlscretaon to lake
advice from such individuals,

2.61.The Committee recommends that the present pruﬂswns of the Reserve
Bank Act. desrgned to precIude from Board membership persons mvolved wholiy
or mainly in the business of bank;ng should be extended to apply to persons
associated with the operationor management of husmesses whleh are whoIIy or
mamly ﬁnancml mtermedtarles

2.62 Durang the course of its dellberatrons the Comm:ttee dlSO consrdered the
merits of: .

@ allowing a member of the Board other than the Governor to serve as Charrman
(under present legrslauon the Governor is Chalrman of the Board)

° ;ncreasmg the srze of the Board o enhance rts overall range of expertlse

pl’BSCl‘lblI‘lg the membershrp of the Board to ensure the representauon of
- specific sectors and interest groups in the communtty, L .
- prescnbmg that. more than two members of the Board: — the Governor and
Deputy Govérnor — be ‘engaged full time in the work of the Bank;,

e extendrng the term of non- executwe members from five to seven years..

2 63 In: dec:dlng not:to recommend ‘in favour of any of these changes the
Committee judged that: . : _

e while many corporatrons both'privately and publlcly owned prefer that the
» chairman’ of their boards be dissocidted from executive responsibilities, it is
particularly important that the central bank be s0 structured ‘that there be one
“"uneguivocal spokesman and focal point’ of contact; it is approprlate that 'the
Chairman be the Governor and chiel executive oﬂicer of the Bank:

©-...the Board is not limited .in respect of the:advice it may seek before deciding
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S polrcy, indeedt has an oblrgatron to obtam the best advrce rt can to ensure that
Sodtis Fully informed; : . e o

o the” present legrslatron ‘admits ‘a ‘balance of ¢xecutive ‘and non-executive
" members and would" allow ‘the appointment of additiohal’ full-time Board
- members at' the Government’s “discretion; ‘two additional full-time Board
members (making four in all} could be drawn from cither the Bank’s executive
“staff or from putside the Bank and Public Service, (0 assist the ‘Governor and
“Deputy’ Governor with the" management ‘of the Bank in addition to their
responsrbrlrtres as’ Board- members; in not recommending changes to the
legislation'the Committee'is not suggesting that additional executivé members
Crwoulds necessara!y be beneﬁctaE it srmply wrshes to have. open an optron that
+.could-be. useful S

e the present provrswn for non- executrve members to be appornted fora term of
five ‘years and be eligible for reappointment at the exprratron of that period
' Elows adequate ﬂexrbrlrty and securlty of tenure '

2 64 In summary1 the Commrttee sees no particular beneﬁts ﬂowrng from any
changes to the legislative prescription of the Board’s composition: While endorsing
the nexus of the positions of Governor and Chairman. of the Board and accepting
the legrslatrve possrbtlrty of other executive members, ‘the Committee considers
that a majority ol‘the Board should contrnue to be drawn from outside the Bank
and Publrc Servrce

{iv} 0pe.ratfonal Re!atronshrps :

2.65 In regard to the Bank’s dealings ‘with ﬁnancral mstrtutrons concerns have
been expressed to the Committee that:

o ' the Bank is relatively. isolated. from ‘the ‘market place, which hampers its
S _capacrty 10 formuiate poircy adwce and’ admlnrster poltcy eﬂ'ectrveiy, "

0 “its commumcatron and deahngs wrth ﬁnancral mstrtutrons are not wholly
" impartial; RO - L

e its'general and spec1ﬁc central bankmg powers g;ve 1t a capacrty to brtng
= influence to bear without following the- prescnbed form set down in legrslatron
forthe exercise of such power. . : .

2.66° The Commrttee understands the basrs of these concerns but notes the
Bank’s view that, in the pursuit ofrts ‘total responsrbrlrtres apparent 1nequ1t1es and
shortcomlngs of these kinds‘are to some extent unavordable

2.67 The Commiltee would naturally expect the Bank to ensure at all trmes it is
well .placed to understand the commercral environment on whlch it seeks to
impose policy demands Ciearly resources must be expended to gam and marntarn
such expertrse B

2.68 The theme ol‘ 1mpart1ahty and competatlve equahty is prom;nent in the
Committee’s recommendations -on-techniques: in- all areas-including. monetary
policy and prudential supervision. The quest for impartiality in the application-of
policy. must he. eSpecrally binding on the Reserve: Bank, which. — as.the central
bank — .néeeds to, make many, important dec1srons bearing on 1nd1v1dua1 institutions
and groups of institutions, while:at the same time matntammg the respect of the
financial community. Should its policies.be 1mpiemented in a way which is not seen
to be rmparttal the b;as ought to be fully justified. iy

2.69 Where discretion.is exercised:it should be as [ully drsclosed as is. pracucable
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and desirable: this principle needs to have regard for the relationship of a-banker
with. its customer and the inherent responsibility on the Bank: to preserve the
eonﬁdentrdhty of certain of rts dealings W1th such customers

2 70 .The Commrt{ee would suggest for example thdt the Bank regularly
drsclose :
“all poircy dlrectaons and requests made by the Bank
@ ‘at appropriate intervals, the Bank’s day-to- ddy dealings in Commonwealth
securities and other debt lnstrumenls partlculdrly dealmgs m ‘private’ sector
__paper;
@  the overall usage oflmes ofcredlt or other borrowmgs from Ehe Bank and their
_ general terms and CDHdi[lOﬂS ' .

{ v) Fmancral Intel!rgence arzd A ccoumabrl'rty

2.71 Submissions to the Committee ask that lhe Reserve Bdnk ddOp[ a ‘more
open public stance and inform the community maore fully about such thmgs as:

e past and prospectwe condmons in financial markets

® the reasoning under!yrng pohcy decrsnons mciudmg lhe cholce among
' :alterndtwe pohcy opt[ons

) the financial system and its roie in. [he economy

2.72 The Commrttee is of course aware that

® the Australian Statlsucran has a general respons:bhhty for the colleetlon and
" dissemination of broad-ranging statistical information;

®  financial businésses themselves have considerable capaerty, and incentive, to
inform the community of the state of financial markets in which they operate
and ‘the rmpaet of government pohcy dec1saons on those markets; and

® much of the information collected by the’ Bank, ‘other thar in conjunciion with
the Australian Statistician, is of a confidential nature: while needed in terms of
prudential or other responsibilities of the Bank, it is not of a nature that should
be generaliy d:sclosed o

2.73 Nevertheless; : the  Bank’s concurrent: responsrbmtres to 'government,
financial -institutions -and ‘the general community argue: for the Bank taking -a
positive co-ordinating:role in-informing the- community fully of monetary policy
and related aspects of the operation and development of the financial system. This
would assist markets to respond and adjust more mtel!lgently to policy changes no
less“impottantly, - it" would- enable the community’ to better appraise the
performunce of the morietary’ authorities and make them more effectrve!y
accountable.

2.74° The Commlttee recommends that the Reserve Bank should

° through ‘its Annua[ 'Report, and e]sewhere as appropnate, _mform the
' commumty clearly of the monetary pohcy it is seel{mg to 1mplement, its
L underlymg ratlonale and any specnﬁc constramts un the Bank’s capamty to
o lmplement that pollcy, T
@ provide ongomg analyszs and cummentary concemmg current economrc and
- financial conditions and the mterplay of market forces and poilcy mﬂuences
leadmg to those conditions; and .. .

® underiake a contmumg review of the strueture regulatmn and operatlon of

27



- the: fimnancial -system- with the object of, from: time-to time, ‘canvassing

. options:for change.!- . i i P ilninoeE i
2.75 * These proposals‘aré designed to promote public understanding of {and
debate: on): the aims ‘and direction of monetary policy ‘and longer-term- financial
developments. They should also help to ensure that the Bank’s operations are open
to adéquate Parliamentary and public scrutiny. ... : T L R

(vi) FeesforServices
2.76 The Commitice believes that, as a general proposition, it would be
appropriate for the banking and other services offered by the Bank to be priced so

as to recover the costs incurred and in some instances to return an appropriate
commercial ‘profit’ on the usage of the resources involved. The Committee
believes it appropriate’ that this principle should extend to the banking services

provided to government as well as to financial institutions banking with the

Reserve Bank.~ = =77 0 . o
277 Ttl_e"(.)l:)_];éCt of this :p:'dpq:sa:l is hd_t_prfm_arily to gc_cu_re_e)_(_tra:__r_e_vc'__nue'_ﬂ_jr the
Bank’s central banking operations, although this will be one of its consequences.
Rather, it is'designed to ensure that the costs of the general banking and other
services provided by the Bank are fully taken into account by both the Bank and its
customers in deciding the niture and extent of the services demanded’ and
supplied. Again the approach would provide a sound basis for determining whether
the vari_ous_sqrvices are best provided by the Reéserve Bank or might alternatively
be undertaken by the private'sector. = o0 R
2.78 The Committee. has' not. s_ought'_'t_o idé'n_ti_fy' the _partic_:'uiar a_re_ﬁs_ where
services are Ecur"_t"enily:.:be_in_g':'pr'o_\{i_dec:i__by the Reserve Bank at less than full cost. It
suspe_c_ts_-'_hqwe\_f_élf_ that there may. be. many examples. They could well include:

@ the facilities provided to authorised dealers (see Chapter 9); . .

e . the support. provided to the cheque clearing system (see Chapter 23); .-

o at least some of the services associated with the processing and distribution of
notes and coin. : : : ST T
The . Committee acknowledges thal -in some. cases the arrangements may have
arisen.because of an acceptance of.a desire to balance:certain costs and burdens in
terms-of .some-arrangements:between. the authorities and: particular groups.:The

Committee’s wariness of that concept is noted many:times:in this Report:
2.79 The ':_Cdf:rj_ﬁiitte'é_"ther_éfc')_ré_' recommends thatthe Reserve Bank' should
adopt the practice, wherever reasonably practicable, of recouping . costs for

services provided.

2.80 The Committeenotes that consistent application of the same principle could
have implications for the liabilities side of the Bank’s balance sheet and in
particular deposit arrangemients, In Chapter 4 there is a specific recommendation
that 4 near-market rate of interest should be paid on required reserve holdings. In
Chapter 11 the view is put that the Reserve Bank should not actively market
deposits and securities in competition with ‘government paper and the facilities
offered by authorised dealers; Even so'it will still ‘have some accounts of banks,
dealers and perhaps some other private sector customers: The Committee makes
no formal recommendation on the question but notes that the payment of a near-
market interest rate on:such balances would be consistent-with its general approach
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in- this. Report.: for. dealtngs where practtcable io. be on commercrn[ terms and
conditions.:: T S L Pl

2, 81 The Commtttee equaily beheves that ﬁnanczal servxces provrded for
governments “should also be charged for at full costs. Agam it has not sought to
identify all such arrangements where’ application of such a prmcrple would require
a change from present practice. It believes that can .be left to the authoritics.

However specific mention might be made of the Bank’s involvement in the initial
and residual funding of government:by holding Treasury. Bills and the acceptance
of government working ‘balances: on' current:deposit:account.: The Committee
understands that interest at 1% per-annum:is :paijd: by :the ' Bank on government
working balances and that the Treasury Bills issued by the Government to the
Reserve Bank yield the same rate. In important respects, these matters.are within
the overall framework of the government sector; for that reason their pdrttcular
rmpltcattons for monetary poltcy can involvé considerations’ beyond econoimic
issues and be the subject of some debate ‘Some mention of the matter. is rnade in
Chapter 4 in the context of monetary. policy and Chapter 9 in the context of debt
management. The Committee believes that the functional independence of the
Reserve Bank, and efficiency generally, would be enhanced by a more financially
independent rela_tionship-'_ with government. Consistent: with this.the Committee
sees:advantage in the Government both paying a market interest rate on:all
government securities held by the-Bank and for the Bank to pay a market rate of
1nterest on deposr[s held in government account... . . :

2.82- The. Commrttee recommends that,: as far. as: possrble, the financial
deallngs of the Government w1th the Reserve Bank should be on.a commercial
basis. In particular: .

®  the Reserve Bank should pay a market lnterest rate on government aecount
~“ balances; and - : -

@ the Government should pay a market rate of 1nterest in respeet of its
lndebtedness to the Reserve Bank

(i) Legrs!a!we Separarron of the Nore !ssue Departmenr and t‘he C‘enn al Bank

2.83 The Reserve Bank Act requires that ‘there be-a - separate Note Issue
Department of the Bank. The Act not only prov:des the Iegzslattve authortty under
whach vartous notes are 1ssued it also specnﬁcally I'ECILIII’BS

9' the funds of the Department be investedina very hmtted range ofseeunttesE
'0 the net proﬁts of the Department tn eaeh year be patcl to the Commonwealth

2. 84 These prov151ons seem (o reﬂect in part at: least htstoncal arrangements and
attitudes with regard to the note issue. In the current and prospective
environment, they seem to be more Iakely to gtve Tise to. unnecessary
admlnlstratwe arrangements wrthout prowdmg any counterverhng benefits. For
'example the. Committee can see little benefit or ‘indeed logic 'in conﬁntng the
investment’ of the funds resultmg from the note issue to the’ narrow range of assets
listed, The Reserve Bank’s portfoho genérally covers a considerably wider range of
assets both within Australia and overseas. There & seems to be little need for greater
eoneern about the security of funds w1th regard to the note tssue than funds

g Sectton'3B of the Re'serve Bank:Act hmtts 1nvestrnent 'ol; Note Issue Depurtment Funds 10 fand,
plant equipment, stores und the like, gold, deposits with a bank or securities of ihe Governmenl
-ol:the: United ‘Kingdom. or;of the: Commonwealth or 4 State, : R
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resultlng from other operations of the:Bank: Similarly the accounting for:the profiis
of the note issue’ separateiy from other operations of the Bank seems to-have little
obvrous ‘advantage. Integration. of the investments and accounting fot profits

i ‘carry with.it the dssociated advantage of providing the central bank
cure mdependent funds base. This would be consistent with the
s view of the degree of mdependence approprlate for the Bank and isa
"matte “taken up in the foiiowrng secuon

kl

2. 85 The Committee- recammends that the Reserve Bank Act be amended to
remove the legislative requirement for a separate Note Issue Department and in
partlcular, the need for a separatmn of related 1nvestment5 :

( wu) Fundmg the Reserve Bank

1. 86 In the Oprmon of the Commlttee it'is 1mportant that the Bank be cEearly
seen to be indeépendent and its ﬁl‘]dl‘lCidl mdependence is an important glement to
that end, Tt would be lnappropriate for the Bank to be in any way constramed in its
choice of pohcy mstruments and technlques by a4 need to protect its own ﬁnanc:al
mdependence o

2 87 The pr[nelpal recommenddtlons of the Comrruttee w;th reSpect to monetary
policy instruments and:techniques, foreign exchange markets and: the bankmg
business dealings:of the Reserve Bank: will:have:a significant 1mpdct on:

©  the size and composition of the Bank’s' balarice sheet; and

-_6_. -the assoc1ated cash Alows and overall surpius generated by the Bank 5 central
-‘banking ‘business. : B I o

2. 88 For examp]e bdiance sheet and revenue effects will anse from

0_ _greater rehance on open market operdtrons in the pursutt of monetary pohcy
* objectives  and the cashlng arrangements proposed for short dater_l
government paper;

the éstablishment of a more market- orlented forelgn exchdnge market

‘the payment ol interest:at a market-related rate on any accounts held w1th the
_..Bank (including requtred reserves). : :

2.89° It is not easy to predrct the ovérall net eﬂect of these vanous changes
However, the changes suggested above ‘with regard to charging for services and
integration’ of the accounts of the central bank and the Note Issue Department
should do much to ensure that the Reserve Bank can.penerate the income
necessary’ to Jndependentiy finance’ its operatlons Falhng that there would of
'course be a potentldt need for fund:ng frorn the. Budget : ;

2. 99 The" Commrttee S recommendatlon w1th regard to permrttrng ‘the
;ntegrat:on of the proﬁts of the. Reserve Bank as a whole would mean that section
40°of the Act (requiring payment to the Commonwealth of the total profits of the
Note Issue Department) ‘would be superseded. by section 30, which provides for
the Bank’s net profits to be drsmbuted between the Reserve Bank Reserve Fund
and the Commonwealth ona basis. determmed by the Tréasurer after consultatron
with. the Board of the Bank. “The Committee offers the view that it m;ght be more
appropzlate for section’ 30 to provide for the distribution of the profits to be
‘determined by the Board subject to the agreement of the Treasurer. Such a
change would be consrstent w1th the suggested mdependence of the Bank '

2.91 The Bank shou!d be requrred to be efﬁcrent in the sense that it Operates at
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least cost. The Bank is responsible to the Parliament arid subject to audit by the
Commonwealth Auditor-General;. the nature and extent of that audit and review
are - at. the..Parliament’s discretion.? The -Committee. 'suggests that it is also
important . that the: cost of operating the Bank be openly- disclosed -and in
sufficient detail to allow.a reasonable assessment of its performance;-the Bank's
annual accounts are the appropriate vehicle for this accounting. S

C. CURRENCY ISSUE, BANKING AND OTHER FUNCTIONS

2.92 The Reserve Bank has a range of operational. responsibilities extending
beyond a purely central banking role. Aspects of some have already been touched
on. For the most.part. these other responsibilities are conducted on behalf of
government or are [unctionally related to central:banking, but it is not essential
that the Bank be involved. These non-central banking operations include:

@ the production and distribution ol Australian currency, as distinct from the
formal issue of currency as a liability of the central bank;.

@ . the provision of primary produce marketing finance through the Rural Credits
- Department: o_f:the Bank;: R T o
® participation in the Ausiralian payments system. -

(a) Currency Issue and Distribution - T T S

2.93. The.Commitlee recognises that. responsibility. for the issue of currency
notes. is appropriately vested.in the Bank. It-is a traditional function of central
banks and fits. in, well with-some of its other responsibilities:.Among other things,
that responsibility implies some considerable authority to: determine the technical
features of notes produced. Nonetheless, the Bank need not be directly involved in
either the printing of notes or their distribution beyond its.own issuing centres in
the community. . T : T e

(i) Currency Issue _ T N
2.94  The Committee is of the view:that the issue of both. currency notes and
coin, as distinct from. their production,. should be vested in_the. Reserve Bank
since, from the public policy standpoint, coin and notes issued by government
have become such close substitutes as to approximate. the one commodity.

2.95. Perhaps more importantly, many of the ‘issues relating to the issue of notes
and coin and. their: distribution, .in so-far as the authorities. are. involved, are
intqtr’e]ated. An obvious example is whether to.replace the current dollar note by a

coin.. " B _ o
2.96 The Committee earlier recommended that the Bank should have direct
access- to the revenue . generated by the currency issue. The Committee
recommends that responsibility for both note and coin issue should be vested in
the Reserve Bank. ~+ = 7~ S e ;

9 . The Auditor-ngerd! has the power to carry out. 'efficiency audits® of ureas within his purview.
. Some have guestioned whether action under those arrangements or alternative ones, perhaps
involving experts from the private ‘sector, would be the most effective basis for uny such

oversight (el necessary by the'Government.
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(i} Currency Distribution.

2.97 The Reserve Bank- currently dlstrrbutes notes ‘to: the banktng system
Ahrough its branches; as: wetl as through selected: branches of the: Commonwealth
Trading Bank actingas its agentythe commercial banks bear: thie'cost of distribution
between these: ;points: and ‘their .own: premises: In addttron the Bank operates a
centrallsed currency distribition:system ‘which' services ‘individual branches of
banks in‘both métropolitan and country areas; the banks bear the associated cost of
transport and 1nsurance on.a pro rata ba51s :

2, 98 The Austrahan Bankers Assocratron has put the view that the functton of
the comimercial banks in ciirrency distribution is akin to an agency function on
behalf of the currency issuing authorities.' Accordingly. the' Association argues that
all costs af currency distribution 'should beé borne by the monetary authonttes and
the: cornmercral banks be resmbursed for therr 1nvolvement e

2.99:: However there rs a contrary view that

. currency distribution beyond basic issie is a service for whtch the ultimate
. .USEers of currency should pay; the appropriate.-paint for collecting payment is at
the reta11 end of the process, partrcularly through. bank branches

o the banks obtain collateral benefits from supplying currency services;

2 10(} The Cornrnlttee 5 approach to this 1ssue ‘has been guided by the prmctple
that: currency. services should: be’ supphed on:terms-and conditions ‘which ‘are
conducive ‘to efficiency. The -Committee is ‘concerned: that if the cost.of currency
distributionwere shifted to:the :government sector then the demand for- that
service would:increase and the incentives:to conduct money- -based transactions in
more cost-efﬁcreat ways would be reduced; this is an important' consideration in a
financial system where: techno]oglcal developments have the potential to’ reduce
substanita!!y the economy 5 reltance on currency. .

2.101" The Committee is therefore of the view that currency supply and exchange
services should be provided without subsidisation. It is recognrsed that there may
be classes of transactions where it is not- practtcable to recoup costs thts isa rnatter
for those suppiyrng the servrce to decrde S

(b) anary Pmduce Marketlng Fmance Sy

2:102The Reserve’ Bank Act provides for a Rural’ Credtts Department (RCD)
through -which® the Bank ' may make advances for periods of up to one year to
government authorities and co- operatlve associations for the purpose of assrsttng
the rnarkettng of primary, produce,or .its. processing or ‘manufacture,

2 103 The questron of whether prrmary producers should have preferentrai
access. o funds at concess;onai rates of interest is not one on. which the
Commrttee feels able to pass ultimate judgment. It does have, however, an interest
in.the method of government involvement. The rnatter is discussed in some detail
in Chdpter 39.. :

2. 104 It is clear from Table 2.1- that the magmtude of RCD advances even at

their seasonal peak is modest in relat:on ‘to the total” ‘capacity of the financial
system Moreover, their relative importance.is much less than it was.
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TABLE 2.1: RURAL CREDITS DEPARTMENT: ADVANCES OUTSTANDING®

Year'= . .. ... . Year e cone JYear s

ended U ended . . ended. _

S ae T Sm s E T T e S A 1] Jmu’ & %o
. 1962 221 (1.3 1972 401 {0.8)
1953 1491 (2.0} 1963 271 (1.4) 1973 348 (0.6}
1954 148 (14 1964 239 (1.1) 1974 363 {0.5)
1955 172 (L.6) 1965 318 (1,4} 1975 354 (0.5)
1956 227 (2.0) 1966 275 (1.1) 976 468 {0.5)
1957 146 {1.2} 1967 430 (1.6) 1977 643 {0.6)
1958 06 0.8} 1968 357 (L.2) 1978 Bl (0.7}
1959 197 (1.4) 1969 530 (L&) 1974 1189 (0.9)
1960 189 (1.2 1970 6lé (1.6} 1980 910 (0.6)
1961 232 (1.4 1971 . 515 {1.2) 1981 ! 403 . (0.1

(4} ~ The doilar value shown is the peak monthly average of RCD advances outstanding in cach year. The (%)
records the peak RCD advance fevel during the yesr as a percentage of 1he total assets of all financial institutions
‘at end June.

{b) ~If Australian Wheat Bos 1rd issues of commercial miper are included, the 1979— 80 percentage becomes 1. D und,
on prr:[lmsn.lry indicalions,  little less in the year to June 19§81,

2.105 . The Committee according[y believes that private markets can cope
comfortably with rural marketing financing needs and sees no reason for the
Government to continue to provide a special rural marketing finance facility
through the Reserve Bank. A further factor disposing the Committee to this view
is that the Bank’s involvement may slightly apgravate seasonal fluctuations in
llqu;dlty, this aspect is examined in Chapter 6. : :

2.106° The Committee recommends that the Rural Credits Department of the
Reserve Bank should be phased out, with appropriate transition arrangements
to enable existing customers to make alternative arrangements, :

2,107 The disbanding of the Rural Credits Department would also mean the
termination of operations of the Rural Credits Development Fund as a responsi-
bility of the Bank. This matter is discussed more fully in Chapter 39 in the context
of ‘assistance to the rural sector; it is sufficient to note here that appropriate
provision for.the Anance of such research and development could be made from
the Budget. More generally the question arises as to whether the Reserve Bank is
best placed to decide on the allocation of funds for rural research.

(c). Payments System

2,108 The Reserve Bank, as banker to the Commonwealth and some State
Governments, i5 a substantial participant in the payments system and the
associated ‘clearing house’ infrastructure. Additionally, as central bank, it is
banker to the banks and conducts the banking system’s exchange settlement
accounts. While the Committee readily accepts the desirability of some flexibility
in these relationships, it sees the Bank continuing to have a substdntldE operational
involvement. .

2.109 The structure and operation of the payments system is discussed at
Chapter 23. It is argued there that it is appropriate for the Bank to have a general
resp0n5Eb111ty to monitor its operation and development

2.110 In broad terms, the Bank would have a co-ordinating role on matters
connected with the technology of the payments system, the terms and conditions



of participation and of the rights to participate. While it'is not envisaged the Bank
would have the power to decide issues in‘dispute, it'is hoped that the Bank would
be in a position to-make an informed judgment on ‘the issues and make its views
known.— both to the partiés directly mvolved and to appropraate authormes (such
as the dee Practtces Commlssson) .
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APPENDIX 2.1

RELATIONS BETWEEN GOVERNMENT AND CEN TRAL BAN K A SURVEY OF
TWENTY COUNTRIES!

(Reprinted from the Appendices to the Repormfthe Umted ngdom.
Cornmittee 1o Review the Functioning of Fmancral Insntunons
HMSO, London, June 1980) - :

1. ISTHE CENTRAL BANK THE CHIEF In all the countries, the central bank is the chlefexer:umm in the monetary -
EXECUTANTIN THE MONETARY FIELD field of current economic policy.. However, in some countries, certain functions are
OF CURRENT ECONOMIC POLICY? shared with other institutions:
(Regardless of whether policy is AUSTRALIA - Exchnnge rute fixed by mumwrate constsnng ofGovernor ofthe
determined by the central bank Reserve Bank, Secretary of the Trcasury and Secretary of the Prime
or elsewhere.) e ‘Minister’s Department. . . .

BELGIUM — Responsibility for open market operuilons sh.u'ed Jomtly wuh

Ministry of Finance.

'G'ERM ANY — Reguiatmn of mﬂows offormgn cupital shared with governmeni

1 Australia, Austria, Belguim, Canada, Denmark, Finland, France, Germany, Hungary, Italy, Japan, Netherfands, New Zealand, Norway, South Africa,
Spmn Sweden, Switzerland, UK, USA. The Commmee is mdebted for this append:x to MrD E. Fair ofthe Royul Bank ofScotI'md Group :

2. DOES THE CENTRAL BANK HAVE A STATUTORY
DUTY TO PURSUE CERTAIN STATED ECONOMIC
OBJECTIVES?

Caumries where the r:entra[ bank has no statutory obligations BELGlU M, ITALY, NORWAY, SWEDEN.
CourlmES where the central bank has a general

statutmydug:raprama:ethe welfareofthe. . AUSTRALIA, CANADA, GERMANY, HUNGARY, JAPAN, NETHERLANDS
Ectmrmja Drrhegovernmenrspalicy L NEW ZEALAND SOUTH AFRICA SPAEN SWITZERLAND .
Countries where specific goals are set for cemral banks by stature:
(i) Maintaining domestic value of
the currency -AUSTRALIA AUSTRIA CANADA DENMARK GERMANY NETIIERLANDS

SWITZERLAND Usa. - ]
(i} Controlling external value of .
the currency AUSTRALIA AUSTRIA CANADA DENMARK NETHERLANDS SWITZERLAND
(i) Control of credit expansion AUSTRIA, DENMARK, FRANCE, HUNGARY, JAPAN.
(iv} Supervision of banking system FRANCE, GERMANY NETHERLANDS UK, USA.
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(v} Other

AUSTRALlA and SWITZERLAND l'u!l employment; CANADA — stability of production,
trude, prices and employment, FINLAND — stability ond security of monetary system and
facilitation of money circulation; GERMANY and NETHERLANDS — fucthtanun of money -
transmission; HUNGARY — suppurtmg gavernment’s five-year plan.

3. ARETHE CENTRAL BANK'S ACTIONS:
IN PURSUING THESE OBJECTIVES SUBJECT
TO REEERENCE TOQ OR APPROVAL BY ANY
BRANCH OF GOVERNMENT?. . .

Countries where central bank must
keep government informed of its
policies "~

Countries where central bank
subfect to general directions of
government

In all countries, the central bank operates at leastin consultalmn with the
Ministry of Fmance/Trensurylgovernmem ) :

AUSTRALIA
CANADA
DENMARK
SOUTH AFRICA
USA

AUSTRIA
FRANCE
HUNGARY

ITALY.

NEW ZEALAND

SPAIN

- SWEDEN

UK

Legal obligation to keep government informed of its policies.

Legal obligations to consuit regulnriy with Department of Finance. S

Must report to government via Minister of Economic Affairs on
majot changes in monetary policy.
Must consult with the Treasury/Department of Finance.

‘Federal Reserve must report twice a year to Congress on its policies. "~

- notto President or Executive; in practice it is in continuous
contact with all policy making bodies of the government.

Central bank must pay due regard to economic policy of federal
government.

Ministry of the Ecnnomy through the Treasury Dll‘EClDl‘ﬂiE dictates
even the day-to-day. conduct of monetary policy.

Central bank is responsible to President of the Council of Mll‘llSiEl‘S
in practice.credit policy first agreed with Minister of Finance.
Supervised by Treasury; any monetary policy. measures must be ..

... approved by the Interministerial Committee for Credit and Savings
. {CCS) to which central bank is subordinate..
. in cacrying out economic policy, actions may be subject to direction

by Minister of Finance.

All measures subject to approval of Ministry of Economy.

Formally central bank is an agent of the Riksdag and independent of
the povernment. In.practice measures taken are subject to the
approval of Ministry of Budget and Economics (in addition central
bank collaborates with National Debt Office which is also directly
subordinate to the Riksdag),

Subject to directions of Treasury, in prucucu dec1510ns reached
jointly.
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Countries where central bank must BELGIUM
obtain specific government approval _
Jor particular policies o
FINLAND

0|Jen mdrkel pohcy carried outJomtly with'government = which’
may impose its views. Mm:ster of qunce has rsghi to velo m
certain limited cases. v
Changes in official discount rate require approval ol' Parlmmentary
Banking Committee; ntherw;se central bank mdependem of
government.

Changes in banks’ reserve ratios require approval of Minister of
Finance, discount rate and open- market operations policy .
:ndependently determined = in praciice the Mmlstry of Fandnce is
likely to exercise a strong influence on all policy aspecls.

Exchdnge rate and note i issue fixed by Minister of Finance with
central bank advice. In other respecis the Bank is independent,
although its actions must not conflici with government objectives.
Changes in banks’ reserve ratios must be approved by the King in
Council; discount rate in theory fixed by cenlru] bank but in pmcnce
after consulmuun w1th Ministry of Finance, ;

Bundesbank independent of Federat Guvemment in dezermmmg
e.p.discount, credit, open-market.and minimum reserve policies.
Federal government may.usk lor decisions to be deferred for up to
two weeks,

Constitutionally central bank is completely independent of . ;. .
Bundesrat: The bank and the government are legally obliged-to -.
consult each other before lmplemenung polactes althnugh in neither

JAPAN
NETHERLANDS
NORWAY
Countries where central bani is GERMANY
largely independent of government
in the pursuit of iis statutory
duties
SWITZERLAND
4. IF THE CENTRAL BANK IS INDEPENDENT IN ANY
IMPORTANT RESPECT IS IT ABLE TQ PURSUE
OBJECTIVES THAT CONFLICT WITH THOSE OF THE
GOVERNMENT? DOES IT DO S07? IF 50, HOW IS THE
CONFLICT RESOLVED?
Countries where central bank has openly CANADA

acted conirary {o the government's
economic objectives

Following the forced resignation of the Governor of the Bank ol
Canada in 1961 (due to-his pursuing a tight- monetary policy in-
opposition to the government’s wishes):the power to-issue directives
to the Bank was conferred on the Minister of Finance by the .
addition of 5,14 to'the Bank of Canada Act 1967; such directives .-
must be published in-the Canada Gazette and laid belore Parlizment
within 15 duys — this procedure has never been invoked, as in
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Cotinties where sucha situation is unlikely fo afise:© -~

i) Because the government has
complete authority over the
central bank

(ii} Because the centrai bank is
independent of government

GERMANY

“practice the Bank does not pursue policies that conilict with i

government objectives. -

‘Bundesbank’s ohligation:to support government’s general economic

policy is limited by the proviso that:it has its own duties to:discharge

" in'safeguarding the currency. Conflicts have occurred butthese have

not-been: major or-prolonged andare keptto-a'minimum by the
division ol roles — the government being mainly responsible for
fiscal and exchange rate policy and the Bundesbonk for monetary
policy. Thus although the government has temporary blocking
power in Bundesbank decisions, this has only been used on a lew
occasions.

AUSTRIA, DENMARK; FRANCE, HUNGARY, TTALY,JAPAN, NEW ZEALAND,
SOUTH AFRICA, SPAIN,SWEDEN. .- h e i s i :

AUSTRALIA
BELGIUM

NETHERLANDS

NORWAY
UK
FINLAND

SWITZERLAND

UsA -

— Should differences of opinion exist-the gove'rnment_hns statutory. -

power; afier due process of. consultation to direct-Reserve Bank to
carry out a given policy, Parliament being informed within fifteen
sitting days. :

Although forbidden to pursue tasgets conflicting with general :;
objectives ol government, in practice National Bank is largely
independent; e.g.in 1978 it-reduced its financing of the government
and thus forced it to finance its budget deficit by borrowing abroad.
Minister of Finance may issue hinding diréctives to Nederlandsche
Bank in order to co-ordinate the policies of the two bodies, .
No independent action in conflict with government policies by
central bank since 1920s, but its staff have publicised their =~
disagreement with government policies, g.g. recently on prices and
incomes policy.. | . . o

Although general policy subject to Treasury opproval 2 measure of
independence is maintained and disagreement with government
policies has occasionally been publicised. . . o

Tn'theory the central bank could sct in conflict with the

government; in practice close co-operation makes such a situation
most unfikely: * T :
Potential conflicts limited because directors of the Swiss National
Bink are elected by the Bundesrat.” S :
Although formally independent of government, the Chairman of
the Board of Governors represents the Federal Reserve in
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. discussions with the government; possible policy conflicts are
. discussed in various forums that typically inchide the Secretary of
_ the Treasury, Chairman of the Councii of Econpmic Advisers and

th'g_Director of the Office q_f_Man_z_lgeme_nL and Budget.

5. POWERS OF GOVERNOR AND DIRECTORS:
TERMS OF OFFICE, INTERESTS REPRESENTED,
METHODS OF REACHING DECISIONS

AUSTRALIA

AUSTRIA

BELGIUM

— Governor and Deputy Go\:'ernor appointed by thé government {Governor-General) for seven

years.-Seven other Board members similarly uppointed for five years except that not more than
two of the seven may be officers of.the Reserve Bank o public service and hold office for an. -
unspecified period, None may be directors or employees ol ¢ny other bank. All are eligible for
reappointment. Board members are usually selected for their eminence in academic, agricaltural
or general business activity. The Secretary.of the Treasury is an ex officio member of the Board. .
Six members, including the Governor or Deputy Governor, are required [or a quorum of a
meeting ol the Board. Decisions are by a simple majority of members present. The Chairman of

the meeting has both a deliberative and a casting vote.

President; appointed by Federal President.-for a five-year term, may e reappointed.
Two.Vice-Presidents and -5 of the 11 other. directors similarly appointed:. . iy -

Six remaining directors elected by the General Assembly ol Shareholders for periods of five
years; they. may be re-elected, = g . . . S
Directors must be economic experts or outstanding persons in the business community, The
Board must include at least one representative of: banking institutions, savings banks, industry,
irade and small business, agriculture and one representative each of salaried employees and
labour. In practice, balance is also maintained between the palitical parties. " o
Board of Directors supervises and directs Bank's entire condiict of its business. President has
casting vole, - T R TR R

A separate Board ol Managers {consisting of « General Manager, Deputy General Manager an
2—4 other managers) is charged with the operation of the Bank; Itis appointed by and reporis (o
Board of Directors, President may aitend its meetings and has the casting vote.

Governor: appointed by the King (i.e. the government) for {lve years (although he may be
suspended for upto three months during this period or dismissed). He miy be reappointed.

3—6 directors appointed by.the King on-the proposal of the Council of Regency for six years, :
renewable. Governor presides over Board of Directars, Council of Regency and General Council,
The Bank is managed by the Board of Directors which muy change the discount rate and rate for
advances in-a case ofemergency but must refer the matter to the Council of Regency. .

The Council of Regency is composed of the-Governor, the Directors and 10 Regents representing
wide socio-economic interests (jt.is legally required to include three Regents nominated by the
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CANADA

DENMARK

Minister of Finance, iwo executives from financial institutions of public interest, two Regents

proposed: by trade unions, and three proposed by organisations most representative of industry,

commerce:and agriculture) - Balance is also maintained between the iwo linguistic groups.- The
Council deals with general questions pertaining to.the Bank, currency, credit and the economy.. It
fixes the rate and terms of discounts, advances and foans. Its decisions are by majority vote, with
the Governor having a.casting vote: Its members.are elected [or terms of three years by-AGM of
shareholders. (which otherwise hus a purely-formalrole). .o it os SRRRIITRI

The Board of Censors consists:of 8 =10 members specially qualified in the field. ol financial
supervision, similarlyelected. o o

The Censors ppprove the balance sheet and expenditures by majority vote.

General Council formed from Governor, directors, regents and censors and cohsi'dég_s'th_e'gén'eral
administration of the Bank and the issue aof bank riotes. Governor has the deciding vote.’
Government Commissioner: The Minister of Finance has the right to control al! the Bunk’s

opetations; this control is entrusted to o Government Commissioner who is entitled to atiend the
"AGM and meetings of the Boards, Council and Committees in an advisory capacity..
Governor:appointed by.directors (with approval of Governor-General in Council i.e. the ...
Government) for seven years during ‘good behaviour’, He is-eligible (or reappointment, ;-
Twelve Directors appointed by Minister of Finance (with approval of Governor-General in
Council). for-terms of three years; they may be reappointed.-.-. : b

There is a general requirement that directors be selected Trom.‘diversified occupations’, in
practice different regions of Canada also represented. Directors or officials of chartered banks and

ol investment houses acting for the Government may not become Bank of Canada directors.

Responsibilities stop short of technical decisions with respect to monetary policy {which are lefi to
the G_oye_l_'r_j_or), the directors being more concerned with the internal functioning of the Bank.

‘Governor: appointed by i'he_Sover'eign '(i.e. the gdvemment)-, remains in office until 70 years old.

Two Deputy: Governors: appointed by Board of Directors. None ol the Governors are on the
Board of Directors. I T N T R : P R
Twenty-five Directors: eight with seats.in Folketing; one economist and one lawyer appointed by
Minister of Trade, Industry and Shipping (who:in his capacity as Royal Bank Commissioner. . -
presides over meetings ol the Board of Directors). . :..- . e .
Fifteen elected by the Board of Directors in rotation (three per year). All directors serve five-year
ter ms.

The elected Board members are required {o represent ail sectors ol the economy, including labour
and regional areas, but may not attend to the interest of any particular group of the community.
The three-man Board of Governors reports to the Board of Directors. This latter elects a
chairman (who has a casting vote) annually from amongst its 25 members and deals with more
fundamental issues affecting the Bank. oo s : IR

A Committee of Directors, which must comprise the two nominees of the Minister {who will also
altend its jmportant meetings) and five other members of the Board of Directors, elected
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FINLAND

FRANCE

GERMANY

annually from among the members, keeps itself informed of the more :mpormnt aspects nl'ihe
Bank. The Chairman of the Committee of Directors is also elected nnnually ‘All three bodies
reach decisions by a majority vote, the Chairman having a'casting vote in the event of a tie.

Gaovernor: appointed by President of the Republlc at the suggestion ol'the Purlmmenmry Bunking
Committee, for an indefinite term.

Four members of the Board of Management, similarly appointed, may be suspended by the group
of nine Farimmentdry Bank Supervisors selected by the Djet from among :ts members.

There is no requirement that pnruculur interests be represented,

Administration and management in the-hands of the Board ofManugement subject to review by
the Bunk Superwsnrs The Chairman (Governor) ofthe Board nt'Management has the casting
vote.

Governur appomted by Presadent in consultation with the cabinet, for an indefinite period and
may be dismissed by the President. (In the past Governors have served until retirement but,
departing {from tradition, the present Governor has been uppmmed for oterm of fve years. )

Two Deputy Governors, similurly appointed.

There are 13 members of the Geneml Council: the Guvarnor and the deputy governors and 10
others,

The latter 10 consist ofmne appointed by the Council of Ministers on nomination by the Minister
of the Economy and one elected from and by the personnel of the Bank. They are appointed for
six years. All councillors may be reappoinied until the .Jge ol 65. An auditor and his assistant also
sit with the Council in an advisory capacity.

The 46 man National Credit Council has a similar role to Boards of Directors in other countries: it
is presided over by the Minister of the Economy, the Governor of the Bunk ol France acting as
vice-president, and comprises, in addition to these 13 members uppomted by the Minister of the
Econormy, seven representing government departments, nine trade union representatives, eight
representatives of financial and banklng institutions and seven from public credit institutions.
Munagement of the Bank's business is in the hands of the Governor and two Deputy Governors.
The General Council supervises all branches of the Bank’s activities. Decisions are tuken by a
simple majority. Although the two anditors cannat vote, their approval is generally necessary.

Governor; appointed by President on nomination by lederal government, which in turn consults
Central Bank Council, for u term of eight years (except:onnlly fora shnrter neriod buf in no case
less than two years).

The Directorate comprises not more than 10 members, similarly appointed.

The Central Bank Council consists of the Directorate together with the presidents of the 11
‘Land’ central banks, who are nominated by Parliament on proposals from the approprinte
authority of the Land concerned, for eight-year terms subject 1o the possibility of reappointment.
Regionai representation is effected through the Land Central Bank Fresxdents other dlreclors are
required to be pumculnr]y qualified in their ﬁeld : :
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HUNGARY

ITALY

JAPAN

NETHERLANDS

The Central Bank Council determines manetary and credit lelElES of the Bank and may issue
instructions to the D;rectomte or Bonrds of Murmgement ol' Lhe L.md Banks u takes dec151ons by
simple majority.

The Directorate 1mplemems ihe dec151on5 ol' lhE Centml Bunk Coum:ll .md deals wuh the

:admlmstrntmn of lhe bnnk ils demsmns are nlso by s;mple ma;omy, the Presu:lent having a

casting vote..

Prcsuieni cnI' the Bank and h15 depunes appmnted by the Council ol'ansters l'nr an 1ndcﬁn1le
period.

The Presadent ot'the Bank inturn nppmms the d]reciors who hold their ofﬁce foran mdeﬁmte
term.; o

The Board ol' Manugemem iyptcul!y :ncludcs representntwes ol’lhe Nauonai Plannmg Ofﬁce.
Ministry of Trade etc. It hasa particularly |mp0rtanl role in decuimg whether the counsry shouid
borrow substantially [rom abroad. e

In all decisions of the Boord the Presadem has an ovemdmg pnwer :

Governor: appointed by Board of Directors {not necessarily from amongst their number) subject
10 approval of Council of Ministers and President of the Republic, for an indefinite term. )
Thirteen directors elecied by General Meetings of Shareholders at 13 regional offices of the Bank,
for three-year ierms; the directors are eligible for re-election.

Board of Directors is chated withi general adiministration of the Bank under the chairmanship of
the Governor who hasa casting vote: The busidess of the Bank is managed by the Governor.and
4 Committee of thé Board of Direciors comprising the Guovernor and [our ol the Directors
appoinied annually by the Board. .

A represemauve ‘of the'Minister of the Treasury may participate in meetings of the Board of
Direciord is an observer he is empowered to suspend the :mplemenmuon of any dec1510n which
he conseders contrary’ to the law,’ ‘regulations or statutes of the Bank for up to five days -

Governor uppmmed by the Cahinet for a terrn ofﬁve years he may be reappmmed
Vice-Governor, similarly appointed.

Seven Polwy Bourd members include the Governor and (wo represemauves of the Economic
Planning’ ngency and the Ministey of Finance, The other four members must consist of two with
financial experience, one with industrial experience and one with agricultural experience. They
are appointed by the Cabinet wnh the consenl of both houses of the Diet for four -year terms; they
‘may be reappoinied. -

The pohcy Boird directs und superwses Ehe business of the Bank. The iwo govemmem
representatives on the Board do not have vot:ng rights, and decisions are wken by mugonty vote
of those having voting rights.

President: appointed by the Queen on the advice of the Minister of Finance {from a choice of two
candidates put forward by @ joint meeting of the Govcmmg Bourd of the Bank and the Board of
Commissaries) for seven years; he may be reappointed.
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NEWZEALAND

NORWAY

SOUTH AFRICA

Governmg Board cons:sts of the Govemor the Secrelary und 3 —5 djrectors similarly appainted
for seven years. ’

Twelve members nflhe Bnard ol CDmmlssarlES are appmnted by the Queen from 1 short-list of
three for each place, drawn up by a joint meeting of the Governmg Board and Board of
Commissaries,

Seventeen members ol'the Bank Counctl 1nclude a Royal Comm1551oner representmg the
government, and four. Commissaries; the. 12 other members must include represenmtwes of the
government, commerce (mcludmg tranSporl) mdustry and agnculture labour unions and the
monetary and credit sector, ..

The Governing Board is chﬂrged with the admlmsimuon ol the Bank, and is supervised by the
Board of Commissaries. Gavernor of the Bank reports to the Bank Counml on Bank policy and
general economic and financial conditions. The Bank Council i is nuthor:sed ) oﬁ'er independent
advice 1o the Minister of Finance on Bank pollcy

Governor: appointed by the Governor General in Counctl on the recommenduuon ol'lhe
Minister of Finance, for a term of five years he is eligible for reappointment.

Deputy Governor similarly appointed. -

Seven Directors similarly appointed.-

The Secretary of the Treasury is a member of the Board.

Appmntmems are intended to reflect a dwersn.y ol’;merests mc]ud:ng industrial or commercial
experience, : . . .

Decisions are by consensus.

Chairman ol the Board of Directors: nppmnied hy the King on the advice of the Supervisory
Council (in effect by the government) t'or an mdeﬁmle term but subjecl to dxsmlssa]
Vice-Chairman, similarly appointed, - e

Three other directors are elected by the Stortmg for six year terms; they may be redppmmed
Fifteen members of the Supervisory Council are also elected by the Storting for six year terms.
There is'no requirement that pnrttcular mierests be represenled on e:ther the Bo.srd of Dsrecmrs
or the Supervisory Council.

Administration ol the Bank is in the hnnds ot'ihe Bo.m:l of D:rectors butsu b;en:t to demsmns ol
the Supervisory Councik. The Chairman (Governor) of the Board of Directors has a casting vote.
The Chairman of the Super\nsory Counctl {elected annually [rom:amongstits members) also has
a casting vote.

Governur appointed by President on advice of Minister of Finance lot five years; he may be
reapposnted ’ .

Three Deputy Governors similariy appointed.

Two Directors similarly appointed for three-year terms.

Six remaining directors elected for three year terms by Annual General Meeting of Shareholders;

_they are ‘eligible for reappmmmeni




SPAIN

SWEDEN

SWITZERLAND

Trudltlonully a wide spectrum oflnterests is represented

Ditectors are expected o resign if'a conflict ol interest arises: e : R
Dec1510ns are taken by a s1mpie maujority of the Board with the Guvernur huvang a casting vule

Governor: appointed by the government on'the proposal o[‘the Mm:ster of Finance, {or an
unspecnﬁed term.

Two or more Deputy Governors also appomted by the governmem on the proposal of the
Minister, for three- -yedr terms, renewable. .

Administration is in'the hands ol the Board ol Directors which comprises the Governor, his
Deputies and three members of the General Council selected by.the Minister of Finance from-
amongst those Councillors designated by the government. General Council consists of the:
Governorand his'Deputies plus 14 others: five members designated by the government -
representing the general interests of the national economy,two representatives of credit .
institutions, two representatives of the savings banks, fourrepresentatives of the trade unions,
ofe representative ol the Bank’s stafl, All are appointed for an.unspecified term.

The General Council approves the balance sheet and ad vises the guvernmem The Guvernor is
chairman of both badies and has a casting vote on each. .

The Governor of the' Bank is elected by the’ Board of Directors from amongst then‘ members. He
is not the Chairman of that board. No fixed term but up to age 70.

Deputy Governor elected by Directors either from among themselves or from outside.

The Chairman of the Board ol D;rectors is appomled by the King in Council for a term of three

years; he may be re-elected. R

Deputy Chairman similarly uppolnted

Five directors elected: by the Riksdag, also lor three-year terms, subject to reappoiniment.

There is no legal requirement that. particular interests be represented on the Board. A Cabinet
Minister or Director of the National:Debt Qffice. may not be a member of the Board.

The Bank is administered by the Bourd of Directors. Five directors constitute a quorum; but if a
motion is npposed all must ﬂuend the meeting, the decision being taken by asimple ma_]orlty

vole, the Chairman hnvmg a cnstmg vote in the eventof a tie.

The three members of the Board ofGeneral Managers {the Governer and two depuues) are

nppmmed by-the Bundesrat [or six years; they may be reappointed.

Twenty-five members of the Bank Council are similarly appointed for four years; 15 other

members of the Council are elecaed by shareho]dcrs of the Bank; all are eligible for
reappointment. :

The 40 members of the Bank Counml musl be chosen 10 represem geogmphml regmns and
various sectors of the economy. Supervision and control is in the hands of the Bank Council
{which is responsible.to General Meeung of Shareholders).

More detailed day-to-day supervision and control of the Bank’s management is carried out hy the

Bank Committee, which consists of the Chairman and Deputy Chairman ol the Council together

- with some eight other members appointed by the Council.




197

UNITED KINGDOM

USA

The Chairman of the Bank Council is als0 Chairman of the Bank Cnmmntce und in the case ol a
tied vote in‘the Committee, the Chairman’s vote counts double. :

- Governor appointed by the Crown (ie. the govemmeni) for ﬁve years, he may be redpposmed

Deputy Governor similarly appointed. )

Sixteen directors similarly appointed by, the Crown For Four-year terms t'our retu‘:ng in rotation
each February, not more than four of these may be full-time (execunve) directors. . |

The 12 non- -executive directors are appointed [rom a vanety of interests in mdustry and
commerce, trade union affairs and banking {they may not be a member of the House of
Commons, a minister of the Crown or working in a government, department).

The Governor plays the most important role in instituting and formulating advice or proposals to
the government, und in the day-to-day business of the bank. The Governor may call for advice
from mdmduni directors or l'rom standmg committees of the Court of Directors.

— The seven members of the Federui Reserve Board are uppointed by the Presadem with the

approval of the Senate, for fixed terms of 14 years, non-renewable, )

The President designates two members of the Board to be Chmrm.m and Vlce-Chau'man
respectively, for four-year terms, renewable,

By tradition, the members oflhe Bonrd are selected in order to maintain a gengrﬂphtcui balance
and both bankers and non-bankers are included, They must all be members of a Federal Reserve
district bank board. The directors of these regional Reserve Banks are com posed of equal
numbers of Class A directors (represemmg member banks) Class B directors (non-bankers) and
Class C directors. Classes A and B are elected by member banks, but Class C are appointed by
the Federal Reserve Board, and of thesc Ciass C directors the Board appoints the regional
Chairmen and Vice-Chairmen.

Major monetary policy decisions are made by the Federal Open Market Committee, which
consists of the members of the Board, plis the Prestdents of five regional Reserve Banks who
Serve one-year iErms on a rotating basis (except the President of the Federal Reserve Bank ol
New York, who is always a member and, by tradition, the Vice Chairman of the FOMC}. The
Chairman of the Board is also Chairman ol the FOMC. In theory, each regionai Reserve Bank can
determine the discount rate applicable to the short-term foans it makes to its members, subject to
review and determination by the Board; when the sysiem was first set up it was thought that,
differing regional credit conditions would Jead to differing rates. In practice, however, the
integration ol regional markets into one national market and the establishment of national
economic goals have meant that the Board accepts only one national discount rate. The regional
policies on the use of the discount window are ulso co-ordinated by periodic meetings of the
Reserve Banks’ lending officers. The decisions of the Board are reached by a'simple majority
vote,
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6. IS THERE AN INTERCHANGE OF STAFF OR
LIAISON BETWEEN THE STAFFS OF THE CENTRAL
BANK AND THE TREASURY/MINISTRY OF FINANCE?

Countries where this takes place -AUSTRIA . - Occasionally on a personal basis. Also the Ministry of Finance
PR 7 frequently relies upon the Nationa] Bank® sexpertadvice.
CANADA "7 " — Considerable informal Haison and although no I'orrna[ interchange of
o ' " staff this doés occur infrequently; two of the most senmr Finance
_ ol o officials at presem had earlier been in the Bank.
: FRANCE .7 = Littié liaison occurs, although it has become esmbllshed that one the
B T twa, Vlce-Governors w111 be appmnted from Lhe Treasury
HUNGARY 7 = Constint liaison,
TITALY " 0 -7 o 'Central bank staffare frequenily loaned to governnient
b I L '"departmenis as well as taking personnel rom them on secondment.
JAPAN = 7 7 —In addition to the Minister of Finance’s representative on the Policy
St - Bodrd, n number ol‘Bunk du‘ectors have also come [rom’ the
B 0 T Ministry, :
" NETHERLANDS -~ - Limited contact takes place at the highest levei at informal meetings,
C S " and among lower echelons, by menns of ad huccommltlees
NEW ZEALAND "= Some short-term secondments for experlence ’
SOUTH AFRICA = '— Liaison and interchange of staff, -
UK /.= Noformal agreements for an in{erchange of staff between the Bank
_ ) e of Engldnd and the Treasury, However, there is constant linison
S o between them at alf levels and secondment of staff is fairly common.
TusaT — There is some interchange of staff between the central bank and the
I ' ‘us Treasury Tn addition there are numerous committees that
_ provade formal lidison between the two organisations.
Couniries where contact is limited ) BELGIUM DENMARK, SPAIN,
: ) AUSTRALIA ) 2 Toun limited exteni also the Secremry ofthe Trensury is a Board
) : " mempber.
‘FINLAND T e Insignificant, though close hlgh Eevel comaci ‘with the Ministry of
— _ o Finance exists.
GERMANY ' =~ — Noflormal liaison or mterchange ofstaﬂ' however, members of the
o ) two mst:tutlons work close]y together i m nnnonul and international
T D ‘bodies such as the IMF.
NORWAY = = — Contact limited to joint membersh]p of intér-ministerial
oo . committees.
SWEDEN " Some members of stuff hnve worked in both instituiions.
Some members of staff have worked in both institutions but there

SWITZERLAND - '—

. .are'no formal arrangements [or exchange or laison.
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7. iIS THE CENTRAL BANK OR ITS GOVERNOR MADE 7

ACCOUNTABLE TO PARLIAMENT? IN WHAT WAY?

Countries where central bank is
directly accountable to Pariiament

Countries where the Governor reports
to Parfiament largely for purposes

of information

CANADA

HUNGARY

JAPAN

SOUTH AFRICA

USA

FINLAND

ITALY

The Governor is [requently asked to appear before Committees ol
both House of Commons and the Senate to explain and defend his
policies. Other witnesses may be summoned to verify his evidence.
The Governor is responsible to the Council of Ministers, ta
Parliament and to the Presidential Council of the People’s Republic
for the Bank’s internal and external paolicies and may be examined
by Parliamentary Committees. He is under no obhgut[on {0 suhrmt
an Annuat Reportto Parlinment. R

The Governor can be and often is called o explain the conduct ol‘
monetary policy to the Diet. The Policy Board must also submit an
annual report to the Diet, through the Minister of Finance — this
must cover the financial condition of financiai institutions, changes
requtred in the law, changes in supervisory policy during the fiscal
year and policies. conducied and the reasons [or their
implementation. )

The Governoris accuuntahle 10 Pdrllament and the Bank’s annual
report and financial accounts are tahled in Parliament. The
Governor i5 also examined by commissions of i mqun‘y mtn financial
matters appointed by the State President.

The Fed. Chairman is requ1red to report twice a year to both Houses
of Congress on the goals and conduct of menetary policy. In
addition, both he and members of the Federal Reserve Board of
Govemors frequently testily before the Joint Economic Committee
of Congress and other Congressmnul commitiees. From time to
time the Chairman also sits on various government policy bodies.
The Board as a whole rmeets with the Council of Economic Advisers
at regular intervals; and Fed, stafl also discuss policy problems with
Administration staff at vurlous levels. The Annuai Report is
publlshed

Governor can be summeoned to appear before Parliament only ina
consuftative or advisory capacity. - ’

Governor can be examined by Pnrlmment for purposes of
lnfurmauon
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Countries where the Governor is not
examined by Parliament but is required
fo submit an annual report

Countries where the Minister of
Finance is directly responsible
Jor central bank’s conduct of
monetary policy

Other o

AUSTRALIA
DENMARK
GERMANY
NEW ZEALAND
NORWAY
SWEDEN

SWITZERLAND
UK

BELGIUM
FRANCE

NETHERLANDS

SPAIN

AUSTRIA

Annual report and financial statement presented to both Houses ol
Parliament.

The annual report is published and presemed to. Parlmment
although thisis not a requirement.: :

The Bundesbank:is mdependem of Farllnment Ii pubhshes an
annual report. :

Annual report is submmed 1o Purllament but Governor not
exummed by Parlinment. He is however subject to questioning by
Treasury oﬂicmls in prwule sessmns ol‘mier—governmental
committee, -

The Central Bank submits an annual report which issent to©
Parliament and Lradmonaiiy mcludes ihe Govemor S broad v1ews on
the economy. -

An ndm:msiranon report is submmed to lhe lesdng hy the Bousd
of'the Bank, )

Anannual report must be submitted to the Bundesmt

The Bank’s-Annual Report is laid before Purliament, but has never
been debated, The Governor and other Bank members are
examined on matters concering the administration of the Bank by
the Par[lamemnry Select Commmee on Nationalised Industries and
on financial ond monetary policy by specially convened Committees
of Enguiiry. In general Parliament holds the Chancellor of the
Exchequer responsmle for the B.mk S p011c1e5

Minister of Finance, who has the right to control all the Bunk S
operations, is subject to examination by Parliament.

Bank’s policy is examined, criticised and upproved by Parliament
through the Minister of the Economy, Exceptionally; the Governor
may be questioned by Parliament. An annual report is submitted to
the President of the Republic and its accounts-are contro]icd by the
Public Corporations® Audit Commission. ;
Minister of Finance accountable to Parliament for Bank‘
enforcement of the Bank Act and measures taken under it. 1n
addition, Bank must publish o weekly summary of its balance sheet
and submit its annual accounts to its Supervisory Board.

- Minister of the Economy responsible to Parliament for the activities

of the central bank. The published accounts have o be approved by
the Minister.
The Bank is not accountable to Parliament in any way.
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8. WHO OWNS THE STOCK OF THE CENTRAL BANK?

Countries where the stock is 100%
owned by the state

Countries where the siate holds
only part of the stock

Countries where the stock is 100%
in the hands of the public

Other

AUSTRALIA, CANADA, FRANCE, GERMANY, NETHERLANDS, NEW ZEALAND,

NORWAY, SPAIN, UK.

DENMARK —

FINLAND

SWEDEN

AUSTRIA

BELGIUM —

JAPAN -

SOUTH AFRICA —

ITALY -

The Bank is an official government body, and no private body has a
share in the General Capital Fund. Profits not allocated 1o the
Reserve Fund or to special guarantee funds shall go to the Treasury.
No private body may own any share in the capital of the Bank. At
least one-third of profits to be transflerred to the Reserve Fund; the
remainder may be used according to the decision of the Diet, for
public purposes.

No private body may own a share in the capital of the Bank. Profits
are at the disposal of the Riksdag - generakly past goes into an
exchange adjustment account and the remainder into the state
budget.

Fifty per cent by Federal Republic; 50% by persons and enterprises
guthorised by the federal government. Voting at General Assembly
limited to minitnum holding of 100 shares. Profits accruing are
distributed to shareholders.

Filty per cent by the State; 50% sold 1o the public — quoted on the
Stock Exchange. General Meetings of shareholders can elect or
dismiss Regents and Censors. Each share counts as one vote. Profits
distributed proportionately to shareholders.

Fifty-five per cent government; 45% privately owned, the private
shareholders receive a small dividend but have no voting rights.
Shareholders may transfer their holdings with the consent of the
Bank, buL the shares are nol quotcd on the Stock Exchunge ‘

Vmes are hmned to mnxlrnum individuai stuckhu[dmg of 10 000,

Shires can cmiy be held by pu I:rhc {aw’ banks, n.nmrmi interest
banks, social security institutions, savings banks and insurance
institutions. The government however holds o significant share in
some ol these instituiions. Up to 20% of net profits shall go to the
Reserve Fund: of the remainder a dividend not exceeding 6% ol the
capital shail be declured. Any excess to go into extruordmdry i

" reserves.
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SWITZERLAND

Usa-

— The Confederation as such holds no shares, The shareholders are

the cantons (38%); cantonai banks (17%), various other public
bodies (3%), and over'5 000 private shareholders {42%) . The shares
are listed on the Swiss Stock Exchange. Part ot'the pmﬁts shall'be
allocated to the Reserve Fund, of the rémainder a dividend not
exceeding 6% of basic paid-up capital shall'be declared.

~ The Federat Reserve Systeny is a federal government agency. The
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CHAPTER 3: POLICY OBJECTIVES
- AND MONETARY TARGETING

"A.. OBJECTIVES . .

3.1 Effective. economic management requires a recognition of the
' interdependencies of monetary, fiscal and external policies. An .inappropriate
setting in one area, say the Budget, can place heavy burdens in other arcas, such as
interest rates. Similarly, if exchange rates are not aliowed to respond adequately to
market forces the maintenance of an effective monetary policy. may not be feasible.

- 3.2 A'traditional view is that the various arms of economic policy — monetary
policy, fiscal policy, exchange rate policy and wages policy — should be used
collectively to achieve a balance of policy objectives — full employment, growth,
external balance, price stability etc. An alternative view is that the authorities

" should assign individual policy arms to policy objectives on the basis of

~ comparative advantage; that is, each arm should be assigned to that objective on

" which it has the relatively greatest effect. This approach, for example, would assign
exchange rate policy to external balance, fiscal and wages policies to employment
and growth objectives, and monetary policy to the preservation of price stability.

3.3 There has been much lively discussion of the two approaches, and in
particular the merit of assigning monetary policy to the maintenance of price
stability. The Committee has not examined the technical issues in detail. However,
for purposes of the later discussion of monetary targets and techniques, it is
sufficient to note that the Committee accepts that:

© Ifeconomic stabilisation policy is to be effective it must involve a balanced mix
of fiscal, monetary and external policies.

" @ Monetary policy — and indeed general economic pelicy — should have, as one
of its principal objectives, the maintenance of long-term price stability; a
relatively stable standard of value is of fundamental importance, not only to
the stability and efficiency of the financial system, but also to the economic
vitality of the economy.

e The authorities can make a major contribution to the achievement of long-
term price stability, and the overall stability of financiai markets, by
maintaining a relatively steady and restrained growth in monetary and financial
aggregates. This does not imply that the Committee sees inflation as being
caused solely by monetary and financial factors, but reflects a belief that
inflation cannot persist for long without an accommodating growth in
monetary and financial aggregates.

e In pursuing a steady and restrained growth in monetary aggregates,
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. governments of course :will need-to-show-proper concern for the short term
economic and social tensions it may generate.! :

@ From the viewpoint of efficiency, monetary policy should not_be. assigned. to
micro policy objectives of a distributional, sectoral or regional character These
are, 1n the Commrttee s v1ew2 preferably handled by ﬁscal or 51mrlar pohc1es

B. MONETARY TARGETING’

3.4 Monetary pollcy can’ be’ directed towards promoting the ulirmate targets of
policy (price stability, full employment etc.) without a particular intermediate focal
point, or it can seek to-.achieve these: objectives zndlrectly through pursurt of a
related intermediate or proximate target of policy. - : . : .

3.5 The Comm:ttee believes there are advantages in the’ authormes adoptlng an
intermediate ‘target and publlcly announc:ng it, prov1ded there is a reasonahle
expectation, . perhaps importantly” 'based on past experience, that it will “be
approximately achieved. In other words, it must be credible. Subject to thrs
1ntermed1ate targetmg can offer many beneﬁts In parucular '

e it provrdes an add;tronal encouragement to the duthont:es to contro] the
budget deficit — or at least its monetary effects;

e it provides market participants with information - concernlng pohcy lntenttons
which is useful in formulanng investment plans '

°. :to the extent that it is taken” as an. al’ﬁrmanon of the Government s, resolve to

pursue a drsc1pltned monetary pohcy, it can contrlbute to a favourable cllmate

of expectatlons — and, in partlcular it can influence 51gn1ﬁcantly the process

“'of wage ‘and”’ price determrnatlon - thus posltwely assrsnng the control of
'-lnﬂatton" - :

o it glves the pubhc an ear[y standard by whlch to ]udge the performance ol the
: -authorities - (information on: the intermediate target- is avallable faster than
information on the ultimate targets of policy);and. P s

@’ jiicar-promote:a general’ economic environmernt eondudive: to stablhty in
financial markets and 1nstrtuttons and to 1nternattonal conﬁdence qn the
. Australlan dollar

3 6 “A iarge number of 1nterrned1dte Eargets have been suggested they can be
grouped as: follows '

®  a monetdry variable < such as the monetary “hase®. a broader monetary
aggregate (e.g. M3) or an interest rate; and

I -The short term cnnﬂtcts bcmeen the ObJECllVES ul' price stabl]]ly and other objecnves such a5
. high' émployment; hive been especially: evident fin:the Austrulian institutional” wapge-setting
- renvitonment. For .reasons: discussed later; the :‘Committee believes: that ‘a poitcy ol monelury
st largeting canhelp to o significant. degree in the reso]uuon ol' such conﬂtcts
2 -“Developed-more:fully in Chapter 36. B - : :
3+ ~In [orming its:views on monetary target:ng the Comnuuee has had the heneﬁt ora spec:al siudy
commissioned from Professor M. G. Porter of Monash University {*Monetary Targeting™:AFS1,
= Commissioned. Studies and Selected Papers;-Part:1; AGPS; Canberra; 1981, It has ulso received a
v great deal of other materinl on‘this question: Some is reproduced in the same publication:
4.+ The:study commissioned- by the Committee pluces considersble emphusis.on'monetary targeting
T ops:evidence ol‘an intent by the auihoru:es 1o pursue El dlscrplmed stabilisation poitcy (Porter op.
cit.). -

33



e .a-higher.-iex'fel'ecdndmic variable — such as nominal Gross Domestic Product

5 between these iwo groups of targets a number of c_:r_itei‘iz_i_: must be

3.7 Tri choosing

kept'in mind: = = L

e ' predictability, i.¢. the strength and consistency of the target’s relationship
with the ultimate objectives of pelicy;

e controllability, i.c. the extent to which the authorities are able to influence the

target; and B PR ' '

e the extent fo which pursuit of the target imposes a discipline on governments

__"and on various groups of decision makers in the economy. . .. '

3.8 Intermediate monetary. ‘targets satisfy these’ criteria to -varying degrees.
Although the predictive value of monetary variables-is:suspect in'theshort run,
there is'an observed long-run association between monetary growth and the rate.of

inflation. At the samie time, it must be accepted that nominal GDP normally has a

closer ‘relationship with tHe ultimate targets of policy. However,  monetary

agpregates are generally more controllable than nominal GDP. As well,

information on monetary aggregates is usually available E_a__rl_ie'r.th_a'n on GDP and is
subject to less statistical revision. For this reason it can be expected to have greater
favour a_s'a'Pol_icy'disci;jline__ﬁ'-- S RRT N

3.9 The following discussion focuses.on. cases in which a monetary variable is
chosen os the intermediate target. It should be noted, however, ‘that any. policy
directed at the ultimate targets or. at higher. fevel intermediate targets (such as
nominal: GDP) will almost certainly involve some festraint on monetary growth.
THese gliestions are discussed in-greater detail in Appendix 3.1 - TR

310The Co_n'imi_tt:eé:.dci_e'_s not s'ee:hl_'erit.-in a policy f\\;hi'ch:sééks_to maintain a
fixed percentage rate of growth in any monetary variable over a fairly lengthy
period. Such an approach to monetary targeting is in its view unduly, restrictive.
311 _Thé need fora ﬂex_iib'_lé app_rd_ach _ aﬁil_owing movement within a ‘band’ — is
illustrated by the following points:: . - . RPEE : - .

o The ultimate targets of policy: are affected. by. many variables besides the
.. intermediate-target. - eain TN e L

o In certain circumstances, deviations from the target variable may be justified.
For instarice, an increase in the money supply reflecting an increase in money
demand stemming from an unexpected but sustainable rise in. real output

~ would not normally require offsetting action aimed at bringing it back to the

§  The monetary hase is commonly defined to be the sum of the: cash holdings ol the non:bank
. public and-the cash:holdings {including reserves) of the.bunks. M 1 is equal to cash in the hands of
. :the. publicplus current. deposits with. the .trading. bunks -{(excluding Commonwealth and - State
: Govemrﬁ_ent and interbank deposits); M3:is equal to M plus non-government; non-bank:fixed
deposits with tradirig: banks. certificates of deposit and all savings bank: deposits: M4. is: then
defined as M3 plus the liabilities of permanent building societies;: M3 also includes the liabilities of
finance compunies.:DCE.-is equivalent to the change in MJ plus or. minus the deficit or surplus on

- private sector foreign; exchange transactions. © c.c. 0 0 i0 Lo
6 .. Announcement: ol a monetury aggregite lirget provides a substantial. discipline- on- budgetary

decisions; : but-an announced . nominal: Gross Domestic: Product: target may- apply: a firmer

-discipline on:the determination of wages. This latter:possibility gives a GDF target g concepual
appeal lrom certain points ol view, but the practical problems mentioned above must be weighed
against it. ) ’ ) : ) o : B
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.. original target. level; .indeed such oﬂsetttng dCt]Ol‘l could glve rise to
_-..inappropriately tight conditions. i o s

o Preoccupation with one: pdrttcular 1ntermed:ate target cin lead the au thorltles
to neglect other economic variables relevant to.the health of the economy. For
instance, other Ieacllng indicators may contain information on the ﬁndi tdrgets
which is at least as useful as that provided by the intermediate target

6'; Policies’ chrected to the achievement of one monetary target. may lead to
: offsettmg movements in other ﬁndnczal aggregates i.e. there may be shifts in
: ﬁnancmg to mrcumvent the poht:1es ' .

° ' Holding firmly toa target in short pertods (say ona monthly or quarterly basis)
can lead to substantial costs arising. -from. the variability induced in other
:_econom:c magmtudes (e g. short-term 1nterest rdtes) :

o At the other extreme; a long term- monetary target. (for example for three to
five years), although:involving a firmer commitment to reducing inflation, is
unrealistic. It is difficult to decide the most desirable target values far ahead of

: ttme e.g. thére ‘may be.d case for adjusting: the target in response to

* ‘exogenous’ changes such as changes in the rate of productivity ircrease and in
the terms of trade. To the extent that the authorities ‘are forced to alter the
targets frequently, one of the major advantages of targeting is lost — viz. the
provision of reliable mformatton to the private sector.. . ;

3.12 “Subject to the credtb:itty ofthe target being accepted and subJect to the need
for a degree of flexibility, the Committeé believes that the benefits of targettng
outweigh - any potential disadvantages.” The Committee ‘therefore  favours, “in
principle, the adoption and anncuncement of monetary targeting, with the’ target
expressed as a band: of growth rates for a: period of say: twelve: months Some
important qualifications are, however, discussed later., : :

-Whar variable?
3.13 " If there is to be monetary targetmg, the relevant questtons are:

° whether the authorities should target the price of money. (or credtt) or the
‘quantity of money (or credtt) in the systern’; and .

:'é if quantity, _the most dpproprlate monetary vartable to target

3:14:" The Commtttee clearly favours a quanttty target, In its view, the adoptton
of an‘interest rate target would present many’ difficulties. Nominal intcrest rates
are markedly influenced by inflationary expectations and can give’ quite ambiguous
signals as to what is happening in the real economy. Such a'target would theréfore
tend to score poorly on the. pred;ctabtltty test, Moreover, a policy of interest rate
targettng is.liable to lead to tnterest rate rtgtd:ty Expertence has shown that it is all
too casy to be, preoccupted about price, with insufficient regard for the movement
in financial aggregates. This is not to deny, of course, that movements in interest
rates have a significant bearing on policy assessments. e

3.15. As to the chorce of’ monetary. aggregaie (the Volume of money or credtt)
M3 s the parttcuiar vartable preferred by some because it has in the past thad a

T lt is. almost_ an economic.dictum- that ‘you.cannot deter-mi_ne boi_h _u_price and: quantity”. This
. proposition is true in essence but needs.some gualkification. If the authorities had. available to them
effective and mdependem instruments which. allowed them to influence. both meney supply and
maney demand, they. would be able to choose. between.a number of interest, raie/money supply
outcomes. The difficulty is that they do not possess such tnstruments : . ;
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fairly.close relationship with nominal-income. 1t has also appealed because it has
embraced a large part of the private sector’s liquid assets and the:duthorities could
regulate it through the use of dtrect controls on. the banking system. : -

316" However more recently, the ‘choice of M3 has been crittcrsed on the
grounds that :

e other ﬁnancaal aggregates are more ciosely related to econornlc actwny, since
M3 excludes some very liquid assets (such as deposits with building societies,
‘which are close substitutes for at least some bank’ depos1ts) if other aggregates
are out of control, it will not be useful to control the rate of growth of M38; this
- point is related to the apparent instability of the veloc:ty of c1rculatton ofM3

. (as noted in Treasury Submission No:2); @7

® by encouraging the authorities to focus heavily on bank credit, the use of an
.. M3 target can easily lead to an inappropriate reliance on direct controls and
.'may raase questrons ofcompettt;ve equtty and altocatronal efﬁcrency, and

o __the use of a monetary aggregate such as M3 can be part;cularly hazardous when
. there. are changes occurring, in ﬁnancral structure, payments technology and
relative interest rates.?.. . .. . .

3 17 Thesé reservations have Eed some economists to advocate the use of a'much
broader morietary aggregate 4s a target variable: Such a’ variable (which could
include currency,. bank.deposits .and. the - desposit-type. liabilities. of non-bank
financial corporatlons) is certainly more, relevantthan.M3 in circumstances where
bank .deposits are. subject to. discriminatory . controls On the other hand:..

8 M3 is generally. more controilable by the authorlties than a- much broader
~.-ageregaterand information: on: tt is - more qu1ckly avariable o

M3 is now widely recognised;

placing some reliance on an M3 target does not preclude the authorities from
monitoring at the same nme a w1de range of economlc variables in addttron to
. .M3; and

L2 most nnportantly, 1t is not env1saged by the Commtttee that the regulatory
environment within which monetary targetrng would operate in the future
would be ‘biased” heavily against the’ banks: ‘in‘a‘more compentive financial
system,, in ‘which open. market . operations are .the primary . instrument: of

_ monetary pollcy, M3 would be .expected. to rnove more: closely in line with
. other monetary. aggregates than has been the case: in the heav1ly regulated
envrronment of the past : : - o S

3 18 The Commtttee notes that the authormes could be presented wath special
difficulties inthe ‘transitional period of adjustment following the ‘deregulation
process suggested m thrs report In thrs pertod the relattonshrps between the

8 _The studles by Prol’essor M. G I’orter (op cit.) and by Kevm Davis and Mervyn Lewis ‘Money
“and Income: Evidence from Slmple Madels” in- The Australian Monetary System in the 19705 {ed.
.M. G: Porter, 1978):have found tHat-M1 has a closer relationship with iominal Income than M3,

This result must cause some concern because M1 and M3 often grow at markedly different rates.

9  Changes in financial structures and payments technology can significantly alter the piitern of

*. Anuncial lows and the ‘traditionul’ relationship between the various monetary aggregates and the

7. level 'of ecoriomic uctivity-Moreoverthe Commiittee recomimends in Chapters 4 and 19 that for

= -monetary-policy and prudentral regulation purposes the elemients of a banking Eroup be régarded
s consolidoted: unit; “such’ conselidntion: “would - have 1mpl=cat|ons l'or the upproprmte
measurement of monetary aggrepates such as M3, - : :
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various monetary aggregates and betweer: them and the'ultimate targets of policy
will ‘be chariging. In such a-situation use of & ‘single monetary target would be
particularly hazardous and the: authorities ‘would need to make use ol the:widest
possible range of economic information in formulating their policies. These points
are illustrated by the.changes in-‘money supply’ which occurred in the UK after the
introduction.of *Competition:and. Credit:Controi’ {1971) and.the rermoval of the
‘corset’ (1980) and in New Zealandafter the déregulation.initiatives of 1976.10
However, these examples suggest that the problems are temporary 1n nature and
by: no.means 1nsurmountable e N . :

3 19 Grven the drfﬁcultres in 1nterpret1ng broader monetary aggregates during
the adjustment period. it is partlcularly 1mportant that the authorities keep in check
the supply of ‘high powered’ or ‘base’ money, on which financial intermediaries
can . gear their provision of credit, even though it may have a.less stable. Itnkage
with ultimate objectives than other monetary variables.. - : N

3.20 Specificaily, this points’ to the need fora close examination of the technlque
of monetary base conirol, especaaliy if greater rehance is placed on open market
operations. e : . : . e . -

3. 21 The monetdry base“ is determlned by the 5;ze and method of financing of
the domestic budget deficit, by open market operattons and by the balance ‘of
payments {private sector foretgn exchange transactrons w1th the authormes)

3.22 It appears to the Committee that the monetary base Could well have
advantages as an mtermed:ate target pdrttcularly ina deregulated envaronment

e .The monetary base i 15 responsrve to budgetary and exchdnge rate polrcres its

_.use as.a target therefore offers less encouragement to the authorifies to apply

._d1rect controls. and greater encouragement to malntam responsrble budgetary,
_debt management and exchange rate policies.

@ All monetary aggregates-are related to the: monetary:: base the ratros of the
agpregates to the base are known as money multipliers, Provrded these money
muitipliers are fairly stable over the medium ‘to long ‘term, it is likely that
monetary base-controlswill: 1rnply a certaln amount of control over all other

“‘rmonétdry dggregates, o : e SRS e
@ Control of the base would still allow short- term varratrons in the money
“multiplier-caused by demand factors - R

3. 23 Some dtsadvantages ofthe monetary base approach can also be noted _
® The monetary base is not yet as well recognlsed by the commun1ty as monetary
" aggregates such as M3

© Control of the monetary base may result in tncreased voiatrttty of interest
. rates. Itis not clear, however, that this would be any greater than, or evern as
: great as that Wthh would be generated by, for example an'M3 target pursued

t0 [t should be noted that to the cxtent that an expansion in the *‘money supply’ reflects un increase
in banks’ share of financial flows, its significance may be overstated. This illustrates the dtfﬁcultles
involved in making policy judgments in the transition period.
11" As'definedin footnote 5. Ina systém’in which the Government is at{emipting’{o' peg the interest
: -rnte, government paper i§ a’ perfect substitute’ for base money, ‘and the: quuldrty base, which
_ ‘Includes government debt, would be a'more relevant'measuré, This would niat; of course: be the
‘case in” the  system” whtch would result “from  the ' imiplementation "of the Commulee §
recommendations. This problem is discussed in greater detail in Appendix 3.1. :
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- with the same degree of persistence.-As noted.in the previous:paragraph,:the
. -possibility. of -variations: in: the::money -multiplier:-gives: the: system: some
. additional adjustment.channels: which :might; in-some circumstances,. reduce
.- short-run pressure. on interest-rates.. oy o e e :

‘0. The relationship of the monetary base to the-ultimate objectives‘of policy may
" notbeds strong oras predictable as the relationship between broader'monetary

Haggregates and_'_th'e-ulti_maté_-Obj'e'Ctives_."Fo_r?é:xampie,'?one_"c'ould conceive ol a
- gitudtion’ in which- money ‘multipliers ‘are adjusted:to:largely’ neutralise” the

effects of any changes'in the monetary base on realactivity: This is'an extreme
. possibility, - however, ‘and’the true, nature and relative. strength. of these

“relationships are questions, which need to be settled empirically. 1t is clear that
. further work remains Lo be done in this field. . . O
3.24" The Committee, -tiiéréfore;.dd_es- fot feel able to recom merid the adoption of

monetary base control at the present-time. However, it believes: the. authorities
should give this possibility careful consideration for the future. . ,
3.25: It:should be pointed out.that the technique of monetary base control cannot
succeed if the authorities allow the market to have access too readily to central
bank liquidity facilities. As explained in Chapter 5, the.authorities can discourage
fendencies to excessive use of the facilities by raising the ‘cost’ of usage when they
are attempting to restrict the economy.'? They have the means to ensure that usage
of the facilities is compatible with their monetary targets. = - R
3.26. Insummary, the Commitiee is of the view that the authorities should have a
firm and well-publicised commitment to ‘target’ rates of growth for a key monetary
indicator: The ‘way ifi which the “target’ is specified is a technical issue of some
complexity ‘on ‘which  the Committee’ does ‘not feel able’ ‘to make firm
recommendations. The Committee also récognises that the substantial changes it
proposes be made to the financial system will probably make the task of relevant
‘target’ specification: more ‘difficult; at-least. FOr @ LImE: i il i s
3.27 The Commitiee recommends that: e

(a):- The -authorities : should.. formul. e, ‘announce and “seek to _achieve a
‘monetary target expressed in terms of a band of growth rates for.a period

(b) . The authorities should examine alternatives to M3 as a target — including
_broader monetary and credit aggregates and ‘monetary base’.

(@ - Whatever target is chosen, other variables should be closely momtured

(@ Tt is recognised that special problems will occur during the transitional
. period of deregulation.. T
328 A feW"_:qdmm'efl't__ﬁt'dir's:_i_]av{e:sijg"ges_t'ed_'thé‘t'it_- would be 4 usefulsupport for
monetary targeting and encourage firmer budget disciplines if the Commonwealth
Government were prohibited from figancing its budget deficit by the sale of

Treasury Bills to the Reserve Bank.

42 Thisdoes not.mean that the authorities need abways react. :n this.way 1o 're_sL't"i(':_t. use of the facility.
.. :Insome circumstances,.they might prefer Lo let rates:‘loat’ in concert with market rates.. Some of

. .. Ahese;issues are. discussed. in: A, Cheok and. T.J. Valentine, ‘Central. Bank Liguidity: Support
“Eucilities:—- Some. Issues’, AESE;. Connpissioned - Studies and. Selected Papers, Part 4,. AGPS,

Cunbersa, 1981, oo oo
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3,29 - The Committee has noted elsewhere in this Report (Chapter 2) ‘that the
Treasury Bills currently bear an interest rate of 1% and-has recommended that a
market rate be paid. A complete prohibition on Treasury Bill financing would be
another step again.” The Committeée notes'that such a’ prohibition would not
prevent the Bank [rom purchasing Treasury notes on the open market and, in such
circumstances, would have no great bearing on the monetary outcome of any given
budget deficit. It might, nevertheless, be seen as a declaration of the
Government’s acceptance of the desirability of not financing deficits by monetary
expansion. However, the Committee has not received any submissions on this
subject and has not explored. its full ramifications. It therefore makes no specific
recommendation but draws the matter to the Government’s attention.
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APPENDIX 3.1 = -

Definition _ o _

1 In the consultancy study commissioned by the Committee!, monetary targeting is

defined as an official commitment to pursue policies designed to constrain the growth of
one of more moneiary aggregates to a particular rate, or within a range of growth rates. It

represents an acceptance of some obligation by the monetary authorities 1o conduct open

market operations, constrain government deficits and allow adjustment of interest and

exchange rates etc. so that the target which is publicly announced is achieved. Supporters of .
this approach to policy making argue that the most important benefit of the acceptance of a

hinding commitment to-monetary restraint by the authorities is a dampening of inflationary

expectations. e _ o S _ .

2 The money supply projections made in the Treasurer’s Budget Speech fall outside this
definition on a number of counts. Indeed, the authorities have avoided the label ‘money
supply targeting’, preferring their own terminology — ‘conditional projections’. 1t is fajr to
say; therefore, that Australia does not have a monetary target of the type defined in the
previous paragraph, Certainly, the practice in recént years does not appear to represent a
binding commitment to the achievement of a given monetary growth rate.

3 Table 3A1 _éomﬁan:s the ‘projectiqnsi‘ made in budget speeches from June 1976 10 June
1981 and the actual monetary growth in the corresponding . years. It is clear that the
projections represented underestimates for 1978-79, 1979-80 and 1980-81.

TABLE 3A.1: MONEY GROWTH AND MONEY TARGETS IN AUSTRALIA (%)

o MI
Actiial

Year . o Reported
ended : DRl i re . Reported o ’ August
30 June L Tamel® Contemparaneousi™ . . 7980%
1976 S L S 138 s - 14.4
1977 ) 10-12 ] 10.6 . . . 11.0
1978 S g=10 0 T80 ' ’ ‘80
1979 R R o 11.8 11.8
1980 10 12.9 123
1981 - - 0—-1] 12,7 i R 1.7
1982 - 10—11 : e S

(2} Asannounced in the annual Budget speech by the Federal Treasurer around August of the preceding year. See
various issues of Budget Paper No: 1 sincé 1976 for these statements.

{b) As reported in the July issuc of the RBA Bulletin in the year for which the rarger applied.

{c}) Revised figures reflecting improved data and estimation methods for 2 component of M3 {certificates of
deposit) were published [n the August 1980 edition of the Sratistical Bulletin; the growsh rates for M3 reported in
this column are based on the revised Ggures for M3,

(d} This target was announced in January 1976, soon after the present Government assumed ofice.

Source: W. Poole, *Australian Monetary Policy: An Quisider's View', paper presented te the 5ist ANZAAS
Congress, Brisbane, Mny 1981, . L B .

1 M. G. Porter, ‘Monetary Targeting’, op. ci.

60



4-::Variations-in attitudes towards-the mechanism, or rule, for setting the target rate ol
growth ol'the money supp]y create further deﬁnmonal problems It has been suggested that
there are: :

o ‘those who beheve zhe Government ‘and the central bank should adhere to a'fairly rigid
CUrate or range of rates of growth regard[ess of short term economlc condmons, :

0 :'-those who would adjust the target rate or range in the short run in, the bel:el‘that anti-
cyclical pohcy is effective; and

© those who regard fine-tuning of monetary polacy as ldrgely tneﬂ'ectwe bui aiso
" consider that the authorities should retain-in reserve'the power to ‘inflict a sharp
mongtary contraction so'as to be able to stifle inflationary impulses before they become
entrenched, and to inject credit when laced with transitory disturbances to supply and
demand which Would otherwise cause large temporary: increases in interest rates;

e an additional group ‘includes those who wish to set monetary instruments to achieve
ult:mate targets of policy (suchus'the rate of inflation and unempioyment) or higher
level intermediate targets such as nominal’ gross national product but who feel that

: thts generalEy mvolves stdble behawour of monetary aggregates

ThlS llst i5 probabiy mcomplete and tends 10 overcompartmentallse because views on
monetary targeting actually fall along a more or less continuous spectrum.

5 : While the submissions to'thé Commitiee generally avoided explicit definitions of
monetary targeting, they implied & similar definition’ by’ their criticisms ‘of the ‘current
‘conditional projections’ approach. They:do, however, express some.concern.about the
disruptive effects in the.past ol atlempting:to realise money supply:projections:which are
not realistic when. compared with actual movements in other economic aggregates.-These
views are consistent with the Committee’s approach to monetary targeting as developed in
the text,

Rolhng or Movmg Average Turgets

6 Monetary targeting has been adOpted in a number of countrres in the past decdde
Targets have been expressed as a single figure or a range, in terms of the growth over the
succeeding twelve months, or dverage year on-year growth or growth between the final
quarters of successive: yedrs : :

7 The most complex example of monetary tdrgetmg occurred in the Umtecl States — the
Federal Open Market Committee started in.1975 to establtsh four-quarter growth ranges
for M1, M2 and’ M3 with an associated range for: bank credit. These targets were on a
rolling basis, the. twe[ve month tolerance ranges lor. the quarterly growth of each of the
apgregates bemg set.or reafﬁrmed on the basis of the average level of each of these
aggregates in the' ful[ quarter precedmg each meetmg ol the Commutee '

8 Passage of -the Full Employment and Bdldnced Growth. Act. of 1978 (the
‘Humphrey-Hawkins’ Act) caused the Federal Reserve ‘to review its method of
establishing ranges-lor mornetary and credit aggregates. The rolling eléement of the targets
has been removed and ranges (or the growth of aggregates are now set early in‘edch yéar to
be applied to that year on a lourth quarter to fourth quarter basis, but they are revised hall-
yearly. From early 1980 the monetary targets have been set in terms ol redefined monetary
aggregates consrstmg ol MlA and MlB which replace: M1, and new concepis of M2 and
M3 -

2 New monelary aggregates were adopted hy the Fedcrai Reserve Board ‘on 7 February 1980. By
" way ol comp..lrtson
Prevrousbr dqﬁned aggregares

M1 Currency: held by nonvbunk pubhc + demand depostts at all commerc1u1 banks heEd by
non-bunk public. =

M2: -~ M1+ savings deposits at commercml banks + t:me depos:is at cornmercml banks other
: than negotiable: CDs.at Targe banks, -« . . .. (continued next page)
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9::An . QECD:review: of US policy:pesformance: from mid- 1975 to end 1978 shows that
while-the:tolerance ranges [or:the: growth .of the monetary aggregates were progressively
lowered, the actual rates of growth of the aggregates edged progressively higher. The
review asked whether the avershooting’ of Lhe dpgregates was commumcatmp, information
about the per51stence ofhlf,her inflation; and whether a mare aggressive stance ‘might have
been justified. Tt ‘concluded by stating ihat the US" experience underlmed the central
question involved in’implemeénting money policy geared to aggregate mongtary variables:
how quickly, in pl‘dCEECB shou]d deviations from monetary: ol:uec[wes he correcied?

_10 Whlle one has 10 be wary in dmwmg conchsmns lfom [hlS experlence l'or Austraim in
view of the’ mdrked dtfferences in the mstllulmnal l'rdmework the Us expenence with the
.rolllng target syslem suggesis lhdl

e . It may be: biased towards prog,resswe]y Eowermg the tolenmce runp,es for ihe g,rowlh of
. monetary aggregates,, It is true that raising the tolerance ranges would fuel inflationary
. gxpectitions, but the Us experience of attemptmg to dampen mﬂdtionary expectations
by pmgresswely ]owerlng the tolerance ranges proved to be self-defeating because of .
" consistent overshooting, of the targets. Given that it is possible to alter the 1olerance
FANges qudrterly, even leaving them unaliered implics lintle progress towards meeting
“final policy: goals, pdrhcularly coniro!lmg inflation. . :

® The increased fisk of setting Unrealistic tolerance ranges undeér a roil:ng tdrget sysiem
-.could-prove. destabilising because economic decision makers might anticipate a strong
:.re.dctmn from the authormes Idter in the pldnnmg penod . .

o . A new rolling target is always announced belore the end of the targ,el period is reached

- {t is‘therefore difficult to evaluate the performance of the monetary authorities. Naot

: belng required to:meet a target at a set-time, the autharities: are less constramed to
reduce an’ above-target growth rate-in the money supply B ;

& . Where the new rplling target incorporates a change in po!xcy, the change has to be seen
to be sustainable. This requires expectations 1o move in the direction implied by:the
new policy stance, but for Lhis to occur past pollcy 1mpiemental|0n has to have been

E ”'successl'ul ;

11 Those who l'avour the rolhng ldrgel approach have ﬂrgued ihnt it would glVE. Lhe
authorities more ﬁexlblllty in reacting 1o changing economic. conditions. and poltcy aims
than, say, a target which is specified on a June to June basis. However, the points in the
‘previous paragraph sugpgest that this ‘flexibility” can”give rise to perststent overshooting.
Moreover, the authorities would have to dccurately assess current’economic conditionsand
policy requirements several times each year to frame new _maoney supp[y targets. Current
thoughi tends ‘to” ['EJECI such'a ‘fine-tuning’ dpproach to’ gconomic policy making as is
inherent in'this argumem The Committee accepts lhdl there are mherent dangers in takmg
an overly short time Trame in setting policy. :

Tolerance Bands and Sensonai Adjustmtnt

12 Frdmlng idrgets as a runge reflects a view that the use ofa smgle ﬁgu re.gives a money
supply target.an. unnecessury and unreallsuc -degree. of precision.. While expressmg the

2 (L‘Dﬂf.)';' ] : . . o . . : BT
S M3, M2 + nunwb;mk thrlfl msluuimn deposns (savmgs .md time (lepnsn.s)
New aggregares ) .
M1A: - Previously delined M1 mmus demand deposits 0[‘ Forelbn commercial banks and official
...+ institutions. : ; .
MIB: MI1A - other chcquab!e deposus (NOW dccuums, savangs dCCOLll'llS SUb_]EC[ to dutomuuc
C iransfer, share drafls and demand deposits at thrilt institutions).
M2 - MIB -+ non-chequable savings and small time deposits at aif depos:iory institutions +
.- 0vernight reverse purchases at commercial banks-+ ovcrmght Eurodo]]drs at Carribean
- branches -+ money market mutual fund shares.’ i
M3 “New:M2 4+ lurpe-denomination -time deposits at all depositary institutions -+ term
-+ o réverse purchases at commercial banks and savings and Joans associations.
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target.as a range or:band provides monetary authorities:with a greater capacity to meet th’e
target, the: practice:has been to announce-an optimistically. narrow tolerance‘band.

13 Some submrssrons have crltacrsed the excessrvely restrrcuve money supply pro_]ectlons
wbrch thB resulted from. maccumte budget [orecasts of ecotiomic variables. It is clear that
il projections of the monetary ‘mrowth rate are to be useful policy aids they must be baseéd on
clearly defined policy aims and accurate economic forecasts. Théy must also normally be
complied with. There is however a real risk that.the ‘authorities-become’preoccupied: with
achieving the money supply target at the expense of other economic variables more “closely
related to ultimate policy largets. In addition, further economic disturbances may: resuit
when Tailure to ‘achieve the monetary target range leads lo expeclatrons of a strong
corrective reaction by the authorities... S T

14 A separate issue is whether the tolerance band-should be wide enough to allow flor

seasonal variability in money supply growth. Relying on seasonally adjusted data only
partly solves the problem although these provide an: approximate indication. 3 The
consultant iri-this area poinis out that ‘while there are predletdble seasonal patierns in rural,
foreign and tax payments, the volume of these payments. varies significantly over time,
making the data difficult to adjust. Other lactors complicating SEdSDndI adjustment mctude
strikes, cash requrrements and the remission ol profits overseds

15 Also, makmg tolerance -bands wide enough to encompass all seasonal ﬂuctuatrons
risks allowing trend movementswithin the tolerdnce de‘ld to destroy any mtr1r151c benefits
ol a targeting approach to monetary policy. -

16 Ii should be noted that in Chapter 6 the Commrttee mukes reeommenddtlons whrch
are likely 1o reduce the seasonality of the Australian financial system. The adoption of these
recommendations - would: go s0me way towards reduemg the SBdSGI'ldllty problem in-a
monetary targetlng context

Chmee of. Target

17 A number of crtteria ror the ehosce of a: monetary target have been suggested For
example N

@ it should be controflable — that is, the nuthorrtres should be able to determine its
movements w1th 50me degree of exactttude

o the relattonshrp between: the monetdry aggregnte and the ultrmate targets of pohcy
_shou[d be faitly stabie and predtetable

L '_.rt should have a strong reldtionshlp with the ultlmdte targets ol poitcy,

.information on- the-target should be available at a fairly early stage 5o .that the
authorities can react more quickly to any undesirable trends; :

® . the target should be easily understood by the general public so that maximum amount
of information is provided by the announcement of target values and observations on
the extent to which these have been achaeved

Some comments on. the extent 1o, which varlous aggregates satlsfy these cr1ter|a fo[]ow

18 Doubts about the'M3 target have been raised in-the text. In particular, it was supgested
that its relationship with:the ultimate objectives of policy has been eroded {in part at least)
by attempts to control it and that broader definitions of the monetary supply might be more
reievant at-present. If the erosion is predictable then the authorities might be able to work
with a target such as M3 until theloss of effectiveness reaches unacceptable proportions. It
was also noted that coricentration on this aggregate may at times have led the‘authorities to
pay insufficient heed to:the high growth rates in other aggregates, including both narrower
apgregates: (such as ML} and broader ones (such as M4, which includes the-liabilities of
permanent building societies). To the extent that the: !1abtlmes of financial: institutions
outside the M3 classification: have grown-because of M3 targeting, the allocation of funds
among financial institutions has been distorted, implying an efficiency cost to the economy
as a whole and an inequttable burden of monetary pobcy on partrcuiar mstttuttons

3 ' A'more detailed discussion ofsedsonalrty is contamed in Chdpter 6.
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19. Table-3A.2 illustrates-the further point that, the breader: the.definition of money
supply used-lor:monetary targeting,:the better the statistical chance of achieving a target
value for it {i.e; the smaller are the deviations around the average level of the. series),
Agaln, use of a broader dggregate ‘eliminatés shifts (I'or example due'to changes in re[auve
ifiterest rates) between various componems whlch ‘may. have no srgnrﬁcant in ﬂuence on the
ulllmdte objecnves ol' poircy . :

TABLE:3A.2: COEFFICIENT OF VARIATION OF ANNUAL MONETARY
GROWTH RATES®.. -
(Si.mrlarrl devmiron divided by mean)

Solected perrods
- Currency.
s _bt”side L Do il - . . R .
Monerar,}! T e e L Dumesnr“’)
e hggett Cobanks T T MU M2 M3 M4 credii

19656912 2.09- . - 103 o0 o073 2800 L7 ona o .18
1965—79:9 . 137 o 202 I3 - 55 . A4 ona. 45
1970—79:9 114 231 . 6251 s 4338 . 4T
1976—79:9 1.09 B.48 I R L 26 22 24

(). - Growlh yates are r:ompu!erl I'rom monlhly ddid Over IWelve rnonlh time pegiods. .
b} Total credlt ex!ended by trading banks, suvings banks .1nd Reserve Bank.

Source M. G. Porler ‘Moneldry T.srbe%mr, op. r:ll )

20 On the other hand the wider.the: deﬁnmon ol' {he money supply the less control the
aulhontre_s have.in the present environment in terms of determining the average level of
the series because they do not-have instruments which allow them to directly influence the
aggregate in the way that M3, for example, can be influenced. If it is accepted that the
authorities should only be held accountable for what they are able to control, the choice of
tntermedmte targei ‘must ' rest” heavily:'on the controllability’ ol' the-intermediaté polacy
varrable '

21 A number of eommentdtors “have’ recommended thai a moneEory base tdrgel be
adopted The Committee notes here that a wide’ ‘range of base concepts exist and that a
number of them have rer:elved support:from Australran economrsts 1nclud1ng v

e the narrowly defined maonetary base, which consists of the sum of the cash hoidrngs of
.. the non-bank public and:the banks’ cash holdings and deposits with the‘Reserve Bank;

o primary liquidity, which:is: the monetary base pius government securmes on rssue to
the private sector; e RS EERIERY

e :-the augitiented : monetary: base,: Wh!Ch A5 Ehe monetary b.lse plus trddmg banks
* *holdings ofgovernmentsecurmes 4 :

22" The Commrttee realises that the debate on the approprlale chorce between lhese and
other'measures is By no nieans settled: Nevértheless; the crucial question appedrs to'be the
degree. ot‘subsututabrlny between. the assets which are being aggregated: In-a’regime-where
the:interest-rate .is:being pegged,. bonds: can -be freely exchanged for cash::(i.e:-they are
perfectly substitutable} and: the. primary: liquidity: concept is most-appropriate. It-has been
sugpested:that this-was. the.case:.in -Australia. in -the: 1950s-and : 1960s.. However, - the
important- task -for. the: Committee . is.not-to..choose -the: measure: which: pives the. best
hlstorrcal explanatron of movements:in monetary aggregdies or: ultimate: targets such. as
income. and  prices;.but to. determine -which: measure-is: likely: to’' be most' relevant. in the
future.:It is:this measure which should be used if monetary base:targeting is to be adopted.
This problem cannot be soived without a great deal of additional work,:but.it-appears:that,
of the three 'base! measures mentioned above, the ‘narrow base’ concept:could well be the

4 These measires can akso be adjusted for changes-in'the SRD:and LGS requirements applicable to
truding banks and. the. reserve requirements of savings banks. See Australian. Bankers’
Association, Submission 1o.the Committee of Inguiry into.the A ustralinn, Financial System, 1979,
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most relevant one :in, the ;environment: which: would, result  from: acceptance ol the
Committee’s recommendations. In- particular, ‘interest: fate’ ﬂex:blhty wotuld fessen the
substitutability between‘government paper:ind cash and:therefore lessen the usefulness of
the other two base concepts. One possible extension of'the narrow base measure would be
to mclude those assets eligible for rediscount. Cruczal to the issue is the dep,ree of ‘penalty’

in the use of lhe discount facility.

23 Another possible target, given some attention in Treasury Submission No. 2, is
domestic credit expansion (DCE), which is the change in M3 plus or minus the deficit or
surplus on private sector foreign exchange transactions. A related concept is the domestic
monetary base, which is the monetary base net of bank reserves created by transactions in
foreign currency. Domestic credit expansion has particular relevance for countries in which
the balance of payments plays an important role in the monetary outcome. The, uselulness
of this measure arises out of its capacity lo give some indication of balance of payments
problems

If exchange rates are market-determmed Lhe monetary base is nm dﬁ'ected by
transacuons in forelgn currency, and targeting M3 is equivalent to targetmg DCE. In the
deregulated system envisaged by the Committee much of the special significince of DCE
would be lost.

257 It is- argued ‘by ‘the consuitant that even in ‘the framework of a reEatlve]y ﬁxed
exchange rate, DCE is inadequale as a sole easure of the stance of monetary pohcy
because il has a weaker capacity to explain the behaviour of nominal ‘expenditure’ than
other monetary aggregates. Nevertheless, he suggests that the authorities should monitor,
it as a'supplementary indicator of the stance of monetary policy. He notes threé periods in
the past decade when this would have provided mformatmn whtch would have assnsted the
duthorltles in formulating approprmte pollmes -

o _ Modest 5% growth in M1 in 1971 compared withi growlh rates ol' 7“7 5"/1 in the m1d

19608 gdve little warning of’ the 1mperadmg period of mﬂdtton in the early 1970s, By

" mid 1971; however, domestic credit was contractmg by 5% per annum because of

' Reserve Bdl‘lk purchdses of foreign exchanp:e ‘which in turn-reflected interest rates

above those overseas and a‘'strong Australian dollar; and ‘which were the forerunner of

d massive speculalwe Cd[‘.\lldl flow into Australia which caused i monelary expdnsmn
~and, therefore an increase in Lhe rdte of mﬂdtzon -

e "The reverse 51tuat10n “had : arlsen by mld 1974 when Ml was l'dlimg by 50 per ,.mnum.

" but domestic credit’ expunsion was in excess ol 1'5%.. The low gmwth in- M1 was nofa’

“teflection of modest-credit creaticn in Australia; it was due to o sizeable moneidry'
leakage through the balance of payments.

e . A similar situation arose in 1976.:In: Tact, in.both:the:1974:and1976-period: growth-in.
. .Ml {and. M3) understated. the: monetary: growth snuduon and. domesuc credit iwas
_expandmg at.a rale.between 15 and 20%. - . : Ce i Lo

26 This suggesis that it would undoubtedly be usequ For the authormes 10 mofiitof more
than one aggregate. This view has found favour with a number of economists and is, at the
moment at least, supported by Australian policy makers, For example the 1980—81 Budgei
documents contain this statement: ; wE R :
The Government’s aim in 1980-81 will be to secure a smaller increase in the g,rowlh ofmonemry

. .apgrepatesithan.in.1979-80 and it has indicated. that an outcame for growth in M 3-of aboui 9%:10:

: 11% aver, the course of 1980~ 81 wou]d be:consisien] with. that. .. IR .
M3 is nm Uf course ‘the only. .Jv.Jll.lble measure of the money supply and Cdnnol dlone prowde a
Comprchenswe indicution of monetary developments ... more broadly deﬁned_measufes of the’

volume of money have shown faster growth:than- M3 in rec’enl-y’eursi Far policy purposes it will’

remain necessary to monitor the whole range of monetary aggregates and indicators.

5 '!98(5;'“81.&.!(1&,:{ Pupc.r Nn.i‘ .Slﬂ.lerhe.r'n [\:10.2'._—1..Th.e BudgeL.uhd 'lh:e El:un:umy,:p; al. _:1 L
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CHAPTER 4: INSTRUMEN TS OF
MONETARY POLICY

A.. INTRODUCTION
4,1 This chapter discusses the instruments and techniques of moneiary pohcy
and evaluates the range of existing direct controls,” A" central’issue is the relative

merits-of- open market operat:ons and dlrect comrols m the implementataon of
such policy. -

4. 2 There are substantial interconnections between the issues discussed in: thls
chapter and’ those re!atmg to external pollcy (Chapters 7 and 8) and public finance
(Chapters9tolz) L R . L S

4.35°A Iarge number of submissions’ have strongly supported the removal of all or
v:rtudEIy all direct. controis from the ﬁnancul system and a Substdntldl Teliance on
open’ market operations in the 1mplementauon of monetary pollcy In:brief, the
arguments in favour of deregulation flow from the effects of controls.on the
allocational and operational eﬂ‘lmency of the financial. sector, . their long-run
ineffectiveness ‘as instruments of monetary policy (smce they tend to transfer
business.to competing. intermediaries. and securities markets) and. the differential
effects they. have on. various.types of financial: lI‘lStltUtiO[‘lS Pt

4.4.0n ihe other hand the monetary authont;es have argued forthe retent:on of
at Eeast some direct controls as instruments of monetary policy. They claim there
are satuations where diI‘ECt controls may assist the speed of 1mplementatlon of
pOllCY as well as poss;bly cushlonmg the eﬁ"ects on mterest rates and financial
markets ' L _ .

4.5 Inthe view: of the Committee, the vahdlty of the1r clalm depends lmportantly
on the state of development of capital markets. A’ central theme in this Report is
the need for further development of those markets and, in particular; the market
for go'vernmf_:n_t_ securities, which: is the fulcrum for_'opc_n_marke_t operations.

B DIRECT CONTROLS

4. 6 For somie years and espemaHy dunng the 19705 the author:tles have sought
to-increase their reliance on market-oriented policies and to relax‘their restrictions
on banks 0perauons Some of the manifestations of these’ eﬂorts have been

e '_: the vnrtuai abandonment of qualltative lendmg controls

' There are also important overlaps between regulatory intervention designed to effect monetary
policy and that deszgned to promote st.li:ni:iy in ﬁnancml markets (Chupiers 5 and 6) and to

implications oF the competitive structure-of the ﬁnancml system (Chapier 3
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@ asomewhat freer approach to the determination of mterest rates; and
@ ' the recent review of legislation affecting ‘savings banks.’ P

4.7 However, policy instruments such as changes in the SRD ratio and bank
lending controls have been con51stently used in‘the 1970s and sull appear to be
bearing heawly on the banks.?

4.8 Numerous subm:ssmns whlle acknowledgmg that there has been some
progress in moving to a market based policy, have nevertheless argued that open
market operations represent an adequate tool for the implementation of monetary
policy and that;: therefore, direct controls should be abandoned altopether; -

4.9 The authorities and some prolessional economists, although accepting that
there might be scope for some further reduction in direct controls, have contested
this view on a number of grounds:

® Firstly, they put the general proposition that it may at trrnes be usefu] io have
more than one instrument to achieve a single target. For example, it may be
better to achieve a given target value by altering two instruments by small
amounts than by changmg a single instrument by a large. armount.

e Secondly, lhey argue that (espec1a!iy as Australian securities markets are seen
by some to be narrow.and segmen[ed) reliance solely on:open market
operations would generate excessive interest rate variability.

] Th:rdly, the authormes claim lhal some direct controls are necessary to deal
~ quickly. with, very difficult situations, e.g. the fundlng of a large. domestic
budget deficit, or.the eﬂ'ects of a sharp increase in cap:lal 1nﬂow

4,10 For reasons discussed later, the Committee believes these arguments are
only partiallyvalid} and, in any case,: do not justify the retention of the very
extensive set of regulations -to.which the financial system is still subject.
Supplementary. instruments are useful only if:

@ they are effective in-achieving- their limited objectives;
@ they do not reduce the effectiveness of other instruments; and -

2 It has been‘argued that the SRD ratio has not borne heavily on banks over this period:-because the

. ratio determined:has, on average, been reduced. However, in evaluating the incidence of SRD

requiremenis, it seems appropr]ate to form judgments in the broader context ol the opporiunity

cost of the lunds held in this form. Assessing [or illustrative _purposes the rcost of the SRD

requirement us the product ol the SRD ratio and the diference: belween the yield on two-year

government:bonds and-the rate of interest paid on these’deposits, it could be argued that SRD

:.requirements are currently bearing as, of perhaps even mare, hcavily on bunks now than they
have done in the pasi.

Meuasured in this way the *cost’ ofSRD rcqu:remen!s cxprcssed as i pertenlagc ol each 3100 of

major rrudlng bank depos:ts has varled us follows (1hc SRD rallo apphcable at the time is shown in

brackeis)
’ 'Junc 1960 S 082 ’ (17.5} ’
o June E965 0 0.58 - . (13.8)"
June 1970 - 0,57 . - (10.0)
. June 1975 _ 0.23 . . C(.3.0).
Jupe 1980 0.54 ( 6.0)
June 1981 074 e o 0700

3 For example while rehance on open murket operauons inthe :mplcmcnmuon ol'monc!ary pohcy
would certainly. increase the short-term variability of official and bank interest rates, it may well
lead 1o a reduction in the varmblluy oI' other, more market-determined, rates. 1 is not clear,

* therefore, What the ultimate outcome ofu shal't m open mdrket operations would be i in 1erms of
interest rate variability. :
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e the .costs of: their use, in' terms: of efficiency losses and: diminution in
competitive equily, are not greater-than the benefits obtained from improved
monetary control. - '

4.11 .On the. basi_'s:'o_f"t'hes'e criteria, the. following discussion attempts to evaluate
existing direct controls, i.e.. L o

® interest rate controls, e.g. ceilings on deposit and loan rates of b_anks;

e " maturity controls, &.g. the restriction that banks cannot accept interest-

. bearing deposits for.periods less than thirty days or greater than four years;
e lending controls, e.g. limits on.the growth in bank advances (in aggregate or in

particular. categories); and

© reserve asset controls such as the SRD ratio.

(a) Interest Rate Controls

4.12 “Interest rate controls have a nurmber of ‘aims in addition to any potential
they may possess as' instruments of monetary policy. In particular, it has been
sargued that: U e ot E e e '

o Controlled bank interest rates benefit low income borrowers and assist the
. gpread ‘of home ownership, the operation of small ‘businesses etc. These are
+" reparded by some as c_le':si_r'ab_ie on s'o'cial_ grounds,” * R '

© Interest rate controls also have a prudential aspect in that they limit the degree

cooof in'_t'e'rES@f_rat__e_'_'competitio'ri-fc')'_r' bank deposits. This form of ‘competition is

“regarded as undesirable because it may becorne ‘cut throal’ at times and
‘encourage banks to undertake risky investments in order to cover the costs of

o theirdeposits. it e
~ @ ..Sharp fluctuations in interest rates may: at-times strain financial markets-and

. -.threaten the stability of individual institutions. .= - : i :
'4.13 In various parts of this Report the _Co'lhmi'tt'ee":ex&_mine's'these supgested
social and prudential benefits-of interest rate controls. It concludés:that they are
not substantial — if they. exist at all. It is useful to summarise a few. key points here
before addressing the more substantive monetary policy considerations.

4,14 Firstly, it is unlikely that low income earners are favoured by the controls.
Faced with-an excess demand for-funds; the institutions subject'to controls have an
incentive (o favour borrowers of lower risk, those who have a savings record with
the lending institution, those who can bring new business etc. Evidence suggests,
for-example, that a relatively small proportion. of low income earners benefit from
low-interest housing loans and,:on the other side of the: balance: sheet,:a high
proportion of them are disadvantaged because they tend to hold their savings in
low-yielding bank deposits (such as sdvings ‘bank ‘pass’ book accounts). Large
depositors have access to more alternatives for investing their money than small
depositors and are generally better placed to. obtain a preferred mix of return and
safety. Thus small savers are likely to receive a lower rate of return on their savings
and pay a higher rate on'their loans or have difficulty in obtaining finance. This
_issue is further discussed in Appendix 4.1 and, more particuiarly, in Chapter 37.

4.15 Secondly, there is'some doubt as to whether the provision of low interest
housing loans effectively increases home ownership. The fact that:rates paid by
major housing financiers are controlled could have the effect at times of restricting
the total volume of housing funds and. adding to ‘the instability of the housing
industry. In any case it can be questioned whether interest rate controls Tepresent
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the most efficient and equitable means of assisting. partlcular groups, given: the
costs involved (see Appendix 4.1). - e . :

4.16 - The Committee does not support the argument that’ mterest rate celllngs act
as a'prudential control. Studies have suggested that eompetmon for deposits i is not
a destabilising factor in the banking system.? Indeed, it can be argued that
permitting individual banks to bid for deposits when they face temporary liquidity
difficulties increases the stability of the' system. In that case, an individual bank,
building society etc. can bid its way out of its immediate problems (assuming that
all banks etc. are not in the same situation) but at a cost. As'the normal commercial
disciplines’ would apply, banks would have an 1ncent1ve not to get caught in this
position too often '

4.17 The Committee accepts that more varlable 1nterest rates in cerla:n areas
may create some-initial problems for institutions (because of the ﬂuctuatmg value
of their ‘assets). However, institutions have shown in recent years an lncreasmg
ability to'adjust to a fluctuating interest rale environment. Moreover; while it is
true by definition that bank and official interest rates will show greater variability
in a deregulated system,.this may not be true. of interest rates on average.
Decontrol of bank rates would mean that less of the pressure for adjustment would
fall on market determrned rates and these rates may become less variable. .

418 Itis argued by some that interest rate controls are ‘a ‘useful instrument of
monetary policy because they inhibit the banks from expand:ng their level of
lending at times when the authorities are seeking to restrict the growth of M3.

However, the Committee believes that banks as a group can expand their level of
lending only to’the extent that they can ‘attract base money from outSlde the
banking system and/or are willing to reduce.their excéss. reserves.: Non-bank
holdings of . base money are generally very insensitive to changes in interest rates
and banks may be reiuctant to reduce their liquidity. buffers in uncertain times.’
There .is,. therefore, reason to doubt that the removal. of interest rate controls
would per se, Iead to a rapid and substant:al change in the level of bank advances.

4.19 Indeed by allowing the banks greater interest rate ﬂexrbllrty the authorities,
to an important ‘degree, would be limiting the potential for non-bank fnancial
intermediaries . (NBFIs) to frustrate policy in a period: of .monetary. restraint.
Concern about an expansion of banks’ deposus appears  to . arise from a
preoccupation with M3 control. To.the extent that they divert funds away from the
controlled sector; interest rate controls whittle away. the: base which they influence
and are in that sense self- destroylng They also reduce the potentsal effectiveness
of open market operations as an.instrument of monetary policy..

4" The standird reference on' this subject is G. J.'Benison, *Interest Payments on Demand: Depnsns

- and BankiInvestment:Behaviour®, Journal of Political Economy; Octoher 1964, :

5. ...Of course, il bank: interest. raies are: attractive :enough, holders of Treasury notes mlght be
induced to cash them with the, Reserve Bank and direct 1he|r funds to the banking system, thus
'addlng to the monetary base of the system. 1t must be presumed, however, that if the aulhnnlles
die 5eek1np, to restrain the volume of money they will ensure that the rediscount rate on Treasury

.- -notes is.such:as ta discourage, such behaviour.- Similarly-the higher level of interestirates may
attract r:upu.xl from overseus.and this too. might add to 1he monemry base, bul this is a matter al
ensuring un appropriate exchunge fate policy,

6 It is even possible that‘during/the transitional period, because of impartani shifis in: funds flows
belween intermediaries, the growth of 1ol credit w1]1 contract. or.slow. down excesswely and
require an easing in monetary policy. . .
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4,20 The  Committee ‘believes that controls on’the rates charged on bank
advarices may actually weaken monetary policy. If the ceiling rate is not raised in
line: with market-determined rates, there is an incentive for. bank borrowers,
.partlculdriy holders of unused 0verdraft rtghts o exercise them and on- iend the
funds to the short-term money market. This process — called ‘round tripping’ —
can lead to an increase in the volume of money — at least in the shorfrun..One way
of reducmg this particular problem would be to require. the banks to abandon the
overdralt method of lending.. The Committee does not, however favour. such a
['EStrlCllOﬂ — both in. prmcrple7 and because it believes: that access to overdraft
facilities. allows greater flexibility in. the management of funds. It believes that a far
better approach would be to remove the controls on bank Iendmg rates so that they
can be kept m Ime with mdrket rutes

4, 21 It has also been argued that control over bank tnterest rates may somettmes
facrlrtate government loan . raising. and . debt management. However, . the
Committee’s view. (discussed in Chapter 11) is that.there is little reason. to allow
the Government to borrow at concessional rates.at the expense of bank depositors.

4,22 Apart from being relatively ineffective as a monetary policy instrument,
interest rate controls on financial intermediaries have a number of undesirable by-
producteffects which teduce the efficiency of the financial system. These costs are
discussed in detail in Appendix 4.1. For example such controls generally: lead to
underrepresentatlon of bank deposits in investors’ portfollos impact unequally. on
different: customers, . divert - funds  to possrbly less .efficient . unregulated
mtermedaartes blunt the. compettttve and . 1nnovat1ve drive . of controlled
institutions, and cause an uneconomtc degree. of market fragmentation.

423 Perhaps “even “more significant” 'is* the encouragement given  to
disintermediation, with’' funds’ flowing into direct financing via the’ intercompany
market, the solicitor-based mortgage finance market etc. This tendency is likely to
be greatest:when inflation is high and rising because of the associated volatility in
nomtnai market interest rates :and because controlled rates ‘generally respond
slowly..In such circumsiances, the gap. between controlled and market-determined
rates. tends to wrden The expertence in the. 19705 is.shown.in: Table 4.1.

4.24 -1tis-difficult for the Commitiee to gauge the magnitude of disintermediation
that: has " occurred- as & result of interest .rate -controls, because very little
informatior is avaiiable on the extent of direct ﬁnancmg It is noted, however, that
when interest rate controls were’ removed in New Zealand in 1976, a substantial
retntermedrat:on occurred. ‘Allowance miust be: made; of course, for the different
circumstances in each country, but the Committee would expect a similar outcome
in Australia.

4,25 The Commlttee endorses the recent relaxatton ol';nterest rate controls, and
especially the abolition of ceilings on deposit rates in respect of both savings and
tradmg banks. It'notes, however, that the power to reimpose controls on deposit
rates:is still-in the Banking Act and in the unproclalmed Part 1V of the Financial
Corporations ‘Act,” and’ 'that 'some controls on bank 1nterest rates rema:n in
existence tncludtng in. respect of:'

@ trddrng bank overdraft loans drawn under agreed llmltS of less than $100 000
- (the maximum ‘small’ overdraft rate) and related limits on term 1oan5

e savmgs bank housmg Ioans to- mdw:duals for owrner occupatton

7 - 1t is really 8 matter to be resolved between a bank und its clients.
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. banks’. personal instalment loans; and TR o
the payment of interest on most current acounts of banks

]
TABLE 4.1: CONTROLLED AND MARKET INTEREST RATES IN AUSTRALIA (%)}
L SR SR U PSR . Bauks'
Tradmy banks' .. Short-rerm money . 90-day certificate of .

) Comaxinnem L. market maximiin . bank bilt. deposit isstie

June “fixed-deposit rate’  rate on call deposits rae™ yields®

1960 - _--3.50 T 3.50:

1961 .. 7 .450 4.88

1962 07 77 4.00 4.00

1963, ... 350, .. ... 425

1964 C425 4.50

1963 4.50 6.00

1966 450 . 0 610

1967 4.50 ’ 6.50 S

1968 4.75 0.75 "5.50

1969 4.75 7.50 5.90 4,75

1970 3.50 8.80 8.70 © 550

1971. 650 . . 950 . B.15 544

1972 6.50 : L.8as ' 575 5.44

1973 6,50 o RS ) 6,40 6.37

1974+ 7 - Bo0 13.00 : R 18.80 17.26

1975 +.10.00 e 14010: oI BRO- - <927

1976 10.00 1400 . oo 10450 13

1977 -10.00 15.30 ) 11.10 151

1978 :: 10.00::-: - - 18860 o s 1080 - 10,16

1979 . ~.-eoo 1825 o 1035 -9.84.

1980 10.00 ) C18.80 1385 C13.23

() Averdge of daily market bill-buying yields repnrtecl to-Reserve Bank for week ended Wednesduy
-of month; bank bills are. those accepied.or endorsed by o bank, : -

(b} Weighted average issue yield for. month; 4 ceiling. applied 1o, those issue ymlds lrom 1nLeplmn

(March 196%) 10 17 Sepicmber 1073.

4 26 The Commlttee lherefore reeommends Ehd{

(a) .
)
{c).

(b)

som
[-]

All official intervention in the determination of hank dep051t and lendmg
interest rates should cease and -existing controls should:-be abolished.

As part of this deregulation process;, banks should be permitted to pay
interest on all current account balances at their individual discretion.
The power to-impose diréct: interest rate controls should be removed from

_section 50 of  the Banking Act and . from - sectlon 15, of Part IV of the
Financial Corporatmns Act

Matunty Controls

4; 27 The maturity restr:ctions on mterest bearmg bank deposnts are- favoured by

e because:

to'a degree they shelter the pubhc sector from compentlon specnﬁcally, the
four-year maximum prevents banks from competing with government and

.. semi-government paper of medium to long-term maturity;
'.-they limit the range. of activities of the banks and lead to a. more d]vermﬁed

-financial structure; specifically, the thirty-day minimum- restricts the extent to

which banks can compete with merchant banks and authonsed deaiers in the
short-term money mdrket and

it is argued that- the thirty day minimum maturity restrlcnon reduces the
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volatility of banks’ deposrts and thereby contribuies to the stabrItty of the ~
banking system. .

4.28 Elsewhere in-the: Report the Committee argues against the use of direct
financial regulation as a means of protecting or-segmenting ‘financial markets and-it
advocates removal of restrictions on entry, other than prudential (see for example
Chapters 11, 19, 24 and 32)Nor is it clear that maturity restrictions necessarily
redice the: volatrhty of banks’ deposits. Indeed, it is possible that such controls add
to volatility because banks are prevented from brdd:ng for deposits in certain parts
of the market. The Committee is not satisfied that these controls produce any
rmportant beneﬁts and they certainly reduce the efficiency of ﬁnanc1a1 markets.

4.29. The Comrnlttee therefore recommends that matunty controls sheuld be
aboilshed

4.30 This recommendatton has particular implications for the authonsed dealers.
These are discussed in Chapter 9, .

(© Lendmg Controls

4.31 The Committee understands that quahtatrve lending controls involving
direct instructions as to the classes of lending which are preferred by the
authaorities have not been used recently. The Committee endorses this situation
and would strongly recommend against ‘their reintroduction. Experience has
shown that they tend to have very limited effect.

4. 32 Persrstent use has been made of quantrtatrve lendrng controls — requests
to banks to’restrict their lending to specified levels — in receni years. Some
spokesmen for.the authorities.have argued.that. lending controls allow. them. to
keep. a tight. rein.on: bank -lending, that they. provide -the banks with precise
information on’ what is required of them, and: that: they- work faster and maore
predtctably than other technigties for regutattng bank advances

4,33 The evidence suggests that there has been a s1gmﬁcant lag between the
initiation of a lending request ‘and’ the reaction of bank advances to it.® This lag
arises :Jargely because :banks cannot control their: advances:very precisely when
they lend by way of overdraft. There:is no evidence that this-lag is any shorter for
lending. controls: 'than-for:other. techn:ques for mﬂuencrng bank lendlng, e.E.
Teserve: requtrement changes L e . _

4. 34 More fundamental!y, the perssstent use of this instrument of control reflects
again isolated concern for the M3 target::-When broader targets are considered it is
not clear what purpose lending controls serve.: :Like:other:direct: bank. controls,

lending directives are self-destroying in the long run because they stimulate the
growth of fringe institutions outside the area of control. They also” impact
inequitably on:. partrcuiar groups of borrowers, siich-as. small business, which are
relatively more’ dependent on bank' finance. Lending controls: also - impose
substantial eﬂictency costs on. the ﬁnancrai system (apart from the direct costs of
admrmstratlon) e : . e

4. 35 Flrstiy, they grve the banks very !lttle dlscretton in choosmg the
compos1tion of their free portfolio ‘—:thdt part which remains-after they. satisfy
therr reserve: requ:rements Secondly, they reduce the 1ncent:ve for: the banklng

B. See K T Davrs and M. K Lewrs, Monetdry Polrcy in Saarr'_eys'of'A:ust'r_alian Economics_, 1978,
! edited by F.H! Grien. ' T ARD AATE asiiao s
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inefficiencies in the.structure of financial- tntermediatton

4.36 Thirdly, lending controls have the eﬂ'ect of virtually freezing market shares
ofindividual banks, thereby reducing  their:incentive to compete amongst
themselves. This 'encourages and facilitates non-competitive and diScriminatory
pricing of 'services. It may also slow down the pace of innovation, (It is noted in
Chapter 23 that electronic funds transfer systems havé not developed as rapidly in
the Australian- payments system as they have overseas )

437 It wouId appear that any degree of restrrctton of ddVdnces that can be
achieved by iendrng controls can also be dchreved by vartattons in requ1red reserve
ratios. This point is discussed in detail in the following section; but it may be noted
here that changes in reserve asset ratios would not generate the same efﬁcrency
costs as lending controls.: : : : S :

4.38 The Commitiee therefore r-ee'o_mmén_ds that the ' power: to impose
quantitative or qualitative Iending controls should be removed from section 36 of
the Banking Act and section 14 of Part IV of the Financial Corporations Act.

(d) Reserve Asset Controls
(i) Variable Reser ve Asser Rario

4.39 The requarement for banks to deposit a certain proportlon of their dep051ts
in S[atutory Reserve . Deposits (SRDS) with the Reserve Bank is the primary
reserve requirement fo which tradlng banks are subject. The ratio has been varied
frequently for monetary policy purposes. In a number of respects it is closely
related: to :the minimum- Bank  Cash:-Reserve Ratio (BCR) suggested: to the
Committee by the Australian Bankers’. Association: {ABA). The: ABA, however,
saw the'BCR:Ratio as being much less variable and earnang a htgher return than
has been the: practlce in'the: past for SRDs. S

4.40 If the authorattes wrsh to 1nﬂuence the leveE of bank advances lE appears
that a variable reserve ratio may be a more appropriate policy tool than lending
controls. In particular, it gives the banks greater incentive to Lompete amongst
themselves; an aggressive and effective competitor would be able to tmprove his
market share. The Committee accepts that it may not work as predictably in the
short run as. lending controls Nevertheless, . it seems likely that. any . .desired
reduction in bank lending can be achieved over the medium term by open market
operattons — suppiemented if necessary, in Ehe short run by variations, i the
primary reserve requ1rement : . .

4.41 There are, of course, some costs mvolved in the use of a, vanable reserve
ratio. It restricts the form of the banks’ portfohos to some degree and therefore
reduces the allocaiive eIT]crency of the system. Viewed in isolation, it may also
adversely affect the competitive position of the banks. Nevertheless, the
Comimittee judges these effects to be small compared to those of the other direct
corntrols examined in this chapter E:S[Jf:CldHy if the recommendation that a market
rate-of interest be pa;d on requrred reserves were to be adopied

4.42 Apart from bemg a less costiy means of mﬂuencmg bank advances a
variable reserve asset Tatio may be required at times to usefully complement open
market operations:

@ There.will be occasions when the state of expectations in the bond market
" hinders open market operations.
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e . The two technigues have their:initial impact on different parts of the system —
open market operations on the market for government securities and-changes
. in reserve requirements on the banks.

o :.The two approaches differ slightly in their eﬂ'ect on prwate sector (mchdtng
' ..'_bank) portfolios. In the case of an increase in the reserve ratio, portfolios will
_ include more deposats with the Reserve Bank and less government paper than
“would be the case with an open market operatlon This is likely to be significant

if banks for example see these assets as imperfect substttutes

e Evenifthe ultimate effects of the two techniques are similar, the initial impact
*on the structure ‘of interest rates, the channels through which the adjustments
“occur, and the trme taken to reach i ﬁnal posrtlon may all dlffer

4 43 It-is clear-from the previous paragraph that the two instruments are most
likely to have differential effects when financial markets are narrow and
segmented This situation exists in Australia at the moment and can.be attributed
largely to the extensive range of regulatlons to which the financial system is
subject. The effects of the two instruments may also differ in the transition stage to
a deregulated system heéatse it may take some time for market participants to
adjust their behavrour to the new enwronment

4.44 Therefore given that the efficiency costs of matntatntng a var;able reserve
ratio do not appear to be large (having regard also for the later recommendation
that. 2 market- related ‘interest rate be paid on reserve assets), the Committee
recommends that a “variable reserve ratio on banks shouid be avallahle to the
autlmnttes as an mstrument of monetary control 9 :

4, 45. “This. recommendatton however,: ‘must be vrewed in: the context of an
overall reduction in the emphasis on direct controls and an increasing reliance on
open. markel. operations as.financial markets. completetheir adjustment-to other
deregulation measures. When the process of deregulation. (and: the adjustment of
the system to it) has been completed, and securities markets have developed
greater depth, there should be httie need for an 1nstrument to supplement open
market operat:ons -

( n) Cove.r age of Reserve Assels

4.46° It has'been suggested {o {hie Commitiee that the deﬁmtton of reserve assets
should'be'extended to include assets ehgtble for discount (e g Treasury notes) on
the’ grounds that such: assets are close substitutes for cash; gtven the existence of
the discount facility,, it is said to be difficult for the authorities to control the cash
base, but they can control.the magnitude of the cash base plus discountable assets.

4,47 Nevertheiess the Commtttee would not favour extending the deﬂnmon of
FESEFVE’ assets beyond cash (1 e notes and coms and depostts w1th the Reserve
Bank) since:

o where tnterest rates are bas;cally market determlned ‘and the. oashtng facsltty
_generally 1nvo[ves a. penalty, cash and discountable assets are not perfect
substitutes, as.the terms on whach the assets will be converttble snto cash.at
some time in the future are unknown to the hoEder and

6_ ﬁ:'as explatned rn Chapter 5 the Commlttee sees the red;scount facrhty as 4

g+ Subsequent discussion and related recommendatlons tmply changes to Dwns:on 3 ofthe Hdnkang
Act.
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- safety -valve for:the financial system;:and this purpose would be defeated if
discountable assets were to be included in required reserves.

(iii) Government Security Tranche

4.48 ' The LGS ratio is a' secondary reserve requrrement which is applled to
Australian tradlng banks. The issue to consider here is whether a fixed government
secunty tranche is required over and above the cash reserve ratio.

4.49 The LGS ratio has served a monetary polrcy role in the past, especmlly in
periods when authorities were subject to an interest rate constraint. At a time when
the authorities wanted to restrict credit, ‘but were also attempting to peg interest
rates, it would have been possible for the banks; in the absence of the LGS ratio, to
offset their restrictive policies by selling bonds to the Reserve Bank, thereby
forcing the authorities to provide liquidity to the system. The LGS ratio restricted
this type of behaviour, although banks were, of course, still able to dispose ol any
LGS assets they Ereld in excess of the requ:red dmount R :

4.50 The Commrttee has argued elsewhere in the Report thdt the duthormes
should adopt a more flexible approach to interest rates. If this approach were
implemented, the monetary policy advantage in having a mandatory government
security requirement would disappear, and a less: onerous cash’ reserve ratio,
coupled wrth open market operatrons would be ddequate for monetary policy
purposes

4.51 Ina flexible interest rate env;ronment the only purpose served by havmg a

‘government security tranche’ in the banks’ reserve ratio is to provide yet another
captive market provision for government securities. In Chapter 10, the Committee
has argued that the captive market provisions should be abandoned. and the
authoratres should accept greater- variability in publlc sector interest rates

4 52. The Commlttee therefore recommends that a ﬁxed government secunty
tranche, over and ahove the . cash reserve ratio, should not be prescribed for
monetary ‘policy purposes.

4.53 It'should bé noted that, as wrth captlve markets there may be transmondl
problems for nionetary policy arising out of the abandonment of the LGS
connection - — unless interest rates on government paper are a[lowed to reﬂect
market forces to areasonable degree. :

4.54 inthe formal sense, the LGS convention is a voluntary agreement'and open
to renegotiation at the initiative of either thé Reserve Bank or the banks which are
subject to it; it was:for example varied temporarily in.February 1976: until March
1977. The convention; while not-part of the banking legisiation, could nonetheless
be seen as drawing. support. from. it. It. may also be assessed as having some
characteristics of prudential reguidtlon as. discussed more fully. in Chapter 19, itis
expected that banks (and others) will ho[d a prudent level and maturity structure
of claims on government Any such’ reqmrement wouEd be based on prudentral
considerations, “although it would also’ serve as’ ‘fulcr_u_m for variations in
monetary policy. P i

(iv) Liability to Hold Required Reserves

4.55 There are two issues: arasrng from the questron ofa bank S Erablilty to hold
required reserve.assets: - : .

e the range. of liabilities which would approprlately be SUbjEC[ to reserve
requirements; and R .
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@ . whether reserve. requrrements should dlﬂerentrate ‘between d1fferent classes
of lability. : S

4.56 As to the first matter, the Committee is of the view that for monetary policy
purposes all elements of a banking group should be regarded as a consolidated unit.
(As discussed in Chapter 19, this principle of consolidation is appropriately carried
through to prudential regulatron) Accordingly, it is the Committee’s preference
that the liability to hold reserve assets should extend o the specrﬁed ltabrlltres of
banks-and Eherr subs:drarres

4 57 The reasonmg underlyrng thls preference' of the Committee for
consolidation’ is essentrally a concern.to avoid the situation, such as has existed,
where. partral regulatron gives bankmg groups drtrﬁcral mcent;ves to d:versrfy their
corporate structures to circumvent -the .monetary. pohcy obhgatrons deemed
applicable to banking operations. It is 1mportant to recognise however, that, read in
conjuction with other related. proposals for change, the burden implicit in such
reserve requrrements will be substantlally less than it has been

4. 58 Beyond that the Commrttee is concerned aiso to brrng= w:thm the ambrt of
reserve requirements all of the approprlate Australian liabilities of banklng groups.
These .could well. include such actual liabilities .as - bank acceptances and. bills
payable..and in some. circumstances . even. such contingent iiabllmes as. bill
endorsements. The appropriateness of any inclusion, for this purpose, will depend
of course on the contribution made to. the monetary policy objective. Their
mclus;on for prudentral and relared consrderdtrons is another matter..

4._59 As to the second quest:on posed dbOVE it has been the practrce in the past
for the determ_matron_of trading. bank reserve. asset requirements to be a single
uniform ratio in respect of Australian deposits. It could be argued, particularly in
the light of the proposals in the previous paragraph, that the specification of the
reserve asset’ requrrement shouldbe " suitably “ differentiated according to- the
different classes of liability. For examplé, it some othier countries, a higher reserve
requrrement appiies in respect of current account deposits arid a-lower ratio'in
respect of:‘savings’ deposits.. This is.a complex policy issue and the .Committee
does not proceed 10.a ﬁrmjudgment of it. Nonetheless, it is a possibility that needs
to be _explored. It would, of course, be the Committee’s view that the same reserve
requirement would apply to deposits ofthe same. character (Il’l respect of maturity,
rate of turnover etc. )

4 60 The Commrttee reeommends Ehat

(a): Banklng groups: be: approprlately consrdered as: cunsul:dated umts for the
i purpnse of determining thelr minimum reserve requirements..

_(b)_' ":The reserve requrrements be extended beyund deposrts to embrace all

(c) Ef’The monetary authontles grve careful consrderatwn to the desrrabzltty of

_differentiating reserve deposit re_qmrements accurdrng tu dxﬂ'erent ciasses
of depnszt and other liabilities.

() Interest on Reserve Assets R e
4.61 " The ‘major difference ‘between the ‘existing SRD ‘system and-'the BCR
suggested by the Australian Bankers® Association is that it'is énvisaged with the
latter that a .comparatively. high- interest. rate would be. pard on reserve assels —
high, that is, compared with the present rate. S Iy
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4.62 .-Some -observers argue that the requirement that banks immébilise part of
their deposits in.very low-yielding reserve assets acts as a tax: which offsets the
privileges granted to them.: While-this is a possible ‘use of the primary reserve
requirement; it can- conflict ‘with its: use as a  monetary policy' instrument.
Variations in the ratio which are desirable for monetary policy purposes will change
the amount of the ‘tax’ in a way which is often unrelated to the benefits the banks
are receiving, Since the Committee has argued above that the authorities may need
an additional policy instrument to compiement open market operations durmg a
transitional period after deregulatron and'since there are other ways of taxing banks
(if the authorities consider this desirable) 10, it appears to the Committee that the
monetary. policy.use of required reserve. ratios-should tdke precedence over thelr
use as a taxing device. - FRUET S : e

4.63.. The question,.then, is what influence. the payment of a higher rate of
interest will have.on the eﬁ'ectweness of changes in. requrred reserve ratios in the
determination of bank advances. : : .

4.64 One argument can he qurckly dismissed.. The authorities have claimed that
the threat of a call to low interest SRDs has been a factor keeplng banks close to the
lendmg gurdeimes laid down by the Reserve Bank "This was never a compieteiy
convincing argument because it was a[ways open to the authormes to make larger
calls at higher interest rates and to keep the banksona nghter rein as regards thelr
hqu1d1ty ‘But the issue loses its relevarce in any. case, glven the Commlttee S
recommendation that Eendlng contro[s be abollshed

4.65 It has been suggested that the payment ofa hlgher mterest rate on reserve
assets would weaken monetary policy because it would reduce the effective cost of
additional deposits and give the banks a greater:capacity - to expand their lending
whenever the reserve ratio is increased.!! The Committee has already commented
on some related propositions above, but a few:points bear repeating;

® The banks as a group can expand their lending levels only to the extent that
.- they can attract additional base money or already have surplus.reserves. It is
.not likely, therefore, that a .substantial expansmn will.; occur:. in :._the
. circumstances being considered. . R

@ Paymentofla higher interest rate on'reserve assets may allow mdivrdual banks
to compete more readily with non-bank financial intermediaries (NBFIs) for
deposits when the authorities are attempting to institute a restrictive policy.
This will have the effect of mh;bnmg the acuvmes of NBFIS _thereby
re:nforcmg the contracnonary pohcy : o

4. 66 The view has also been expressed that an increase in the interest rate pald
on reserve assets might lead to *excess® profits: being earned by the banks: This
tendency . will be offset by the implementation ~of the -Committee’s
recommendations in Chapters 24 and 25, which envisage a subslantia‘l

10 The most eﬁ'ecnve Wiys t0: ensure thal I:mnks do nol muke excessive prohls are: 10-remove
+-artificial barriers to entry ol' new banks, and to ellmmate interest rate LDI]U'D[E on currem accoum
deposits.

11" “Wark by Sharpe; Volker and” Hogan (reported in” W. Hogan, ‘Seiﬁl’ulﬁl]mg Orthodnxy and
Economic Management' presented to the Inguiry seminar on Open Market Operut:uns and Direct
Controls, June 1980; and pub!:shed in  AFSI Comnrssioned Studies ‘and Selected Papers, Part 1,
AGPS, Canbeérta, 1981} indicates that SRD ‘policy has had o sagn:ﬁcani effect onthe returns on
bank shares. To the extent that this effect is removed by the payment of  higher interést rate on
reserve assets, it may encourage individual banks to seek to expand.their activities.
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liberalisatiort:of entry:to banking;and the earlier recommendations-on interest rate
controls: Inithis-environment:unusually- high profits-should be quickly eroded by
competition. To.the extent: that it does lessen the short-run:impact on bank income
and profits; a: htgher interest rate will make the: variable.reserve ratio instrument
more; acceptdble to-the’ banks and therefore fdc111tdte its .use and strengthen its
effect;veness in: prdcttce . RS R : .

4. 67 The tmpact of changes in the reserve asset ratio partly arises out of the
‘announcement’ effects. To the extent that this is true, the eﬁ'ecttveness of this
_mstrument ‘will not depend on the 1nterest rate paid on. reserve assets. 12

4,68 :The Committee: therefore recommends that a near-market mterest rate
should be paid on required deposits with the Reserve Bank: : :

4.69: The’ authormes mlght choGse to tie the interest rate on reserve assets to the
Treasury note rate; The precise determination of the rate is a matter on Wthh lhe
Committee does not feel it necessary to comment.

{i w) Lagged and Curi ent Reserve: Accotmtmg”

4.70° The present SRD arrangements are an example of a idgged dccounting
system. Banks are required, on the second Wednesddy of each month, to adjust the
amount deposited with the Reserve. Bank in their SRD account to a sum equal to
the requued ratio multtplled by the average level of their Australmn deposits on
the Wednesdays in the previous month.!4 In a current reserve accounttng system
reserves are related to deposits contempordneously '

4. 71 The ddvantdges clatmed for the ldgged dccotmtmg dppl’OdCh are that 1t

9 nges the authortttes and bdnks ttme to collect the requxred data on deposrts
; dI'ld ' . . . :

L 'removes trom banks the uncertatnty about the amount of‘ reserves they are
requtred to hold.

4, 72 Agdmst this, it has been drgued that iagged reserve account;ng -induces
greater fluctuations' in' short-term interest rates and reserve flows. 15 [tis claimed
that the costs of the uncertainty about short-term-interest rates generated in this
way more-than: offset the benefits gamed by the removal of uncertamty about the
magnxtude of requtred reserves.: S R :

4. 73 ‘The practscal problems of ‘data’ collection whtch may have played an
‘imiportant role in’ the’ choice - of ‘lagged ° ‘Teserve accountmg when the SRD
arrangement was introduced are no longer as significant. Indeed, given modern
computertechnology, there:may be:less objection to current:reserve accounting on
this ground. However, the Committee makes no recommendation as further. study
may be necessary before a. ﬁrm Judgment can be made.. :

12 Another: drgument nut forward im l'avour of the puyment of & higher interest rate on required
. -reserves is that it would reduce the incentive for the development of-an offshore market in $A.
See -} R: Hewson, . 'Offshore Bunking -in: Australia®, AFSl Comumissioned Studies- and Selected
Papers, Part 2, AGPS, Cunbesra, 1981,
13 The discussion-in this section draws heavily on the study on this subject commzsstoned by the
... .Committee. See -1..G. Sharpe, ‘Lageed. and Current Reserve Accounllng Schemes’, AFSI
R & ommissioned Studies and Selected Papus, Part 4, AGPS, Ctmberm 1981, .
14 Calls.or releases:from SRDs in any pertod are also based on rwempe deposrts for the month prior
"o ihe. precedmg second Wednesddy . : T i

-l5 " See Sharpe,op it.:
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(vii) -Supplementary Reserve Ratios

4.74 Supplementary reserve ratios have been used in 2 number of countries as a
tool of monetary” policy. These generally require: banks (and sometimes other
iristitutions) -to ‘make special deposits with the central bank proportional to the
amount by which their assets or liabilities have been expandmg faster than a
prescribed rate. Two examples are: S :

® The supptementary specnal “deposit scheme (the ‘Corset’) m the United
- Kingdom. Institutions subject to this control were required to make a non-
" interest-bearing deposit with the Bank of Eng[and of a size related to the extent
to which the growth in interest-bearing eligible liabilities exceeded the
penalty-free rate ofgrow{h in the previous month. Tius control; mtroduced in
1973, was terminated in March: 1980.: :

@ The measures introduced in-the US Federal Reserve System in March 1980

.- which included a 15% special deposit requirement on increases in certain types
of consumer credit and a 15% special deposit on increases in assets of money
-market mutual funds. .

4.75 These examples -differ in two respects from the vartdble reserve ratio
proposed earlier in this chapter: =~ :

o they relate to the mcrement in deposrts (ddVdnCBS elc.), and not to the ievel
~and :

° ‘they are appllcable m z fashion Wh[Ch d1scr1m1nates agamst mdlwdual banks
rather than the banking industry as a whole: =

4,76 Itis clear that in ‘cases of this kind the payment of a low interest rate on
pec1al deposnts mdy at Limes ancrease their effectiveness.

4.77 -Itis also clear, however that to the extent that these controls are effectwe
they are very similar to.lending controls and suffer:from the same weaknesses. In
particular, they: penalise the institutions which are competing most aggressively
and effectively and contribute to the freezing of market shares: The Committee
feels, therefore, that such instruments should not be used in the implementation
of monetary pollcy

C. EXTENSION OF MONETARY CONTROLS TO NON-BANKS

4,78 . The. Committee argued above that: during the transitional. period the
authorities should have the capacity.to apply variable reserve ratios:on banks to
supplement open market: operations in the 1mplementat10n of monetary policy.
This raises the question of whether similar controls should be extended to other
ﬁndnc1ai mst;tuttons :

4 79 It has been submltted that such an extension, other thmgs bemg equal
would contribute to the maintenance .of competitive neutrality in the financial
system. However, as was noted in the-previous: section, the ‘penal’ element in
variable reserve ratios would be reduced if a higher interest rate were paid on
reserve assets; in any case, other things will not remain precisely equal under the
system of réforms proposed by the Committee; e.g. the banks will still enjoy a
umque relattonshtp ‘with the Reserve Bank in respect of dep051tor protection.

4.80 The other major reason often glven for extendmg the requirement would be
to prevent NBFIs from varying the size and composition of their balance sheets in
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such a way as to offset the eﬂ"ects of a restrictive monetary policy.. At the present
time: .

@ . most. NBFIS hold a very small proportion of the1r reserves in.the form of base
- money and; therefore, open market operattons tend to have a less immediate
- direet: effect on them; R

e it is possible for NBFIs to offset monetary policy e|ther by varying thelr 11qu1d
~ reserve ratios or (more Commoniy) by blddlng away deposits from the banks;
" this mrght enabie them to expand Tending at a time when the monetary
authorities are - attemptmg to restrict. . credit, without any correspondmg
reductlon in bank Iending, at least in the short run. s

4, 81 -However; in- the kind of environment env1saged by the Commlttee the
scope for NBFIs to offset monetary policy will be very limited:

e . Once banks have been freed from interest rate and lending controls, NBFIs
-will'be less able to attract deposils away from them at lll’l’lES when banks are
- experiencing tight liquidity.!”: ' :

© In some cases, open market operations may have just as 1mmed1ate an effect
on some NBFIs as on:banks. For example, the sale of government securities
directed at households would tend to impact heawly on institutions like
building societies.

] 'Any dep051t-tak1ng 1nst1tutlon can be expected to mamtaln 'some minimum
_ liquidity ratio and, to that extent, their scope to act mdependently of the thrust
of monetary policy by running down therr l:qu;d reserves is hmlted

4.82 This is not to say that the extension of some controls to NBFIS wou!d have
no effect at all 'on monetary policy. For example, if these institutions were ‘subject
to a variable reserve ratio which was altered along with the ratio affecting banks,

the :effect .of such: a. change on: broad. credit: and monetary:-aggregates: may be
initially greater than that of a change in the bank ratio alone. Also, monetary policy
might be strengthened by a requirement that-non- -bank mtermed;arres hold part of
the:r reserves m the: form ofbase money.18 el e :

483" The Commsttee however has had to ‘consider several major probtems in
extending variable requu'ed reserve ratios beyond the banks:

e The administrative complexity of defining and enforcing the controls — given
the vdriation "I the composition of * fhe ~ balance * sheets” of 'different
intermediaries, it would be necessary to seta differerit but consistent base ratio

~ for edch class’ of financial institution; the magmtude of changes in the ratio
might also have to vary between institutions. ‘As - well, there ‘would be some
' 'costs mvolved m the extra superwsory actrwty requ:red of the authormes

16 This is bECdUSC bank deposlls form pd.ﬂ of the reserve base of NBFIs and lhe nan-bank: public.
. . .There is therefore no immediate reduction in bank deposits when [unds are translerred to NBFs
(dpari from ‘cash’ Eeakdp,es) H must be recognised; however,’ that' in the longer term the
“monetary authorities may well dpply a’'more réstrictive’ pol;ey on the hanks in order 10 neuirahse
. ::the:effects’ ol:NBF} activities on: velocity ol circulation. -
17 :Inthe present:framework of monetary pohey, which mc[udes comrols on bdl‘lk mterest Tates nnd
...: -advances, this is;not the cose,
18 This propositien is dlscussed in'some detarl in: T J Vulentane dnd P.1. Wlllmmson‘ Open Market
' _Operdnons v. Direct’ Controls®; AFS1 Camrmssmnea‘ Studies and Selected Papers, Pari 1, AGPS,
Canberti,’ 1981 ‘and K. T. Dav1s and M. K:Lewis, Monetary’ Policy in’ Australia ® (Melbourne
. Cheshire, 1980), Chaples ‘10, The variable reserve ratio, if applied to banking proups on a
“consolidated husrs (s recommended above) ‘would of eourse enhdnce the effeeuveness ol this
“policy instrument as compared with ‘the present situation. :
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e The incentive which the controls would. provide for the growth of institutions
-~ and markets outside the network: of controls —. it. would be impossible to
‘fence” the controls so effectively that they would prevent significant leakages
occuring. The effect of the extension on the strength of monetary policy would
thereforeé be eroded over time. As well, any widespread tendency to
‘disintermediation’ would have ohvious efﬁcrency costs.

4.84 The Committee feels that the practlcai problems of extendmg required
reserve ratios to NBFIs mentioned in the previous paragraph would greatly limit
the potential monétary policy gains. While it is desirable for most NBlsto maintain
an appropriate liquidity ratioc for prudential reasons -(see Chapter' 19), its
magnitude and form should not be influenced by monetary policy considerations.
The Committee concludes that a variable reserve ratio should not be extended to
NBFIs.

4.85 . This conclusron does not dpply to those NBFls whlch are subsrdlanes of
authorised banks. As noted elsewhere, these will be consolidated for. both
prudential and monetary policy purposes and, as.such, subject to reserve
requirements.

D. THE ROLE OF SUASION

4.86 A number of submissions have proposed the use of ‘suasion' as a
supplement to open market operattons in place of direct controks

4, 87 The word ‘suasion’ can have two dtstmct meanmgs

® . at one extreme it relies on wide-ranging latent powers conferred by legrsiatron
in which case it is virtually indistinguishabie from coercion;

@  at the other: extreme it involves giving broad gutdance but wrthout format
powers to enforce these suggestions and without any legal obligation on the
part of the recipients to accept them. In this form it is an attempt to influence
the actions of private mstttut:ons by educatlon and moraE pressure rdther than
by coercion,

4.88 Suasion in both these senses has been used by the Reserve Bank dnd other
authorities in recent times. The Committee sees no case at ail fur the first,
coercive, type of suasion; it views it as equivalent to, and in mdny respects more
undesirable than, direct controls; especially where it is centred gn the prescrfptlon
of detailed and specrﬁc lending restrictions. : o

4.89 Suasion of the second, non-coercive, kind also creates difficulties, The
primary concern of the monetary authorities is with the aggregate volume of
money and its rate of growth. This can be called the ‘target’. If the rate of asset
growth of an individual institution .is above or below the rate: of growth of the
“target” it:may. mean that the institution is pursuing.a policy inconsistent - with the
target; on the other hand, it may simply reflect a.change in market shares, in which
case it'might well be consistent with the aggregate growth rate desired: by ‘the
authorities. It is very difficult for an individual institution to know which of these
wo thtngs is happenmg, parttcularEy where market shares are naturally volaule

4.90: ‘1t is also-very difficult; and of doubtful economic beneﬁt to use ‘suasion’ to
keep: individual institutions within some . ‘appropriate’: range, particularly: where
the market is competitive and each: institution is seeking to:protect or-expand its
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market. share. Suasion based on precise *growth. guidelines’-is therefore either
ineffectual. or, -if made. effective by virtual ‘coercion’, almost indistinguishable
from quantltattve lending. restrictions. i :

4. 91 Non coercrve suasron may perhaps contnbute to monetary poilcy in certarn
special circumstances, e.g. where:

o 3 few large tnstttutions domtnate the 1ndustry,
° market shares have a high degree of stabtltty,

. .1r|formatron regardmg the .actions of each institution in the market place is
normally available promptly; and . .

@ there is general support within the mdustry for the Government 5 monetary
policy: aims: and- objectives: : - _ .

4,92 In such spectal circumstances, industry participants may be persuaded to
take a longer term view of the effects of their actions on the stability of the system
or the rate of infiation. A:number of other advantages may also flow:

® thé process of suasion may provide opportunities for frequent consultation and
the development of a closer rapport between the authorities and financial
institutions;

@ because it does not require the precise specification which is necessary for
legislalive controls, the intended policy can be applied and administered
flexibly;

@ when applied. to non- bank ﬁnancral mtermedtanes it does not run the same
risk of [egal challenge as would tmpiementatton of the control powers of the
Financial Corporations Act; and

e it can serve as 4 useful back- -up to open market operatlons and variable reserve
ratios by giving a particular group of key institutions in the market place clearer
. guidance on the ultimate intent of monetary policy as it relates to that group.

- In this res-pect it is often welcomed by-the- institutions themselves.

4. 93 On the othér hand non- coerc1ve suasion is both inequitable and ineffectual
in"coritrolling the supply of money and credit in the more common situation
where

L3 _the 1ndustry is fragmented

@ _.1ndustry 1nformatton is out of date

© . there is no industry consensus on an appropr;ate monetary po!lcy stance

o market shares are volatile; and :

® the links between actions oflndmdual mstatutlons and the aggregate outcome

are. dtfﬁcult to dlscern

4.94 “One’ partlcular danger needs to be stressed While suasion may at tlmes
provide 'a useful’ means of: conveying information: to a particular group of
institutions about. the ultimate intent of monetary policy as it affects that group,
the Committee believes:that: monetary policy information of general :interest to
the market should be provided: publicly rather than-to selected tnst:tutrons

4.95 Whtle suasron has a very hmlted role in the area of monetary pohcy, it may
have a useful role in helping to maintain prudent behaviour in capital markets. The
Committee is aware: for example, that the Life Insurance Commissioner at various
times has provided guidance to the:industry orto individual offices on a number of
practices and has generally had a positive response. No doubt the other regulatory
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authorities have adopted similar policies. Suasion is particularly appropriate where
sensitive policy issues are involved Wthh cannot be dtscussed pubhcly w1th0ul
affecting investor confidence. :

4.96 The Committee so’ught the views of a number of organisations on the role
of suasion and the replies received are included in Part 1 of the Commissioned
Studies and Selected Papers. The main theme emerging from these replies is broadly
consistent with the views of the Committee, as expressed above,
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APPENDIX 4.1.

DIRECT CONTROLS: EFFICIENCY COSTS AND
" DISTRIBUTIONAL EFFECTS

Costs

1

The purpose of this Appendix is 1o survey some of the costs which are generated by

regulation of the financial system. Special attention is given 1o the controls which have
traditionally applied 1o banks. The benefits which such regulation is intended 1o produce
are discussed elsewhere in the Report. ’

2
)

3

Firstly, controls reduce the allocational efficiency ol the system:

In an efficient financial system differentials amongst various inierest rates in the
market will adjust in a way which ensures that [unds are allocated to those purposes
ofering the highest rate of economic return after adjustment for risk. Interest rate
controls prevent at least part of this adjustment from taking place. The repgulated
institutions are forced to resort to various rationing devices to allocate their funds
between alternative uses; the putcome is generally a less effective allocation of funds;
for example, where emphasis is placed on collateral, funds may not always be allocated
1o purposes offering the highest prospective rates of return adjusted for risk.

Interest rate or portfolio controls impinge particularly on the regulaied institutions’
capability to attract [unds for on-lending. This will lead to a shift in business from these
institutions to those which may be less efficient, less able to spread risks and less able
to cope with fluctuations in liguidity. When carried beyond a point, financial
regulations lead to disintermediation as borrowers and lenders begin to deal directly
with one another.! Disintermediation will reduce the allocative efficiency of the
financial system because there are often substantial advantages in having savings flows
directed through intermediaries.

The community’s portfolio choice is also distorted as deposits and investments subject
to discriminatory regulation will be ‘underrepresented’ in lenders’ portfolios. For
example, rules such as those preventing the payment of market rates ol interest on
current accounts reduce the current account deposits in the public’s portfolio below
the amounts which would be held in an unregulated system,

Prudential regulation of financial intermediaries will, to the extent that it contribuies
to stability, enhance efficiency. However, when carried beyond a certain peint, it too
can distort the allocation ol funds. For example, if intermediaries are only able to lend
for ‘safe’ purposes, the supply of risk capital may be adversely affected.

Secondly, the controls reduce the operational flexibility and efficiency of banks and the

financtal system generally:

Controls such as the SRD requirement, the LGS convention and direct lending
controls may prevent banks from achieving their preferred portfolios.
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4

Bank controls can cause [ragmentation of the intermediation industry. Banks are
‘forced™ to diversily into uncontrolled sectors; in effect operating in a fragmenled
structure rather than under a common operating umbrella. -

The overall cost of financial intermediation to the community is increased; in a
regulated environment banks, for example, have tended to lose business to less
regulated {often smaller) non-bank institutions, ‘Depending on the nature and extent
of economies ol scale in financial intermediation, such ‘a diversion of funds may
increase the total costs involved-in producing a given volume of financial services.
Duplication of branch networks, as new intermediaries grow at the expense of existing
controiled institutions, is a case in point; the efiects on the cost structure may often
outweigh the benefits to consumers through greater diversity of choice.

Thirdly, unlike some prudential controls, interest rate or portfolio controls are unlikely

to be conducive to promotion of stability in banking, and more generally, of the financial
system.:

5

1he VO]dEllEty of market delermmed mterest rates may: be 1ncreused by Lhe inability of
banks to adjust their rates according to circumstances — i.e. the pressure of adjustment
may lall disproportionately on uncontrolled rates;

--institutions that are prevented from bidding competitively for deposits'mdy become

more prone o 1nstab1]1ty in deposrt ﬂows and hence more vuinerab[e to 1:qu1d1£y

- problems,
" if banks. are preven’te'd from. invesling some of their deposils in the most profitable

manner; they may be tempted to invest the remamder in,_riskier, higher yielding
pro_lects in order to recoup some of'thas loss.

Regulations which restrict entry or otherwise mhrtut interest rate competmon will often

have the effect of i mcredsmg the margm WhICh m[ermedlarles receive over the cost of
providing their services.

6

The difference between the margins whrch wou]d arise in a compeulwe situation and

the apparently larger margins applymg an the present hrghly regulated srtuatmn can be
divided into three parts: ’

a ~l

To some extent the higher margin may reflect the cost of providing ancillary services
involved in the non-price competition necessitated by the pressure on regulated
institutions to retain depnsits As customers will usually prefer to control the way:in
which their ‘additional income” is spent, _this in effect represents a forced levy on
consumers of these financial services.

Some of the margin may be dissipated by the development of varmus fprms of

" inefficiency — operntmnai and dynamic. For example management may hrre staff

beyond the point which is profitable.? Controls may interfeére with normal business
decision making.and reduce the incentive -for financial intermediaries to introduce
-innovations in the services they offer and:in the financial instruments they deal in. For
example, banks:may have less incentive to introduce innovations because the nature
and extent of their business is constrained by government regulation. - SR

The “extra “réturn*may also -be distributéd 16 the intermediary’s emp[oyees or
shareholders as ‘rents’.?
Two important illustrations are:

The ado'pti_p'n’b'f_ pricing structures which distort the allocation of funds. Controlled
institutions attempt fo increase the effective interest rate in other. ways, e.2. via

See. K. T. Davis and M.K. . Lewis, ‘Economies of Scale in. Fm.mcmi Instuuunns AFSI,
Commissioned Studies and Selecred Papers, Part 1, AGPS, Canberm 1981. 1t is difficult in many
. cases to distinguish between the first. two mtebories mentianed. here; exirﬂ sldﬂ' may: provide
services ta customers (for example, reduce waiting time).

. A'rent’ is.a payment in excess of the amount necessary to keep-the I'acmr Iubour_ or caprtal —

in'the avenue of emplayment in question.
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¢ prodessing and-establishment fees. On the deposit side, the most important example is
»i: {He; payment:of-Simplicit interest” on current accounts by not charging customers the
‘full cost.of administering the accounts. - =
o The proliferation of bank branches.
community’s point of view:, L :
o it forces recipients to consume the interest in the form of the services provided rather
than in the form they would prefer; and - - - :
‘@ the'rates'char_ged are not closely related to the usage of current acounts and, therefore,
cusiomers draw more cheques than they would have done had they been charged the
. full cost of each transaction, .

8 The payment of ‘implicit interest’ involves some waste of resources [rom the

‘9" “Although international comparisons need to be ‘treated ‘with great caution {e.g. the
definition of banks varies}, Table 4A.1 suggests that Australin may have a larger number of
‘bank branches relative to:population size than most other countries. An increase in the
nurnber of branches provides benefits to customers {for example, in the form of added
convenience), but it may add to the average costs if there are increasing returns to scale in
banking with respect to branch size. In that case, services. provided through a large
network of small branches would involve average costs which are higher than those which
wiil be incurred when the services are provided through a more concentrated. branch
network. The evidence available to the Committee® indicates that average costs fall as
‘branch size increases, but only slightly, suggesting that branch networks might be more
concentrated in a deregulated sysitem. The question of the most efficient size may acquire
new dimensions with changing technology. In Some cases, branches are likely to be
replaced by agencies or automatic banking terminals. . - - :

10 'Deregulation should tend to reduce the margins obtained by controlled intermedi-
aries.® This would lead to gains to the community: '

® " _the original volume of business would tend to be carried out at finer margins leading to
' ‘higher rates for depositors and/or lower rates for borrowers; and .
@ there is likely to be an expansion of financial intermediation because of the narrowing
of margins. - i |
11 : In assessing these: pains, it is necessary to aliow for two lactors:
‘e ‘some of the gains to customers are at the expense of the bank shareholders or
employees; and _ e ' '
_®  direct interest’ benefits received by customers: replace non-price benefits. As noted
" above, however, this will move the community to a preferred position.

12 A-crude estimate of the gains from deregulation can be obtained by assuming that the
first group of gains. mentioned in paragraphi 10 are completely offset:by the:lactors men-
tioned in :paragraph:11; thatis, only the second sourcc of benefits listed in paragraph 10 is
included in the estimate. Such an estimate must be regarded as a lower limit for the gains {o
be derived.from deregulation.” The estimate of the benefits from an expansion of business
depend on: ' S : .

4 . For a detailed analysis of this guestion see P. L. Swan and 1. R. Harper, ‘The Wellare Gains from

"""+ Bank Deregulution’, AFS1, Comriissioned Studies and Sefected Papers, Part 1. See also Davis and
Lewis, op.cit.” ¢ o ’ o ' o '
See Swan and Harper, op. cit. _

“: The practices described in the previous paragraphs may not disappear completely in a deregulated

:environment. For' examiplé, customers may prefer implicit interest because it i5 not tuxed
{althiough bank charges are tax déductible for some): IT this is the ciase, one can expect banks 1o
continue- to offer it. S R . e o

7 - Ti‘hias been suggested that the actial gains could be substuntially above this lower limit. See Swan

and Harper, op. cit. I ) :

T oeuh
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TABLE 4A.1: INTERNATHONAL COMPARISONS OF
" BANKING OFFICES, 1977

- Population per
banking office

Australia - ’ 2045

Belgium o : 2681
Canada _ 3204
Denmark _ 2365
Finland 5505
France ’ "5153
Germany : : 10059

o ltaly . . : . 4414
Netherlands o . 2782 .
Norway 7143
Spain 33550
Sweden 5298
Switzerland 11 462
USA 4596

Source: K. T, Davis and M. K. Lewis, *Economies of Scale in Finan-
cial Institutions’, op. cit.

® the sensitivity of the demand for the intermediary’s services {including deposits and
loans) to changes in the prices charged [or them: and

e the extent to which deregulation will change the margin.

13 The estimates will, of course, vary with the assumptions nmade. Two estimates of this
type for the banking industry have been prepared for the Committee.? Both of these
studies, however, support the view that there are possibly substantial gains to be made
from the deregulation of banking.

14 A study commissioned by the Committee on ‘secioral assistance’ analysed the dis-
tributional efects of the regulation of the interest rates of speciaiist housing finance inter-
mediaries.? It concluded that these controls generate significant redistributions of wealth;
the major losers are certain ‘would be but can’ be” borrowers and depositors with regulated
intermediaries; the gainers are mainly those borrowers who are successful in obtaining
housing finance,

15 The last ol these three groups is identified as enjoying the benefits of what is efTectively
a subsidy delivered by means of the interest rate concessions, and the other pecuniary
benefits arguably associated with home ownership.!?

16 The second proup loses because the interest income received rom their savings is
below what it would be in the absence of controls. The consultant provides rough calcula-
tions suggesting that the sums involved are guite substantial.

17 The first group includes those prospective borrowers who are unable to obtain finance
{or at least, their total requirements), but who would have been successful without the
controls on the intermediaries’ borrowing rates. It is argued that these controls decrease
the amount of funds that can be raised by them, and thus they have less than a [ree market
level of funds for on-lending. They are forced to ration these lunds on a non-price basis,

8 See G. Withers, ‘Efficicncy Gains from Banking Deregulation’, Australian Economic Review, 1st
Quarter, 1981 (this is a revised version of the paper seprinted in Part 1 of the Commissioned Studies
and Selected Papers); and P. L. Swan and 1. R. Harper, *The Welfure Guins from Bank Deregula-
tion', op. cit.

9 Judith Yates, ‘The Distributional Empact of Interest Rate Regulation on the Household Sector’,
AFSI Commissioned Studies and Selected Papers, Part 4, AGPS, Canberra, 1981, The study focused
on savings banks and permanent building societies.

10 See Chapter 37, Part'] for a discussion ol some of the possible benefits.
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‘squeezing’ some prospective borrowers of housing ﬁnance out of the market — and thus
forcing them to forgo the benefits associated with securing concessional finance and the
other benefits associated with home ownership.

18 Although the consultant study concludes that the empirical evidence does not con-
clusively support the proposition that the overall impact of-borrowing and lending rate con-
trols on income distribution is regressive in incidence, it observes that;

® there is ‘clear evidence {o show that regulation does result in low income groups earn-
ing a lower average rate of return on their asset holdings than high income groups’
(Part I, Conclusions); and that

@ ‘the resulis from the two largest lenders of housing finance . . . clearly show that lower
income households have effectively been restrained from nbtdmmg finance for hous-
ing in the open market® {(Part I, Conclusions).
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- CHAPTER 5: CENTRAL BANK
LIQUIDITY SUPPORT FACILITIES

A. INTRODUCTION

5.1 This chapter looks specifically at the question of access to liquidity support
from the Reserve Bank. The extent and price of central bank credit has broad-
ranging implications for monetary policy, stability of. the financial system,
deposnor protection and compet:tlve equality, Detalled dlscussmn of many such
aspects is to be found at other points m the Repor{

5.2 Section B of this chapter deals with funds provided by the Reserve Bank but
basically available, insofar as individual transactions are concerned, at the
discretion of specific participants in financial markets. Section C examines ultimate
contingency funding arrangements, i.e. liquidity support provided to individual
financial institutions, or the. market generally, at the discretion of the Reserve
Bank in circumstances of extraordmanly disturbed ﬁnanc;al markets.

5.3 This chapter is not concerned with transactions which reflect the Bank’s
pursuit of monetary policy objectives through such measures as open market
purchases of government securities and reductions in required reserve ratios,
these are discussed in Chapter 4. They have, of course, important implications for
the liquidity of individual institutions, The Committee appreciates that open
market operations and central bank liquidity support facilities need to be carefully
co-ordinated. and priced accordingly. :

B. MARKET INITIATED FACILITIES

(a) Purpose

5.4 In the normal course mst;tutlons must be expected to meet the1r hqundlty
requxrements by borrowmg or se[lmg assets, including government securities, in
financial markets at the market prices prevailing. _The_Comm[ttee s suggestions
regarding the operation of monetary policy, and in particular its advocacy of greater
reliance on open’ miarket operations;? should enhance the capacity of financial
markets to’ prowde for the hqmdlty needs of individual partlc:pants '

5.5 Beyond_ thls, oﬂ"lczal;_hqmdtty suppor_t_facﬂit:es. (whach are actwated in the
normal course of business, and effectively at the initiative of the market):

I See in- particular the chapiers: on' ‘Domestic Econom]c Poln:y . "Public Sector Fmancmg s
‘Protection ol Investors and Borrowers', and ‘Competitive Structure’. ‘

2 - In the environment suggested by the Committee the authorities would hélp strengthen the depth
ol the government securities market by being parumpunts on bmh stdes of the’ markei more
frequently than has been the case in the past. :
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@ assist the market!s adjustment to those fluctuations in the liquidity base which,
while broadly predrctable are uncertam as to precise- ttmtng,

repreésent ‘a‘source ‘of liqu:dlty ‘to sound, viable institutions which’ may be
disproportionately affected by unexpected short-term liquidity fluctuations
(e.g. those flowing from changes in monetary policy, from external shocks or
from domestic market developments);

can help to remove extreme fluctuations in short-term interest rates; and

can particularly assist the market in the government paper to which the
facilities are uniquely attached.

5.6 These facilities are therefore seen as an additional stabilising mechanism,
supplementing monetary policy and prudential requirements, rather than in any
sense replacing them. The Committee accepts that a stable, practlcal and elﬁment
ﬁnancral system needs such l"ac111t1es '

(b) Present Arrangements

5.7 At present there are two' channels ‘of access to Reserve Bank funds, basrcally
‘on request’ from private sector participants:

@ Through the Bank standing ready to rechscount certarn Treasury notes. This
- may be called a ‘cashing’ facility.3 :

@ ‘Through the provision of direct loans against collateral under line-of-credit

*“arrangements. The authorised’ short-term money market dealers are the
‘primary channel ‘of sueh ﬂows techmcally, banks subject to the LGS
convention'also have access in speetﬁed circumstances.

These channels are,- conceptually: at least, quite: distinct from- drscretronary
responses of the Reserve Bank to'market oﬂ'ers of seeurmes

5, 8 The Commtttee eonsrdered the ways in whach these exrstmg centraE bank
llC[Llldll.y support facrlltles operate in practice with a view to. determtnlng how far
they serve their purpose of adding to the stabtllsmg mechamsms in. the system.

5.9 With respect to the ‘cashing’ facilities, the present position'is that the
Reserve Bank undertakes to rediscount Treasury notes with 90 days or less to
maturity on demand at a variable, though pre-anneunced, rate.* The rediscount
rate is generally set at a margin above current yields in order te provide an
incentive for holders to liquidate them on the open market but is not nermally at
such a high level as to damage the inherent liquidity of the notes,

5.10 "The Treasury note is the only government securlty that trachtronally has a
firm ‘cashing’ facility attached to it. In respect of other seeur:ttes the Reserve
Bank’s role can be summartsed as foIlows

o .The Barnk is often in the market as an actlve buyer of government securmes
generally, purchasing at its dtseretron as to price and volume. The Bank is
more willing to buy such securities as they approach maturity; subject to

- liquidity conditions it is nearly always prepared to buy bonds wrthtn about one
month of maturity, from’ banks and authorised dealers.

3 The capacity to redeem Australian Savings Bonds may be seen as a somewhat similar [acility,

.. though not of equal relevance in this context because of the notice provisions for redemption and
the fact that individual holdings are typically smali and in household sector portfolios. .

4.. .Unti!. 15 September-. 1981, all. Treasury notes..{i.e. with. maturities out to. 180 days) were

.rediscountable at the Reserve Bank; thereafier only notes with 90 days or less to maturity are
eligible for rediscount at the holder’s aption. o . . .
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o .The Bank has also made substantial purchases of bank-accepted commercial
. bills on occasions when market conditions were very tight.

5.11 In addltan some authonsed dealers are willing to bid, as prmcnpals for
short-dated government securities at all times, provided they are not in danger of
breaching their gearing limits; when the market is very unsettled, however, some
dealers may not bid or their prices may reflect the uncertamty in the mdrket for
example many of those wishing to sell government secur:lles in 1974 when
liquidity was particularly tight; found it very difficult. :

5.12 In summary, very short- dated Commonwea!th securities can be viewed as
highly ‘liquid’, but as maturities lengthen, this characteristic becomes Iess certain.

5.13 In regard to line-of-credit facilities, .the Committee. notes that:

® The line of credit from the Reserve Bank to the group of authorised short-term

money market dealers, which is provided against the security. of government

securities maturing within five years, is available to them at all times. Loans

generally must be taken for a minimum of seven days, although occasionally

and in particular situations, overnight loans are provided; the interest rate is

- varied at the Bank’s discretion but is known to dealers in advance of their

- borrowing. The facility is used by the dealers in the ordinary course of their

business but subject 1o a genera! underslandmg that recourse to 1t will’ not be
‘excessive®, ' :

© By contrast, resort to Reserve Bank credit by tradmg banks is exlremely
:lnfrequent banks subject to the LGS conventlon ‘do" not. have automatic
‘rights to borrow from the Bank while they hold LGS assets in excess of the
conventional 18% minimum and the understanding is that they will manage
their affairs so that they can cope with liquidity.fluctuations without breaching
the requirement; when in danger of such a breach they are expectecl to exhaust
all market sources of funds before approaching the Reserve Bank. In turn the
Bank has undertaken to administer SRD policy so that if bank 1endmg were in
accord with its policy, trading banks generaily w1ll be able to maantd;n the1r
LGS ratios above the agreed level. :

The intent of the LGS conventlon is that banks do not resort to centrdi bank credit
in the ordinary course of business. If, however, due to sudden andl unexpected
developments, a basically sound bank were to find itself otherwise ‘unable to
maintain its LGS ratio at the end of a day, the Reserve Bank has undertaken to
lend to that bank; the rate of interest charged and other'terms of the loan are at the
Bank’s discretion and are influenced by the current setting of monetary policy and
the extent to which the bank’s: lending had. complted with general. policy. It is
understood that loans have generally been for a minimum of thirty days, but in
some. c1rcum5tunces earl[er repayment may be made

5.14 The extent to which, under current arrangements, banks are in a privileged
position with regard to rights of access to central bank credit iz a contentious.issue.
Many non-bank participants in financial markets see this right-as giving the banks
an important competitive advantage. The banks, however, see their right of access
as being available to them only in certain well-defined circumstances and generally
on ‘penal’ terms. They believe it is particularly necessary for them to have access
to central bank credit in a situation where they are subject to strong interest rate
constraints, as was the case when the arranpements were implemented.

5  The LGS convention is descsibed in paragraphs 11.23~27 of the Interim Report.
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5.15. The Committee understands that in practice the banks’ lender of last resort
facilities have- been.: used infrequently.. Changes in -the banks™ operating
environment since the 1960s — particularly the removal initially of issue yield
ceilings ‘on bank certlﬁcatcs of deposit and more recently other fixed-term
deposits, together with the emergence of an interbank market — have reduced the
likelihood of the need arising for a bank to borrnw from the Reserve Bank in any
but very exeeptlonaE c1rcumstances '

5. 16 Nevertheless the fact that under the LGS convention the Reserve Bank has
undertaken, subject to arrangements, to lend to the banks when their liquidity is
under pressure. does in the opinion of the Commtttee confer some advantages
Specifically:

e it improves the risk rating of bank deposits iri the public estimation; and

“‘the avallabllrty of such loans can, more generaity, asslst banks’ liquidity
management -

S 17 The Commrttee is mrndfu! of course, that the LGS convention, while
conferring on the banks restricted access to lines of credit, also imposes on them
certain obligations® and this is seen as justifying special access to liquidity facilities.
Gener_ally. the Committee cautions against seeking to balance regulatory benefits
and burdens. In addition, elsewhere in the Report, the Committee recommends
the substantial deregulation of the banking system, including the abolition of the
LGS convention. If the general thrust of these proposals is adopted, restraints on
banks would be consxclerably reduced. In these c1rcumstances the need for a central
bank line of credit to banks would have to be re exarnlned The question is taken
up later in thls chapter '

(e} Background Consxderahons

5.18 ‘In assessing the adequacy of the existing rediscount and line-of-credit
factlmes and possible. reforms, the Commrttee has been guided by certaln broad
cons:derat:ons These are that:

e Financial institutions should have access toa hquldrty safety vulve to facilitate

quick relief from transient shortages of cash arising in the ‘normal’ course

" from  unexpected developments or frorn their own or the author;tles
'temporary mzscaiculatrons

@ . Ag part of this safety vaive 1t is necessary for some oﬁicral recllscount and line-
of-credit - facilities -to.-be ava:labie at the market's initiative under certain
prescribed conditions.. o : : :

® Consistent ‘with “the - Committee’s - general preference for' market-based

' :relatronshrps between the monetary authorities and commercial financial

institutions, the price of liquidity and credit should be the principal mechanism
_regulating the level of usage of the facilities.

@ .In general, the facilities: should: be. provided in: a. way. wh:ch lnvoives a
- minimum of disturbance:to competitive balance -between . various groups of
~intermediaries. This: suggests that-the arrangements should be available —
;- although not- necessanEy drrectly — to all mtermecllaraes on much the same
-.terms' : o AT : Lo

6  For ex,imple the interest rate fixed on last resor! loans denends at nresent ‘on the degree af
compliance with Reserve Bank lendmg gu1de11nes In the event or non- cnmphance the interest
raie can be tpenal’.: S .
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o . The facilities should not distort flows of funds within the private sector. For
this reason there is a need to be wary about providing liquidity in exchange for
private sector paper because any such commitment, explicit or: implicit, would
enable the issuer of that security to raise funds at a lower cost than otherwise.

© The arrangements should not prejudice the scope for effective overall
monetary policy (e.g. by allowing undue slippage in monetary aggregates) —
indeed they should seek to. promote it (eg by fostering the status of
government debt instruments).

{d): The Issues

5.19 ~ With these considerations in mind — in parttcular acceptance of the need
for a central bank:liguidity facility available ‘on request’ at the market’s discretion
but at pnces of the Reserve Bank's choosing — the Commattee addresses itself to
two key issues: -

e the form of such liquidity facilities; and

o whether the facilities should be directly available to all final users or only
channelied through specialist intermediaries. :

(l) Form of quutdrty Support Facilities

5.20 An essential difference between a cashmg facrltty and hne of-credit
arrangements is that use of the ‘cashing’ facility involves parting with ownership of
the eligible securities whereas utilisation of a line of credit does not; in the latter
case, security requlrements slmply involve forgomg possessaon of the assets.

521 In pract1ce of course both types of, facrhty can. resolve to essentially the same
loan process; proceeds from the sale of securities could, for example, be reinvested
if the need for cash was only temporary, a short-term loan could be refunded by
proceeds of sale of securities..

5.22 Although they serve similar purposes, the Cornmtttee accepts that, at least
in the transitional period, there may be a continuing need to provide both channels
of access. For reasons set out in paragraphs 5.30-38, the Commitiee envisages that
direct line-of-credit facilities will be available only to. specrallst dealers in
government secur;tles The form of such facilities is dtscussed in Chapter 0.

5 23 "The present cashmg and. related arrangements were descnbed in
paragraphs 5.9-12. The Committee’s impression is that these arrangements can
offer an effective safety valve for financial institutions (and others) but only if:

® institutions maintain an approprlate Itqu1d asset portfollo conStstmg principally
of Treasury notes and other very short- term government paper; and

o : the penalty 1mphcrt in the lower price for encashment on demand is not
prohibitively discouraging to its use.

5.24 Until recently, Treasury notes were not consistently competmve with short-
dated paper; as a consequence, financial institutions, other than authorised dealers
and banks, appear to have placed little emphasis on Treasury notes in the
management of their liguidity. However, under the present ‘tender™ system, the
tnterest rate avallable on Treasury notes is more respons;ve to free rnarket forces.

525 The Commlttee therefore believes that presenE cash1ng and related

93



facilities are generally working well.” Nevertheless, the Committee is not satisfied
that:they fully: meet-the legitimate needs of banks, government security market
makers ‘and other sound institutions- faced with severe, unexpected llqmd:ty
strains. R : : . : .

5.26 -The Commitiee feels that such institutions should be able to hold a range of
liquid assets with a broader maturity spectrum than the presently issued Treasury
notes; while still retaining the capacity to‘obtain funds quickly in an emergency. It
believes that the Government could issue a special class of security, of longer term
than the present six-month Treasury note, which would carry a facility enabling it
to be rediscounted before maturity at the holder’s option. [t sees benefits both in
terms of liquidity management and debt management for that security to be of an
initial. maturity extending -perhaps out to two to three years, with a cashable
characteristic durlng say the last twelve months of its term; The precise terms and
conditions will.of course.be a matter for judgment by -the authorities and the
market. The Committee does not wish to be too precise about these.

5.27 The Committee emphasises, however, that in its view the cashing facility
should not encompass.long-dated - government stock. {or, as noted earlier, private
paper). If the Reserve Bank were always prepared to purchase such stock (even at
its own price), it would replace some of the need for discipline and prudence in the
management of portfolios, as well as complicate the operation of monetary policy.
It should be accepted that institutions opting for a longer maturity portfolio would
expose themselves to a greater risk of capatal ioss (arlslng ou[ of m[erest rate
ﬂuctudttons) 1n a Forced ]:quldatlon '

5 28 The prlce at Wthh securities can be cashed’ at the dlscount wmdow will
require. careful consideration by the authorities.- Two forces need to be balanced.
On the one hand, a heavily penal rate would substantlaily undermine the
usefulness of the facility; it would also contribute to’ sharp'day-to-day Auctuations
in'market interest rates. On the otherhand; the* cashing’ facilities'should normally
be available on less favourable terms than is offered by the market. ' Again the
Committee would expect that normaliy discount ‘costs ‘would increase - with
maturity ofthesecurltyznvolved o o :

5.29 “The Committee isof the view that the otﬁcta! l;qu;dlty support facilities
should not entail any obilgauon by the Resérve Bank to aoquu'e pnvate paper
This judgment takes mto account lhat :

e government secur;tles (and other clalms on the monetary authormes) are the
" ‘natural Elqmdlty base of the ﬁnanc;al system because the solvency of the debtor
1s most certaln o

® there are substantaal monetary pollcy 1mpllcat10ns 1n monetls;ng pnvate
“ ' gector debt

2 broadenlng the range “of ellglble debt lnstruments beyond government
o SECUI‘IHE‘.S may impede competitive neutrahty among ﬁnanmahnstltutlons and

7 His argued in Chapler 11 lhut the autharities should try to meet the market demand for paper

* " with:maturities ol less than three months: Whether they do so by issuing & new security. of - by

selling Treasury notes or bonds from: their portfolio is 4 matter which the Committee does not

feel n. need to determine. In .the present context it need .not go. beyond emphasising the
desmlba!aly ol'such paper being readlly available.

8 It could well be that to achieve an adequate pend!ly the dlscoum exprcssed as an annual mle may
. have to-increase. with term to maturity. . s
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@ . the cost to the Government of its debt financing is likely to be reduced if
government debt instruments such as Treasury notes and short-dated bonds
have unique and valuable attributes relative, say, to private sector paper.

(it) Availabifity of Facilities

5.30 The second key issue posed in paragraph 5.19 is whether any central bank
liguidity Facility should he availableto all or virtually all final users directly or only
through select intermediaries — such as ‘banks’ or !l’lSlltl.lthI‘lS specialising as
market makers in government securiiies. :

5.31 The Commiittee BHVISngS that the ‘cashing’ facility attaching to nominated
government securities would be available to anyone holding such paper.? There
remains the question of whether specific line-of-credit arrangements should be
provided to specialist dealérs and banks. '

5.32  Specialist Dealers — The role. of specialist market makers in government
securities is discussed in Chapter. 9. In summary the Committee has a clear
preference for the market in. government securities to be conducted, as far as
possible, in a private commercial environment independently of the Reserve Bank.
It is expected that among the institutions making the market there will be specialist
dealers. The Committee has not been able to satisfy itself that in the early stages of
adjustment to a less regulated environment, the specialised dealers would be able
to appropriately’ make a market wrthout a continuation of at least some of the
special privileges currently available to them. It has therefore recommended in
that chapter that active dealers in the government securities market performing a
wholesale function continue to be recognised and for a time encouraged by the
Reserve Bank. In particular such dealers would, unttl it was Juclgecl unnecessary,
retain: : .

" @ accesstoa Eme of credit from the Bank; and

© along with suitably accredited stock exchange brokers, exclusive rights of
direct deahng in government securttses with the Reserve Bank (other than for
redtscount)

5.33 The Reserve Bank should however keep these prlvlleges under active
review; they should be maintained only as Eong as they are necessary to unclerptn a
competmve and eﬁiment market

5.34 Banks — The Comrnrttee has given close attention to the questron of
whether banks might also need special access, at their own initiative; to a Reserve
Bank line of credit.

5.35 Sharp changes in demands on an individual bank’s liquidity can arise from:

© ageneral liquidity drain on the system, the result of a nei leakage etther to the
+ government or through a balance of payments outflow;: B :

@ an unexpected redistribution of bank deposits, more or less random factors can
affect the distribution of cheque payees and drawers ona partlcuiar day,

L --mrsmanagement of cash; and

%  The Committee, however, accepts that open market dealings of the Bank will be basically
confined to authorised dealers and some stockbrokers. it also accepts that in the normal course,
market channels would be the first recourse of those seeking to cash eligible paper.
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@oan’ umusttf‘led loss. of. publtc confidence in the solvency of a particular

mstltutlon : : . .
_Some of these factors can have a particular (dnd rapid) impact on md:vtdual bank
‘liquidity positions.

5, 36 . Nonetheless, the Committee is not persuaded that a formal central bank
liquidity. fac1i;ty, at the mltratlve of banks, is mecessary or appropriate to cope
with these problems: :

e Where the system as a whoEe has suffered a [1qu1d1ty drain, the Reserve Bank
has a responsibility to promptly restore a level of liquidity consistent with
'effectlve operation of the financial system; pending action by the Bank, the
__'clearmg institutions would like all other institutions, have access to ofﬁcral
liquidity either directly through the cashlng fac:111ty or 1ndrrectly by selling
securities to the authorised dealers. '

o “In‘ the event of ‘a temporary (random) redistribution’ of dep051ts between
=0 clearers arising from the day-to-day working of the payments system, or in the
-event of mismanagement of cash by ‘one institution, the market should
- normally be capablé of redistributing liguidity; it would be up to the individual
bank to obtain additional liquidity by selling assets (accepting any capital loss

: 'assocmted with the sale); or by borrowing at the gonng interest-rate,

o Iflan unjust:ﬁed loss of publrc confidence in the” solvency of a partrcular
" institution or group were to occur it need not creale a liquidity crisis, given the
_'__kmds of - safeguards proposed by the Commtttee for the handling of
: contrngency srtuatrons (see Section CJ. '

5 37 It mlght be: noted that the: forrn of prudentra[ regulat;on can have an
important. bearing on banks’ funds management policies and the need for short-
term safety valves of liquidity. The.need for access to a central bank credit facility is
greatest where the prudential hqurdtty requirement imposes a rigid minimum that
must be met at all times. Market arrangements are more likely to prove adequate
where the prudenttal arrangements have sufficient ﬂexlbtltty to permit adjustment
over a short interval of time. These issues are discussed in Chapter 19

5.38 Provrded there is’ an active market for short- dated government paper,
backed by cashing facilities and special lines of credit available to authorised
dealers, the financial system as a whole will have all the liquidity support it needs.
In this situation the Committee sees no need for a separate direct lme of access by
the barks to the Reserve Bank, as a matter of right. !0 ; SE . :

(e) Some Policy Implications

.(t) Competrtrve Neutra!uy

539 As already noted, Reserve Bank Itqurdlty support facﬂlttes can bear on: both
the institutional structure of the financial system and on the competitive balance
between d:fferent groups of mtermedrarres - . o :

5.40 Inthe past, the approach has been to recogmse drﬂ'erentlai rrghts of access to
Reserve Bank eredit but to impose obligations, which to a broad degree offset the
advantages, such as more prudent funds management standards and the bearing of
a more direct burden in the application of monetary policy. Although the

EO The rel.ned issue: oI‘ whether government warkrng bal:mces shou]d be kept wrth prrvate sector
banks is discussed in Chapter 6, . : .
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Committee understands the reasons behind such an approach, it recognises that
balance is difficult to strike and will be greatly affected by Changes in the regulatory
environment envisaged by the Committee.

5.41 Fundamentally therefore, the Committee has sought to frame its
recommendations so that all financial institutions would have access directly or
indirectly at their initiative to Reserve Bank llquld;ty support on broadly
comparable terms. :

5.42 The one Slgniﬁcant exceptlon to this principle with regard to market-
initiated practices is in respect of the accredited dealers in government securities
which are cast as market: makers, at least during the transitional stage The
rmphcatrons of this are discussed further in Chapter. 9. - B

5.43  Asalready notedT other institutions would have efective and ‘equal’ access
to central bank liquidity to the extent of their own holdings of assets eligible for
direct rediscount or repurchase through the accredited dealers. This equality of
treatment relates to market-initiated facilities. The involvement of the Reserve
Bank in the prov1510n of credrt in contrngeney situations. is discussed beiow

(i) Market for Govemmenr Debt .

5.44 It can be argued that the eﬂ"ect of makmg eertaln nom1nated short dated
bonds more automatically: eligible for sale at the discount window would be to
render.such government paper more ‘liquid’, in the sense that there would be less
uncertarnty than at present about its ammed:ate cashablhty '

5.45 The impact on liquidity wouid depend Jmportantiy, ot" course, on the prices
at which the facility was offered. The Committee envisages that use. of the facility
by sale of bonds would be generally. at a-penal rate, perhaps increasing with the
term.to maturity. In this way there would be discouragement of any tendency for
the market to llquefy short term government securities too readdy

5.46 Fears have been expressed that during per;ods of uncertarnty, vartatrons in
the Reserve Bank’s purchase price of government paper could have an unsettling
effect on markets. The Committee recognises this possibility but the:problem
arises even more acutely in the present situation where the Reserve Bank can (and
sometimes does) stand totally aside from the market during such periods of
uncertainty. On balance, the Commitiee believes that a willingness by the Bank to
bid at all times for short dated stock should enharice rather than disturb’ the
stability of the’ bond market and so reduce rather than mcrease yreld and prlce
ﬂuctuattons

547 The way in which the Bank commun:cates 1ts reluetance to buy in an
unsettled market is important. There is a risk 6f the facility being mtsused but only
il the authorities were not sufficiently flexible in their response.

(iii) Monetary Policy =
5.48 Within the context of a monetary policy emphasising open market
operations, the existence of a broader ‘cashing’ facility might confer the foliowrng
advantages:
e It would provide an automatic response to unintended liquidity p_ressures in
.. the sense that the Reserve Bank would be continuously prepared to buy a
- defined and sufficiently:broad range of ‘eligible” paper at a price: The initiative
-for use of the facility would lie with the market —a parnculariy 1mportant
“ characteristic i smoothing out unexpected fluctuations.” =
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o]t m;ght enable a'more aclive and aggressive pursuit of monetary restraint in

suithes knowledge that:any particular institutions or groups within the market

. which:were disproportionately affected would have a more readily accessible
safety valve

a -._The level of usage of the facrlrty can at times serve as a ‘warning ltght for a
_review of monetary pohcy

At the same time it must be clearly recogmsed that the proposal could be positively
disadvantageous to the effective pursuit of monetary policy objectives if there were
any reluctance to allow interest rates to change to required ‘market clearing’ levels.

5.49 - The ' Committee- believes - that its recommendations on other issues,
including measures to ease the seasonal instability problem (discussed in Chapter
6) and a flexible interest rate policy (recommended in Chapter 4) will contribute
to 4 more stable monetary env1ronment o

5 50 The Commtttee accepts, however, that monetary cond;ttons will continue
to :be: subject to sharp day-to-day ﬂuctuatlons with: their.incidence bearing on
individual institutions in a way which cannot be fully anticipated by the authorities.
In such circumstances the proposed access to cash from the Reserve Bank will
provide an adequate cushion for individual institutions and concurrently provide
the authorities with time to appropriately assess whether the developments have
more general implications for the impact- of overall policy.

5.51 At the same ttme it shouid be possrble to “avoid undue seepage of base
money into the system in restrictive monetary periods by raising the cost of access.
This would allow the institutions which -bore the initial impact of the policy to solve
their immediate. liquidity. problems, albeit at-a:price, and smooth out the reaction
of-the financial system to the change in.policy stance. -

5. 52 “If the discount rate were used as an mstrument in the way descnbed in the
previous paragraph, it could not be regarded as an independent instrument of
policy. It would:be a subsidiary instrument which the monetary authorities used to
make. their control of monetary aggregates more eﬂ"ectlve and, in particular less
destabrllsrng i s S DR :

5. 53 The proposed exlension of extstmg cashmg facrlmes would also assist
monetary policy by enhancing the’ attractiveness of shortér dated government
securities and strengthening their role in the hquldlty base of the financial system.
An lmproved secondary market woutd facilitate open market operations.
Moreover, non-bank financial intermediaries might be encouraged to hold an
increased proportlon of government securities for ltqurdrty management

(f) Conclusmns and Recommendatmns
5.54 The Committee: concludes:that: .

(i} The main liquidity needs of md:vrdual institutions should be met from the
market

(11) ‘For the system a5 a whole the provrston of an automatic quurdrty safety valve
- s essential. "

11 * Some countries have employed the discount rate as the instrument of policy by which they
‘influence short-term interest rates and/or international capital flows. In Chapter 4 the Committee

- has recommended that the authorities pursue monetary policies within a flexible interest rate

.. environment .and that any. intervention necessary for -monetary policy purposes should -be by
trading in the market rather than by bureaucratic specification. of yields on government securities,
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(111) “The:present. direct ‘cashing’ facility, ‘being restricted-to- Treasury notes, may
-not:be optimal: (espec:ally if itiis conﬁned to Treasury notes with less than 90
“days:to- maturity). . . o

(iv): Pricing of the facility by the Reserve Bank is critical., The Committee believes
-that-a penaltyis generally appropriate.: The degree: of penalty:shouldnot
~however be'such as to destroy. the ‘safety ‘valve® characteristic of the facility.

{v) “There appears to be no justification for allowing banks access to lines of credit

©+ at'the'Reserve Bank. On the other hand, it may be beneficial to'maintain, at

least-for a time, such factlmes for" authonsed dealers subject however to
ongoing: rewew to ensure thetr approprlateness .

5._55 The Commlttee recommends that

(a) A Treasury note redlscount faclllty should be oﬂ'ered by the Reserve Bank
_on all Treasury notes, with the rediscount i prices set so.as.not to conflict
wrth the Reserve Bank’s .open market operatmns ' o :

(b) A cashmg faclllty should be available for certain nom;nated government

securities with initial maturities perhaps up to two or three years. The

S Reserve Bnnk should be willing at all times ‘to purchase such nominated

" securities:'~ but only when they have, say, twelve: months or léss to

‘miaturity. The purchase prices should be determined by the Bank, ‘having

-~ regard for market conditions and the stance of monetary pollcy, and shouid
be free to vary in the course of the day.

(¢)* The banks should not have: dlrect nghts of access at the:r dlscretmn to
-+ Reserve ‘Bank credit..: =i

(d)  The' Resérve Bank ‘should’ continue to extend a line of credit to the
“ authorised dealers, at least ln the mltlal stages of deregulatlon (see
Chapter 9)

5. 56 The. recomrnendatlons do not represent a fundamental change in: present
arrangements.- Rather, they are seen as changes designed to-make the. facilities
more, reliable and more: neutral id: their::impact .on- competitive -balance: The
Committee is clear that the private sector should have the capacity to obtain funds
by means of reliable and well-understood processes. The processes suggested are
seen as bemg conSIStent w1th monetary poltcy and indeed could ass1st 1t '

5.57 Itis 1mportant that: mf‘ormatton be publlshed on. acqurslttons of Treasury
notes and. other cashable securities in terms of rediscounting arrangements. This
could be done in conjunction with the publication of secondary market transactions
in government securities including. Treasury notes. . ..

C CONTINGENCY FUNDING ARRANGEMENTS

(a) ‘The Issues

5.58 If monetary policy were soundly administered, clearly understood and
consistently - applied, -and.if. all- financial institutions: pursued- prudent -fund
management :policies, - individual commercial organisations ‘should be able to
manage’ their cash needs ‘effectively. However, such circumstances do not always
exist; ﬁnancrai conditions can vary markedly from day to day w1th unexpected and
dlﬁ'er:ng impacts on individual institutions. - e
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5.5%9 .Section B:discussed: the-scope and -range of liquidity support facilities that
should be available to.the market at its discretion, to smooth’ sharp ﬂuctuatlons
in liquidity. e :

5.60. The. Committee believes.there should be further arrangements to ensure
financial.stability: - namely:contingency: funding:for individual institutions, for
use:in.emergencies. - This.may-involve providing finance-to the system as a whoie12
but. more particularly the fundmg of some individual :nstatutaons to cover ‘force
majeure’ type.- emergenmes 13 Such. ‘force majeure’ lype arrangements are
designed. to prevent in particuiar a general loss of conﬁdence in the stability of
sound, viable financial institutions which might, for example, be trlggered off by
dlfﬁcultres or percewed dlﬁiculues of one or two mstrtutrons

5. 61 The Commzttee endorses the well estabhshed terxet of central bankmg
practice’ that, above’ all else: it is the function of ‘a central hank to ensure a
sufficient avallablllty of hqmd:ty to preclude a ﬁnancml crisis etemmmg from a
loss of confidence i in the eapaerty ef vxable ﬁnanclal anstntutmns to meet thelr
obilgatmns - 2 A T T e S

5.62. There is a deErcate baldnce between mamtammg a dlsmplmed pollcy stance
consistent with the general soundness. of the economy, and providing necessary
relief for otherwise sound. individual institutions experiencing liquidity difficulties.
The Reserve Bank, as the central bank,. has.the. responsrbll:ty of achlevmg an
appropnate balance between these two object:ves B

5.63.. Demands for: contingency fundmg, arising. from some emergency, may
generate strong pressures — particularly where the institution.under: pressure is
large and. many- investors or depositors are involved. What is often not.recognised,
however, is the | Very. real danger that relief for one. troubled institution could both
prejudrce ‘decisions in other instances and, by encouraging institutions to. adopt a
less disciplined approach to prudential management, perhaps increase the
likelihood: of others-needing similar: assistance; ‘An- important: objective for ‘the
authorities:is to:ensire that the system, including its individual parts, has every
incentive tobe se1f~protect1ve OfllS v1ab11|ty Thrs isa basw requ1rement ofstabrilty
in the long run. P : . RN

5.64 The general questlon of. l:qu:cllty support arrangements for deposrt takmg
institutions is explored in some detail in Chapter 19. The Committee is concerned,
at this point, merely:to lay down the general prmcnples it Sees as approprrate for the
temporary prowszon of Reserve: Bank credit id- emergency srtuations Specrﬁcaily,
the:Committee is:of - the view that: oo ond e o

© There should be no automatic access to the Reserve Bank for contingency
funding. : .

© The provision of such relref could typically be associated with rare and
unusual circumstances,

@ The Reserve Bank shoulrl be prepared to he assocnated wnth the provrsron oi‘
credit at its _d:scret_mn, directly or indirectly, to viable, well-managed

12::: IHustrations: include the Bank’s purchase of: substantiaf:volumes: ol bank-accepted commercia[
bills in1974 and:1976; and. the special line-of-credit loans to trading banks in 1974,
13 _.EdeprS mclude the support lor'a bank in 1979 and.the foans:made. to trading banks to support
. " loans to some bua!dmb societies under the iong-slandmg undertaking ‘of the Reserve. Bank 1o
- suppoft:the liquidity of banks standing behmd other wabie well—managed ﬁnancm] |nsutunons in
temporary liquidity difficulties. : :
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financial .intermediaries. experiencing; temporary Tiquidity difficulties. (In
the .case. of non- -viable rntermedrarles, the. appropriate solution is to
facilitate their exit from the industry in-a manner that does not cast doubt
on the viability of others.)

e Arrangements should be consistent with overall monetary policy, and with
the maintenance of high prudential standards.

© To the maximum extent possible, financial intermediaries should have
consistent access to central bank credit on comparable terms; that, of
course, does not mean identical arrangements for all groups.

@ The terms on which central bank credit is given should generally entail a
‘penalty (except perhaps where the circumstances giving .rise to the
emergency were clearly beyond the influence of the institution in difficulty).

5.65 The Committee is also of the view that any Reserve Bank contingency

fundmg should; wherever possnble be publicly disclosed but with a discretionary

lag, and be subJect toa fuil follow -up mvestlgatton to. reduce the hkeilhood of a

recurrence. :

5 66 In Chapter 19 the recommendatron is that the only mtermedmnes WhICh
would be eligible for direct access to Reserve Bank liquidity in'an emergency would
be the banks, approved national industry bodies such as the proposed. Building
Societies: Deposits Insurance Corporation, and accredited dealers in government
securities — all of which would be subject to Reserve Bank supervision on a
continuing  basis. Other institutions would have indirect access through their
banks, national industry bedy, or both as these would normally be m the best
posntron to assess.their viability.

5 67 The Commntee cannot ‘exclude the posmb:llty, however remote that the
foregomg arrangement will be found madequate on rare, occasrons — for example
thé extent of support requlred may exceed prudent limits on an individual bank’s
credit risk in respect of one borrower or group of borrowers Accordmgly, it is
conceivable that circumstances may  require the direct support of a $Sound
intermediary by the Reserve Bank (even where it does not have an estabi;shed
banker—customer relationship with the Reserve Bank).

5.68 The Committee expects that recourse to a contingency funding facility
would only occur if the other elements of policy bearing on financial stability —
prudentral funds management. standards monetary policy and automatic liquidity
support facilities. — prove unable to relocate existing liquid resources quickly to
those needing it. To avoid raising undue expectations in the:market, and to
encourage ‘sound liquidity planning, ‘the ‘authorities' should “make it clear that
recourse to centmgency fundmg facrlttres at the Reserve Bank wouEd be ‘quite
exeeptmnal S - : o
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“CHAPTER 6: SEASONAL
FLUCTUATIONS IN. LIQUEDITY

A BACKG ROUND

6. 1 Many ﬁnancral varaables are subject to rnarkecl seasonai ﬂuctuataon ! Table
61 prov1des an illustration, showing seasonal fluctuations in what is commonly
called primary: hqu;drty (i.e.. private, sector holdmgs of cash, deposits with the
Reserve Bank and government securities).2 Similar (but not identical) seasonal
variations are evident in a number of other monetary indicators,’ including
components: of : primary- liquidity. 3 .Commonly,. the -broader. the ‘monetary
aggregate; the. smaller the seasonality since forces actxng to produce such varaatton
tend, to a degree to be diffused.. . D AR .

6.2 Many of the 50- called seasonai 1nﬂuences vary both iﬂ magniiude and t:mmg
from year to year. 4This 1rreguiar1ty represents in many ways the most 1mportant
dimension of the seasonal ‘liquidity: problem e g uncerlamty of tammg poses
SpECial drfﬁcuines for ﬁnanc:lal management

6.3 There are some sources of seasonal fluctuat:on in ﬁnanc;al varlables Wthh
the authorities rnay not wish {0 eliminate. For example in the period before
Chnslmas there is normaliy an increase.in the demand for credlt associated with a
build-up of stocks, andin the demand for money balances for transact1on purposes
Authormes would not w;sh to smooth out variations in interest rates arising from
pressires of this sort,” as such smoothlng may only mten51fy the seasonal
fluctuations in economic acuvrty

I _Thdt is, ﬂuctuauons within, 1he course ol' 1 year whlch can. be regarded as devmlions from the
' average or trend level of the sefies for the year and which bl‘DddlY recur fromt year to year: They
hsally: are ussociated  with: system.mc luciors’ connected in 'some wdy wnh the calenddr e. g
:.; certainax collections;:crop seusons:and Christmas.:;
2. .- The.table: is_purely:illustrative.and - designed . to gwe an mdu:uimn of: the extem oI' seasond]
" fluctuations, 1t shaws the deviation of the qudrleriy cham,e in prlmar_v Elquaduy from lhe average

change for the yeaf as a whole, expressed as 0 perceéntage of its level at the end of the previous
financial year. There are more complex techniques for isolating the seasonal component’ ol an
economic series; the approach adopted here has the advantage of ussessing each year separately
over a period when the within year pattern of some key influences has changed substuntially; at
the same time; it has the disadvantage that the vuiues obtained: for'a particular year may be
dominated by erratic factors peculmr to that year. A more detailed illustration of the sources of
seasonality in primary liquidity is given in the paper entitled, "Seasonal Fluctuations in quu:dny
in AFS1 Commissioned Studies and Selected Papers, Part 1, AGPS, Canberra, 1981, In the main the
illustrations confine themseives to quarterly variations, Seasonality, in its broadest connotation,
can be important within quarters, within months and indeed within weeks

3 Sec AFS] commissioned studies op. cit.

4  Thus, the umount ol finznce needed to fund the wheat crop varies in mugmtude from one year to
the next; similarly, the precise timing of impacts on the financial system from company and
provisional] tax differs from year (o year.
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TABLE 6.1: SEASONAL VARIATION®™ IN PRIMARY LIQUIDITY i+

Ammeal %

PR increase in

Septenber - December March Jupe primary

quarter gliarter quarter guarter - - . - Iiguidity

1970-71 2 3 1 —6 ) 7
71-72 4 5 -1 -8 ... .13
72-73 5 7 - -2 —0- - 13
13-74 5 6 L= . =~10 . .
74-75 —4 4 7 =6 .U
15-76 3 4 5 ~13 T 15
C 1617 S22 o 71 15 C12
17-78 — 5 3 —B 3

. 78-79 3 | 5 -9 10
79-80 m— 4 4 —8 ]
“80-81W 1 5 3 -8 S

(a) Deviation of guasterly movements [rom the average quarterly movement over the year expressed as
percentage of the level of primary liquidity at the end of the previous finaneiat year: primiscy liquidity — claims
on the monetary authorities — is defined as private seetor holdings of cash, deposus with the Reserve Bunk and
government securities.

(p) Preliminary.

6.4 On the othér hand, as explained later, it is desirable for the authorities to seek
to remove seasonal-movements which are purely financial in origin and which
could have a more general impact on the economy. In particular, there are strong
reasons for eliminating, to the maximum extent possible, financial arrangements
of government which introduce seasonality to the private sector.

6.5 ‘A large element ‘of the seasonal fluctuations in fAnancial‘ variables is
associated with transactions by the Government and the Reserve Bank In broad
terms;; primary:liquidity changes in response to a number of factors: : -

® the domestic budget. outcome - -which in turn’ reﬂects the pattern of
-government cash outlays and faxation receipts;

e ‘the balance of prwate sector forergn exchange transacttons wrth the Reserve
Bank;

¢ Reserve Bank Rural Credits Department advances; and

. other factors afFectmg the net, consol_rdated balance of cash flows between the
authorities and the private sector — such as lender. of last resort. loans to
authortsed dealers, mnvement in dep051ts held w1th the Reserve Bank etc

6.6 Among these dlfFerent elements the. domestrc budgel outcome is the major
source of:the seasonal fluctuations in primary liquidity: The other factors have a
smaller -net- effect. Rural Credits. advances add to the basic pattern-imposed by
variations in the domestic budget outcome, but private: sector foreign: exchange
transactions and ‘other factors’ tend to.offset it to some extent..

6.7 The main source of the seasonal pattern in the domestic budget outcome is
the seasonal variation in tax collections. Company tax and, more importantly in
recent years, non-PAYE income tax are of partrcular note; there is aiso a-minor
seasonal variation. 1n government outlays : =

6.8 Tables 6.2 and ‘6.3 show some 1iiustrauve ﬁgures compartng the recent
situation with -that a-decade: earlier.
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TABLE 6.2: COMMONWEALTH: GOYERNMENT EXPENDITURES:
OVERALL SEASONAL]TY“” ..

196970 and 197071 197%-80 and 1980-81
September quarter.. o -9. . o —1
December quarter - o 3 2
March quarter - - -3
June quarter 12 3

TABLE6.3: COMMONWEALTH GOYERNMENT RECEIPTS: COMPONENT
CONTRIBUTIONS TO OYERALL SEASONALITY®

1969-70 and 1970~71 1979-80 and 198081
Sept. Dec. Mar. June Sept. Dec. Mar, - June
7/ qir yir yir o g yir Toger
Customs, Excise . .. - T
Sales tux and - -4 3 -3 5 -4 = 1 6
Other revenue, ' : N o '
Personal: - A PR E T . : _ e _
PAYE _ o 11 -3 5 o9 —B —2. 3 7
Other '
pevsonal ) -9 =5 20 —8 g -3 20
Company
tax —15 —16 4 28 -4 —4 -3 3!
'roi;n S L M '3_'-_-‘61' e e e A

__(_“:] Thcse tubles were compt]ed 'hy calculatmg for lntul revenue and cxpend:ture ﬂows (und for- major revenue
‘compenents) the quarterly deviztion {+ or —) rom an even quarterly flow, and expresslng that as u percentage

of the average qumerly flow ol‘rcvenue (or cxpendnure} for the two years

6. 9. The relattve contrlbutlons of different. eiements to the outcome have varied
-qurte considerably. Thus: . T

® Recently:there has been 10 pronounced seasonaf pattern in Commonwealth
... .Government expenditure flows; an earlier tendency for.a substantial seasonal
. pattern to exist has been removed. Since that pattern tended to.offset seasonal
. fluctuations in revenue the more even expenditure flow now leaves seasonal

" swings in government revenue flows largely undampened.

@ In respect of revenue collections there has.been a substantial reductton in the

extent of seasonal fluctuations, mainly because of the mtroductlon of quarterly

‘‘company ‘tax ‘collections;’ the '‘reduction “in-‘quarter to quarter seasonal
fluctuations in overaii revenue has been’ about one- “third. :

e’ Desptte administrative changes to smooth the net flow of personal PAYE

-:-...collections some seasonality. remains: the factors:contributing to: this include
-~ the -concentration: of - tax rebates:in : the: September “quarter,:‘growth  in

T employment over the year, and within year growth i in nomtnal wage and salary
"-income: payments.and related ‘tax: collections. : : :

@ The seasonal pattérn of other personal tax collections — i.e: provrsronal fax —
. remains pronounced.and now.accounts for about half the remaining seasonal
~fluctuation. . : L - S

@ .. The seasonal ﬂuctuatlon in other revenue — customs excise; saIes tax etc —
is largely unchanged. It is not insignificant-in size,  but:presumably . reflects
_seasonallty of such basic. varlabies as retail sales and :mports ete.

.6 10 It should also be noted that whtle the amphtude of:the seasonal ﬂuctuatton
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in both revenue and expenditure has been reduced, the net: injection: of such
fluctuations to the private sector from the Budget has in fact been greater during
the . second half of the .1970s than. in previous years; this. cr:tzcally reflects ‘an
increased relative importance of government activity. .

6.11 - Individual private sector institutions provide for seasonal liquidity pressures
by:holding marketable assets or claims on athers; such-as'unused bank limits, For
many individual institutions their needs are met by the market.- For the private
sector as a whole, however, there is.a need for access to cash from the authorities.
Such .access can be obtained (directly or indirectly) through: -

© . the holding of certain government securities and, in particular, the hoEdmg of
_dlscountable assels, such as. Treasury notes;

e institutions (such as the authorlsed dealers) wath accesstoa centrai bank crecht
_facrlrty, o

o drawrng on. overseas l1nes of credat and saie of such forergn funds to the
Reserve Bank.

B COSTS OF FLUCTUATIONS

6.12 Although the private sector ¢an partly rnsulate rtseif from the effects ‘of

seasonal fluctuations in financial variables, they. can nevertheless generate a

numberofcosts S o R

() They can induce. seasonal fluctuations. in economic . activity (e.g.
empioyment) — with social and economic costs for the commumty

(i) They can comphcate the forrnuldtlon and rmpEementanon of monetdry pohcy
by making it more difficult to mterpret monetary trends. An observed

-.increase .in:the money. supply -could; . . :

= .o reflect seasonal -(and therefore transnory) pressures; or.’:
° mdrcate a posszbly undesrred trend movement in the money supply

To formulate approprtate pohcres the authorrtres must. decide between these
possrblhtres i.e. they must decide. whether the increase needs. to be offset. This
problem is compounded by:

@ the variability of the amphtude of seasonal ﬂuctuanons in hqurdny frorn
' year to year; and

- possrble tendency for prwate rnstttut1ons to over- ex[end Iendlng durmg
Ehe perlod of easy liquidity. .

(i) They ‘may: stimulate short-term movements of foretgn capltal and the
: exchange rate. This variability may rnvolve costs in rtseif dnd often creates
reiated problems-for policy. makers. R ; o

(iv} They generate uncertainty for private funds management and as a result may

encourage financial institutions to hold larger precautionary reserves of liquid

. assets than they otherwise would. This is aggravated: by the fact that, as Table

6.1 reveals, the pattern:and magnitude of seasonal variation are not constant

from year to year and can be difficult to predict: Moreover, even if the broad

* seasonal pattern is accurately predicted, there will Sllll be uncertainty about
movements from month to month or week to week.
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Co S_OLUT-IONS'-
6:13 A number of possible ways-ofalleviating the seasonal liguidity problem {in
its various manifestations) have been suggested to the- Committee, including:
e . changing the Government’s financial arrangements in-cases where:they are a
- primary. cause of the fluctuations; the predominant factor hereis tax collection
arrangements; . ... B B N Gt faote e e
o the use of-effective open market operations® (including the issue‘of seasonal
_securities) to offsetthe effects of the government Budget on the private sectot’
e - the deposit of government working balances with privatefinancial institutions;
e achange in the arrangements for financing the marketing of rural produce to
- reduce the seasona! impacton liquidity; and P AR :
e the provision by the authorities of additional information to the privite sector
t6 aid it in managing its funds so as to'minimiise seasonal problems..

(a) Taxation Receipts

6.14 The Committee’s clear preference is for the first of these suggestions. 1t is
beiter to eliminate, as far as possible, inappropriate and unnecessary seasonal
fluctuations at their source than to take action to offset their effects. The
Committee urges the Government to examine. at an early- date its financial
arrangements and in particular its tax arrangements with a view to reducing
their seasonal impact on private sector liquidity. -

6.15 Within overall tax coltections: ' _ N
o each of the major components has a similar tendency to be ‘high’ during the
~final'moniths of the fiscal year and ‘low’ at other times; ~ o
e almost half the seasonal imbalance at present is accounted for by ‘provisional’®

- income tax collections (see Figure 6.1). =~~~ . = e

6.16 Particular attention therefore needs to be given-to the method of collecting
provisional tax payments: Those: liable for provisional tax-pay-‘no’ tax in the first
nine months of the year. Although they have to pay tax in advance -for the last
quarter of the financial year they are clearly better off than wage and salary earners
operating on the pay-as-you-earn basis. The present arrangements therefore raise
questions of ‘neutrality’ quite apart from their contribution to seasonal liquidity
problems. ' D '

6.17 - Proposals to bring forward the date at which provisional tax is payable can
cause cash-flow problems, at least temporarily, and are understandably resisted by
those -affécted.’ Proposals to postpone the collection of tax areé objectionable
because they make the tax system even, less. neutral’ and’ because of the
accompanying delay in: flow of revenue when .changeover: is- implemented. As
between: the two, the Committee has a-strong preference for making the tax

payable earlier, but with appropriate phasing-in arrangements. == -

571 Here the Committee is dis_linguishing (a5 it has done elsewhere)-between rediscount of Treasury
... notes etc: carried out 4t the initiativé.of holders and open market operations which are carried out

..t the discretion of the.authorities. ... " i e T e s
6 The term ‘provisional’ lux is used to denote the tax liability of individuals in respect of income
“"(other thun wages, salaries etc.) which is not taxed at the source on i pay-as-you-earn (PAYE)
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_FIGUREG.1: (_:_OMMONW-EAI..’I‘H GOVERNMENT TAXATION COLLECTIONS — 1980-81 (SM}

4000 4 Provisionai tax (individual pcrsoflal._tux puy'mcms dtht:_r than PAYE)
el Compiny tax
3500 . R pARY D
C ) :’ All other :
: 1000 s : .

2500 o
: =

2060- = =

1500 ) :

1000 ]

500

1 AL s . 0. . N D 1. E M A M ]

Source: Department of Finance’



6.18 The Committee recognises that there could be some practical difficulties
involved in moving to a system of instaiment payments for provisional taxpayers.
For example: .

© The size of instalments paid at the beginning of the year may have to be
estimated or related to past income.” Adjustments would be required as
information on current income become: available: This may cause some,, .
* particular difficulties where incomes fluctuate widely. ' -

® Where the bulk of a taxpayer’s income is received at a particular time of the
year - (e.g. wool cheques and wheat pool: paymients), the: introdiiction of
instalment payments may be deemed inequitable; the Committee” would
certainly not see it as appropriate for tax to be paid before the relevant income
was received. - o o !
6.19 While the Committee does not offer any bl eprint for a system of
‘instalment payments’ for provisional taxpayers, it is of the opinion that a system
could be devised which entailed less 'seasonal variability without undue
adrninistrative cost. The Committee sees this area-as worthy of further study by
government. An instalment scheme would lead to benefits both in terms of.
efficiency of financial markets and the effective and smooth operation of economic
policy generally. ol E

6.20° The Committee also suggests that it would be beneficial for tax collections
generally to be similarly reviewed with a view to effecting such reductions in
seasonal fluctuations as are reasonably practicable, e.g. it might be desirable to
review the degree to which various tax assessments fall due for payment on the
same day. .

(b) Open Market Operations — Seasonal Securities

6.21 To offset to some extent seasonal liquidity pressures in financial markets, -
the authorities already use open market operations which in this context includes
varying the size and maturity pattern of the Treasury note tender.? In broad terms,-
the aim of the authorities should be to induce the private sector both to fully fund

the budget deficit as'it is incurred and-to ensure that it has funds readily available:
when: tax commitments fall due. ' : '

6.22: In Chapter 11, the Committee examines a number of possible innovations:
in the range of securities offered by the public sector, some of which may reduce
the cost to the private sector of managing funds to meet seasonal needs. The.
Committee’s general view is that the Government should seriously consider the:
‘introduction of any financial instrument likely to be helpful tothe private sector in-
smoothing seasonal fluctuations. For example, it may be possible and desirable to
‘permit specific issues of government securities to be used in payment of taxes.
Similarly, the range of maturities available in Treasury notes could perhaps be
“tailored more closely to the maturity of unpaid tax liabilities. Chapters 5 and 11
‘also Suggest that some issues of government paper be nominated as being eligible.
‘for discount at the Reserve Bank when within twelve months to maturity.

7 This is the case now. Any requirement to pay earlier (by instalment) might impose the need 1o
base the calculation on still yet an earlier year. ) _ . : . :

8  There is some evidence that changes in the SRD ratio have also had the effect of smoothing’
seasonal fluctuations. The ratio has been reduced over the 1970s, but many ol the reductions
contributing to this outcome have taken place in the June quarter. Increases in the ratio have
been concentrated in the March guarter when private sector liquidity has tended to be at its high
point for the year.
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6.23 . Provided..it. is not subject to. artificial :interest rate constraints, and it is
resolutely pursued,:the open. market approach can prove a very useful mstrument
of contra-seasonal .policy. Ry e . ;

6.24  'However, it is not a complete solution o the problem of seasonal quurdrty
fluctuations; in particular it should be noted that:

@ it is difficuit for the authorities to judge the optimum magmtude and tlmmg of
policy actions;

® to be fully effective this procedure still requires individual enterp'rises'to be

- aware of their tax ¢commitments and to provide adequately for them; open
“market operations, cashing facilities etc. would not replace the need for
adequate antlctpatton of cash needs; -~

o ‘while open market operations can be used to offset the effects of the budget
cash deficit on the monetary base, such devices have no effect on the overall
“volume of primary:liguidity: = only on its’composition; it does not-eliminate
any costs to the private'sector ol" havrng to hold d larger amount of quu1d assets
than it otherwrse would o :

@ _by usmg the same 1nstrument (open market operat1ons) to Stmultaneously
" pursue both seasonal and longer term monetary Ob_]f:CI;lVBS the authorities run
* the risk of reducing the effectiveness of the instrument in achieving any one of
" ‘them; in partlcular there is a possrbrlrty that ytelds reﬂectmg short-term

financing pressures will be mlsread by the prrvate sector asa change in the
basic stance of monetary policy.

6.25 Itshould be stressed ther_efore, that while open market operations and sales
of seasonal securities or tax certificates can be used to offset the effects of the
budget cash deficit, -they represent. less fundamental .solutions to the seasonal
liquidity . problem than the earlier suggestron to . look at ways of: reducmg
fluctuations in tax. recetpts . ; R

6. 26 If additronal govemment 1nterventton is needed it could perhaps be done
by ra1srng and lowering bank reserve requrrements in'line with the liquidity build-
up and rundown, although this would not normaliy be desrrabie (A l"urther
'approach is dtscussed 1n ‘the next sectron )} -

6.27 To the extent that the seasonaitty problem is conﬁned to the issue of day-
to-day funds management difficulties arising from the uncertainty of the precise
timing of transfers of cash to government, then these difficulties could.be resolved
_etther by:

@ the private sector holdmg ctaims wh;ch at 1ts dlscreiton are cashable w1th the
Reserve Bank; or .. . . .

® the Government belng prepared to make very short term loans to the: prtvate
sector’in anticipation. of fixed-term. securities maturing; last. resort loans: to
dealers fuiﬁl thts functxon at least in part

6.28 . These two issues are largely aspects of-a more general concern about the
range of government securities and liquidity support facrlmes whrch are dtscussed
in: Chapters 11 and 5 respectlvely : SRR e

{c) Government Workmg Balances |

6.29 A proposal that thé Government hold working balances with private sector
banks was put forward by the ‘Australian Bankers’ Assocza_tio_n S_uc_h an approach
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could be used:to-smooth out the:impact of budget surpluses and deficits-which; as
has already been-noted, arethe major sources of seasonal:liquidity: fluctuations. In
particular, the holding of government balances with banks: would: moderate and
spread over time some of the large day-to-day funds ﬂows that can arise from the
payment of company and prov1510nal tax,

6.30.:. The Committee is aware. that variants of this approach are used in Canada
and New Zealand: :

@ -In:Canada,.the Government’s. receipts and. expendltures ﬂow through its

e ac_cou_nt at, the- Bank of Canada. That Bank at its discretion makes transfers to

: special-accounts with commercial banks so as.to-moderate the effect these

transactions would otherwise have. had .on.the banks’:liquidity. reserves.

.. Transfers are also made to moderate the effect of other 1nﬂuences on banks’
. reserves.

e . In New Zealand under the Compensatory Deposrt Scheme the Reserve Bank

- of New. Zealand redeposits daily with the trading banks approximately 75% of

the net flow of funds from the private sector to the Government during tax

.. flow periods (i.e. September and March) The funds are allocated between the

banks on the basis of their annual average shares of deposits. When the tax

inflow is over, the banks repay the deposits in equal daily instalments over the

o succeedlng two months, with the final repayment also mcludmg the interest

. payable on the deposits. In September 1980, thé rate of interest payable was
'based on the yreid oﬁ"ered on 91-day Treasury bills. "

631 Whtle proposals of this general character have many attractrons
1mplementatlon may pose a number of drfﬁcultres

6.32 - Firstly although as: mentioned in paragraph 6 12 (n) measures whrch
smooth liquidity fluctuations will tend to assist monetary policy, the ABA proposal
could raise some difficulties for monetary policy with special implications during
the period of mtroduct;on A commitment to temporanly redeposit each year all or
part of government tax collections with banks would eﬁ‘ecttvely 1nvolve an
addttton to the hquldlty of banks and the prrvate sector. The transrttona! monetary
problem could be overcome by phasing in the new arrangements overa pertod To
the extent that the arrangement results in a longer term addition to primary
liquidity, it would :contain an expansronary element: — unless: offset. by other
monetary policies, It:is not clear that the mix of pohctes employed would 1mpact
neutrally on-the financial: system: . .

6.33 Secondly, if the balances were managed according to some pre- arranged
rulg; ‘the Government would have to forgo the right to'vary the level of its cash
baIances with the private sector; this may be unacceptabie However, if' it used its
discretiony to vary these balances; such action could: st times-impinge on the
authonty of the Reserve Bank in the tmplementatron of: rnonetary poltcy

6.34 Thtrdly, it would be necessary to decide which private inistitutions were
cligible'to-hold  governmentbalances. One:approach: might be:to place them in
interest-bearing-demand’ deposit-accounts: with .the trading banks, but questions
would arise as to the equity of treatment with savings banks, near banks and other
financial corporations; in particular, some of these institutions could see
themseives as ‘losmg funds when their customers pay taxes

6.35: Thus, the competitive neutrality of. the systern could be. affected Effects of
.thls kmd couEd be mzmm:sed (aIthough not entrreiy ehmrnated) ifa rnarket rate of
interest were paid on the deposits.
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6.36. -Fourthly, it . would be necesssary to decide. -how to allocate: the funds
between. eligible individual financial institutions. Twao possibilities are: :

o ' The deposits could be allocated by terder: but the tender procedure would
need carelul consideration so as not to hinder thé necessary flexibility of the
arrangement.

@ The [unds could be allocated according, to the existing market shares of the

institutions involved. A weakness of this approach is that it would remove any

_ incentive for the institutions to compete directly for the government funds. On

*“the other hand, it’is possible to argue that such an allocation would in fact

* provide the institutions with an additional incentive to expand their overall
' market share in order to obtaln an rncreased share of governrnent deposrts

6. 37 Thls dtscussron suggests that the argument is not.overwhelmingly against
the proposal. While' some practicable problems: would need to be resolved. . a
workable scheme could be devised if specific direct intervention is judged to be
needed. While it is not.the Committee’s preferred:solution, it:may well merit
further attention if the problem of seasonality cannot be resolved at its source and
if what seasonahty I8 1eft cannot be handled eﬂ'ectlvely by open market operations
and the more vigorous tssue and repurchase of short term government paper '

(d) Rural Marketing Flnance

6.38 Typically, the major.part ofRural Credtts advances has been used to ﬁnance
the wheat crop. As a consequence, the flow of liquidity from the Reserve Bank at
the summer harvest time has frequently added to the seasona] expansion . of
hqurdlty arlsrng from other factors :

6.39 In Chapters 2: and 39 the Commrttee recommends the wrthdrawal of the
Rural Credits: Department. facility.. This- would -entail: greater . recourse: by the
Australian Wheat Board and other rural.produce marketing:bodies to .commercial
funding. The Committee notes that the arrangements for financing the wheat crop
have been changed in recent years to lessen but so far not to eliminate the injection
of liquidity from the Reserve Bank. Fully funding the wheat crop from commercial
markets would not eliminate all asscciated seasonality aspects from financial
markets. leen present wheat markettng arrangements characterised by large first
advance payments commercial fundtng wouid grve rrse to some seasonal Upward
pressure on tnterest rates o

6.40 . While aware of the Government 8 desrre 10 faczhtate the markettng of rural
produce (and: wheat in . particular), the . Committee draws attention ‘to:the
concentrated demand for finance, whether funded by the Reserve Bank cr not,
that arises, It may be that ways of achieving the Government’s objectives in this
area, that do not have the adverse effects for financial markets, could be set up.
The Committee believes it is worth investigation by the authorities.

{e) Provision of Information

6.41 The role of the Reserve Bank in the dissemination of information on
financial conditions is discussed in more detail in Chapter 2. Consistent with the
recommendations there, the Committee endorses a general approach which would
see the Bank actively informing markets to facilitate intelligent anticipation of
seasonal liquidity requirements.

6.42 Nevertheless, there are limitations to this approach. The seasonal variation
in liquidity is only one element of a complex range of influences on day-to-day
demands for liquidity. For the most part, the monetary authorities are subject to
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many - of the same uncertainties of prediction as: the rest. of - the financial
community:-More generally; the-involvement: of the monetary-authorities in
detailed.. forecastlng of- financial . conditions . could be prejudtmal to. their
1ndependence in changlng policy. . : . _

D. CONCLUSIONS“AN‘D‘_ RECOMMENDATIONS'

6. 43 The Commtttee accepts that marked seasonal swmgs in the thundlty base
which are unrelated to productlon patterns in- the economy are an undesirable
feature of the Australian financial system and that the present sharp contraction of
liquidity towards the end of the financial year places partlcular strains on private
sector: portfolio.: management. 1t .is clear. that a major part -of the :seasonal
fluctuations stems from present arrangements for the collection of ‘provisional’

tax.- Significant modifications. of these arrangements so'as- to- reduce seasonal
fluctuations would, in the view of the Committee, be.feasible. SR

644 The Commtttee therefore recommends that in order to smooth the
unnecessary seasonal rmpact of government sector transactlons '

(a) The Government should review as soon as possxble.

@ the arrnngements for eollectmg provisional ‘tax, with ‘a view’ to early
: introduction-of a system of instalment:payments; and :

e arrangements for the collectlon of other taxes.

(b) To the extent that a seasonal 1mbalance contmues, the monetary
authorities: (consistent with not weakening their capacity to implement
monetary:: policy) : should : seek totake offsetting -action through open

.+ market operations and if necessary a broadening of the range of ‘seasonal’

- 'securities:available; the objective would be to tailor maturities of Treasury

- ‘notes and other government securities held:by the private sector to closely

- matech dates:on which taxes are payable Enhanced dlscountmg faetltttes
_could also play a part L : TR : : :

6. 45 If the. Committee 5 recommendatrons cannot be put 1nto eﬁ'ect or. the
manner of their tmpiementatlon fails to” substantially handle large, short-term
liquidity Auctuations emanating from the Government’s Budget, consrderatron
should be given to introducing a variant of the Australian Bankers' Association
proposal relating: to-government ‘working balances. Again a prime consideration
would: be that the arrangements do not reduce the capactty of: monetary poltcy

6.46 ‘The. Commtttee has eIsewhere (Chapters 2 and 39) recommended the
withdrawal. of the Rural Credits Department facility. ThlS would contrlbute to a
reduction i the seasonal swmg in llqurdzty ' :
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EXTERNAL ECONOMIC POLICY

Ch.7  Exchange Rate Policy
Ch.8  Exchange Control Policy
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~ CHAPTER 7: EXCHANGE RATE
. POLICY

A.. INTRODUCTION: ‘.

7.1 .. Exchange rate policy! raises important issues for the Inquiry because:
o the financial sector is very sensitive to external developments; and _
@ external policies have a direct bearing on the effectiveness of monetary policy.

7.2 The way in which the exchange rate ~ the price of foreign exchange -
should be determined has been the subject of a long debate in academic and policy
circles. The Committee has not attempted a comprehensive review of the technical
literature on exchange rate policy in this chapter. Various studies and: papers
prepared for the Inquiry cover the issues and arguments in great detail; they are
available in Part 2 of the Inquiry’s Cormmissioned Studies and Selected Papers.

7.3 An assessment of the present exchange rate system:is complicated not only
by the lack of firm theoretical guidelines:but also by the rapidly changing and
unusually turbulent international economic environment over recent times, which
makes it difficult to-draw-firm conclusions from the experience of other countries.
Factors contributing to this inciude:-. - . = . BN

e large increases in the real price of oil; leading to major structural changes in the
balance of ‘payments and sizeable financial transfers between countries;

e differential rates of inflation, generating continuing and sometimes substantial
.- pressures. for domestic and external adjustments; - : -
@  development: of offshore currency markets, facilitating international
movements of short-term capital; :
® important policy changes in foreign exchange and related areas (especially
" monetary policy} and market reactions to these changes:

7.4 Because it does not have a central position in the international capital market,
Australia-has not felt the full impact of these developments. However, it has not
been immune from exchange rate instability at times. Large discrete adjustments
to the exchange rate occurred in 1972, 1974 and 1976, each being preceded in
varying degrees by flows of capital in anticipation of the change. Since 1976 the
more [iexible exchange rate system has created a mechanism by which more
gradual (but cumulatively significant) adjustments have been made, both in
nominal and effective terms.2

1 A Tull description of present foreign exchange arrangements in Australia is to be found in
Chapters B and 14 of the Interim Report.

2 The post-war changes in Australia’s exchange rate arrangements are outlined in Table 8.1 of the
Interim Report.
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5 - In this chapter; the Committee.first discusses the institutional arrangements
for intervention presently in force in the Australian foreign exchange market. It
then examines the levels of government intervention that might be appropriate in
spot-and forward markets and argues the case against sustained, large-scale, one-
sided intervention. Finally, it addresses ﬂseifto the issue of who should be ellg!ble
to dedl in fore:gn exchange '

B. PRESENT INSTITUTIONAL STRUCTURE

7.6 ~ Under the present institutional arrangements

e The ievel ‘of the exchange rate is monitored by a group. of t"our senior

. government advisers within the reponsibility of the Treasurer. . The 3A
exchange rate is continually reviewed and may be moved from day to day - in
this sense it is not a ‘fixed’ exchange rate system. Although the rate could be
maintained: unchanged over an extended period should the authorities so
decide, the stated intention of the authorities is that movements in the level of
the exchange rate take place by means of frequent small shifts. -

© Subject to this review by the group of four, the Reserve Bank each morning
sets both the spot and forward rates at which it will deal with Australian trading
‘banks for US dollars, as well as outer limits at or within which banks must set
rates for their spot transactions with the public in US dollars,?

© Currently the rates announced are set for a day. The Reserve Bank operates as
" a residual supplier/purchaser in US$ and accepts whatever daaiy volume of
_ busmess may result (at the rates chosen).

7.7 As well, dealings in fore:gn exchange are essentidlly restnctecl to authonsed
banks. — an aspect discussed in Section E of this chapter. A further important
characteristic of the present institutional structure — the presence of exchange
controls - 15 consrdered in cleta11 in Chapter 8.

7.8 The charactenst:cs of the present institutional structure menttoned above are
not of crucial Sigmﬁcance for exchange rate policy. Oversight by the senior officials
is " essentially an administrative ‘arrangement and {with new intervention
gurdelmes) could be used under an entirely different exchange rate regime. For
example, it could equally set guidelines about -the level of central bank
intervention in foreign exchange markets. The fixing of the rate for a full day also
seems to be’a convenient administrative device; it has partlcular operational
1n1phcat|ons but it does not preclude substant:al variations in the exchange rate on
a month-to-month basis. Again, the use of the trade-weighted basket is simply an
averaging process - (i.e. its purpose is' to average out movements in foreign

3 With regard 1o forward transactions, the Reserve Bank informs the banks each morning of the

“'rates (buy and sell for periods r.mgmg to'six months ahead) at which it is prepared to deal with
them in the course of the day in US dolars. The Reserve Bank also siands ready to guote rates
beyond six months ‘on application’.
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currencies): it does not:imply anything about the particular balance of payments
objective being pursued by the Government.*:- ' s

7.9 Nonetheless, the Committee is not inclined to favour continuation of the
present method. of intervention, which may be called a ‘flexible peg’ system. It
believes that any desired level of intervention may equally well be achieved
through what might be called a system of *managed floating’.> Under such a system
the rate would be determined in the market and could change continuously; the
authorities would not peg the rate but could (if they wished) intervene actively,
through open market purchases and sales of foreign exchange, to influence it.

7.10 Although the present flexible peg approach could be adapted to give the
authorities more flexibility in altering their market stance during the course of each
day, the Committee is of the view that the degree. of fexibility available to the
authorities would be greater under a system of managed fleating.® Moreover,
under such a system, exchange rates might be less susceptible. to non-market
presures and the capacity of the authorities to assess underlying market sentiment
might be enhanced, More generally, the Committee favours a much smaller level
of official intervention in the future, and an ‘open market’ system would appear to
be more consistent with such'a scenario. " S

7.11 .. The official view is that to-maintain any given non-market exchange rate the
authorities would need to hold a larger-quantity of international reserves under a
system of managed floating: than under-the: present: flexible peg system. The
Committee does not accept this as.a general proposition. It notes that under a
system of:open market intervention, the authorities would: be . less. ‘exposed’
during the day,’ they. would generally have more manoeuvrability, and the market

4 There appears to_be 1 misconception that the present system has some implicit trade. balance
larget because it uses trade shares us weights. As the Treasurer's Press Release announcing the
udoption of the basket arrangement (25 September 1974) made cleur, the purpose was simply 1o
‘average’ movements in foreign currencies. L o _ .

5 A5 explained in the Appendix, a study by the Committee’s consultants suggests that over the

"7 period: 1976-79 the same-exchange rate outcome could have' been achieved ‘through ‘open

- mizrket’ intervention. {E. Sicper-and G. Fane, ‘Exchange Control and Exchange. Rate Policy’,
AFSI, Cominissioned Studies and Selected Papers, Pact 2, AGPS, Canberra, 1981.) .

6  With respect to this point, the following observations by Professor W. M. Corden are recorded:
. -With. the .present system.the policy makers:fix.a.price {the:exchange rate).and any sudden
;+-shocks are absorbed by quantity changes (in foreign exchange), Policy initiatives are required

. to change the price. By contrist, with managed floating, the policy makers fix the quantity and
any suddén shocks are absorbed by price chunges. Thus: ‘deing nothing’ with the present
' system ‘means-keeping ' the exchange rate fixed while ‘with minaged floating it means not
intervening; and so’keeping the reserves fixed. . i.0 s oo e
.- i .In the:present system...the tendency will be for the exchunge rate to fag-behind market
.. forces i .+ By contrast, with managed fioating, market, forces, will have an. opportunity 1o
" express, themselves. Of course the duthorities could still intervene sufficienitly 1o yield the
" sume result as in the flexible peg’case. But'with managed floating intervention requires
+ ;v ipitiative, ind political ‘approval is not:needed to-allow: the rale forrise. ;i o :
- In recent:years there.have not been strong sudden pressures in. the:foreign exchange
market. It has hardly mattered whether a flexible peg or a managed float was being operated.
Burt if capital inflow builds up rapidly, perhaps encouraged by expectations of appreciation, the
distinction between the iwo systems might turn out to be crucial.
{Source: ANU Centre for Economic Policy Research Discussion Paper No. 23, March. 1981 —
. ..Exchange Rate Policy and the Resources Boom,, W. M. Corden.)..

7. . Under the present ‘flexible peg’ system, with the Reserve _Ba_nk_'ho'ldi:ng'_the.l_:lSSl_‘SA exchange
. rate at the set.rate for the day, opportunities cun be created for the, market, to ‘deal’ against the
Reserve Bank in the US dollar, when exchange rates move during the day. .
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would be less able to predict how the particular exchange rate ‘being promoted by
the authorities was likely to move the next day.?

7.12 Thus, other things being equal, if there are any eﬁects in thrs regard froma
changeover to a managed float, it would be more likely to economise on reserves
than the reverse.? Broadly, however the Committee does not believe that the
required level of reserve holdings would be very different under the two methods
of exchange rate intervention. In both cases, a substantial: level of reserves would
be needed. to-sustain an exchange rate that was out of line with market
expectations. The issue. of required reserves appears.to be more relevant to the
appropriate level of intervention (which is discussed later in this chapter) than to
the approprlate method of 1ntervent10n 10

1. 13 The. Commtttee recammends that,. at..an. . early date, the present
institutional arrangements for fixing the exchange rate should be terminated.
The exchange rate. should thereafter be determined in. the market and. the
authorities should deal in the market if they wish to promote a particular rate.

7.14  The Commmee believes that, while a system of managed ﬂoat:ng could
coexist with present exchange controls, the fore:gn ‘exchange market would have
greater depth and range and hence would be more efficient if these controls were
liberalised. As will be seen later in Chapter 8, the Committee envisages: that-the
establishment of a freer.foreign exchange market will be associated with such a
liberalisation. . :

B A vrsmng US economrsl Professor Wlllldl‘l’l Pnele warned of ]dlent pmblems wuh Austrdlm 5
exchange ' raie system. He argued that ‘the mext’ ‘exchange rate dd]uslmem is somewhat
predictable’ ‘and that this *‘offered opportunities’ for speculative pruﬁls 4 Auslra!ran Monemry
Policy: An Outsider’s View', ANZAAS paper, May 1981.}

9  For purposes of the dnscussron here the Commiitee is ol course dSSL‘Iml]'lg Lh.n the exchange
control framework, as well as the level of official intervention, is the same under both systems. In

- fact, it is recummendmg later’ a reduced level of intervention and a phasing out:of exchange
" controls; but, in its opinion, these recommendations can be implemented under either. & sysiem
of managed ﬂoatmg or a flexible peg system, although there would be greater tension in the.latter
case..It.is true-that there will be particutar circumstances where the extent of intervention under
managed ﬂoatmg may need 10 be gredter than under the present flembie peg Equa!ly, there will
be many other situations where the reverse is true.
0t has been afgued that, in view of all thie uncertainties surrounding exchange rate’ predrcuons the
-+ present ‘flexible peg’ systemhas the advantage that it'enables the authaotities to perform-a price
- leadership role and thereby provide a firm base on which marketsican formulate their judgments.

The Committee recognises that where foreign exchange markets lack sufficient range and. depth,
there might be a uselul *leadership’ role for the authorities provided they are genuinely gu:dmg

:-and: not cutting across market sentiment. Such leadership might well-be needed,: lor example, .in
the garly stages of development of an: Australian foreign exchange; market, However, it should

. not.preclude an early move to a.system. of managed floating,. Indeed: by operating through the
_market the authorities would have the additional benefit of ‘feed back’ Trom the market to
“determine both what lead they should give and how it shoild be ‘altered during the course of the

* day’s trading. The fuct that the authorities will give their’léad  through' their mafket Gpérations
rather than by fixing a rate each day should not of itsell require a greater 1eve! of intervention flor
any gwen degree of currency stability. ‘

~ In-a fully developed foreigh exchange market, the. Commitiee. wou[d expect: lhe initiative and
-judgment of the:market to mcreasrngiy assert itsell and prowde an |ndependen1 base I'or exchange
rate .gxpectations.. : R s . .
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C. PRINCIPLES OF EXCHANGE RATE MANAGEMENT

(a) Levels of Intervention

715 A centraE questlon on exchange rate management is the. de51rable level of
oﬁimal intervention in the foreign exchange market — i.e. to.what degree and for
how long the rate. should be held away from its free market value.

7.16 - The Commlttee does not view an absolutely free float as a reahstlc option.
As it understands the -situation, there are no totally unconstrained- foreign
exchange markets in the world.! The crucial question is not whether there should
be 1nterven£10n but the desirable extent and duratlon of such :nterventlon

7.17 There is broad agreement that in the present world env1ronment ofgreater
flexibility in:foreign exchange -markets; it would be most undesirable to return'to
thepre-September:-1974 =fixed exchange tate - (par -value) ‘system;, where the
authorities Airmly commit themselves over:an extended period toa particular rate.
Australia’s experience in':the -final - few years under-that system was marred ‘by
speculative crises and dislocating jumps in the exchange rate. In the longer term,
the exchange rate must be expected to adjust to reﬂect underlymg BCOﬂOl‘niC
forces :

7:18 In the: Commlttee 5. view, the reai;stlc opuons avalfable are threefold
categorised in terms of the levels of intervention they envisage:

e A relatively free float, where only very short-term erratic market fluctuations
are ironed out by the authorities. This is referred to as technical smoothing.
Since it does not involve attempting to hold exchange rate substantially away
from the underlying market rate, it should have no significant net impact on
official reserves over any reasonable short period (say a few weeks).

® A lightly managed float where, in addition to technical smoothing, the

. '_authorr‘ues engage..in hmlted intervention for short periods to deal with

' ._exceptronai disturbances in foreign exchange markets; otherwme the exchange
rate is left to be determined by the market.. : s :

® What might be termed exchange rate targeting, where there is substantral
.prolonged, one-sided intervention, i.e. the exchange rate is held, substantlaliy
away from:the underlying rate for extended periods of time. 1t should be noted
~ that ~exchange' rate ' targeting ‘does not“imply fixed exchange - rates: ‘it is
‘consistent ‘with a" moderate degree of flexibility. Nor should exchange rate
targeting be interpreted to miean sustained one-sided intervention for a period
. of . years; such intervention would. be..beyond .the . capacity of most
.. povernments, What is implied is one-sided intervention for a period extending
~heyond: a-few: months.: There is- general: agreement that -the exchange rate

- cannot be used asan 1ndependent pollcy :nstrument in the long run.

7 19 Bas:cally, techmcal smoothmg is concerned wrth 1mprov1ng the operat;onal
efficiency of the  foreign-exchange market by ‘ironing out random short-run
fluctuations around the trend; whereas largetrng seeks to use the exchange rateasa
continuing instrument or _even objective of .economic pol:cy ‘The difference
between the various approa_ches will be: reflect_ed in the extent to_whlch_the actual

11 :Itisreportedi however, that the Federal Reserve and the US Treasury did not-intervene for their
own accounts in the foreign exchange markets in the May—July quarier; the first time since the
carly 1970s that no such intervention occurred (Australian Financial Review, 8 September 1981).
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exchange rate diverges from the underlying market rate and the length of time for
which this divergence is maintained. :

7.20 ‘'In practice, however it is not always gasy to distinguish clearly between
srnoothmg, light management of the exchange rate and targeting, _srnce the options
tend to shade into each other. For example, the choice of time period beyond
which one turns into Lhe other must mvolve some comp[etely arbitrary
assumptions.” : . :

7. 21 It is wrdely agreed that techmcal smoothlng, on a day to day basrs rnakes a
necessary and desirable. contrrbunon to. the efficient operation of a foreign
exchange market The Commattee supports [h;s view, . .

7.22°'The: Committee also recognises that inteérvention over relatively short
periods but gaing beyond technical smoothing may be defensible i in certaln SpeCIdI
circumstances, e.g. where:

e the foreign exchange market has insufficient depth and speculators are unable
orunwilling to take a ‘long’ enough view of prospective developments;!? or.:

@ the authorities, because of superior information, are confident that market
" behaviour ‘is based on a: mrsunderstandlng of the under[ylng econom:c
- fundamentals.

7.23 The problem of market depth (i e. structurai deficiencies in the, foreign

exchange market) largely reflects past regulations-and is essentially transxtronak in

character.

7.24 Nor does the Commitiee’ see the authorities often . ‘having superior
1nforrnat10n By way of 1llustratz0n a few partlcuiar srtuauons can be considered:

-] Havrng regard to possrble secondary effects of exchange rate changes.on wages
and prices and the potential disruption to industry, the authorities- may feel
justified in intervening if they are absolutely convinced that the market is not
having sufficient regard for certain economic developments under way or the
expected effects of economic ‘policy changes. However, the Committee
believes that'if the authont:es keep the market as fully mformed as possible
about economrc trends and the aims ‘of economic policy, speculation will
generally have a stabrhslng effect on the market. In any case, the authorities
will not often be in a position to distinguish between stabilising and
destabilising speculation. This point is further dascussed later.

®  Because there are often: srgnlﬁcant lags in the adjustment of the balance of
" trade to changes in the exchange rate, it is possible that freeiy floating rates
may initially move too far or too fast. Any such over-reaction in the exchange
rate - might - subsequently - have. to- be reversed. Such ﬂuctuatlons in the

12 In this regard Paula Tosini noted that, ‘the case lor oﬂ‘lcml intervention requires more than the
existence. of changing flows of interest-sensitive capital or lumpy transactions by exporters,
importers or corporate treasurers hedging their foreign exchange exposure. It is necessary to
posit, in addition, 1 degree of market imperfection or obstruction. Under such circumstances,
other private participants in the market — speculators — ure limited in the degree to which they
can or will take the opposite side of the market and thereby reduce exchange rate fluctuations’.
She went on to say that, *if commercial banks are required to balance their positions, for example
daily and by currency and maturity, as is. sometimes the case,.the banking sector will be
constrained in providing elasticity (o ihe exchange market. In such cases, thin market and large
exchange rate flucuations are likely . . . (Paula A. Tosini, Leaning Against the Wind: A Standard for
Managed Floating, Essays:in inlernuuonal Finance, No.. 126, December 1977 Depﬂrlmem of
Economics, Princeton University.} :
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~exchange rate, if allowed to’' flow through, could have disruptive effects on
domestic prices incomes and investments. Again, however, it is the
Committee’s. view that for this situation to Justtfy official intervention, one
" 'must; presume . that officials are able to perceive these adjustment lags more
_"cleariy or sooner than private sector participants in the market, and that it is

.. not practicable to ‘educate’ the ‘market.

® Intervention to offset exchange rate movements may be consadered
approprtale where these are caused by temporary disturbances, e.g. a rise in
-overseas interest ratés or a ‘bunchtng of capital inflows which are expected to
"be reversed within a short time. The argument again depends on the
authorities being able to ‘distinguish between ephemeral and longer term
pressures. on. the exchange rate and having better information than private
specutators who. -would. otherw1se perform . .the. smoothing function
themselves. :

7.25. : Another argument sometimes put forward for short-period exchange rate
intervention is:that even if the market is well informed and correct in anticipaling a
major. movement to occur, the authorities are justified in intervening in order to
moderate the rate of change, i.c. ‘spread’ the movement over a longer period.
Such a policy may be motivated by a desire to alleviate the possible structural
d:sruptron to some export and 1mport compet:ng rndustrles

7. 26 The Commtttee sees dangers in pursumg such a poi;cy — other than in rare
circimstances:

® To the extent that it requrres the authorities to underpln an unreallstlc
~exchange rate, and the market is aware of this fact, it is likely to offer
speculators ‘a free ride’, injecting potentially destabrhstng infliences into the
- foreign exchange market as ‘well as enabllng proﬁts to be made at the expense

- of the authorities.

@ ' Such a policy would often adversely affect the conduct of domesttc monetary

" policies’ (and also risk’ rektnditng mﬂatlonary expectatrons) For example

intervention to slow down the rate of appreciation of the A would tend to

*generate additional inflows "of cap:taE from overseas. For reasons discussed

elsewhere, any attempt to sterrhse the effects of th;s on money supply (by

" means of domestic action) — even with the aid of exchange controls — are not
likely to prove completely effectwe '

® _Whlle exchange rate mterventton may successfuliy avord structural
e dlsruptrons for s0me sectors new 1nequrt1es ancl dlstort;ons may be created for
' other sectors 1n the economy 13

7. 27 In the Commlttee 5 Judgment therefore srtuatlons Wthh Justtfy short-
period intervention beyond technical smoothing are likely to be comparatively rare
and there are often more effective ways of dealing with such situations than
through intervention in the forergn exchange market. !4 In add:tton the authorltles

13 For exampie, .oﬁicial .intervention o prevem the exchange rate from appreciating a5 4
-::.consequence of heavy capital inflow into natural resource development may require a contraction
ol domestic credit:to the private sector or a reduced budget deficit. Thus investment in prEvate
housing, in.consumer durables and in manufacturing. (other than that closely related to mining
mvest;nem) would dechne crowded out by mvestment in natural resources. (See W M Corden,
.- op.cit s

14 :..For example, ‘the. pace ofl structural adjustrnent may weII be better handled by ﬁscal or more

specific industrial policies. :

120



will notin general have" sufficient - information to determlne whether the
circumstances are such as to justify lnterventlon '

7.28 It is. even harder to Justafy exchange rate target:ng proper ie. where the
authorltres seek to hold the exchange rate substantially away from the free market
rate for extended periods of time, e.g. in order to achieve certain internal policy
objectives. For example, in 1971-72 and perhaps during the current year, the
authorities. tried. to hold the exchange rate below its free market level for an
extended period of months. This was done to avoid certain distributional effects
regarded by the Government as undesirable. Again, in the period 1976-79 the
authorities sought to hold the rate above its free market level so as to restrain
mﬂatronls and to give the economy some ‘breathing space’ to carry through
necessary structural adjustments, without the threat of further devaluation
pressures. '

7.29  The Committee’s strong. reservations. about exchange ratg targetrng arg
principally based on two. considerations: : :

@ that it can impede the achievement of a stable monetary enwronment and lead
1o less ‘autonomy in domesuc gconomic management and

® that it does not necessan!y produce more stable -exchange rates OVer a Eong
per:od and may indeed add to instability.

7.30 There can also be costs involved in holding extra forelgn reserves to ﬁnance
mterventlon and 1n admrnlsterlng the pohcy

(b) Exchange Rate Targetmg Key Issues

(i) Effectiveness of Monetary Policy -

7.31 Exchange rate flexibility can assist a country to insulate itself from external
monetary disturbances and from inflationary pressures in other countries. West
Germany has been particularly successful in this regard throughout the 1970s. If a
government seeks to maintain an ‘artificial” exchange rate for any length of time,
its control of domestic monetary conditions will be greatly weakened.!6 The effects
can be mitigated if*it has an extremely effective system of exchange controls in
operation. However, the Committee believes that in today’s world of closely
interrelated financial markets, exchange controls could not prevent appreciabie
movements of capital into and out of Australia in pursuit of interest arbitrage or
speculative foreign exchange gains, if the exchange rate is markedly out of line
with market expectations. Exchange controls are discussed in the next chapter.

7.32 ‘Sterilisation’ of external influences through domestic open market
operations is often seen as a possible means of maintaining the independence of
monetary . policy from. external influences, despite a ‘fixed’ exchange rate.

15 It is worth menticning bneﬂy some ol' lhe major ways m which exchange r.rte movements cian
* influence prices: :

@ Imports will cost more in terms of domestic currency [olfowing a devalu.:lion

@ A devaluation will increase the competmveness of ‘demesticully produced goods {import- -
competmg ar export) and add 1o pressures on domcsuc productwe Fesources.

" e Il wage coniracis are indexed to domestic prices, there will be-a Mow on lrom these influences
: directly into, wage levels... .. ;
16 Il domestic policy is based on a monetary !drgel as suggesled in Chdpter 3 conststcncy would
demand a flexible exchange rate policy: - L ;
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However, the Committee does not regard it as feasible for the authorities to fully
‘sterilise” externally originated changes in-the monetary base for any extended
period. If, for.example, the Australian dollar were undervalued, leading to a strong
inflow ‘ol overseas capital, it-might be very difficult to sell sufficient government
paper to counter-balance quickly the domesti¢c -moretary effects of the capital
inflow. Evén il this were possible, it would not resolve the extermal imbalance;
destabilising capital movements would continue and indeed could become more
pronounced if ‘the government’s “debt-selling operations created interest rate
pressures in some areas and this generated additional capital inflow and increased
speculation.” The ‘structural- and interest rate cffects of continued sterilisation,
under such circumstances, would be sure to cause widespread concern. In general,
therefore; complete sterilisation is not a viable gption, other than for very short
periods = although it may be possible to dchieve partial sterilisation for longer
periods, :

7.33 “There is therefore a strong presumption: that exchange rate ‘targeting
impedes the effective implementation of monetary policy. ©~ -
7.34  This general proposition is not lacking in empirical support, The Swiss
experience of late 1977 to early 1979, the German experience in 1978 and the UK
experience ini late 1977 all seem to provide good illustrations of the point.}" Nor is
it hard to point to certain occasions in-Australia (e.g: 1971, 1974,71976-79 and
1980-81) when attempts .to, protect the exchange rate significantly . impeded
monetary management.' The monetary problems flowing from. exchange rate
rigidities could become more acute in the future as Australian financial markets
become more highly integrated with world financial markets. . . RN

7.35 It has been argued that foreign exchange'intervention can- sometimes
provide useful support for domestic monetary policy; for instance, in periods when
monetary growth is in danger of overshooting the target, it may assist the
restoration of monetary stability if the exchange rate were allowed to remain over-
valued for a short time. The Committee believes, however, that monetary. policy
objectives should in general be pursued through domestic open market operations;
among. other things, this would avoid unnecessary by-product effects on the
structure of industry and the distribution of income. - o

overshooting o_flhe'money_turgels. . L . L
’ Muoney target Year Cuicome

7. In cach. cuse,. heavy purchases. of foreign exchange by the central banks.led to substantial

Germany. ., - LB 1978 e 11.5%
UK T T e 1978 (y.e. April} O 159%
CSwitzerind 7w RSB TR : ©16.2%

- See OECD: Economic Survey lor Switzerland, April 1979, Annual ‘Reports of - the Deutsche
Bundesbank (1978) und the Bank of England (year ending 1978). Both the Deutsche Bundesbank
and the Bunk of England acknowledge, in their Annuil Reports, that it was the mussive
intervention that was responsible for the monetary overshoot.. . .. .. . .

18 See M.G. Porter *‘Monetary Targeting’, AFSI Commissioned Studies and Selected Papers, Part 1,

AGPS, Cunberra, 1981, o . . ) . _

n reply to the Committee’s question on this subject, the Treasury observed that:

" There' wefe external shocks {in} the secand haives of 1978 and 1979, following mujor
monetary- policy ' developmeénts in the United Siates. Although these developments
undoubtedly did impede monetary management to an extent; the net-outcomes on PSFET
(private sector foreign exchange transactions) in these periods were'not unmanageable partly

- . because-of the restraints which exchange controls have on short-term capital flows. :
The Committee discusses the effectiveness of exchange controls.in chapter:8;
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7.36: - Many critics of fully flexible exchange rates have argued that a floating rate
regime could generate ‘vicious’ or ‘virtuous’ circles arising from the price effects
of exchange rate movements. In the so-cailed ‘vicious’ circle scenario (which often
used to be applied to a country such as Great Britain), domestic price increases
generated by devaluation trigger off further domestic inflation, thereby reducing
international competitiveness and necessitating still further devaluations. A so-
called ‘virtuous’ circle (of which West Germany was for long the most frequently
cited example) arises when balance of payments surpluses lead to currency
appreciation which dampens domestic inflation, leading to further balance of
paymenis surpluses.

. 7,37 Floating rates are seen by such critics as creating not only short-term
difficulties but also, in some circumstances, ongoing inflationary processes. This, it
is argued, may justify sustained intervention (for more than just short periods).
The Committee disagrees. In its view, inflationary processes initiated by a
devaluation cannot be sustained unless accommodated by monetary policy; this
suggests that the ‘vicious’ circle hypothesis is primarily related to the conduct of
monetary policy. In brief, the Committee does not believe that the vicious/
virtuous circle hypothesis constitutes an effective argument for exchange rate
targeting.

(ii) Stability of Exchange Rates

7.38 A common criticism of floating exchange rate regimes is that they give too
much freedom to market forces and thus aliow excessive fluctuations in exchange
rates. Figure 7.1 compares the movements of the MERM? effective exchange rate
indices for Australian and selected major currencies. On this evidence, it is not
clear that Australia has experienced markedly less variability in-exchange rates
than other countries, the currencies of which are more market-determined. Of
course, no firm assessment is possible without regard for the special factors
influencing the various exchange rates.

7.39 Fipure 7.2 focuses on the movements in the value of the $A expressed in
terms of the trade-weighted index (TWI) and in bilateral rates with related major
currencies. In this case the trade-weighted index for the $A shows greater stability
than bilateral exchange rates. However, since many traders deal mainly with
customers in one or two countries, they would be influenced more by particular
bilateral rates than by the irade-weighted result.

7.40 On the whole, the statistical evidence on exchange rate stability is difficult to
interpret confidently, but it is not clear that variability is necessarlly greater under
more flexible exchange rate regimes.!

19 For a description of the IMF multilatera] exchange rate model {MERM) and the MERM index of
effective exchange rate, see, Rudolf R. Rhomberg, ‘Indices of Effective Exchange Rutes’, IMF
Staff Papers, VYol XXIIL, No. 1, March £976, and Gerard Belanger, ‘An Indicator of Effective
Exchange Rates for Primary Producing countries’, in the same volume.

20 There is limited evidence to suppest that exchange markets do not systemaltically produce

. avershooting. IT exchange rates habitually overshoot, then EXChdngE rates would habitually be
more volatile than relative price levels, first moving more than price levels and then reiurmng 1o
them. A study by R, A, Batchelor and G. E. Wood found that while exchange rates in the 1970s

- were sometimes more volatile than national price levels, they were not more volatile in an earlier
period of floating, the 1920s. The only relevant. systematic difiercnce between the:two periods
was the much greater extent of official intervention in the 1970s. (*Exchange Rate Behaviour in
Historical Perspective’, by R. A. Batchelor and G. E. Waod, in:Exchange Rate Pohcy UK omions
Jfor the 1980s, eds R, A. Batchelor and G. E;. Wood, Macmillan, 1981,}
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FIGURE 7.1: MOVEMENTS IN THE MERM EFFECTIVE EXCHANGE RATE INDEX
. FOR SELECTED COUNTRIES 1970-1981 . )
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7. 41 Hrgh varlabllﬂy of exchange rates is seen by some as unde51rable for several
reasomns: _
e it may increase the uncertalnly mvolved in mternatlonal transactrons and
"therefore discourage overseas trade; and :
@ . it may. impede the efﬁc;ent worklng of ﬁnanc1al markets and therefore reduce
the efficiency of the resource allocation process.
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FIGURE 7.2: MOVEMENTS OF THE AUSTRALIAN DOLLAR AGAINST SELECTED
_CURRENCIES AND IN THE TRADE WEIGHTED INDEX" (1977 March quarter = 100}
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7.42 Of course, producers for the domestic market must also cope with changing
input and output prices (e.g. in markets for some primary products), but it is
argued that the size of exchange rate movements from one period to the next can
be much larger and their direction less certain, Under the Bretton Woods regime in
the 1960s, daily exchange rate movements were minimal?! and the rare discrete
adjustments were invariably preceded by speculative capital flows which were an
indicator of the likelihood and timing of the policy move. Traders could thus
economise on their purchases of forward cover while also being able to obtain
cover when required. At the same time, firms subject to foreign competition could
plan their investments with reasonable confidence about exchange rates. Today
exchange rates are much more volatile and it is feared that a more market-
determined system would increase this short-term vo!atahty and unsettle overseas
trade and industrial mvestment m some Sectors.

7.43 Severai factors- suggest, however thal lhese concerns about ﬂoatmg
exchange rates are greatly exaggerated.

21 Allheugh this is true only w1th respect o- ihe CUrrency. ugamsi whleh the exehange rite was
pegeed, this does not precfude substantial variations upainst other currencies:
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7 44 International studies-indicate that floating exchange rates have not slowed
down the expansion of international trade or distorted the patterns of trade.?? The
studies also show that there are significant lags in the response of trade patterns to
movements in relative prices of tradeable goods;? it takes time for importers and
exporters to adjust their production and deitvery plans, particularly where there are
long-term contracts in place and a change in output mix is required to meet the
changing demand patterns. Thus even in a market-oriented regime, traders — and
presumably investors — can be expected to continue to focus on more enduring
price movements rather than erratic short-term movements.?

7.45 Evenif variabilily is greater under more flexible exchange rate regimes, it
does not follow that traders and merchanis necessarily face greater risk and
uncertainty.2* To begin with, hedging facilities should improve under a more
market-oriented regime — once freed of the kinds of exchange controls which at
present inhibit hedging. A number of submissions to the Inquiry and the
commissioned study point out that exchange controls have limited the scope for
forward covering; both via the official market and via various forms of offsetiing
transactions, and may have made the cost of forward cover more expensive.

7.46 Another reason why uncerlainty may not increase is that market-
determined exchange rate movements are not necessarily less predictable than
those emanating from the application of discretionary bureaucratic judgments. For
this reason, the present administered exchange rate system may generate, on
balance, greater uncertainty than would be the case in the exchange rate
enwronment favoured by the Commmee

7.47 Fmaily, since the issue is exchange rate tdrgetmg, those who argue that a
more market-determined system would increase the volatility of exchange rates
must be able to show that sustained official intervention generally has, over a
period, a stabilising effect on exchange rates. The Committee has not seen any
evidence to support such a view but it has seen some evidence that generally points
the other way.

7.48 If the authorities were generally successiul in stabilising, the exchange rate,
they should (in principle) be making a nel *profit’ from their forelgn exchange
1ntervenuon activities. On_ this criterion of proﬁtabﬂlty, the experiences. of a
number of. centra[ .banks since the ﬂoatmg of the exchange rates have been

22 R. Blackhurst and I. Tumllr dee Rel.mons under Fiembte Exchange Rdles GATT Studies En

© “Intérmationdl Trade (1980). : '

231 For evidence'on the ligged eflect nl'prnu: changes in international irade, see I. R. Artus and I. H.

“-Young, *Fixed -and” Flexible :Exchunge: Rates: A Renewal:of the: Debate’; IMF Staff’ Papers,
Vol. XX VL, No. 4, December 1979,.pp. 654-98. They concluded that ‘Econometric estimates ol
the time, [ugs involved in. price effects range widely in the. literature [rom no lag to.a mein l.u, 0[‘

: '_three or Tour') yEd[‘S The most persuaswe sludms u:nd 1o ﬁnd d mean lag orabout (WO years .

“{p. 6A6):

24 - A:recenti study on the behdwour ol exchiange rates concluded that exchange rate movements
which reverse within a year will not significantly affect :international trade, and- thus will not
thereby significantly affect the economy of any country. It argued that this is sulficient to

.- demonstrate that: any overshooting produced by exchange rate behaviour is ol no importance.
(G. E. Wood, ‘Do exchange rates overshoot?", :The, Banker, May, 1981.) .

25 " A survey of market opinion by the ‘Group of Thirty” (a consultative group on international

: gconomic and monetary affuirs formed in 1979) came to the conclusion that major corporations
have accepted the fNoating rates regime as one that has led neither to large-scale disruption of their
international activity nor to the disillusionment over future invesiment opportunities. (As
reportediin-Otmar Emiminger,‘The International Monetuary-System Under Stress: What Can We
Learn from the Past™; American Enterprise:Incorporated, Reprint No, 112,-1980}. : -
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discouraging.26- Various empirical studies?’ have been carried. out overseas. to
determine whether-the market is *efficient’ in anticipating future movements of
the exchange rate, The findings are inconclusive but tend to suggest that while
markets have frequently been wrong, they have (on average) been at least as
efficient as governments in forecasting exchange rate movements over a long
penod ThlS rs not surpnsmg since traders and dealers have’ thelr own money at
risk.

7.49 Indeed one ofthe basic arguments for a ﬂoatlng exchange rate is that the
market, on average, will pitch rates closer.to their true underlying equilibrium than
bureaucrats can hope to do. While bureaucrats might achieve greater ‘stability’ for
a while, they are often forced into sharp, lurnpy ddjustments at a later date.

7.50 The Commitiee is aware that among some countries Wthh have crossed
over to ‘market-oriented’ exchange rate regimes, there has recently been a degree
of disenchantment with the operation of ‘floating’ exchange rates. Prior to the
advent of floating regimes on a wide scale there were expectations that such a
regime of floating rates would: entail relatively smooth adjustments in exchange
rates; experiences since the early 1970s have not fully borne this out.

7.51 While it is true that foreign exchange markets have become more volatile, 2
50 too have the underlying economic, monetary, and political variables and the
sensitivity of expectations about exchange rates. Assessment and interpretation
have become more difficult — for officials no less than for markets. A further

26 _ In a recent study, Dean Taylor concluded that, *since the floating of exchange rates in the early
1970s, majar central banks have [lailed -dismally when Judged by Friedman's profit/loss
criterion...None of the central banks in this study have succeeded in their objective of stabilising
exchange markets. Some have incurred substantial losses; adversely aflecting exchange rate
movements. Some central banks have tried to maintain an existing exchange rate when there isa

chunge in its fundamental equilibrium level. They arc able to hold out for'a limiied period of time,
but are eventually forced to allow the adjustment to take place, and lose subsiantial sums in the
process”. {Dean Taylor, ‘Official Intervention in the Fotreign Exchange Market or Bel Agdmsl the
Central Bank®, forthcoming issue of Jeurnal of Political Economy.} .

Prnl‘essor Victor Argy hus also carried out an evaluation of official intervention. He concludes
that, *on the critérion of profitability; intervention’ (which' summed ' to zero) was apparently
successlul when it was limited 1o refatively'shorter periods bt relatively unsuccessful over very
long periods’, (Exchange Rate Mﬂnagement in Theory and [’mcuce Viclor Argy, CEDA
Research Siudy, 1981} = ' ' o
27 Recent theoretical and ‘empirical contributions’ on’ the lorecasting uccuracy of the forward
: .. exchange rate were reviewed in an article by.Richard M, Levich in the Columbia Journal of World
Business in 1979, The study. titled ‘Are Forward Exchange Rates Unbiased Predictors of Future
Spot Rates?’ examined the expérience of the United States, Canada and United Kingdom undera
floating rate regime and conciuded that the forward rate has been an unbiased forecast of the
future exchange rate level, but noted lhﬂt the forward premlum has heen it poor predlclnr of
future exchdnge rate chunges

In the same jOUI‘I‘l[ll P sludy by Jacob A. Frenkel ‘Efﬁc;ency and Vol,mhty of Exchange RdlES and

Prices in the 1970s"; concluded: that foreign exchange markets during the 1970s have generally
" been efficient in ta}ung into‘account all currently available and relevant market ml'ormdilon This
‘information has been adequately reflected in the forward rate. .

In another broad review of exchange rate’ studies,.'Exchange Rate: Economics: Where Do We
Stand?’, Brookings Papers on Economic Activity 1980, Rudiger Dornbusch conciuded that much
of the observed instability in exchange rates has been due to unanticipated dislurhances,
forecasting errors have been made by governments and the public alike.

28 Inlootnote 20, reference was made to a study which supgested that the observed [,realer vo]al;hly
in- exchange rotes could reflect the much E,re.ner extent ol' governmem 1nterventmn in foreign
exchange markets in the .1970s. : : : o . ;
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consideration here:is . that different markets react at different speeds. Markets for
foreign exchange, at-one end of the scale, react extremely quickly, while markets
forreal goods are rather slower to adjust. Where this is the case, exchange rates will
seem to over-react until other markets have adjusted. - :

7.52 The Austrahan 1976-79 experrence in exchange rate 1nterventton is brreﬂy
discussed in "Appendix 7.1. As the Committee points out there, the exercise, on
the face of it, achicved many of its aims. However, it notes that there may have
been some fortuitous influences:at work and that comparable results might well
have been achievable:under a more ﬂexible exchange rate system.

7.53 More rmportantly, it is the view of the Commlttee that a similar exercise in
the future would be fraught with risk, having regard to:

@ 'the unsettled world ﬁnancraf envirornment;
© the growmg size and mob111ty ot" lnternatronat caprtal ﬂows

® - the likelihood of strong pressures on theAustralian dollar in the next five to
- ten years. because of the high Ievel and generally uneven pattern of capital
inflows arising out-of the prospective resources developments; and

® indications that Australia’s present system of exchange controls would only be
_able to.play a limited role in eﬁectlvely restraining capatal flows; this is likely to
be so even if such controls are strengthened.

7. 54 In such a'climate; & policy of sustained 1nterventlon wrth the aid of ofﬁcraE
overseas borrowing carries two major dangers:

@ the authorities may well be wrong in their assessment of the underlying
“economic fundamentals as was argued earlier, there is no reason to believe
that the authorities: are generally better at predrcttng future exchange rate

- movements:than the- markets; and .

® ecven when intervention is soundly based, there is atways a possrblhty that, if

:-.'_sufﬁcrent numbers of traders and speculators doubt the long term viability of

-.the. intervention, market pressures will outweigh the degree of support the
.Government is wrillng to give to the exchange rate, :

7. 55 n erther event the net eﬂ’ect of official intervention may ‘be to accentuate
rather than dampen exchange rate instability, because: - :

e the Government may feel it needs to go for ‘overkill’ in’ adjustlng the exchange
.. .Tate, so as to avoid further rounds of speculation; and.

e ‘more fundamentally, a Substantial; Jerky ‘change in: the exchange rate is Ilkety
" to proye more unsettlzng to’ traders borrowers and mvestors than a series of
. small, gradual changes. ... L .

7.56 'The policy conclusion whichcan be drawn fron'r thrs'drscthsron is that critics
of ﬂoatrng {or lightly managed) exchange rates have not estabhshed the case that
they are inherently unstablé. Stability of the exchange markets over the long term
must-ultimately rest on the capacity of Australia and its major- trading partners to
maintain stable monetary conditions and an effective anti-inflationary stance. This
would in turn be assrsted by a.more ﬂex1ble exchange rate poircy

(c} Conc!usmns

7.57  The. Committee acknowledges that ‘the. authorltles may well . need to
maintain srgnrﬁcant levels of intervention in the early stagesof development of the
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foreign exchange market in: Australla Beyond this transmonai pertod the
Committee is of the view that:

@ Thereisa case for official 1ntervent;0n to smooth out (day to day or week to
~ week) erratic market movements. '

@ There may also be a case for limited short- pertod intervention in

circumstances {which the Committee believes will be infrequent) where the

" ‘authorities clearly have better information than the market and this
information cannot be 1mparted to the market generally.” '

e However, prolonged, one-sided intervention, designed to 'hoid the exchange
rate substantially away from the free market rate for extended periods
(exchange rate. targeting) is not favoured by the Committee, because:

- onetary policy {and indeed, overall economic :policy) is more effective
under a regime where the exchange rate is not a target of policy ;tself but
rather is allowed to respond flexibly to market pressures;2’

— it is not clear that variability is greater under a more flexible exchange rate
regime, but even if this were so, it does not follow that traders would face
more risk and uncertainty than under a fixed exchange regime, especially as
hedging facilities are likely to be more limited in the latter case; nor is there
evidence ‘that short-term varlabllity of the exchange -rate discourages
international trade;

— the studies of -official exchange rate mterventton seen-by the Commtttee

suggests ‘that while markets ‘have -frequently been wrong, they have (on
* average) ' been at least as efficient as governments in forecasting exchange
© rate movements; it is doubtful therefore that sustained official intervention
* ‘generally has, over aperiod, a stabilising effect on exchange rates.

e ‘Floating’ (more market-oriented) exchange rates do not themselves give rise
.-to ‘vicious® or. ‘virtuous’ circles of mutually reinforcing price and exchange
rate movements; this depends. on: an accormmodating monetary policy being
followed. The price effects of exchange rate changes remains an area of
difficulty under all exchange regimes. SEE R :

7.58 In brtef the Commtttee has no ob_lecttons to a system of ‘llghtly managed
floating’, but cautlons strongly agamst exchange rate targctmg

7.59 On the basis of these considerations, the Committee recommends that any
official intervention in foreign exchange markets (apart from technical
smuuthmg) should be relatlvely hght, mfrequent and only for short permtls

7.60 The move to-a more market oriented forezgn exchange system should be
implemented progressively -but fairly rapidly. A phasing-out of exchange controls
consistent with this approach is discussed in more detail in Chapter 8. . -

D.. 'FORWARD COVER FACI.L.ITIE'S:':-

7.61 Existing forward cover facilities are currently made up of three separate
though reiated markets

29 The role of exchange controls is taken up in Chapter 8.
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@ One.is the so-called official market (see Chapter 8 of the Interim Report), in
which facilities are provided by the Australian banks but are underwritten and
.regulated by the Reserve Bank. Restrictions on participation in the market
(essentially limited to trade transactions and then ‘only when covered within
seven days of acquiring an eltgtble exchange risk) are descrlbed in Chapter 14
of the Interim’ Report. -

® The unofﬁcral hedge market rin rnamly by the trading and merchant banks,
" which services a wrde range of tt‘dnsactors including those not able to access
the oﬂictal markets.

e The currency futures ‘market,

7. 62 Prices in the ‘non-official markets are freeiy determmed by supply and
demand, subject to exchange control limits on participation. In the official market
the Reserve Bank, as is the case for spot transactions, sets rates at which it will deal
with banks in US$ .Banks are authorised to set their own rates for dealing with
customers. :

7.63 Severaf controls presently apply in the oﬂicrai market Only Australian
traders with a'definite foretgn exchange risk ‘may seek cover and they must do so
within seven'days of acquiring that tisk. (the *7 day rule’). Most invisibles and all
capital account ‘transactions ‘are ‘ineligible” for official cover. In the unofficial
markets, contracts can relate to any foreign currency, but settlement must be in $A
in Australia. Regulations prohibit non-residents from taking out hedge contracts in
this market. (However, there are a number of hedge markets in‘the §A operating
overseas. — notably in New-York, San. Francisco, London, -Hong Kong and
Stngapore Austrahan trading. banks ‘are. the market makers..in.these centres,
although a. growing: number of ‘non-bank :intermediaries. have also. established
overseas branches or aﬂiitates and are actwe in these markets )

7.64 The: forward market reflects; among other things, expected: future spot
rates, on: the ' basis of: existing- 1nformat;on ‘Werg lorward ‘rates to be left
uncontrolled, while attempts: were: 'made’ to control spot rates, -this - could
substantially increase market pressures on the ‘authorities: in the spot market.
Hence, forward market arrangements must be consistent with those in the spot
market; under the present system, this mears the authorities must fix a daily price
in both markets and accept whatever volume of business traders wish to do.

7 65 The Commtttee attaches constderabie tmportance to the avatlabthty of
adequate forward cover facilities for all foretgn exchange transactions, including
capital tranisactions; such’ facilities are an important element in any efficient
financial system Cﬂptlal investors do'not currently have direct-access to the official
market, and:in their present forms the unofficial markets lack: depth and range;
they generally cannot.handle large transactions easily and sometimes are unable to
handle even those of moderate size. This is mainly because, firstly, the facilities are
available only to Australian residents, and secondly, exchange controls restrict the
ability of banks and others to offset imbalances in their: forward book by holding
foretgn exchange spot balances abroad .

30 In these markets shori-term hedging for up to twelve months can be conducted on a firm basis.
The short-term buy and sell quotes are generally comparable with spreads quoted by Reuters on
European lforward exchange markets. Hedping ordess beyond twelve months are conducted on a
‘best efforts’ basis with cover avaaidble only to the extent that part:es with oppostng positions seek
cover. . : . o :
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7.66.-The Reserve Bank is clearly unwilling to embrace capital transactions in
official facilities. This is not surprising given the history of the arrangements. At
the same time, the Committee notes the rnterconnectaon between the various
forward famhtles and that the Bank appears unable to prevent transactors from
passing imbalances i in hedglng demands onto the Bank in response to exchange
rate expectatrons

7.67 . The deﬁcrencres in present forward arrangements must be treated as a
further cost,-among other things, of existing spot -exchange rate policies. The
Committee believes that a sound forward market should be permitted to develop.
As for spot transactions, the forward market should mainly involve private sector
participants; Reserve Bank anterventron should be poss:ble in the same manner as
the spot market .

7.68 Therefore the Commlttee recammena’s that

(a) A broadly based forward foreign exchange market, with non-resident

* participation and with the value of the $A being determiried basically by

market forces, shouild be allowed to develop mmultaneously w:th the
gradual freeing up of the spot market,

(b) - The Reserve Bank should intervene in this forward market in a manner
consistent with the principles adopted for the spot exchange market.:

7.69 - The Committee stresses that the capacity of the private sector to participate
is important for the development of foreign exchange markets. This raises issues
which are the essence of the next chapter. Of particular significance is the ability of
the private sector to hold forergn exchange balances. The Committee belicves that,
given the arrangements it Sees as approprlate for the fi uture, present restnctions are
clearly too tight and should be modified at an early stage.

E. ENTRY TO THE FOREIGN EXCHANGE MARKET

7.70 A final issue to consider is the basis on which foreign exchange licences
should be allocated. With minor exceptions, related to travel business, the Reserve
Bank has to date authorised only banks in Australia to deal in foreign currencies.
Therefore, a potentially large benefit is being accorded to these institutions
(especially as margins are unlikely to be fully competitive in such a situation),
although they also have certain obligations (including provision of services to
customers and exchange control reporting functions).

7.71 The main case against limiting licences to banks is that it may disturb the
competitive neutrality of the financial system and also restrict the level of
competition. The Committee accepts that these points have some validity. Even
50, it does not favour completely free entry to the foreign exchange market,
because:

e confidence is an essential element of the international payments system (as it
is for the domestic payments system); this makes it essential that prudential
standards of a high leveE be observed by Tforeign exchange dealers;

® an institution involved in the foreign exchange market must have sufficient
- expertise to deal with complex fore;gn exchange transactions; and

® while some exchange controls are still in force, it would be easier for the
Reserve Bank to establish an ‘understanding® with the market on policy
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.matters and maintain c¢ffective nOllﬁCﬂtEOH proeedures31 when the number of
transactorsislimited. 2o _ SEIRREE .

7.72 These arguments suggest the need for some. reSU‘ICthH on.entry o the
market. Moreover, the Committee sees advantages in the present arrangement of
confining entry to banks; banks are most likely to possess the required expertise
and they are well piaced to assess the risks involved; since they are already subject
to official supervision and monitoring, it would not be necessary to set up another
supervisary structure or extend the present area of official protection.?? It is no
doubt for:such:reasons that the tendency in most c0untr1es is to restrict primary
dealing authorisation to banks ' . .

7. 73 "The Committee notes that H’.S ‘tecommendations with respect to lendlng and

interest rate controls (see Chapter 4) and entry to banking (see Chapters 24 and
25) will serve to make all aspects of banking — including foreign- exchange
business — more competitive. The finer: margins produced by - this. increased
competmveness will mean that possession of a foreign exchange. licence will no
longer be an 1mporlant advantage to its owner. and.will not, therefore, stgmﬁcantly
disturb the competitive neutrality of the. ﬁnancmal system. e

7.74 - The. Committee -therefore: recommends that forelgn exchange licences
should be restricted to banks.: < &

7.75 . Foreign exchange brokers at present undertake broking business between
banks. Such arrangements would no doubt continue.

7.76 On the bams thdt these brokers would not act as pnnmpais (or dea[ers) but
only as agents and then only for bank pr:nc1pals the Comm:ttee consistent with
its approach in Chapter 19, sees no need (o’ prescrlbe any. spemal licensing or
prudential requirements for them.

31 As explamed sn Chdpler B the Commluee enwsages hn]ders of I"oreag,n exehange llcences as the
loundation of an 1nformdimn colfection system which could replace the one presenliy prowded by
s+ the: udministration:of” exchanpge controf regulations.
32 While the Committee does not generully favour.the use of * suasmn 1[ wis expiamed in Chﬂpll.’.]' 4
~ that there might be circumstances when it mlght be usefully apphed
33 In this context it should be noted that the Com midtee hus elsewhcre reeommended thal dnmesl]c
;- 'cheque payment [acilities be restricted to-licénsed banks:: : :
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ey SRTE - APPENDIX 7.1
 AUSTRALIA’S FOREIGN %XCHANGEPOLICY :
S . 197679 .

1 In its submission on Foreig-ri Exchange Arrangements, :the-TreasLlry argued that the
exchange rate has been successfully used as an instrument.to achieve domestic policy aims
in recent years. An analysis of this period (1976~79) may therefore provide some useful
insights. L ; ;

1 Foreign currency borrowings played an.important role in the implementation of policy
over.the period, From 1976 to. 1979, the authorities sought to support the 3A and borrowed
some $A4.5 billion, with borrowings concentrated. in the years 1977 and 1978 when
substantial reserve losses were occurring (see Figure 7A.1}.

3 The policy had a number of objectives: - o L
® toavoid the: price effects of a devaluation which would feed into domestic prices and
. wages; - SR A . RO . SR
® o avoid disturbing the industrial and financial structure through ‘unnecessary’
._.exchange rate tluctuations; pressures on the $A at that time were not seen as being

... consistent with the longer run strength of the balance of payments; _
® - to-allow.a ‘breathing space’ while the real structural adjustments resulting from the

1976 devaluation took place and the Government’s :anti-inflationary - policies took
effect fully.

4 Anargument can be made that the targeting exercise did achieve many of its aims. The
$A depreciated on a trade-weighted basis by 2.8% over 1977 and a further 6.5% over 1978.
These adjustments occurred at a moderate and controlled pace over the two years. In the
absence of official intervention, it is possible {although not certain) that the depreciation
may have been much more severe. Since 1979 there has been a modest strengthening of
the $A. On this argument official intervention did help to stabilise the exchange rate in the
period 1976-79, and thus may have avoided some of the secondary inflationary effects.

5 The Committee’s consultants express the view that: *Given a rate of net government
borrowing abroad equivalent to that actually undertaken in recent years, a free market
exchange rate would have exhibited essentially the same medium-term behaviour as did
the observed administered rate’.! One inference to be drawn is that, for any given level of
official intervention, the same results could have been achieved through open market
operations as through the present regime.

& As to whether the extent of official intervention was justified, the Committee notes that
if the authorities had explained the situation to the market, it is at least possible that the
market might have acted ta partially stabilise the exchange rate, without official
intervention.

7 Inaddition, it is not clear that the structural adjustments mentioned in the third point of
paragraph 3 actually occurred or that the processes which led to the eventual strengthening
of the §A in 1979 were in accordance with the Government’s predictions. Some evidence
on these points is given in Figure 7A.2 which shows the size of the Australian export and

1 E. Sieper and G. Fane, op.cit.
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importsectors {as a percentage of GDP) in Australia between 1970 and 1980. Between the
end of 1976 and 1979 there was no expansion. of the export sector relative to the overall
economy. ‘Although obviously other Tactors were at work, the evidence does not, on the
surface, suggest that — at least until 1979 — any real adjustments occurred as a result ol
the 1976 devaluation. After 1979, however, a marked growth in the export sector is
evident. Possibly this arose from lags in the response of resource allocation to changes in
relative prices, although it is difficult 10 draw mote than partial support for this view from
the data shown in Fipure 7A.3(a). A more convincing explanation is that this growth in
exports, rather than coming from a shift in resources, was due to a favourable shift in
Australia's terms of trade {(particularly for rural and mineral exports). In the four years to
mid 1978 the price of Australia’s exports (in terms of domestic currency) rose by 31 index
points, with possibly one-third or more of this related to the 1976 devatuation. However, in
the fifteen months-to December 1979 the index.incteased by 48 points, without any larze
exchange rate movements. (See Figure 7A.3(b).)' The strengthening of the 3A (at-least
initially) would -thus appear to have been due more to fortuitious developments than to
delayed structural adjustments. S

& At the same time, there is little doubt that the post-1979 strength of the $A did reflect,
{o somie extent, Australia’s improved inflation performance relative to its trading partners,

and exchange rate policy may have assisted in the control of inflation:*

9 The Committee has frequently stressed in this chapter the risks inherent in a policy of
exchange rate targeting — and in particular, the risk that if the authorities ‘get it wrong’ or
the market simply doubts the.long-term viability of -the intervention, exchange rate
instability will be accentuated rather than dampened. Moreover, it has pointed to the
dangers for. monetary stability.

10 - ‘While in retrospect the exchange rate targeting exercise ol 1976-79 appears to have
achieved many ol its objectives, this does not alter the Committee’s view of the risks and
uncertainties inherent. in such a policy, and its doubts about the cost-effectiveness of
exchange rate targeting-as a:macroeconomic policy strategy. :

134



FIGURE 7A.1: CHANGE IN OFFICIAL RESERVE HOLDINGS {NET OF OFFICIAL
BORROWINGS AND VALUATION EFFECTS) AND OFFICIAL BORROWINGS (5m)
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Sources: Reserve Bank of Australin; 1981-82 Budget Paper No. 6

FIGURE 7A2: EXPORTS ANDIMPORTS AS % OF GDP :
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CHAPTER 8: EXCHANGE CONTROL
POLICY

A. INTRODUCTION

8.1 Exchange controls refer to official restrictions which limit the freedom of
residents to buy and sell foreign exchange.

8.2 A range of exchange control measures have been in force in Australia in
varying degrees since 1939, including restrictions on':

© holdings by Australian residents of foreign currency balances (apart from
minimum working balances of banks);

o holdings by non-residents of $A balances (apart from minimum working
balances); : :

overseds investment by residents;
® non- resident borrowings in Australia; and

overseas borrowings by residents, including at times the vanable deposn
requirement (VDRJ}.

8.3 .In Section B there is a dlSCUSSlOI’l of the aims of exchange controls and in
Section C the Committee assesses, in general terms, their effectiveness in
achieving these aims and the costs which are generated in the process. This
discussion leads to the conciusion (in Section D) that the present system of
extensive exchange controls is not cost-effective and should be progressively
dismantled. However, even though in many areas present controls amount to little
more than official monitoring of transactions, the Committee believes it would not
be prudent to remove all the controls overnight. There is a clear need, therefore,

for attention to be given to the relative order in which controis should be removed.

The Committee discusses some aspects of timing in Sections E and F. It is not, of
course, in a position to provide a detailed timetable. The role of offshore banks is
discussed in Section G.

B. AIMS OF EXCHANGE CONTROL POLICY

8.4 The primary aim of exchange controls when first introduced through the
Defence and Customs Regulations in. 1938 {(and. subsequenily the National
Security Act in 1939) was the conservation of scarce foreign exchange resources,
particularly US$ reserves. Controls are now used in general to support exchange
rate policy.

1 For a more complele discussion see Reserve Bank of Austradin, Foreign Exchange Arrangements,
Submission No. 1§ ta the Australinn Financial System Inguiry, pp. 11.5-6, and Chapter 14 of the
Interim Report.
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8.5~ The main: potential attraction of exchange controls to-the authorities is that
suchcontrols. may: enable- a:'non-market exchange rate ‘tc be maintained for a
period,;: without-destabilising capital flows or sharp movements in reserves. Even if
they are only partially effective, controls may. cushion to some degree and for a
period the effects of external disturbances on exchange rates, monetary conditions
and/or international reserves. = . .

8.6 Two other related advantages claimed for exchange controis are:
@ conservation of domestic capital for investment within Austraha and

e coIlectlon of data (from exchange controi returns) for economrc 1ntelhgence
purposes: : .

8.7 Exchange contro]s have also been used for certarn ancrllary purposes:

o preventron of tax avoidance through control and ‘surveillance of direct
overseas 1nvestment loan agreements and debt- servtcrng payments '

Q. support of forergn 1nvestment poircy, and
@ -protectron of the envrronment

8.8 These latter aims are secondary to the main objectrve of supportrng exchange
rate policy. The Comimittee’s recommendations on exchange controls are based on
the assumption that other direct and effective ways of. achrevrng these. anc1iiary
obJectrves can be found . L . .

C. E:VALUA'TION OF EXCHANGE CONTROLSi
8, 9 The contrnurng use ofexchange controls asan lnstrument of economic pohcy
is.only justified if: . . .

e there are srgnrﬁcant macrogconomiic beneﬁts to be derrved from mamtarmng

~an exchange rate substantrally drﬁ"erent from the free market rate for long
.'perlods

0. exchange controls are eﬁ"ectrve in regulatmg short term capttal ﬂows and
. therefore assist the authorities to manage the exchange rate w;th Iess monetary

o drsruptron and: S

@ the macroeconomic beneﬁts of exchange controis outwelgh the efﬁcrency costs
associated with their use:: S . .

8.10 ‘In the precedmg chapter the. Commrttee has questloned the ﬁrst of these
three propositions and concluded that official intervention in foreign exchange
markets, other than for technical smoothing, should only be necessary in limited
circumstances == e.g.. where ‘the authorities clearly have better information than
the market and are unable to impart the information to the market.? Even then,
the intervention should generally only be relatively light and for short periods.

B.11 Leaving aside the question of the effectiveness of the COntrols it is doubtful
that ofﬁc1al tnterventton of thlS nature requires the support of an ongomg system

2 - 'An-extensive drscussron of the present exchange contro]s cam be found in Syntec ‘Exchange
Controls and Forward Exchange Arrangements in Auvstralia’; and  E. Sieper and. G. Fane,
‘Exchange Control and Exchange Rate Policy’, AFSI Comrmssroned Studies and Selected Paper_r
Part 2, AGPS, Canberra, 1981.

3. .- The Committee also acknowledged that significant intervention may need to be mulntamed inthe
transitional period. :
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of exchange controls: For example, it may be feasible, during such short: periods of
light intervention, to partly.counter the domestic and balance of payments effects
by-appropriate monetary policies and official overseas borrowing, and 1f necessary
by altowmg some temporary shppage of monetary targets. . :

8.12 'In the rest of this chapter, the Committee looks crrtrcaliy at the two other
proposrtlons in paragraph 8.9.

(a) Role and Eﬁ'ectlveness

8.13 If exchange controis are to be used to 1nsuiate the economy from temporary
overseas instability, they would need to be varied frequently. In fact this has not
happened to any significant degree in Australia. This may be partly explained by
the difficulty of applying them flexibly. The authorities have argued that because of
their 1nterlockmg nature, it is difficult to relax or remove even a few controls
without implications for the whole structure. They have also argued that controls
cannot be repeatedly ‘applied and removed as ‘this disrupts the administrative
mechanism and: unsettles the market; they must therefore be in-place on an
ongeoing. basis. Since the ongoing controls have- principally operated to: restrict
outflows rather than inflows, their effect may have been to maintain the SA ata
hzgher average long term Eevet than would otherwrse have prevarled ’

8.14° “Within the ongoing mechanism, a: number of adaptations have been: rnade
by the authorities from time to time. They include the design of more flexible
controls, e.g. the Variable Deposit Requirement (VDR), and the varying of
thresholds on overseas portfoho investment. However, there are clear limits to the
flexibility of the VDR, in part because of the-type of market reaction created by its
activation; and because overseas portfolio controls do not lend themselves easily to
short-term Vvariation. To the extent that controls are soft-pedalled at some times
and applied strictly at others, uncertamty is created in the same- way as'if controls
were: being, varied in. & more: formal way. - : . .

8.15 There are some major difficulties in assessmg ‘the cost- eﬂ'ectweness of
controls; This is partly because they obscure and distort underlying market trends.
Since the authorities' do not know what capltai flows would ‘have occurred in the
absernce of controls;:they are handicapped in gauging underlying market trends.
For example, a low level of rejected applications could indicate either a weak
market trend, an-unwillingness of transactors:to apply if they expect rejection, or
widespread avoidance. Controls thus obscure an important source of information,
compounding the difficulties of synchronising exchange rate movements in
administered regimes with' true underiylng trends and possibly contrrbutmg to
eprsodes of ‘bureaucranc overshoot m exchange rate adjustments B

8.16 : Many parties;: includlng the ‘Reserve Bank and- Treasury, have
acknowledged: that: direct controls diminish in effectiveness. the. Ionger they are
apphed Nevertheless;: a meaningful: degree of effectiveness,at:least in the short
run, 1s stlil clarmed by the authorities. .

817 Controis are sometlmes claimed to be eﬁ"ect[ve in lnﬂuencmg exchange rate
gxpectations. By limiting the freedom of action of speculators.and demonstrating
the Government’s. resolve, they may act as a c:rcurt breaker and altow more
orderly market COI‘IdlllU[‘lS to be restored : :

4:.: -~ This applies even il controls:do not succeed in substantially ultermg the volume ol Ci.lplldl flows
over time. .
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8.18::While controls ‘may have a role: in:influencing  expectations: it' is the
Committee’s::view that they: are-not -an- effective  weapon for thlS purpose The
activation of controls can:produce:two possible responses:: :

o expectatrons may be moderated 1f the controls are seen as evrdence of the
resolve of the authormes or

® a perverse reaction may. occur 1f contro]s are rnterpreted as conﬁrmang the
-correctness of market expectatlons and as 1nd1catmg the’ llkelrhood of further
pohcy moves. : : : :

8.19 Whrch of these responses ernerges w1ll depend on factors such as the ongm
and extent of the market instability, the strength of existing expectations, the
credibility of the Government s associated econormc pohmes and the seventy of
the control measures.”

8.20 Given the complex interaction between controls and market expectations,
the use: ‘ol controis to 1nﬂuence expectatlons would seem somewhat hazardous '

8 21 “The: pnncrpal purpose of controls is not to :nﬂuence expectatlons but to

reduce the flow of capital transactions through :the exchanges However -most

Australian and overseas studies. suggest: that .while controls. may affect the

transactions categories dlrectly ‘covered, they are (after a time) largely or

completely ‘offset by compensating adjustments in other categories.’ 'This is
because:an-incentive is.immediately created for transactors to seek new avenues

for ' capital -movements -outside::the’-exchange :control: net. In this: process of

diversion, substartial -ifequities arise, with-large:firms or those with ‘overseas

affiliations generally being better placed to’ minimise:the impact of controls,

5 “Arrecent GATT study has argued that for capifal conirols to be effective restrictions would have
i ¢ to coverdirectly every ‘aspect ‘of a country’s international transactions — o proposruon tlmt is
- inconsistent with 4 market'economy. {(GATT study, op. cit:, Chapter 7.)
¢+ Afull appraisal of the effectiveness of exchange controf measures would require the ﬂssessmem
. ol their impact on the overall balance of pnymenls, rather than simply on the purucuiar ﬂows to
which they are directed. }
While the Commitece is not aware of any study of the impact of controls on the overall bd]dl‘lce
ol payments, there have been some studies of the impuact of controls on total capital flows and
" these are listed befow. The first srudy listed Jooks at'the impact of US controls on cuprtal outflows
in“the 1960s. - The second examines the’effectiveness’ of ‘German controls on” capital ‘inflows
.beMeen 1968 and 1973. The remuining studies examine- Australia’s experience.in the early 1970s.
~The broad canclusion that cun be drawn [rom these studies is that particular controls generally
have srgmﬁcani shori—term effects on the particular capital flows (and corresponding interest
rate differentials) they were designed to influence. However, capital flows through uncontrolled
or less restricted items have seted partially or fully 10 undermine the overall effectiveness of these
. controls, The study by Carlund and Valentine, for example, suggests that:
- @ the différential between Ausiralian ‘and overseas mleresl ratés can be explained guite
! addequately by thefactors whicli-determine exchunge raté eXpectations:: An lmpllcatmn ol this
27w result.is that existing exchunge controls have:been largely ineffective;-and: :
© .the.only exception to.this conclusion is the VDR which was found to have an: mﬂuence on the
" interest rate differential. Nevertheless, this eITect appeurs 1o have diminished over the perlod
in which the control was in force.
J. Hewson and E.Sakakibara, *The Impact of US Controls on Capital Quiflows on the US Bulance
of Payments;: An Exploratory Study’, JMF Staff Papers, Val, XX1}; No. 1; March 1975; I.- Hewson
" and E.Sakuakibara, “The Effectiveness of German Controls on Capital Inflow’,” Welnwirishaftliches
Archiv, 1977, M. Porter, *Capitul Movements — A Further Note’, Economic Record, June 1977;
P. D. Jonson, E. R, Mases and C. R. Wymer, ‘The RBA76 Model of the Australian Economy’,
Caonference in Applied- Economic: -Research, The:Reserve Bank of Australia, December 1977;
D: C. Carland and T. J.Valentine, *The: Relationship between Australian and Overseas Interest
Rates’, AFS] Commiissioned Studies and Seiected Papers, Part 4,- AGPS,; Canberra, 1981,
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8.22-- Diversion or-aveidance-of controls.is, of course;.greatly: facilitated by: the
high degree.of substitutability between:many financial assets. It extends.into many
areas besides the link between debt and equity. For.-example, the leading or lagging
of trade payments, which can provide very substantial amounts of short-term
credit, are subject to ‘only limited control. Also, subsidiaries. have scope for
conslderable ﬂexlbrhty in thetr ﬁnancmg arrangements wnth their parent

8.23 . In: assessmg the role of exchange controls the authonttes have stressed
their partlcuEar concern that, in the absence of controls on portfolio investments
abroad; or on holdings of foreign currency balances by Australian residents, and in
the absence of controls on non- -resident $A balances, a pool of highly mobile funds
would: accumulate over the ‘years and would be ava1lable for repatrtahon at any
time. This speculatlve overhang’ problem {5 discussed Eater

. (b) Costs

8.24. - Exchange controls seek to centrahse forergn exchange balances in oﬂ"lc;al
hands, This is done by placing strict limits on: “holdings of fOrelgn exchange
balances by individuals: "'One 'consequence is. that the range" of" ‘available
opportunities for hedgmg (including through forward exchange cover) is restncted
'and transactors are forCed into less efﬁc:ent alternatwes o

8 25 As an extensxon of this- pomt it can be. argued that exchange controls
amphfy pressures .on.-the management - of - the. exchange rate by creating an
insufficiency.of privately held speculatwe and transactions balances which could be
used to-meet temporary imbalances in the market..Under.a system which allowed
significant -private . sector. foreign.exchange. holdings by residents?, - transactors
could absorb-some of these imbalances by accumulating or reducmg their own
foreign exchange balances. At present, however, these pressures. impact largely on
official, reserves.. The . value of allowing such speculatwe balances . to .develap
depends,-of course; on ‘whether they would be used.in a stabilising or destabilising
fashion. The official apprehensron about the specuiatlve overhang was. noted
above. The alternative ‘view, which ‘the Committee ‘is putting here, is that
exchange controls’ inhibit the deveiopment of 4 ‘broadly based eﬂ’lctent foretgn
exchange market L .

8.26 Another group of costs assoc1ated wrth exchange controls is the
admrmstrattve costs- of compliance..and, supervision. ‘Trading, banks, : being the
actual dealers-in-foreign exchange,claim:that these regutations place:particularly
onerous burdens on them and the costs are ‘no doubt. passed on to their clients.
Similarly, companies engaged in overseas business point o the large vo!ume of
liaison and reporting work that is ‘generated by exchange controls.’

8.27 . The Committee apprecrates that some of the costs of admtmstratlon and
compllanCe will: still have to be:incurred-to-maintain-a ‘monitoring’-or statistical
gathering facility: of the type recommended later in this chapter. ‘However, these
costs are llkely to be reduced, and the usefulness of the 1nformatlon enhanced As

6 _.Such as the ‘London l'unds hetd by Austmlmn tradtng banks prror to l939 (see E. Steper and G.
-.. Fane;. op: .cit.). The proposed spot- against. forward . system. would essentmlly dup]:cate these
arfangements. .. oo
7 - .The Reserve Bank has e5t1mated that about lSO ol'tts oﬁicers are employed on exchange control
matters.. (A small percentage ol these would be engaged in statistical work that the. Committee
sees.as-a continuing function.) Of:course many times: that number would be engaged on: these
matters in the private sector. : . Lo
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mentioned earlier . (paragraph. 8.15), controls tend. to obscure and distort
underlying market trends; they thus make it more difficult for the authorities to
mterpret the 1nformat|on on forelgn exchange transactlons

8.28 The ﬁnal and probably most 1mportant cost of exchange controls relates 10
the losses in allocative and dynamlc efficiency arising, for exampie, from

° restractlons on the ﬂE:lelllty of busmess and its capacny to take mmatxves and
' grasp mvestment opportumtles

o d15tort10n5 in the relative prices of ﬁnanc1al assets and
attempts by private’ transactors to by-pass the controls.

Many commentators have partacularly stressed the anhlbmng eﬁects on busmess
risk management and investment planning. In the Committee’s view these
efficiency costs are substantial; however as w1th other direct controis they are
difficult to quant[fy

8.29 The efﬁcnency costs of exchange controls are compounded by the fact. that
they impact in a non- neutral manner on. different groups. Exchange controls,
common with most direct controls, create incentives.of one kind or another for
subtle forms of avo1dance particularly with the continued use of the controls over
time. As a result a conSIderabIe burden falls in an inequitable fashion on the more
unsophisticated forelgn exchange_ transac_tor_s.9 _

D. OVERVIEW.S AND:POLICY RECOMMENDATION
8.30 The previous paragraphs have given a very broad treatment of exchange
controls. Even at this general level there is, in the Committee’s view, good reason

to question the cost-effectiveness of the present extensive exchange control
structure. Two considerations deserve special emphasis: : ;

8.31 Firstly, given the potential Ieakages there is serious doubt about the
effectiveness  of exchange controls. in regulating short-term capital flows,
particularly given the continuing way in which they have. ‘been deployed. The
controEs would have more ‘bite when used lnfrequentiy and for Short periods,

8  Sce Syntec report, op. cit. One further indirect cost is worth noting specifically. In very broad
terms, controls attempt to ‘drive a wedge' between domestic und overseus financial markets and
thereby between domestic and overseas interest rates. To the extent that they. are successlul,
investment yields in Australin are less responsive to overseas financial trends and prowde less
effective information to_both domeslic and overseas 1nvesloEs on relnllve relurns on capltnl in

. -Austrafia and overseas.

9  Where reflerence:to the Reserve Bank is requu'ed to gain dppi'(JVﬂl lor certain transactions,: large
firms with experience of the processes involved are often in a.position, given their management
resources, 1o more cﬂ'ecuvely present un’ application 1o the Reserve Bink for approval
Geographic position in’ Austrulin, purticufarly proximity to the Reserve Bank’s head office in
Sydney, may also determine how effectively firms can resolve particular difficulties which may
arise. It should be remembered that virtually all current exchange controls are not absolute
prohibilions and that the criteria that need to be met lor approval are often imprecise and alfow
for an’element of administrative discretion. In-that sense exchange conirols tend to impose
unequal-burdens on diflerent market participants.

. Apari [rom. the dblllly of many larger firms to. gain approva] ['or most forengn exchange
transactions there is u widespread belief that avoidance technlques are possible, A major area of
avoidance is the disguising of capital transactions as trade finance through techniques such as
transfer pricing and manipulation of trade finince acilities. Another area is the adjuslmem of the
leads and lags of trade and other payments. :
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because :the incentives and-opportunities for private transactors to rdenufy and
exploit avenues of avoidance are: consrderably reduced

8.32 _Secondly, effectivencss asrde there are 1mportant ef'ﬁcrency costs assocmted
with:tlie use of controls: : S :

8.33 Of course rf Ehere were srgnaﬁcant macroeconomic benefits accrumg to the
community from exchange controls, the efﬁcrency costs would most likely assume
lesser importance. In the Committee’s view, however, ongoing controls are
probably not needed to support a system of ‘lightly managed floating”. Béyond that
the risks associated with heavy and sustained foreign exchange intervention raise
serious doubts about the macroeconomrc benefits accrumg from the use of
controls for such a purpose

B. 34 Nonetheless the Commlttee is conscrous that 1f its recommendatrons
throughout this Report were adopted, there would be a chailenging interim period
for the authorities. Moreover, it may take some time for the foreign exchange
market to develop sufficient-depth*and’ maturity to ‘enable the authorities to
siibstantially redilce the'éxtént of exchange raté ‘management”. THere would be
justification, therefore, in moving cautiously on €xchange ‘controls. It would also
be necessary to maintain’ for'some tinle an ongoing monitoring and reporting
system to ensure the authorities were fully informed on both inward and outward
capital movements. These issues are taken up again later.

8.35 In the light of the -foregoing, the Committee recommends that the present
exchange control mechanism should be progressively dismantled: -

E. PARTICULAR CONTROLS

8.36. As Ehe Commrttee 5 recommendatlon implies that some controls would
continue to be avarlable durrng a transmonal period, the controls would need to be
evaluated mdmdually in terms of their usefulness in this period. This approach
may also indicate in what ways the existing control structure coilld be rationalised
in the event that the Government were to choose, contrary to the Committee’s
recommendauon 10 marntam an ongoang system of controls P i

(a) Approvals V.. Nutrﬁcatmn System

8.37 The current approach to exchange control is.a. general proh1b:t1on on all
foreign exchange transactions unless approved. The authorities claim -that this
approach ‘is- more .comprehensive than one that permits-all foreign exchange
transactions freely except those specifically designated; it is also thought to avoid
problems of definition | and 1dent1ﬁcatlon and Lo provrde capacrty for ‘fexible
administration. . R i : T N

8. 38 The Comm:ttee views. a comprehensave system of exchange controls as
1napproprlate It-would like to see only the most:critical. exchange controls left in
place during the transitional perrod i its view;: all-other transactions shouid be
freely permitted. "Such a shift in approach would reduce uncertainty for private
transactors ‘and reduce’ the eiement of bureaucratlc discretion on 1nd:v1dual
transactions.: It should : also .make ..minimum 1ntrusaon into.. commercial
arrangements. e i ST
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8.39 The principal consultants to the Committee in this area!® have expressed
doubt that such.an approach would present additional problems of definition and
identification. They.contend that the problem of definition and identification is
‘symmetrical’. Indeed, in" their view, the defnitional probiems would: be less
formidable under the proposed approach than under the present approach. Under
both approaches it should not be difficult to keep definitions in line with emerging
commercral practrces

8.40 The Committee recognises the zmportance of rnamtammg a data hase for a
monitoring system. Collection of data is not, however, synonymous with a system
of approval and the Committee feels that data collection could be maintained by
having a system of notification for all — or all specified — foreign exchange
transactions, with approval, if necessary, be:ng required only For certain specified
transactions. The extent of statistical demnands must, ofcourse be ba!anced against
the costs involved.

8.41 Therefore the Committee .recomnrerrds that:

{a) At an early date, the administration of exchange controls should be
changed to permit all forel[,n exchange transactrons freely, except those
specifically deszgnated .

(b) An appropriate ‘ongoing momtormg and reportmg system should be
developed immediately, based on notification of transactions as they occur.

(b) Proceeds of Trade Transactions and Other Current Payments

8. 42 Current transactlons and trade credit are SUb_]ECI to timing requlrements and
spemal scrutiny to ensure they are not in fact capital transactions that are subject to
firmer control. The broad range of controls which at present limit the timing of
transactions-and the handling of foreign exchange (e.g. on pre- and post-payments
for exports and imports) would hinder the development of a market-oriented
foreign exchange systern and would leave closed avenues:for private forward cover
arrangements. The Committee feels that, having regard to their limited
effectiveness ‘and their effects on ef’ﬁczency, restrictions on'the’ tlmmg of trade
transactions {or ‘leads and” lags as they are sometimes ca]!ed) should be
abandoned at an éarly-stage of a program of deregulatron In the view of the
Committee, . such. controls . would. not- be . needed - in. - the .foreign exchange
environment suggested in Chapter: 7. : : -

8.43" Therefore the Committee recommends that the controls on the tlmmg of
payments for trade and services should be’ abohshed at’ an early tlate

(c) Overseas Borrowrngs by Res:dents -

8.44 Controls (other than VDR — Wthh is dlscussed later) that apply or have
appired to non- re51dent loans to Austraha borrowers mr:lude11

[ embargo on short term borrowmgs (not in force at present) and
@ - scrutiny .of borrowmg contracts: :

IU Syntec Reporl Op crt
11 'The festrictions on interest:bearing i investments by non-resident banks and governmenls and the
conduct of §A accounts by non-residents are discussed separately kater. There'are, in-addition,
some restrictions on equity investments imposed by the Foreign invcstmeni Review Board.
“These aré not sirictly purt of - the exchanggé control mechamsm anud rl is ﬂssumed lhat the same
ohjectives could beé achievéd through separate: legislation. . : 3 : i
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8.45 . Two-observations might be made about these controls:. -

@ - The: short-term -borrowing embargo - would- -be largely, but not- totally,

- redundant if:a VDR weére in force, as it would be possible to substantially

control such flows without resort to an embargo; for reasons discussed later

" the Committee prefers an mstrument whlch tmpacts on: pnce toa system of
“:quantitative controls.

© The process of scrutinising details of borrowing contracts, to close potential
- loopholes: in inflow: controls, is a time-consuming and costly process for
: transactors and officials. - . : :

8 46 The Commrttee recammends that

_(a} Embargoes on short-term borrowmgs should not he used as an mstrument
“#"of exchange control.

{b) The scrutiny of borrowing con_tracts should cease.

(d) Resldent Equity Portfoho Investments Overseas

8.47 Until recently, the controls appiylng to resident portfolio investments
overseas -(including those which indirectly have that effect) were:

@ ...a virtual ban on fixed-interest investments;
@ [imits on mvestment in shares; and

© restrictions on. the establlshment of Austra[ran share reg:sters and on the
' ltstmg of securrttes on Austrahan stock exchanges by compames incorporated
overseas

8. 48 Restnctrons on mvestment overseas in shares were Itfted in July 1981. The
restrtctlons applytng to investment in-fixed-interest securltles remain unchanged
and are dlSCLlSSBd in-Section:(f) below. :

8 49 A forelgn corporatton must obtam the Reserve Bank’s approvai to estabitsh
! an Australian register of its shares or other securities, or to list any of its securities
‘z__,on an, Austrahan stock exchange Authorrty is not often gwen

8.50 - Retaining thts restriction on listing after the recent lrberallsat;on of controls
on share purchases overseas would appear to do no more than exclude Australian
sharebrokers from one area of share trading (i.e. many Australian investors would
simply e} through overseas. brokers and purchase the stock overseas)

8.51 Transactions costs might be [ower if stocks could be purchased domestically
rather than overseas. Small investors, whose orders may be too small to Justlfy an
overseas purchase, would be offered a wrder Spectrum of stocks.

8.52 It is assumed that probiems concernmg stock exchange l;stmg and
_ disclosure requlrements can be overcome. No company need be accepted for
listing which is not already listed overseas and which does not agree to Australian
disclosure requirements.

8.53 It is worth noting that a number of countries, including the United States,
Singapore and. the United Kingdom, allow foreign corporations. to list their
securities domeshcally : S : .

8.54 ._Th_e-Com_rnrttee therefore recommends that the restriction on listing of
foreign corporations on Australian stock exchanges should be lifted.
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{e)- Non-resident Holdings of $A Balances and Interest-bearing Investments

8.55° At present, non-resident banks and governments are permitted to hold $A
balances only to cover minimum working balances plus any firm commitments
falling due  immediately- (normally interpreted as within one month). Such
balances may not be invested, nor may the Australian banks with which they are
held pay inierest on them. Other non-residents may deposit funds at interest and
make other interest-bearing mvestments 1n Austra!ta (subject to any borrowing
controls current at the time):

8.56 The restrictions on 1nterest beartng 1nvestments by overseas banks are
designed -to close a potential channel for specuiatton and arbitrage between
domestic and overseas capital markets. . :

8.57 Interms of its impact on short-term capital flows, the effectiveness of such a
measure is open to question.because. of its fairly narrow coverage. A study
prepared for the Committee!? demonstrates a very close link between capita]
movements and interest rate differentials. One reason is that foreign' corporations
with domesttc subsrdrartes are able to respond ﬂexrbly to tnterest d:ﬁ"erent:als

8 58 Nonetheless the Commtttee is consc1ous that holdtngs of$A baIances and
interest-bearing investments by non-resident banks etc. may stgntﬁcant!y increase
the potential volume of short-term capital flows. This raises similar isstes to the
holdings. of foreign currency and short-term. mvestments overseas by residents
which are.discussed in-the section below. .. .

8.59 The restrtctton on $A holdtngs espectaliy by ofﬁctai agencies, is intended to
dtscourage the deveIopment of a reserve currency role for the Austrairan dollar.
The Committee is not in a position to make judgments on all these issues but their
resolution does not depend on the existence of comprehenstve exchange controE
machinery. :

(f) Foreign Currency Accounts and Interest bearmg Investments Overseas by
Austrahan Resrdents g

860 Australlan resrdents are permltted to retam foretgn currency balances
accruing from export proceeds etc. only to meet foreign currency obltgattons
falhng due within one month Banks are permatted to hold only mrmmum foretgn
currency working ‘balances,”

8.61 . Similarly, there is.a virtual ban on overseas tnvestment in Ioans or other
fixed-inierest securities by Australian resrdents 13 This ban has been’ described by
the Committee’s main consultants as ‘the ltnchptn in the set of controls WhECh are
de51gned to govern short—term outward movements of capttal’ g4

8 62 The Commlttee is of the view that these arrangements are tnapproprtate for
the more liberal foreign exchange environment that has been recommended. Their
removal would also facilitate the development of forward cover facilities and in
s0me respects complement these facilities. - S

R.63 The Commtttee is consc1ous of the ‘conicern of the authontres that these
types of acccunts could accumulate over t1me and become a source of. potenttai

12 Curlanﬂ and Valentine op. cit. See ulso Figure 8.6 of the lntertm Report'
13::- There is one minor exception; this.is-referred to.in the Interim Report, parar,raph [4.15.
14 Syntec report, op. cit. . .
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speculative ‘overhang’. It notes, however;: that privately held foreign exchange
balances can at times act as a stabilising force in the market (see paragraph 8.25).

Moreover there is alreddy a large volume of ongoing and accumulated overseas
equity and interest bearrng inyestments in Australia. There can also be substantlal
‘leads and lags’. These funds can be extremely mobile and can also be viewed as a
potential overhang Fmally, it should again be potnted out Ehdt ‘under a more
market- orrenler.l exchange rate system, the potentmi capltdl ﬂows would generally
impact on the exchange rate rather than on domestic monetary conditions. There
miay be some increased economic risk in moving towards a more liberal approach
on both resident and non-resident balances’ — but the -risk .must be kept in
perspective: and “must: be' set against the potential advantages: Nonetheless; it
would be prudent to maintain (at ieast 1nttrally) the capacrty for some containment
of. such funds flows, : - :

8. 64 The Commlttee therefore recommends that:’

'3 Controls on resrdent foreign currency “balances and resuient ‘holdings of
|nterest bearmg mvestments overseas shouId be progresslvely dtsmantled

— In the transmonal perlod however, some degree of control and
- survetllance m:ght be retaaned : SRR ;

— The controls coulll take the form of thresllold limits,

8 65 Et has been argued that hberahsatron of exchange controls may allow banks
to partmlly neutralise the effects of an increase in the variable reserve requirement
on their $A deposit liabilities (see Chapter 4), For example, overseas branches of
Australian banks (and’ parent offices of’ foreign banks: in Australra) could make
forergn currency denominated loans, to their’ Austra!ran offices for. on- lendmg to
resrdent customers or banks could ot’fer resadent customers ‘Eurodol!ar type
deposrt faeihues

8, 66 However, the Commrttee would poml out lhat

‘@ in a more- markel-based financial system, “there would be greater relaance on
~.open market operations and only hm:ted resort to reserve requrrements as an
'.'_f'instrument of monetary pol[cy, -

9_'_ _by paying.a commercrdl’ rate of mterest on reserve requrrement deposns as
~ the Commiltee proposes, the tncenttve to c1rcumvent reserve requrrements
_would be reduced

: -'é:":'-"-a ﬂexrble market- or;ented exchange rate would help to restrtct the magmtude
o ___of the potentrat problem for monetary poltcy, and o

. 8 ) '_reserve requ1rements could 1neiude if, necessary, a provzsron for the extensron
. of such. requrrements (when requrred) to mctude foretgn currency dep051t

'-laabliltres s : _

15 The. VDR whlch joperated in the 19]‘05 had the I'ollowmg prme:pal I'eatures
R ‘Bofrowers were obliged’to lodge with the Reserve Bunk an interest-free; non- assrgnabie
~riidepiositin - Austrdlian currency: representing a certuin: proportion-ol:the amount drawn;
@ .. Deposits were held for the period of the borrowing and were refunded proportronately us
loan repayments were made.
o The deposits were required o be lod;,ed through the borrower 5 bunk concurrently with
~receipt of loan proceeds )
e The deposils percentage dppltcabie to new borrowrngs were varted by the Government from
time to time. RRRITA o
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(g) 'Variable Deposit Requirement (VDR)

8.67 The VDR has, along with the embargo on shoft-term borrowing, been the
principal means of regulating short-run capital flows-into Australia during the
1970s. It acted by increasing.the effective cost: of overseas. borrowings.. As
implemented, the measure has. .generally only. applied. to. new:. borrowings
(including drawings under established arrangements); it has not applied to existing
portiolio. positions. The VDR. ‘has been varied in intensity. on a.number of
occasions. However, the record appears to suggest that. the VDR has generally
been levied or increased only after an increase in.inflows. has occurred, . thus
creating an incentive for transactors to borrow in anticipation of its introduction. 16

8.68. . Notwithstanding these limitations and its purtial coverage, the VDR has
been viewed, .especially. by the authorities, as a. useful short-term. measure 1o
combat external instability. Most evidence suggests that the. VDR reduced those
types of funds flows on which it was levied, at least over the short term. Moreover:

@ jt is more market-oriented than other controls; it does not totally prohibit
.. market transactions as capital is free to move if transactors meet the ‘tax’
o levied, 0 [T NE i i
® it.can be applied flexibly, both as to the required deposit and the length.of time
. -for which-this is-held by the authorities; and - .= . T I I
® it is easily understood: by transactors; . o

8.69 The Committee accepts that such an instrument may have a role to play in
certain circumstances. In general, control instruments like the VDR. which
regulate capital inflows by impacting on price are to be preferred to quantitative
controls. However, the Committee agrees with its consultants!? thatif this

instrument is to have maximum impact, consideration should be given to

extending the coverdage io both debt and equity: portfolio investrents. -
8.70 - One special feature of the VDR is that it requires a deposit. to be made: with
the Reserve Bank, i.e. it compels companies to borrow: larger amounts of foreign
exchange to obtain access to a given desired amount of $A; companies thus.face a
larger foreign exchange exposure and, perhaps more importantly, some of them
may run into gearing problems when they attempt to do this. With.the VDR having
been set as high as 33.3%, these effects could be significant, =~ o

8.71 Another difficulty with the VDR is that it impacts solely on capital inflows.
While the Committee expects that in the 1980s; governments will more often be
concerned with the pattern of capital inflows than capital outflows, an instrument
that ean impact quickly on either side of the balance sheet would be more useful to
the authorities (during the transitional period) than one that .impacts only- on
iHHOWS._. IR ) RTINS . . - . SRR .

8.72 - "The authorities might therefore give some thought to a capital inflow/

outflow tax — a variant on'a dual exchange rate system. e
8.73..1f ‘a ‘control: instrument like VDR :(or. an inflow/outflow - tax) 'is to: be
effectively activated at times when it is needed, a continual information collection
would need 1o be maintained.'® This is consistent with-the earlier recommendation:
on this question. : S r :

16 Sieper and Fane, O]’J.C.if.._,'_CﬁilptEI' I; see niso Syntec, ap. cit., Part HI}.
17 Syntec report, ibid, - . ULl i
18:::In addition of course appropriate regulstions would have to be in place.: -

149



8.74 It is important to emphasise the limited situations in which the Committee
sees such an instrument being used: . _ A S

o . itisintended that it be only available during the difficult period of transition to

- a.more market-oriented foreign exchange system; . :

e it should be regarded as a iast-resort: measure, providing a buffer against

external fluctuations which cannot be handled satisfactorily with the available

- policy tools: it cannot serve as a substitule for prompt and appropriate

~ domestic' policies. Nor can it serve as a substitute for a realistic market-
“determined exchange rate. - o ' '

8.75 There is no case, in the view of the Committee, for frequent or sustained
use of'an instrument like the VDR (or inflow/outflow tax). Indeed, the Committee
is bound to point out that the active use of such an instrument is likely to create
some lingering market uncertainty: For that reason alone'it would need to be used
very sparingly. In addition, it is not likely to be effective if it is used too often or for
long periods.: SR SRy R - :

8.76 Subject to that proviso, the Committee recommends that, during the
transitional period, while the foreign exchange market is developing, the
authorities should retain a reserve power to apply (as a last resort nieasure) a
VDR or like instrument. Preferably the instrument would have the capacity to
cover flows of both debt and equity portfolio investment.. . s :

F. TIMING

8.77 The Corp_m_i;tEE' is recommending three major changes in qxt'err_ial__pbiicy:
o an early shift from the present ‘flexible peg’ system (fixing a rate at the start of
each day, with the Reserve Bank operating as a residual supplier/purchaser at
‘that rate) to a system of ‘managed floating’ (under which the exchange rate is
_determined in the market and the authorities deal in the market if they wish to
- promote a:particular rate); - T TR T
e 2 _prbgr'esswé_r_ed_uétion'i_n the level of official intervention in foreign exchange
Comarkets;and T
e a progressive dismantling of exchange controls. _ _
8.78 These three policy changes would ‘represent,_ in. the aggregate, a. major
stiuctural transformation of the foreign €xchange system. It is important that they
be _sy_nc_lj_rpnis_ed, as they a:re'hi_gh_ly_ interdependent. ' '

§.79 1t may. take a little time before the foreign exchange market develops
sufficient depth and range for it to function effectively without requiring a
significant degree of official intervention (see Chapter 7). In. addition, .the
Committee notes that there may be a period of less certainty for domestic
economic policy following the move to more flexible interest rates and monetary
policies: The entry. of foreign banks may also have the. effect of adding:further
linkages: between Australian financial: markets and world markets (although the
Committee has argued elsewhere in this Report that there is already a'high'degree
of integration). e

8.80 All these factors, laken together, may require.th'a't the prbbbse__d external
policy changes be made progressively and with care. They do not, however,
preclude an early start to the process of liberalisation of exchange controls; and
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indeed such liberalisation will assist the development of the foreign exchange
market, : _ Lo .

8.81  Coincident with a progressive reduction in‘the level of official exchange rate
intervention, there should be a progressive dismantling of exchange controls.

8.82 The Committee is not in a position to offer a detailed timetable for the
relaxation and ultimate removal of exchange controls. It believes .that some
changes will make a particular contribution to the development of the foreign
exchange market. Others will need to await further development of that market.
8.8'3;_ The 'Commitl'ee:suggesls that.'the:early _S't'eps.wou[d need tb:in_cidde:
@ - Discontinuation of present-institutional arrangements for intervention by the
. Authorities on the exchange rate and a shift.to the more ‘market-oriented
arrangements discussed in Chapter 7. (This would include removal of present
limits on the rates that banks can set on transactions with their customers.)
® ‘An early ‘relaxation in the capacity' of those operating in the market (e.g.
' ba'nks)'to_ hold larger ba!ances-'c_)f_foreign'e’xchange;' o ] L
® A switch from the present approach of prohibiting all transactions except those
specifically approved to one in which all foreign exchange transactions would

be permitted except those specifically designated.

© The development of an information system to replace, as necessary, the one
presently provided by the administration of exchange control regulations.

© ;A move away from the use of exchange controls for ancillary. purposes. In

~many cases, cxchange controls have been. used. as.the. convenient
-administrative arrangemerit. That is not a valid justification for retaining such...
Ccontrols, TRLAvelc] : ' retaining

: i O S e ._ . . .. . L .. . . ;-,
®°  More generally, a review by the atithorities of the various remaining controls.
In many cases, early removal or raising of thresholds might well be possible, It
would appear to. the Committee that the removal of those relating to short-
-term funds flows might need.to await substantial development of the foreign

- exchange market. . S T N T N T
8.84 The Committee recommends the retention of powers to impose a VDR or
similar instrument'throughom_ the transition period, in case pressures develop that
cannot, in the situation of the time, be handled by official intervention in the
market. G Ll

G. ROLE OF OFFSHORE BANKS

8.85 The Committee commissioned a comprehensive. study on the scope for
establishing an offshore banking market in Australia.!9 _ : e
8.86 'In its simplest sense, offshore banking refers to banking business conducted
from a host country and transacted purely in foreign currencies. In a fully
deregulated . financial system, where. all restrictions are lifted on . non-resident
holdings of: domestic currency and on resident holdings .of foreign currencies,. the
distinction between offshore banking (conducted in foreign .currencies) and
onshore banking {conducted in domestic currencies) would disappear.

19:::J: R, Hewson, *Offshore Banking in Australia®, AFSI Commissioned Studies and Selected Papers,
Part 2. : :

151



8.87 - Three broad categories of offshore banking can be identified: - .

@ a pure offshore market where the authorised ‘offshore bank’ intermediates
. . foreign currency transactions between non-resident borrowers. and lenders
OMIYS o e et
® an offshore market with resident loan access — in addition to [oreign
" currency dealings. with non-resident borrowers and lenders, the authorised
- “offshore bank’ can also lend foreign currencies to residents, but it is not

"*-allowed to accept deposits from residents; . ' o -

o an offshore market with resident loan and deposit access — this is the most
wide-ranging category; with the authorised ‘offshore bank” accepting foreign
currency. deposits. from and. on-lending to both residents and non-residents:

8.88 Authorised ‘offshore banking’‘units can comprise  domestic ~banking
institutions as well as ‘local units’ of foreign banks.” .

8.89 Currently all major Australian banks have branches overseas through which
they undertake international intermediation activities. These branches provide a
wide range of banking services, a growing percentage of which is unrelated to the
transactions of their Australian customers. = R A

8.90 ‘At present the major r_estr-ictidn on banks undertaking these activities is the
foreign.exchange risk that they can carry. However, this might be satisfed by the
bank hedging its position.. ... S ST R : R

8.91 The regulations basically:prevent Australian banks (operating through their
resident base) from accepting foreign currency deposits. Thisis also'the case with
the representative- offices. of foreign . banks. The representative: offices- arrange
foreign currency loans for residents but the formal position is that the loans must
be..organised..by: their offices: overseas.in order to remain strictly. within the

boundaries.of current official guidelines. ... . ... P

8.92 ° The Committée addresses these issues more fully in Chapter 25/ where it
indicates a preference for agency rather than representative office status for foreign
banks not admitted to the domestic banking system. This would formalise the
representative offices’ foreign loan business and.simply allow documentation to.be
signed in Australia rather than overscas. No.major freeing up.of exchange controls
would be implied. This -move could, be. made garly. in the deregulation process
outlined above. e

8.93 The establishment of a formal ‘offshore market’ would be facilitated by
some relaxation of the regulations concerning resident holdings of foreign
currency deposits and possibly non-resident ‘holdings ol domestic ‘currency
deposits. These matters are taken up in some detail in the consultancy report and
the Committee’refers this report to the authorities for study. If the Government
believes there is a place for an-offshore market during the transitional period of
deregulation, a program of staged.development could be devised, consistent with

the g[ad_ual_ph_'a'sing:';out.of,exc_:hangc:Co_nt_'rois.-' e B i o
8.94 “At the embryonic stage _bbth’ foreign' banks aﬁd'dorﬁcs‘tic-bénks might be
permitted to accept non-resident foreign currency deposits {(within limits) and to
oni-lend ‘to non-residents. = * -~ S L I BN LR

8.95 The nature of the regulatory and prudential requirements that might be
imposed.-on -this new. offshore market -are.considered. fully in the consultancy
report. : S i

152



8.96 Once exchange controls have been sufficiently liberalised to permit all
residents to hold foreign currency balances, a natural development would be to
permit ‘offshore banks and.domestic banks to accept’ foreign currency .deposits
[rom, and on-fend to, residents.

8.97 Allowing offshore banks and domestic banks to take the further step of
accepting BA deposits from non-residents would substantially broaden the
potential for setting up a Euro or Asian $A market. This move would have to await
the final step in exchange control liberalisation.

8.98 Some foreign banks operating as offshore banks might advance a further
stage by obtaining access to resident Australian dollar deposits and loans. This
would make them indistinguishable from domestic ‘banks. In Chapter 25, the
Committee recommends that the Government should offer, as'soon as practtcable
domestic banking licences to a number of foreign banks.: It is envisaged that,
progressively. thereafter, further licences would be granted. While some of these
additional domestic bank licences could be granted to offshore banks, an offshore
bank- licence’ would in no sense represent an automatic’ delayed entry into the
domestic banking system. A situation may arise, therefore, where foreign banks
may have a dual presence, with many foreign banks operating in the offshore
market and a limited number with full domestic bank licences.
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APPENDIX 8.1
- MAJOR CHANGES TO EXCHANGE CONTROLS

19391972
'.S_ept_. 1972 .

. Dec: 1972

“Feb.'1973

June 1974
Aug. 1974
Nov. 1974

Jan. 1977

July 1977
Jan, 1978
Jan. 1979

~ April 1980

July 1980
. July 1981
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Australia hdd almost an open door poilcy to capnal mﬂows
Embargo placed on. borrowmgs repayab!e in two years or less
VDRintroduced, and set at-25%..

‘Borrowing controls extended-to include non-resident’ deposzts and: fixed-
. interest investments: Surveillance measures applied to large intercompany
.= accounts. Timing limits upplred o paymems for goods and services, and
" dividends: .

- 0cl, 1973 ¢

VDR increased from 25% to- 33 3%
VDR rediiced from’' 33.3% to 25%.
VDR reduced from 25% to 5%.

Borrowing embargo modified to apply to borrowings of six months or less;
VDR suspended.

Embargo increased to two years and VDR reactivated at 25%. Restrictions
on the leading and lagging of trade payments were tightened.

Embargo reduced to six months; VDR suspended.
Embargo suspended.

Some relaxation of the contirols applying to earnings [rom direct investment
overseas.

Adjustment to ceiling [:mns on resident portfolio investments overseas.
Moedification of capital inflow surveillance.

Restrictions on resident investments overseas in shares and real estate
lifted. Approval is still required.
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PUBLIC SECTOR FINANCING

The Marketing of Government Securities and the Role of Authorised
Dealers ' '
Captive Market Arrangements Applying to Government and Semi-
government Securities

Range of Government Securities

Loan Council Regulation of Local and Semi-government Borrowings



CHAPTER 9: THE MARKETING OF
GOVERNMENT SECURITIES AND THE
ROLE OF AUTHORISED DEALERS

A. INTRODUCTION:

9.1 Since the Committee began its deliberations there have been some
significant, changes . in arrangements for the marketing of . Commonwealth
securities. In particular:

e the tap issue of Treasury notes has been replaced by a tender system

o the periodic cash-and- conversmn bond 1ssues have been replaced by tap
issues; and

e  Australian Savmgs Bonds are now being sold addltlonaEEy ihrough post offices.
Some details are shown in Appendix 9.1,

9.2 Success in marketing securities depends upon:

© the characteristics (e.g. return, maturity including any early redemption
rights) of the instrument;

e the appropriateness of marketing arrangements; and
e the existence of a secondary market.

9.3 Adoption of some of the Committee’s recommendations, together with
certain ongoing developments, will reinforce both the need for, and the benefits
flowing from, an active and efficient market in government paper. In particuiar
they include:

® increased emphasis on open market operations as an instrument of monetary
control;

® the elimination of captive markets; government securities will need to be scld
on their merits; and

® the direction of sectoral assistance through the Budget.

9.4 This chapter deals with marketing arrangements and secondary market
support for Commonwealth Government securities (aithough many of the points
are equally relevant to the marketing of local and semi-government securities). It
is concerned both with the issue of ‘new’ securities to the market at large and with
the role of the Reserve Bank and authorised dealers in the secondary market for
government securities, Of particular concern are the special facilities provided by
the Reserve Bank exclusively or on a preferred basis to authorised dealers. The
range of securities that might be offered is discussed in Chapter 11.

B. NEW ISSUE MARKET

9.5 The broad cbjectives of official monetary management are to ensure that:
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@ monetary ‘targets’.are met;.and

@ the liquidity of the financial system is managed in a way that mamtams overall
financial stablllty

9.6 The objectlves ofdebt management1 areto:

@ cover the Government’s financing requirement;

@ borrow atthe lowest possible long-term cost;

@ maintain an appropriate spread of maturitics; and

¢ promote stability and conﬁdence in the bond market.

9.7 There is some potential® for conflict between the demands of economic
stabilisation. policy.and effective debt management. For example, an. attempt to
keep down the cost of government debt by ‘supporting’ bond prices can seriously
undermine monetary. and other economic. policies. More generally, while the
Committee does not seek to detract from the prime authority of government, it is
nonetheless a theme. of the Committee’s approach that the demands of
government on ﬁnanc;al markets arising from the Budget should be. consistent
with the preferred monetary policy. Potential conflicts between fiscal policy (and
its associated debt management) and monetary poircy shouid be resolved by
consultative processes (see Chapter 2).2°

9.8 Tt is clear that the achicvement of the objectives of both debt management
and monetary policy hinges significantly on the effectiveness of the arrangements
for marketing government paper, as well as on the attractions of the paper itself,

9.9 Arrangements for the funding of government by the pnvate sector can in
prlncrple be based on two systerns
P . _government can offer securrtres at fixed ylelds accept the quantlty of funds
proffered, and. vary, if’ necessary, either rates in subsequent issues or 1ts fiscal
and/or monetary program; or
G government may independently determine how much it wants to borrow; ‘it
“would ther sell ‘(by tender or otherwisc) the quantity so deterrnrned at
' _' whatever prlces and ytetds are necessary to achteve thrs result

9 10 Broadly speakrng, Austraha has, at Ieast unt:l recently, adopted the ﬁrst
system.

1..+. The: Loan:.Council ‘has-a co-ordinating role .in. relation: to the borrowing programs ol the
Commonwealth. and State. Governments, their. authorities; and local goyvernments. This is
described in Chapter 12 of the Interim Report. In brief the Loan Council’s functions include:

e determination of the tggregate annuil horrowmg programs of the. Comrnonwealth and State

Governments and their- authorities; . : S .

distribution of the programs between the Commonwealth and the States, o

“allocation of the proceeds of Commonwealth: borrowings; . EL

: prescrrptron of ‘maxinium ‘ferms and tonditions for- various categorres ol' horrowmgs,

regulation of the timing of domestic public borrowings; and - i

::.;. @ approval of the terms.and conditions of overseas borrowings. . L

2 A l"undamenta] Aaspectof this issue js determanatmn of the vo!ume of governmem securaues 10 be
marketed to the privaie sector. In some countries the fiscal authorities tend te lollow the
discipline ol funding the budgel deficii [rom the market. In Australia, the Reserve Bank ‘finances’
that part-of the povernment deficit which.the private sector fails to do. It must be recognised that

. funding.by- the .Reserve Bank.is not a substintive response to the problem ol' reconciling fiscal,
monetary and debt management pohcy . o o
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9.11 This approach may work reasonably well in a'situation where:
o .. the securmes are approprlateiy priced, ' - :

competrtron from private sector securities is not partrcularly strong,
there are srgmﬁcant captive investors;
borrowing requirements are relatively modest;

the Government is seektng to mﬂuence interest rates rather than monetary
aggregates. : : oo

6.12 To an extent, these conditions applied throughout most of the 1950s and
1960s. However,. this subsequently ceased to be the case.

e -~There is now a much wider range of commercial securities avarlable some of
- which: have risk: properties. (in part- supported  explicitly or :implicitly by
governments) near that of government securities but which generally: offer a

- higher yield for comparable terms; bank paper is a prime example.

[ The relative 1mportance of captive investors in the financial system ‘has been
~““eroded over time (see Chapter 10); and the most rapidly growing financial
lntermedtarres have not been substantial mvestors in government secuntles

The overall pubhc sector deficit has been much larger (see Table 9. 1).

Greater emphasis has come to be placed on the control of monetary aggregates
and direct controls on pnvate sector tnterest rates particularly those of banks,
_have been reduced

9. 13 As indicated in paragraph 9. 1 sales of government securmes in Australta
are currentiy a hybrid of both tap and tender approaches. (bonds through the tap
and Treasury notes through the tender). Developments over recent years have
tended to change the focus’a little towards the second alternative, but the fixing of
yields' by the authorlt:es still ranks lmportantly in the 1ssue of secunttes 3

9,14 . The tender system. adopted for  the 1ssue of Treasury notes has no
underwrltmg agreement. Bids are accepted from registered tenderers, who may
make a range of bids at different prices. The total of bids may fall short of the total
on offer, or the authorities may find some bids unacceptable and choose not to
allocate’ the full:amount. 1n the experience of the system so far, neither of these
events has occurred often.

9.15 There appears to have been some reluctance on the part of the Australian
authorities (as well as authorities-in several parts of the world) to adopt-a tender
system for the 1ssue of medtum and long-term government bonds '

9.16 It has been argued that in. a reiatrvely under-developed rnarket for
government securities, the tender yield may not be a good guide to the ‘true’ yield
and investors generally look to-the authorities for some:sort:of lead.on. interest
rates. The adoptlon of a tender system could therefore lead to greater volatility in
interest rates.? In particular, there is. concern that at times when the market is
unsettlecl it wrll be necessary to issue bonds at relatively high yields..

9.17 While there might be greater short-run-volatility in interest rates, it is not
clear _tc':_'the__(;?ommitte’e th‘_at_ there woul_d' be__greater“long_-run instability in the

3 Appendlx 9:1 dtscusses the methcds used to sell government securities in -Austrakia:
4 This kind of argument is similai to the ‘argument put forward I‘or rn.nntammg the present
administered exchange rate regime. See Chapter 7, :
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market place than. under the present tap system. An ‘administered’ tap system
creates more uncertainty about the actions and intentions of the authorities and
over a period it can lead to sharper interest rate changes.

9.18 1t may be asked why the benefits of a tender system cannot be dChleVEd with
a-more flexible tap system. While this is conceptually. possible, it would require an
ability by the authorities to determine and a willingness to match market rates
which may be difficult to achieve in practice. .

9,19 It is for these reasons that the Committee prefers a system where the
Government determines how much it wants to borrow and the interest rate is
clearly determined: by the market® — the tender system is obviously such a system.

9.20' The Commlttee accordingly recommends that the authorities should follow
a market-oriented approach in the sale of government securities: pursuant to
this policy they should: adopt a tender system as the preferred system for the
issue of securrtles (other than savings bonds).

9.21 To the extent that the authorities wished to ensure thdt under such a
system, offered amounts were always bid for in [ull, some form of underwriting
commltment rmght need to be arranged

9.22 In reeommendlng adoption of a tender system for new issues ofgovernment
securities the Commtttee does not seek to preclude the authorities from issuing
bonds through tap systems or any other technigue appropriate to the conditions
prevailing from time to time. I a tender system were the only method used to sell
bonds there might be difficulties in arranging for continued direct subscriptions by
non-tenderers. The . Committee would expect non-tenderers to meet . their
requirements from the authorised dealers, stockbrokers orother. participants in the
market. Even so, a tap. system may help to achieve a wider spread of sales among
investors than a tender system: For that reason, the authorities may not wish to
shlft exciuswely to a tender system from the start. .

9.23 - If hoth tap and tender rnethods were used, it wouid be: tmportant to a well-
functioning, :well-informed tender system that the relevant authorities publlsh
regularly rneamngful detail on new issues outside of the tender. .

9.24 More generaEIy, the market’s confidence in and ability to:price governrne'nt
securities would be facilitated by the provision of a greater degree of information
by - government auitiorities. The Committee considers that: the market in
government securities would be assisted if all public bodies prowded meamngful
lnformatlon in respect of thetr EotaE aetlwt;es in the securmes mdrkets '

C SECOND ARY MARKET

9.25 The operauons of long-term - investors -in “the secondary market: for
government securmes are mamly af’fected by the shape of the yield curve,

5 The authormes can of course respond to market pressures in other ways thdn through the interest
rate €.g. they can shorten the maturity structure, of issue variable rate securities. The important
point to be stressed i5 that it would be inappropriate to abandon the essentiaf discipline of funding

" the borrowing requirement from the . market recourse to Reserve Bank finance should be
. avoided; other.than-for a: iemporary period. R
&  The general issue of information gaps is taken up ina broader context in Chdpter 44,
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expectations about changes in -that yield curve, and:the availability of new issue
stock relative 1o the desired size of their portfolio of: government securities.

9. 26 The Reserve Bank operates in- the secondary malket largely through
stockbrokers and the authorised dealers Brokers and dealers operate in the
secondary market, partly as mtermedlartes between buyers and sellers and partly as
principals. When selling from’ their portfolio they ‘meet the net demands of
investors for additional securities not available through either the tup or the tender
— this is particularly the case with investors iooking for short securlttes such as
Treasury notes wrth less than three months to maturlty

9.27 The depth of the secondary market in government ‘securities is not tniform
across the maturity spectrum. The market in shorter dated securl‘ues is the
stronger for several reasons: o

& The risk of caprtal losses on ‘longer dated securmes may ‘be unacceptably high

" inan unsettled interest rate environment. The authorities have responded to

" this by issuing, in recent years a relatavely large voEume of Short dated
securities.

e :'_Instltutlons whrch hold a 51gn1ﬁear1t volume of government securmes for
llqmdlty purposes naturaiiy prefer short- dated seourltles

@ . The authorised. dealers are restrtcted to hoidtng the bulk of:. the;r assets in the
. form of government securities with less than fve years. Lo maturity.

@ Many life offices and superannuation funds value their securities at cost for
.- PUrpOSes of the 30/20 rule. A Ioss in value upan sale for. this purpose inhibits
trading in securities., - o _ : .

9.28 There are many beneﬁts to be gamed from havmg an active secondary
market:: :

@ - [nvestors can’ meet demands [or cash by - selhng the:r holdlngs to ‘other
- *investors with' cash in“éxcess of immédiate ‘néeds: this’ enhanees the overall
financial stability of the system;

@ the'increased: liquidity of the securities adds to their attractiveness’ and thrs
‘may’ permit lower yields and longer maturities to be issued; :

o ‘asound secondary rnarket facrlttates open market Operauons by the monetary
T authorltles '

® ;nformat;on on the current state. of the market is passed back to the issuing
body. . . .

9.29. Market making:is an integral part of an actlve secondary market ThiS rote
could be filled by the Reserve Bank or by private sector inlermediaries such as the
authorrsed dealers, which. rnay or may not -have spec;al 51U pport from: the Reserve
Bank. e T R o : :

9.30 For reasons drscussed elsewhere,” the Commtttee beEteves it would be
inappropriate for the Reserve Bank to stand dtrectty in the market across the
maturity spectrum at all times. The Committee sees it as appropriate for the
Reserve Bank to be generally more willing to buy short-dated government bonds
(albeit at times at a discount on market) than it has been in the past,. but this is in
its role of providing adequate liquidity rather. than in a role of market making.

7 . See Chapter A
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9.31 In the Australian context, the authorised dealers represent the major
participants-in the secondary market in government securities. To fulfill their
market-making role requires them to held stocks of government securities and
they therefore constitute a significant market for securities in their own right. At
mid 1980 they held around $1300 million in Commonwealth securities, accounting
for around 7% of the prlvate sector’s total holdtngs

9,32 The Commattee s reasons for preferrrng a market- makang functron through
prrvate sector. institutions rather than. through the Reserve Bank can be
summarised as follows:

¢ The continuous presence in the market of the Reserve Bank as a market maker
S would inhibit the proper and healthy development of that market

e It is sensible commercral practice to interpose a who!esahng intermediary
group between the Reserve Bank and essentially retail financial institutions;
“the alternative would be a duphcatlon within the Bank of a tetail trading and

' market making funetron which already exists in private financial institutions.

e The existing authorised dealers, in addition to belng market makers, also have
an ancillary role in providing a safe avenue for the investment of substantial
overnight and short-term funds; although this ‘would no longer necessarily be a
unique [acility if the Committee’s proposals for deregulation of the banks
(specifically the remioval of all controls on bank deposits; including the thirty-
day limitation) were adopted, advantages would flow from the ex1stenee of a
healthy and vigorous competttor for the banks in this area. -

@ The expertise ‘and commercml viability of those financial institutions maklng
the market in government securities is cleveloped ‘and  enhanced by
specialisation. :

9 33 The Committee conSIders that there should be a role in the future for
specialist market makers in government securities, i.e. intermediaries. generally
willing to: make competitive bids for parcels of government securities, actmg as
pnnmpals at risk. . _

9.34. The authorised. clealers were. originally aecordecl a specral relatlonsh:p with
the Reserve Bank as part. of a. deliberate - policy: to: foster. the development of a
market in government securities. To ensure further development of that market,
the Committee accepts that for the time being at least, specialised government
security dealers should continue to be accorded some spemal privrleges and that
the “benefits ‘flowing therefrom cdutweigh any drsadvantages arising from such
factors as competitive neutrality.

9.35" “However; in the op;mon ofthe Commrttee the need for the Reserve Bank
to ‘provide such- privileges in-perpetuity is far from’ clear. Furthermore, ‘their
existence may inhibit the development of more efficient alternatives. Hence it is
important for the authorities to keep the general need and the specialised form of
the privileges under close review. The long-term aim should be to make access to
any continuing official facilities avarlable to all mtermed:arles prov1d1ng an active
and substantial whoiesale deaimg fUl’lCT.lOﬂ

8 "The market in government securities could be Turther strengthened by allowmg deniers to short-

“sell securities: This is a common-priactice’overseas and is particularly srgmﬁe.mt in the USA and
-UK.. The general question ol short-selling: is dealt: with in: Chapter 21.: 1t is noted that the
government securities market is particularly suited to short-selling because of its relative depth,
The Committee recognises, however, that some technical problems would need io be overcome
first, e.g. the dealers might need a lacility for stock substitution to ensure delwery can be made.
Prudential aspects are discussed in Chapter 19. .
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9.36 - The Committee recommends that::

(a) Specrahst market-making intermediaries in government securities should,
~for the time being, contmue to be recogmsed and encouraged’ hy the
" Reserve Bank.

(b) The Reserve Bank should keep this policy under'close review.

9.37 If it appears that the market-making function is not being performed
satisfactorily, by gither the authorised dealers or another private sector group, the
Reserve Bank in its review will’ need to consider the costs and beneﬁts of any
additional prmleges OI concessions requrred to ensure that the private sector
performs the market- -making role. If necessary as a last resort, the Bank will need
to assume thls essential function itself.

D. AUTHORISED DEALERS

(a) Role

9.38 Given the Committee’s desire to see a continuing role for private sector
market. makers in the marketing of government securities, it is important to
examine the extent of official *support’ that might continue to be provided to those
fulfilling this role. It is also necessary to consider the likely impact of changes
recommended elsewhere in EhlS Report.

9.39 The authorised dealers are currently oﬂicaally encouraged’ and advantaged

by:

e preferential rights of direct dealing in government securities with the Reserve
Bank;

@ access to a line of credit from the central bank to enable the holding of
government securities temporarily in excess of the:r capltal and deposrt
{iabilities;

‘provision of dayhght overdrafts and some other facilities (see paragraph 9.55);

® aprohibition against banks paving interest generally on deposits made for less
than thirty days; and - .

@ apparent restrrctlons on new entry.

9 40 The relatlve size of authorised dealers in . the ﬁnancral system has been
reduced in recent years by a number of factors including:

e the unattractrveness at times, of government security yrelds relatlve to private
sector rates

@ an expansion in the range of short- term prlvate sector securltles - partlcu[arly
bank bills — which are close substitutes in many respects for government
~ securities;
© a diversification ‘of the institutional base offering short-term money market
" facilities; competitors now include subsidiaries and affiliates of foreign banks,
domestrc banks and companles assoc;ated wrth the authorrsed dealers
themselves.- . . L :

9.41 The market-oriented approach to the government securities markets
recommended by the Committee should strengthen the position of market
makers: it should reflect directly in an increased attractiveness of government debt
and indirectly it should work to. broaden the range of intermediaries and direct
lenders prepared to hold and trade in government securities.
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9.42 At the same time the Committee. is also.recommending: certain changes
which would significantly weaken the relative position. of authorised dealers —
'prmcrpally its. proposals to remove the restriction on the minimum term of banks’
interest bearing deposits and to rTemove all controls on bdnk interest rates The
entry of further bdnks could reml"orce these factors.

9.43 Whether speemlls[ market mdkers in governmenl securmes would be able
to surwve in the proposed envrronment without at least some preferenual rights of
dccess to the Reserve Bank is an'issue on which the Comniittee is unable at present
to make a conﬁdentjudgment The ability of the dealers to attract deposits, make a
‘margin thereon, and a profit from trading will eritically depend on the structure of
interest rates which might emerge, and in particular on the differential between
official and private sector rates, including interest on bank call deposits. Their
specialised nature could give dealers a base from which to offer a package of
interest returns, high liquidity and security which others may find difficult to
match.

(b). Privileges for Authorised Dealers

9.44  The suggested changes to the structure of the official mdrket require the
Committee’ to consider whether, given their marketing responsrbrlites the
Reserve Bank should make available to authorrsed dea]ers

e preferential access to direct dealing arrangements
-line-of-credit arrangements; and -
e other facilities supportmg the market.

(i) P.' ejerermai Access

9.45 . There is an advantage to the Reserve Bank in having a small number of
specialist dealers.in government securities which it can contact when it wishes to
deal quickly in the market. Furthermore, if the authorities were taking.steps to
foster a strong secondary market in government SECUrltEES it would not make sense
to by pass those dealers who are seeklng actlvely o make markets

9.46 For these reasons, the Commltlee recommends that the Reserve Bank
should continue to deal primarily through the authorised dealers when dealing
in the secondary market, subject to such authorised dealers as a group
continuing:te perform the prmcrpal role of market makers.

9.47 Inthe envrronment envrsaged by the Commrttee dealers will probably find
that active trading in securities is the only way to operate profitably. In any event
such active trading is a necessary prerequisite if dealers are to perform their
market-making tole. it' will thereforg® be necessary For the- Reserve Bank to
supervise this aspect of dealers? operations. :

948 The Committee recommends that the authorities should undertake
regular reviews to ensure.that mdlﬂdual authnnsed deaiers are fuIﬁIhng their
mnrket makmg functmn. . '

9. 49 The current exceptions to excluswe deailng by the Reserve Bank with
authorised dealers in the secondary market are transactions carried out through

9 In this context it should be noted that the dealers, in- lurn, provrde the Reserve Bank with
“statistical refusns which provide detailed information about the: composition ol each dealer’s
assets and liabilities, transactions in securities, interest rates. currently ruling and refated details.

164



stockbrokers, .and purchases of very short-dated bonds from banks. The latter
exception does not have substantial implications for overall market makmg — but
it does .have implications for liquidity. The Committee does not propose any
changes to present drrangements wrth bdnks (in respect of very. short-dated
bonds).

9,50 The Committee understands that only a relatlvely smali number of brokers
is active in the government securities market. It seems anomalous to allow all
stockbrokers, some of whom rarely deal in the market, the same rights of dealing
with the Reserve Bank as institutions which conform to strict regulations. The
emphasis should be placed on demonstrated capac1ty to make markets in
government securities. Lo . — :

9.51 The Committee therefore recommends that stockbrokers who wish to
retain their right to deal direct with the Reserve Bank should be subjected to a
turnover review and an accreditation (for this purpose) similar to that
recommended for the authorised dealers (see above).

(i) Lines of Credit

9.52 For an .authorised dealer acting as principal, to deal eﬂ"ecttvely in
government securities he must be able to firmly quote for securities at all times.
This will often require him to borrow the required funds in the market place later
in the day. If he finds these funds are.unavailable he will be faced with selling
securities or borrowing from the Reserve Bank before the close of business.

9.53 A scheme under which the Reserve Bank would be generally a relatively
more w1llmg buyer of certain short-dated borids is outlined in Chapter 3. Such an
arrangement should inerease the attractweness of these securities for liquidity
purposes.

9.54 This arrangement may not, however, be sufficient for dealers in
government securities. They could well require a more flexible arrangement since
their cash flows are relatively unpredictable and their deposn base volatile. On this
basis, the authorised dealers may require — especially in the initial period after
dereguiat:on — an arrangement whereby funds can be obtained for short periods at
times when the system as a whole is short of cash. An injection of cash into the
system as a whole can only come from the Reserve Bank

9.55. The Reserve Bank at present almost mvarrably imposes a minimum term of
seven days on loans to authorised dealers. !0 Minimum-term requirements can add
volatility to market rates. In the more market-attuned environment envisaged by
the Commiittee, it is important that the dealers have a large measure of flexibility,
so that interest rate volat:ltty is not accentuated. The Committee, therefore,

“believes that the provision of overmght loans to authorised dealers should be more
common: However, it recognises that there may be a conttnued need for some use
ofa mtxed penalty of term and rate.

9 56 . The Committee therefore recommends that:

(a) The Reserve Bank should continue to provide a Iine-of-credit facility to
.authorised dealers and should be more willing to depart from the application
_.of the seven- day loan rule in appmprlate circumstances — e.g. by the

10 - This is the current situation, with only ‘technical’ exceptions such as when. one of the ‘major
-;Anancial centres.is closed due to a local holiday, . .
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provision, at times, of an overnight facility. The interest rate should be at
the discretion of the-Bank. o S
(b) The facility should come under official review periodically and should be
" “maintained only to the extent necessary to ensure a stable, competitive and
efficient market in government securities.

9.57 The Cbmmit_te_é fa_v_o_urs a line-of-credit arrangement in preference to a

system of repurchase or purchase agreemerits because: I

‘e aminimum of documentation is involved and the transaction can be pracessed
quickly; . o o

o securities lodged can be ‘switched’ during the currency of the loan and hence
_are available for trading, thus enabling the dealer to perform his expected role.

. 9.58 It is stressed that a'line of credit is envisaged as being available only against
government securities. - e L o

(iii) Other Facilities

9.59 Apart from the provision of last resort loan facilities, the Reserve Bank also
provides certain other facilities to the authorised dealers such as special clearing
accounts -(by means of which funds can be quickly transferred from one point in
Australia - to another), a- safe custody system for dealers’  holdings of
Commonwealth® Government securities (and the issue of certificates apainst
securities so held); and daylight overdrafts in both money and securities. These
facilities generally promote the operation of the market in Commonwealth
Government securities although the need for such facilities and in particular the
provision of daylight overdrafts should be kept under review. The Committee
questions whether the facilities should continue to be provided free of charge. It
helieves costs should be recouped.

“(c) Gearing Limits

9,60 The Comimittee accepts that it will continue to be appropriate to impose

maximum gearing ratios on the portfolio of the authorised dealers. This aspect is
discussed in Chapter 19. ' '

(d) Asset Structure

9.61 The Committee has considered the possibility of allowing the authorised
dealers to invest a still greater proportion of their assets in private sector paper. It
has also considered whether fixed portfolio constraints are the most appropriate
form of control, or whether a different approach, such as a required level of
turnover, is to be preferred. R AT : R

9.62 The. Committee considers__that any significant reduction in the required
‘holdings of government securities would detract from the authorised dealers’
primary role as specialists in the marketing of government securities; this function
provides the basic justification for the special arrangements with the Reserve Bank.
It is, of course, open o any dealer to-operaie with a smaller holding of government
securities without the benefit of special association with the-Reserve Bank.

9.63Accordingly, t_heCommittee recommends that authorised dealers should
be required to invest at least 70% of their portfolios in Commonwealth securities
with terms to maturity of up to five years.

9.64 However, the Commitiee considers that a greater degree of flexibility in
determining the composition of the remaining 30% would allow the dealers to
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meet more effectively the increased competition from a deregulated banking
system. The Committee does not propose any basic change in the class of assets
which are eligible for inclusion in the remaining 30% of the por[follo It does,
however .suggest that the dealers be. free to determine the mix between publac
authority and bank paper within the 30%.1! The present ‘other” assets tranche of
2.5% is envisaged as still being within the 30%.12 o

9.65 The Committee réecommends that authorised dealers should be permltted
to hold up to 30% of their portfolios in securities of approved major public
authorities, bank certificates of deposit and bank bills (all with maturities of up
to five years)13 but the relative proportmns held w1thm the 30% tranche shouid
be left to their discretion.

(e} Admission to Authorised Dealer Status

9.66 The number of au[horlsed dealers has rernamed at nine since 1960, It is
worth recording that larger overseas markets do not have a proportionately greater
number of active dealers in government securities. [t is noted. that the Australian
market also supports. several brokers and a. portion of the business of some
unofﬁcml dealers. N . . .

9.67 The Comn‘uttee is not aware of any approaches to the'Reserve Bank, in the
period since 1960, by organisations wishing to become authorised dealers. Profits
and/or losses have reflected the volatility of interest rates, especially during the last
seven years: As with banking status, the Commitiee suspects that the balance of
burdens and benefits has been viewed by outside bodies as being relatively
unattractive. Nevertheless, the Committee suggests that (subject to paragraph 9.75
below). it would be appropriate for the Reserve Bank to recognise for dealership
any organisation with the capacity to appropnalely undertake substantial dealings
1n government securmes : . :

9.68 * There are currently ilmltdilons on the ownership of authorised dealers hy
Australian banks and non-residents. In no case does a local bank have a direct
equity interest and indirect interests may not exceed 12.5% of the sharehoidmg of
an authorised dealer.' The' maximum non-resident ‘equity interest is 45%. The
Reserve Bank scrutmlses proposed changes b ownershlp, and iooks for d:spersron

9, 69 The present polrcy of reslrrctrng bank ownershlp of llcensed dealers raises
important issues of principle for the Committee. . In so far as it represents a
functional restriction on banks — but not on other financial intermediaries — it
may not be consistent with competitive neutrality. Moreover, the banks are
collecuvely the major holders of readily tradeable government securities and there
is a case for the authorities to encourage them to paruc;pate acttvely in'the maklng
of the secondary market :

9,70 Aga;nst ‘this background Lhe Commlttee has Iooked very critically at
JUSIIﬁCElt!OﬂS for the present pohcy

1L ._Ohllhauuns ol‘ AlDC {with. mdluruy up io ﬁve years} are presemly permlllcd wrlhm the JD% of
gearing limit consiraint to a maximum. .of 5% of gearing hmu In Chapler 29 the Commitiee
" recommends the abolition of this privilege of the AIDC. .
12 See Interim Report, paragraph 12.23.
13 Within that limit of 30%, they should be permitted 1o hold up 1o 2.5% of gearing limits in puhllc
“'sector and other securities with more than ﬁve yeurs to maluruy dt"ld olher money rnarkel issets
such as non-bank commercial bills.
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9,71 The rationale for restricting bank ownership seems partly related to general
concerns about the concentration of economic power. However, as explained in
Chapter 32, the Committee does not considef it useful to view issues of
concentration in terms of the dominance of particular neminal groups' (such as
banks). While it accepts that it would be undesirable for judividual financial
corporations (banks or non-banks) to become excessively dominant' in the
financial system, such market power: (measured simply in terms of relative balance
sheet size) is not likely to be significantly affected by the separation in-ownership
between banks. and authorised dealers: the dealers are a: relatively small group,
particularly if their liabilities.to banks are exciuded. Moreover, it may be. possible
for concerns about concentration of power to be resolved in ways other than
outright prohibitions on ownership.

9.72 The argument has also been put that, if’ banks were closely linked to
authorised dealers, they might thereby obtain more direct access to liquidity
support from the central bank. These concerns are given greater point by the fact
that banks are unique (among private intermediaries) in that they can create paper
(bank bills) eligible for authorised dealers to hold (within’ the 30% tranche).
However, it must be remembered that central bank liquidity support facilities are
(and should continue.to be) . available only on the security of government paper
and on terms generally discouraging to their abuse. Moreover, given competition
between dealers, any enhanced access by an owning or associated bank would be of
marginal significance. In any event, it is difficult to see why any advantages {e.g. in
improved liquidity management) from an association with an authorised dealer
should not be available equally to a bank as to any other intermediary.

9.73 A niore substantive justification for excluding banks from ownership of
dealérs is that banks are- both major customers and ‘major’ competitors-of the
dealers and also issue paper that is in direct and close competition with short-dated
government paper. A policy of keeping the banks and the dealers at *arms length’
from each other may promote a more vigorous and _durable competitive
environment (e.g. in the wholesale market for safe deposits} and minimise the
scope for conflicts of interest. The Committee recommends in Chapters 4 and 19
that the balance sheets of banks and their. subsidiarics (or. major affiliates) be
consolidated for purposes of meeting both prudential and monetary policy
obligations. i Applied rigorously, this may impose a marked constraint on the
incentive for substantial ownership linkages between banks and authorised dealer
Companies; S Sl T T T s S

9.74. . On balance, there are strong arguments in principle for. allowing banks
maximum functional freedom, and in the. longer run, the Committee would not
favour any restrictions. However, it is inclined to accept a continuation of present
policy restricting bank ownership of dealers, during the initial stages of
deregulation, when major structural changes may’ be under way.’ 7 o

9.75 The Committee therefore recommends that the policy of discouraging
banks from holding, directly or indirectly, ownership interests in authorised
dealer companies should be kept under close review to ensure it remains
appropriate in-a changing financial environment. Ultimately there may be no
need for a formal restriction but initially the Committee believes that a
restriction can be justified. A '

9.76 Any ii__r'pit:": placed on ‘foreign ownership should, of course, reflect
government policy on foreign investment. '
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9.77 ' The Committee stresses the need for a flexible approach to the ownershlp of
authorised dealers, In the period ahead some additional organisations may seck
authorisation as dealers, while in the case of existing dealers there may be a desire
for corporate reconstruction, with shareholdings perhaps being consolidated. A
flexible approach to ownership on the part of the autherities would assist such
changes although it would, of course, be important at the same time to preserve a
competitive market,

E. PAYMENT OF BROKERAGE

9.78 - The Reserve Bank currently pays brokerage on transactions conducted on
the Stock Exchange and when brokers are buying through the tap on behaif of
clients. No brokerage is paid on transactions.off the Exchange. Nor is brokerage
paid to authorised dealers .

9.79 - The Committee does not object o the payment of brokerdge by the Reserve
Bank on transactions conducted by it through a broker on the Exchange, but
considers that'purchasers from the tap, be they dealers, brokers or-others, should
be'treated equally. The Committee leaves it to the authorities to devise appropriate
arrangements which, whlle fac:llltatmg the sale of secunttes, woulcl be consistent
with: neutrality and equity.:
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| APPENDIX 9.1
MARKETIN G OE‘ COMMONWEALTH SECURITIES
IN AUSTRALIA |

1 This Append1x briefly. surveys. the systems used to sell government:securities in
Austraha

The Issue of Treasury Notes by Tender

2 The Treasurer announced details of the tender system ol i lssumg Treasury notes on 9
December 1979, This. system. replaced the .previous tap system  of .issuing notes at
predetermmed ylelds Advantages of the new. system were said by the. Treasurer to be;

o . the authorities would be dble to influence more directly the amount ofTreasury notes
... sold, and at the same time ensure that the price of the instrument was in tune with the
.market;.

‘e the greater ﬂemblilly in the issue pru:e would ass:st the: process of smoothmg out
shorter term, including seasonal, liquidity swings.

LT

The main features of the arrangements are:

tenders are usually held on a weekly basis;
o announcement of the amount to be offered has been made on Fridays with bids to
close on the following Wednesday at noon;

e take-up of settiement may be éﬁ'ected on any day over the following Thursday to
. Wednesday,

e allotment of tender b[ds is. made in ascendmg order of yields; pro rata distribution is
made at the highest yield necessary to.issue the amount on oﬁ'er The amount offered
may not be allotted if, for instance, yields are considered unacceptable;

o tenderers must be registered in advance with the Reserve Bank (to enable the Reserve
Bank to verify their credentials);

® the minimum bid is $100 000 face value, and above that, bids are in multiples of $5000
face value;
the Treasurer has retained the right to reject any bid;
so far, only 91 and 182-day notes have been offered, and 182-day notes have not been
offered at all tenders;

e settlement by authorised dealers and banks must be in same day funds; other bidders
must pay by bank cheque;
no brokerage or commission is paid in connection with the issue of Treasury notes;
there is no underwriting of tenders by either private sector institutions or the Reserve
Bank;

e if the Reserve Bank wishes to acquire new notes, the amount is announced at the time

of the public arnouncement calling for tenders, this amount is additional to the

" amount offered pubficly; the Reserve Bank acquires its notes at the weighted average
yield of notes allotted; and

e following allotment, details (amount allotted, weighted average yield, range of yields
accepted and proportion of bids accepted at h:ghest successful yield bid) are published
for each maturity.
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TABLE 9A.1: .TAP STOCKS AND AMOUNTS SOLD.

Rosorve
’ ' Bank and
Tap dnitial _ _ LCIR™)
issie Date Dare yield Indicated Sales(a) stbscrip-
no. introduced wilfdrawn Maurity (approx.) amount Sm Sm - Hons
1 30.4.80 27.6.80 April 82 11.50 500 237 275
2 30.4.80 9.5.80 - April B5. 11.84 250 263 —
3 2.6.80 6.8.80 May 86 11.79 400 281 . £25
4 7.7.80 5.8.80 Nov, 82 11.57 500 293 218
5 - - 71.0.80: 10.12.80 -June 90 11.80 250 39 125
6 21.8.80 6.2.81 Feb. 83 1154 - 300 : 145 o362
7 21.8.80 7.11.80 Nov. 84 11.71 500 i2 140
8 14.11.80 21.11.80 May 82 12.45 - . 300 224 Bl
9 26,11.80 6.3.81 Sept. 82 o 1244 300 20 139
10 181280 0 9.6.81° Dec. 87 12.04 150 B 10
11 © 92810 8.5.81 May 83 1310 400 DL X 20
12 © 9380 T 9.7.81 July 84 13.10 - - 400 - 47 o 80
13 11.5.81 25.9.81 April B3 1310 500 : 383 120
14 10.6.81 {c} May 88 13,10 150 53 10
15 10,7.81 {c) June 84 13.60 500 75 120
16 29.9.81 {c} June 83 14,50 300 — -

()
(b}
(c)

Excludes subscriptions by Reserve Bunk ol Auvstralin and Loan Consolidation and investment Reserve.
Loun Consolidation sund Investment Reserve.
S1ill on offer at 30 Sept. 1981, Sales in period to 30 Sept. 1981,

The Tap Issue of Bonds

4

Details of the tap system of selling bonds were announced by the Treasurer on 13 April

1980. The system replaced periodic cash loans at predetermined yields held usually three or
four times a year.

3

Under the tap arrangements, Commonwealth bonds are available in one or more

maturities on a more or less continuous basis throughout the year. In his statement on 13
April 1980 the Treasurer outlined the following advantages that were expected to flow from

the
-]

=

tap system:

greater flexibility and scope for greater precision in the quantity of securities issued and
the maturity spread;

minimising the disadvantages, associated with the previous system of periodic cash
ioans, of speculation associated with ‘good’ and ‘poor’ loan results;

avoiding the instability which has sometimes been generated in the past as a result of
unusually large and very concentrated cash loan raisings;

availability of new securities on a more or less continuous basis should be more
satisfactory from the point of view of investors.

The major features of the arrangements are;
details of each new stock are announced at the time of its introduction and normally
include the amount of each stock to be issued, the coupon interest rate, its maturity,
and the initial price and yield at which each stock will be offered. These details are
determined by the Loan Council. Subsequently, prices and yields are made available
by the Reserve Bank who manages the issue subject to certain consultative
arrangements;
subscriptions are subject to a minimum of $3000 and may be made in multiples of
$1000 above that figure;
settlement may be made in full on the day of application or on the following banking
day,
interest accrues from the date of settlement;
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© the Reserve Bank continues io conduct open market operatlons 1nc[ud1ng the offenng
. of parcels of bonds from its own’ portfolio;
the Treasurer reserves the right to close an issue at any time;
 the securities are listed on Australian stock exchanges;
® - brokerage is paid on applications lodged at a Registry by a stockbroker and bearing his
stamp; and
e details on the sales of 1nd1v1duai tap stocks are made available on a regular basis,
usually monthly.

7 Table 9A.1 presents details of tap stock sales, including amounts raised compared with
turgets announced at the introduction of each stock.

The Issue of Australian Savings Bonds (ASBS)

8 Australian Savings Bonds are available Lhrough the Reserve Bank, banks, stockbrokers
and official post offices. Applications must be made in amounts DFSID or multlples thereof,
and there is a maximum holding of $150 000, ASBs are not listed on Australian stock
exchanges. Some further details are set out in the Interim Report.
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" CHAPTER 10: CAPTIVE MARKET |
 ARRANGEMENTS APPLYING TO
~ GOVERNMENT AND SEMI-

‘GOVERNMENT SECURITIES

A. INTRODUCTION - .

10,1 .In the context of this chapter, the term ‘captive market’ is used.to describe
official regulations which require or induce private sector institutions to hold in
their portfolio pubirc securities in amounts larger than might ordinarily be the case.
In some cases this is not’ the prrmary purpose of the regulation.

10 2 Areas of the Austrahan financial system- which are often thought to be
subject to captive market. arrangements include: - .
life insurance offices: 30/20 requirement
: superannuatlon funds: 30/20 requn’ement
author;sed deaiers 80/70 requrrements
tradang banks: LGS requirement.
.. savings banks: 40/7.5 requirements
@ - designation of:trustee securities status

10.3 The Committee needs to consider whether the basic objective of these
various arrangements is being achieved and, if 'so, whether it is in the most
effective manner. As will becomé clear, the Committee’ does not accept as
general principle that greater holdlngs of government securities shouid bea qu1d
pro.quo for ‘benefits’. co .

10.4° Each so-called captivity prDVisi_On_rnay form only part of a broader set of
policies or arrangements affecting the relevant group of institutions. The major
types of captive measure are considered separately in this chapter. Some general
considerations relating to captive markets are discussed in Chapter 4.

B. LIFE OFFICES AND SUPERANNUATION FUNDS: THE 30/20 RULE

(a) Background =~ . o : )

10.5 The 30/20 rule provides. for higher taxation of life. offices and

superannuation funds if they do not hold at least 30% of their assets {(or increase in

assets above a base) in the form of public securities, of which at least 20% must be

in Commonwealth securities. The arrangement was mtroduced in 1961 w1th two

stated aims:

e to arrest the decline in the take -up of government secunties by i:fe offices and
. superannuation funds; and

e to balance, to some extent, the then favourable tax treatment of hfe insurance/
superannuation. :
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10.6 The decling in the: take-up of government securities by life offices was quite
marked-in‘ the late 1940s and during the 1950s.! Undoubtedly this represented a
reaction to the. large volume of Commonwealth paper issued during:-World War I1.

A less transitory influence, however, was the development of financial markets in
Australia, including the introduction of new private sector financial instruments.
Having available an expanding range of: incredsingly more attractive financial
assets, life offices and superannuation funds diversified their portfolios away from
government securities. The trend was encouraged by the failure of official interest
rates to respond fully to changes in private sector rates, which resulted in the gap
between them widening considerably during the 1950s.2 With some increase in the
flexibility in official interest rates, and a subsequent narrowing of the differential
between private and public sector yields in recent years, public securities have
become, to a degree, more competitive; notwithstanding this, support of the
market for government securities has remained the primary reason put forward for
the retention of the 30/20 rule.: RPN AR ERE Do

10.7 “While important at the time, the second original aim of the 30/20 rule — to
offset tax bias — has also become much less relevant over the years, at least in
respect oflife offices. Changes made in the 1973-74 and 1974+75 Budgets have
altered the taxation treatment of life offices in several respects: :

e Following the 1973-74 Budget, life offices:were made subject to tax at the full
company rate rather than at the lower rates which had previously applied. This
increased the rate on mutual income from 37.5% to the general company tax
rate, then 47.5% (now 46%), in respect of the first $10 000 of taxable income,
and from 42.5% to the general rate in respect of the remainder. ' '

@ The special deduction under section 115 was reduced from 3% of ‘calculated
liabilities’ to 1% (a reduction of 1% was made in each of the 197374 and
1974-75 Budgets). . . _ _

® The amount of dividends in respect of which a life office is entitled to a rebate
under s.46 was reduced in the 197374 Budget by a portion of the deductions
aliowed for ‘calculated liabilities” and expenses of general management.. .

10.8 Nevertheless, investors in 30/20 institutions continue to'benefit from some
tax concessions3 and the 30/20 rule is still justified by some as a ‘quid pro quo’ for
favourable tax treatment. As noted in Chapter 1, the Committee does not favour
such ‘balancing acts’ because they tend to give rise to inefficiencies in financial
markets and cloud a proper evaluation. It therefore considers that the 30/20 rule
and the taxation levied on the institutions subject to it should be treated as separate
guestions. The taxation guestion is taken up in Chapter 15. This chapter looks at
the issues relating to the 30/20 balance sheet requirement in isolation.

(b) Advantages Claimed for the 30/20 Rule

10.9 The main advantages claimed for the 30/20 rule are that it:-
® reduces the cost of government borrowing, * o
° ‘has important advantages for macroeconomic policy;

1 In 1953, some 52% of life offices” ussels were hefd in Commonwealth, focal and semi-government
securities; by 1960 the figure had l"a_]]en 1o 35%; in 1980 it was 30%.

2 The margin between the long-term Commonwealth bond rate and the weighied average rale on
first mortgages in NSW widened from 1.21% in 1950 to 3.29% in 1960 — see Table 9.1 of the
Interim Report Tor [urther details. . . o :

3 See discussion in Chapter 15,
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@ .is the only way of ensuring a market for the Secur:tles ofthe smaller focal and
seml government authorities; and - :

® servesa prudential function.

10.10 [n thls sectlon an exammanon is made of each of these clalms

(i) Cost of Government Bonowmg

10,11 It has been said that the 30/20 rule permits governments to pay lower
interest rates and that this is economically. justified because many government
activities generate benefits which cannot be charged directly to, or which extend
well beyond, the immediate consumers. The 30/20 rule is thus sometimes seen as
a way of delivering a desirable subsidy to the consumers of public services.

10.12 Underlying this view is an assumption (among others) that il the 30/20
arrangements were dismantled, the Government would be forced to accept a
substantial and spstained increase in official interest rates. This assumption relies
in turn on SEatlSthEll studies Wthh suggest that a large increase in interest rates
would be needed to achieve even a small increase in the demand for government
bonds. The results of these studles undoubtedly, however reflect the influence
that present 30/20 arrangements have on the underlying demand for official paper.
Capl;ve requlrements in effect, segment the market for government paper, with
the demand of the captive segment of the market being determined by the size of
the captive institutions and the value of the designated ratio. In such a constrained
environment,: the captive institutions are not likely to increase their take-up of
government securities significantly in response to an increase in interest rates.
However, in a free market environment the same increase in the interest rate
would almost certainly lead to a significantly larger take-up of government
securities.?

10.13 - There are other reasons for doubting whether the 30/20 rule is as effective
in reducing government’s cost of borrowing as is often claimed:

@ It can be argued that the all-up cost of government borrowing is understated
when only the interest cost is considered. To this must be added the benefit of
tax concessions which certain captive institutions enijoy. '

@ While initially the 30/20 rule reduced the cost'of government borrowing, there
is doubt about its continuing effectiveness.“Thus, in the Interim Report
(paragraph 9.6) it was shown that the differential between public and private
sector rates, although wider in Australia than some other countries free of
captive arrangements, had narrowed somewhat since 1970. This could have
arisen from a greater willingness to offer near to market rates on government
securities, having regard for the large increase in the public sector borrowing
requirement. In part, it may also have reflected certain tax changes since 1961
which have reduced the incentive to hold government securities in excess of’
the amount required under 30/20 rule.” Undoubtedly, however, important
factors have been; the relative contraction in the size of the institutions to

4 Evidence in support of this view can be adduced from several places. In 1976 there wuas a very
strong demand response to the introduction of o competitively priced Australian Savings Bond.
Semi-government wuthorities have recently atiracted large subscnpt:ons to those debt issues
bearing near to market rates ol interest.

5  Asa result, the premium on private sectoy securities required by a 30/20 investor Lo make them
competitive with official assets has narrowed (on one estimate from about 2.5% to 0.7%).
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. which the 30/20 restriction applies, % and the large increase in the size of the

public sector borrowing requirement. This has forced government to sell an
increasing - proportion of its paper to non- captrve holders at rates closer to
market.”. :

The 30/20 rule has also been a force retarding the deve[opment of an active
secondary market in some public securities;. this reduces their appeal to

investors and increases the vield demanded by them. In particular, the 30/20

rule requrres ‘that a minimum percentage of the captive institutions’ assets

' 'must, at all times, be heEd in official securities (rather than, for example an

'average calculated over the whole year). Because 30/20 institutions have the

option_ to value ‘their holdangs at cost for purposes of the rule, they are
discouraged from substantial tradmg in these securrtres durtng periods of rrsmg

- interest rates.

10.14 In the light. of the above drscussmn the Comrmttee cautions against
assummg ‘that the 30/20 arrangements have markedly reduced the overall
government borrow1ng cost over the long term. Nevertheless the Committee
accepis that some reduction may have occurred and that it may have permitted
governments to prov:de certain services a little more cheaply than rmght otherwise
have been the case. However, the Committee questions whether this is the most
cost-effective way of assisting consumers of pub!rc serwces shou!d that be the
Government s alm Specrﬁcal!y '

-the extent of the subsidy. depends ina comptetely arbrtrary tasluon on the gap
-.between the rate paid on government paper and the free market rate;:

the subs;dy is not directed only to those prO_]BC[S “and serv;ces whrch have

" relatively high externalities; -

the identities of those who lose (e.g. insurance policyholders) and those who
pain (e.g.. beneficiaries. of :government spending or of any reductlon in
taxation) cannot be precisely determined; .

- there appears to be no reason on equity- grounds why the cost of the subsrdy

- should be borne specifically by:one parucular group _ those mvestmg in

artificially low-yielding government debt; and:

.an alternative, more certain and readily assessable method of carrying out the
_desired redistribution would be to subsrdlse pub!lc services exphcrt!y through

the Budget B ..

This slatement ignores ‘any ‘oifsetting advantages the captive institutions abtain from’ taxation

.- concessions. As noted in paragraph [0.8, the Commitiee wishes to consider these questions
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separately. Table 3.1 of the Interim Report shows that the share of life offices in the total assets of
all financial institutions fell from 13% in 1973 to 10% in 1978, while pension funds retained their
share of 8% over the same period. o

Lit'e.oiﬁce.hoidings of local and semi-government securities lell rom 9.2% of total holdings in
1970 to 8.0% in 1980 (Table 2.33 of the Interim Report updated) However, life oftice holdings of

.- Commanwealth Government securities were 10,3% of the total in both 1970 dnd 1980 {Tabie 2.32

of the Interim Report updated).
See P. D. Groenewegen, ‘Markel Rates or Tax Exempt Rates on Seml governmem Securities’,
paper-presented to-the Symposium on Interest Rates, Macquarie University, MNovember 5980



10.15 . At times the 30/20 arrangement is seen as a way of keeping private sector
interest.rates [ower than otherwise would -be the .case. It is difficult to justify the
fatter proposition because private sector rates will reflect the volume of funds
competed away by governmient from the private sector. In this regard it does not
seem all that important if the Government attracts funds by way ofmteresl rates,
tax concesswns or a reqLured holdmg

(ii) Macroeconomic Policy and Stabahty of [nterest Rates

10.16 It has been argued, from the viewpoim of macroeconomic policy, that the
30/20 rule reduces the uncertainties involved in funding the Budget by ensuring a
minimum take-up of government paper from year to year, even when the climate
is unfavourable. It is also claimed that it reduces the variability of official interest
rates.

10.17 These claims can be disputed:

@ Government would find it easier to place its securities and would have less
need for-30/20 measures if, in addition to setting realistic interest rates, it
maintained a range of financial instruments tajlored 1o the needs of particular
sections of the financial market, or allowed a shortening of the maturity of the
debt structure when interest rate -expectations were unfavourabie. This
shortening might not always be the preferred position of the authorities; but
even -under present arrangements, there is a tendency for the captive
institutions {0 concentrate on paper with a short maturity when an increase in
interest rates is expected. This is evident, for example, from the behaviour of
life offices in the second half of the 1970s. See Table 10.1.

@ Perverse interest rate expectations are likely .to be less significant in an
environment in which the interest rate is basically market-determined. In the
present institutional framework interest rate expectations revolve importantly

'IABLE 10 1: LIFE OFFICES — MATURITY SiRUCI URE OF HOLDIN(:S
OF GOVERNMENT SECURITIES (%)

Year ) ’ ‘Treasttry Less than " Oneio Two to Five to Greater than

ended : S Hotes ane year two pears five vears’ ren years: - fent years
31 Dec. - . . .

19654 - - 0.3 2.1 6.3 91.4
1966 : - - 0.7 0.9 14.7 - 836
1967 _ e 0.5 - 0.7 11.3. 87.5
1968 . ' — - 0.6 08 . 7.5 91.0
1969 ' — 0.6 - 22 6.4 90.4
1970 - ' - — - 27 5.1 92.2
19710 - - - 1.3 4.5 93.2
19771¢} 0.2 0.3 0.3 2.4, 7.6 89.2
1973 0.9 L3 — 1.2 8.8 87.9
1974 1.5 0.1 8 34 11.5 82.9
19754 0.4 1.8 1.7 7.4 22.2 66.4
1976 3.9 0.5 0.4 8.6 25.2 61.5
1977 - 15 0.3 6.0 13.5 58.7
1978 0.8 0.1 0.6 5.4 36.5 36.6
1979 3 R 3.6 7.6 21 50.5
1980 39 14 55 20.9 24.7 437

(a) - Data for five life offices
(b)  Data for seven life offices
(c} Dala for eight life olfices
(d}  Data for nine life offices
Source: - AFSI Survey -

177



around views about- likely [uture actions of the authorities- and’ such
expectations’ are often more voldttle than those generated by a free market
- system. o

10.18 Itis agreed that the 30/20 rule may, in the very short run, widen the range
of options in debt management; it may, for ‘example, provide the Government
with a degree of influence for a limited period over both the interest rates on
government securities and the quantities taken up by the private sector; it might,
for example, be able to avoid temporarily the full impact of prwate sector interest
rate. movements. The 30/20 rule may therefore contribute, in the short term, to
the establishment of a smoother (less volatile) pattern of oﬂimal interest rates.

“10.19: On'the other hand, the following points stiould be noted:

e FEven with the aid of the 30/20 provision, any attempt to hold back official rates
when rates elsewhere are rising reduces the possibilities for effective control of
. monetary aggregates., - .
o 30/20 type arrangements cannot, in the long run, insulate yields on
- government securities from influences arising in other financial markets. The
30/20 rule and similar forms of intervention serve at best only to slow the
speed of adjustment of official rates to market forces.

2.  The market has become conditioned to variability in official interest rates and
seems capable of adjusting without difficulty and fairly quickly to even greater
variability. Indeed, it can be arg’ued that a more market-oriented approach,
once establishéd, would result in fewer sharp and abrupt changes than has
inevitably been the case in the past.

® . To the extent that 30/20 measures temporarily insulate official rates from
interest rate. movements..in -the private sector, they can in other ways
destabilise official interest rates. In Chapter 4, it is recommended that the
autherities rely in the future principally on open market operations to
influence monetary aggregates. The 30/20 rule contributes to the thinness of
markets for some public securities; the holdings of captive institutions tend to
be relatively unresponsive to interest rate changes and a larger change in
‘government security yields is needed to achieve a given effect on monetary
aggregates. As a result, the operation of monetary policy may induce sharper
movements in official interest rates and create greater uncertainty than would
be the case in a less constrained market. Abolition of the 30/20 rule would also
encourage broader participation in secondary markets, allowing open market
operations to impact more evenly across investors and across markets.

@ Any greater stability of official rates in the short term, arising out of the 30/20
arrangements, may simply push adjustment processes into other areas, causing
additional variability in non-official rates,

(iii) Local and Semi-government Securities

10.20 It has been suggested that the 30/20 rule provides a more certain market
for local and semi-government securities, particularly small bodies with lesser
borrowmg capacity,

10.21 On the other hand a number of smaller local and semi- government
authorities have pointed out to the Committee that the 30/20 rule is not in fact
providing their securities with an assured market. With the recent trend towards
funding of authorities from the market rather than via the Commonwealth
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Budget,” the amount of public authority debt of 30/20 status {i.e. eligible for the
non-Commonwealth tranche) has greatly increased. In this situation it is generally
the securities of larger authorities which are preferred because they are likely to be
more vigorously marketed, have trustee status outside their home state and have
better secondary markets. Authorities at the low end of the ‘quality’ spectrum in
market .terms cannot, under present Loan Council arrangements, offset this by
offering higher yields on their securities and hence tend to be competed out of the
30720 umbrella. It seems that the benefits derived from the 30/20 rule by the
smalier local and semi-government authorities are diminishing and may now be
rather limited.: S : I : SR

10.22 The problems of marketing local and semi-government securities and the
Committee's recommendations on this question are discussed in Chapter 12,

(iv) Prudential Function

10.23 It has been suggested that the 30/20 rule serves an important prudential
role for life offices and superannuation funds, The Committee is not. persuaded
that this is so. Some factors relevant here are; o

® While government securities are free of ‘the ‘bankruptcy risks commonly
-associated with private paper, they entail (in common with all fixed-interest
“ securities) a capital value risk which ‘crystailises™ upon carly réalisation and
which can be quite substantial for fong-terni assets. :
® The.30/20 restriction does nothing to ensure appropriate matching of asset and
- liability structures; hence, when .expectations of interest rate adjustments are
strong, shifts into longer or shorter official securities (which may or may not be
desirable) will occur regardless. of this control., . : .

® The major part of captive institutions’ portfolios lies outside the 30/20 ratio
thus creating a wide scopé for imprudent ‘practices to emerge. Indeed, it is
possible: that the 30/20 rule may €ncourage .captive - institutions to seck

- ‘compensatory” high rEsk,'.hig_h return assets (see paragraph 10.26).

10.24 Tt is not believed, therefore, that the'GQvern'r:nent’s'ﬁnal decision .on the
30/20 rule should be signiﬁcantly_ influenced by any perceived prudential
implications for life insurance ‘and superannuation. The Committee’s preferred
approach to the prudential regulation of these intermediaries is outlined in Chapter
(c) Efficiency Costs o SR TN Lo

10.25 In the Commitiee’s view, therefore, the ‘benefits of the 30/20 rule have
been greatly overrated. Moreover, substantial costs are’involved which: must not
be overlooked. _ _ _ _ o By
.1!']'.2_6_ As mentioned. above, some of these costs arise at the level of individual
institutions; . for exampie,. the-30/20 rule prevents captive institutions from
adopting the optimum composition of their portfolios.. They are. forced to. hold

more government paper at going interest rates than they would if.they. were free to
determine their own investment portfolios. This means that, all other things equal,

9 . Between [969-70 and -1979-80 the deficit of state and focal authorities increased by 223% to
- 83428Bm. To meet this findncing requirement, net advancés from the Commonwealth rose 85%
while - borrowing ™ by these* bodies  under’ the ' Loan Courcil rose’'by 235%. ‘Borfowings by
Commonwealth authorities putside the Budget rose by 88% over the sime period. Further details

are shown in Table 9.1, - CERTULL I e e o i Tt :
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they-are’obtaining -a return on their portfolio: which is lower: than that which they
would have obtained-in‘an unconstrained situation — a factor which has further
important-ramifications. For example, the captive institutions may alter the
composition: of the remainder:of* the -portfolio by moving into riskier but higher
yielding assets:in: order - to. compensate -for the lower return. Whatever their
reaction,: it is. likely:that the resulting portfolio composition will involve a less
appropriate rlsk/return profile than the one whrch would arise 1n an unconstramed
situation. R : :

10.27 More generally, as already noted, the capacity of 30/20 institutions to offer
competitive services to their customers is reduced, Consequently the competitive
neutrality and efficiency of the financial system is disturbed. (A parallel can be
drawn heré between these costs and those generated by lending controls and
required liquidity ratios — see Chapter 4.) :

10.28 - When' examining- the so-called’ benefits of the 30/20 rule earlier, the
Committee also drew atténtion to some of its by- product distortions — such as its
effects on the development of a secondary market in government paper and the
arbltrary dlstnbutlon of costs and benefits. ; :

_'10 29 Fmai[y there are the obvrous costs of admlnlslratron and compliance which
must be ‘weighed-in' to any ‘overall cost benefit evaluation.

10,30 Some; while recognising at least some of the costs mentioned with regard
to the present operation of 30/20, suggest the appropriate course is to extend a
smaller government security” requirement “(e.g. 20/10) to a wider range of
1nslrtut|ons They see this as preferabie to the abol:tron of the 30/20 rule

10. 31 In support of thlS posmon lt is argued that

o The implicit -cost burden imposed: by the 30/20 requrrement could be spread
more equitably: over a:wider range of institutions — and to that extent. would,
at least for a time, reduce its effect on the relanve competztwe posrtron of

' _dlﬂ"erent financial institutions.

_¢ . SIHCE the requ1rement for 1nd1v1dua1 captlve 1nsl1tut:ons wouid be lower under
thls ‘proposal, . it would. ‘permit’ them. to. hold.a quantum of government
securities closer to that which they might hold at prevailing yields in an
unconstrained situation; this would interfere less with the worklngs of
secondary markets in government paper. :

e .The arrangements would::still provide :an .assured take -up of government
: paper even in per;ods of great economlc uncertalnty :

10.32 The Committee points out that, in its view, such a proposal does not
overcome all the basic deficiencies of the preseiit system. Rather, it spreads’ their
impact over a wider area of ‘the financial system.Many of the costs referred to
‘earlier: — in’ particular, the'effects on the compeatitivé balance between: captive and
“non-captive’ institutions,  on'-the - portfolio “investment “process ‘and-‘on - the
incentive ‘to trade in government securities = 'would inevitably Tecur at times,
although they would differ in form.

10.33 In"addition; it 'should bé noted that any extension of captwe market
arrangements would be arbltrary ina number ofi important respects — in particular
the choice of the institutions to. be subject to.the control and the magnitude of the
ratio: There would also be the usual administrative complexities to overcome.
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{d)' Conclusions and Recommendations

10.34 The Committee in no way questions the rrght of any government to
appropriately subsidise the cost ‘of public goods and services. However, it seriously
doubts the equity, the economic logic and the efficiency of pursuing thrs obgectave
through the current 30/20 rule or any similar arrangement which, in effect,
substitutes forced lending to the Government for more explicit fundrng by taxes or
borrowrng at market rates. In partacular with regard to the 30/20 rule i El‘l its present
form: '

@ there is uncertainty about its degree of effectiveness; -
® it involves a largely arbitrary distribution of costs and benefits; and
‘e _significant damage is caused, to the efficiency of the financial system. .

10.35 The Commattee does not believe that a 30/20 or ltke arrangement possibly
.coverlng an expanded range of institutions, is ‘necessary or appmpnate gither for
‘macroeconomic stability or for prudential purposes. In the opinion of the
Committee the best way to ensure a continued take-up of government debt is to
make the return-on, and:the range of, government securities more responsive to
-market preferences. It accepts that a consequence of removal of the rule would be a
need to market government securities more vigorously and that this could involve,
‘atleast initiaily, higher yrelds on government securmes although not to the extent
often assumed. s it it -

310.36 _ The Committe'e.would stress.that its recommendations:in this area — as in
so many other areas — presume: a strong commitment by government to interest
rate flexibility. If: the :30/20 requirement were removed without acceptance of a
reasonably market-oriented. approach to the sale of government securities, there
might be a tendency for previously captive institutions to reduce their holdings.of
government securities. . -

10.37 OF course, any potential or resultant increase in interest costs needs to be
considered in the light of the increased scope: for. modification to related tax
concesswns as well as the broader enhancement of the operatlon of the ﬁnanc;al
system : .

10.38° ‘The Commlttee therefore recommends that ‘the Government shouid
abolish ‘ the' 30/20 requirement and rely on market- dlrected initiatives to
.approprlately fund its horrowmg requtrements - : : ;

10 39 Recommendattons are made elsewhere in the Report which will have the
effect of facilitating the sale of .various types of government securities . .(see
Chapters 5, 9, 11 and 12). These would tend.to cushion some of the effects of
_removal of the 30/20 requrrement on the bond market. .. I

'(e) Tlmmg

10.40 ' As-emphasised above 1nterest rate ﬂexrbtlrty (whlch is not necessaniy
synonomous with significantly higher interest rates)-'is a: sine qua non for the
successful:abolition of the-30/20 rule:and the implemientation: of many of the
Committee’s other recommendations. Liberalisation in these areas would enhance
the development of the secondary market in government securities; this is an
important aspect of the Committee’s recommendations. It is desirable therefore
that the 30/20 rule:be removed. at an early stage of the deregulation process.
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10.41 There remains the question whether the.restrictions should. be removed
overnight or whether a phasrng in period — in which, for example, the ratio.is
steadily reduced towards zero. — should be allowed. A gradua] approach to the
removal of the rule tends to. be. suggested by those who fear that its immediate
removal would cause the captive institutions to promptly dispose of their
substantial holdings of government securities on the market, thereby creating
serious disruption and causing a short -run problem of debt placement, for the
Government, with potentially adverse consequences for monetary policy.

10.42 Against this, it can be argued that the captive institutions will always desire
some government securities in'their portfolios in order to properly balance their
llqu:drty and risk characteristics. In addition, official interest rates have been
increasing in recent years and may increase a little further after the removal of the
restriction; thus many of the institutions may be deterred from selling because of
the prospect’ of capital losses on their holdmgs Morecover, the higher interest rates
and more actwe secondary markets are llkeEy to attract addmonal mvestors to hold
these bonds :

10, 43 Perhaps the most substanual argumenl against makrng the change gradual

concerns the potential impact on the demand for new government debt. Once it
became clear, by announcement or otherwise, that the restrictions. were to-be
‘removed, expectations: of increases in official interest rates (relative to- other
interest rates) would be generated While these expectatlons persist, governments
could have greater difficulty in selling their paper. One possibility is that current
interest rates:may react:to the expectations and rise:quickly to the level they would
have reached had the change occurred without a lag. In this case it is not ciear what
would be gained by a phasing-in of the change:.It is even conceivable that in the
climate of uncertainty created: by drawing out the process of deregulatron interest
rates could-well overshoot-the level ultimately required. i

‘10.44  The Committee therefore recommends that the G'uv'e'rnme'nt' shnuld
remove the 30/ 20 rule without a tran_siti_on period.

(f) Eﬁect on Resource Allocation

10.45 Abolition of the 30/20 restriction w:ll ‘almost cerlalnly ‘have some
implications for resource allocation. The actual outcome (and its duration) will
depend on a number of factors — in particular, the impact on the structure of
anterest rates and :ts impllcatron for the pubhc sector borrowmg requxrement

10.46 It should be made clear that in recommending abolition: of the 30/20
requirement, the Committee is-not aiming for any particular reallocation of funds.
It is not expressing any view about the eéxtent to' which public sector services, such
as education, health, transport and: housmg, warrdnt subsidisation to encourage
‘their consumption: ‘nor is it seeking to favour any particular sector such as natural
resources. The Committee “leaves it' to" governments to pursue particular
allocational and distributional objectives through direct budgetary measures. The
size of their budget outlays and the extent to which they are funded by taxation or
borrowing are matters.for:their.judgment. The Committee simply: points to the
advantages of allowing financial markets to allocate funds on the basis of price.
-This approach, in.its view, is.to be preferred on the grounds of cost effectiveness.
10.47 It is, however, incumbént on thié Committee to indicate what it sees as the
_Erkeiy eﬂ'ect of the abolltlon of the 30/20 ruie on the pattern of funds ﬂows

10 48 Assumrng market or:ented envu‘onment censxstent wath -the
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Committee’s recommendations, the removal of the 30/20 rule will of itself (i.e.

ignoring the impact ol the Committee’s other recommendations) tend to have the

following effects: S _ o

e It could narrow to some degree the differential between government security

. yields and private security yields, R S

® To the extent that public investment levels are- at least partly sensilive to
interest costs, the overall public sector borrowing requirement would Ffall and
there would be some reallocation of real capital resources from the public to
the private sector. D

@ In the longer term, institutions such as life offices and superannuation funds
- might gain a:larger share of the savings market and this ¢ould lead 1o further
changes in funds flows. At present these institutions tend to invest to a greater
. extent:than others: in equities and, to a.reducing extent, business loans. It is
unclear whether they would maintain such concentration in the event of any
substantial changes in povernment bond yields'and housing interest rates and
how quickly any adjustment would be made. The Committee would expect any
redeployment of funds to be gradual. ' S '

10.49 . It is not, of course, sufficient to look at the resource altocation effects of
removal of the 30/20 rule in isolation. In the context of the Committee’s Report as
a whole, perhaps more relevant is the impact of a number of complementary
changes. The general effect of the Commitiee’s recommendations would be ‘o
eliminate or reduce official barriers to funds flows and enable markets (o respond
more effectively to demands for funds from various'sectors.: * Lo

10,50.. .In indicating the consequences. of removing--the . 30/20 rule for the
allocation of . resources, the Committee  -has abstracted from . other ‘possible
government actions to assist: the public sector. If, for example, after considering
the Committee’s recommendations, the Government considered any of the
reallocation effects undesirable’ (e.g. on grotinds that ‘the market did fot allow
sufficiently for any special ‘exi¢rnalities associated with ‘public’ goods), then' it
would have other means available to it toinfluence the outcome. For example, the
interest cost of projects which are judged to produce. relatively- large external
benefits . could be subsidised. out:of general revenue. to an amount roughly
proportional to those benefits. If the. taxation system .were. broadly based:and fairly
neutral, this alternative approach would avoid most:of the costs inherent in the

captive market arrangements (see Chapter 36). e

C. AUTHORISED DEALERS .

10;51: 'Auihorised-.dEalefs' in the sho.rt-term money mafkets are requiréd-to hold

at:least: 80% of their portfolio - limits .in  official securities  and .- 70% . in

Commonwealth securities. Several factors distinguish this ‘captive’ market from

that formed b_y the 30/20_rylc_z L . o o

® . Essentially, it is.an. agreement between each dealer and the Reserve Bank

. whereby, as long as he abides by his Memorandum of Agreement. and
maintains a particular portfolio, the dealer has access to a range of facilities
provided by the Reserve Bank, including lender of last resort loans and

' -pre_ferre_d access to dealing privile_ges. - o R DT
® The nature of authorised dealers’ business requires them. to . hold. large
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amounts of government securltles srnce that enhances thelr abrltty to make a
" market in these SECUFEIIES :

10.52 1t is doubtful, therefore, that the partfolio requlrements applyrng to
dealers’ can be ‘properly called a captive ‘arrangement and that the concerns
expressed earlier about the 30/20 regulatton apply. Requrrements for authorised
dealers are examrned in greater detatl in Chapter 0.

D. BANKS

10. 53 Savrngs banks are-at present generally10 sub_]eet to three drst:net baiance
sheet ratros

° -"the 100% ratio, restrsctrng the investment of savings bank depos;ts toa hm;ted
- range-of prescribed assets: (in’ praetrce this has meant prrncrpally pubitc sector
- investments and housing loans);

@ " the 40% ratio, requrrrng that 40%: be mvested m certa:n quusd and public
' secur!tres and '

e - the'7.5% ratio, speelfyrng that-7.5% of deposits must be heEd on deposrt wrth
+ the: Reserve Bank or in Treasury notes. - :

10 54 These ratros have been desrgned for a number of. purposes They lnrtaaliy
were imposed on prtvate savings banks to-minimise changes in financial flows as
they competed with government savings banks. Beyond that, as well as. seeking to
promote a- take-up of ‘government debt, they have been seen as a prudential
discipling; as an‘instrument of housing policy-and in'partasa fulcrum for monetary
policy. The prudential and: housrng rmpllcatrons are discussed in’ Chapters 19 and
37 The: monetary policy" aspeet is dlseussed in Chapter 4, -

10 55 Here the Committee: focuses on the captive market aspects ie. therr
capacity to- provrde ar assured market for government securities generally ; and local
and semr government securrtres EI’l partrcular B .

10.56 - The Committee recognises that the smaller’ 1oeal and semi- government
authorities have in ‘the past been especzally dependent on the savings banks for
support. Their dependenee on ‘the ‘savings banks ‘has now been reduced to'some
extent but, in any case; the Committee does not see captive market provss;ons a8
an approprrate means of meetrng their’ fundmg requirement: - :

10 57 1t shouid be recognrsed that many local and semi- government bodies have
long-standing banking associations with savings banks and that normal commercial
considerations could reasonably be expected to -result ‘in .continiied significant
borrowing being available to them from such organisations. Indeed, any reluctance
in the past:-to lend. to local: and . semi-government bodies has: been. importantly
associated - with . official: efforts. to: maintain - 1nterest rates below that thCh
commercial: consrderatrons would have. dictated;: e BRI s

10.58 For reasons similar to those cited in the drscusszon of the 30/20 rat;o
particularly the arbitrary and discriminatory incidence of the subsrdy, its' longer
term relatrve :neﬁ'ectrveness and 1ts 1rnpact on the eompetrtrve neutralrty and

10 The Trustee Savmgs Banks are not at present I'ully subject to the 500% and 7 5% requtremems
. Proposals in Chapters 4 and 19 would have them sub,;ect to requrrements fu]ly conststent wrth
“those applying ioother savings banks "
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efficiency of financial intermediation, the Committee: favours allowing savings
banks greater flexibility in their investment policies, . . . . .

10,59 The trading bank LGS ratio is seen by the authorities as providing a basic
fulcrum for monetary policy but it also involves a captive holding of government
securities. The Committee feels that bank holdings of government paper should be
determined on the basis of interest rate offered rather than any formal requirement
(other than prudential). The more substantial consideration — i.e. its role as a
fulerum for monetary policy — is discussed in Chapter 4, where it is concluded that
the need to include government securities within the required reserve ratio would
disappear if the authorities adopt, as proposed by the Committee, a more market-
oriented approach to monetary policy. EE RS

10.60 The Committee therefore recommends that savings and trading banks
should not be subject to any for'mai'po_rtfoii_o requirements aimed at supporting

the market for public securities.

E. TRUSTEE STATUS -

10.61 The captive markets examined so far have all ‘originated from reguiations
which specify minimum holdings of official assets. The granting of trustee status to
a security as a reflection of prudential considerations (which is discussed in more
detail’ in° Chapter 21) can have advantages for the financial system, and the
Committee sees no objection to the continuation of this practice. However, the
granting of such status can create a special preferential market for the security.
When the status reflects considerations other than prudential ones, inappropriate
distortions of funds flows can result. .. . . .

10.62° The Committee notedin its Interim "Report’ the ‘uneven approach of
different states in according trustee status to marketablé securities.: (See Interim
Report, paragraph 12.28.) Frequently - trustee status. is: granted as-a way of
promoting . the sale..of: securities . of . particular. local .and semi-government
authorities rather than as a measure of the security of the asset. One consequence
is that. securities. which - may : otherwise - have - very similar -risk' and - return
characteristics become very different.to investors in different states. This works
against the integration of borrowers and lenders in different. regions and. may
produce: significant. variations .in: the -cost of: capital . faced by. borrowers and
distortions in the process of resource allocation. SR ey

10.63 The Committee recommends that the Commonwealth: and States should
seek to ensure that arrangements for granting trustee'status are on a consistent
and uniform basis,; = oo e T Cohirs men
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.~ CHAPTER 11: RANGEOF
- GOVERNMENT SECURITIES

A. INTRODUCTION

111 {t 'was suggested in Chapter 10 that the effects of the implementation of
many of the Committee’s recommendations, especially those on captive markets,
could lead to some increase in the level of official interest rates relative to private
sector rates. There could also be greaier short-run variability in official rates.

11.2 It was also suggested that these effects would ‘be’ minimised: if the
Government were to ensure that the range of financial instruments which it
offered were better tailored to meet the needs ol the-market. " s
11,3 " This chapter looks at a variety of government securities that might be
relevant for the Australian. environment. It also examines certain specific
suggestions put to the Committee, o

11.4 - Commonwealth Government securities on issue include the foliowing:

o Treasury bills= Internal Treasury bills are issiled ‘only to Commonwealth trust
funds. Public bills are issued to the Reserve Bank as instruments used in

. residual financing, .or for state ‘lag-in-revenue’ purposes. They carry a 1% p.a.

. yield and are not available to-the public:. . ... :

© Treasury notes = These are issued at a discount with periods to: maturity of

- thirteen. weeks and twenty-six - weeks;and ‘in:ithe normal course have been
. rediscountable by the Reserve ‘Bank at the holder’s option’ on -terms- and
- :conditions: the ‘Bank determines from time to.time. As from-13 September
© 1981 they will only.be discountable as to within 91 days to maturity: They are
sold by tenders;: usually held. weekly. Treasury -notes are not listed on

- Australian stock exchanges; but there is considerable trading in them in the
money markets. N TS I I i .

o . Commonwealth.bonds — These securities are generally issued om a more or less

.continuous basis through the tap system with maturities ranging from about
fifteen months Lo about twenty years, although issues up to thirty-five years
have been made. They are the securities most commonly used in open market
operations by the Reserve Bank, although Treasury notes may also be used for
the same purpose, particularly with regard to short-term liquidity
‘management. o ' :

e Australian Savings Bonds — These are usually issued with a period to maturity
of about seven years and are redeemable at face value at one month’s notice
(although a reduced interest rate may apply in certain circumstances on early
redemption). Individual maximum holdings currently permitted amount to
$150 000.

11.5 Table 11.1 shows securities of the Commonwealth and State Governments
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TABLE 11.1:. GOYERNMENT SECURITIES ON ISSUE 1578 to 1981 {Sm) .

Year cmled 30 June i : 1978 0 fyr9 1980 1981
Treasury bills .. ) : . : . o :
Internal ) ] - . . 1B56 - 1669 1810 1156
CPublie ' "1 500 2000 25000 1900
Treasury notes: EEEEEE B 363 1410 - 1615 3527
Commonwealth bonds 16135 - 16930 I7 380 © 17568
Australian, Savings Bonds/ - - : S L R o
Special Bonds 2879 3183 3358 3037
Other securities 555 639 723 795
Total repayment in Aust. currency - 23288 - 25831 27386 27983

Sourcc:' ‘Governmem Sccuri%ics on lssur:'. 195081 Budget Paper No. 6.

on issueat 30 ‘June 1978 to 1981, Further detar[s including statistics on issues by
local and’ semi-government bodtes are shown ‘at Table 9. 1 and m Chapter 2,
Sectlon C of the Interrm Report .

11 6 Local and semi-government authormes issue publrc and prrvate securmes
with maturities of four years to ten years or more. - They are also increasingly
borrowing in the money market using instruments such as bills of exchange and
promissory notes, generally with a maturity of three or six months. [ssues
speerﬁcally related to these borrowmgs are drscussed in Chapter 12

B.  SOME OPTIONS FOR CONSIDERATION'

11.7 It is clear that in order to appropriately market government paper the
authorities should not only be willing to offer market-related yields but also to
react ‘flexibly to market developments with régard to the ‘range of securities

offered. ‘The range must keep pace with: that oﬁ'ered by the prlvate sector if
governrnent securities are to rema:n cornpetlttve

(a) Treasury Notes wrth a Wtder Maturlty Range

11.8 - It is clear to the Committee that a rarge of relatively short- dated securities
should be available to private enterprises to enable them to prudently manage their
quurdaty .

11.9- . New issues of Treasury notes are presently available through the tender
with maturities of three months and six months, the three-month notes bemg in
stronger demand. It has been suggested that there would be benefits in issuing
notes with a wider range of rnaturrtres suggestrons have ranged from seven days to
OME year. . . .

11.10 Under the present system and that which would “eventuate : if the
recommendations. in-the: Report were implemented, Treasury notes. and: short-
dated bonds are likely to be the primary channel of access to official liquidity. Itis
important that. such access be available on as wide and as convenient a basis as
might be practlcable Notes with an initial malturity of less than three months —
say one month — m:ght asstst in meetmg this ObjECtWE

11 11 Because the volume of notes in the Reserve Bank’s portfoilo has 1ncreased
significantly over recent years, the Bank is usually capable of providing the market
with notes within the three-month maturity range. However, the Committee
understands that it does so only to a limited degree. .
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11.12 The Committee accepts that substantial and regular sales of notes by the
authorities from their portfolio could adversely affect the willingness of the private
sector to participate in the Treasury note tender since there would be a greater
element of uncertainty as fo the total volume of short notes coming onto the
market. However, sales of notes by the Reserve Bank from its portfolio could well
be advantageous at times when the private sector finds itself with an unsatisfied
demand for very short notes, and the Committee believes that such securities
should be more readily available than has, at times at least, been- the case in the
past,

11.13 The Commitiee has no reasons for recommending against the issue of
Treasury notes with maturities beyond' six ‘months. It believes, however, that
there is unlikely to be a great demand for these notes since it is possible to
purchase short bonds with more than six months to maturity in the market place.
The major difference between these and a longer term Treasury note is the lack of
as certain a rediscount facility. The demand for Notes beyond six months would
therefore depend importantly on the liguidity of conventional bonds of the same
maturity and-any: policy initiatives in-the: Treasury note:area would need to be
considered in conjunction with the recommendation (Chapter 5) for issuing some
nominated: bonds with a ‘discounting facitity”™. .+ - NN ST
11.14  There appears to be oniy a limited role for a Treasury note with a maturity
of twelve months or more. Notes are, to a laige extent, held with'a view to
providing liquidity in the tax rundown and one-year notes maturing to coincide
with tax payments would therefore have to be purchased during .the previous
year’s tax rundown. ]

(b) Call Deposits with the Reserve Bank - o . .
11.15 .1t has.been suggested that banks should be: allowed to lodge interest-
bearing. deposits with the Reserve Bank! in addition to those arising from-the
‘required reserve ratio’. It has also been suggested that such a facility might be
‘extended to other institutions. If one were to assume, as would seem to be
realistic, that the rate offered on call deposits were to be below that offered ‘on
three-month Treasury notes, the facility could be expected to be-used primarily as

a depository. for surplus overnight or. very: short-term funds.: ¢ oo o
11.16 While this possi'biliiy might warrant further exploration by the authori{iés,
some reservations are.recorded: ... - o B I TR T
® an asset of this type is already available to'investors in the form of call deposits
.~ with: the authorised 'dealers; ...« 777 i BRI RS
o it could result in tlie Reserve Bank competing directly with money market
dealers and could substantially lessen the ability of the dealers to make a
- market in government securities; o oo o THRE T RIS SRR
® - the facility would tend to attract *temporary’ funds; to this extent the Reserve
-* - Bark ‘would, in'effect, be involved in running a money market operation; and
‘e il the facility were made attractive and yet testricted to’particular institutions,
© "its introduction could affect the competitive neutrality of the system. -
11.17 A facility of this type is just one way in which the authorities as.a whole
would be able to’ borrow on a very short-term basis. ‘Given a relatively active

1 Such a facility is currently available 1o savings banks bui not to'trading banks.
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market in Treasury notes, including participation by the Reserve:Bank, there
seems Lo be little to be gained (from the point of view of the financial system as a
whole) by the. offer of a call deposit facility by the Reserve Bank. . :

11.18 In a different context, it has been suggested that the Reserve Bank issue its
own short-term security. It is argued that this would help liquidity ' management
and permit a, clearer separation of the Government’s debl management and
monetary pohcy As far as.the security.is concerned, many of the points made
-above would apply. The 1nterrelatronsh1p between debt management and monetary
policy is raised in Chapter 9.2- . NEE

(c) Certificates of Tax Deposit

11.19 A certificate of tax deposit (CTD) is an instrument Wthh records the
_recelpt of 4 deposrt whrch can be tenclerecl to meet a tax lzabihty

11.20 CTDs were mtroduced in the Unrted ngdom in: 1975 Initially
subscriptions were low. Rates paid were subsequently set at a smaIl margin over
money market rates (to compensate for their non- marketabrllty) and subscnpuons
_now run to 5|gmﬁcant levels SR

11.21 At one stage CTDs in the form of Tax Antlc1patron BIIIS were also
available in the United States, They were issued at a discount to mature one week
after the due date for payment of corporate tax; but were accepted at par value as of
the tax payment date, thus glvmg ‘the holder one week’s ‘extra’ interest. The price
of the instrument was bid up in secondary market transactions for this factor with a
correspondmg reduction .in yields. No Tax Anticipation Bills have been issued
since 1975 : . _ L . . _

11, 22 Some: have clazmed that a srm;}ar CTD instrument-in this country wouId
encourage taxpayers to- make’ particular -provision for' their tax ‘payments and
thereby contribute to an evening out of seasonal fluctuations in liquidity. The
Committee . believes that: the underlying problems associated with. .seasonality
would be reduced if the measures recommended in Chapter 6 were implemented.
_T_he mtroductlon_ of _a_CT_D is.seen by. some as a useful adjunct.. :

11.23  The government security used most frequently at present by the system as
a whole to provide for tax payments is the Treasury note. Taxpayers do not
necessarily acquire these themselves; most are m the hands. of the banks and
authonsed dealers :

1_.1.24 As the y:eids on Treasury notes have become much more closely attuned
1o the market since the introduction of the note tender, it-is doubtful whether:the
introduction of a CTD would substantially expand the options open to taxpayers.
Nevertheless, the possibilities may be worth exploring, together with other
measiires to ease seasonal fluctuations in liquidity (see Chapter 6). It is llkely that
the yield on' CTDs wotuld have to be above that on’ Treasury notes because the
latter offer access to liquidity through: the redlscount optlon —a feature whlch
‘presumably is unlikely to be offered 'on'a CTD."

11.25 The Committee leaves it to the Government to assess whether the benefits
that may be obtained from the introduction of a certificate of tax deposxt outwelgh
the higher yield that may be required on such an 1nstrument -

2. The uuestion of funding the Reserve Bank'is discussed in Chapter 2.
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(d): Variable Rate Securities .

11.26° Over the past:iwo decades the trend ot" generaliy rising interest rates has
induced many institutions to lend to the private-sector on terms which can be
varied during, the life of:the loan. Some financial institutions have. offered similar
_facnhttes to, 1nvestors. L :

1127 Governments have however tended to offer only fixed interest rate
securities.?:Asd result, investors in other government securities ‘have chosen to
invest in the-shorter maturities.* The shortening in maturity pattern may at times
present refinancing problems for the Government, but it is generally cheaper and
more appropriate; of course, when inflation and nom1nal .interest. rates are
expected to fall

11.28 The 1ssue of a varrable rate securtty would be a more drrect way of
satisfying the demands of those investors seekmg some protectlon from the effects
of 1r1ﬂatton and rlstng interest rates. : : :

_11 29 A vanable rate securlty would match facr[mes currently oHered by prrvate
sector borrowers and offer many of the charactenst:cs of . ‘inflation-linked’
secuntres (The issues wrth regard to the latter are drscussed in the next section )

1130 To the extent that it filled a ‘market, need; a varlabEe rate secur1ty would
facilitate the. funding, of government debt, especrally at times.of adverse interest
rate expectatlons ‘At the same time, the Government wouId be protected agalnst a
subsequent fall in 1nterest rates.’ : S :

11;31 “An altérnative way in which the Government may protect 1tself from belng
locked into borrowings at high rates of interest in an environment of falling rates
would be by. the introduction of 4:°call’ feature into its bond issues., This could
allow:the Government to redeem the security.prior to maturity, albeit at.a penalty
Such a feature.is found in some overseas bond markets. e ay

11.32° However, the mvestor ‘not havmg a corresponding call option, is placed at
some " disadvantage ‘should ‘rates rise.- The - Comm;ttee doubts  that “the
characteristics of this particular security would be ‘Conducive to its marketing and it
would. not therefore facthtate debt management to.the same .degree as a variable
rate securlty :

(e) Inflation- linked SBCUT[tlES

11.33 A relatively hrgh level of inflation has been a feature of the economy for
most of ‘the past ‘decade. While financial markets have adapted to some extent to
inflation, it remams a major tnﬂuence - a pornt wh1ch is dtscussed more quly in
Chapter 43 &

11 3. As noted 1n the prev1ou5 sectlon arrangements whrch rnvolve tnterest
review dates enable loan terms to at least partially. reflect inflation. However,
variable rate securities fall short of l'ully protecting lenders (and borrowers) against
unexpected changes in the rate.of :nﬂatlon Many mvestors therefore see

3 A partml exception-has been the Australian Savings Bond, holders of which ‘have been able 1o
exercise the early redemption option when rates-on' old issues have become lower than-thase
currentiy avaijable.

4  The average maturity of non-official holdings of Commonwealth securities quoted on Australian
stock exchanges [ell from 10.6 years to 7.7 years over the period 1976 to 1980 (see /980-8/ Budger
Paper No. 6, also see Table 2.35 of the Interim Report, which includes Treasury bills and noies).
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advantage in having a security the rate of return on which is formally linked to an
index of'inflation, since it eliminates an element of uncertainty with regard to their
returns (in. real but before tax.terms).” By reducing the element of risk to the
l_ender it.is possible that the real cost to the 'borrower is lowered.

11.35 Inﬂatron linked securrues could take many forms. For instance, there
might be a formal undertaking to adjust the capital value of financial assets for
inflation’ on redemption or alternatively at more frequent intervals; the formal
adjustment might be full or partial; threshold and/or ceiling levels m;ght apply.
_The choice of the price mdex and the real rate of interest will be important.

11, 36 An indexed security would in a sense compete with corporate shares and
other equities .in so far as these are held as a hedge against inflation. However,
given the types of indexed securities envisaged-by the Committee, equities would
continue:to: offer a distinctive- risk/return package Taxatron however, again
becomes. a major consideration. :

11. 37 The Committee accepts that in marketing terms there could be some
advantage for the Government in offering indexed securities:

@ it could assist control of the money supply and inflation by facrlltatzng sales of
‘government securities in perrods of uncertainty;

L rt could’ pr0v1de risk- -averse househoid savers, unwrllmg to mvest in equities,
T wlth some protection from loss of real capital (before tax), and generally
increase the range of choice available to such investors and others;

® there would be less scope for arbitrary redistribution of wealth between
borrowers and lenders as a consequence of inflation; :

@ the Government would avoid being seen to be ‘predicting’ continued high
interest rates or inflation whenever it chose to nominate a rate f'or its fong
borrowings; and

@ it would lessen the risk of the Government being locked into hrgh interest
rates- and  reduce: the  need to rely extens:vely on sales of short dated
governmem stock:’ : .

11.38. Conversely, it has been. put that formal indexation of ﬁnanmal assets would
be inappropriate: because: -

(i) ' The'issue of indexed government securities would be an ack’n’owledgment
that inflation is to continue and might remove an incentive for the
Government to control it — especially if there. were a general weakemng of

_the anti- mﬂatlon Tobby in the commumty at large. :

(i) ‘Tt would be difficult for private borrowers to compete with'the Governmenl 5
indexed bond, at least without significant increases in the cost: of debt:
depending on its form it could also have destablitsmg effects on corporate

- balance sheets.

(iii). The Government’s debt serv:cnng costs would be uncertain and probably
‘higher thanfor conventional securities. : :

-(w) The experience of indexed securities ‘in- coumrses Whlch have mtroduced
them has not been i 1mpresswe - : R

5. The taxing of nominal in_te_rést returns and its effect on real returns is discussed in Chapters 17
" und 43. :
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11.39 * As far as point (i) is concerned the Committee points out that the issue of
indexed claims could be a logical course for the Government irrespective of its
view about inflation; such an asset would reduce uncertainty for both the borrower
and the lender as the real cost of indexed government debt would be constant; by
contrast the real cost of servicing fixed-interest debt declines if inflation rises and
increases if it falls. In fact, the issue of long-term securities at high fixed nominal
rates of interest may well be more likely to be seen as a government admission that
inflation will remain high. Moreover, if the issue of an atiractive security ‘assisted
in the contro! of the money supply it could help to ‘calm’ inflationary expectations.
Finally, it should be noted that there is no reison the community as a whole should
become more ‘tolerant of inflation. If governments have borrowed on indexed
terms; they-will have a.strong budgetary interest in containing inflation. To the
extent that indexation spreads to-the private sector and shifts costs from lenders to
borrowers there could well be an increase in the strength of the lobbying against
inflation; private sector borrowers tend to be more sensitive and: vocal about
interest, costs. Experience over the past decade has shown how mute many
individual investors have been even when their real returns (before and after tax)
have been negative.” o ' C
11.40 As to point (ii), the purpase of the introduction of the indexed security is
to offer a security which is attractive and fills a need. It is possible that at the time of
_int_roc_luction"there might be some temporary disruption in the sources of funds of
compeling institutions, pa-rticulariy_those_’depéﬁd_ent upon the household market,
but this could be minimised i, ~ o o B
@ index linking were confined to long-lerm securities; . .
© the initial size were limited, and; .~ . .. e . .
e . the issue were put:to tender to. ensure: the real (before tax) returns truly
reflected market expectations. S
A tender system is less suitable for securities which are soid to households, but it
may be possible to issue some securities by tender to institutions and set the rate to
be offered to households with regard to that established through: the tender.

11.41 - Private borrowers should: be -free to:compete with the Government by
issuing indexed debt, and it is important that there not.be-any . government-
induced barriers reducing the incentive or ability of private enterprises. to.follow
this path. : : _ B

11:42 There is'no regulatory impediment:to a private sector’ borrower issuing
securities which carry a variable Taté of interest set at a‘fixed ‘margin, for example
over the annual rate of increase in the consumer, price index.® Such securities have
been available in the Australian market in the.past. . .

11.43  Unidet the present tax system, the full interest income on such securities is
taxable in.the lender’s hands, and the borrower can claim full deductibility of
interest payments:. If the private sector were to issue securities'in which the capital
sum was indexed, consistency with present-tax arrangements would require that an
element.of the capital return be subject to tax in the hands of the lender and a
deductible expense to the borrower. Such an approach would involve solving some
timing and ‘lumping’ issues. The more general question of whether, in fact, the

6  Commercial prudence may dictate that a ceiling be imposed on rates_'payable if the borrower (an
intermediaTy) were unable to revise rates chafged on the on-lending of funds. One would expect,
however, a ‘marrying’ ol the arrangements. B
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increment is, or should be, nominally a capital sum or.not for taxation purposes is
dlscussed in Chapter 17. .

11.44 " As to pomt (ul) whether the Government s nomlna! interest bill would
turn out to be higher or lower in the long term than on conventional securities is
not clear. To the extent that lenders were willing to accept a lower real return
because the uncertainty about the effects of unexpected inflation was removed
{and the rate of inflation was accurately forecast by the Government when setting
the rate on conventional secuntles) the proposal could result in lower average
nomindl interest rates on government paper over the long, term

11.45 - The Committee accepts  that' there would be :ncreﬂsed budgetary
uncertainty with respect t6 nominal debt servicing obligations. [t is not clear that
there would be much change with respect to real servicing costs and, furthermore,
it should be noted that the nominal cost of servicing government debt in future
years has already become less. certain due to the shortening in the average
maturity. Et ‘might be sald that implicit in thls shortening has been a form of
rndexatron

11.46 - On pomt (iv), the Commattee consrders that it is not appropnate to
compare Australia with some countries which had an extremely high rate of
inflation at the time of the introduction of indexed securities. More ‘recent
experience of indexed bonds, albeit on a limited scale, in countries with less
extreme rates of inflation — such as in the UK — has shown that there can be
considerable demand for indexed bonds. : s

11.47 On balance, the. Committee can see advantages in the issue of indexed
government securmes It recognises, . however, . that w1der economniic
considerations are involved. Certainly the timing of any such issues must depend
on. economic, monetary and budgetary circumstarices. It suggests that such a
security be included among the Government’s. debt . management, pollcy
instruments for p0551ble use in appropriate- e:rcumstances : .

11.48:In the light of the above discussion, the Committee recammends that both
‘variable rate’ and ‘inflation-linked’ government securities should be viewed as
ongoing policy uptwns and shouId be mtmduced ‘in appruprlate market
circumstances. : i : i :

11.49 " As to the choice of an- appropriate’ index, the Committee points to the
benefit of a broadly based -indicator of the general cost of living. That said, the
Committee would leave .the.choice of an -index to.the Government in the
knowledge that, to be successful, that choice would need to be acceptable to
investors. - R :

11.50 The Committee has considered whether index—!inked securities should be
sold only to particular groups, such as the retired. It sees some merit in these
proposals, but believes that a freely available security is preferable. A wide variety
of individuals and institutions desire protection from inflation, and a secur:ty
available only to a limited section of the community is open to abuse since it'is
unlikely that sucha limitation could be effectively enforced: Methods of elfectively
handling ‘social objectives {which frequently lie" behmd such suggestrons) are
drscussed m Chapter 36

700 should be pointed out-ugain that indexed securities would ndd certainty to new loan raisings,
and this should be set against any increased uncertainty on debt servicing costs,
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(f}: Other: Household Securities -

11.51 It would be possible to introduce a variety of new securities designed for
households other than an indexed security — e.g. a contractual savings scheme, or
a security where the interest is reinvested. :

11.52 The Committee sees the Australian Savings Bond as potentially a flexible
instrument which, appropriately packaged and marketed, has the capacity to be
attractive to investors. Subscriptions appear to have been sensitive to the rate of
interest offered and, except in situations of acute uncertainty, a realistic interest
rate policy should generally ensure an adequate level of subscriptions. Therefore
the Commitiee does not see a need to recommend a specific new household
security — apart from an indexed or variable rate security in.certain circumstances,
as mentioned above.. . - o . . :

11.53 "It should be noted that the issue of attractive ‘household securities will
particularly affect the flow of funds to intermediaries such as building societies and
savings banks. The Commiitce accepts the need for the Government to offer
securities with a particular appeal to specific groups. However, in Chapter 4 the
Committee drew attention to the advantages of government action having as broad
as possible an impact across the financial system. Ciearly, the authorities will need
to balance these two factors. - . - S S .

'C. ADMINISTRATIVE ARRANGEMENTS
11.54 The Reserve Bank, acting as agent for the Government, provides a range
of ‘debt servicing operations through its inscribed stock registries.” Functions
currently “include ‘the ‘management of new issues, the conduct of accounts for
inscribed stock holders and the issuing and redemption of bearer securities. The
registries operate under the Commonwealth Inscribed Stock Act and its associated
regulations. Some of the options listed for consideration in this chapter could have
implications for present administrative arrangements. Although this would not
seem. to be a crucial issue, it would seem appropriate to: keep. the arrangements
under review to.ensure:thati . ... SR Crniien o
e they do not impede the efficient performance of the service;, = Qe
LI _a_servicé is.provided which keeps. pace with that provided. for. commercial
p_a_psr;a_nd.._ _ L ehen :
© the marketing of government paper is not disadvantaged. -
The Committée suggests that it would be timely to undertake early review of
present legislation in this area. : ’

D. OTHER COUNTRIES
1'1_...55'. ."_Twé papers pfepared.qu_ _thc: Indﬁiry p.r_ovide 's'o.n‘.lé _c'bnsider.ab'le detail_ on

the range of government paper issued in selected countrie_s;_overseas.?_l_n making
its recommendations, the Committee has had regard for overseas practice.

8 A.M. Cohen and L. Scott-Kemmis, ‘Techniques for the Marketing ol Public Sector Debt
Instruments'; and Morgan Stanley & Co. Inc., ‘Public Sector Borrowing in Canada, The United
Kindom and The United States”, in AFS] Commissioned Studies and Selected Papers, Part 4, AGPS,
Canbesra, 1981, T I e L TS S U
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“CHAPTER 12: LOAN COUNCIL
REGULATION OF LOCAL AND SEMI-
GOVERNMENT BORROWINGS

12.1 Local and semi-government authority borrowing: represents a significant
part of the capital.market; some indication of this can be.seen from Table.9.1. As
such, . it has. major effects on the flow.and cost of. funds to other sectors of the
economy. Arrangements for such borrowings can also impact importantly on the
degree of efficiency with which the nation’s financial and economic resources are
-utilised; the detrimental impact of present captive market arrangements and some
recommendatlons in thrs regard were dlscussed m Chapter 10.

12.2 Locak and semi- government actrvlty has tradrtronaily been consrdered as
occumng at the state level. However, in recent years there has been a substantial
.increase in the magnitude of borrowings by Commonwealth statutory authorities
operating outside the Commonwealth Budget they are. .treated as semi-
government authorities in this chapter.! Much of what is said in Chapters 9and 11
on the marketmg and range of Commonwealth Government securrtres is of
'relevance also to local and semi- government securltles '

12.3 - The major part of local and semi-government authorrty borrowmg is subject
to-Loan Council regulation, as to aggregate volume, term, rates of interest and
other conditions.? There is no statutory framework for this regulation; it operates
by mutual consent between the. Commonwealth, the States and the. authorities.
Moreover,. unlike. state. government: borrowing programs,. local- and semi-
government loans are not underwritten by the Commonwealth; if rates of interest
are set at an mapproprrate Ievel shortfalls will occur.

12. 4 Some ﬁnancmg by 1oca1 and semi- government authormes may, however be
conducted outside Loan Council supervision, e.g. temporary borrowings (less than
one year), supplier .credit (i.e. instalment or deferred payments for- capital
equipment); and leasing (including leveraged leasing). This type of financing has
increased in- relative impertance in-recent years.. Such-a trend. obviously has
reduced : the . significance of overall control and oversight: of the financing
operations of local and semi-government authorrtres

Al THE-ISSUES s

“12.5-- Loan CouncrE regulatlon ot" IocaE and seml government borrow1ng is said to
be _]UStlﬁed because

1 Where reference is made to local and semi-government authorities this should be read as
including such Commaonwealth bodies, and where reference is made to state govermen!s
regulating aspects of local and semi-government borrowing, the Commonwealth Government
should be read as havmg simifar controls over its authorities..

2 ' Some mention was made in Chapter 9 and further details are given in the interrm Repoit at
Chapter 12 and the Addendum . .
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some control is maintained over the total ‘amount borrowed- by the public

sector, reducing the possibility that it will “crowd out” private.investment and

* forée:upiinterest rates; = .

restrictions'on the amounts individual authotities can borrow:should be a force
directing investment to areas of highest return (including any external benefits
they generate);

2 more co-ordinated approach to the market by local and semi-government
authorities is facilitated in that, while they may borrow private funds at any
time (within their total programs), they must adhere to a schedule for public
raisings; also maximum rates (and brokerage and underwriting fees) are set 80
that the capacity: for-authorities to bid against. one another is reduced;

. the restriction on borrowing overseas gives the authorities a greater capacity to
control international capital flows and- hence: domestic monetary conditions

and the exchange rate:

12.6 While the Committee accepts :_Lh'a:f .:c:c.)_-Ordinz_i.ti."dr.l of .bo_t'h_.t:h'_e. volume and

timing of local and .semi-government. borrowing can, -be beneficial, it, is not
convinced that the benefits from the operation of the Loan Council in this area
-have'been as substartialias sometimes su‘g’gested.-:It_believes-some'doubts exist'on

gac
o

h of the claims made in the previous paragraph;

Public ‘séctor borrowing certainly has a_potential o ‘crowd out’ private

© “investment. Whether it does 50 in practice, however, will depend on a complex
“range of factors.’ The ‘crowding out’ effect is likely to be most pronounced in

the case of public authorities which are not subject to any ‘market disciplines
and whose borrowings tend to be insensitive to interest rate changes. It should

+also be noted: that,: as -mentioned. in paragraph:12.4;.a number: of: forms of

“Loan Courncil ' mechanism ensu
‘projects giving the highest economic return.” -

borrowing are now -outside: Loan. _Counc-il--supervision;. So: too. is: aggregale
. borrowing:by ‘small.er’;borro_wers-."f P LT TP PP
‘It is not clear to the Commiittee that ‘the projéct’ vetting processes within the

re that funds are: necessarily allocated to

Although Loan Council 'ai‘r:angérﬁeﬁ'té (especially as reéeriti:y: amended) have

- 'made a contribution to a.more orderly approach to thie: market; they have not

removed altogether the problem:of ‘bunching’; there is, for-example, still a

_tendency for authorities to borrow early.in the financial yedr rather than later,

“ini order to minimise the risk’ of shortfails: If a shortfall-occurs there:may: be

. ‘little: chance: for the authority: to'make:it up by receivinga correspondingly
1. larger program:in:the following year. At the:same time, controlson rates can

and have compounded the difficulties: faced by at Ieast- some ‘authorities in
funding their requirements.

The Commiltee agrees that the Loan Council restriction.on: ;overseas
borrowing can assist the Commeonwealth Government in controlling monetary

.. conditions and influencing exchange rates. The Committee also.agrees with

the Commonwealth Government view that removal of the. restrictions on

overseas borrowing would not result in lower domestic interest rates. If the

~“Such'us the size of the public sector debt relative to GDP, the degree of sensitivity of public sector
“horrowings ‘10 interest’ rate changes, theé degrec to which public securities are regarded as

substitutes lor private debt securities, the effect of public sector barrowings on’ inflationary

““expetiations, the trénd in priviie investment etc. '
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authorities: were ;to.borrow overseas at. times when: the Government was
implementing a relatively tight monetary policy then unless:-the authorities
decided simuitanecusly. to_change the monetary. target,. the Commonweaith

.would have to sell more, government. securities at home in order to maintain

the de51red growth in . the money. supply This wouEd have much the same

_ consequences for interest rates as if the public authorities had themselves

borrowed at horne. That said, the Commtttee would nonetheless point out that

'”:many corporatrons in this country a!ready source therr borrowrng either

" overseas or in Australia dependmg on gudgments about rates of interest and

the exchange rale, and their number is increasing. In the Commtttee 5 view

‘the situation would not be altered malerially’ by gtvtng at least " some
'commerc1ally oriented [Jublrc authorlttes this same right.> Furthermore the

Committee envisages much more flexibility in exchange rate$ in the future,
with much [ess risk of domestlc monetary El'lStabllEty arrstng out of overseas
Capltdl movements.

12.7 - The Committee is also.of the view that

Desplte ‘Tecent’ moves towards: increased ﬂexrbthty in government interest

-rates; there are aspects: of the. present rate-setting procedures -which remain

relatively inflexible. It is noted elsewhere that vields on Commonwealth bonds
at times have not fully reflected market forces. In addition it is not clear that
the margin between Commonwealth rates and those on local and semi-
government borrowings have fully reflected changes in the relative volume of
funds sought in the two areas. The Committee believes that many of the so-
called difficulties associated with borrowings by local and ‘semi-government
bodies have arisen because yreEds set have not approprmtely reﬂected market
influences: " : :

In addition problems: for individual authorities arise from the fact that at
present interest rate ceilings are uniform-across all:authorities regardless of the

marketability of the particular securttres thts operates to the dtsadvantage of
“~the smaller authorities, - e

The secondary market in most local and semi- government securmes is weak or
non-existent. There are several reasons for this, 1nchd1ng the capttve market

" and interest rate constraints. Also important is the farge number of borrowmg
“authorities, ‘most’ of which ‘have many different ‘maturities on “issue. The

market is therefore highly fragmented, a situation compounded by the lack of
information provided to investors on the volume and_.range of securities on
issue. :

12.8 Whatever the past experience wrth the. Gentlemens Agreement the
Committee believes that the coming decade will require, at. a-minimum, greater
flexibility . in Loan Council. arrangements on Eocal and seml -government

‘borrowing. For’ exampIe

The scale of new borrowing by local and semi- government authorttres has
expanded significantly and is likely: to* expand :stitl’ further. There are

.- unprecedentedly - high infrastructure.. programs . already - in .the: pipeline,

.-particularly- in..the: semi-government -area; these -relate - in- large. .part. to

!t ts rer:ogmsed that iDL‘.ll ttnd semi- government nuthort!tes gener.tlly do not have butIt-m cover

“against exchinge raté risks and wolild ieed to take out appropriate‘cover through market f.!ctlttles

— subject of course to whatever exchange controls may be in force.
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.- electricity generatlon and the prows:on of servrce fac111t1es for natural resource
;-undertakings. :

‘@ Local and semi- government authormes are also faced wrth a major reﬁnancmg
. “task in the'next few years, because recent borrowings have tended to beat the
o shorter end partlcularly at the four-year mammum s

‘o If the ‘Committee’s recommendahons in Chapter '10 are adopted, local and

" semi-government authorities will have to adapt to the loss of captive markets

. for their.securities; it might be noted thata number of authorities, parttcularly

. the smaEEer authorities, have suggested that the _support they receive from

_ captlve market requzrements 1S now relatwe[y quite small. At'the other end of

" the spectrum the marketing success of some of the larger authorities does not

' seem to have been dependent on the existence of 30/20. Interest relativities

“have become 1ncreasrngly more crmcai in marketmg debt in recent years and

this trend seems likely o continue, irrespective of the response to the
Committee’s recommendations.

e The Commonwealth appears to be following a policy of decentralising finance
. functions. It is therefore likely that its major public authorities will increasingly
-~ borrow in the rnarket in thelr OWN Name; rather than rely on govemmem loans

. Or grants [ _

B. THE OPTIONS

.12 9 In examimng what form the changes to Loan Counctl arrangements should
take, the, Committee has been guided by the followmg prmmples

@ :The dlSClpllI‘le of the market, where. it can be made to work, is to be preferred
-..to. bureaucratic controls; where the market is judged not to- take. externalities
adequately, into account there still are advantages in- harnessing - market
~_disciplines.to the maximum extent possible. .
® . Marketing arrangements must be flexible, In partu:ular interest rates ‘must be
.. able to respond fully and prompt!y to changmg market conditions. There is
. also advantage in permttttng scope for 1nnovatron in other aspects ofﬁnancang
'._by authormes L )

12:10:° The followmg sections Iook at: SRR
® possible changes to the extent and nature of Loan Council control;

‘o the possrble extension of Commonwealth borrowmg to :nciude local and semi-
o government requirements; and - : .

‘e the case for estabhshlng State Central’ Borrowing Aulhormes as loan rats1ng
vehlcies '

': (a) Loan Cuunc;l Control and Over51ght

12,11 Sore submissions have advocated an easing in- the present: Loan Council
constraints; ' they have argued that ‘commercial disciplines and’ the" limited
availability of funds (as well as the constraints imposed by their charter} would be
sufficient to- d;seourage jocal and semi-government borrowers from making
excessive loan raisings. Authorities would compete freely against one another and
against the private sector; 1deally funds would ﬂow to lhose pro_yects yle!dtng the
highest returmn. - . s _
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12.12 The Committee accepts ' that - substantial - ‘relaxation of = present
arrangements would.be beneficial to the financial system and facilitate . the funding
of local:and semi-government bodies. However; it believes that the Loan Council
or an alternattve body would need to retain at least some general oversight over the.
total size and direction of borrowrng programs where markets clearly cannot
exercise an eﬁ"ectwe dtscrphne

12.13  Accountability and market disciplines' may’ be inappropriate or
impracticable when there is a strong social or community element in the service.
being provaded or where the authority has a monopo[y or near monopoly position.

Furthermore as explained in Chapter 26, local and semi- government authorities,

by reason of their government. ownershtp, w111 always have an advantage in
compettng for funds agatnst the: private sector

12.14 - In brief, the Committee has reservations about the extent to Wthh some
authorities could be made appropriately accountable to the community by effective
market disciplines. The Committee does not therefore faveur complete borrowrng
freedom for the general run of local and semt government authorlt;es

12.15  Conceptually, the Commlttee saw meritin attempting to draw a diS[lI’lCt!Oﬂ
between ‘commercial’~ and - ‘non-commercial’ authorities. [t envisaged: that
‘commercial’ authorities would continue to: borrow in their -own‘name but,

contrary to present: practice,* without any- form -of* government: guarantee. They
would ‘be free of Loan Council regulation as to amounts, terms and ‘conditions.

‘Commercial’ authorities would be those which met the stringent criteria'similar to
those imposed on government, financial institutions (Chapter 26). If they met
those criteria their operations would in effect. be subject to most ‘normal market
dtscrplmes and they could not be said to be ‘crowding. out’ prtvate investment. (’_
Non- commerctal authortt;es would tend to be those wrth a strong somal’ element.

12.16 - The dichotomy between ‘the two classes of authorttles may present sorne
practical difficulties. In parttcular : TR : .

° ) even in the cases where no exphcrt government guarantee 15 gwen the market
~ may well 1mpute a guarantee, '

° commerctal’ authorities frequently do not have a totally free hand in thetr
- prtcmg policies but: must accommodate: decisions’ taken at the- pol;ttcal level;

L the capital’ structure and’ proﬁt requrrements of commercraE authorttres
" cannot be regarded as st1 1ct1y commercraI’ as that term is understood i’ the
o prtvate sector :

12 17 The gurdehnes proposed for governmem ﬁnanmal tnstttutlons in Chapter
26 are designed to deal, at least in part, with such problems. Notwrthstandmg,
therefore, some of the' reservations’ and practical “probléms “outlined:‘in' the
precedtng paragraph, the.-Committee considers that the benefits to be derived from
a market allocation of funds are sufficient to warrant at least, for those who clearly
operate on a commercial basis, a limited move in the direction of borrowing
freedom. The Committee would stress, however, the need to apply the tests of
commerciality rtgorously ‘These tests rnlght include adequate capital base, c!ear
current and future’cash’ ﬂow to service debt compettttve prtcmg dtsctphnes and so
on. Few might qualify. R

601 may-also be destrab]e not o clussify an duthorily as a ‘commeércial® author:ty unless it had a
minimum borrowing requrrement sufficient to ensure that: there was in" adequate secondary
market in its paper to give clear signals of market-interest rates.: :
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12.18 : The Committee therefore. recommends that: o o
(a) ' Wheére ‘it can be clearly demonstrated:that a public authority ‘is basically
~subject to market disciplines, it could be viewed as a ‘commercial’ authority.
(b) The volume of borrewing by ‘commercial’ local and semi-government
“* autherities, and the terms and conditions of such borrowing, should be free
from Loan Council control; borrowings by these authorities should not be
government guaranteed.. [EEE R SRR :
12.19 'In respect of ‘non-commercial” authorities — and these will be much
greater in number — the Committee recognises the need for general oversight of
total borrowings by the Loan Council. However, the advantages of the Loan
Council ‘specifying’ maximum interest rates and placement fees and imposing
restrictions on loan maturities are less clear. The need for flexibility in terms and
conditions attached to paper being marketed has already been emphasised and this
is. difficuit to achieve under the present Loan Council system. .~ - .. -
12,20 Al the same time it should be noted that it is envisaged that such
borrowings of ‘non-commercial” authorities ‘would commonly continue to be
government guaranteed; that means the particular government involved:would, as
would any guarantor, have to retain the right.to approve not only the volume but
also the terms and conditions of all loans raised by a particular authority. Thus,
while the terms and. conditions of borrowings would not require. Loan Council
approval, -they would still. be subject . to .the control of. the guaranteeing
government. _ J T N R P L _
12.21 Inregard to the present controls on the maturities of borrowings, the Loan
Council’s view is that it is imprudent to finance what is essentially long-term
capital expenditure out of borrowings of less than four years. In the recent period
of rising interest rates, however, lenders have shown a preference for shorter
maturities,.a preference which local and semi-government borrowers have been
unable to fully adjust to. It can be questioned whether.a firm minimum borrowing
peried should be specified irrespective of changes in market conditions, rates of
inflation, yield structure etc. The Committee believes that restrictions on
borrowings with a maturity of one to four years could appropriately be removed.

1222 T hé_CQrﬁﬁlitlee there_fore_ recommends thai_ ‘non-commercial’ authorities
should continue to enjoy a government guarantee and remain under Loan
Council oversight in respect of the overall volume of borrowings; however, terms
and conditions (including maturities) of borrowings should net be subject to
Lean Council control but be negotiable between the government guarantor, the
borrower and:the lender. = - 53 e LI AT B A B
(b). Extension of an'l_'n'mn;\'veal_th_kBor'rowi'r'_l'g Responsibility - B
12.23 :: It has been suggested that the Commonwealth could extend the-borrowing
responsibility -it ‘undertakes: for states toinclude the- needs of local and semi-
government authorities: - - RSN R C IR A ST :
1224 ’ 'Thé'_C'o_m'm__itt:éé can see a n'u'm_b_e;‘:ot'" ad\}_an'tagézé flowing from such an
approach (particularly for the smaller nbn_—co’m_rna_rc’ial_aUthbritics'): P
o  the Commonwealth has long-standing eXperience as a barrower; both in
~ Australia and overseas; U
o the Commo_nw_eaith generally is able to borrow.at.the lowest rates, again both
" in Australia and. OVErSeas; . . oo s s o
® provided appropriate arrangements < were - in - place" for - the issue of
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- Commonwealth securities (see Chapter 9), there could be a simplification and
rationalisation of public sector borrowing — e.g. there would not be as many
dpproaches to the market as at present;

@ a consohdauon in. the range and maturrty of publre sector borrowmgs would
 reduce the degree of fragmentatlon in the secondary market for . public
securities; the secondary market in Commonwealth securities is the best
deveIOped fixed-interest” market 'in the country and it would be further
o deepened by the inclusion of-additional securities; - : '

® brmgrng local and ‘semi- Eovernment borrowrngs within the full SCQpe of the
Financial Agreement would co-ordinate to a greater degree than at present
- total public seetor borrowrng requirements 1ne1udmg overseas: borrowang,

® there mlght be a sav:ng in the drrect costs of borrowmg (apart from’ mterest
"+ costs); L ¥ Lo

L) compet:tlon between authont:es in terms of rate and trmmg wouId be’ avorded

12. 25 However exten51on of the Comonwedlth 5 borrowing responmb:hty to
local and semi- g_o_vernment._au_t_ho_rrtaes would be open to some objections; .

© at government level, it would add a further element of complexity to. the
.. system of distribution of funds as between the varjous authorities and almost
" ceftainly require an undesirable i increase in bureaucratte procedures

@ it would reduce the degree of ﬁnancral autonomy enjoyed by mdwrduaf publac
' authormes and :

® it would further dlstance s{ate authontles and ofﬁmaEs from the market —_
lneludmg the overseas. market — and further separate expendrture decisions
from fundrng arrangements

12.26 Many of these obJectrons could perhaps be overcome through dpproprrate
Commonwealth-State consultative machinery. The option thus has some appeal.
However, there remains the important praetleal consideration that the proposal
would require either a constitutional change ora voluntary transfer of powers from
the: States to ‘the Commonwealth. On past experrenee nerther course may be
feasible.”

12.27 ' An alternative approaeh would be to set up State-based Central Borrowmg
Authorities (SCBASs), as a means of consolidating individual borrowrngs 10.the
greatest praetleal extent

(c): Burrowmg through State Central Borruwmg Authormes e

12.28 There are many possrbie variants of an SCBA One posszble arrangement
would be:: SRR ;

7. .In-1973 the Commonweaith Government proposed chariges which, had they: been accepted,
- would have given the Commonwealth Government the power 1o borrow on behalf.of jocal and
" semi-government authorities, as well as giving those bodies representation on the Loan Council.
"The 'State Governments were not in I'.:vour of the proposed chunges. A rel'erendum held in"1974

proposed constitutional ‘amendmenis 1o ‘give the Commonwealth ‘power to ‘make laws with
respect to the borrowing of money by the Commonwealth for local government bodies and grant
local government financial assistance; the proposed amendements were rejected. On the other
hand, on 10 December 1980 the Victorian Minister for Local Government announced inter alia
that the Victorian Government ‘supports in principle the concepl of the establishment of a central
loan funding agency for locdl government provnded Ihd[ such an .Jgency is estab[tshed on i
national basis’, I e : . .
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sran Authonty might be established in-each state; alternatrvely rt would be open

“:10 various: :states to Tun ajomt operation;

each Authority ‘might raise funds on its ‘own account and dlstrlbute the

" proceeds to local and semi- government authorrtles accordang to some agreed

system of prtont:es

; exrstmg securities- would be redeemed and relssued 1n a consolrdated series;

‘funds raised would be included. in. the States™ borrowing programs, which
would contmue to be Sl..ib_]BC[ to Loan Councrl ‘approval and reguiatron as to

__volume;®

the Authonty would have responsrbrhty for promotlng secondary market
turnover including the prov;sron of buy-back facilities for small parcels;.

mdlwdual (non-commercial) local and semi- government authontres might be
required to raise their finance through the relevant Authorlty except that they

~could well retatn cortrol over thetr own short-term borrowrngs such as bank
. overdrafts;? : : . o

local”and semi- government authorrttes would be on- charged 1nterest and

: approprrate arrangements made [orloan redemption

12.29  This. optron has many of the advantages of a centralrsed Commonwealth
borrow1ng arrangement in partrcu[ar '

there “would -be substantial ratronahsatlon of approaches to the market
(although less than if undertaken by the Commonwealth) in that competition
between local and semi-governmeni authorities on the open market would be

: eItmtnated there: would be competttion between SCBAs;

smaller authorrtres would no longer be at a dtsadvantage in the open market

LR _the number of foan’ ralsrngs ‘would ' be reduced wrth beneﬁts for debt
_managernent and. secondary market turnover

. the increased marketabrhty of the secunt:es should make them more attractave

._:_'_to mvestors and. possibly enable some, reduction in. yields, with consequent.

savmgs to the borrowing authorltres

partly artsmg out of the above, the introduction of new borrowing instruments
suchas an SCBA securlty de51gned specxﬁcai[y for househoid 1nvestors would
be Facilitated;’

the more rntegrated borrowing arrangements mrght help :mprove the quahty
of information given (o investors, particularly in: regurd to-the volume and

) maturrtres of existing securities; and

SCBAs would develop specialist financial .Skllls which are unhkeiy to-be fully
developed in individual authorities.

12.30 Against these potential gains:

“new bureaucracies would be created; care would need to be taken to ensure
" that ‘the arrangements were such as to not involve an increase in overall

" .administrative costs. In particular, arrangements for the allocation of funds to
ny 1nd1v1dual author1ttes would bear careful consrderatton
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e individual authorities would lose a measure of marketing autonomy and
experience; and

© authorities might lose their ‘local’ investors.

12.31 In the Committee’s view the advantages of this cplion outweigh its
disadvantages. Of course, there might be even greater efficiency gains if a single
national borrowing authority were to be set up, but such an approach would be
open to the same problems as the extension of Commonwealth borrowing
responsibility. On this basis, the Committee suggests the establishment of SCBAs
generally along the lines discussed in paragraph 12.28.10

12.32 The Committee recommends that consideration should be given to the
establishment of State Central Borrowing Authorities to borrow on behalf of
individual ‘non-commercial’ local and semi-government authorities.!!

C. INFORMATION

12.33 The volume of local and semi-government authority borrowing is large
enough to have significant implications for resource allocation on a national scale.
To a large extent, prospective lenders, and indeed taxpayers generally, are
unaware of the expected rate of return from projects to be undertaken by the local
and semi-government authorities, or the assumptions on which calculations have
been made. With the prospect of ‘commercial’ authorities borrowing without a
government guarantee, the Committee considers that these authorities will need
to provide lenders with a greater amount of information regarding projects to be
undertaken. The market for all local and semi-government authority securities
would also be assisted if more information were provided on the volume and
maturity of securities already outstanding.

10 Some very early steps towards a ‘central borrowing’ approach have already been taken by some
stale governments. For example, in Queenslund, some locaf and semi-government borrowers
have been grouped together in a *Joint Government Authority Loan’ prospectus in which the
actual borrowers have been separately identified. Lenders state the order in which they wish to
have their funds allocated. In the cose of NSW authorities, there has been one instance where, for
administrative convenience, authorities have jointly approsched overseas lenders, although
subsequent loan documentation was kept separaie.

L1 Perhaps ‘commercial’ authorities could be given the option to arrange their finances through
SCBAs if they Tound that preferable to taking an independent stance in the market,
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