CHAPTER 23: PARTICIPATION IN THE
DOMESTIC PAYMENTS SYSTEM

A. INTRODUCTION -

23.1 The range of financial institutions which might reasonably participate in the
provision of domestic payments system services, and .the basis of that
participation, have been major issues for the Committee. The issue bears closely
on a number of important matters including: ,

e entry to banking and the competitive env’ironment;
e confidence in the payments system and protection of depositors;
e the efficiency and effectiveness of the financial system.

The involvement of the authorities is also a matter which deserves some
consideration.

23.2 Apart from cash transfers, the Australian payments system, until recently,
has been almost exclusively centred around transported paper documentation.
That is gradually changing, with transfers increasingly being effected by electronic
means. This trend will undoubtedly continue and could have, in the years ahead,
important implications for the industrial structure of the domestic payments
system.!

23.3 Appendix 23.1 outlines the present structure of the Australian domestic
payments system.?

B. DEVELOPMENT PATTERNS

23.4 The recent tendency overseas has been towards increased integration of the
large commercial banks and other intermediaries in the provision of payments
system services. In brief: X

e It is the common practice overseas for non-bank deposit-taking institutions (as
well as banks) to undertake to effect cashless payments drawn against the
funds lodged with them. In a number of countries, the post office also provides
a payments service supplementing that offered by banks and other financial

. institutions. In some cases this is based on deposit accounts held; in others it
involves payment orders.

e Cheques are frequently the major means of settlement but the range of

1 Some issues relating to notes and coin are taken up in Chapter 2 in the context of the discussion of
the role of the Reserve Bank.

2 For a summary description of non-cash payments systems in other countries (see ‘Non-cash
Payments Systems in Other Countries’, in AFSI Commissioned Studies and Selected Papers, Part 4,
AGPS, Canberra, 1981).

408



methods of effecting payments is widening; -for example, computer-based
inputs and transmission: orders ‘are increasing; there is also ‘considerable
variation in the extent to which the system limits the writing:of cheques of

~unlimited value without back-up verification. SR

Value date arrangements vary from country to country.-In Canada immediate
value .is given. In the United States value is given in accordance with- a
specified schedule. It frequently involves the Federal Reserve providing credit
in the form of float to the system. In West Germany and some other countries
quite long periods can elapse before value is received, since cheques need to be
cleared first; however, competition is tending to reduce delays. In the
Netherlands the payments system is financed through value-dating using a
five-day gap between the debiting and creditingof cheques.” - :

In: many:~ countries* more " than' one payments ' system operates, the
interconnection between the systems' varying. In the “Netherlands; for
instance, the link between the postal giro and the bank clearing 'system is
limited and commonly involves considerable delays in effecting payments. In

- West.Germany there are three competing payments. systems, one.run by the

Bundesbank (the central bank) and the others by the savings-banks:and credit

-...co-operatives; the Bundesbank provides the link between them but as far as

235 _ Forces underlying these \dgyelgpmenis; include:

possible each clears its members’ transactions internally.- At the other end of
the spectrum, a single system involving banks and other intermediaries is
being extended in-Canada. B 7 o o

Most systems allow for both direct and indirect participation; the economics
are such- that those directly involved tend to be large intermediaries. Smaller
organisations- establish either correspondent arrangements with ' a direct
participant or are represented by a central organisation ‘handling transactions
for a particular group of intermediaries (such as the credit co-operatives in the
United Kingdom).

- Central banks are usually direct participants.in-the payments system. In part
,-this reflects their role as banker. to.government. They also frequently act as
.-banker to direct participants and the central settlement accounts are held with
..them. In many countries they provide some or all of the infrastructure for the
-settlement. procedures. In a country such as Canada the central bank is

legislatively .at the centre of the payments system. More commonly central

‘banks do not have a legal obligation to determine the rules of the system but

are nevertheless in a position to exert considerable influence.

téchnolagy —..current- and- prospective,~de~velopments‘ in. baym;ents system

-technology have encouraged and assisted integration; ...

maturation: of the financial system — ‘with the emergence of specialist financiers
having the management capacity and market base to provide'paymerits systemi
services, pressures have developed for their{ec.ognitiqn as ‘secondary’ banks;

.. investor protection — the availability, in many cases, of comprehensive deposit
. insurance for non-bank institutions has placed them on.a.more.comparable

status with commercial banks in terms of risk; o .
government policy — in many countries there has been concern with the

 concentration of economic power in the financial system which has reflected in
' policy decisions bearing on access to centralised payments clearing facilities.

23.6 The fange of financial in‘st‘i’tution’s in A‘ustralia whicﬁ a[fe génerally regarded
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as banks is presently much narrower than in' many other countries. -Moreover,
non-bank financial institutions in:Australia- typically  do ‘not.issue:cheques or
cheque-like instruments to be drawn on themselves; in the normal-course they
only facilitate their customers’ use of the payments:system by issuing cheques in
payment of withdrawals and accepting cheques for deposit.

23.7 There are a number of reasons why integration has not developed as far in
Australia as in other countries. Among other things:

e the mtroductron of new payments system technology has tended to lag
somewhat behind developments overseas;

e ..until . recently, non-bank intermediaries have  not . felt ;competitively
disadvantaged by their:lack of access to the payments system;

e the commercial banks have been reluctant to weaken their competitive
position by: facilitating the participation of non-bank intermediaries; and their
ability to do this is enhanced by their joint: ownership of the clearlng house;
and

@ ' theauthorities'have endorsed the exclusiveness of the present cheque clearlng
system; moreover, government-owned banks participate in the provision of
clearing facilities at both the national and state level and are, as a consequence
partles to'the practlces restr1ct1ng access.

23.8 The stage seems set for substantial evolutronary change in domestic
payments arrangements in Australla

23.9 The paper-based elements such as cheques and Bankcard vouchers seem
likely to increasingly acquire characteristics allowmg the payment instruction to be
electronically -transmitted. ‘and:-activated us1ng ‘an |ntegrated communlcatlon
network and-clearing facilities. :

23.10  With the exception of certain ‘consumer protection’ aspects of Electronic
Funds Transfer Systems (EFTS) taken up in Chapter 22, the Committee has not
involved itselfin detail with the new commercial or legal forms which will support
the introduction of procedures to truncate the movement of cheques. However, it
would emphasise the importance of developing a legal framework for the payments
system which does not impede its development. For example unlike Australia,
the Swedish system allows cheques to be held at the receiving bank branch with the
transfer being completed electronically from that point.

23.11  Quite apart-from the truncation of paper flows presently assocrated with
cheque and credit card transactions, it is expected there will be” continued
development ' of electronic-based procedures for- direct debits and credits in
substitution for cheques. Such developments 'would be in keeping with
developments in other countries; whether they be predominantly based on
cheque-style transfers or a centrallsed giro system:.

23.12 With the development of co- ordlnated electronic transfers distinctions
between key retail-user debit instruments — such as automatic teller facilities,
cheques, credit cards; debit cards; cheque guarantee cards etc - will: be less
pronounced than at present.

23.13 The developmg technology would seem to be consistent with greater and
more direct involvement of non-bank lntermedlarles in.the payments system,
subject . to approprxate prudentlal safeguards to ensure conﬁdence in the payments
system: '
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C. FACTORS LIMITING PARTICIPATION

23.14 The essential characteristic of cheques and similar instruments is that they
represent evidence of a debt and record the drawer’s instruction to the drawee to
pay a stated amount to a third party, the payee. Quite apart from the commercial
relationship between the drawer and payee, the general acceptability of cheques
and similar instruments may depend crucially on confidence in the drawee. R

23.15 - Cheques have special legal characteristics distinguishing them from other
payment instruments. The holder of a cheque can require his banker to present it
for payment. In addition, there is greater legal certainty and protection for the
parties involved, in that the rights of the drawer, drawee and payee are more
precisely specrﬁed by the Bills of Exchange Act for cheques than for other bills of
exchange. ; :

23.16 Customary usage and the legislation together endow cheques with a more
certain status as an instrument of funds transfer — a status which explains why
governments and users-have a specral mterest in the standmg of institutions on
which cheques are drawn

23.17 There are a. number of factors presently limiting partlcrpatron in the
Australian domestic cheque payments system. :

(a) Right to Issue Cheques

23.18 Under the Commonwealth Bills of Exchange Act a ‘cheque’ can only be
drawn on a ‘banker’. The Committee understands that in this context a ‘banker’ ,
refers to an organisation undertaking the general business of banking. Other
parties ‘may be individually involved in the issue of cheques but this involves
negotiation with a ‘banker’. Under the Banking Act, the monetary authorities may
set 'down‘ the terms and conditions  under Wthh the business of banking is
conducted

(b) Access to Clearing System

23:19: . The abllrty of :an institution. to compete effectlvely in-the provrsron of
payments services (and to an extent attract deposits) depends importantly on its
having access to a system for transferring and settling net claims between
participants. Admission of new members to the banks’ Clearing House for
transferring cheques is at present at the discretion of member banks. The current
Clearing House Agreement provides for admission of new members on approval
by a simple majority of existing members, subJect to the prospective new member
being a bank.

23.20 It would be. technically possible for non-banks to set up their own
payments and clearing network. The Committee is. not:aware .of any substantial
development along these lines independently of the banks’ cheque-based system,
although there are, for example, small independent credit card systems.

23.21+ Payments:processes would; of course; be:more efficient if there were some
interconnection between the different clearing systems: a payee who did not hold
accounts with both systems would be at a disadvantage unless some form of
interface between them were established. Quite apart from possible losses in
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efficiency by the duplication of an entifely separate system, parallel'arrangements
are unlrkely to-be as eﬂ“ectlve overall as an interconnected arrangement 3

23. 22 Partrcrpatlon in.a payments system requires acceptance of a set of
procedures which mesh with the operations within individual organisations; there
must also be mutual confidence that .valid settlement obligations. will. be met
uncondltlonally in accordance with agreed rules. These factors have tended to limit
direct participation in the clearing system to a restricted group. They have also
tended to involve the-authorities; sometimes in a very active way, as in Canada and
the United States of ‘America;: sometimes 1n a more passrve way, asin Australla
and the United Klngdom : :

(c) Agency Arrangements

23.23 Participation in the cheque clearmg system by 1nst1tutlons other than
member. clearing .banks can . presently be achreved by agency and other
arrangements of varrous kinds. For example

(i) . With regard to the, mechanrcal processing.of cheques a bank wh1ch is not a
member of the clearing system may arrange for a member clearing bank to be
its agent for collecting cheques drawn on itself. In the past these agency
arrangements have been used by some of the smaller banks and for the
interstate collection of cheques drawn on ‘banks not operating in all states.

(i) Financial institutions, other than banks, participate in providing cheque
payment facilities to their customers in the following ways

e firstly, and most commonly, non-bank institutions may pay customer
- withdrawals by cheque, drawn on their banker possrbly payable to a thlrd
- party nominated by the customer

@ ‘secondly. (in a few rnstances“) non- bank institutions may allow customers

" to draw cheques on a bank account of the institution (subject to

) kwapproprrate safeguards) with a correspondrng debit _to the customer )
account with the institution providing the facility; -

e thirdly (and again in few instances®), arrangements may be made enablrng
certain customers to operate a bank cheque account in conjunction with an
account with a non-bank institution; in essence, when such cheques are
presented for payment, the cheque account at the bank is funded by an
equivalent: transfer-of funds from the -account .of the drawer at that non-

» bank-institution. : B I i T

23.24 Ifa further development of these last two facrhtles is to be consistent with
the requirement of confidence in the parties acting as ‘banker’, a bank would need
to underwrite. the capacity of the non-bank (in_ respect of transactions with other
members of the clearing. system) to meet wvalid claims on its customers’ accounts.
Without such underwriting, ‘value datmg’6 may need to be delayed - wrth a

3 /i The'effect on efficiency of ‘inferconnected arrangements depends rmportantly on’ both: teéchnical
+arrangements-and-the impact; of essential prudential requirements on: these-arrangements: These
matters may, for example, .impact rmportantly on. dates for value-in. the system.
4 There are a few, generally long-standing, arrangements of these kinds in operation whereby, for
- -example,-the customers. of some pastoral:finance *houses: can draw cheques:to:the debrt oftheir
- - “accounts:through: a bank.
5. There s, for example an arrangement of thrs nature in Queensland hnkmg accounts at a bank
and some building ‘societies:
6 Valae dating denotes 'the effective date. for ‘which value'is given on’items lodged for collection.

412



consequent loss of efficiency of the financial system generally. ‘A related crucial
issue, therefore, is how the bank involved in the agency arrangement might ensure
it is not at risk as a result of the arrangement.

23.25 The Committee believes that ‘Australian banks generally have been
extremely reluctant to extend agency and similar arrangementsto non-bank
financial corporations (beyond those few, usually long-standing, arrangements in
place) except where associated financial institutions are involved. There are,
understandably, some tensions in the competitive environment which limit the

scope for mutual agreement,

23.26 The authorities have also been concerned: to ensure that requirements
under the Banking Act are observed, especially prudential requirements:

23.27 These issues have been resolved in a number of countries using a variety
of prudential requirements and value dating arrangements. Agency arrangements,
whereby cheques (or similar instruments) drawn on near-banks can be cleared
through the banks’ network; have been a long-standing ‘feature of the Canadian
system. “Similar -agency arrangements have, under ‘the pressure of strong
competition, become increasingly common in the United States, ‘both ‘between
banks.and between banks and:NBFIs. A significant proportion of total transactions
in the United Kingdom have traditionally ‘occurred ‘through clearances by ‘the
major London clearing banks on behalf of other institutions, including many
intermediaries similar to the Australian ‘money market corporations’ or ‘merchant
banks’.? ) ‘

23.28 -Legislation~recently introduéed; in Canada:and thethnited States ‘makes
provision for the diregt or indirect participation of selected NBFIs, or central
institutions jointly owned by NBFI’s, in the clearing system.8 '

(d) Economic Factors : _ iR B SO
23:29° The inability to negotiate either direct or indirect access to the clearing
system may not be the only factors inhibiting participation of a broader range ‘of

institutions in the Australian payments system.: There triay also be: cost factors
working against the entry of new institutions.

23.30 The “total cost ‘of operating ‘the payrents system  can be viewed ‘as
comprising four'main  elements; ° B Tt I R o
® the cost of account management, i.. maintaining the necessary records of
transactions, balances, interest and other charges; e
® the cost of ‘float’, i.e. depending-on-value dating arrangemerits;’ Some
institutions may have a disproportionate volume of: funds tied up-in items
drawn on. other participants; typically cheques are accepted for value; but not
. - settled with the drawee, on the same day;, T B aalir e
@ the cost of final processing or ‘batching’ and information capture before
~-actual:transfer for clearing; and - SR SRR ST pni it

7 Two institutions — the Central Trustee Savings Bank and the Co-operative Bank = Have récently
:-joined the London clearing house: The National Giro:Bank has been-admitted to membership and
“ is:expected toparticipate as-a-member:from-around the end:-of 1982, SRR
8 . Anearlier Canadian proposal to make mandatory the direct-participation of certain-classes of non-
-banks:(as: distinct from- banks) offering: transferable:deposits was not acceptable-to:-these non-
¢ bank groups, which preferred to have the ‘option-of either maintaining:agency arrangements or
being a direct- member.: i iy el SRR i
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@ the cost of transporting paper or electronic messages from the point of entry
-into the:system:to the point of final settlement.

23.31 The evidence: points to.the existence of some economies of scale in
account management. It is likely, however, that these will continue to decline in
importance as more electronic equipment is-introduced.

23.32 The cost (to each participant) of ‘fleat’ in the system as a whole w111 bear
on the nature and costs of participation. More indirect participants could increase
the time taken to settle debts between institutions and this expense would
presumably reflect in the negotiation of the price of partrcrpatron If banks were to
pay interest on current account balances additional costs may arise in respect of the
float. Again, however, computer-based account management systems may permit
a more accurate matching of value given and value received by participating
institutions; also the cost of the float between participants could possrbly be shifted
to those conducting'the accounts

23.33. In the case.of transportmg networks 1t is common practice to use contract
operators. -where - volumes are insufficient. to justify an exclusive mechanism
provided by individual clearers. Economies of scale in this area are thus unlikely to
be significant. With the development of electronically based arrangements there
will be reduced emphasis on paper. transportation. T

23.34 - Finally, economies of scale are said to occur in the pre-clearing processrng
or ‘batching’.”A larger number of participants may:

@ increase each individual institution’s costs of operation as the total volume is
separated into a:-larger-number of smaller; separate groups; and :

@ result in duplication of equrpment and less eﬁ'ectlve use of ex15t1ng capacrty

23.35 The existing studies of this questlon9 indicate that overall, there are
economies of scale in the administration of the payments mechanism although not
substantial : ones: - Such -size -economies may - possibly. discourage potential new
entrants and the development of competing payments systems. However, as will
be. argued later, such economies do not necessarlly justify official restrictions.on
participation.'0 : :

23.36 Technologlcal developments may . have the. effect of reducmg the
economies of scale presently existing in the administration of the payments
mechanism. For example, recent developments in microprocessing have
substantially reduced the indivisibilities in computing equipment.

(e) The Involvement of the Authorities

23.37 The official attitude to non-bank partlclpatlon in the cheque payment
system has been uncertain — and could even be described as ‘discouraging’. In
particular, there has been an implicit public understanding that authorisation as a
bank:is necessary:for:direct participation-in the payments system. This stance by
the authorities recognises and reinforces the ‘uniqueness’ of cheques as-payment
instruments drawn on banks.

9. - These studies ‘are surveyed:in K. T.: Davis and-M: K.: Lewis;*Economies of Scale: in:Financial
Institutions’, in AFS1:Commissioned Studies and: Selected: Papers, Part-1;. AGPS, ‘Canberra;: 1981.
One: specific. study: was carried - out by .the. Committee’s  staff . — T.J.-Valentine and P.J.

< "Williamson; *A-Note on-Economies of Scale in- Australian Banking’, in the same: publication.
10 :Davis:and :Lewis; op:cit.; suggest that wider participation: may be achieved:through-co-operative
sharing-arrangements which:offer significant cost advantages for technical reasons.

414



23.38 -The monetary authorities havea close interest in the payments'system and
its operation because they ‘license’ banks, and because the Reserve Bank:

® has responsibility for the supervision of participants;
e provides central banking facilities to settle obligations arising between banks in
the process of clearing cheques and making other payments; and

e participates directly in the payments system, as banker for the Government
and some other customers.

D. THE ISSUES

23.39 In assessing the desirability of making changes to the level of access to the
payments system, the Committee has 1dent1ﬁed three main issues:

® security and reliability;
® efficiency; and
@ - competitive neutrality.

(a) Security

23.40 . Once the instrument.of transferable funds withdrawal moves beyond cash
to cheques, and. perhaps other instruments, the  viability of the. institutions
responsible for the transfer of the funds becomes important to confidence in the
payments system. At present one party to a cheque is always a bank, but, as
mentioned earlier, non-bank intermediaries are increasingly being ‘interposed’
between the: effective owner of the funds and the bank on-which the cheque is
drawn. .

23.41 The exact volume of cheque transactions 1ntermed1ated by non-banks is
unclear but the broad indications are that:

®  such transactions amount to about 1 or 2% of all cheques drawn on banks and

@ their relative importance has increased strongly recently, as non-banks: —
particularly building societies — have promoted the service.

This trend would be greatly accelerated if non-banks were to allow their customers
to draw cheques against their deposit funds. The issue of confidence would then
become crucial. . :

(b) Efficiency -

23.42 A substantial expansion in the number or range of institutions directly
involved in the payments mechanism could reduce the technical efficiency with
which the payments system operates, especially at the clearing end of the process.
However, this does not necessarlly jl.lStlfy ofﬁmal entry, restrlctlons The
‘Committee points out that:

@ . Governments-are not necessarily best placed tojudge:what:the most efficient
industrial.structure is likely to.be; competitive - markets are:generally better
able to ensure that the appropriate degree of technical efficiency is achieved.

® Any loss of technical efﬁcnency would need to be measured agalnst the
possibility of substantial gains in the broader context, arising “from more
w1despread participation; users would benefit from ‘€asier access to payment
services and stronger competition should assist: efficiency.

@ - Duplication of payments systems. could be an even more. wasteful use of
resources. , :
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e Generally, a new institution would be aware of the advantages ofsize ‘and
would only enter if it thought it had superior skills.or products to-offer. If in
fact it had superior skills, its entry would enhance the overall efficiency of the
industry. (Other considerations will be involved in the case of foreign banks.
See Chapter 25.) ’ : SR

e The threat of potential entry is important as a means of ensuring that
established institutions remain competitively efficient. ‘

23.43 In respect of indirect participation, through various forms of agency
arrangements, the Committee sees even less justification for entry restrictions on
grounds of economies of scale. Indeed, it is most likely that extension of agency
arrangements to larger numbers and more diverse types of intermediaries would
make the system more efficient, even from a purely technical viewpoint.

23.44 At present, customers of a non-bank institution wishing to transfer funds
by cheque to a third party generally have to present themselves at the institution or
forward written instructions to it. The procedures are costly in terms of resource
utilisation and inconvenient for the customer. Overall, cost efficiency and levels of
customer service would be improved by a system which extended the funds
transfer linkages between the banks and NBFIs, so long as the arrangements
(including prudential aspects) ensured the confidence of all participants. Some
offsetting cost to the system would flow from any need — particularly of NBFIs —
to ‘hold additional liquidity. ‘ ‘

(c) Competitive Neutrality

23.45 The provision of payments system facilities* — both domestic and
international — makes it easier for an institution to also provide related financial
facilities; this is particularly so at the retail end of financial markets where the
convenience and time saving involved in ‘one stop’ banking offer powerful
attractions. The right to provide payments system facilities thus has significant
implications for~ competitive  balance across a wide spectrum of financial
intermediation. : » :

23.46 Developments in EFTS may ultimately reduce the competitive advantage
to be gained from membership in an existing payments system. Technology offers
the prospect of instantaneous linkages and the direct transfer of funds between
customers through accounts at participating institutions; when that happens no
one institutional account keeper need have a unique advantage over another. .

E. CONCLUSIONS AND\'RECOMMENDAT'IONS

23.47 In the light of the foregoing; the Committee believes that the underlying
objective of policy should be the evolution of a payments system which is:

® secure,

" cost efficient; ,

competitively priced; .

responsive and innovative; and o :

as neutral as possible in its consequences for the competitive position of
different financial intermediaries. ~
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23.48 Such a payments system will be best promoted if:

(i) - There is a core unit in which there is undoubted confidence in the capacity of
all participating intermediaries; this requires: : TR

® high standards of financial management;
@ effective prudential regulation; and =

® a legal and institutional framework which offers adequate protection to
users, including in respect of such matters as fraud, misuse and violation
of privacy. ,
(ii) - There is adequate opportunity for:

® new intermediaries to énter;the péyrrients system as cheQUc-issuing
institutions, either as primary participants or by having their obligations

cleared through the agency of a member clearing institution;

® non-cheque-issuing institutions to offer, in conjurction with a cheque-
issuing institution, a range of cheque facilities to their customers; and
- ® all institutions (including banks) to participate in offering payments
- system services, using instruments other than cheques, subject to their
acceptability to payees (who would need to have confidence in both the
drawee institution and the drawer). o

23.49 The objective of ensuring confidence and reliability:in-the- core of the
payments system is presently promoted by singling out the cheque payment
system as that core segment and ensuring that, through prudent funds
management and some degree of co-ordination and perhaps centralisation, the risk
of default by cheque-paying!! institutions is minimised. The Committee would be
most unwilling to ‘countenance ‘any reduction ‘in the ‘underlying safety of the
cheque payment system as it now operates or of any ultimate substitute for it.

23.50 The Committee envisages that participants in various areas of the
payments system” will be subject to’ prudential di(sc‘iplines consistent with the

degree of risk inherent in the arrangements.

23.51:. It believes that, in the foreseeable future, cheques or their electronic
counterparts will remain the principal means of payment for other than cash
transactions, although other payments arrangements (involving both interfacing
with the core unit and independent operation): can be expected to:develop.

23.52 Compared with a cash transaction, accepting a cheque entails a risk against
which the acceptor may not be able to take reasonable steps to'safeguard himself. It
is therefore of utmost importance that financial institutions offering: cheque
payment facilities should have, and be seen to have, an undoubted capacity to
meet their obligations to account holders. :

23.53 The Committee considers the features of security and reliability of the core
segment of the payments system, and the community’s general confidence in it, to
be so important as to require that all cheque-paying institutions conform to the
prudential standards of banks — and to that end, they should have a banking
licence. '

11 The terms ‘cheque-paying’ and ‘cheque-issuing’ are used interchangeably in this chapter.
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23.54 Accordingly, the Committee recommends that:

(a) * Only banks should be granted the authority to have cheques (or their
ultimate substitute) drawn on: them.

(b) There should, however, be no'other legal barrier to the participation of any
class of business or person in the provision of payments system services

generally

23.55: The questlon of entry to bankmg is drscussed in the next two chapters. The
Committee recognises that, within the general classification of financial .
institutions as “banks’, there will be a variety. of sub-categories with different
characteristics and status. In particular a cheque-issuing institution should not
be required to carry on the full range of banking busmess currently associated
with a trading bank.

23.56. - The Committee views the cheque clearmg house, its membershrp and
ownership, as a private commercial arrangement among banks; the distinction
between clearing and non-clearing banks is a purely functional one which does
not in its opinion require formal legislative recognition. Nomnetheless, the
Committee does not see the operation of the bank cheque clearing house, and the
terms and conditions on' which new member banks.are admitted, as being beyond
the influence of public policy. There would be grounds for concern if those terms
and conditions were unduly. restrictive. :

23.57 Asa safeguard therefore the Committee recommends that the Reserve
Bank should exercise general oversight of applications for direct participation
by new banks in the Australian cheque clearing system and, if invited to do so,
give evidence to  the Trade Practlces Commissioner on any undesirable
restrictions.

23.58 All banks may be direct members of any central cheque- clearing
organisation but other arrangements are also contemplated. These would
particularly include ‘non-member’ (non-clearing) banks making arrangements
with ‘member’ (clearing) banks to collect their cheques (and other payments
instruments) and settle on their :behalf with other member banks. ‘Again, the
Committee would-expect the Reserve Bank to:be informed of:arrangements
entered into :and. to eéxercise general oversight to-encourage the availability of
agency. facilities for non-clearing banks on:reasonable: but commercial terms
and condltlons

23.59.. To -the extentthat the relattonshrp of prtncrpal and agent between
‘member’ clearing banks and otlier:banks entails-a-responsibility for the clearing
house agent to meet the liabilities of the non-member bank in the first instance,
the Committee would expect either a suitable financial commitment of the ‘non-
member’ bank to the ‘member’ clearing bank to underwrite the contingent liability
or a deferment of settlement between participants pending payment of the
cheques. While such arrangements might ordinarily be regarded as private
between a banker and its customer, the Reserve Bank should be informed of these
in the course of its prudential oversight.’ ‘

23.60 - The above relates to relationships between ‘clearing’ and ‘non-clearing’
banks. While financial institutions other than banks would not be permitted to
issue cheques, the Comittee, nonetheless, envisages that, to the extent prudential
and practical considerations permit, the system would not inhibit customers of
non=banks from drawing cheques on banks which would be ultimately funded by
debit to the account held with the non-bank institution. :
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23.61 As previously mentioned, the general arrangement is already in:place to a
very limited degree in different forms, but the practice is not widespread largely
because of a reluctance on the part of authorised banks generally to enter into such
arrangements. The Committee is firmly of the view that a general prohibition is not
in the public interest and would encourage a more competitively independent
stance among banks.

23.62 The Committee in no way seeks to endorse any arrangement which is not
commercially sound and acceptable to both parties and which does not satisfy the
prudential requirements of the authorities.

23.63  While the required prudential and funds management standards may
preclude the entry of small financial corporations in their own right as banks, these
corporations might join with other small institutions to form a central unit able to
assume the responsibilities of a clearing bank; or they could obtain indirect access
to the payments system by forming appropriate agency. links with national clearers
and other banks.

23.64 To the extent that a bank acted as a central unit for a number of
participating institutions, it might need a different balance sheet structure from a
bank which did not. One way or another all payment system liabilities would need
to be supported by an appropriately liquid asset structure.

23.65 The system ideally would be flexible and responsive enough to permit a
range of non-cash payment instruments, other than- cheques, to serve as
instruments of funds transfer. Various instruments are beginning to serve as
substitutes for cheques and can be expected to become much more important in
the period ahead, especially as EFTS develop. It would not be necessary to bring all
these instruments and techniques within the framework of regulation applying to
the cheque clearing system. In this area, as in others, the Committee believes that
a spectrum of risk should be accepted and it would not wish to see innovation
inhibited by undue regulation.

23.66 Finally, there must be effective competition between cheque clearing
participants to ensure fair and reasonable terms of ‘indirect’ participation for
others. The Committee is confident that its recommendations on the deregulation
of banking and entry to banking (see Chapters 4, 24 and 25) will provide the
necessary competitive climate.

23.67 To the extent that competition is deficient, the issue should be resolved, as
far as possible, within the broader context of the law bearing on restrictive trade
practices. The way is of course open for action to be initiated by private
corporations and there is evidence of this in recent events. In this regard the
observations and recommendations of the Committee might be taken as
expressing a view on the matter of the public interest. If a further safeguard is
needed in the initial period of transition, it could derive from the scope for
competitive leadership by the Commonwealth Trading Bank, and perhaps other
government banks.

23.68 To summarise, it is the Committee’s clear preference that (to facilitate
indirect participation by non-banks) there should be no barriers to individual,
cheque-issuing banks entering into agency arrangements with non-bank
institutions on terms that are mutually agreeable, subject to the conditions that:

© the participating cheque-issuing banks so structure the arrangements as to
ensure valid cheques (and like claims) are met on presentation; and
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e the Reserve Bank is informed of the terms of the arrangement so as to
facilitate its prudential supervision of banks.

23.69 The Committee sees no need for expansion of direct government
participation through either a postal giro system or some other newly established
channel. Having regard to the experience of Britain (which established a postal giro
in the mid 1960s) and on the evidence of likely technological developments, some
reduction is likely in future in the functional and operational differences between
giro systems and their privately owned EFTS counterparts in other countries.

23.70 Similarly, a proposal to establish a channel of government influence over
the structure and operation of the domestic payments system on the basis of
participant usage of Telecom facilities does not appeal. There are a number of other
channels for effective government influence on payments system developments
and policy, and it would be inappropriate to use the leverage available to the
Government as the owner of the facilities supplying essentially unrelated
component services. :
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APPENDIX 23.1
AUSTRALIA’S DOMESTIC PAYMENTS SYSTEM

1. This appendix sets out a brief description of the range and relative importance of
payments instruments presently in. use in Australia and some aspects. bearing on
participation in the payments system.

Instruments

2 Australia’s domestic payments system operates ‘with-a’ number of funds transfer
instruments. Currency and cheques are the predominant instruments now but there are a
range of other instruments of increasing importance. The payments system in prospect will
progressively become less dependent on both cash!'and cheques.

3 The responsibility for the production and issue of currency in Australia rests with the
monetary authorities. Some aspects of this matter and the related question of currency
distribution are discussed in Chapter 2 in the context of the role of the Reserve Bank.

4 :In terms of the number of transactions, currency is the: most important payments
instrument. The relative -importance of currency transactions reflects a variety of factors
which bear on the costs of holding and using it relative to other payments instruments;
among the factors influencing demand for currency are the cost of using alternatives (such
as stamp  duty- and bank charges. for cheques), security risks, transaction: costs : of
replenishing cash holdings, and relative yields. L

5 The short-term impact of the Committee’s various recommendations (e.g. for the
payment of interest on current dccount balances); if adopted, is uncertain.2 The major force
likely to depress the demand for cash is the adoption of more efficient technology which will
reduce the price to users for non-cash transactions. :

6 . Cheques are the major transaction instrument when assessed .in terms of the value of
transactions. About one billion cheques are issued annually. in. Australia, increasing at
about 5% per annum. In the normal course, only banks presently offer chequing account
facilities, ‘but non-bank intermediaries use’ their bank cheque accounts to pay  some
withdrawals, including drawing cheques payable to third parties.

7 Most Australian banks participate directly in. the cheque clearing system. Clearing
houses operate in each state, administered by. the Australian Clearing House Committee.
In 1977, an association of clearing houses was formed by the. member clearing banks. New
members are admitted subject to member approval of a majority of the Committee;
members must be banks.-Settlement of cheque exchanges between banks is, for'the most
part, effected on the following business day by cheques drawn -on banks’ exchange
settlement accounts with the Reserve Bank. :

1 Currency holdings of the non-bank private sector have represented some 4% of Gross Domestic
Product since the mid 1960s; in 1950 and 1960 the proportions were about 9% and 6%
respectively.

2 The potential impact of allowing payment of interest on current account balances needs to be
considered.in the context of accompanying pressures to tie the price of payments system services
more closely to costs.
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8 Some banks have participated indirectly in the clearing system via an agency
arrangement with member banks. Agency arrangements are also used to clear the cheques
of ‘banks presented for payment in states where the drawee bank does not operate.

9 The cheque is a particular form of a bill of exchange. The use of bills of exchange
which are not cheguies as a means of payment is not common: promissory notes and
commercial bills have become primarily loan instruments.

10 . Many of the operational features of the cheque payment system are decided as a
matter of custom by the participating institutions. One important feature of present
arrangements is that those receiving cheques for collection typically accept them for value
at the time of deposit even though the depositor is not entitled to take value until the
cheque is cleared. As a consequence institutions which pay interest on deposit balances
mayincur an ‘expense’ in respect of ‘the ‘float’ arising from the delayed settlement.
Conversely payees benefitand so do the drawers if delayed settlement either allows interest
to accrue on deposit balances committed to meeting cheques drawn or alternately delays or
reduces indebtedness on overdrawn ‘overdraft’ accounts.

11.. - There are a.number of pressures already bearing on preferences for cheque usage and
these will likely intensify as the recommendations of the Committee are implemented. It is
important to recognise that some substitute instruments are conceptually identical with
cheques in that they involve three parties — drawer, drawee and payee — in the transfer,
and the difference is one of form rather than essential substance; for example, one cheque
debit may fund multiple transfers by direct credits to other accounts:

12 Narrowly defined, a cheque is a paper-based payment instrument which has to be
physically transported from the drawer to the payee, from the payee to a bank branch
(possibly through the agency of a non-bank), from the receiving branch to:a central
processing centre and from there, generally through the interbank clearing house, back to
the bank branch: on-which:the cheque was:drawn. This extensive process of physical
transportation:and associated processing is so expensive that it seems unlikely to endure
for the great bulk of payments presently made by cheque. The uncertainties concern the
speed of change and the technical characteristics - of the ‘new:cheque’ or: substitute
payments instruments.

13 The cheque itself has a measure of flexibility and adaptability which has not yet been
fully exploited.in. Australia: In particular it. may be possible to truncate the cheque transfer
process in a number of ways to bring. it closer to a less . expensively processed direct
instruction to transfer funds from the drawer’s account to the payee’s account.’ One
difficulty in this process is that the drawer (and’ the- participating drawee institution)
surrender to the payee some control over the actual transfer of funds.

14 Inessence the truncated procedure for ‘new cheques’ allows the institution:into which
a cheque is paid to retain the instrument, extract the instruction contained in it and activate
the funds transfer as if that instruction were undoubtedly valid. There is a risk of course
thiat the instrument is unsound ‘and the instruction not valid; the question is whether the
risks of eventual loss can be reduced to a commercially acceptable level, given that recourse
would: be dvailable to'recover-funds wrongly credited to‘accounts.

15 In concept the alternatives to cheques as they have evolved are:
(1) Pre-authorised fund transfers:

e arrangements for payers to directly credit accounts of payees: such arrangements
are long established in the distribution of bulk payments such as social security
benefits, government bond interest etc., and are increasingly popular in respect of
wages and other regular payments;

3 1t.is: possible. that. the provisions of the Bills of Exchange Act relating to cheques hinder.progress
towards truncation.
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@ concurrent arrangements: for direct debit of payers’ accounts and their direct
credit to payees; again-the basic arrangement is of long standing but it is moving to
a new phase as those liable to make payments authorise the payee to initate the
transfer; and

(i)  Guaranteed transferst

® the prime example of an instrument of guaranteed transfer is the credit card: for
payments made by credit card there are ultimately offsetting funds movements
between payers and payees, but an institution of acceptable capacity to the payee is
interposed between the parties to make the payment; such transactions have two
elements — immediate ‘guaranteed’ payments by the card issuerto the accepting
payee and deferred payment by the payer, with attendant credit risks to the card
issuer.

16 - In practical effect a sound banker—customer relationship as evidenced at the retail level
by the issue of a credit card (or debit card) allows a good deal of flexibility. The credit card
account can be the vehicle for initiating direct transfer transactions quite remotely, by mail
or phone, without actual presentation of the card. Again important issues are raised by the
potential which such systems leave open-for error; fraud and malpractice; these risks have
so far been kept within commercial bounds and any residual liability negotiated at a
professional commercial level. The rights of participating merchants and consumers have
been protected and their exposure to loss kept to minimal proportions.

17 The next few paragraphs give brief operational details on non-cheque-payment
instruments presently in use — direct debits, direct credits, credit cards and money -orders
issued through the postal system.

18 - Direct debits reflecting pre-authorised payments have become increasingly important.
Originally, this facility was restricted to. bank customers and gave banks an authority to
debit accounts and remit the proceeds to a third party — payments were generally for fixed
times and "amounts, such as insurance policy premiums and rent. The system now
accommodates debits initiated by third parties holding an authorisation from the customer.
Direct debits supported by paper documentation enter the cheque clearing system. More
recently, direct debits have been processed using . magnetic tapes to effect the funds
transfers. Electronic entries. are cleared through the Central Magnetic Tape Exchange
(CEMTEX). — an. organisation Jointly owned by the Australian .banks. Non-bank
intermediaries can use the direct debit facility, for example, to.collect loan repayments
from customers’ bank current accounts. In 1979 the total number of pre-authorised
payments was estimated to be about 25 million for all banks.

19 A direct credit deposit clearance system is operated in conjunction with the cheque
clearance system; typical transactions include: deposits at one branch to an account at
another, both intrabank “and- interbank; and the deposit component ‘of“direct ‘debit
transactions. Direct ‘credits have become inicreasingly important with'the growth of direct
payroll credits processed through the: CEMTEX system. The number-of deposit-items
cleared in-this way is currently about 100 million annually.

20 Banks can similarly arrange direct telegraphic transfer of funds through an encoded
message on the Telecom network from one branch to another. The facility is costly and the
volume is small. Settlement of the transfer is made by raising paper documentation which
flows through the cheque. clearing system.

21 A comprehensive bank-based credit card system  Bankcard —"was introduced in
Australia in 1974 and by world standards has quickly achieved a high market penetration.
While there are some other non-bank. credit.card arrangements, Bankcard is now the most

4 ltis possible to combine the essential elements of direct debits and guaranteed transfers by the
issue of debit cards; the card issuer guarantees the payment to the payee but the transfer is funded
directly from the payee’s account with the card issuer. A guaranteed-transfer facility can also be
attached to cheques by the issue of cheque guarantee cards’
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prominent: the other schemes. include, ‘in-house” cards issued by retailers, and general
tourism and entertainment cards such as American Express, Diners’ Club etc.

22 Participating ‘Bankcard” banks individually carry out credit assessment, monitor
delinquent accounts, process customer and merchant inquiries, oversee security, levy
credit charges and conduct promotional activities. A service company (Charge Card
Services Limited), owned by seven of the thirteen participating . banks, provides a
computer-based information processing and account-keeping facility. The service company
acts as.a central payment authorisation centre. Until recently, standard agreements were
made between the merchants and cardholders and their bank. Cardholders are afforded a
25-day-‘free credit’ period after receipt of statement on purchases. The balance outstanding
after.25 days from issue of statement, or from the date of drawing cash advances, attracts

interest charges (at presently 1.5% per month).

23.. Australia Post participates directly in the payments system through the issue of money

“orders, usually-for relatively small amounts. Orders may either be presented for cash at the

nominated.post office or deposited in a bank account; banks collate orders received in their

central clearing houses and present them for payment at capital city post offices: Australia .
Post in return issues a cheque for-the total amount of orders presented.

- Participation )

24 For the most part policy issues surrounding participation in the Australian payments
system as it now operates, and as it may develop in future, are discussed in the body of the
Report at-Chapter 23. The discussion here concerns the more technical (as distinct from
policy) - issues ‘as they bear on- participation in the 'system by institutions, financial or
otherwise, and by users. ’

25 - The key:to understanding payments system participation issues is the degree to which
acceptance in the system is dependent on creditworthiness.

26 The foundation of the domestic payments system is govemmént-issued fiat money —
cash. The creditworthiness of neither the Government nor the holder of legal tender is at
issue in cash transactions.

27 There ‘are limits to the efficient use of cash in a modern economy and domestic
paymerits systems -have progressively become less cash-oriented. Participation in non-cash
transactions largely depends on the creditworthiness of both the financial intermediary and
the person offering deferred payments. :

28 The system is protected in a variety of ways:

@ the financial institutions entitled to participate are required to demonstrate and
maintain their undoubted capacity — established reputation is important;

e .. participating: institutions have some responsibility to ensure that their customers can
be similarly trusted to only issue entitlements. to deferred paymént (e.g. cheques)
which will be met when presented for settlement;

e the instrument used can be designed to eliminate the major credit risks: the use of a
third-party credit card eliminates the risk (to merchants) of the customer being unable
to pay.’

29 While problems arising in deferred settlement remain a feature of non-cash payments,
there may be barriers to the unrestricted participation of both users and institutions:

e . participation .in non-cash payment transactions may reasonably be denied to-those
potential users unable to demonstrate their creditworthiness;
@ participation as an‘intermediary not accepting credit risks in the provision of payment

services will depend importantly on a capacity to demonstrate to both payers and
payees that their valid claims will be met;

5. Ultimately,. technological development. may make it possible- for non-cash transactions to be
settled instantaneously thus eliminating credit risks altogether.
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@ participation as an intermediary accepting credit risk (by underwriting the payment)
will depend on acceptance by payees that valid claims will be met;

@ additionally, between intermediary participants, it may be important that they have
confidence in the creditworthiness of each other, if that would facilitate the efficient
transfer of value and thus final payment.

30 Even if these important conditions of creditworthiness are satisfied there may be other
factors which reasonably bear on participation — particularly by intermediaries newly
qualified as acceptable credit risks. In essence these are issues about the property rights of
existing  participants -whose collective: and individual commercial position may be
disadvantaged by their facilitating the market acceptance of a new participant. The issue is
particularly .important when the property rights are effectively held collectively by the
existing participants.

Public Sector Participation

31 The Committee sought the comments of Australia Post on the possibility that there
may be a role in the Australian payments system for a giro-style facility offered at post
offices.

32 The following is the relevant text of the response provided by Australia Post:
Description of a Giro
The following description outlines the main features of the Giro systems which have been
established in a number of countries.

Giro is a money transfer system which allows anyone, either a private individual or a business,
to open an account by depositing a sum of money at any Giro office.. No interest is paid on
deposits but transfers of funds between Giro accounts are carried out free of charge. Payments to
non-Giroists may be made by means of a Giro cheque and it is also possible for non-Giroists to
make payments into'a Giro account at'any Giro office. Both of these facilities incur a small fee.
Additionally, for all orders for payments (either by transfer or Giro cheque), postage to the Giro
centre is provided free of charge.

Another feature of overseas Giro systems is that all accounts are kept and processed (usually by
computer) at a single national Giro centre. This results in a minimal time lag between the payer
authorising payment and the payee’s account being credited.

Account statements are usually sent out on a daily basis to business Giroists, and whenever
there is a change in the account balance for private Giroists.

An Australian Postal Giro?

The feasibility of introducing a Postal Giro system has been reviewed on many occasions in the
past decade by the Postmaster-General’s. Department, Australia Post and, by the Vernon
Commission of Inquiry into the Australian Post Office. The latest study was conducted internally
by Australia Post in March 1976. The findings of that study have recently been reviewed and are
still valid in principle, They form the basis of the following comments.

It has been suggested than an Australian Giro could take on the role of a.‘poor man’s bank’ by
providing the lower socio-economic groups,with a cheap form of money, transfer. However, this is
unlikely, in light of UK experience which has shown that.the lower socio-economic groups are just
as unrepresented in Giro accounts as they are in other banking and financial services. A UK
survey of Giro account holders has.also shown that the proportion of Giroists with cheque
accounts is higher than the proportion of people with cheque accounts in the population as a
whole.

The potential Giro customers in Australia are private individuals and business and government
organisations.

Giro initially offers more advantages to private individuals than to businesses although, as the
number of private Giro accounts grow, Giro becomes increasingly attractive to businesses and
government, particularly those enterprises which interface primarily with the general public, e.g.
insurance, finance, hire purchase companies, public utilities, the Department of Social Security
etc. The advantages of Giro to these organisations are that it would reduce costs and often
streamline procedures for making payments to, and receiving payments from, their customers.

The Giro service offers a relatively cheap form of money transfer. The banks and other
financial institutions provide similar and competing services: cheques, Bankcard, and direct
account transfer are provided by the banking system, and some credit unions and building
societies will write cheques free of charge for account holders on receipt of deduction authorities.
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A Giro system operated through the postal system would have a number of advantages over
the established cheque system, viz.

@ expected lower cost of service;

a more comprehensive distribution of outlets especially in areas of dispersed population;,
longer trading hours at Giro offices (i.e. designated post offices) than at banks;
availability of more up-to-date information on the state of a Giroist’s account;

improved control of Giroists’ cash flow due to speed of crediting and debiting accounts and
greater. frequency of provision of account statements.

There.are.also disadvantages in the use of Giro, rather than cheques, which may inhibit its use:

@ the procedure for withdrawal of funds from a Giro account tends to be more difficult because
there -are-maximum limits to the size . of cash:withdrawals that may be made without
clearance through the Giro office;

charges for withdrawals may be a deterrent;
in some cases it may be difficult to identify the payer;
lack of overdraft facilities; all drawings against an account must be covered in advance;

non-availability of loans. (Although the ‘British Post Office Giro is now undertaking this
activity.)
Bankcard would be a second major. competitor of Giro, especially in Giro’s preferred market
segment of money transfer (non-cash) transactions. Payments to public utilities such as
electricity, water rates and payment of accounts which occur at regular intervals (such as rent,
loan repayments, insurance, hire purchase payments), would be market segments into which
Bankcard could logically move.
The advantages of Bankcard and other credit cards over Giro are:

credit cards offer credit facilities;

from the payee’s point of view, credit cards.are a more secure.form of payment as a signed
form is sufficient for the payee to collect, whereas with the Giro system the payee would
need proof that his customer had a current Giro account (however, credit cards offer the
payer less security);

e .. -from the point-of view of the payer and payee; credit cards offer a more convenient method
of payment.

A third type of competition by banks could be the establishment of a ‘Bank Giro’ as has
occurred in the UK.

Because the markets in which Giro would compete are already well (if not over) catered for by
potentially aggressive suppliers and the potential customers for Giro in Australia are significantly
orientated to the traditional banking methods, a slow and costly market penetration of Giro could
be expected. The British Post Office (BPO) underestimated the above factors and it was largely
because of this that profitability was poor inearly years of Giro’s introduction. In recent years the
BPO Giro system"has gained and maintained-its profitability.

From Australia Post’s estimates of the potential market, the rate of gain in market share and
the expected costs of establishing and operating a Giro system, Australia Post has concluded that
viability could not be reached within five years of Giros inception. This conclusion is supported
by the British Post Office experience, Estimates based on 197576 figures indicate that a loss of
about $50m could be expected by Australia Post over the first five years of operation.

A Giro service’ would be’ compatible with the concept of a cashless society. However, the
development of integrated electronic funds transfer systems could have a strong impact on a Giro
service in the future and further reduce the prospects of Giro becoming viable in the long term.

Cognisance has been taken of the comments made in the April 1974 Report of the Vernon
Commission of Inquiry into the Australian Post Office, which considered that the Australian Post
Office should not become involved in a Giro service, as it would represent an unnecessary and
undesirable diversification.

It should” be noted"in this connection that, while post offices have for years provided a
widespread network of outlets for the Commonwealth Savings Bank, this is done on an agency
basis'only, and largely utilises the existing skills of post office counter staff. The introduction of a
Giro service by Australia Post would require’ a significant increase in banking skills and
experience particularly at the higher management levels.

Conclusion

In the light of the issues and assessments outlined above, Australia Post has not sought to
introduce a Postal Giro.



CHAPTER 24: DOMESTIC ENTRY TO
FINANCIAL INTERMEDIATION

24.1  This chapter is concerned with the terms and conditions on which resident-

owned financial intermediaries may be authorised to participate in various parts of

the Australian financial system. The discussion focuses in turn on:

@ - banking;

® non-bank deposit-taking financial intermediation business; and

@ financial intermediation carried out by businesses which are not primarily
financial institutions. :

24.2 The chapter is not concerned specifically with the related questions of
investor protection, competitive balance etc., except as they may be relevant to
considerations related to entry that might involve the authorities. The issue of
non-resident entry and participation is discussed in Chapter 25.

24.3 In keeping with a basic theme of this Report, that strongly competitive

markets carry with them many advantages, particularly from the point of view of

efficiency, the Committee seeks an environment for entry by residents to financial

intermediation which is characterised by:

® an absence of barriers to entry other than those required to maintain the
stability of financial markets; and

® equal regulatory treatment of like institutions.

A. BANKING

(a)  Present Position

24.4 Legislation at present identifies three functional classes of banks operating
in Australia — trading banks, savings banks and other special purpose banks such
as the Commonwealth Development Bank, the Australian Resources
Development Bank, and the Primary Industry Bank of Australia. Within ‘trading
banks’ provision is made for a special class (called prescribed banks!) which are
subject. to lesser monetary policy requirements than other trading banks. Within
savings banks the legislation presently permits lesser requirements to apply to
trustee banks. The Australian Federal system and state powers mean that state
banks can operate in all areas of banking including undertaking the general
business of banking without being subject to the Banking Act.

24.5 Aside from state banks, only organisations authorised under the Banking
Act (including representative offices of foreign banks?2) are allowed to include the

1 The prescribed trading banks while subject to the Banking Act have a different status under that
law to the major national trading banks: e.g. while a uniform SRD ratio must apply to all the major
banks, a lower requirement may and frequently does apply to individual prescribed banks.

2 Representative offices of foreign banks are not permitted to do any financing business; they act
purely in a liaison capacity.
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title ‘bank’ in a registered business name; other institutions  may ‘describe
themselves as ‘banks’ only where this would not cause confusion about the
standing and functions of the institutions in question.

24.6 Considered simply as participants in financial markets, a major
distinguishing feature of banks is their acceptance in the community as financial
institutions of exceptionally high standing. Banks’ deposit and other liabilities can
typically be issued at lower interest rates than those of other private borrowers.
Banks are also functionally unique as an institutional class because they alone
provide the institutional base of the domestic and international payments systems.

24.7 The Committee does not propose any basic changes in the formal
characteristics of a ‘bank’. These characteristics, some of which are also discussed
in Chapter 19 in the context of depositor protection, include:

e being separately incorporated enterprises?® primarily engaged in the borrowing
and lending of money;

e having a special relationship with the Reserve Bank stemming from the latter’s
responsibilities to protect bank depositors;

@ being required to observe relatively stringent prudential standards in respect of
their capital structure and in the management of liquidity and depositors’
funds; and

e being the only institutions legally authorised to issue cheques and (apart from
some relatively minor exceptions) to deal in foreign exchange.

24.8 The Committee appreciates that in a number of countries many of the
traditional functional distinctions between banks and other intermediaries have
become less clear over time; in some cases the authorities have responded to such
developments by recognising as banks those institutions performing bank-like
functions.

24.9 This has been reflected in some important developments overseas, notably:

e regulations which govern particular bank functions have often been extended
to embrace other intermediaries performing similar functions;

e a trend towards greater participation by non-banks in certain banking-type
arrangements (such as cheque payment facilities). In some countries, groups
of non-bank intermediaries have sought to co-ordinate their conduct of some
banking functions through central units which have themselves been
recognised a banks.

24.10 The Committee’s broad approach to regulation and competition* would
not stand in the way of similar developments in Australia except that its
recommendations would maintain a clearer demarcation between banks and
‘non-banks’ than is the case in some overseas countries. The Committee
believes that confidence in financial intermediaries is crucial to a well-functioning
financial system. At the same time, it feels that bringing all intermediaries under
the umbrella of protection of the authorities would not enhance long-run
efficiency. It believes that an appropriate balance involves a spectrum of risk; it
sees banks as being near the ‘no risk’ end of that spectrum.

3 But not necessarily joint stock companies.
4" " See Chapters 19 and 23 for example.
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(b) Incentives to Entry

24.11 Since the Banking Act was introduced in 1945 virtually no new banking
licences ‘have been issued. The only exceptions are the savings bank licences
issued to established private trading banks and the recently issued licence to the
Australian Bank Ltd.

24.12 - The Committee understands that no ‘formal’ applications for banking
licences by domestic interests have been refused.’ However, factors which may
have discouraged resident applications for banking licences-include:

@ the differentially heavy regulation of banking, in relation to non-bank
intermediation;

. @ the perceived difficulty of establishing a viable banking business in a financial
market dominated by arelatively few long-established banks®;

® the existence of the Banks (Shareholdings) Act; and

the absence of publicly available criteria for entry, in conjunction with a public
perception that licences would not be readily forthcoming.

24.13 The Committee attaches most weight to the first factor — the regulation of
banking. Significantly there has been no reluctance to become involvedin areas of
financial intermediation other: than general banking business.

24.14 An important aspect of the Committee’s recommendations in Chapter 4 is
that the techniques of monetary policy should be more broadly based and neutral
in their impact on financial intermediaries, although it is recognised that banks
must continue to be a focal point of monetary policy. It is expected that the
adoption of these recommendations will provide increased incentives for those
capable of conducting a banking business to seek formal status as a bank.

(¢) Economies of Scale’

24.15 - An important economic question which arises in the context of entry to
banking is whether there are economies of scale in the industry. Economies of this
type can arise from a number of factors. For example:

@ greater specialisation of factors, particularly labour;

® the spreading of the cost of indivisible factors and other overheads
(administrative labour, advertising expenses etc.) over a larger number of
units;

® the spreading of the cost of evaluating potential investments over larger asset
purchases;

® greater scope for diversification of activities (integration), which can lead to a
reduction in costs if, as a result, plant is used more intensively or the risk
attached to an individual activity is diluted;

® a larger financial intermediary may be able to economise on the liquidity
reserves it needs to hold in order to carry out-its day-to-day business; and

5  Banking licences have been sought, at least informally, by non-residents but it has been the policy
not to grant new Australian banking licences to non-residents.

6  The competitive importance of size is reflected in the mergers between Australian-based banks
that have occurred from time to time.

7 This section draws heavily on K. T. Davis and M. K. Lewis, ‘Economies of Scale in Financial
Institutions’, AFS1 Commissioned Studies and Selected Papers, Part 1, AGPS, Canberra, 1981.
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® alarge institution may be viewed by potential customers as being safer than a
smaller institution. This may reflect its size.and the perceived reluctance of
governments to allow large financiers to fail, together with its greater capacity
for.diversification. In either case, the larger financial institution will be able to
borrow at lower rates than smaller competitors.

24.16 - As well, there are certain economies (often called pecuniary economies)
which yield cost savings to the financial institutions in question, but no benefits to
the community as a whole (i.e. there is no reduction in resource use). An example
would be where a large financial intermediary derives economies from such
sources as monopoly purchasing power in certain markets.

24.17 If economies of scale were substantially present,.some would see an
argument for limiting entry to the industry — both domestic and non-resident.
Those who take this view acknowledge that the smaller, less efficient firms would
eventually be eliminated by the competitive process, but warn that the instability
arising out of this adjustment process may well impose unacceptable costs on the
community.

24.18 However, the Committee does not-accept that the possibility of economies
of scale ‘offers sufficient justification for limitations:on domestic entry to banking.
Firstly, although the history of consolidation. in the banking industry suggests the
presence of moderate economies of scale and this conclusion receives some further
support from statistical analyses, the evidence is far from conclusive.! The
strongest evidence of the existence of economies appears to apply to the payments
mechanism and this aspect was discussed in the previous chapter; over the full
range of banking activities, the net benefits of increased size may not be great
beyond a certain point, and this point may have been reached by most banks
already.

24.19 Secondly, firms operating in a highly concentrated industry for some time
may become inefficient — they have-an excellent opportunity for: collusion and
operational and dynamic efficiency may decline. These problems are minimised by
keeping alive the possibility of new entry. It seems likely that new institutions will
enter the industry only if there appear to be opportunities for profit arising out of
the inefficiency of existing institutions. If entry occurs in those circumstances, the
ultimate outcome may well be a more efficient industry.

24.20 A related point, made by the Committee’s consultants on this subject, is
that there may be situations in which the authorities should prevent existing firms
from amalgamating. This will be the case if any economies of scale present are of
the pecuniary type because the mergers would not then confer a benefit on the
community.’ The Committee appreciates the force of this argument, but has been
given no reason to believe that the economies which arise in banking are largely of
this type.

24.21 Another situation in ‘which-the authorities may be justified in preventing
mergers is where the adverse effects on consumers of the resulting increase in
monopoly power outweigh the benefits produced by the reduction in the average
cost of production; that is, where there would be a substantial increase in

8 :Davis and:Lewis, op. cit.
9 This point:is discussed in greater detail -in K. T.:Davis and M. K. Lewis; op. cit:
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monopoly profits. This possibility does not appear to be relevant to the future
competitive structure in banking, as envisaged by the Committee.

(d) Criteria for Entry

24.22 At various points in this Report the Committee has proposed that banks
should observe certain prudent standards of funds management and corporate
organisation.

24.23 In addition, the Committee proposes that access to a licence to conduct the
general business of banking should continue to be authorised by the Treasurer on
the advice of the Reserve Bank, on the basis of certain criteria which are outlined
in Chapter 19, including an enduring managerial capacity. It is important,
however, that any ambiguities in official policy be removed and that the criteria to
be applied in assessing new entrants be set out clearly and unequivocally.

24.24 The Committee also proposes that apart from these essentially-prudential
requirements, designed to ensure that banks retain a high standing in financial
markets, there should be no prescribed restrictions on the range of financial
activities or types of financial or related business that banks may undertake:

24.25 As the bank authorisation provisions of the present banking legislation.are
drafted, it appears there may be an understanding that an authorised bank will
conduct the general business of banking. The required scope of a general banking
business is not defined and some existing banks do concentrate their business in
particular segments and classes of transaction.

24.26 The Committee sees some dangers in an appoach to bank authorisation
which would require a broad-ranging banking and financing operation. An
institution seeking bank status on the basis of its reputation and successful
operation in " either wholesale or retail banking might, for example, be
inappropriately induced to offer facilities beyond its capacity and expertise (and
perhaps against its prudential interests) if it were required to enter a broader range
of financial markets.

24.27 Inany case, the Committee regards such an approach as unduly restrictive.
One can readily envisage a greater diversity of ‘banks’ in the future than is the case
at present, with many specialist wholesale and retail banks competing alongside
broad-ranging general-banking institutions.

24.28 The question of the desirable structure of banking depends on two
considerations: .

® the effect of increased participation on the stability and efficiency of banking
and, in particular, the payments mechanism; and

® the appropriate prudential standards to be observed to protect the interests of
depositors and investors.

24.29  The provision of an equity base is an essential element of 4 bank’s capital
structure. This of course exists in a joint stock company — the form of organisation
which predominates in the banking field. Nonetheless, in  Australia and in other
countries it has been possible to accommodate, as banks, corporations which are
co-operatives without a separate class of proprietors. In some instances established
co-operatives have accumulated reserve funds which take the place of formal
capital, but these resources often fall short of the capital requirements which may
be deemed appropriate for a bank. The gap might possibly be filled by the
establishment of a class of subordinated deposit liability issued on such terms that
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it would effectively substitute for conventional proprietors’ funds. This matter is
taken up in more detail in Chapter 19.19

24.30 While the Committee expects that there would continue to be provision
for different types of banks subject to the Banking Act (including trading banks,
savings banks, special purppse banks, ‘universal’, full service banks etc.), it is
envisaged that institutions specialising in different types of activities would be
eligible for a banking licence, and would be subject to prudential standards
appropriate to the nature of their activity. The Committee would also expect that
where conditions are attached to authorisations, these would be subject to review
on request.

24.31 The Committee expects that while common principles will apply to the
determination of required prudential standards, there may be different
requirements for different types of banks, and even for banks of the same type. !l
The Committee feels that the requirement should reflect the nature of the business
undertaken.

24.32 To the extent monetary policy requirements are imposed the Committee
advocates that they be applied consistently to all banks. However, this should not
preclude differences in application between types of banking activities.!2

(e) Proposed Changes

24.33  The Committee believes the use of the title ‘bank’ should continue to be
restricted and that banks should continue to retain in essence certain distinctive
characteristics. Nevertheless, it is clear from the foregoing that there is a need for a
number of changes to present policy on the authorisation of residents to conduct a
banking business. Having in mind in particular the prospective deregulation of
banks (as recommended in this Report), the Committee believes the scope for
abuse of power should be minimised by removing all barriers to domestic entry
other than those. dictated by prudential or stability considerations.

24.34 Specifically, the Committee recommends that:

(a) Recognition of a resident-owned financial intermediary as a bank should
be primarily determined on the basis of its established or potential high
standing in the general community and its capacity and willingness to
observe the high prudential and operational standards appropriately
required of a banking business.

(b) Eligibility for recognition as a bank should not require a broad-ranging
banking and financing operation as a pre-condition; conversely, and
subject to appropriate prudential safeguards, authorised banks should not
be precluded from diversifying their operations as market opportunities
permit.

(¢) It should not be mandatory for new banks to adopt a joint stock corporate
structure. Subject to appropriate prudential safeguards, registered co-
operative institutions (or central institutions owned by a group of co-
operatives) should be eligible for authorisation as a bank.

10-- This - form: of ‘capital’; however, is not favoured. where there:is a need for a government
institution to. be fully capitalised to the extent of its private sector counterparts.

11 This issue is discussed more fully in Chapter.19.

12 Even'so, the continuing appropriateness of séction 25 of the Banking Act — relating to prescribed
banks — may need to be reviewed: ’

432



(d) Any monetary policy controls (e.g. variable reserve requirements) should
apply on a consistent basis to all banks, according to the nature of their
activities.

B. FINANCIAL INTERMEDIATION OTHER THAN BANKING

24.35 A range of financial intermediaries (other than banks) accept funds from
the public and make loans.

24.36 Some of these intermediaries are subject to entry requirements of a

prudential character — imposed by state governments (e.g. building societies and

credit unions) or by the Commonwealth Government (e.g. life and general

insurance companies). Specific requirements apply to different areas of the

securities industry under the Securities Industry Act. Some intermediaries are not
subject to any substantial entry requirements (e.g. finance companies).

24.37 Where entry requirements are applicable, these are discussed in the
relevant chapters on investor protection (see‘in particular Chapters 19 and 20) or
in the case of authorised dealers in Chapter 9. The Committee seeks here only to
reiterate some important general principles governing the role public policy should
play in regulating entry into financial intermediation as financial corporations.

24.38 Governments must play a role in monitoring entry where they are setting
and supervising prudential standards. In particular, new financial intermediaries
intending to seek funds from the general public, and which are subject to
prudential supervision, should be required to demonstrate reasonable managerial
competence to the relevant prudential authorities and a continuing capacity to
observe appropriate and consistent prudential and disclosure standards. They
should also continue to register with the appropriate Commonwealth and State
regulatory authorities and provide information on their operations, such as
required by these authorities and under the Financial Corporations Act.

24.39 The Committee does not favour a system which would deny resident
participation in non-bank financial intermediation to those judged capable of
meeting prudential requirements, except in extreme situations. Of course, there
may be circumstances where a restrictive public policy on entry can play a useful,
but essentially temporary, role in rationalising industry structures which may be
threatened with instability. That might mean new entrants at times need to be
looked at more critically but it should:not lead to the absolute exclusion of those
which have a real contribution to make. Such exclusion could weaken the
competitive environment and unduly restrict risk-taking opportunities, and thus
the efficiency of financial intermediation.

24.40 The Committee believes that, as a general principle, official policy
should not be discouraging to the entry and participation of resident-owned non-
bank financial intermediaries. This is broadly in line with present policy.

C. OTHER FINANCIAL INTERMEDIATION
24.41 A significant amount of financial intermediation is carried out in

conjunction with a business which is primarily not a finance business and not
through a separate corporation. Moreover some financial corporations are not
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subject to national legislation and a financial intermediary -need not :-be
incorporated.

24.42 For the most part, businesses are presently free to conduct financial
intermediation operations at their discretion, subject of course to rules applicable
to public borrowers and in some instances special legislation. The Commitiee
proposes no change to this basic position. Nevertheless, it is of the view that
national monetary management and policy would be assisted if appropriate
authorities, such as the Reserve Bank, were supplied with statistics relating to the
substantive financial intermediation activities of businesses which are not
primarily financial in character.

24.43 The Committee accordingly recommends that primarily nen-finance
corporations engaged in a financial intermediation operation in a substantial
. way should be required to supply statistics on that operation as if it were
separately incorporated.
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CHAPTER 25: NON-RESIDENT
PARTICIPATION IN AUSTRALIAN
FINANCIAL INTERMEDIATION

A. INTRODUCTION

25.1 This chapter examines the question of non-resident participation in
Australian financial intermediation.

25.2 The discussion concentrates on the economic issues. At the same time the
Committee is mindful that the decisions of government must have regard for
wider, non-economic considerations, which in this area can be very important.

25.3 The focal point of this chapter is non-resident participation in domestic
banking. However, many of the issues discussed are equally relevant to non-
resident participation in non-bank financial intermediation. :

(a) The Present Situation

25.4 Two foreign bank groups, owned by the governments of France and New
Zealand, have limited bank branch representation in. Australia and a relatively
small share of Australian banking business. Their presence pre-dates the now long-
standing policy .of prohibiting the establishment of new banks owned by non-
residents and of restricting the participation of non-residents as substantial equity
holders in Australian banks. As well, the Committee understands that the two
foreign banks with branch representation have been discouraged from aggressively
expanding their Australian businesses — particularly in retail banking.

25.5 Non-residents, while at present excluded from a new formal banking
presence in this country, are able to participate in Australian financing:

® through correspondent relationships with Australian banks;

© through their lending from offshore to Australian borrowers (subject to
exchange control); this is facilitated, in many instances, by the customer
liaison activities of local representative offices (some one hundred foreign
banks have representative offices in Australia);

® through the provision of letters of credit, guarantees etc. to support
borrowings on Australian money markets;

® as a consequence of their ownership of Australian non-bank financial
intermediaries: collectively, foreign banks hold Vvery extensive equity
interests in Australian merchant banks and to a lesser extent finance
companies; non-resident-owned enterprises also have a significant presence in
the life-and general insurance sector!; and

® through the ownership of businesses which, while not primarily financial

1. Some statistics are shown in Table 6.4 of the Interim Report.

435



institutions, nonetheless undertake borrowing and lending, as principals, in
Australia.

B. BANKING

(a) The Case for Removing the Prohibition on Entry

25.6 The question of foreign bank entry to general commercial banking
operations? must be viewed as a particular aspect of the more general issue of
increased participation in the banking area.

25.7 Underlying the discussion in many parts of this Report is the Committee’s
firm belief that adequate and vigorous competition is an essential requirement for
the efficient operation of financial markets. The Committee has reason to doubt
that the level of competition in banking is at present adequate to ensure maximum
efficiency and maximum benefits for all consumers of banking services (see
Chapter 32).

25.8 Concern has been expressed in many submissions to the Committee that
the Australian community may be ‘paying too much’ for its banking services; this
is supported to some extent by limited evidence? which suggests that Australian
banks may be conducting relatively high cost operations at relatively generous
earnings margins — by international standards. Some of these costs have emanated
from the present complex of controls.*

25.9 The Committee is confident that the implementation of various
recommendations in this Report will have the effect of intensifying the level of
competition in the banking industry; in particular, reduced reliance on direct
controls should give existing banks a greater incentive and capacity to compete
with each other and with non-banks and make bank status more attractive to new
entrants. Liberalisation of domestic entry conditions should facilitate the
acquisition of ‘a bank licence by Australian interests.

25.10. . Itis possible that these changes will be sufficient in the long run to ensure a
healthy and vigorous competitive environment. However, in the opinion of the
Committee such an outcome is unlikely (at least for many years), unless
restrictions on the entry of foreign banks are relaxed. Factors underlying this
asséssment include the small (and declining) number of licensed banks now in
existence, their traditional management attitudes, and the difficulties that a new
domestic institution may have in breaking into established markets, given the size
and cost advantages of existing banks in many areas of activity.

25.11 Foreign banks offer a more immediate prospect of providing an effective

2" " "There are extensive submissions on this question. K. T. Davis and M. K. Lewis, ‘Foreign Banks
and the Financial System® in AFSI Commissioned Studies and Selected Papers, Part 1, AGPS,
Cun'erra; 1981, summarise the benefits perceived by foreign banks as likely to flow from their
admission into Australian banking as well as the responses to these views from: the Australian
banks, other financial institutions and the monetary authorities. The authors give their own
assessment of the deficiencies in the present competitive structure and the benefits that might
flow from foreign bank entry.

K. T. Davis and M. K. Lewis, ibid.

4 On this point see E. Kiernan’s comments on K. T. Davis and M. K. Lewis in the same publication.

(e}
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competitive stimulus (particularly in the shorter term following deregulation of the
banking system) than potential domestic entrants because they:

® already have the resources and banking expertise (especially in international
trading and foreign exchange dealings) necessary to establish wide-ranging
banking businesses in Australia;

® are often operating non-bank financial intermediaries in Australia (in some
cases with-a branch network, although less extensive than most banks), and
thus,:like many: large non-bank financiers, face lower economic barriers to
entry than some other potential domestic entrants;

® have internationally recognised standing as banks and should readily
command the confidence of the Australian community; and

® are less likely to be deterred by the risks and uncertainties, and possibly less
than average profit levels, associated with the early establishment years.

25.12 It is significant that except for a single recent new authorisation, domestic
groups have not sought new authorities to conduct general banking business for
many years. Indeed, the tendency has been for existing banks to merge. In
contrast, foreign banks have persistently sought banking licences even within the
present regulated system and where they already have an operational base in the
non-banking sector of the financial system.

25.13 However, the extent of the contribution to be made by foreign banks
should not be exaggerated. Foreign banks have already provided considerable
competition through their activities in the non-bank financial area, as well as
through their offshore operations. In part, what would be involved would be a
rearrangement or rationalisation of existing activities. There can be little doubt,
nevertheless, that they would be able to compete more effectively in these
activities if they were also free to offer a full range of banking services and to
structure their operations in the most efficient manner. Moreover, they would gain
access to some markets which at present are the exclusive preserve of banks — in
particular, foreign exchange and cheque account transactions. The Committee
believes, therefore, that the competitive environment would be enhanced and the
efficiency of the financial system increased as a result of more direct foreign bank
participation. ,

25.14 ' Provided the rate of entry of.foreign banks is carefully. managed, the
move towards the new competitivé environment should present minimal
disruption to banking operations. )

25.15 Itis true foreign banks would have the advantage of a broad customer base
in their home country and, internationally, greater familiarity with other
economies, access to foreign capital, and the opportunity to specialise, and exploit
their unique skills-in limited market segments. On the other hand, Australian
banks would not be at a competitive disadvantage over the long term; they would
retain their own areas of comparative advantage — their better knowledge of local
markets and established customer base — while at the same time sharpening and
- maintaining their skills in international banking and trading finance. They would
also have a strong incentive to adopt and maintain any appropriate new financing
technology introduced by their new competitors from overseas and would be able
to compete much more aggressively than they have in the sheltered, regulated
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environment of the past. Many Australian banks have been competing successfully -
with foreign banks in international capital markets.’

25.16 ' The Comimittee accepts that non-resident-owned businesses may wish to
bank with foréign banks — simply because of their common national origins or
common ‘non-resident’ status. It would be unreasonable to deny the extension of -
what may be a natural, well-founded commercial relationship. The potential may '
be greater in the Australian case because the proportion of the business sector
owned by non-residents is greater than in many other countries. That said the
Committee does not expect the problem to be a substantial one in the overall
sense; in terms of a bank’s Australian deposit base the benefit of established
customer and nationality linkages must surely be with Australian banks. Overseas
experience supports such a proposition and, in the opinion of the Committee, does
not give substance to the concerns expressed in this area.

25.17 The Committee’s view that a gradual entry of foreign banks, as banks,
need not be disruptive to the banking system receives.some support from the
experience of finance companies in the 1970s: relatively free entry has not had an
excessively destabilising effect.®

25.18  Concern has been expressed about the scope of multinational enterprises
to shift income ‘between components to minimise Australian tax liability; such
concern is not unique to financial enterprises, although it may have  special
significance in the area of financial flows. There are established standards which are
expected to be observed and supervised in this regard, and this matter will require
particular-attention from the ‘Australian monetary and taxation authorities.

. 25.19 Those who support a policy of complete prohibition often argue that
- allowing foreign bank entry will, by increasing the integration of the Australian
i economy with the international monetary system, generate instability in the

" domestic economy and impair the effectiveness ‘of economic management.

. However, the evidence, ‘although inconclusive, suggests that the Australian
| economy is already integrated to a considerable degree with the international
.+ financial system. This is reflected in what appears to be a strong and increasingly
close relationship between Australian and overseas interest rate movements’ and
arises from the growing capacity and willingness of large companies to adjust the
composition of ‘their borrowing requirements as between local and overseas
sources in accordance with changing interest rate relativities. It also arises from the
development of strong ownership and agency links between domestic and foreign
financial institutions.

IS

5 As E. Kiernan notes (op. cit.), .Australian banks have expanded successfully overseas:
... [the] classification of Australian banks as ‘domestic’ is clearly misleading. The trading
banks have branches overseas which participate in spot and forward currency markets and
interbank markets. And clearly most large banks have subsidiaries involved, both within the
country-of domicile: and’ in: other: ‘countries, in ‘merchant banking and foreign exchange
business. Thus:the Statistical Bulletin of the Reserve Bank of Australia (February 1981) reports
that:overseas assets of major. trading banks as of June 1980 were 26% of domestic assets.

6~ On an equity weighted basis about one-third of finance companies® assets is presently ‘owned by
non-residents. See Chapter 5 of the Interim Report.

7 See for: example .D: Carland and -T. J.. Valentine, ‘The.-Relationship between  Australian and
Overseuas. Interest-Rates’, AFSI, Commissioned Studies and Selected Papers, op. cit. It is argued in
this' paper -that it is- possible to explain the differential between Australian and international
interestrates by reference to ‘the factors which determine exchange rate expectations. This result
is-indicative:of a high degree of integration.
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+ 25.20 Nor does the Committee accept that the entry of a number. of  foreign
- banks ‘would weaken the impact of monetary policy, so. long as the main
i instruments used are open market operations and a variable bank reserve

requirement. Indeed, to-the extent that their entry -leads to an increase in the
overall importance of banks, the ambit of the reserve ratio control would be
widened.

25.21 The Committee believes, therefore, that the concern about the loss of
monetary control following foreign bank entry has been overstated. This is a view
supported by a number of advisers to the Inquiry.8

25.22 The Committee acknowledges that the entry of foreign banks would
quicken the pace of integration between Australian and overseas capital markets.
The changes would be gradual rather than sharp and should pose no more
problems . for macroeconomic policy than some of the structural changes

* experienced in the Australian financial markets in the 1970s. In any case, the trend

to closer integration is likely to continue, whether or not overseas entities are
granted bank licences. The Committee would, of course, expect that international
funds flows would be closely monitored for purposes of economic policy and that
the authorities would pursue an essentially market-determined exchange rate and
monetary policy so as to avoid potential for ‘one-sided’ speculative activity. It
might also be noted that the scope to effectively monitor and control the operation
of foreign banks would be enhanced if these operations came within the scope of
the banking legislation,

25.23 In summary, provided appropriate prudent funds management standards
are maintained in order to protect the security of Australian depositors, the
Committee cannot support the present embargo on the participation of foreign
banks, as banks, in Australia.

25.24 The Committee accordingly recommends that the existing -embargo on
non-resident participation in Australian banking should be removed.

(b) The Case against Unrestricted Entry

25.25 While accepting the need for removing the present embargo on foreign
entry and a rationalisation of the manner in which they can operate in :Australia,

the Committee sees many potential dangers in unrestricted foreign bank entry !/

(having regard to the existing situation); in particular:

8 It'is appropriate-here to summarise views expressed by various consultants to the Inquiry:

... the complex interaction of the categories makes it extremely difficult to formulate simple
rules for controlling an expanded. money supply embracing these components. They are
essentially problems of a more complex and competitive banking sector, not of foreign
banks per se ...
Anyimmediate loss of monetary control intensified by foreign bank activities can be:offset to
some extent by operations in forward markets and by a more flexibie exchange rate.

K. T. Davis and M. K. Lewis, op. cit. ’
They [Davis and Lewis] do not see a major argument against foreign banks arising from
questions of monetary control, and | agree with this view . .. flexibility of exchange rates aids
monetary independence, as may the existence of forward exchange markets

R. H. Snape, ‘Efficiency, Control and Nationalism® the Question of Foreign Banks’, in the same

publication.
One would have thought that avenues for importing and exporting funds -were already
sufficiently well developed for the entry of foreign.banks to make little difference:

E. Kiernan, also in the same publication.
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e although many foreign banks are already engaged in financial intermediation
i -in Australia, the unrestricted extension of their activities could be disruptive
1.and .could -generate instability, particularly in the transition period when
. domestic ‘banks and other financial intermediaries are adapting to a less

% controlled environment?; as banking will continue to play a unique role in the

‘financial system (e.g. as a safety haven for risk-averse depositors), it is

éimportant for general confidence that it should not be subject to undue stress

‘in'the market place;

it could result in undue fragmentation of the financial institutional structure —
at least in the early years — with unfavourable consequences for operational
efficiency; in this regard the evidence suggests the existence of moderate
economies of scale in some banking activities (especially in the management
of the payments system) — at least over the present range of institutional
size!%: while this need not of itself necessarily justify restrictions in domestic
entry (see Chapters 23 and 24) the potential effects of a large' number: of new
foreign bank participants are much more significant. It is possible that the
number of foreign banks may increase to a point where adverse efects on the
cost-structure of the industry outweigh the benefits from increased
competition; and

e it could lead to a period of over-aggressive competition which may have the
effect of discouraging potential domestic entrants; there may be some danger
of a socially unacceptable loss of resident ownership and control.

i/ On balance, the Committee does not regard unrestricted foreign bank entry as a
.| viable short-term policy option; there needs to be some restraint on.the pace of
"t change.

25.26 The Committee recommends that, initially, the rate of entry of foreign

banks . (to establish an Australian banking operation) should be carefully
managed.

25.27 In the following paragraphs, the Committee develops a policy proposal for
restrained entry and participation.

(c) Options for Restricted Entry

25.28 Options for restraining foreign bank entry and participation include the

following:

(i) limit the number of licences issued over any given period but otherwise
allow foreign banks which-are admitted the same degree of operational
freedom as domestic participants;

(ii) apply differential regulation to non-resident-owned banks; the constraints
could take various forms:

e restrictions on relative size or rate of growth, e.g. Canada limits foreign
bank ownership and control to 8% of the banking system;

9 The Hong Kong experience of a significant influx of foreign banks after entry was relaxed in
March 1978 supports this. Subsequently in August 1979 the Hong Kong authorities suspended the
granting of new bank licences. This moratorium was partially relaxed recently. This points to the
need for caution on the pace of entry, but it does not alter the fundamental case for freer entry.

10 K.T. Davis and M.K. Lewis, ‘Economies of Scale in Financial Intermediation’; and
T. ¥ 'Vilentine and: P: ¥ Williamson: *A Note on’ Economies of Scale in Australian Banking’, in
AFSL: Commissioried ‘Studies and’ Selected Papers,” Part 1, AGPS, Canberra, 1981; see also
Chapter 24.
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® restrictions on functions, e.g. new foreign banks could be restricted in
their permitted functions to either ‘wholesale’ or ‘retail’ markets but not
both;

@ prescription -of a: minimum range of services; e.g. entry could be
conditional on willingness to - participate actively in a full range of
activities, including retail branch banking;

® limits ‘on diversification, * €.g.  preclude affiliation with non-bank
subsidiaries so as to contain business within the banking sector;

® application of a differential ‘tax’ on non-resident participants including a
discriminatory reserve deposit requirement;

@ auctioning of licences; and

© local equity participation requirement. (In the discussion which follows,
this aspect is explored separately as it involves issues of domestic
ownership aspirations.)

25.29 The Committee accepts that alimit on numbers is an essential element of a
policy allowing foreign banks gradual access. Whatever other techniques of
restraint are used, the rate of admission of additional foreign banks would need to
be controlled to minimise any transitional problems which might otherwise occur.
The following section discusses each of the other options.

(d) Consideration of the Options

(i) Restricted Size (or Rate of Growth)

25.30 The Committee does not favour the setting of firm limits on either the
absolute size or relative growth rate of the Australian business of foreign banks
(individually or collectively).

25.31 Apart from the risk that some of the more aggressively competitive foreign
banks might be discouraged from seeking a bank licence, there would be quite
adverse implications for incentives and the efficient operation of foreign-owned
banks:

® the banks would be encouraged to divert part of their activity into ‘non-
controlled’ areas, in which they might not enjoy the same comparative
advantage; if that were to happen the gains to the Australian community would
be reduced;

® the restrictions would reduce the incentive for foreign banks to compete
vigorously against domestic banks; this would weaken their potential
contribution;

® more fundamentally, such limits are contrary to the Committee’s view
expressed throughout the Report that the participants in financial markets
should not be constrained by artificial directives as to rates of growth and
business volume.

25.32 At the technical level, such limits might be difficult to monitor and
enforce:

@ ~ there could be definitional problems as to what should be ‘business’ for the
purpose of the regulation; and

® it would encourage ‘off balance sheet’ activities.

25.33 Where limits apply collectively to foreign banking, the practical problems
of monitoring and implementing them equitably are multiplied.
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(ii) Limits on-Functions

25.34" It'has been suggested that foreign banks might be authorised to participate
in, say, ‘offshore’ banking, ‘wholesale’ corporate financing, foreign exchange
dealing and trade financing, but not be allowed:to'set-up a‘local-retail deposit base.
The rationale put-forward for imposing such restrictions on foreign banks is that
the Government should be encouraging only those operations in‘which foreign
banks appear to-have an enduring comparative advantage over Australian banks. It
is also'argued that established banks, with a legacy of regulation-induced structural
imbalances, should not be exposed to a new, strong competitive force at the same
time as the burdens of effecting structural changes (in the wake of deregulation)
are strongest. Finally, there is a fear that without some restrictions of this kind,
foreign banks might come to dominate the banking system.

25.35 The Committee has noted the arguments put forward by its consultants on
this issue.!! However, it sees considérable practical difficulties in implementing
such a policy. For instance:

@ it is difficult to draw a sharp distinction between certain classes of business,
particularly between ‘wholesale’ and ‘retail” financing;

e there is the problem of deciding in advance in which markets foreign banks are
likely to have an ‘enduring’ advantage; and

e many foreign-bank-owned NBFIs already operate, and may continue to
operate, over a wide range of business, including both wholesale and- retail
financing.

25.36-Moreover, limits on functions could nullify most of thé potential benefits
from foreign:bank entry:

@ new foreign banks might be denied the opportunity of participating in areas of
activity of their own commercial choice;

@ it might force them to-develop in ways which are not efficient; and

if they are restricted to the already competitive wholesale sector, it might
encourage uneconomic expansion of facilities in areas which are already well
supplied.

25.37 Of course, some potential foreign bank participants may, if authorised,
voluntarily choose to concentrate their efforts in particular segments. of financial
markets, at least initially. Indeed, a majority of those seeking to do general banking
business in Australia-have indicated an intention to concentrate on providing so-
called ‘wholesale’ banking serviges to the medium and largei businesses and
government sectors. To the extent that different types of banks exist in future (and
the. Committee’s recommendations  are  not .inconsistent - with such ‘a
development); it is'the Committee’s preference that they be voluntary commercial

11 K. T. Davis and M. K. Lewis, op. cit., favoured issuing a limited number of ‘conditional’ licences
to foreign. banks to permit.them to.conduct a restricted range of ‘wholesale’:banking business:
E. Kiernan, op. cit., was somewhat surprised with Davis and Lewis’s.-recommendation that
entry be restricted to the wholesale end: In his view it is ‘new entrants to develop retail banking
[that is] in short supply’. He further argues: .that: should‘foreign: banks: choose to ‘‘go
downmarket™ [retaill, it is difficult to see why they should be restricted. There are clearly gains to
be had in consumer banking [from: foreign bank entry in-that area]’.
See also footnate 13 in this chapter:
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choices.  The Committee would ‘not like to see rigid lines of demarcation
established between banks, whether they be locally or foreign-owned. 12

(iii) Prescription of a Minimum Range of Services

25.38 At the same time, the Committee does not favour prescribing a minimum
range of banking services (e.g. branch outlets). Some domestic banks have
suggested that this might be appropriate, on the grounds that new entrants should
not be able to confine their activities to the more profitable areas and ignore the
less attractive ones. The Committee’s view on the cross-subsidising of services and
activity is clear; such action is likely to impede efficiency by delaying. a
rationalisation of existing branch structures and, more generally, inhibiting the
responsiveness and flexibility of the market.

(iv) Limited Diversification

25.39 - Concerns about the diversification of banking group operations through
ownership of non-bank subsidiaries and affiliates have largely been directed at
banks as a group, not at foreign banks per se. The Committee has proposed in
Chapter 19 a framework for consolidating — for regulatory purposes — the
banking and other operating elements of a financial group.

25.40  Foreign banks operating as banks in Australia and Australian banks should
not be treated differently in respect of their association with non-bank subsidiaries
and affiliates.

(v) Differential Tax

25.41  The Committee has examined proposals that foreign bank licences should
be subject to discriminatory taxes or differential reserve requirements.

25.42 Such proposals are implicitly based on the assumption that foreign banks
(where they are relatively more efficient) will have ‘production .costs’ well below
the industry average and thus be able to earn ‘excessive profits’. These ‘excess
profits” are referred to as ‘economic rent’ emanating from that activity. It has been
suggested that as these activities are based in Australia, this surplus or ‘rent’
should  be appropriated by the Government for the benefit of the. Australian
community. The argument has some similarity to'the one-for a resources tax on
mining operations in Australia,

25.43 The Committee sees both practical and ‘¢conceptual problems in the
imposition of a discriminatory tax (to_extract economic rent):

@ The argument assumes that foreign banks will have a sustained cost advantage.
It is not clear that this will be so. The Committee has aiready referred to the
particular advantages Australian banks will have, and believes that the
fostering of vigorous and healthy competition between resident and non-
resident participants should minimise the risk of sustained supernormal profits
occurring.!3 :

12 In Chapter:19, the Committee expresses the view. that subject to the setting of appropriate asset
quality/capital adequacy ratios etc..banks should have full flexibility in the management of their
operations.

13 E. Kiernan op. cit., comments.that;

. .. the performance of Australian banksin less regulated overseas markets suggests that [the]
domination [of foreign banks] is unlikely.
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e It would be difficult to determine the amount of discriminatory tax which
should be charged. There is always the danger of setting it too high and this
would have a deterrent effect on foreign bank activities.

e More generally, it would hardly be consistent to allow foreign banks to
participate in the Australian banking system on the premise that their
participation would increase competitiveness and then to apply discriminatory
taxes that have the effect of restricting their ability to compete effectively.!

(i) Auctioning Licences

25.44 The alternative way to extract a ‘price’ from foreign bank entrants is
through auctioning licences. The Committee also sees problems with this proposal:

e The authorities would have to reserve the right to change future banking
policy and to issue an indefinite number of additional licences later. Any
advance. commitments..would -clearly. introduce an undesirable degree of
inflexibility in policy. This being so, the true value of the licence would be
unclear to bidders. It is questionable, therefore, whether the conditions would
exist for a ‘true’ auction, whereby certain ‘proprietary rights’ were attached to
successful bidders.

® An auction system which applied only to foreign applicants would have the
same discriminatory effect as differential taxes discussed earlier; again the
desirable degree of competitiveness in the banking system might not be
achieved.

25.45 The Committee does not therefore recommend the auctioning of licences.
To the best of its knowledge; the: ‘pricing’ of ‘banking licences is not practised
anywhere in the world. This may be relevant when the ‘principle of reciprocity’ in
international relations is applied by other countries.

(e) The Preferred Option

25.46 On balance, it is the Committee’s view that the Government should not
impose any differential restrictions on foreign banks.!3

25.47  The Committee’s preferred approach is for the authorities to initially limit
the number of licences issued. This of itself does mot imply that only a small
number of licences should be granted. In determining the appropriate number the
authorities will need to take into account the prospective competitive environment
in the deregulated banking system envisaged by the Committee and should
recognise the already significant presence of foreign banks in financial
intermediation in’ Australia. %

.25.48 Such an approach would achieve the desired objectives but avoid all the
problems associated with the other options.discussed.above. Under this approach,
the-authorities would have. a set: of eligibility. criteria to assess applications for a
banking authority from non-residents (see later discussion). These criteria could
not be laid down precisely for the obvious reasons that the weights the authorities

14 This problem would be reduced if the tax was of a once-and-for-all character and had no lasting
effect-on the cost structure or competitive capabilities of foreign-banks; it'is believed such a tax
would be difficult-to devise and apply: Some aspects of this problem are discussed:in Section (vi)

15 Professor R. Snape and E. Kiernan in their separate papers commissioned: by the Committee also
concluded that, on efficiency and competitive equity ‘grounds; there is no reason' why bank
licences.issued - to. non-residents-should- bear-any-additional:- encumbrances: to: those borne by
resident participants. (See AFSI Commissioned Studies and Selected. Papers, op: cit).
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may wish to attach'to each criterion would vary in importance from time to time.
Having been granted a licence, a non-resident bank would: then have the same
rights-as any other participants in that area of business in which it chooses to
operate. Similarly, it would be expected to comply with the same monetary policy,
prudential and other requirements as other banks.

. 25.49 A policy which regulates the number of foreign banks entering Australia
but with no additional encumbrances attached to the licence has the advantage
that:

® jtis relatively simple to administer; it concentrates all the decisions at the
point of entry and on the number to be allowed in;

® the policy is likely to receive international acceptance as, once admitted, non-
resident banks would be treated equally with resident banks; this may be
important in terms of reciprocal treatment to Australian banks operating
overseas;

® it involves least bureaucratic interference with the competitive operations of
the market place: non-resident- banks would be free to make full use of their
expertise in responding to market demands and searching for new business.
Australian consumers would benefit from access to the full range of services
and expertise offered by non-resident participants.

25.50 The Committee accordingly recommends that:

(a) Foreign bank participation in domestic banking should only be restricted
through the number of licences granted.

(b) Banking licences issued to non-residents should carry no encumbrances
additional to those attaching to licences held by residents; both resident
and non-resident-owned banks should have the same privileges and
responsibilities.

25.51 The adoption of such an approach does not obviate the need to assess and
select the eligible entrants.

(f) Local Equity Participation

25.52 The Committee can see little justification, from the point of view of
economic efficiency, for imposing local equity: participation: requirements on
foreign entrants. Limitations on the level of foreign ownership in any individual
bank may inhibit foreign participants from committing their full entrepreneurial
resources and managerial expertise; and in circumstances where suitable local
participation is not forthcoming, it may preclude them from participating
altogether, thus possibly: denying the community the benefits of competitive
stimulus.

25.53 It is also possible that a rigid equity participation requirement might have
the effect of reducing the potential strength and stability of some of the new
banking institutions, especially those who are ‘last in the ‘‘queue’’ ’ in obtaining
Australian- partners. The experience in the non-bank field has been that the
marriage of local and foreign:shareholders has not always resulted in sustainable
arrangements.

25.54 The Committee notes that, to the extent that ‘suitable’ Australian capital
is brought into partnerhip with foreign banks, there would be less of it available for
investment in new 100% Australian-owned banks and non-banking activities.
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25.55 -Furthermore, the Committee does not-see such.rules:as. essential for
ensuring: protection: against excessive control-of Australian financing-by foreign
banks.and non-residents generally: limitations on the numbers entering can ensure
that the overall level of foreign penetration is not excessive.

25.56- In the Committee’s judgment, the granting of a banking licence to a
foreign bank without requiring any local equity-participation would not necessarily
be. inconsistent.-with -present - foreign investment policy.. The  latter requires
evidence of ‘substantial’ net benefits or effective local participation in cases where
the industry is already subject to heavy foreign involvement. Each case must be
considered on its merits. There is at present a very low foreign ownership content
in'domestic banks, and the cost of increasing it may not be as high as would be the
case in some other areas, although that involves some judgments beyond the
charter of the Committee.

25.57 Nonetheless, the Committee recognises that the Government may, on
social or other grounds and pursuant to its general policy of encouraging Australian
ownership of key industries, including finance, wish to set local equity
participation requirements. If so, the Committee would suggest that the policy be
applied flexibly — i.e. without rigid limitations. For example, the authorities could
indicate publicly that, all other things being equal, .they would favour those
proposals that involved local equity participation over those that involved full
overseas ownership.

25.58 The Committee believes that if such a policy were implemented, there
would still likely be an adequate number of foreign banks prepared to contéemplate
partnership. with. Australian residents. Therefore while:the Committee itself does
not: propose. the-imposition. of .local: equity..rules-and views-it as a ‘second best’
course, -it:would-not regard-such action as nullifying the net benefits expected
from the admission of a limited number of foreign banks. This assumes .that the
policy is not applied too rigidly and that successful applicants are then allowed to
conduct a full range of banking business.

25.59 The Committee therefore recommends that banking licences issued to
non-residents should not be subject to mandatory resident equity participation
requirements. At the same time, the Committee recognises that the Government
may wish to take inte account: the prospect:of-local equity participation when
assessing applications from: non-residents for-a domestic banking licence,
particularly when a limit on the number of such licences is envisaged.

(g) Corporate Structure

25.60  Inasituation where local equity is not a mandatory pre-condition set by the
authorities, a relevant question is whether foreign banks.should be permitted to
establish in Australia as branches or fully guaranteed, wholly owned subsidiaries.
(Some prudential implications are discussed in Chapter 19.)

25.61 .. The Committee: understands -that. many interested: foreign  bank
participants have a clear preference for their Australian operationsto be conducted
through a:branch-of the parent-bank. Some suggest this structure offers. some
economic. advantage to ‘Australia' — e.g. because of greater ease with which the
Australian operation can be integrated in the international network.

25.62 .On the -other hand, -it has been  suggested-that competitive equity
considerations might make it desirable for any new foreign bank presence to be
established in the form.of a-separately.incorporated Australian-owned company.
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This is based on the view-that under such a corporate structure, resident and non«
resident participants would be better able to compete equally given the common
‘in-house rules’.

25.63 The Committee is of the opinion, on broad efficiency grounds, that the
choice of corporate structure should be left to the individual institution. However
the appropriate authorities may choose to require a particular structure for
prudential and monetary policy reasons.

(h) Eligibility Criteria
25.64 The authorities will need to develop appropriate criteria for choosing
between applicants.

25.65 The initial choice of a limited group from the large number of potential
foreign bank participants would inevitably be a complex task for the Government.

25.66 The Committee deliberated on the essential economic factors which might
guide selection; the foremost objective is to introduce an added dimension of
competitive and efficiency stimulus to Australian banking. This objective suggests
that the following broad factors would be among those relevant:

@ The long-term prospect of a substantial commercial interdependence of
Australia and the foreign bank’s home country; the prospects for trade, capital
flows etc.

@ The status of the bank in both its home. country and the international
environment; this will have an important bearing on its prospective benefit to
Australia. The bank would need to be of unquestioned integrity (and
appropriately supervised) and the Committee would expect that those with
more broad-ranging operations (both geographically and functionally) would
be ranked more highly than those with less.

® The contribution it might make to diversity of choice, i.e. the extent to which
it might have something new or different to offer.

@ The nature and extent of established involvement in domestic financing
activity in Australia — the assumption here being that those with some local
background will contribute more quickly. to the competitive environment.

25.67 Itis not possible to rank the various criteria because their importance could
be expected to change over time as economic circumstances and the community’s
preferences alter and because some non-economic judgments may be involved.
(i) Timing

25.68 Concern has been expressed about the timing of foreign bank entry. Some,
particularly in the banking industry, while amenable to allowing foreign banks to
compete in due course, believe their entry should be deferred pending the
restoration of a competitive financial system and associated adjustment of the
domestic competitive environment. Others, as.noted earlier, fear a sudden influx
of foreign banks could pre-empt (to some extent at least) the entry of new
domestic banks.

25.69 However, overseas evidence on the impact of foreign bank entry suggests
that foreign banks are unlikely to have a sustained competitive advantage.
Moreover, to delay foreign entry once an in-principle decision had been taken to
allow it .could. create .uncertainty .in .the .banking sector in -the interim and
unnecessarily. hold - up the development  of a fully competitive : financial
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environment: The Committee -doubts, moreover, that -manylocal institutions
would:feel:.confident-enough to apply for a licence in this unsettled interregnum;
they might well prefer to see some of the effects of foreign bank participation
before: entering the market themselves. Thus, it would not seem to be an
appropriate policy résponse to delay foreign bank participation in Australian
banking simply to allow resident-owned banks to be established.

25.70 'The Committee is thus not persuaded that the best course is to delay new
foreign bank entry for some time. Specifically, # does not favour the Australian
Bankers’ ‘Association’s submission that no action with regard to the application of
non-residents for banking licences be taken until at least five years after the
existing financial system is fully deregulated. Bearing in mind, firstly, that some
restraint is envisaged on the rate of access; and secondly, that it will take some time
to plan and implement government policy in this area, the Committee sees no
need for special transitional -arrangements.

25.71 The Committee therefore recommends that the recommended relaxation
of policy should not be deferred.

C. ADDITIONAL QUESTIONS

25.72 Some subsidiary problems remain to be discussed:
@ the role of the two established foreign banks; and
@ the role of foreign bank representative offices.

(a) Existing Foreign Banks

25.73 Consistent with its proposals that the policy on non-resident participation
in banking be liberalised, and that foreign-owned banks be treated equally with
local banks, the Committee recommends that the existing foreign bank groups —
the Bank of New Zealand and the Banque Nationale de Paris — should be given
the option to restructure their Australian operations to enable them to operate
on a similar basis to other new foreign and domestic bank establishments.

(b) Representative Offices

25.74- There is, in the view of the Committee, a strong case for allowing the
Australian representative offices of foreign banks to be restructured as limited
agencies,

25.75 At present representative offices of foreign banks do not formally have a
financing capacity, being restricted to a customer liaison role on behalf of ‘their
parent  banks.  In" practice; however, the' representative  offices have been
instrumental in seeking new Australian lending business financed by parent banks
‘offshore’, and are active in follow-up servicing of established customer needs.
Thus if foreign: bank representative offices: were treated-as agencies of their
parents, with the continuation of the present requirement that they do not take any
domestic deposits, it would more aptly describe if not ‘legitimise’ their actual
function. In terms of the Committee’s recommendations in Chapter 7, such offices
would not be able to undertake foreign exchange transactions for other parties.

25:76 The: Committee therefore recommends that foreign banks should be
permitted to establish agencies in Australia which would be restricted to an
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‘offshore’ lending role, with no authority to borrow on Australian markets or
undertake foreign exchange business.

D. NON-BANK FINANCIAL INTERMEDIATION

25.77 Until 1973 non-residents were unimpeded in their ownership of NBFls and
around the end of the 1960s many took equity interests in local subsidiaries and
affiliates — often in conjunction with Australian banks and other residents with
experience in local markets.

25.78 Since 1973, restrictions have applied. Currently proposals for new or
increased non-resident investments in Australian NBFIs (including insurance)
must either demonstrate the probability of substantial net economic benefit to
Australia or involve an effective partnership with Australian interests.

25.79 As described more fully in the Interim Report!6, non-resident-owned
financial enterprises — particularly subsidiaries and affiliates of foreign banks and
insurance companies — hold substantial shares of the business conducted by
particular categories of non-bank financial intermediaries. Non-resident ownership
is especially prominent in the merchant banking sector where, on an equity-
weighted basis, it accounts for around two-thirds of the assets managed by this
group; in the finance company sector the non-resident share is around one-third
and in general insurance it is around one-third.

25.80 There are a number of developments in recent months which suggest that
the character and relevance of non-resident involvement in non-bank financing
may be under some pressure to change — particularly foreign bank involvement
through merchant banks and finance companies. The forces for change arise in:

® the scope which local banks now have to participate in merchant banks
through majority-owned subsidiaries rather than minority-owned affiliates;

@ the proposed amalgamations involving four local banks may have implicatiohs
for the restructured banks’ continuing involvement in overlapping merchant
bank subsidiaries and affiliates.

25.81 Additional to non-resident-owned businesses of a primarily financial
character, there is of course a substantial involvement of non-resident companies
in Australian industry, particularly in the fields of manufacturing and natural
resource development. These companies are relatively free to borrow and lend on
Australian financial markets at their discretion. Significantly, foreign investment
policy applies less restrictively to the incorporation of subsidiary finance companies
particularly by manufacturing or retailing firms, where the proposed operations are
strictly ancillary to their main business and are not considered likely to have
major implications for the financial sector.

25.82 The Committee has proposed that a limited number of foreign banks be
allowed to participate as fully licensed banks. Nonetheless, foreign banks as a
group will in all probability continue to also have an important presence in non-
bank financial intermediation.

25.83 The Committee has elsewhere in this Report drawn attention to the
efficiency implications of imposing rigid resident equity participation requirements

16 See in particular Chapter 6 and related commentary in Chapters 3 and 5.
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— both in respect of banking (see earlier discussion) and more generally in
Chapter 35. However, it is recognised that there are other aspects for - the
Government to consider. Subject to the above, the Committee has no reason to
suggest any change in present policy concerning non-resident equity investment in
Australian non-bank financial ‘intermediation; this policy tests- proposals against
the prospect of substantial net economic. benefit to Australia. Efficiency
considerations would, of course, form-part: of any such assessment.
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CHAPTER 26: GOVERNMENT-OWNED
FENANCIAL INSTITUTIONS:
GENERAL APPROACH

A. 'INTRODUCTION

26.1 Government-owned financial institutions {(GFIs) have a substantial
presence in.the Australian financial system. Their operations range broadly across
the banking and insurance fields, through the ownership of such institutions as the
Commonwealth Trading and Sawngs Banks, State Banks and State Government
Insurance Offices. In recent years they have also extended Eo a wide range of non-
bank intermediation functions.!. . . :

26.2 While active participants, these institutions do not generally hold dominant
positions, except in quite limited segments of markets — e:g. the Export Finance
and Insurance Corporation and the Housing Loans Insurance Corporation. Some
other institutions, e.g. the Commonwealth Development Bank, are principally
used as vehicles for sectoral assistance.

26.3 The general question of the role of GFls is integral to many of the major
issues before the Committee — in particular, sectoral assistance and competitive
balance — and has received critical attention in submissions.

26.4 The participation of government-owned enterprises in a predominantly
privately owned financial system is not always seen by competing private
businesses as equal competition. There is most concern when government
enterprises are growing faster than private enterprises and this is believed to be
due, at least in part, to special advantages and status attaching to government
ownership. On the other hand, supporters of GFlIs argue that they are often
meeting a demand that is not adequately covered by the private sector.

26.5 GFls may have either a general commercial function (e.g. to enhance
competition) or what might be called a social role {e.g. to encourage activities
which are thought to generate exceptional ‘externalities’? or to disburse sectoral
assistance).

26.6 While in some instances specific social functions may reasonably be given {o
GFls, such action should be very carefully evaluated to ensure that the objectives
sought are being achieved in the most cost-effective way.

26.7 In that context, it is important to review what other options are available to
governmenis for pursuing social objectives. The pursuit of these objectives
through GFls tends to involve a longer term commitment than many other
courses open to government. A full discussion of these alternatives is contained in
Chapter 36.

1 Appendix 12 of the Interim Report surveys the legislative and competitive framewark within
which State and Commonwealth instrumentalities participate in the fpancial system.
*2  That is, yield returns significantly greater than their private returns,



26.8 . The Committee has developed certain principles to assist evaluation of the
commercial role . and : performance . of GFIs .and their impact on. other
intermediaries, They are outlined in this chapter.

26.9: Cha;ﬁ[ers 27-31 examine the role of particular GFIs in the light of the
general principles developed in both this chapter and Chapter 36, - :

B. RATIONALE OF GOVERNMENT FINANCIAL INSTITUTI.ONS .
(a) Considerations of Market Efficiency. - o e

26.10 - Retention of government ownership’' of a financial institution is-only
Justified {rom the point of view of efficiency of the financial system il both

currently. and on reasonable expectations for the future:
(i) it fills a market ‘gap’.by: .. ' i BN L
' @ providing on fully commercial terms an important financial ‘product’ or
facility not otherwise available; or T TR LR I
® enhancing, through its presence, the compelitive environment;

(ii} the market gap would not be filled as.effectively if the institution. were
. pri_vat_eiy_ow_ned; and | S e
(iii) -it represents the most cost-effective method of dealing with the market gap
- .(e.g: it is not more sensible to deal with it through alternative means such as
removal of restrictions on entry or. more. effective oversight of trade
practices}. . C o
26.11 As well, in the conduct of ifs commercial functions, the GFI should

desirably meet the following criferia:
® It should be economically viable, i.e. it should not' require ‘sustained
government subsidisation “and” should yield ‘a ‘normal’ return on funds
invested (after appropriate allowance for ‘any special advantages or
disadvantages associated with public ownership). [t must be'emphasised that
“economic viability ‘is a"desirable but insufficient reason for government
participation: for example, an established GFI may demonstrate managerial,
operational and innovative qualities of a high.order and achieve an adequate
rate of return. but. that alone would not necessarily justify continued. public
- ownership unless it were filling a market gap in the most cost-effective way and
. there were reason to believe its performance would suffer under. private
-ownership. Conversely,.a case can be made at times for retaining, at least
temporarily, a GFI which is not economically viable if it is filling an important
market gap. However, trade-off situations warranting compromise of this kind
would be rare:’certainly the Committee would not favour retaining’in a GFI
“commercial functions which were not economically viable‘in the long run:-
e It should be operationally efficient — when’ put to conventional tests’in
respect of resource use. R L
© It should compete equally or reasonably equally with its- private sector
. competitors. R _ LTI
26.12 - The Committée accepts that, in circumstances where it is judged that the
prevailing -market structure is lacking in competitive’ vigour and therefore
inconsistent with' an “efficient market, policies of competitive - leadership may
sometimes be effectively pursued through government commiercial enterprises.
However, the Committee would expect governments.to:.. S
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@ - exhaust alternative channels for the restoration of a commercial competitive
o enwronment before hawng recourse to competitive leadership; and

® ensure that any leddersth initiatives are implemented with full regard for the
.. need:.to:dchievea: level. of long-term- proﬁtabthty comparable with a
compettt:ve private sector. . :

26.13- If the weight of government patronage were employed aggressively to put
pressure:on established enterprises without. regard for an adequate ievel of long-
term profitability, such action would not be consistent with many of the principles
advanced above; nor would it be conducive to the promotion of an efficient
financial system.{with a reasonable mix of private and government operators).

26,14 At the same’time, once a GFI is undertaking commercial operations, the
Government should not impose arduous restrictions on its legitimate commercial
pursuits; this would be the converse of unduly aggressive competitive leadership
and inconsistent with the apphcatton of normal commercial standards in a freely
caompetitive environment, c

{(b) -Social'and Other Considerations

26.15 ‘In evaluating the gains or losses [rom the continued existence of a GFl, the
Committee has focused. basically on aspects: bearing on the efficiency of the
financial system. It-recognises, however, that there are also other relevant factors
which governments may regard: as important and appropriately take into account.
The assessment of costs and benefits can well change as consideration broadens
from narrow . economic eﬂ‘imency aspects (o, encompass various other
consrderattons Specrﬁcaliy, there is a need to consrder whether '

-] _The GFi is generating specrai econmmic externalttres (e.g. unusual beneﬁts
" to other indiistries, benefits for economrc management ‘etc.) and these arise
- from: government ownershrp per se.’

e -'--The GFEI'is meet;ng cerlam ‘social’ uh_]ectwes (e g channelltng assistance to
Sy parttcular sectors or groups; or provision ofa safety haven for small investors)
©»-and do:ng 50 1n a-cost- eﬁ”ectrve manner:

L The' saIe or hqulddtlon of the GFI, especraHy ata partrcular point of time, may
‘-create  serious - staff - disruption: or transitienal’ prebleéms (w1despread
“** individual hardship, industrial unrest etc). This might sometimes lead to a
different attitude heing adopted to the retentien (at least for a time) of an
““existing GFI from that which: might be adopted to the introduction of a new
Spere et . R -
26.16 While the Committee is able to comment on possible implications for the
efficiency of the financial system, it is not in a position to make ultimate judgments
about the weight that should be given to the social issues. To. th15 extent,
therefore, the Committee’s recommendations are quahﬁed’ '

26.17 This. said, the Committee believes that. in those cases where it has
recommended that a GF1 be either sold or otherwise disposed of:

® the externahtres arising spectﬁcal[y from government ownership do not appear
to) be very sngmﬁcant '

[ “there are generally more cost- eﬂ'ectwe ways of pursurng any socrai or sectoral
-assistance objectives being achieved by the GFI in question; and

e the potential staff disruption is fairly minimal; this is more likely to be so il the
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. GFl were sold as a going concern, or.in some.other way continues to function,
than if it were wound up. .

26.18 Itis only too easy, espec:ally in the financial area, to point to benefits from
a partlcular intervention, since the beneﬁts are:in. many cases specific and visible,
while paying little or no regard to costs Wthh commonly are more drﬂ"used and less
rmmedrately apparent, but which may be no less 1mportant (and 1ndeed over time
could be dominant).

26.19 The Committee is of the view that the onus should. be on those who
support retention. of a GFI under government ownership to demonstrate net
positive; benefits from such retention, The onus should not be on. those who
recommend sale to prove that 1ts contrnued ex15ter1ce rs detrlmental to the public
lnterest

26. 20 Some see sunset Eeglslatron as a way to keep in regular focus the ongoing
benefits of a government enterprise. Under this approach,, precise.. time. limits
would be set on an institution’s existence, and its existence would :be SUb_]BCt to
reaffirmation at fixed intervals following appropriate reviews. While the sunset
legislation concept has some appeal,.the Committee considers it could: prejudice
the viability of a commercial enterprrse if doubts about its continued existence
were so. formally expressed. in legislation. Of course, the. operations ol any
government institution should be subject to regular examination to ensure tllat itis
achieving its Ob_]BCtl\’eS more efﬁcrently than alternatwes available.

(¢) Conclusions

26.21 In the light of the above considerations, the Committee has established
certain principles which it has sought to apply consistently throughout this Report,
and especially in Chapters 27— =31.In respect of the commercial functions of GFIs,
these principles are: -

(a) . Each existing institution should be carefully evaluated to ensure that it is
filling a market gap in the most cost- effective way. and is expected to
continue to do so in the changmg financial environment. In addlt:on, the
conduct of these' commercral functlons shuuld over a period:’

@ be economically viable;
@ be operatwnally eﬂic1ent “and

® not cause market melﬁclencres or d;stortlons as a consequence of
unequal competltmn3 with priyate sector cumpetltors or, more generally,
by inhibiting the development of a vigorous private sector

(b) - Where the conditions set out in: {a) are not substantially met nnd are not
capable of being met, serious. consideration . should: be given to ending
{either by sale as a going concern or: by winding up) ‘the government
ownership of the commercial operation, unless: continuing: government
ownership of the institution.is Judged by .the Government. to -generate
overriding économic externalities: or social beneﬁts ‘which cuuld not: be
achieved more cost-effectively in any other way.: :

(c) Reviews of the range of operations and efficiency. of GFIs should be
. undertaken regularly (no less frequently than every seven years) to ensure
_that the tests under (a) and (b} continue to be met.. L

3 'Measured in accordance with the principles of competive neutrality discussed in the next section.
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(d) ‘New GFIs Should not be established unless’ they meet the tests under (a)
and (b) '

_t;onate for giving GFIs non-commercial functrons is fully discussed
;' where it is concluded that:

he prlmary response in respect ‘of non-commercial policy objecnves should
be the pursuit of those objectives by direct fiscal measmes wherever
= practicable.

(b) Where direct fiscal action is riot practicable the Goveérnment should explore

the possibility of achieving its -non- ~commercial objectives through the
: medrum of pr1vate commercml snstrtuttons instead of through GFls. '

(c) 'In the event thdt a GFI continues to have an exclusive charter to perform

specrﬁc non- commercml functions then its performance should be subject to

" stringent * scrutiny’ and- dlSCipllnES to ensure that these funcuons 1re
conducted efﬁctent!y :

C PRINCIPLES OF COMPETITIVE NEUTRALITY

26 23 The Commrttee beheves that where retention ofa GFI IS_ILlSttflEd in terms
of ‘thé criteria previously: outlined, private and public sector participants should
have equal opportunity to out-perform one another in'a commercial environment,
The market share appropriate to a government enterprise is not somethmg that can
or shouid be predetermlned

(a) Gnvernment Ownershlp and Gunrantees

26.24 * Th¢ Committee'is' mindful that there are special advantages clerrvmg from
government ownership — in particular:

e it'may offer the GF[' a capltai servicing advantage, from belng 'tble lo malntatn

Ca htgher gearmg ratro than its pnvate competrtors and
® itis usually seen as confernng a bnrrowmg status m the market above that of
the general run of private sector orgamsatrons 4

26.25 In regard to differences in capital gearing, the Commlttee beheves that full
capitalisation to the standard of private sector compeutors together with

‘appropriate ‘profit performiance -targets,’ would come closest to' achieving true
‘competitive neutrality. [t would also provide a clearer base from which ‘to evaluate

the costs of the operation against the benefits. The Committée believes that every

endeavour should: be made to overcome any practical difficulties in adopting this

approach. It récognises that the effects on government budgets- -of overcoming
current backlog: capital deficiencies could. be-substantial and for-that reason it may

‘be difficult to avoid phased adjustment over & number-of years. Il such practtc'tl
difficulties: delay- [ull - capitalisation, :then: an: essential interim procedure is to

impute comparable capitalisation and reconstruct the accounts be-fore applylng an
1ndustry based proﬁt performance test. - - SR :

26,26 The Committee ‘believes  that observance - of  the discipline of full

'C'tpztahsatron would not’ be sufficient ‘to-achieve full competitive neutrality; any

gain'. 1n bnrrowmg status arising from public ownership “also needs to be

4 ~In the casc ofsome GFls which do not borrow (e.g, SG]Os HLIC) the advantage of government
i Gwnership es'in the marketing advantage it confers. * o



‘neutralised; This stems, :in-part; from the perceived capacity of governments:to
meet commitments fromgéneral revenue: the:commitment to creditors ofa GFI
may be seen:as extending beyond its own capital resources, whereas in a private
enterprise‘capital normally denotes the limit of the owners’ present commitment
to-meet its liabilities. This advantage in borrowing status may not apply to quite the
same extent, howevér, in industries {such as banklng) where competing prwate
institutions are percewed to have government ‘protection™,

26,27 - Where there is a clear net gain in borrowing status from the government
association; various measures (o neutrallse ihls advamage have been suggested to
the Commrttee "These include: '

Q) the rescrsslon of ; any expllcﬁ government gudrantee

_(ii) more onerous bdlance sheet requ1rements than those Wthh apply to prtva[e
sector competitors;

_(i:ii') the sale of part of the equuy to the general pubitc

(iv) settmg pubitc enterpnses the objectrve of earning a rate of return (on capm[
adjusted for any. differences in gearing as explained in. paragraph 26.25)
somewhat in excess. of : the return earned by.. thew private enterprise
competttors and. : .

{v) the charging of spemﬁc fees in proporuon to total exlernal borrowmgs

26.28 Option’ (i) raises particular problems. While in some cases the grdnt;ng of
an exp!tcnl governrnent guararitee can srgmﬁcantly alter the borrowmg status of a
GFI (especially ‘if it ‘were a borrower in overseas markets), rescission of the
guarantee may not be sufficient by itself to achieve full conipetitive neutralrty with
private. secior: counterparts.. The :Commitiee believes that —: at.least in the
domestic market —.lenders will generally perceive an ‘implicit’. guarantee simpEy
by virtue of the government association. The more crucial issue therefore is the
compelitive impact of government ownershlp per se, wrlh its rmphcatlon of
unllmlted lmbrhty I the event of * 1nsolvency

26.29 The Commmee seesno mer;t in optlon (u) — rmposmon of more onerous
balance sheet requirements.on GFIs — as it would entail the creation of a second
drstoruon m order to oiTset an exrstmg one. .

.26 30 Optlon (111) — the saie of parl of the equ:ty to the pubhc — has no more
Ehan limited appeal from the point of view of efficiency or equity. On the positive
_51de it \may. oblige the GFI to adhere to accounting and .operational. standards
comparable to those observed by private sector institutions and it could be used to
neutralise one of the advamages which government ownershlp may. confer. — the
permitting of a lower capital base. Iiowever it would not effectively.deal wath the
‘borrowing advantage’ derived from part-government “ownership. There are,
moreover, substantial conceptual and practical drfﬁcultres in achievingan effective
amalgamation of private and public ownership — parucuidrly where government is
‘the dominant partner with effective responsrbllaty 3 The nghts (and obhgatrons) of
the private sector. partners bear carefui conmderatron L

5 Wheére the governmént equity holding is clearly viewed as'a tranisitory phase of an instituiion’s
development pending sale of all the equity to private:interests, the difficulties would not be as
great. There are a number of possible situations of this general characler; one is where
government, Having taken or shared lhe mllmllve 10 Successruﬂy eslabhsh an CﬂlCl‘[lI’le is no
longer an’ essential participant,
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26.31 - Inthe optmon of the Committee, the choice rests between options (iv) and
(v). Itis, in essence, a choice between ailowmg the offset to accrue as.an element
of operating: surplus (profit).or requiring it to be deducted before determining the
.proﬁt ‘Fhe' Committee. considers that the advantage arising out of ggvernment
_ownershtp is in.the.nature of a reduction in commercial expense, particularly in the
:cost of borrowing, and accordangly prefers the offset.to be treated as an expense
-akin to guarantee fees. e o .

26.32 It . therefore has a preference_-for. option (v), with .any commercial
advantage - in..government..ownership being assessed and . priced as a specific
operating: expense in proportion to external borrowings. It is appreciated that the
assessment of an appropriate fee must of necessity be somewhat subjective; in
particular instances, advice might be taken from professional financial analysts as
well as from the relevant intermediaries. Market" performance will ‘also provide
some guide.

26.33  No matter which option’ i's adopted, the Committee recognises that the
intrinsic advantages -associated with government ownership may be technically
difficult to neutralise by simple changes in the charter or mode of operation of the
‘GFI; indeed the very presence of the GFI in'the market may discourage new
entrants and hinder the development of dynamlc prtvate lnstltutlons '

(b Profitability _
' 26.34 The Commrttee beheves that m the conduct of its commercral functtons a
GFl shouid strive. to ‘earn a return on capital consistent over ume with the
standards achleved by correspond:ng private ﬁrms

26 35 There may be: practical difficulties in prec;sely measuring the- proﬁtabllity
of the commercial operat:ons of government enterprises.: These include::

® the problem of separating ‘out revenues and expenses- related ‘to non-
commercial funciions conducted in COH_[UDCthn with a commercral business;

@ the virtual impossibility of quantrfymg in all respects the burdens of natlonal
and state policies 1mposed on government owned enterprases and

e complications due to differences in varlous tax 1mpos:ttons

26.36 These difficulties, however, do not detract from the rmportance of
objective assessment of the oper'atior_ial efficiency and management of government
enterprises on parallel lines to those applied to their competitors in the private
‘sector. ‘In" the' Committee’s’ view - this assessment process should involve ‘a
reconstruction of  balance “sheet and revenue statements to adjust for the
differences and facilitate comparison. The Commlttee is not aware of thrs bemg
done in the normaE course at present ' :

(c) Disclosure : : . o o

26 37 The Committee sees it as important that government lnstrumentalttles

should Keep the general public aware of their performance in both the commercial

and non-commercial areas. To this end, and by way of exterision of what was sdid

in the previous paragraph, it would endorse the preparation and publication of a set

of annotated accounts of government financial enterprises which:

® . report separately. on the commercial and non-commercial functions of

= wfgovernment enterprises where -these are both undertaken; and-

o account. for and report those operations on a basis as closely comparable as
posslble wrth competing private enterprises, after. making the necessary
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- ; adjustments-to allow for:any_diﬁ_‘grent-iai tax impositions, other charges:etc.,
- and any differential incidence of policy requirements and procedures.

(d) Conclusions R _ o
26.38 Ini. assessing ‘the impact of government financial institutions: on - the
financial system and their performance, it is important to remember that GFls also
carry out certain non-commercial functions. Issues relating to the latter are
discussed fully in Chapter 36 and briefly in paragraph 26.22.

26.39 The Committee believes that where a GFI is to undertake commercial
activities in competition with private sector institutions, it should be on the basis of
fair and equal competition. The advantages flowing from government. ownership
should be fully neutralised. Otherwise the financial system will not function
efficiently. The Committee therefore concludes:

{(a) In. all. essential respects,.. including capitaliéation and'prnﬁtalﬁlity

(b)

(©)

(d)

{e)

it

.- objectives, taxes etc., the operations of GFIs should, as far as possibie, be

placed on an equal footing with those of private sector competitors. -

If there are henefits in terms of bnrrowihg'Status arising from povernment
ownership (whether there'is an explicit guarantee or not), these benefits

~should be assessed independently, priced as a fee and treated as an

assessment must he recognised). B RO

If practical difficulties delay full capitalisation, then a. comparable
capitalisation should be imputed before applying an industry-based profit
performance test {see below)}.

If it is not practicable to achieve equality in operating taxes ‘ete., the
differences Sho_uld be noted in the accounts of the institution.
GFls should be expected to: ) . . . o .

© conduct their commercial functions so as toreturn an average long-term

level of profitability similar to that of their private sector competitors

~ (subject, of course, to the provise that industry profitability is not

excessive), after appropriate adjustments to the GFIs’ accounts (e.g. for

any gearing, tax etc, differences that have not been  explicitly

operating expense; . (however, the imprecise character of any  such

eliminated) to make the comparison meaningful;

" '® pay a comparable rate of dividend.

(®

\ @®

Subject to meeting the above primary objectives, the commercial activities
of GFIs should be no more fettered or subject to government interference

than private sector institutions undertaking similar activities. "
To assist meaningful comparison as far as possible, GFIs should account

‘separately for their commercial and any non-commercial operations (the
“‘target’ return  mentioned in (e} applies only to" the commercial

operations). Where the two operations cannot be adequately Separated, the
notes to the commercial accounts should show the benefits and costs to the

institution stemming from non-commercial rights and obligations bearing

-.on the GFIs’ commercial results.
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CHAPT ER 27: GOVERNMENT-OWNED
COMMERCIAL BANKS AND OTHER
SH‘ TAKENG INTERMEDIARIES

A"._' i 'INTRODUCTION

27.1  This chapter is prtmarrly concerned with ﬁnancrﬂl institutions owned by
Alstralian:Governments ‘that- conduct ¢commercial’ general banking operations.
‘However;-in recogmnon of:recent developmeénts which have seen governments
emerge ‘as owners or patrons of:non-bank: deposrt-takmg intermediaries such as
building -societies and ﬁnance companres near_ bank’ operattons are consrdered
along with: generaE banking.- : N CRRE

27, 2 The aim is 1o consrder whether inthe Irght ofthe broad pollcy gurdelmes set
out in the previous ‘chapter, continued pub]lc ownershrp ‘of existing government
banks and other deposit-taking mstltutrons 1s Jusuﬁed and 1f 50, the approprrate
basrs of therr contmued Operatlon : '

B. ROLE..:

{a) Commercral Role

27.3 . Government-owned banks are seen as suppiementlng the ﬁnancmi service
facrlrtres provzded by the pr1vate sector For example they oﬂ'er

° deposrt facrlrties wrth a very, hrgh safety ratrng,_they may thus convementiy
.~ provide a unrque produet 1o, very. risk-averse  investors; all bank deposits,
- however rece:ve some protectron under the Bankmg Aol

(3 competition for banking-business.in particular areas, ¢.g. retail banking; the
' potentra! for government banks to provide services.on reasonable commercial
terms may check any. tendency for a domrnant market posrtron [o be expEorted

-2‘7 4 The Commtttee aEso recogmses the potentlal for government de‘lkS — on
.their own initiative..—-to.give.competitive leadership:in: an ohgopohstrc industry
where yvigorous. competltton might be sometimes lacking, For example, in the area
of money. transmission services, srgmﬁcant changes are taking place in technology
and partrcrpatlon and a competitive leadership role for government banks may be
beneficial. during, the interim period. untit the competitive structure is Fully
developed (see Chapter 23). e SR

27.5:Inthe present ban kmL environment, recent[y characterised by merger and
_ratlonalrsatlon a change in ownership of government banks might open the way
fora srgmﬁcdnt compeltitive gap to develop in a few areas — at least for a period.!

] lt is true llmt a privately owned Commonwealth Trading Bank might compete just as vigorously
5 it does now; nonetheless, there is the possibility that the overall competitive climate could alter
significantly.
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27.6- = However; the Committee believes thal such’a risk would b&‘minimal if'its
recommendatrons on controls, regulations'and-entry restrrctrons were adopted and
were given time to operate fully.

27.7-In the long-term competitive environment envisaged by the Commitiee,
government-owned: deposit-taking institutions ‘should not ‘be needed to' fill any
important market gap — leaving aside socla[ externaht[es The basis for this v1ew is
drscussed more fully in Chapter:32.

27.8 There is, however the presentdnd lherntervenmg peraod It may take some
time for freer entry and reduced regulation to make their full impact. It is also
possible:that; at least initially, the changes recommended by the Committee will be
more eﬂ'ectrve mn generdtrng new competrtlon in some areas than others.?

27 9 The Commlttee conciudes thdt ‘once 1ts recommendatmns (especmliy
those bearing on the competitive structure nf bankmg) have been implemented
and their full effects have been felt, there. would, on present indications, cease to
be justification on eﬂicrency grounds for continued government ownershlp of
‘banks. The Government should review the efficiency implications at that stage,
given the potential: a povernment institution has for disturbing competitive
balance.

27.10 There seems to be less of an efficiency case, even in the short term, for
continued government involvement in other (non-bank) financial activities, such
as those undertaken by finance companies. The Committee accepts that it may.be
necessary, on cornpetmve neutrdllty grounds for a government bank to operate i
non-bank subsrdlary or associate in order to compete eﬂectrvely w:th private
banks. However given a much Iess reguldted environment, and assuming that the
Commrttee s .recommendations _concerning consolidation of the elements of a
banking group operatron in the administration of prudentldi and other regulatrons
are adopted, it 1s un[lkeiy T.hdl thls 1ssue w1li be 1mportant

(b) Social Con51deratwns - .
27, 11 Of course, governments will w:sh to ]ook beyond issues of eﬂicnency

27. 12 " They have. traditronally accepted a broad- ‘ranging responsrblllty to ensure
‘that the community is reasonably provrded wrth essential services such as transport
and communication. D1rect government partlcrpatron in banklng has for many,
the same overtones. :

2713 There is the very real question of social externahtres assoczated w1th
bankrng and the right of every government to decide the dpproprlate weight'to be
given fo these. For example, there are sensitive issues concermng the provision of
‘banking services on an Austraiia wide basis and in partrcular in remote locatrons

such issues could assume greater significance if a changed reguiaiory environment
were to induce private banks, for sound commercra[ reasons, to w1thdraw in part
or in whole, these services.

27.14 Public sentiment and opinion will brrng further 1nfluence to bedr and the
Commlttee is mmdful of “all of these eEements It recogmses that the

..;For example, the level of interest; by. potential entrants, in.establishing new retui]. banking

- Tacilities does not appear 1o be as strong as that shown in respect of wholesale and other areas of
banking; L,overnmen% banks with a remll base _may wei[ be needed I‘or some lime lo enhance
competition in that area.

s
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Commonwes}th Government. (and other governments) may wish to maintain a

here are;’ some further specaal pollt;cal factors which. may influence

. nments to conduct bank and like operations. The Australian Constitution left

'::ISSLIGS concerning: state banking within the jurisdiction of the States and the

‘ownership of banks by state governments undoubtedly bears on their capacity to

~-influence state economic development somewhat independently of the
i Commonwealth Government and narrow commerctal considerations,

27.16 Even at the national level, the ﬁnancml and economic mdependence of the
Federal Government within the Constitution may be enhanced by the existence of
the Commonwealth Banking Corporation; the legislation, for instance, requires
the board of the Corporation to direct its policy {and that of member banks) to the
greatest advantage of the people of Australia and have due regard to the stabtllty
and balanced development of the Austrahdn economy

27 17 AEI of that Sdld the. Commlttee addresses 1tse[f to: the related issues. of
v:ablh_ty_and operational efficiency and especially, of competitive equality. -

C' VIABI‘LITY AND OPERATIONAL EFFICIENCY

27 18 ‘Given'that government mvolvementm financial mtermedlatlon is justified
‘on market efficiency or socidl grounds, it is also important that in the long run, the
commercial business conducted by government banks be economically viable and
operationally efﬁment Ideally; in assessmg the perforrnance of government banks,
any “‘burdens’ or privileges arising from government owuershlp should be
identified and ‘costed’ and approprtate adjustments made o

27.19 1t is not however possrble to make hlS[Ol’lCEl assessments on such a basis.
The accounts of government banks typically do not quantify the burdens and
privileges attendant on:government ownership. In. may instances the intrusion of
public policy influences into basically commercial enterprises is neither obvious
nor can it clearly be measured from the published accounts; differences which do
exist may simply reflect a different commercial orientation. This ‘point is taken up
again later but here it is important” to stress that substantial and persistent
differences in the balance sheet structures of government banks; as compared with
.private banks, necessitate adjustments to costs.and revenues to make meanlngful
compansons of proﬁtab;hty : :

27.20 The accounts of banks as a group have, in the past, generally not measured
up to the standards of" disclosure required of, or made by, most other public
companies. In part:cular it has been the practice until very recently for banks to
‘maintain ‘hidden reserves® and, in that general’ context not to dlsclose property
values, provisions for doubtful debts etc.

'27.21" These ‘specific shortcomings of ‘banks’ published accounts™ have less
relevance now but in terms of the absolute standards of disclosure which would be
required to enable accurate comparisons of efficiency, the published accounts of
banks (and for that matter other corporations) are still deficient in some respects.
‘For-example; the accounts of banks are highly aggregative and do not readily
‘permjt ‘a’ functional’ analysis of the costs incurred and revenues earned. The
Committee understands that some information of this character is reported
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confidentially to the Reserve Bank by individual trading and savings banks as
required under the Banking Act in terms of Statutory- Forms C and H. The
Committee sees a case for these statistics {o be pubhshed for reportmg banks as a
group.? .

27.22 There are also difficulties in attemptmg to reconstruct the fnancial
accounts of the ‘pure banking components’ of the various banking groups to put
them on a consistent and comparable basis. Some of the dlfﬁCUltlES include:

dlfferent.approach_es to the.ownershlp of and_ accounting for fixed assets
(banking premises and related real estate) and to the recorded valuation of
such assets;

SIgnlﬁcantIy dlfferent capltal structures and consequent gearmg ratios;

inability to readily and totally separate pure trading and savrngs bank assets
and profits; . . .

varying degrees of sub51d1ary, sub -subsidiary and assocrated company and like
relatlonshtps with non-bank intermediaries;

varying degrees of ‘off balance sheet’ business in the f'orm of brits endorsed,
performance and other bonds granted letters of CI‘Edlt forward exchange
contracts etc.; '

different approaches to provisions for doubtfu] debts and deferred liabilities
such as. staﬁ' pensron schemes etc.;

state geographlc boundartes and the rncndence of concessronal loans by the
Commonwealth Savmgs Bank under * partner—states agreements’. etc.; and

inability to measure non-commercial influences and impacts.

27.23 Because of these inconsistencies and difficulties, the Committee found it
could not make meanmgful measurements and comparrsons

27 24 The Commuttee also notes. that

The elﬁcrency with - which. a: government tnstrumentairty pursues its
objectives is' not always reﬂected 1n tts ultrmate proﬁtablhty Relevant

@ whether the geographical spread of the branch network of government
banks entails" a dlsproporttonate number of less proﬁtable branches in

® whether the decision to confine the business of * state banks to the one
state rather than having them operate nationally under the Banking Act
places them at an advantage or dlsadvantage compared with banks
operating in the national market;

¢ to what extent government banks are ‘slow’ to raise lending interest rates,
through a reluctance to set the pace of events which may be unpopular;

© whether government banks benefit in terms of ‘market acceptance and
usage from being the vehicle for the disbursement of funds on

)]
questions dre:
re mote locations:
and
3

The case for such publication is stronger il, us proposed, banks were Lo continue to have unigue
privileges in respect of the provision of domestic and international payments system services. The
past concern about possible effects on confidence ol depositors is acknowledged but given the

. development of financial markets this has become less ol an issue.
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..concessional terms;. {e.g..do a d:bproportlonate nurnber of rec1p1ents of
“reliefl funds’. bank with government banks?}, . Gl

(i) Teriss otowells p[aced to -assess - what: would be a norrnal’ or proper’
. commercial return on a banking sector investment in Australia in a fully
S competmve environment as_that environment has not existed; private
" commercial banking does seem to have been highly profitable in recent yéars
~““compared with most other industries (see Chapter 32); it 'may well be
. “consistent with econiomic efficiency for government banks to operate ‘less’
-’proﬁtably {as might seem 'to be the case) than the average The questlon ol
“competing ‘equally may then arise. ©

(iii) 'Any comparisons between private and government banks must have regard

for-differénces in'the character of ‘their business‘and in some regards the

--composition-of their-assets. For example, the: commercial Commonwealth

Banks have a heavier component of savings bank business — the distribution

of business being two-thirds savings banking and one-third trading banking.

For the major private banks the proportions are approx1rnately the reverse,
This d1ﬁ"erent mix of business has consequences for proﬁtabrlny

B '@ as to the interest cost of deposrt liabilities: the proportion of non- interest-
bearmg current account deposits held by the Commeonwealth Banks (15%)
_ls about half that of the major private banks (28%);

& gs to earnings on assets:? the Commonwealth Banks holdlngs of publrc

sector securities (including cash and deposits with Reserve Bank) as a

proportion of total "Australian deposit liabilities, at 40%, are some 9

"+ percentagé’ poinfs- hrgher than their private sector counterparts (31%);

their holdings of savings bank-loans-(predominantly for housing)-at 29%

~are some 10 percentage points higher and therr holchng of * tradmg bank’
” 'loans some 26 percentage pomts less '

@ on balance these Factors, werghted accordrng to relatwe 1nterest costs pald
and yields received, could result in the Commonweaith Banks having a net
domestic.intermediation:margin:significantly less than their major private
. bank:counterparts;.even so: the significance.of this difference .cannot be
fully evaluated because it is not possible to make proper allowance for any
..associated differences in demand. patterns for, and pricing of, transactions
.;.5ervices on trading and savings bank accounts. More- generally, it is not
“clear to what extent the differences flow from commerc1a1 decisions by the
. Commonwealth Banks and to what extent they are a consequence of their

: _'ownershlp

4 . The composition of the major banks® principal Australizn ussets, al June 1980, as  percentage of
N thelr tolal Auslralmn deposn itaballnes was;

Commonwealilt Privare
Banks banks

Public ‘sector: securities: (including. cash and . . : o :
‘deposits with Reserve Bank). . . . . . S o o400 ) 3l
Savings bank loans (predummdmlyhousmg) o 19 ) o 19
Trading bank loans and sdvances . ) 9 . . 35
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D. COMPETITIVE NEUTRALITY

27.25 Concern about the operatron of government owned banks and other
commercial deposr[ takrng intermediaries . centres on the issue’ of competznve
mequa[lty It is clarmec[

e firstly, that in some key areas — e.g, trading banking - government hanks
have grown faster than their private sector counterparts; and

@ secondly, that a major reason underlylng that faster growth is thdt they
compete ‘unfairly’.

27.26 These issues are intangible to some degree and the Commrttee has
generally elected to develop appropriate standards and ‘practices for the future
rather than to undertake a complex, detailed review of past performance.

27.27 Nonetheless, in order to give a broader perspecnve the Commlttee
consrders it 1mportant to examlne

e how the relative lmportance (growth) of government deposrt taklng
institutions has changed in recent years; and

® whether there have been competmve advantages ansing from ownershrp by
government

(a) Relative Growth

27.28 " Questionsabout changes in the relative importance of government-owned
banks and other deposit-faking institutions inevitably raise” issues about the
appropriate basis of assessment both .in respect of the range of . institutions
considered and the time span over which the assessment is made:

27.29 It was noted i in the Interim Report in the context of ¢ ‘ownership and control
of financing operatlons (Chapter 6) that over the three decades or so to 1979 the
proportion: of the total assets of all financial institutions held by government-
owned financial institutions declined from about one- quarter to a little more than
one-fifth;” if the focus were confined to deposit-taking institutions then the share
held by governmen[ mstrtutrons6 declined even more Substantraily frorn 43% to
26%. : _ L i

27.30  In respect of I::anks and bankmg groups, the stat15t1cs7 show that over the
three decades to 1980:

() ‘the relative :mportance of government banks, measured.in. Ierms of .all
domestic bank deposrts decilned margrnaiiy from 45, 4% in 1950 to 44, 1% in
1980,

(ii) - government tradmg hanks 1ncreased the;r share of all. Australlan tradlng
bank deposits from 9.8% in 1950 to 30.8% in 1980, while government
savings banks’ share of all savings bank deposits dechned from 98.0% to
60.1%; .

(iii) in respect of government banks, the share of Australian bank _de'p'osit:s' held

- 'by the Commonwealth Trading ‘and'Savings Banks declined from 29.8% in

5 “Interim Report; pp. 1856, S e : B : : :
6  Relerence to povernmeni msmunons means msnluuons owned I:Jy Aus!mimn governments
State or Commonwealth.
T Deétailed statistics on' changing markez shures are presemed at TdbEBh 27A1 lo 27A 4 of the
. -Appendix to this chapter. ; : RN :
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1950 to 27.7% in 1980, while the share held by banks owned by State
governments. mcreased from 15.6% to 16.4%:;

(iv) if the perspective is broadened to the relative growth rates of consolidated
" banking groups” — i.e. including overseas business, the business of
subsidiaries etc. — then the compound annual growth rates of the three

' -groups overthe three decades to 1980 were:

o major pnvate banking groups 10.2% p.a;
' e Commonwealth Banks Group 9.3% p.a;
e state banks 9 0% p.a.

Over the past two decades the average growth of state banks as a group has
éxceeded that of the Commonweaith Bank- but remained below that of the major
private banks.

27.31 In the broad sweep of financial sector developments over recent decades
two changes stand out as factors tend:ng to reduce the importance of government
financial institutions:

@ the entry of private banks into savings banking, which until Ehe mid 1950s was
~ almost exclusively conducted by government banks; and

@ the rapid development of non-bank institutions such as permanent building
societies, finance companies and merchant banks; until recently, government
banks did not diversify their operating structures to the same extent as their
pr1vate bankrng -group. counterparts

27 32 Some government banks have recently formed non-bank subsrdraries (e.g.
CBFC) and otherwise associated themselves with non-bank intermediaries (e.g.
the Rural Bank of New South Wales and the Rural Building and lnvestment
Society). This process of diversification will undoubtedly assist the relative overall
growth ‘of government banking groups. At the same time, changes in the
regulatory. environment. may enable the balance sheets of banks, including
government banks, to grow relatively fast in their own right.

27.33 - In'summary, the secular trend has been for government-owned deposit-
taking institutions to decline overall in relative importance. Future developments
are naturally uncertain but the possibility cannot be ruled out. that the relative
importance of government-owned deposit-taking institutions will increase. The
Committee attaches no particular significance to changes in the relative
importance of ‘government-owned institutions’ of itself; if their’ presence in the
market were justified (in terms of the prrnc1ple5 enunciated earlier in this chapter
and in the previous chapter) then provided they compete fairly and operate
efficiently therr reiatsve rmportance should prOperly be determmed in the market
pidce : TR

(b} The Competltlve Advantages

27.34  Some private banks (and other private mtermedranes) have submitted
that government banks have less incentive to efficiency and enjoy competitive
advantages stemming from:

@ capt;ve business which gives government banks some elements of monopoly
power in particular market segments;

@ less pressing obligations to make a full commercial return on the commitment
of capital (actual and implied); this, it is claimed, helps them to compete
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‘aggressively with private banks which must have adequate regard to servicing
their'shareholders™ equity; : L R SRR

® in'some instances, special treatment in respect of taxes, stamp duties, charges
EtC.; . B . s

® - in the case of state government-owned banks, no formal obligation to observe

- the banking and monetary policy requirements imposed- on national ‘banks

‘and; cerfainly in'some cases a{ least, greater flexibility as to responses to such

requirements.

27.35 In defence of their position, the government banks argue that: B
© government ownership imposes obligations as well as benefits (e.g. see
paragraph 27.24); . . : : _ T o
© there is no evidence that government banks enjoy a substantial advantage in
market borrowing status by virtue of their government ownership and
solvency support: the authorities afford some protection to bank depositors
. generally and the community perceives no major differences, in terms of
protection, in banking with a government bank or one of its affiliates;.
e while government banks are often. exempt from specific taxes and.charges,
they generally make contributions to government revenues which are in
essential réspects equivalent: B o
®  as far as state government banks are concerned: _
— they. must conform. with -the economic. and other policies. of the
governments which own them;. e B
— this fundamental difference notwithstanding, they do in practice generally
observe national- banking policy where this is not inconsistent with their
obligations to state governments; - . S S
~ in not operating nationally, their potential market is restricted and this is a
disadvantage. S . .

(e) .F_uturéSt'aI_l_dz__i_'l_'_ds'al_ld Practices N o o
27.36 This debate has led the Commitiee to examine possible operational
guidelines to enhance competitive neutrality. :

(i) Capital Structure and Operations _ _ _ .
27.37 As indicated in the previous chapter, the Committee is firmly of the view
that - government-owned: " financial: institutions: should; in--thearea-of their
commercial'business, be required (o operate on an ‘equal footing with their private
sector counterparts: Applied to government banks; this means they should fully
capitalise their commercial operations, set operational and profitability targets and
openly account for ‘their activities' in* & way which - will “enable ‘an objective
evaluation of their commercial efficiencyand competitive position..

27.38  Whether, in addition to meeting those operational requirements, they
should pay a fee to ‘government to’ offset the borrowing-status advantage of

government ownership is a difficult issue. o R _

27.39 In view of the provisions of the Banking Act, which impose particular
responsibilities on the authorities with regard to protection of the interests of all
bank depositors, it is highly unlikely that government banks derive significant
borrowing advantage from their parentage (at least on the domestic market)
whether - their. obligations are explicitly guaranteed or not; nevertheless some
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conclude that.a.degree ot"advantage {albeit slight) exists .— as government. credit
should be regarded as the best in the land. If this view were 10 be reflected in the
market, the Committee would deem it dpproprlate for government banks to be
charged some fee for that ‘advantage.

27.40 In respect . of .. government- owned, - non-bank. deposit-taking. inter-
mediaries, ‘the borrowing advantage- relative to prtvate sector counterparts seems
tobe clearer and greater. The Committee is of the view that the benefits which flow
from government ownership should be explicitly priced and fully. charged for.

27. 41 Non-bank deposit-taking institutions with a government association short
of outrlght control may also have competitive advantages arising from the
relationship.”If after careful ‘assessment this is so, then these advantages could
'sr_mtlarly be neutralised by the imposition of a fee payable to government.? -

'27.42" The borrowrng activities of government -owned commercial banks have
been exempt from the obligation of Loan Council approval. In Chapter 12, the
'Comm;ttee recommends that publlc duthor:ttes shoutd only be free to borrow
without such approval if they are ‘considered to be subject to full market
disciplines, they compete equally in all respects with their prtvate counterparts and
thelr borrow;ngs are not guaranteed by government :

27. 43 The Committee’s genera! preference would be for these condltaons to
apply to government-owned commercial banks and For existing povernment
guarantees (where applicable) to be formally rescinded. The Committee
acknowledges that removing existing guaranteés may not be a'realistic option in
many cases, at least for a time. Nevertheless, this step should: be carefully
considered by respective governments-for implementation at an appropriate time,
For: any. -new government. commercial - financial - institutions- that. might be
established the Committee envisages that: its borrowings- would not be ‘formally
guaranteed where such borrowings are exemplt from Loan Council approval.

27.44  The Committee therefore recommends that:

{a) The commercial operations of government banks and other deposit-taking
- institutions should be planned with the objective of earning a return on
“* equity comparable over time with that earned by prrvate banks {(after

appropriate adjustments for any capital and/or gearing differences).? A
comparable rate of dividend should also be paid. The performance of the
IllStitl.lthl] should be evaluated period:cally on that basrs '

(h) Every endeavour should be made to ensure that government banks and

- - other -commercial: deposit-taking: institutions are fully capitalised to the

- standards: of their private sector counterparts. {(Such adjustments as may

be - necessary - should be made:-as - soon. as. possible.. Pending:.these

_adjustments, it would be appropriate to- 1mpute comparable capttallsatlon
when setting and measuring profit targets and performance.)..

(c):  Any net saving. in operatmg taxes (income tax, stamp duty, local

government rates etc.). arising out of government ownership, after

~ . deduction of any ‘equivalent’ payments made to government, should be
. noted in the annual accounts of the institutions in question.

.8 As E t,eneral pnnctple the Commsttee "does not favour sueh partnershlps ol government and
R Drivate enterprises (sec Chapler 26). :
9 rAnd subject to 'the proviso that industry. prohtabrhty is not excessive (see Chipter 26)



(d) .. A special fee should be paid to the appropriate authorities by government

. .deposit-taking institutions to. neutralise any advantages in borrowing
... costs (reflected in the market) arising from government ownership.19 .

(e) ..In all other respects government-owned deposit-taking institutions should

- be treated similarly — in respect of their commercial operations — to their

~ private sector counterparts. The effects of any non-commercial operations,

as-well as-any operational constraints imposed :by their government

owners, should be noted in their annual accounts. S

(f} Subject to the above conditions being.met, government banks should
. - continue to be exempt from Loan Council requirements, but on the general
.-, understanding. that. borrowings would not be explicitly guaranteed. -

. unless they already have such guarantees and it is not considered practical
to withdraw them, [

(i) -Commonwealth Banks Act

27.45 . The Commeonwealth Banks Act (and its Regulations).contains a number of
provisions which do notsit:comfortably with the operations of the Commonwealth
Trading and.Savings Banks as commercial institutions; nor with the Committee’s
proposals for the Commonwealth ‘Development Bank. The previous section
suggests that removal of the general guarantee granted in s.117 of the Act be
considered at an appropriate time. Some other particular provisions are discussed
in other chapters (s.56 is discussed in Chapter 37, o

27.46 In Chapter 26 the Committee recommends that the commercial activities
of GFIs should be no more fettered or subject to government interference than
private sector institutions conducting similar activities. Given that, the Committee
questions whether some provisions of ‘the' legislation remain’ appropriate; these
® the provisions set outins.11 ands.13 of the Act relating to liaison between the
Government and the Bank and the resolution of any differences of apinion
. between them; DR _ :
@ .the ex officio position of the Secretary.of the Treasury (or his: Deputy in lieu)
~-on. the. Board of .the Corporation and. his eligibility. for membership. of  the
- :Executive Committee of the Commonwealth Savings Bank (but not the
. Trading or Development Bank);. = . . .. S ek e
@ - the detailed specifications of conditions of service in Part VIII'of the Act.
27.47 The Government, like the owners of any corporation, appoints the board
members’of the. Corporation. Similarly the Act provides :for annual. reports,
financial statements and- Auditor General’s reports ‘to ‘be made-to the Treasurer
and Parliament. - =« oo Criplriens g i s D
27.48 It is not clear to the Committee that the nature of the Bank’s operations is
such that Treasury- oversight on behalf ‘of -the Government ‘requires, “or ' is
consistent with; the Secretary to the Treasury having an:ex ‘gfficio seat on the
Board. Not.only is there the question® of the -consistency of the Secretary’s
departmental role with his responsibilities to a commercially oriented organisstion,
butthere is'the'question also of consistency concerning His role as a member of the
Board of the Reserve Bank, which the Committee has recommended should
continue.

10 In the case of banks, see puaragraph 27.39.
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27.49° The Commiittee understands that the Secretary to the Treasury is excluded
from-thie‘Executive Comimittees of the Trading Bank and Development Bank but
not from' that of the Savings Bank. The Committee believes that the Secretary, if
he:-remained :as::a -Board :member, - should. be: excluded -from: all :Executive
Committees; :(There might- be justification.for him being involved with such a
group for the; Development Bank while it maintained a predominantly social role.
However in terms of the recommendatmn in Chapter 28 thls would at most be a
transntlonal phase.) G : o S :

27.50 Similarly, s.11 and s.13 of the Act may have appi;cablilty if the Corporation
were filling predominantly a‘sectoral assistance or some other social role. That is
not-'the role the Committee envisages for the Corporation and it sees these
provisions ' as- raising the polentaal for "undue’ intrusion- into the “commercial
operations of the Bank. The Committee suggests the Government rest its
over51ght on more general reporting requirements.

27.51 There are a number of provisions:of Part VIII and in the regulatlons to the
Act which on a strict interpretation could fetter the Corporation-Banks in. their
operations in a competitive: environment.!!. The Committee suggests that such
formal and detailed. legal documentation of these matters be - reviewed. .

27.52 The Commmee recommends that the Act and 1ts regulatzons be rewewed
In particulac;

(a) Sections 11 and 13 of the Commonwealth Banks Act be repealed

(b) ‘Sections 14 and 16 be amended to exclude the Secretary to the Treasury
from the Board of the Commonwealth Bankmg Corporatlon. o

(é) ) The Act generally be amended to estabhsh arrangements between the
Government and the Corporatlon fully consistent with the conduct of a
basmaliy commercnal operatlon

(m) Conformlty w:th Natlonai Banking Polrcy :

27.53 - ‘The Committee feels that the principles it has expounded above, including
those specifically:with regard to the Commonwealth Banking Corporatlon have
equal relevance fromthe point of view of efficiency for banks and deposit-taking
organisations owned :bystate governments and it hopes they consider their
implications sympathetically. One related issue that was raised a number of times
before the- Committee was the extent to which state banks conform to national
_bankmg pohcy

27.54. It was not posstble for the Comrmttee to make an absolute Judgment on
whet_her state - banks-as. a group or individually: had -reasonably complied- with
national banking policy, and whether their performance in this respect conferred
any competltlve advantages

27. 55 The dlfﬁcultzes in. the way of such Judgment are of two- kmds First!y,
because of the different operational structure of private and government- bankmg
groups (the former typically owning a number of non-bank intermediaries)- it is
inappropriate to single out one aspect of an interrelated whole — such as trading
bank advances outstandmg —in order to assess comphanee wnh national banking
policy. : . C .

11 For example, the regulation fermally permitting the Commonwealth Savings Bank lo require up
0 one month’s noiice of withdrawal from ordinary savings accounts.
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27,56 .Secondly, there is the question of policy influences originating from the
state. government . parent which may reasonably differ, from and override_the
preferences of the national monetary authorities. The Committee makes no
judgment about the appropriateness of different emphases in state and national
banking policy but simply observes that for the most part any policy requirements
and- influences of state governments that conflict with national monetary policy
should be disclosed in the accounts of the respective government banks. '

(iv} Government Pafronage B _ o
27.57 There was reference in some submissions to government banks having
exclusive rights in certain markets. Examples cited included: school banking
facilities, government authority accounts, and post office banking facilit_ies.
Scho_olb_anki{ig._'_.__. o - _ i o _ o
27.58 .In.some:states government banks have exclusive access to government
schools in.the provision, of account-keeping banking facilities for school children.

Private schools, on the other hand, are generally free to offer access to whichever
bank or banks they choose, that choice being a matter between the school

authorities and their clients. =~ : _ _ _

27.5% In justification of exclusive access to-government schools, it has been

pointed out that; . o _ : :

® . these arrangements are generally long standing and pre-date the establishment
of the private commercial savings banks; and : : c

@ “the ‘benefits™ of ‘providing school banking facilities may be tenuous and long
term while the ‘netrunning costs could be substantial, - ' SRR

27.60 Nevertheless, the case against freer and more open cdmbé[itibn' needs to
be exceptionally strong to warrant present restrictions, given that:

@ school children, like other consumers, stand to benefit from competition — in
this case for the school banking accountsyand oo o

® agreater degree of competition presently exists for the right to providg's_chOQl

. banking facilities in private schools and has not been objected to. - R
27.61 The Committee believes that as far as possible there should be freedom of
choice and competition for the right to provide banking or.savings. facilities to
school children within the school environment, although it is realised that in some
instances wider contractual commitmeénts may be involved, €.g.in Queensland the
State Government has agreed to enhance  the position 'of':the'-C:ommOn_w_eallh
Savings Bank in return for certain benefits. _ . T A S
27.62 The Committee therefore récommends that; where possible, the relevant
state authorities should: ~ S
© allow the children of state schools freedom of choice in respect of the

provision of school banking facilities; or o _ ' -
© if it is desired to Testrict the number of banks, establish a system of open
and competitive tendering for the rights to provide banking facilities to

children in state schools.

Government authority banking business

27.63 The Commiltge understands that governments do not generally direct
their authorities and affiliated business enterprises. as to the conduct. of their
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bdnkrng bus;ness “the” same  time ‘it ' is apprecrated that - particular
bankermcustomer relatronsh;ps could gnve the 1mpressron of be;ng captrve
busmess '

27. 64 Whrle not proceedrng toa ﬁrm recommendanon on the banklng busmess
of: govern_m_en_t authorities, the Committee. nonetheless concludes. that: public
enterprises:desirably should be free to choose on the basis of .cost factors. It is
recognised:that considerations other than cost may sometimes enter into decisions
to conduct public authority banking business with government banks, however, it
is belreved by the Committee that the full cost 1mp§|cat:ons of any such restriction
should be assessed ancl revealed S0 that the decrstons can be properly evaluated by
the pubiic '

27 65 Two related matters are treated elsewhere in thrs Report

e - the question of the terms and conditions on which governments may bank

- with the Reserve Bank and the exclusivity 6f the banking relationship between

~'the’'Reserve: Bank ‘and the Commonwealth Government rs drscussed rn
Chapter 2, and s -

® the suggestton that the Commonwealth Government may pEace deposrt funds
with commercial financial institutions temporarily 'to alleviate seasonal
liquidity fluctuations is discussed in Chapter 6. . I ST

27.66. The Commitiee has not otherwise concerned ijtself with the choice of
b_ank1r_1g arrangements by stale' governments as distinct from their: commercial
instrumentalities. However, it would be inconsistent with the Committee’s general
approach for the placement of state government banking business Lo be decided on
non-commercial criteria. simply. to enhance . the . competitive position . of a
gove_rn-ment-o_wnecl bank. -

Post office bankmg facr!rtres i |

27.67 Only Commonwealth Savmgs Bank facrlrttes are.: provrded at Austrahan
post.offices, This exclusivity no doubt had its orlgln in the common government
ownership of the: two. business enterprises.. It is also recognised, that the
arrangement pre-dates the establishment of the national private savings banks and
that'the costs of establishing-and: developlng the Jornt venture over a long pertod
have: been substantral i : ERERETONY

27 68 Recently the Government has also provtded fﬂCllltlES at post ofﬁces for
investors. to. apply for. the rssue and glve notice of redemptron of Australran
Savmgs Bonds. - o . _

27 69. These two agency arrangements together w1th Austraha Post 5 own
facilities for ‘offering money transfer services, give the latter organtsatton some of
the characterlstrcs of a ﬁnancral 1nst1tutton — albelt of a llmrted and anc1EEary
nature.” T S I : :

27.70. The spec1ﬁc issue of . post ol’ﬁce rnvoivement 1n the more extensrve
provrsron of Eiro- -style . payments system services, is, noted in Chapter 23 and
discussed more fully in the Appendix to that chapter The Commtttees
recommendations for enhancing the payments system envisage major
development elsewhere, : S RIS R

27.711 '.The ‘Commonwealth - Savings Bank, other -savings ‘banks and various
financial institutions' such ‘as building societies also offer private agency facilities
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through retail stores, real estate agents and other businesses. Such arrangements
are a_matter. of commercml negotmtron between the parttes :

27 72 The Committee accepts that gnvernmen{s may see the post ofﬁce agency
banking facilities as a useful addition to the range otherwise available —
particularly for those not needing extensive banking services or without
convenient access to a bank. It may also be thought that the need for these facilities
may increase in the future if a more competitive banking system leads to a
reduction in commercial bank branch representation. It is for government to
decide if the additional call on resources is justified, having regard for the
principles outlined in paragraph 27.44.

27.73 The question ' for the" Commrttee to  consider is whether the
Commonwealth Savings Bank should contintie to have exclusive access to agency
facilities at post offices. It would be possible for post offices to act.as apents for a
wider range of banks and possibly non-bank intermediaries (as do some of. the
large retail stores).. . i . TR .

27.74 The position’ might usefully be re-examined - by Austraha Post in
conjunction with potential partners to ascertain whether a broader range of. agency
facilities might be. oﬁ‘ered at- partrcular Iocatlons where demand may warrant an
extended service.. . . o et e

27.75 Even where it is not economic to have more than one bank represented
the Commitiee believes that the exclusivity of Australia Post's savings bank
agency arrangement :with- the. Commonwealth Bank: should be tested against
commercial realities. It is possible that another bank would be prepared to take
over - as- principal bankand - would - value -the arrangement - more ' than “the
Commonwealth Banking Corporation: If so, it would be consistent with the
Committee’s views on competitive neutrality to allow other banks to participate:
however, the fact that the Corporation may have invested heavriy to establish and
maintain the service would need to’ be borne in m1nd '

2'7 '76 The Commrttee therefore recommends that

(a ) The provision of bank agency facilities at Austrahan post: ofﬁces should be

governed by sound commercial principles. To this end, the arrangements

- for the provision of bankmg faclhtles shouid be revrewed by Australla Post
‘to determine:

o .. e whether, lf Australla Post contmues to oﬂ'er bank agency fac1]1t1es at aII
.- or some post offices, the Commonwealth Savings Bank should contmue
-to have exclusive rights to conduct this agency busmess, : :

® the commercial practicability of extending the range ‘of both the banklng
services provided at post offices and the banks (and possibly other
institutions) for which Australia Post acts as agent, either generally or
at particular locations.

{b) The review should take appropriate account of the Iong-standing
relationship of the Commonwealth Savings Bank with post offices. If it
were decided to vary existing arrangements but to otherwise limit the
number of principal banks (or other pasticipants), then the agency
facilities could be offered by tender to ehglbIe prmclpais.
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~APPENDIX 27.1

GOVERNMENT BANKS RELATIVE IMPORTANCE
AND COMPARATIVE PERFORMANCE '-

1. Thrs Appendlx presents the statistical background to the discussion in Chapter 27 of the
relatwe 1mportance of government banks 1n Austrdhan ﬁnanc1a1 markets

Relntlve Growth

2 'Tables 27A:1 to' 27A:3 show respectlvely the market share’ ‘of individual banks —
tradmg, savings and both ‘consolidated’ — assessed in terms of Australian deposits as of
Juné in-1950, 1960, 1970 and 1980, together with the compound annual growth rate of
Australian deposrts and total Austrahan assets. The individual ‘bank ‘figures’ have
addmonally been grouped according to ‘their government and prwate ownership’ and
national and state orientation of their banking business. The tables were compiled from the
banking statistics published in the Commonwealth of Ausitralia Gazette and Occasional Paper
4B, ‘Australian Bankmg and Monetary Stat:stics 1945 1970’ published by the Reserve
Bank of Austraha

3 Statrstrcs are avallable separately for ihe tradmg and savings banks but there is no
consolidation: of: the: two.. The ‘consolidated’ fgures in Table 27A.3 are derived from a
srmple aggrega[zon of the trading and savings bank statistics; as.a consequence intra-group
accounts have not been offset but any resulting ‘double counting’ is not expected to be of
major consequence. As well, the separate statistics. of banks. which have subsequently
amalgarhated ‘their’ busmesses have been Tretrospectively consohdated by snmple
aggregation under the name of‘ the now exxstang bankmg group '

4 Table 27A:4 shows for Ehe three decades to 1980 the comparatwe compound annual
growth rates of the consolidated assets of individual Australian banking groups. This table
was comp!led on the basis of-the consolidated assets: of the different. groups {including
overseas. assets) as reported in their annual accounts. As such the table does not reflect, on
an equity- welghted basis, the rate of growth in assets virtually ‘controlled’. (but not. Iegally)
by the subject groups as these; i any, are not consolidated. It is _possible- that as a
consequence the overall growth rate of certain of the major national banks might be slightly
understated. Conversely the inclusion of overseas assets — a fast-growing segment of the
business of particularly the.major national banks — may overstaie the comparative growth
of the major banks .domestically; as: well the table does not.go beyond: the formality of
‘agency’ relationships between some state banks. and building societies which might
reasonably bear on assessments of eﬂ'ectwe control‘ of ﬁnancmg an Austraha
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TABLE 27A.4: CONSOLIDATED BANKING GROUPS: COMPOUND ANNUAL RATES
OF GROWTH IN ASSETS (1950-1980) (%)

19501960 1960-1970 1970-1980 19501930
ANZ/Adelaide 5.4 9.8 14.2 9.7
NSW: {0 6.4 86 16.9 10.5
CBA 6.2 9.1 18.0 11.0
CBC 4.7 7.0 17.6 9.6
National 4.6 8.6 18.5 104
Subtotal 5.6 8.9 16.5 10.2
Commonwealth Banking
Corporation 1.0 1.3 13.7 9.3
Rurai Bank of NSW 5.0 9.8 17.5 10.7
R & I Bank of WA 10.3 14.5 16.6 13.8
State Bank of
South Australia 135 14.7 15.2 14.5
Savings Bank of
South Australia 5.8 5.4 10.3 7.1
State Bank
of Victoria 4.7 | 13.5 B.2
Subtotal’ 1 1.9 14.2 9.0
Total 59 8.3 15.5 98
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CHAPTER 28: COMMONWEALTH
DEVELOPMENT BANK

A. INTRODUCTION

28.1 The Commonwealth Development Bank (CDB), wholly owned by the
Commonwealth Government, is part of the Commonwealth Bank;ng Corporation
Group. Unlike the Commonwealth Trading and Savnngs Banks it is not pramarlly a
commercml enterpnse

28.2 The CDB provides ﬁnance to fund primary production and the
establishment - or* development of business undertakings, particularly small
businesses, with good prospects of success but unable to obtain finance elsewhere
on reasonable and suitable terms and conditions. It is this “last recourse finance
role Wthl‘l glves the CDB its un1que character

28.3 In addition to the assessment of loan appi:cataons (many of Wthh are not
approved) and administration of loans outstanding, the CDB provides advice and
assistance to those eligible for loans with a view to promoting the efficient
organisation and conduct of primary production or other business undertakings.

28.4 The CDB states that:

@ :t neither actively seeks loan business, nor requ1res borrowers to be customers
of the Commonwealth Trading Bank for their general banking and working
capital needs. (nonetheless, it seems likely that the CTB indirectly derives a
commercial advantage from the close association):

® interest rates on its loans are judged to have generally been at or shghtiy beiow
those charged by banks (but true comparisons are difficult):: : A

® loan assessment criteria emphasrse prospects for v;abrhty rather than secunty
for loans advanced

28.5 The polrcy governing CDB rural lendmg operations has altered over the Iast
decade to reflect changing circumstances. Among othier things an earlier emphasis
on developmental aspects has been modified: to accommodaie -in--addition,: a
specific capacity to finance: : :

farm build-up to assist rural reconstructron

e non- development loans for rural rndustry and ﬁshlng,
® beef cattle industry assistance; and '

® rural plant and equipment financing.

28.6. The CDRB’s term loans outstanding are predominantly to the rural sector. In
recent years, however, following a broadening of the CDB’s involvement in non-
rural business lending (including specific government policy initiatives to this
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effect) and the establishment of the:Primary:Industry Bank: of- Australaa (PIBA),
there has been a greater emphasrs on non- rurai loans. ! o

28,7 The CDB does not operate on a fully commerc1al busmess basis. The
relatively low interest rate {especially when one allows for the higher risk involved
in last recourse lending) and more relaxed loan assessment criteria have already
been mentioned. The Bank’s capacity to provide services and funds on
concessional lerms partly stems from particular features of its structure, funding
and exemption from liability for both tax and dividend commitments.

28.8 The CDB’s capital and reserves, $183 million at June 1980, effectively
represents an interest-free loan from government, net profits each year being
credited to the Bank’s reserve fund. The Bank is highly capitalised for a financial
intermediary, equity being 35% of total funds at 1980. The operating profit (after
no taxatron) for 1979 80 vielded about 7% on capital and reserves.

28.9 - Any borrowmg on commercral markels by the CDB is subject to approval of
the Treasurer, the requirements of the Australian Loan Council and clearance
from the Reserve Bank. Total outstanding borrowings at June 1980 were $310
million, of which $120 million was borrowed at market rates using transferable
certlﬁcates of deposit. The balance comprised loans from the Commeonwealth
Savings. Bank ($145.7 million). and the Commonwealth Government ($44.3
mlihon) on concessional terms. CDB has been required in recent years to borrow
new funds at commercial interest rates. This decreasing reliance on concessional
borrowings and increased emphasis on market placements has brought the CDB s
cost of funds closer. to market rates. : .

28 10 In surnrnary, the CDB
e 1s not prlmarlly a commercral enterprrse
@ is a vehicle for sectoral assistance; and

@ assuchservesasa supplementary ‘last recourse’ lender to small businesses,
... including those engaged in primary production. o

Thus, whether the CDB'is economlcaily viable and operattonally efﬁment ‘two of
the tests mentioned in Chapter 26 — are nol questrons atissue at the present time.

B. FUTURE ROLE

(a) Sectoral Assistance Operations

28.11 The Committee’s general approach to sectoral assn;tance matters is
developed in Chapter 36.. The approprldte future pohcy on the sectoral assistance
_role of the CDB depends on:

e. - the continuing need for:such assistance; and o :
@ the relative cost-effectiveness of alternative approaches‘io deIiver it.

28.12 In the financial system env1saged by the Commrttee the avaliab;lrty of
finance will not be a problem. The cost of ﬁnance may, however be of concern 10

l QOver the three years to June 1980, term ioans uutslandmb lo non- rural businesses lncreased T1%,
while those to sural businesses increased by only 23% bul the laiter still camprised 62% of the
{otal increase. In addition’to its generai term iending the CDB also  finances the .u:qursmon of

‘ equipment;-as June: 1980 equipment finance ‘outstandings: totutied $90-mitlion. The CDB is an
approved:prime:lender.of PIBA and fully utilises.its quota to refinance loans to rural businesses.
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governments. In a competitive commercial market, free of artificial impediments,
money. will generally be available but not necessarily at a- price certain farmers and
small:businesses will be able to afford. Governments may then need to decide, on
social grounds, whether intervention is desirable and, if so, the form it should take.

28.13 1f governments were to decide on eonttnued ass1stance the Commtttee )
first preference would be for assistance to be provided directly to the * target group
through specific annual allocations from the :Budget. (see Chapter 36). .

28:14  On the other hand, if governments consider that a financial intermediary
needs to be used, the Commrttee believes that .assistance could be channelled
through commercial lenders just as eﬁ'ectwely as through a government-owned
institution and ' in ways that minimise disturbance to competitive neutrality
between various intermediaries. The Commitiee sees no sound economic case for
retaining the CDB simply in order that it may act as a channel for concessional
finance.

28.15. The demand for CDB loans principally . reﬂects its abrhty to provrde loans
on a concessional basis. Because of this it has had the opportunity to develop a
particular expertise Wthh with justification, is highly valued. There is nothmg,
however to suggest that other commercml lenders could not and would not
develop the same expertrse if they were grven equal opportumty to offer
concessional loans.

28.16 - The Committee believes that commercial financial.institutions have the
capacity to assess loan proposals and give, or.arrange, suitable supporting advice to
borrowers {(as is presently done by the CDB). The:issue is whether.the demands on
the. public purse are. likely to be more or less-if the desired assisiance were
delivered through the CDB. There may be circumstances .when. a centralised
administration may yield significant economies. In those instances, the scheme
could be admmlstered bya government department or agency. In all other cases it
would ‘seem more cost eﬂ'ectlve to’ work through establtshed commerc1al
lnstttuttons

28.17 Accordmgly, the Commtttee concludes that the vehrcle of the CDB is not
the most cost-effective manner of grantmg assistance to pnmary producers or
other small businesses. '

28 18 The Commlttee therefore recommends that any SlIbSldles to farmers or
small business should either take the form of direct grants or tax concessions or
be channelled through nppropnate, already established commercial
institutions. - : RS BRI S

(b) ‘Last Recourse’ Operatlons _

28. 19 The remaining guestion for the Commlttee is whether there w;il be a
significant commercial role for the CDB in the financial system envisaged: by the
Commitiee.

28.20 . Some suggest that CDB loans. are ﬁllmg a market gap arasmg from the
conservatwe approach of commercral Eenders to such matters as security etc.

28.21 The Committee believes that the demand for CDB loans has-been a
reflection of both the concessional element and the regulations imposed on the
financial system {(and banks in particular). 1t considers-that in.a more competitive,
less. regulated . environment. there. will be .increased.. opportunities  for small
businesses (including primary - producers), with-good prospects. of success but
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without: :full: collateral, -to - secure ‘required finance ' from - private - sector
intermediaries. For: exumple ‘banks (including new ones) would be expected to
play:directly a>more ‘active role in. financing the development of* businesses
présently. ﬁnanced by the CDB, without breaching prudential standards appropriate
for.their operations. (See also the Committee’s comments in respect of equity
capatal l'or small business in Chapter 38.)

28.22 However in the initial period followrng deregulatlon 1t is possable that the
responsiveness of the system to small business (including rural) debt-financing
needs may be. slow. If this were the case, the Government may therefore wish to
retarn CDB as a separate entity for a tlme at least in order to supplement market
facairttes If so, the Committee is of the view that dunng this transitional period:

_the.CDB should cease to operate as a last recourse lender and:
e it'should no longer act as an exclusive funnel for government assistance:

28.23 The Committee’s reasons are as follows:

e if the CDB were to retain its “last recouirse’ character, loan assessment by the

' '_:CDB would in many instances duplicate work already done by commercial

banks (or other lenders) first rejecting the proposal; this is particularly likely to

"be so in future when banks will have ‘commercial incentives to seek loan

" business on mutually acceptable terms: also anomalies can arrse as between
different borrowers, as explained beiow

® ' on'the other hand, if the CDB ceased to operate as a ‘last recourse’ lender and

- competed aggressively for. business, while at the same time acting as an

exclusive funnel for-government assistance; it could well have an artificial

© competitive advantage over others and in T.hlS way damage could be done to
the efficiency of the financial system :

28. 24 The Commlttee specrﬁcally pomts out that the CDB, in applymg its *last
recourse’. policy, has apparently. taken banks as. its benchmark of next-to-fast
recourse. It believes that this standard has become increasingly 1nappropr1ate as
the ‘maximum overdraft’ terms of small bank loans have been constrained below
market levels and the non- bank 1r1termed1ary sector has grown in capamty

28 25 In so far as CDB has eﬂ‘ectweEy beco me the‘ﬁrst recourse of mdrgmai bank
borrowers, present arrangements may discourage borrowers from making
adequate “use of the ‘non:bank commiercial’ finance sector and may act as a
dlsmcentrve to commercral lenders to become mvolved 1n this ared of busmess

28 26 Reﬂectmg these various consrderatrons the Commtttee would suggest that
during the suggested transitional period the CDB should be free to compete for
business but the interest rates charged by it should not be concessional and should
make: proper allowance for the rtsk mvolved as welE as for the htgher costs of
servicing-its clients.. Lo - s B cee

28 27 In addition the CDB should:

o be requ1red to make the ‘fullest use of public borrowmgs as d source of funds

and work towards obtaining a commercial return on its capital and reserve

-. funds; this would ensure that unnecessary departures from commercial criteria
would be minimised; and : : : : coe

. riot: be subject to: Loan Council oversight in respect of its borrowmgs nor
-'should these: be’ guaranteed by the Government; they should be subject,
“ however;to-any:monetary policy requirements imposed on other banks. -
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28.28 Longer term (for reasons explained in paragraph 28.21), the CDB’s role as
a specialist .commercial . financier.. is . expected | to decline if the Committee's
recommendations’ are-implemented, -and its reasons: for. separate existence will
then be open to question, The Committee recognises; however, that the CDB has
built up a specialised technical ‘capability; particularly in the rural and small
business finance areas. It would be concerned if this special capability were lost. It
would therefore see it as desirable that, following a transitional period (as
suggested above), the CDB be absorbed into the commercial structure of the
Commonwealth Trading Bank.

28.29 The Committee recommends that:

(a) In the initial period following deregulation, the CDB should continue as a
separate entity but be required to operate with regard to new business on a
-+ fully eommercial basis. L SR .
(b) Follewing this transitional period, the CDB should be absorbed into the
commercial structure of the Commonwealth Trading Bank. o
(@ Such merger should take place on fully commercial terms.
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- CHAPTER 29: AUSTRALIAN
INDUSTRY DEVELO?MENT
CORPORATEON |

Al ' BACKGROUND

29 1 The Austrahan Industry Deveiopment CO[‘pOl'a[lO[l (AIDC)[ is. wholly
owned by the Commonweaith Government, Its general functions, according to its
charter, are: ;

® (o facilitate and encourage the estabhshment development and advancement
of Australian industries concerned with the manufacture, processing,
treatment, transportation or distribution of goods, or the development or use
of natural resources or of technology;? and

@ to secure, to the greatest extent that is practicable, participation by Australian
residents in the ownership and control of companies engaging in any such
industries or activities.

29.2  As can be seen from Table 29.1, AIDC performs these functions primarily
by providing loan finance {including loan guarantees). The figures for equity
commitments include redeemable preference shares which have more of a loan, as
distinct from an equity, characteristic.

TABLE 29.1: AIDC : RECENT COMMITMENTS

Year ended 1978 1979 1980 1981

30 June Sm % m % Sm % Sm %
Term loans 68.3 B7.0 112.3 B5.3 §56.6 86,1 164.0 87.9
Standby and overrun

facilities 0.5 0.7 6.5 5.0 0.2 01 25 13
Leases 92 117 0.3 0.2 1.7 09 - -
Equity 0.5 06 12.5W 95 23.40012.9 5.0 2.7
Guarantees &

underwriting - — - - - 150 8.1
Total 78.5 1000 131.6 100.0 181.9 100.0 186.5100.0

(2} Compriscs redeemable preference shares only.
(b} Comprtises 5E8.5m in redeemable preference shares.

Source: AIDC

29.3 It is important to emphasise that, as presently structured and managed,
AIDC’s financing activities are essentially motivated by commercial
considerations, although there are a number of other factors which the
Corporation is required to take into particular account (see paragraphs 29.39-40).

-1 . A brief outline of AIDC’s operations and the regulatory framework within which it operates were
provided in paragraphs §8.39-46 and Appendix 12 of the Interim Report.
2 Service industries, such as tourism, lransportation (of people) and the leasing of equipment Lo
those not engaged in the specified types of industries, are not covered by AIDC’s charter.
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29.4 There has been significant growth. in AIDC’s financing activities which is
evidenced in Table 29.2. The future obligations to lend, reflected in commitments
made but undrawn at the various financial year ends, should be noted. These must
be taken into account in any assessment of its [uture role.

TABLE 29.2: AIDC: OPERATIONAL LOANS AND INVESTMENTS (Sm)

Year ended _ S 177 1978 1979 1089 1981
30 June . . .

Qutstanding ... y ' 194 211 . 266 . . 364 .. . 457
Committed but undrawn : 47 : 85 146 _ 150 - 162
Total 241 296 412 314 619

Source:  AIDC

29.5 Several characteristics of AIDC’s ﬁnancing_ activities should  be noted:

® ‘It is principally engaged in ‘medium to  long-term lending, the finance it
provides predominantly having maturity patterns in excess of four ‘years, a
large part is in excess of seven years (Table: 29.3) oo o 0

@ It caters primarily for the needs of medium to large-scale business operations,

. as reflected in thesize of individual commitments.(Table 29.4). . ..

® In some instances, it gives ‘commitments’ to obtain or provide: finance .in
respect of large-scale projects before all consortium or syndicated
arranigements are finalised.

® While it undertakes leasing of large items of equipment, this has not been
significant in recent years. o _
@ While taking equity interests on its own account, it seeks to dispose of such
~ investments as soon as this is feasible, as required under its Act. However, the
figures in Table 29.1 do not fuily reflect its general role in this area, as it also
acts as a catalyst in finding other Australian equity participants in small or large
' “enterprises or projects; S "
29.6 Inassessing AIDC’s current and future role, the Committee has sought first
to apply the principal efficiency tests developed in Chapter 26, namely whether:
@ the continued government ownership of AIDC is necessary to fill, presently
and in the reasonably foreseeable future, a_commercial ‘market gap’ (by
providing an essential competitive presence or financial services inadequately
provided from other sources); : : :

TABLE 19.3: AIDC: TERM OF RECENT CQMM!TM_ENTS“”

Year ended : . R L5 7 B I RS Y L 7L R 980 - - 1981
J0dune : T S % Sir - % S % Sm %
2 years and under _ 171 218 60 46 70 38— -
Over 2 years and up 1o 4 220 28 1800 137 154 835 395 2.2
Over 4yearsand upto 7 ) 15.9 203149 113 700 - 385 9.5 0 21.2
Over 7 years 43.3 55.1 92.7 70.4 89.5 492 1075 57.6
Total - .o o 78.5.. 100.0- . 131.6: 100.0 - I181.9 100.0 1R6.5 - 100.0

(a) . Inctudes ‘equity’ investments, predomfnamly in the form of .redcemuble_ preference shares, of definile
maturities (see paragraph 29.2). .
Source:  AIDC
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TABLE 29.4: AIDC: SIZE OF RECENT COMMITMENTS (Sm)m

Yearemded oo ono.iiio 1978 . 1979 o 1980 1981

30 June ’ CLT . Total o Aw Total- - Av. . -Towl . - Av..- . Tomal An
Upto $2m w6 0B 121 kL 79 OB 50 17
QOver 32m and up to $5m B K8 3.5 [3.5 4.5 325 46 130 0 43
Over $5mand up to $10m 7.0 70 310 1.75 36.5 13 7.4 8.7
Over 510m 47.0 235 75.0 18,715 1050 525 1511 25.2
Total ' 78.5 17 1316 6.0 1819 7.6 186.8 133

{4). Inciudes ‘equily’ investments, predominantly in the form of redeemable preference shares, of definite
maturities {sec paragraph 29.2).
Source:: AIDC

e the vehicle of AIDC is the most cost-effective method of achieving the desired
objectives;; .

e AIDCis economxcaliy v1able nnd operntmnally efﬁcxent as reflected in itsrate
of return on capltal and in other measurements,

o it competes equally with its private sector counterparls

29,7 The Committee had: also considered whether AIDC has a role to play in
undertaking spec1ﬁc non-commercial funcllons agamst the background of the
views expressed in Chapters 26 and 36.: . .

B. PRESENT ROLE.

29.8 In its report, the House of Representatlves Standmg Commlttee on
Expenditure (SCE} concluded that:
o The AIDC: has an estabilshed role in. the Austrailan capltal market generally for
_ lendmg Stzeable amounts in the medium to Eong—term area .
“@ It is useful for AIDC to continue to complement the actwmes of other !endmg
institutions in the organising of financial packages in which it may partlcmate as a
-{ender or-equity holder, or both.

@i There is a role for AIDC as financial adviser in the restructunng of industries and in
the development of new techmques for financing industrial development . .

29.9  AIDC sees its function as helping to fill a gap in the financial market by
providing large-scale, medium-term finance, particularly in the nature of packages
arranged on a consortium or syndicated basis. Four distinctive features are stressed
by AIDC.

29,10 Firstly, loans are ﬁrme commatted for medmm to longer terms with the
interest rate being varied at intervals of one or two years — the choice within the
reset range being with the customer. The Australian Resources Development
Bank (ARDB), which is probably AIDC’s most comparable competitor,* makes
Australian dolflar loans for up to ten years, but at rates which are fixed at the time of
drawdown Trading banks merchant banks.and finance companies tend to lend for

3+ Report on the Australiun Industry Development Corporauon by the House ur Representulives
"7Stunding Commitiee on Expenditure, AGPS, Canberra, 1980, p. 17, R
4~ - See Interim Report paragraph 18.42, By the choice of its shareholders, ARDB lends only to the
natural resources sector and related manufacturing activities. AIDC lends to a wtder runge of
enterprises.
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shorter periods than AIDC, while life insurance companies and superannuation
funds have increasingly moved away from debt.investment (other than obligatory
purchases of government paper)..The Committee draws attention; however, to the
growing importance of trading bank term loans.5 : TR

29.11. Secondiy, AIDC attaches significance to the fact that it.is able to make
‘commitments’ to. obtain or to provide finance before all. the : syndication
arrangements are finalised. The. value of such a- catalytic or lead position is
acknowledged but it is not clear to the Committee that there is a large demand (not
otherwise satisfied). for advance ‘commitments’ of this type.: - co

29.12 -Thirdly, there is the role played by AIDCin consortium financing in recent
years. In the three years to 30 June 1981, AIDC committed itself to provide $243
million (or about 50% of its total commitments) as part of fifteen syndicated and
consortium-type debt financings. This amounted to about 25% of the total amount
raised in.these particular financings. Most of this took the form of Australian dollar
commitments..- . . e T T TAT R

29.13 - Fourthly, AIDC has pointed to its ability to take an equity position in a
company or development project and-to find Australian equity participants for
particular ventures. Although. incidental to its overall financing activities (see
Table 29.1), AIDC sees itself as.a catalyst in. various projects which might
otherwise have been frusirated.®

C. FUTURE ROLE

(a) Commercial Activities

29.14 ' It'has been suggested to the Committee that AIDC is doing no more than
filling a'‘gap’ created by tegulation of the banks-and that, given freedom from
present restrictions and controls, existing financial institutions could meet the
needs of the market. It was the view of the SCE that AIDC’s present role:

© oL reflects weaknesses in the Australian capital market, possibly attributable in part to

official controls on other financial institutions.” -~~~ R

29.15 . This raises the question whether. AIDC will ‘have. a role to play.:as a
commercially based financial intermediary in a less regulated environment. & (The
genegal question of a deregulated environment was outside the purview of the

(i) Loan Financing : Sl S : :
29.16 Banks have pointed out that AIDC has more flexibility in its borrowing and
lending operations. They make particular reference to the maturity restrictions on

5 Advances outstanding from the Term Loan Fund accounted for 11.4% of the major trading
banks’ advances in January 1981, of which a little more than one-1hird was allocated to the mining
and manufacturing sectors. This would, however, significantly understate their ‘real’ term
lending, as much o their other lending is effectively on a long:term basis at variable interest rates.

6 - After a period in the 1970s. when AIDC was active:in: finding ‘Australian equity participants for
particular. ventures, slower growth — purticularly in the resources sector — meant there was less
call on AIDC for this service, However, with the acceleration of development in the pust two or
three years, there has been an’ increase in réquests for’ AIDC sdvice on the introduction of

© o7 Australian equity to 'new'ﬂ'nd-exisiing'compuni'cs_ and projects. : S

T SCE-Report, op.eit, pol i e '. : .

8 ... The guestion of non-commercial operations is taken up in paragraphs 29.39-43,
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bank. borrowings: (for less than thirty days or more than four years), interest'rate
controls and quantitative lending’ controls: (The LGS/SRD requirements also
effectively increase the cost of funds, although it couid be argued that the banks
enjoy offsetting privileges.) B R '

29.17 It isznot clear to what extent abolition of the maturity reéstrictions, ‘as
recommerded in’ Chapter 4, would alter the level of competition between the
banks and AIDC. AIDC at present obtains a high proportion of its funds in direct
competition:with' banks; at'end June 1981, 67% of AIDC’s borrowings (by value)
was for an original term of between thirty days and' four years. It should also be
recorded that, while the trading banks cannot.borrow for periods in excess of four
years, their affiliate, the ARDB, can and does. . o _
29.18 - As for interest rate controls, the Committee notes that there have been no
limitations since 1973 on rates banks can pay on certificates of deposit — a quite
significant source of funds. Interest rate controls on fixed deposits were abolished
in December 1980, leaving the banks free.to compete for funds in most areas of the
market.. .. ... ) ) o . .

29.19 - It'would s.eern-, therefore; that banks are now in d position to compete more
directly with AIDC in the area of large-scale, medium-term financing. (As noted
earlier — see [ootnote 5. —trading banks are already'signiﬁ_cant-term :lender's.)

29.20 The flexibility of the banks would be further enhanced if maturity
restrictions on bank deposits and quantitative lending controls were abolished and
if a market-related interest rate were paid on the reserves they are required to hold
with the Reserve Bank — all of which are recommended by the’ Committee (see
Chapter 4).

29.21 Ifcertain of the Committee’s other recommendations were accepted, there
would also be increased. competition from [oreign banks licensed to operate as
banks in Australia. It is true that AIDC has assumed an important role in respect of
large-scale consortium. inancing in Australian currency despite the substantial
number of foreign-owned merchant banks. However, if foreign banks were 1o gain
a significant deposit base in Australia, their ability to compete with AIDC in
providing Australian dollar loans will increase. (At present, competition from
foreign banks is principally in respect of foreign currency financing, usually in US
dollars.} oo v i TS LAY
29.22 While A1IDC is currently filling a role in the area of large-scale, medium-
term financing, the Committee does not believe that this will continue to be 50 in
the more competitive climate for financiers envisaged, having regard also. for the
fact that certain advantages presently enjoyed by AIDC may be removed (if the
Committee’s recommendations in paragraph 29.67 are adopted).

(ii) Equity Financing - _

29.23. Given present community attitudes to Australian ownership and control,
the Committee believes there will be a continuing need for investors able to take
large ' equity’ positions in major development projects.” It considers that the
implementation of other recommendations in this Report (such as those in.respect
of captive market arrangements) should lead to the mobilisation of additional
domestic supplies of equity finance. The Committee therefore does not see a role
in this area for 2 government-owned organisation, even for ‘temporary’ purposes.
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29.24 The question of the specific need for a government-owned institution
specialising in small business and venture financing is examined in Chapter 38.
The conclusion reached there is that commercially . viable projects. which meet
appropriate financial criteria should generally be able to obtain equity finance in a
less regulated environment. It is concluded that if the Government nevertheless
wished to assist in this area, it would not be cost- effective to do so through a
government-owned venture finance institution” operating predominantly on
commercial lines.

29.25 Even ifa need for such an 1nst;tutaon were estabhshed the Comrmttee
does not consider that - AIDC would be an appropriate organisation or provrdlng
risk capital to small business. It accepts the view of the. AIDC itself that it is not
structured to cater for the ﬁnancral requirements of small busmess ?

(iii) Conclusions

29.26 - The Commzttee does not belleve thdt in the competmve envrronment

envisaged by it, there will-be a gap in the supply. — on commercial terms — of
financial services and facilities of the type now prowded by AIDC — and sees no
_need for government mvolvement in this area of the market o

29.27. This be:ng 50, the Commrttee concludes that- retention of: AIDC as a
government-owned financial 1ntermed1ary rs not necessary for an efﬁcrent and
compemwe ﬁnancral system

29.28 ltis possrbie that AIDC’s posmon in the market partly reﬂects lhe fund of
management experience and knowhow built up over the period of its existence.
Hence, although AIDC may not be able to offer a unigue range of services in a
deregulated environment (if it were to operate on a complete!y equal footing with
its competitors), it may well be capable of operating in the future under prlvate
ownershlp as an efficient, commercmlly orrented 1ntermedrary

_(h) National Interest Provzsmns '

29.29  The national. mterest provrsrons (s. 8A) were mserted 1nto the AIDC Actin
1975 to enable the Government, with the approval of the Parliament, to.provide
AIDC with funds or guarantees for the purpose of assisting particular projects of
national importance which would otherwise be beyond the Corporauon s financial
capacity or which would fail to meet its commercral cmerla The provrsrons have
never been invoked.

29.30 It is doubtful that government ownership of AIDC: is the: best means:of
-achieving such national interest: objectives. : . :

29.31 To the extent that a‘financial mtermed:ary is necessary at all to transmit
government assistance, !? it should be more cost-effective for the Government to
obtain quotes from a range of commercial institutions to ‘pérform that function,
rather than. retain AIDC. as a government~owned mtermedlary for.that purpose
alone.!! : . .

g A l'urther suggesuon pul to the Committee was that AIDC's role should he extended to enable it

" to tuke over businesses on behall of the  Governmeni and fo start new enterprises. Such
redirection of AIDC’s activities involves social ]udgmenis ‘which the Commitiee believes are

... better made by others. Its views on some of the issues are set out in Chapter 26.

10 Asexplained in Chapter 36, direct fiscal grants o’ the ultimate iﬂi‘g&l E,roups would be genem[[y

: preferable to credit-specific forms ol sectoral assistance,” -

[1 This is consistent with both the views expressed in Chapter 36 and the views af the SCE.
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{c):: Recommendation SIRTIREE

29.32 Havmg regard both for eﬁicrency and other considerations, the Committee
'recommends that AIDC should be dlSposed of to pnvate sector mterests

D. V1 "B:ILfTY' A’ND OPERATIONAL PERFORMANCE

29 33 If notw:thstandmg the above considerations, the Government were to
retain: AIDC. as a government-owned institution, it would be important to ensure
.that it rnet the last-two market efficiency tests set out in paragraph 29 0, viz.

6 . sconomic vrablhtymperatlonal efﬁcency, and
e competmve neutralrty

29.34 The rest of this chapter is mainly concerned with issues of competitive
neutrality but the Committee has also looked at some aspects of the commercial
'performance of AIDC. - The main. ﬁndmgs are in Appendix 29.1.

29.35 Br1eﬂy, the Commlttee has concluded that whrle the AIDC expenenced
difficulties in the early years of its existence, there has been a turnaround in recent
years and the: trend in proﬁtabai;ty now appears to be in - the right direction.

29 36 Nonetheless, commercial wablhty has not yet been clearly establrshed -
especially when one has regard for the advantages enjoyed by AIDC relatwe to
50me of |ts competztors _ .

E COMPETITIVE NEUTRALITY SPECII‘IC ISSUES

29 37 If the Government were to decrde uEtlmately that AIDC 5 llnks wrth
government should remain, the Commitiee believes that, in the area of its
commercial operations, it should be placed on the samie competitive footing as its
'prrvate sector counterparts. This:position does not presently ex1st ThlS sectron
gxamines ways of achlewng competltwe neutrahty

29.38 <A number of 1ssue5 regardmg AIDC’s competrtrve advantages and
disadvantages have been raised with the Committee. Other related aspecis were
taken up by the SCE in its report on the AIDC.

(a). Non-commercial Criteria .

29.39 AIDCisrequired to act in accordance with sound bus1ness prlncrples inthe
performance of its functions; it must not finance a Company or participate in a
_venture unless its Board c0n51der5 that it will be operated. i in an ‘efficient manner
and in accordance wtth sound ﬁnanc1al pnncrples (s. 8(2) ).

29:40' - However, ‘the AIDC Act-also  imposes a range’ of other, Iargely non-

commercial, considerations which AIDC must take into account. Specifically,
AIDC must have regard to:

® current monetary policy and Australian Government policies in relation to
;. trade practices, ‘the environment, industrial refations, urban and regional
= development and the efficiency of mdustry (s.8(1)); and

;0:'_'_ the 1mportance to the Austrahan economy 'of the industry concerned and the

- “extent to which the provision of finance to it will contribute to the effective

_performance of AIDC’s functions. {(s.8(3)). L :
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29.41 .. The Committee does not wish io overstate the impact of these criteria on
AIDC’s operations relative to those of its private sector competitors. However; it
believes that they may, at times, be incompatible with the requirement that AIDC
operate in‘dccordance with sound business principles;-it further agrees with the
view of the SCE that the requirement to have regard for such criteria may cause
confusion as to 'the dims and objectives of AIDC, and make rt more drfﬁcu!t to
judge its commercial performance.

29.42 The SCE recommended that'the 'AIDC Act be amended to require AIDC
to place:primary emphasis on:acting in accordance with-sound business principles,
with non-commercial criteria being secondary in AIDC’s-evaluation of proposals.
In the Committee’s view this would not entirely: remove the: potential for
confusion. If the non-commercial criteria were to have any meaningful application,
it is. difficult .to see how they would not still potentrally 1ntrude on the decision-
making process of the AIDC Board . o R

29.43 It has been noted already that AIDC should not have advantages or
disadvantages in competing with private intermediaries. While the latter could be
reasonably expected, as good corporate citizens, lo take account of some of the
non-commercial criteria to which AIDC is also subject, they are not obhged to
have regard to all of them at all times.

29.44 The Committee therefore recommends that sectlons 8(1) and 8(3) of the
AIDC Act should be repealed.

29.45 The Committee is strongly of the opmron that Ef any non- commercral
activities are undertaken by AIDCon behatfofgovernments in pursuat of national
economic and social policy, they should be clearly separated from its commercial
activities. The national interest provisions of the Act are capable of achlevrng the
desired separation. However, the Committee agrees with the SCE that, in_their
present form, these provisions are unnecessar:ly complex and cumbersome and
shouid be more precrsely deﬁned

29.46 - .The Commrttee therefore recommends that the commercral actrvrtres of
AIDC should be separated from .those activities it undertakes on behalf of
governments, in pursuit of national economic.and social. objectlves : .

(b) Capltal Structure

(r) Gea ring .

29.47.  If AIDC were to contmue to play a commercral role in the future, the
Committee believes that its ability to perform its functions would be improved: if
certain changes: were made to its capital structure. These would remove some
unnecessary restrictions on AIDC’s operations. : : :

29.48 One requirement ‘whichi' thé Committee: considers to’ be unnecessarily
restrictive’is the gearing limit imposed by s.7(3) of the AIDC Act.!? Tt is
inappropriate, in principle, that legislation should dictate what ought to be a matter
of commercial judgment for AIDC; however, it is acknowledged that so long as
AIDC remains a government-owned mtermedrary, the Treasurer should retain the
ultimate right to approve. (or reject).any gearing ratio set by the AIDC Board The
Treasurer would, of course, take into account prevailrng commercral practice. At

12 8,7(3) formerly limited aggregale borrowings outstanding (other thun for lemporary.purposes) to
the sum of five times AIDC’s paid capital and reserves. In September 1980, the Act was amended
to increase the pearing ratioc to eight times paid capital and reserves. .
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the same: time; ‘however, ‘it is believed that, in the interests of competitive
neutrallty, AIDC shnuld be fully caplta!rsed to the standard of its competnors

29 49 ‘The Commrttee does not see the. neecl for the. Reserve Bank 10 be requrred
to exchange views with. the. AEDC on what woulcl be an apprOprlate gearing ratio, as
suggested. by the SCE, unless AIDC were to. obtam a bankmg licence . (see
paragraphs: 29.66-67). ' : T . _

29,50 .. The Committee therefore recommends Ehat

: __(a) Sectlon 7.(3) of the AIDC Act should he repealed The AIDC’s gearzng l'[ltlD
.+.--should he determined by its Board and be suh]ect nnly to the approval from
. time to time of the: Treasurer.

| (h) -_.'In determining the' AIDC’s gearing ratlu, partleular regard should he pald
-+ " 'tp the prevailing gearing ratios of AIDC’s competitors,: whether these are
set by regulatory authorities or as a matter of mdustry practlce '

(ii)- Serwcmg of Caprral

29 51 If AIDC i isto compete equxtably w1th other ﬁnancral 1nstltut10ns it should
_be expected to earn an dpprnprlate and comparable return on capltal and to pay a
fike dmdend - o

29.52 The Commitiee recommends that AIDC shuuld he expected to

o earn a return on capltal cumparahle to that which would nurmally be earned
_by 1ts przvate sector competltors and

e pay adividend to the Guvernment comparable to that whu:h wnuld nnrmally
. he pald by 1ts pnvate sector eompetlturs to thelr sharehnlders '

(© 'USe of Capital’

29.53  Unlike other ﬁnanmal mstrtutlons AIDC may not ordinarily use its capital
dlrectly in its operations, as ‘it is the intention of the Parliament in prowdmg
moneys as cap1ta1 of the Corporation that the moneys so provided will serve
principally-as an inducement to persons to:- make loans to the Corporation .
(5.24(8):). AIDC has claimed that this restriction creates artificial problems within
the Corporation and-is'a source of misunderstanding outside. It proposes that the
restriction be removed,

29.54 - The Committee considers that this restriction interferes with the flexibility
inherent in the concept of ‘capital’, and has little current relevance to the attitude
of lenders: towards - AIDC. Government-owned corporations are usually: regarded
as: having superior.borrowing. status to: their: private sector competitors and the
latter commonly : have- no. need. for the. requirement : of marked capltal’ The
Committee sees no advantage in retaining . it.: . .

29.55. Moreover, 5.24(8) impacts adversely on- AIDC’s ab111ty to make 10nger
lerm 1nvestments such as in new development projects. which often require a
significant lead time. before earnings flow and cannot therefore prudently be
ﬁnanced from borrowed funds .

29,56 ‘The Committee therefore: recammends thal the AIDC Act should ‘be
amended to permit the use of AIDC’s capital for all purposes assouated w1th lts
Tole as afinancial intermediary.? -

13° Althou!,h not-strictly censrstenl with the principlé-of competitive neutrality, the Committee — on
phrlosnphrcai grounds ~ would not wish to see AIDC having the m,hl to aequlre a cnnirni!mg
interest in'a non-financial enterprise under ‘its charier.
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(d) Domestic Borrowing Status

29.57 “AIDC has pointed out that the interest rates on its medlum term
borrowings are higher than it would have fo pay if it had specialist bank status, or
an explicit government guarantee or trustee status. It has also suggested that . its
effectiveness could, be increased if it were permitied to borrow (for terms up-10
four years) outside Loan Council programs. : -

29,58 Others have pomted out thal

e AIDC enjoys the ability to mobthse funds wrthout the maturrty and other
. restrictions imposed onbanks; !4 -

© - jis securities are’ exempt from stamp duty on issue, transfer and redemptton
~ (this is said to be of particular advantage for short term borrowmgs)

e AIDC securities with a maturity of five years or less can be held by authorlsed
o money rnarket dealers up to 5% of their gearing limits; and

e certain bodies established, funded or regulated by Commonwealth and State
Governments are, permrtted to invest cash surpluses or liquid reserves in
securities of publlc authorrtres sncludrng AIDC secuntres

29 59 The SCE believed there would be ddvantages to the Commonwealth from
a budgetary point of ‘view, in gudranteeing AIDC’s borrowings, reducing as this
would the need for-capital appropriations. It saw this as doing no more than
converting an implicit guarantee 1nto .an exphcrt one..

29.60 - While appreciating the fiscal considerations: whrch led the SCE to thrs
conclusion, the Committee does not accept that there would be no real.change in
AIDC’s position in the market place; AIDC itself has claimed that provision of a
guarantee would increase . its effectiveness. The Committee considers that
provision of an explicit government guarantee would alter AIDC’s competitive
position by enabling it to borrow more cheaply — both on domestic markets
(through entrtlrng AIDC securities to trustee status) and on overseas markets. It
would also, in effect confer a subsrdy on those companres whrch borrow from
-AIDC:- . SN i .

29.61 The Comm;ttee sees capital as a buffer for deposrtors/lenders agamst loss.
It would not — asa’ matter of principle — endorse the giving’ ofa’ guarantee as an
altérnative to capital, as it believes that AIDC should’ be subject to the same
disciplines and yardsticks of performance as prrvate intermediaries:15

29.62 It is recognised, of course, that the mere fact of government ownershrp
gives AIDC something of an advantage (espec1alEy in borrowrng) in competrng
with other non-bank intermediaries.!®

29.63 AIDC has acknowledged that its lmphcrt government backmg gives it the

14 However, as inferred in our discussion ol compemlon between banks and AIDC {see paragraphs
29.16-22}, this advantage is not 50 great in practice arid may be less relevint in the future.

15° The Committee does not see this ‘as-inconsistent’ with -its' recommendation that the
Commaonwealth Trading Bank should retuin its guarantee, until such time as'it is appropriate to
withdraw it; there would be obvious practical difficulties in suddenly taking away a4 government
puarantee; moreover, the CTB does not borrow srgn:ﬁcantly in m.]rkets where a guarantee would
provide a major competitive advantage.

16 - It is also possible that AIDC may, on occasion; be’ :nvrted to- pariicipate in consortiums for the
financing of particular projects because of its governiment association. On the other hand, it is
possible that some business may be withheld itom AIDC because of that association {e.g. because
of concern about confidentiality).
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status of a prime:-borrower. In the Committee’s view, this should be recognised
through. the : payment of an appropriate fee — this fee should be greater if. the
_Ownershrp were _to glve rrse to an exp11c1t as distinct from an implicit, guarantee.

29, 64 At the ame trme the Committee is conscious that ARDB and the trading
‘banks are ‘major competitors of AIDC and will probably become increasingly so in
the. future. Against such competitors, it'‘doubts that povernment’ ownershrp alone
— w1thout any explicit guarantee — confers a significant advantage, in terms of
'supertor borrowrng status m the domestlc market

29.65. AIDC has submltted therefore that the balance of competmve advantage
woutd swing against.it if its own privileges — not least, exemption from stamp duty
— were removed. AIDC would, of course, claim that the payment of a fee on its
borrowxngs would compound the problem

29.66 The Comm1ttee acknowledges that the changes rt is proposmg (both in this
chapter and elsewhere in this Report) could affect the competitive position of
AIDC relative to banks and others. It points out, however, that the intention of
these chianges is broadly to restore competrtlve neutrality in the financial system.

Nonetheless the Committee accepts that, to the extent that ARDB and the trading
banks. prove:to be the principal competitors.of AIDC:in the future; it may not be
consistent with compelitive neutrality to debar AIDC from: applying for a bank
licence — espec1ally as merchant banks would not be 50 precluded 17 S

29, 67 The Commtttee therefore recommends that: -

(a) . AIDC’s liabilities should not ‘be: suh]ect to an exphclt government
'guarantee 18 SRR i R :
(b} : AIDC should he required to pay a fee to neutralise any advantages in
" borrowing costs (reﬂected in the market) arising out of 1ts government
"~ ownership,
_(c)_'_ The followmg specral concessrons AIDC en]oys in, respect of 1ts domestm
) horrowmgs should be abolished: .
" @ the exemptlon of its securltles from any stamp duty on issue, transfer
_and redemption; and

. .0 the arrnngement whereby lts securltles w1th a maturlty of up to ﬁve
' yenrs can be held by authorlsed money market denlers (up to 5% of
gearing llrnlts)

.(d) AIDC should not be debarred t'rom applymg for a bank ltcence.1_9

29.68 - AIDC has clatmed that; ‘as it and the Commonwealth banks do not use
their borrowings for public sector expenditure, they should be exempt from Loan
Council requirements. . : : :

I7 Of course, il the pranting ol a licence were considered necessary on grounds ol competitive
. neutrality, the. Government may at that point wish to consider the justification in keeping AIDC
...~..and the Commonwealth Banking Corporation as separate entities.
18 .- This recommendation applies, ol course, to AIDC’s commercia borrowmg,s I the Government
- were-to decide that AIDC should undertuke. lending on a non-commercial bhasis 1o achieve
.1 broader social or economic objectives, it would need to be considered whether it was more
:. . efficient lor AIDC 1o have 1 guarantee to enable it to raise [unds specifically for the purpose more
: - cheaply.in the market (especially overseas).
19 I-AIDC were to obtain a bunking licence the general question of a borrowrng fee waould need to
be reviewed.
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29.69 Such an exemption: would' be consistent with the ‘Committee’s principle
that AIDC should not be subject to any regulations or constraints:to which -its
private sector competitors are not subject. It would also be consistent with the
recommendation, in Chapter 12, that the volume of borrowing by ‘commercial’
authorities and the terms and conditions of such ‘borrowing should be freed from
Loan: Council conirol. Under the Committee’s propesals, the Treasurer would
have the power to approve AIDC’s gearing ratio’ {see -paragraph 29.50) and to
determine its dividend policy; these powers should confer adequate government
control over all AIDC s borrowings.

29,70 The Committee therefore recommends that- AIDC should not remain
subject to the Loan Council in respect of its commercial transactions.

(e} Prudential and Other Legislative Requirements

29.71  Again with competitive neutrality in mind, the Committee: recermmends
that ATDC should be required to observe the same prudential standards as those
observed by similar institutions and should be subject to the 'same legislative
and monetary policy requirements. as its prlvate ‘sector’ competltors, €. g ‘the
Financial Corporations Act.

(f) Interest Withholding Tax -

29.72 "All of AIDC’s foreign borrowings are exempt ‘from mterest wnhholdmg
tax, unlike “private’ borrowings by other intermediaries which are subject to'a case
by case examination and exemption only if funds are on-lent to Australian entities.

29,73 It has been submitted to the Committee that this exemption enables AIDC
to borrow overseas funds, and to on-lend to businesses which do‘not:satisfy the
‘Australian entity’ test of the Income Tax Assessment Act, on terms more
favourable than many other predominantly Australian-owned institutions
operating in the:same market. In:. Chapter 16 the Commitiee concludes that the
efficiency of the financial system would be enhanced if the exemption from interest
withholding tax for private borrowings meeting the ‘Australian entity’ tests were
wzthdrawn

29, '74 Consxstent with its v1ew thdl AIDC shouid compete equally with its pnvate
sector. counterparts, the Committee therefore: recemmends - that - AIDC [
exemption from interest withholding tax should be withdrawn.20 ;

29.75 If exemption from interest withholding tax were cons:dered necessary for
AIDC to undertake non-commercial activities, the exemption should. apply only
in respect of this component if any, of. 1ts operations . .

.(g) Variable Dep051t Reqmrement

29.76 AIDC enjoys an exemption from the vanable deposnt requ1remenl (VDR)
when it is operative. The VDR has been applied in the past as a method of
restricting overseas borrowings, for monetary policy purposes, by requiring the
todgment of a percentage of the borrowings with the Reserve Bank.2! . .

29.77. To ensure that AIDC competes on an even-footing with its pnvate sector
competitors, the Commitiee recommends that AIDC should not be exempt from

20 Of course, sl" the Governmenl femlns the case by casc approach AIDC should be Subjf.‘(.l toa
similar examination.
21 It was last used in 1976. For lurther discussion of the VDR, see Chapter 8,
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any exchange centrol measures: that might be apphcable to. pnvate sector
mtermeérarles : L

(h) Foreign Curreney Operatlons

29.78:.- AIDC ‘has submitted that it should have the capacrty to place funds
tempordniy oHsI1ore from time to time, and be permitied to contract dnrectly with
overseas:: banks; it should, for. example be permitted to hedge in overseas
currencies itself rather than having to do this through an Australian bank..

29.79 Foreign exchange arrangements are dealt with in Chapters 7 and 8. The
Committee does not believe that it would be appropriate to treat AIDC diiferently,
in respect of its commercial activities, to other financial intermediaries.

(i} Range of Activities

29.80... The SCE.recommended- Ehat the functlons of AIDC shou!d be expanded to
1nc1ude service industries, such.as tourism, which may be currently excluded by
the working of the Act (see footnote 2).. The Committee sees no reason for the
application. of any restrictions on: the range. of AIDC’s activities. as a financial
mtermedlary : o :

29 81 Consistent with its view that AIDC should be.able to-operate on a
comparable basis to its private sector counterparts, the Committee recommenis
‘that AIDC should not be subject to limitations on the range of companies or
industries-to which it can lend. .

F. OTHER ISSUES

'(a) Loans (AIDC) Act .
29, 82 The Loans (AIDC) Act authorises the Government at the request of

AIDC, to advance moneysito-the Corporanon out of borrow:ngs raised overseas. A
maximum limit of $250 million applies.?? : .

29.83 AIDC states in its submission that the application of this Act, which was
designed to meet an emergency. situation, is likely to be extremely rare. The SCE
réport notes that AIDC accepts that the Act should be repealed, and recommends
accordingly, with a saving provision to cover the ongoing validity of actions already
taken under the leglslatron

29 84: As several lT‘lElel‘ Australlan compames and the ARDB have borrowed
successfully overseas in recent years, and as AIDC- has now established: its
borrowing capacity in overseas markets, the Committee is of the opinion that there
is no longer a requirement for this Act for new ‘borrowings.

29.85 The Cornnuttee therefore recommends that the Loans (AIDC) Act
_should he repea!ed

(b) Executrve Structure and Locatlon of Head Office

29.86 - The SCE recommended that the AIDC Act should be amended to:

‘@ ‘provide for the’ SEpal‘ﬂte appointments of a part-time non-executive Chairman
of the AIDC Board and of a full-time Chiefl Executive; and

e 'remove the requirement that the AIDC’s headquarters be in Canberra.

22 _The.Act_ has been used only once, in. 1975.
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29.87 .. The: Committee has no reason to offer aliernative recommendations on
either of these matters

(o) Permd:c Reviews

29.88 It has been suggested that AiDC should be subject to sunset legislation,
i.e. legislation providing for its automatic termination unless, in a regularly
scheduled legislative review, it is found to meet stated criteria and its charter is
renewed by legislation,

29.89 AIDC has pointed to the adverse impact on the Corporation’s efficiency
that would arise as a result of such legislation, given the uncertainty which would
be generated about the Corporation’s future., As noted in Chapter 26, the
Committee does not believe that sunset leg!slatron is dpproprlate for comrnercrai
organisations. | . _

29.9¢ Inthe event that AIDC is retained under government ownershlp, it would
not: be sensibie 'to impair the Corporation’s “ability ‘to compete “with other
intermediaries. - In particular; the Committée is conscious that sunset provisions
might inhibit AIDC’s relationships with' domestic and’ overseas  financial
institutions. It would have a deleterious effect on its efforts to raise longer term
funds. It is also likely that sunset provisions would impair AIDC’s ab:l:ty to attract
and retain stafl of appropriate quahty and calibre.

29.91 However, it is believed that the role, operations and efficiency of AIDC
should be under continuing scrutiny by the Parliament, with reviews taking place
al least every seven years. Each review should involve a full evaluation of AIDC’s
performance having regard to any special c1rcumstances that may have prevailed
in the period under investigation.

29.92° The arguments in favour of periodic reviews are even stronger if AIDC is
asked to undertake non-commercial activities. Its role in‘relation to these activities
should be more regularly rev1ewed dl‘ld 1f_]udged to be unnecessary, such activities
should be termmated

29.93 The Cornrnltlee recommends that - if AIDC were retained ~ under
government ownership its role, operations, performance and efﬁcnency should he
reviewed not less frequently than every seven years. S :

497




























































































































































































































































APPENDIX 33.1 ~

MEMBERSHIP REQUIREMENTS OF
“AUSTRALIAN STOCK EXCHANGES

The Stock Exchange of Perth Limited

1 The:Exchange’s Commiittee has abso]ute drscretlon to-refuse to ‘submit ito, bailot a
candidate’s application. ; . .

2 Other prerequisites for membership include that the candldate be of good character,
reputed business integrity, be not less than 25 years of age and have appropriate
educaﬂonal and work expertence A prescribed entrance fee, annuai subscr:ptaon fee etc.
must accompany Ehe application,! v .

Hobart Stack Exchnnge

3 Admission to membership is by ballot of members. However, the E.xchang"e’s
Committee has: ubsoEute discretion .to refuse to hold a ballot. = Vi o

4 Other prerequrs:tes for membershrp mclude that the eandldate rnust be not Eess than 21
years of age and have appropriate educational and work experience. A _prescribed entrance
fee, annuaE subscrlptlon fee etc. must accornp.my the appheanon 2

The:Stock Exchange of Melbourne Limited - -

5 The Exchange's Committee may admit as a member any person who is of good
character, of high business:integrity, and is suitably qualified:and experienced t¢ deal in
securities; has the requlred ﬁnancrai resources and where requlred by law 1ts the holder of
a dealer’s licence. Pt ERE R .

6 The Committee has absolute’ dlscrenon to decide in the pubhe interest whether an
'appl:cant has suitable qualrﬁcataons and experience, On election, a joining fee of §3000 and
a'$2000 deposit; and other amounts as prescribed by the Commlttee are payable to the
Exchange.’

The Brishane Stock Exchange lelted

7 Admrssron to membersh:p is by ‘ballot,  The Exehange s Cornrmtiee has absolute
discretion in decrdlng whether an appllcat;on for membersh;p shall proceed, A candldate
‘must satisfy the Committee that he is of good character and of high business integrity and
be not less than 21 years of age.

8 Other prerequisities include that the candidate have appropriate educational and work
experience. A prescribed entrance fee, annual subscription fee etc. must accompany the
application 4

The Stock Exchange of Adelaide Limited

9 Members are elected by the Exchange’s Committee by ballot — candidates must be
sponsored by two members, be not less than 21 years of age, and satisfy the Committee as

Stock Exchange ol Perth Limited; Rules 7-5.

Stock Exchange ol Hobart Limited; Rule 29,

The Stock Exchange of Melbourne Limited; Rules 49-56.
The Brisbane Stock Exchange Limited; Rules 45,154,

L B s
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to their personal and financial suitablility in such manner as it shall in its sole discretion
from time to time determme . B

10 Gther prereqursrtes for membershrp rnclude approprrate educatronal and work
experience. A prescribed entrance fee, annual subscription etc. are payable after election.’

APPENDIX 33.2

CORPORATE MEMBERSHEP OF THE LONDON
STOCK EXCHANGE |

'1 In the United K:ngdom in addrtron to ordinary mdrv;dua[ membershrp, membershlp
may take thé form of 40 unlimited or limited liability corporate member, or a mémber may
be employed by a stock exchange trading subsidiary. The ‘main purpose for permitting
Limited Corporate Members was to provide a means by which ‘investors’ _outside the Stock
Exchange could supply permanent caprtal to Stock Exchange busrnesses

2 Each d;rector (who must-be a member of an exchange) of a errted Corporate
Member, and any member employed by a Stock Exchange Trading Subsidiary formed with
limited Eiabrhty, must execute a liability deed’ dccepting personal and joint liability for alf ifs
debis and obligatiors. Equity’ ownershlp by each non-member is restricted to 10% of the
issued share capttaE and to no more ‘than 10% of voting powers, Other featires are:

e a company cannot commence busmess untll elected by the London Stock: Exchange
Council;.

e .'rn the: case of unlrsted errted Corporate Members, permlsswn must be sought before
%, --its: securities.can. be sold. except.where-the sale. is.between directors: or employees of
that letted Corporate Member or their respective families; :

° every director of a lerted _Corporate Member, must ownl shares ] the vaiue of

4 {1 000 at the time of appolntment or have’ outstandlng 4 subordinated loan to the
Company of not less than £10000, ar have some combanatlon of both to the value of
at least ‘£10 000; and’

© jobbing firms may not deal in their own shares

3 Brokers or jobbers may also carry on busmess as unilmrted corporate members Le.
corporatlons not havmg any limit on the liability of shareholders; Only natural persons may
be- shareholders of an unltmrted corporate member and all of 1ts dlrectors must also be
shareholders.”

5  The Stock Exchange o[‘Adelaide Lim.ited; Rules 6-10. .

586



sole discretion

al and work
er election.’

DON

! Ch34

embership . .
ember may .
permitting

e the Stock

Corporate
rmed with
v for all jit5
0% of the
are:”

Excharige
tht before
Hoyees of
value of

i Lo the
value of

)ers, ie,
ons may -
also be

COMPANY FINANCING

Finance for Business

. Role of Foreign Capital




COMPANY FINANCING -

Ch. 3.4 .Finan.ce fmi' BusiﬁeSs
Ch.35 . Role of Foreign Capital . .



CHAPTER 34: FINANCE FOR
BUSINESS

34,1 This chapter looks at::

major trends in corporate financial structures, proﬁiablllty and patterns of
demand for funds, with partacuiar emphasis on thBll’ 1mp11catrons for busmess
stability; and : .

how the structural supply of business finance has been affected by the institu-
tional characteristics of the financial system and by government interventions
in the system. '

34.2- issues specific to particular sections of the business community, e.g. small
business finance, are taken up in later chapters dealing with sectoral finance.

A CORPORATE FINANCIAL STRUCTURE PROFITABILITY AND
STABILITY '

(a) The Broad Picture

34.3 The Committee records the findings from a survey of 752 companies
prepared by PA Australia.! It is noted that:

“As regards the structure of corporate funding:

(i)

(ii)

the equity component (measured by shareholders’ funds as a percentage
of total assets) decreased for the average company from 53.7% in 1969-70
to 46.3% in 197475 (see Figure 34.1);

since that date and up to 1979-80, the equity component has remained
fairly constant — at about 47% (finance industry excluded) (see
Figure 34.1 and Table 34.1);

as between industry groups, marked changes took place (see Table 34.1}.

As regards profitability:

the median percentage return on total assets, before interest and tax, in
1979-80 was the highest for a decade, at 10.7% — having moved, with
some stumbhles, from a low point of 8% in 1971-72 (see Figure 34.2);

not all industry groups shared that experience {(see Table 34.2);

most groups improved their return on shareholders’ funds over the period
1975-76 to 1979-80; there was some variability as between industry
groups and sub-groups (see Tables 34.3 and 34.4);

the median return on shareholders’ funds, after interest and tax, declined
marginally from 11.4% in 1978-79 to 11.3% in 1979-80 (see Figure 34.3);

1
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FIGURE 34.1: SHAREHOLDERS’ FUNDS AS A PERCENTAGE OF TOTAL ASSETS

100 - A A 100
<> <>
70 — —70
46.3% . 52.9%

Qutside funds
60 - ' - 60
50 — 50
40 - 40
53.7% ° 47.1% -
: Sharcholders’ Funds ;
o4 L 0
) T Y : .
0 T T 1 T ! T T T I T T 20
1970 71 72 13 74 75 76 17 78 79 80

Year ended June

Source - PA Australia Proﬁlabﬁily Yearbook 1980

over the last four years the median return on shareholders’ funds has been
fairly- constant -in -the 11.0% to 11.4% range; these years represent,
however, a significant increase on the early and mid 1970s, when returns
ranged from 8.3% to 9.8% (see Figure 34.3):

nolw1thsland1ng this near peak, 32 out of the 57 sub-groups measured had
a lower return-in 1979-80 than the two-year government bond rate of
11.5% (at year end) (see Table 34.4);

the: mc_d_ra_n__retur_n on shareholders’ funds produced by the top: 100
Australian companies (by market capitalisation) in 1979-80 (11.3%) was
well behind.the 13.5%. achieved.by. the UK’s top companies. (by market
capitalisation) and the 15.9% achieved by the Fortune 500 (by sales) in the
USA (see Figure 34.4); :
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FIGURE 34.1: SHAREHOLDERS’ FUNDS AS A PERCENTAGE OF TOTAL ASSETS
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over the last four years the median return on shareholders® funds has been
fairly- constant in-the 11.0% to 11.4% range; these years represent
however, a significant increase on the early and mid 1970s, when retums
ranged from 8.3% to 9.8% (see Figure 34.3);

notw;thstandmg this near peak, 32 out of the 57 sub-groups measured had
a lower return in-1979-80 than the two-year government bond rate-of
11.5% {at year end) (see Table 34.4);

the median return on shareholders’ funds produced by the top 100
Australian companies (by market capitalisation) in 1979-80 (11.3%) was
well behind the 13.5% achieved by the UK’s-top companies.(by market
capitalisation) and the 13. 9% achieved by the Fortune 500 (by sales) in the
USA (see Figure 34.4);..
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TABLE34.2: RETURN ON TOTAL ASSETS BY INDUSTRY GROUP PERFORMANCE OF
-+ TOP COMPANIES AND MEDIAN COMPANIES (%) _

Industry group Class 1973-74- 197475 197576 [976-77 197778 197879 1979-80
Mining - - Top 5% - 30.6: 327 - 246 38.2 41.4 320 :39.6
) : Median =~ 6.9 11.8 1.7 74 14 7.4 19

Manulacturing i o
. Durables Top 5% 20.6 22.2 21.6 220 19.6 211, 223
Median 10,6 10.4 10.7 111 10.2 105, 117
Non-durables Top 3% 30.2 29.1 231 23.7 235 227 - 219
Median 10.7 9.3 10.3 1.0 11.0 11,5 120
Tatal Top 5% 224 24.2 22.0 23.1 221 223 . 220
Median 10.7 9.9 10.5 1.1 10.7 109 . 1L7

Primary prod. & : :
distribution Top 5% 16.0 13.5 12.8 14.6 13.4 229 n.a,
) _ ) Median 7.8 5.5 6.1 1.6 6.4 92 105
Building & construction  Top3% 149 17.4 13.4 17.7 14.7 160 213
_ B Mediin 7.0 6.9 8.5 9.2 0.8 10.0 9.5
Finance Top 5% 11.7 12.6 14.0 12.7 129 1437, 135
: Median 6.3 7.1 7.9 1.9 8.1 8.3 9.0
Transport Top 5% 21.8 20.9 16.1 23.8 22.2 177 na.
. Median 8.5 9.1 8.2 11.2 11.0 11.6 1.6
Utilities Top 5% 9.4 10.1 15.5 20.2 15.7 na. o
' . Median 5.9 6.1 6.9 1.1 6.0 190011
Retail trade " Top5% 219 253 195 182 224 176 165
Median 11.4 12.7 11.2 12.1 10.2 104 9.8
General merchanis Top 5% n.a. n.a. n.a. n.a. n.a. 14.0 14.3
IR - Median C : 6.5 8.9
Vehicle distribution Top 5% 22.4 26.6 19.7 19.9 22.7 216 na.
wwn.. Median .. . 11.8 127, 121 12.6 118 1117 83
Hntels & molels Top 5% n.a. ni. n.a, n.a. na. na.. : n.a
f :Median S N I 9.6 10.0

Compuiers & oﬁice _ o

equipment - : Top 5% 24.3 24.3 337 34,1 322 n.a. n.a.
. _ Median 10.3 10.2 10.2 11.5 11.3 17.4 18.2
Broadcasting & TV Top 5% n.a. n.a. n.a. n.a, n.a. 329 n.a.
— . Median R o257 184
Misc. goods & services.  Top5% ~ na’ ~.nm na. oma . onac. 36 289
Totalall companies  TopS% 214 232 215 234 28 229 241

Median 97.. 94. 97 - 104 . 102...102 107

Source:” P4 Australia Praﬁ'rabf;'iu:'}’ec}r Book 1980,

(b) Changes in Fmanc;al Structure '

34.6 From the survey. and the sludy, it was clear to the Commattee that a
considerable change had occurred in the overall ﬁnanc1al structure of corporations
. — although the extent of this change vaned between industry groups and as to
time. -

34.7 Many of ‘the-trends-and: characteristics identified (espec1ally hlgher debt
component, lower interest cover and shorter debt maturities) have béen seemn.as a
possible threat fo the financial stability of companies — partacularly when
combined with further increases.in interest rates. There has been understandable
concern as to the implications of these elements for debt service.
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TABLE 34.3: RETURN.ON SHAREHOLDERS' FUNDS BY INDUSTRY GROUP — PERFOR-
MANCE OF TOP COMPANIES AND MEDIAN COMPANIES FROM 1973 (%)

Industry group Class 1973-74 1974-75 197576 1976-77 197778 197870 }1079-50
Mining Top 5% 37.5 62.1 211 56.1 513 61.3 82,8
Median 7.7 12.8 85 6.9 6.3 8.0 1.2
Manulacturing a
Durables Top 5% 231 224 21.1 23.9 230 228 240
Median 10.2 10.0 10.4 1.8 10.6 11.3 11.8
Non-durables ' Top 5% 24,5 346 25.5 24.2 23.2 24.8 27.2
Median 9.8 8.1 9.1 10.9 11.2 12.1 12.2
Total Top 5% 235 26.5 22.4 24.1 23.2 239 25.4
Median 10.1 9.0 9.8 114 11.2 11.5 11.9
Primary prod. & '
distribution Top 5% 13.7 n.i. 25.4 338 176 © 285 na.
Median 7.8 4.1 5.3 1.3 4.8 10.2 114
Building & construction Top 5% 21.0 235 21.1 34.2 24,0 327 424
Median 7.8 6.5 7.1 93 112 '10.8 B
Finance Top 5% 21.8 18.9 24.5 25.7 215 . 203 21.0
Median 99 6.6 9.9 9.5 10.1 10.2 9.9
Transport Top 5% 17.7 18.8 21,9 25.2 273 223 na.
Median 9.5 7.7 10.3 17.2 12.8 12.6 14.3
Utilities Top 5% 8.1 9.9 13.6 21.2 142 - na. ‘n.a.
Median 6.0 1.5 8.7 83 67 - 69 6.7
Retail trade Top 5% 309 44.5 25.0 25.7 212 208 217
Median 9.4 10.8 10.6 11.9 11.1 9.1 1.7
General merchants E&;&ﬂ; na na. na. A na 23.191 .' Z;g
Vehicle distribution Top 5% 433 326 21.6 19.0 20.1 227 na
N Median 11.2 11.0 11.5 13.3 1.1 8.7 48
Hotels & motels ']l\'doepdif:]"f: na na N na o ) nsa2 'n_’.uf;
Computers & ofﬁce equlp— . . .
ment Top 5% 341 30.5 30.9 39.1 41.6 n.a. - : na.
. Median 10.3 9.7 9.9 13.7 14.1 26.9 26.7
Broadcasting & TV Top 5% : 31.7 n.a.
. ing & T Merziiun n.a. n.a n.a n.a. n.a 24.9 182
isc. rvices .0 22,
Misc. goods & s L‘gjiﬁ n.a. na n.a n.a n.a. ??7 12.é
Total all companies TopsY% 28.1 26.9 25.9 28.1 26.9 25,9 28.0
. - Median 9.8 8.8 9.6 11.3 11.0. 11.3

Source: P4 Awustralio Proﬁ:ﬁbiﬁw Year Book 1980.

34.8 The observed changes in debt/equity ratic in the 19705 partly reflect
‘cyclical’ factors such as levels of profitability and levels of capacity uuhsauon

349 They also reflect:
© the effects of accelerating inflation during the 1970s:
@ the ‘bearishness’ of new equity issues, albeit temporary, throughout some of

that period;

e areluctance in some instances to bring about a dilution of the equity of original

or principal shareholders;
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TABLE 34.4: AVERAGE 'PERCENTAGE RETURN ON SHAREHDLDERS' FUNDS AFTER
INTEREST AND. TAX, BY. INDUSTRY: L

Industey . o . 1975-76 - 197677 197778 1978-79 197480
Mining - : ; . :
MNon-lesrous : 9.9 124 9.0 12.7 17.2
Cuoal 14.8 17.5 21.6 15.0, 10.5
Qil. and Bus - o n.i. 2.1 4.0 43 . . 95
Mise. including mlnlng . o A
investment _ 43 11.6 _ 1o 1.4 7.5
Mamyfaciuring
Durable . - B
: Prmmry metals © - . - 4.2 : 4.6 6.0 8.7 8.7
. Heavy engineering . S
including distribution ) 117 11.3 10.0 t1.3 111
 Machinery manulacture & 3 : e
_ distribution ) : . 10.4 .o B.o 71 107
" Motor vehicles i .. 16.0 6.3 n.a. Cna. 47
" Motor vehicle parts, ' - ’
-_hcwssories & distribution : “12.3 13.8 OIL 12.9 113
Light engineering |nLlud:nj, :
distribution : 98 11.0 il.e 1v.7 - o 1L7
.. Electrieai : . : '1 9.5 10.2 1.3 10.9 7.2
.. Timber products i . - 11.3 134 .. . .85 93 10.4
Cement & concrete : Y 185 . 124 14.4 14.3

Dricks, pipes & other o — o } :
.bl.ll][lll'lbmdll:[‘]dls ’ . i - N 1.7 . 106 10.9 12.6

Non durable

Petroleum refining & e
70 .. 84 64 8.9

_ markeling 1.1 ) . .

. Chiemital fertilisers 7.0 74 . BT 9.1 107
" industrial chemicals 0.3 161 107 119 120
* Pharmaceuticals 13.4 135 0 144 13.0° 154

< Paints & enamels 11.6 13.8 13 14.1 15.7

Rubbers & plastics 4.6 5.7 4.9 1048 CoALT
Tobacco & cigarétics 1.7 127 7 i13.2 12.5 184
© Dairy products - 10.7 130 124 14.8 13.8
- Bakeries,: oils & stock RS Tl bk
Teeds - 03 11.9 -0 12.6 10.9

.. Meat 13.0 146 . 15.2 169 5.0
Sugar 123 12.3 - 8.6 10.7 0.8
Conlectionary & aemled o S

Cowalers 5.0 11.6 =119 ~10.3 9.2

. Beer, wine & splms ‘ 8.4 - 9.8 1.0 11.1 8.7

CLOURBE OO e gl g g g s

Textiles 3.7 . B N R b - 131
Clothing 14.1 18.2 16,2 17.6 16.5
Leather & feathergoods
products 7.1 7.4 1.5 10.5 13.0
Pulp & paper 7.4 9.2 9.0 1IN 12.8
Newspapers & magazines 11.2 i4.8 13.6 14.9 12.5
" Printers & stationers . S IR N | 108 o112 450 133
Pdckdgmb L T 1.9 110 s 116 12 102

Pastoral & agmuhma{ 4.5 5.9 54 10.5 16.1

Building & construction : : :

Building & civil engineering . T B O S T A 1 2 TN UL FUPRESE . K.

Property dEVE]opmenl B - 6.3 6.9 9.8 . b7 . 69

Fris ; TR N : ¥ g

Trading & savings bunks 16.6 12.0 132 165 162

Investment & merchant:banks ;... ... o0 127 104 - 9T RS- 130

Hire purchase 6.9 9.0 .. IO AU | X 11.3
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Investment & others
Trustees
Insurance

Transport

Airlines

Shipping

Land

Utilities

Retail
Depariment & general stores
Specially stores

General merchants
Merchants
Import & exporl

Motor vehicle distribution
Hotels & motels

Computers & affice equipment
Bmad{awng & felewsmn

Miscellaneous gﬂads &
services

6.3 .
12.2
15.0

4.9
8.2
17.3

8.9

10.4
12.8

1.5
34

13.8

39
5.1
13.0

14.3

11.0
17.2

13.6
12.0
18.6

9.6

11.0
16.]

10.3
138

1.7

6.5
155
19.9

12.0

73

19 ..

12.7
14.9

13.4
12.9
16.5

8.8

B.7
16.0

1.6
4.7

9.3
8.2
24.0
18.7

13.9

9.1
35

1.5
5.8
25.6
207

126

7.6
l6.6

10.8

Source: PA Australia Profitability Yearbook {980,

FIGURE 34.5: FIXED CHARGE COVER
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FIGURE 34.6: CURRENT AND LIOUID RATIOS
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Source AFS{ — STATEX 5TUDY (All Industries Avarage — Exciuding Finance}

e (he growing sophistication of financial markets® and the greater willingness by
corporate management to ‘leverage’ projects and the overall business; and

© changes in the underlying industrial structure.

34.10 Seen in this light, the changing debt/equity ratio may be viewed as a
desirable commercial adaptation to a changing economic and financial
environment. Moreover, as pointed out earlier, the rise in the ratio has levelled
out in recent years. It should also be noted that present ratios are fairly conserva-
tive by comparison with those applying in many other countries, e.g. USA.

34.11 Reduced earnings cover for interest reflects higher debt and higher interest
rates, not covered by a commensurate (by previous standards) increase in
profitability.

34.12 Although precise information on the debt-maturity patterns of business is
lacking, it is widely felt that during the mid 1970s the longest available average
maturity of new fixed-interest borrowings decreased to something like three years;
by contrast fixed-interest loans of well over ten years were not uncommon in the
1960s.

34.13 With the increased availability of medium-term funds on variable
(*floating’) interest rate terms, and a tendency for inflation (but not interest rates)
to level out, businesses are now more able (and willing) to secure funds on a

6  The greater sophistication ol corporate finuncing in recent years is illustrated in a paper tited
*Trends in Corporate Finance® by L. A. Pollard, Institute ol Actuaries of Australia, 1981. The
“paper drew atiention to a number of sources of debt funds which are either new in Australia in the
‘fast five years of less, or which have grown materially during that period. Such sources include
promissory notes, syndicated loan facilities, standby facilities, negative pledge borrowing,
converiible notes, floating rate leasing, leveraged leasing, equity leasing, project financing and
non-recourse lending, innovative upplications of unit-trusts {reconstructions involving property
trusts), money market funds and new instruments and markets [or overseas debt. In addition,
there have been such facilities as foreign currency hedging and interest rate Mutures.
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medium-term basis. New methods of financing, such as leasing. have also been
developed. However, long-term, fixed-interest loan finance has remained
relatively unattractive to both borrowers and lenders;

34.14 From the viewpoint of stability it would seem that some of the elements
which produced the marked changes in corporate financial structures in the years
up to 1974-5 have since levelled out — and the threat which many saw to the
survival of corporations in that period is now much less evident. Nonetheless, the
range of maturities available to borrowers has remained much narrower than in the
1960s, with potentially destabilising implications for them in periods of rising
interest rates.

(e} Trends in_:Prnﬁtabili.'ty

34.15 The Committee also looked at other aspects of business profitability, such
as how profit rates compared with the rate of inflation and the returns available
from other (financial) forms of investment. The level of profits has, of course, a
crucial bearing on the ability of business to obtain ‘capital’

34.16 Table:34.5 contains some further estimates of rates of return.on
stockholders’ .funds and assets. Certain of the elements, viz. profitability and
taxation, have been adjusted for the effects ol inflation on the replacement costs of
stock and depreciable assets. The Committee is conscious of the limited value of
such calculations; at:best they can be regarded only as broad approximations,
Nevertheless, the figures suggest that the “real’ rates of return were on the average
considerably lower in the 19705 than in the 1960s.7

34.17 For a full dssessmem it is necessary to !ook not only’ at Dperatfng profits
per unit of capital but also at the unit cost of the finance needed to acquire that
capital.®

34.18 The Committee notes the many practical’ problems in measuring the
average cost of capital®, encompassing the combined cost of equity and borrowing.
This is more so during periods of inflation. A few available Australian studlesm

7 -Readers interested in exploring further the issue ol corporate *seal” rates of return are referred 10:
R.G. Hawkins, ‘Business Fixed Investment in the 1970s’, Conference in Applied Economic
Research, Reserve Bank ol Australii. Conference Papers, December 1979 P L. Swan, *An
Optimum Business Tax Structure for Australia’, AFSI Commissioned Studies and Selected Papm

SPagt 3.

8§ : Strictly speaking, what is relevant to the firm’s investment decision is not the comparison ol the
uverage rate ol return with the average cost of capital but the expected maeginal rate of return on
the proposed investment compared with the cost of the last tranche of lunds supplied.

9 The average overall cost ol capital.is the rate at which the company’s [utuse earnings (whetherin

~the Torm of interest, dividends or reiention} are discounted hy the capital market in valuing its
securities. In practice, expectations of Muture earnings are uncbservable. One measure often used
‘to upproximale avesage overall cost of capital is the ratio of current ‘real’ earnings to the market
{fimancial) valuation ol the:company’s capital stock — a form ol comprehensive ‘carnings yield’.
Methads of adjusting nominai i incomes [or the efTects of inflation are far rom resolved.

10 See: lor example: |N. C. Mackrell, J. Frisch. and: P, Roope, *Equations for Business Fixed
Jnvestment’, in Thiee studies of Private Fixed Investment, Reserve Bank of Aubtl’d[ld Occasional
puper No. 3E Jurie 1971; A. B. Smith, *The Share Market and the Cost of Capital'; Australiun
Bureau of Statistics, Mimeo, August 1973; H. N. Johnston, ‘Corporate Profitability and the Usér

-Cost of Capital lor the Corporate Trading Enterprise Seclor’, Australian Bureau of Statistics.
Mimeo, December 1975;. C. 1. Higeins, H. N. Johnston and P. L. Coghlun, *Business Investment;
The Recent Experience’y in Confercnce in Applied Research, September 1976, eds W, E. Noston and
D. W. Stammer, Reserve Bank of Australia, Sydney; E. Kiernan and P. O'Shea, *An Analysis of
Fixed Investmént, Aggregate Production and the Cost of Capital in Australia’, 48th Anzaas
Congress, September -1977; R. G. Hawkins, and B, Fitzgibbon, *Estimating the Tobin Rulm
Reserve Bank of Australia; Sydney, mimeographed. 1978: P.'L. Swan, op. it
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FIGURE 34.7: RATIO OF MARKET VALUE TO REPLACEMENT COST OF
CAPITAL — AUSTRALIA

2

180 B 180

. Tax adjusted muo
o = wa — = Unadjusted ratio

1404 ' 140

100§/ Ji
6ol A g 1
I _ vl e s
ottt bt L L b
66/67  68/69  T0/T1  TMTY 1475 /11 1879

Source: R. G. Hawkins, ‘Business Fixed [nvestments in the 1970%,” in Reserve Bank
of Australia , Conference Papers, December 1979

have looked at the cost of capital, and have attempted to measure the relative
- profitability of investment. One test used is the ratio of the value of capital assets in
the share market to their replacement cost.!! There is a variety of other techniques
employed to compare real rates of return with the *true” cost of capital. From the
various studies seen by the Committee, the picture which emerges is broadly that
relative proefitability fell sharply in the early to mid 1970s, but recovered
somewhat in later years. Figures 34.7 and 34.8 reproduce results from one of the
Australian studies.!? Overseas studies!? also point to a similar overall picture (see
Table 34.8), although the results should be read with the usual caution. (It is
notable that in the UK there was a deterioration in relative returns in 1980.)

“34.19 The strains on business profitability during the 1970s were tempered by
two factors. First, the changes in corporate gearing ratios in that period and the low
and even negative real interest rates during most of the decade. Secondly, the tax
relief provided to companies late in the period — both through stock valuation
adjustments and investment allowances. However, the overall tax charge rose in
197980, reflecting reductions in these benefits.

. 11 Commonly called the Tobin ratio.. Keynes (1937) appears to have been the first to emphasise the
- importance of this-relationship as a possible determinant of investment. In his 1969 paper, Tobin
argued that businessmen’s demand lor investmeni goads should be. positively related 1o this
ratia. The market valuation ol capital investment (the numerator in the ratio) is of course heavily
influenced by expectations regarding luture profits and interest rates on financial assets. J. Tobin,
‘A General Equthhnum Approuch to Monemry Theory Jounra! af Money, C'rea’fr and Banhmg I:
15-29.) -
12 R. . Hawkins, op. cit. : Co
13 See, for example, F. Modigliani and R. A. Cohn, Inflation, Rational Valuation and the Market’,
The Financial Analysts Journal, March—April 1979; various issues of the Bauk of England Quarfer!y
Budfetin, particularly March 1976, June 1979 and June-1980.

603



- FIGURE 34.8: COST OF FUNDS — AUSTRALIA:
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Source Hawkins., RG op cit.

TABLE 34.8: UNITED KINGDOM: RATES OF RETURN ON TRADING ASSETS OF
INDUSTRIAL AND COMMERCIAL COMPANIES®

Rates of renirn

- graphs,

Source: Bank u_,"Eng.'and Quarterly Builetin, March 1976, June 1976, June 1977, June 198[], June 1981
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. - R Post-tax
. Year . Pre-tax : ) real cost
ended historic Pre-tax Post-tax of capital

36 hine Coeest U reaftbl - real R CIC)

) 1963 ) ' 15.9 114 74 5.8
1964 166 1.9 ‘ 7.8 6.0
1965 - 15.8 - : 112 7.3 5.3
1966 141 . 9.9 5.9. 6.3
1967 13.6 . 10.0 5.8 5.0
1968 14.8 10.1 5.7 39
1969 149 : 9.9 6.0 4.0
L1970 144 8.6 5.2 50
1971 15.1 ) B.8 6.1 4.6
1972 16.8 ' 9.3 6.5 4.8

1973 19.8 CoE 9.1 8.1 39

1974 18.7 : 5.2 6.0 3.0

1975 1B.5 - 3.9 . 5.0

1976 20.1 : 54 54 6.8

1977 19.4 6.2 6.8 6.5

1978 19.0 6.2 6.3 6.1

1979 18.5 4.3 6.1 5.0

1980 14.2 - 29 12 4.4

(s} - Excluding their North Sea activities. :

(b) - Net of stock appreciation and capital consumption at rcpldccmcm cost, (For derivation of the real rate of return
see appendix 1o this table.)

(c) Percent per annum end year. The cost o!"capllai i defined as thc rate al whu:h fulure earnings are discounted by
the capital market, 1t is estimated as the ratio of reat post-tax profits to the market {financial) valuation of the
capital stock. The fnancial vitlue of the capital stock is the sum of the company 5 finunciaf liabilities, i.e. equity,

. loans, prefevence shares and bank advances all vulued at market price,
{d) - Figures not upd.und in June 198t lssuc F;gurcs quoted include- Secmt.lrmls re-estimates from published



APPENDIX TO TABLE 34.8
Derivation of the real rate of return
The algebraic formulations to the calculation of the real rate of return are as follows:

Pre-tax real rate of return
Historic cost rate of return:

GTP+R~CCH

TOFHAW M
a after revaluation of the capital stock:

GTP+R—CCH

FR-+W (2)

b after revaluation ol capital consumption:

GTP+R—CCR ’

TFREW 3)

Real pre-tax rate of return;

GTP+R—CCR—SA
FR¥W - @

where

CCH is capital consumption at historic cost,

CCR is capital consumption at replacement cost,
FH is net capita! stock at historic cost,
FR is met capital stock at replacement cost,

GTP s gross trading profits,

R is rent received by compunics,

SA is stock appreciation, and
W is book value ol stocks and work in propgress.

Post-tax real rate of return

- Taxation affects rates of return not only because post-1ax profits are smaller than pre-tax profits but
also because taxation reduces the relevant capital base, The relevant capital base (CB} is the company’s
slock of assets at replacement value (FR) net of lhns tax Imb:liiy

= FR — C(FR — WDT) + W

where
CB- is tax-adjusted capital stock;
WDT is tax-written-down value of fixed assets; and
C is the Corporation tax rate.

Source: Bank of England Quarierly Bulletin, March 1976,

34. 20 The situation at the start of the 19805 is different in most, but not all,
respects: from what it was in the mad to late 1970s.-

LI there_ is evidence of a recovery m_corporate profitability in more recent years —
certainly in nominal terms but. possibly- also in real terms (an exception,
currently, would be those sections of the mining mdustry aﬁected by low world
commodity prices and other factors)

@ the rate of inflation is generaily seen as having ‘levelled out’;
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TABLE 34.9: AVERAGE DIVIDEND AND EARNINGS YIELD

Year ended Listed eguities average Listed oquities average
10 June dividend yieldit) carnings vieldb)
1950 4.94 n.a.
1951 4.83 . . n.i.
1952 6.91 n.i.
1953 6.60 n.i.
1954 6.30 n.a.
1955 6.69 n.a.
1956 7.97 n.i.
1957 7.37 n.a.
1958 7.11 n.a.
1959 6.12 n.i.
1960 4.9 n.d.
1961 6.27 [1.74
1962 3.54 B.67
1963 5.61 1.77
1964 5.11 : ’ 6.89
1965 6.09 10.04
1966 6.13 12.48
1967 6.59 1E.38
1968 571 10.30
1969 -5.24 8.94
1970 6.2y 10.96
1971 6.60 : 13.69
1972 5.34 8.4%
1973 - 496 - ‘ 7.71
1974 7.33 : 11.65
1975 934 : 17.65
1976 - 175 : 12.62
1977 8.33 16.62
1978 7.46 C i 1598
1979 7.08 - 13.70
1980 6.66 : S - 14.84
1981 563 : 11.43

(a}
(b)

Uinweighted average dividend yield {pereent per annum}. From 1972 yields cilcilited on national ]lSlinL,b prlor
to that date anly on Sydney Stock Exchange listings.
Random sample of companies on Melbourne Exchange: 50 companies to June, 1973, Ihem.e 100 c.nmp.mles

Source: Melbourpe and Sydney Stock Exchange. .

against the background of greater volatility in short-term interest rates, overall
dividend and earnings yields'¥ on listed shares have fallen in recent years (see
Table 34.9)15;

it is evident that there has recently been a notable improvement in longer term
business profit expectations!®, judging by the high levels of capital expenditure
incurred and anticipated in 1980-81 and thereafter.

14

*From the point of view of the business, the earnings yield is the cost of raising equity finance. To
the shareholder the naminad return in o purliculur period-is the sunt of dividends recéived and the
nominal capital gains on shares. When share prices.are expected to [all the sharefiolder will be
expecting the return on shares 1o fall in the short term, while the firm will be expectmg the
earnings yiekl 1o rise. Hence;a firm may-find it difficult to raise share capital when share prices are

- (alling, even thouph it could be prep.u-ed lu puy the cost |mphed by current earnm[, yleld R.G.

15
16
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Hawkins, op. cit., p. 209. - .

There has been some reversal durlm, ‘the course oI' 1981 ) .

Most economists agree that Lurrenl mveslmcni decssmns are be1n|, ITIddE on the bz1515 ol'exneued
rates of return — not past rates. . .



34.21. To the extent .that any :action is needed -to improve overall business
profitability — and the Committee does not claim:that such action is needed — the
solution lies not in the financial system but in appropriate domestic stabrhsatron
pohc:es In that regard, it offers the followrng comments:

@ In the short run, profitability depends on the level of demand. The Committee
" sresses, in this context, the importance of a stable policy environment.
" -Sudden contractionary policies (which are unexpected) can often lead to lower
business profitability pdrtly because of lower capacity utilisation and partly
because nominal wage increases do not moderate quickly enough.

@ Over a longer period profitability depends on the relationship between
... productivity and real wage movements, Many argue that a central problem in
... the. period. after 1973 was that real wages got out of line. There is some

_. evidence that this trend has been checked.but there are obvious lessons for the
.. future. . .

(d) Conclusmns

34.22 - The broad 1mpressron WhECh emerges from this brief survey ol' trends in
corporate finance structures and profits is that the disturbing trends evident during
the 1970s" are- much less pronounced today. Many of these trends reflect the
inflationary environment business had to operate ‘in during this period. By and
large they raise issues for macroeconomic management rather than the efﬁcieney
of the financial system. Against a background of a more stable economic and
monetary enwronment most busmesses appear to.have adjusted to the problems
and challenges o :

34.23 “The "Committee therefore sees no immediate need for government
initiatives. However, an acceleration in the rate of inflation, coupled with any drop
in profitability and consequent cash flow, could revive many of the stresses of the
1970s and reactivate some of the earlier concern. In an-unsettied world economic
and financial environment, it is vitally important to ensure that Australian
businesses, and the ﬁnanc:al system, are able to respond flexibly to changing
economic circumstances. The Committee now focuses on some of the factors:that
might constrain such ﬂexzbrl;ty ' -

B. . BARRIERS TO EFFICIENCY -

(a) Market Structure : _

34.24 ° The competitive structure of financial markets — the range and diversity
of institutions within the system and the general level of competition — can have
an important bearing on the cost’ and’distribution of capital available to the
business sector. Efficiency can also be aﬁected where government regulatrons and
technical 1mperfect10ns in the financial markets rrnpede the flexible developments
of financial market structures. The end resuit is to raise the cost of funds to
businesses.

34.25 Various aspects of competitive structure are discussed in'Chapter 32. The
general conclusion reached there is that *wholesale’ business finance markets are
generally highly competitive,: with large corporations having access to overseas,
direct and internal sources of finance, as well as local institutional funds. On the
other hand, sources of ‘retail’ (small) business finance appear to be less varied
and less numerous. While to-a significant degree this is a by-product of
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government intervention — which:is discussed later — it may alse, in smali part,
reflect-the structural characterrstrcs of the financial system.

34.26 Two key Teatures of the Austrahan ﬁnancral system whrch are thought to
bear on the distribution of busmess finance are:

o ‘the mstrtut:onahsed’ character of available sav:ngs ev1denced by the high
' proportron of household sayings that are channelled. through [financial
_intermediaries; and. :

& the hlgh levels of concentrataon characterlsed by the domlnant role p!ayed by
a few large banks and life insurance companies.

34 27 1t is not at all clear that the structural allocation of funds to’ the busmess
sector -i5 significantly altered simply because ‘savings are channelled: through
institutions. It is partly a question of whether those institutions are more risk-
averse than individual investors as a group. Because of their very size and strength,
institutions are generally better able to spread their risks and returns and to place
their funds in ‘lumpy sometlmes longer term tnvcstments than rnost 1nd1v1duals

34 28 Because most institutions are usually better 1nformed and. more. national
in'their:investment perspectrve than 1nd1v1duals the. 1nst1tuttonahsed character.of
the system should contrtbute toa more et’ﬁctent allocanon of finance to busmesses
generally . o . . e

34.29 : 'The issue ot"concentratton is less clear cut: It'can be argued that g;ven the
overall size of the Australian financial systenr and its growing links with overseas
financial markets, some degree of concentration is desirable from -an “efficiency
viewpoint, . Beyond a.point, however, the concentration of finance in a few large
institutions: may yreld little: in.. operational econcmies while, possrbly hav1ng
undesrrable £conomic, eﬂ'ects For example : . :

e competition could: suﬂ"er rf key ﬁnancraE markets were domlnated by a few
o large’ tnstntutlons, i

G"'fsorne of the very Iarge lnstatutrons could be" expected to set” relatlvely high
+"'limits on’the minimum size of their commercial loans or 1nvestments thus
restricting the availability of funds to smaller businesses;

e in selecting securities for investment, large institutions might be expected to
be more concerned than small institutions about the effects of their
transactions on the prices of these securities; and:this could introduce a bias
against corporations whose shares are thinly traded

34.30 At some point, therefore, concentration may prevent an . efﬁcrent
aliocatron of business finance. For reasons discussed in Chapter 32, however the
Committee does not believe that’ present’ levels of concentratum have reached
this critical ‘point, aithough ‘'the trends need to be closely reviewed. 17 Tt is
appropriate here to reiterate the view frequently expressed in ’EhlS Report that entry
into financial intermediation should be reiatrvely unhrndered sodsto ‘enhance the
competitiveness of financial markets.

(b) Government Intervention.

34,31 There:can be little questron in the Comrnlttee § Judgrnent that various
actions -of :;government ‘have: had .a: significant distorting: effect onthe cost and

17 The issue is also briefly discussed in Chapiers 24 and 25.::
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availability. of capital. to: business. This is a theme which -recurs repeatedly
throughout-the Report and some of the main threads relating to business finance
are drawn together here. o _ .

34.32 Various' aspects of taxation bear heavily on busmess balance sheet
structures and fundmg patterns In Chapters 14—17 attennon is drawn mter alia;
to: : . : SR

@ present company tax arrangements and their eﬁ‘ect on-investors’ portfollo
preferences and on business decisions concernlng retamed proﬁts debt/eqmty
‘ratios and corporate structures penerally; :

© the non-neutrality of stamp duties, with consequences for thechmce of
financial instrument.

34.33 The implications of lending and interest rate controls on banks are
considered in Chapter 4. For borrowers such controls can mean:

@ higher bank interest charges for larger customers;
© rationing of bank funds particularly to small customers;

@ increased resort to more costly {(and often less efficient) non-bank or “direct’
sources of financing, as part of the ratlonmg process.

34.34 The extent to which particular institutions are subject to various portfol:o
restrictions!? is set out in Chapters 15-17 of the Interim Report. In brief:

e banks cannot hold deposits with a maturity beyond four years; this in turn
affects their ability to lend on a longer term basis;

© funds marshalled from the household sector by credit unions, building
societies and savings banks are generally not available for on-lending directly
to the business sector as either debt or equity; in part this is the result of
restrictions on the types of investment made by these institutions;

e the 30/20 requirement on life offices and pension funds may affect the cost and
availability of funds to the business sector.

34,35 Exchange controls and the restrictions on forward cover facilities have,
from time to time, played a significant part in limiting the range of financiai choice
available to business (see Chapter 8).

34.36 The Committee believes that if the recommendations made elsewhere in
the Report were adopted, they would go a long way to removing many of the
regulatory obstructions to the efficient allocation of funds to the business sector.

34.37 The following recommendations are of particular relevance:

e the removal of direct bank interest rate, maturity, and quantitative lending
controls (see Chapter 4);

© the abandonment of the LGS ratio (see Chapter 4);

® the abolition of the 30/20 requirements (life offices etc.), and the reliance on
market-directed initiatives to appropriately fund government borrowing
requirements (see Chapter 10);

@ the abolition of the 40% and 7.5% requirements (savings banks) and the
replacement of these by an appropriate reserve requirement (see Chapter 10};

18 The issues discussed here are closely related to the effects of interest rate controls.
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that. the Government work towards the .introduction of a system of . full

- integration of company and personal income tax (see Chapter 14):

that private companies be given the option to be treated as a partnership for tax

. burposes and the shareholders be taxed accordingly (see Chapter 14);
~.that.a loss suffered by one company should be permitted to be offset against

the taxable income of another company in the same group (see Chapter 14);

. that-the agreement of the States:be sought to abolish the existing.system of

. - stamp: duties on financial transactions. and replace it with a uniform .and
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Australia-wide flat tax on all financial. transactions and instruments (see
Chapter 16).



~CHAPTER 35: ROLE OF FOREIGN -
CAPITAL

: INTRODUCTION

35.1 Overseas caprlal has ﬁnanced a 51gn1ﬁcant proportlon of Australlas
industrial and resource deveEopment ' :

35.2 it may assume even greater rmportance in the future in-view of the
concerns expressed in some quarters that Australia faces 4. resource- ]ed
:nvestment upsurge and an overall capltal shortage in the 19805 '

35 3. It is suggested that the commumty 5 wrllmgness to- save may fall short of ;ts
economic growth aspirations and that this. mlght lead to.a shortage of ‘real’
resources (labour and capital). Viewed in this way, the problem is not essentlally
one arising from any:failure of the financial:system:! Nevertheléss: the Committee
has an interest in this issue because'imported financial capitil can be *transformed’
into additional real resources'(in the form" of additional-imports- of goods: arid
services). Barriers to the flow of foreign:capital may thetefore: be seen ‘as ‘an
important dlmensmn of any Iong term:‘capital shortage’ problem that might be
thought to, ex1st

35:4 Estlmales of future suppiy and demand for cap;tal are of course subject to
considerable uncertainty. Saving ratios have proved extrernely difficult to ‘predict
in.the past. and. will. be even more difficult to -predict .in the rapidly changing
economic and financial envaronment of the' future On the demand- side, many of
the estimates of anticipated. capital expendtture especraliy in ‘the resources
development area, involve assumplions about costs, overseas markets prlces

exchange rates and interest rates which are at best’ hlghly specuia‘uve

35.5 Nevertheless ‘the Comm:ttee accepts that, on any reahst;c assessment of
prospectwe resource dévelopments, large caprtal e)cpendrture SUms are I:kely to be
involved and this' might (other things remammg ‘equal) put’ upward pressure on
interest rates. 1f interest rates are allowed to rise sufﬁc;ently, any excess demand
for capltal erl of course dlsappear

] It is of course possible for capital ‘shortages’ to emerge as a result of imperfections in Bnancial
markets. In relatively underdeveloped capital markets, for example, the facilities lor mobilising
household: savings and- transferring. them- to ultimate. spenders. may. be. inadequate.and the
available savings may not all be ‘transformed’.into real investment, despite the existence ol
atiructive unused investment opportunities: This does.not. appear. to.be a significant,problem in

... Australia; although - there are some-rigidities; and . imperlections. in--financial, -markets . which

... .abstruct the flow of Tunds, the ‘gaps’ they crenie.ure principuiiy_siructurai.in character, i.e. they

< :relale 1o particular types, of capital, In any.case, while. the resulling ‘gap’. may. be. viewed as
stemming rom deficiencies in the financial sysiem in.the ﬁnaE outceme the resmnsablhly rasts
with economic manugement. L e : e
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35.6 Such a ‘free market’:solution .may not however : be the rnost desrrdble
outcome. There are at least Ehree alternatlve approaches '

® governments could aim to slow down the level of capital expenditure and
hence the future potential rate of economic growth;

e they could seek to increase the domestic saving ratio; and
o forergn capital could be allowed to enter more freely

35.7 Thus mcreased forexgn capital could be seen as an alternative to either lower
rates of economic growth or lower levels of immediate consumption — or a
combination of both, probably accompanied by higher interest rates.

35.8 Against this background, the Committee now turns to briéfly ‘consider
present foreign investment policy and in partlcuiar the desrrabrlsty of:

‘@ ‘Australia reducing’its dependence on overseas capltal or
@ at the other extreme, adoptrng a more Iarssezfarre policy ‘towards’ foretgn
. investment, . .. .

B FOREIGN INVESTMENT POLICY

35.9 Chapter 20 of the Interim Report outlaned the exrstmg forelgn mves[rnem
policy arrangements and the role of the Forelgn investment Revtew Board in the
implementatlon of those arrangements e :

35 10... The aim of forelgn mves[ment pollcy st o to_strike_-a balam_:e between
the benefits of long-term investment . ... and the possibie costs, to the national
interest of foreign ownership and control’ 3. The-basic approach:is.to examine new
investment proposals individually. to assess whether: : ; iy

e: :they offer net economic benefits; and: G :

® provide adequate opportunities to Australians to participaté ‘as fully as
- practicable . in. the. ownershtp -and.: control .of local natural resources :and
.-industries: B - _ : .

3511 ‘The Committeé has not attempted to carry out a full discussmn of the long-
term economic beneﬁts from forelgn investment. Detailed analyses of the dwerse
assues are contamed ina number of Australran studies 4

35. 12 The main strands of the arguments are brleﬂy

® QOver the Ionger term, forergn investment serves lo finance, dlrec[ly ar

'_mdlre{:tly, areal i mcrease in Australia’s productrve capacity. It thus augments
.. the potennal rate of economrc growth sustamabie on, any given level. of
L _domestlc savings..

© As a general rule, forelgn Capltdl yreids net gams to: Australza 50 long as the
expected returns (contribution to increased national income) exceed the costs
of servicing the foreign capital and any other costs associated with foreign
ownership and control. Provided foreign investment is not subsidised directly

2: ThlS wouid thB to be 45socmied w1th i larger externd] deﬁcu on currem uccouni ao ensure that
there was'an addition’to Australia’s real resources.
o Commonwealth Treasurer, Press Release Mo 87,22 May. 1931 :
4 “Tréasury Ecopomic Paper No. 1, *Overseas Investment in- Australiy’, M.ny 193‘2 WM Corden
“w Trade ' Policy and - Econgmic Welfare, Clarendon :Press;: Oxflord, 1974 ‘E.A." Russell, *Foreign
~“Investmient:Policy ' — What:Rolefor the Economist’, Australian Economic Papers, Decemhér 1978,
G DiAMacDougall, *Benefits and Costs of ana{e Investment from Abroad - A Theorelwal
Approach’, Economic Record, March 1960.

L.‘J .
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sz oriindirectly. (e.g. through- excessive tariff protection}; it is likely to yield a net

= ogain’to nationak income,: both. through: the-tax: collected’ ‘and- because of the

iitendency for real wages to rise‘when:the capital stock is increased: relative to
-labour. There are also likely to be favourable employment effects. SR

e.. Foreign equity investment provides.a. medium through which Australians:can
.....share with overseas mvestors some of the risks. assocrated with investment.in
. __.:-;_-AUS[I'EIEEH L R S }

@ There might be potentral garns from economies. of scale under a freer forergn
..;.investment policy, but it is probable that such economies are already largely
.. being exploited wrthrn the” constrarnts of the current foretgn rnvestment
gu:dehnes :

0. There are:: some returns from forergn 1nvestment whlch accrue to the
"' community at:-large ‘and not justto those: directly participatingin “the
. investment; these ‘external’:benefits are. usualty attributed to the' know-how
: 'that forergners ‘bring to Australian industry. It ‘has. been argued that foreign
L companres are generaily more w1lhng to explort thear latest technology where
or-flow-on of new technrques to Australtan comparies m:ght be slower when

- foreign tnvestors are requ1red to.act _]orntly w1th Austrailan compantes '

35.13 . The present forergn investment poircy commands a broad cross- sectron of
community support; however; there are some who favour amore restrictive policy
and :others: who-favour a more: liberal one. The: choice: hinges: partly on' socio-
political considerations ‘but there dre" 1mphcatrons for the level and structure of
ﬁnancrng that need to be understood. : R o =

{a) More Restnctlve Polrcy

35 14 A ‘more restrrctrve pohcy would requ:re greater local partrcrpatron m new
development pI’O_]eCtS Ifall other things were to remain equal such a pollcy would
reduce the resources available for capltal expendrture in Australia. and slow down
the ‘pace of economic development.’ To avoid such an outcome it 'would' be
necessary- for gither (i) the domestic savrng ratio'to‘increase. or {ii)-the‘réduction
in- equity: capital inflow: to-be offset by an increase in:debt caprtal 1nﬂow Eeavrng
Australia’s total net access to foretgn resources unchanged S5 g

35.15 A drfﬁculty wrth (r) is that Austraha already has a fatrly htgh savrng ratro by
world standards (see’ Appendrx 35N and the communrty may not be prepared to
accept lower levels of immediate consumptlon ‘Many of the factors mﬂuencrng the
trend: in savings (such as changes in the age structure.of:the ‘population, in the
distribution of incomes:or in‘the general level of expectatrons) fall outside an area
susceptible to:simple: fiscal .incentives.”: Some of :the- -varied. factors: that may
influence : the:: long-term trend in: household savrngs are : d;scussed
AppendaxBSI ; conie iy ; [RESCITIS

5 .':On this pornt see Treasury Taxarmrr Paper No 9 Comp.rny Income Tux Systems November

lssues relatmg 10 l'orelgn ownershm of ﬁnancml mstltutions ure drscussed in Ch.rpter 25.

This'is not to suggest that-fiscal incentives ure: totally-ineffective in encouraging savings although
¢ it+was‘pointed-out in Chapter:15 that-only an expenditure tax. would achieve the desired incentive
.7+ without significunt by-product distortions. Selective concessions to particufar forms ol savings can

-{ead’ to:inequities between taxpayersiand to-resources bemg drdwn uway l'rnm posstbly mare
profitable areas into uvenues offering tax advantuages. : : :
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35.16 - Alternative.(if) might present.fewer problems as there appears to be scope
to' raise.additional-loan: finance from: overseas,: There: is no- apparent shortage of
foreign.debt: caprtal for Austrdha —: NOT: is there llkely 1o be in the rmmedtate
future. e s : G Ry .

3547 However il the requ;rements ofsinvestment’ DI'D_]EC[S are to'be'satisfied, a
further coridition must be met.; viz. there must be a change in the debt/equity mix
of domestic savings to offset the change in debt/equity mix of foreign caprtal
mﬂow In other:words; :Australians must: be prepared to take on more risk: :

35' 18 It is recogntsed that the debt/equsty structures of varrous [JI’OJBCT.S are not
fixed and rigid. Stgmﬁcanl changes in corporate structures have occurred over the
years, ‘particularly in the’ resources' development area, and new finarcing
arrangements- {project financing;:leveraged . leasing etc.) have: in- recent: years
facilitated-higher:debt/equity-ratios:: There may.be scope- for: further change in the
same:direction.® Nonetheless;; there is. no- doubt: that some .of the:adjustment
burden would. have to fall: on:domestic caprtal markets.: The increased relative
importance of household savings. in-total savings:in.the 1970s. (see. thure 35A.1)
has-helped. to .promote’ the necessary: adjustment because -household savings are
more flexible and mobile than corporate-savings and generally easier-to. redirect, if
the inducement:is. there. However, househoid saving:-ratios have been tending to
.recede in recent years

35 19 A key issue. therefore is whether in. the far:e of a more restractrve forelgn
investment . policy, the domestic capital market could respond eﬁectwely to the
changed. debt/equrty requirements.. The essentrai mgredtent here is-a: competmve
and responsive financial system.. RUISIR e e

35.20 - Significant changes are ‘already occurring in the deployment .ol domestic
equity.capital, within the existing foreign investment policy framework. There. is
evrdence that in recent years the financial system has been reSponcimg strongly 10
the growing demand for local equ:ty caprtal for dtrECt rnvestment m resource
devetopment “For example there have been:

L dwersrﬁcatron rnoves by Earge mdustr;al corporat:ons rnto the resource area9

@ . various:: purtnershrp Aarrangements - -between Australian companies :-and
institutions, enabling the: latter. to- participate: direcily :in large -resource
_developments notably 1nvo!v1ng1ron ore coal, oitand alummrum and

0 ~the establishment by some. hfe offices’ and superannuatron finds of equrty-
. Imked mvestments predommantiy orrented towards resource development

-35 21 Whlie these 1n1t1at1ves -are encouraging evrdence of the resitience: of the
Australian. capttal market; there is.a-teal possrbllrty that a more restrictive: foreign
mvestment pohey, without any reduction-in pianned capital expenditure; might
impose excessive strains on the domestic financial system; even if the: total volume
of forelgn caprtak’ mflow for these purposes were (o rematn constant. Normal

8..:-In u recent address (Aprii--lQBl)-, the Managing Director ol:AIDC; Mr 1: R. Thomas, has forecast
that *whereas in the 1960s major mining deveiopments were financed Ustnb 80% internal:funds
and 20% botrowings, it would not: be suprising to see some developmenis in the 1980s where the
s position is reversed-—. with-projects going ahead using 80% in-the form. of borrowed funds’,
9.~ The Treasurer; in a.recent address to-the:Economic Society:ol Australin and. New. Zealand {22
- -May.1981}; said that-*as of. early May 1981, lourieen of the top sixteen-listed companies: (interms
-.of - market.capitalisution): on-the- Sydney Stock Exchange WEre: whoiiy or pariml!y enr,.rgetl in
nutura} resource development’. s s : o i
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market processes might:not be able to cope readily with the size and speed of the
adjustments. required in:debt/equity patterns.of:financing. The authorities might
FeeE 1mpeEIed 1n these ctrcumstances to dampen down the general level of
35.22. It has been suggested that a’ Natrona[ Resource Development or
Investment Fund with, .government - support, {more recently referred 1o as
‘Australia Trust’ Y. could be used as a vehicle to:accelerate the desired. structural
changes in the caprta! market, The Fund would have a specific charter to attract
small and. large savmgs and deploy them (prrnmpaliy in.equity form) tnto resource
deveIOpments

35 23 The Commtttee has a. number of reservatlons about such suggestrons

+If'the proposed Fund:were run oria self-financing commercial basis it wou[d

i ':merely ‘duplicate. the :‘role: of private” institutions' such as:: life: ofﬁces

©superannuation funds and unit: trusts: These institutions are increasing the

: '.-:proporuon of resource-based equities in their overall irivestment portfolios: In

- “'some ‘instances: this ‘is: taking the" form ol partrerships ‘with- Australian

companies in the deveIOpment of resource: projects. ‘Where the - sizé. of the

. .project.so requires, it-has.not.been uncommon:for. several: funds:to combine

. together for a specific project to enable- -adequate pooling.and:spreading of risk:

i, Therefore, it.is difficult:to see-why:a'government-backed fund:would have any
intrinsic. comparative advantage over private. rnstltutlonal funds.

® “'Some of the advocates ofa government sponsored Fund envrsage a subsrdy 1o
make it more attractive to investors, Any ‘subsidy, however whether in’the

..form of tax concessrons to subscribers, caprtal grants, loan guarantees or ‘the

. like, would. cut. across the: principles of competitive. neutrality consistently

.+ advocated-in this Report.. The net: result m:ght be a Iess efﬁcrent system of
-ﬁnancrai intermediation. i

0:.1'-Qu:te apart from: efficiency: eonsrderatrons rf the result of a sub51dy were

© " principallyto divert equity funds from other sources, the effectiveness of such

an approach in aChiBVlI'lg its -basic. objectives would: be very ‘much’ open to
.._questron

®.. Anynet rncentrve eﬂ"ect that a subsrdtsed government Fund mrght have on the
....supply of equity capital could equally:be achieved through:other means suchas
specific concessions.lo investors.in-established:private:intermediaries: or: to
direct investors. While the Commiittee does not recommend such concessions
{(since’itis not’ advocatmg a more restnctrve foreign investment pohey and the
concessions ‘would be unlikely to be’cost-effective in achieving the desired
.. change.in the. debt/equity mix), it would be. a bétter.course than channelimg
--.the concessions solely- through:a. government sponsored Fund, in terms. of
both neutrality and efficiency. .

® Theargument that such a Fund might at times be used to mﬂuence patterns of

" development in . natronalky desirable’ drrectrons needs to be carefully assessed.

*. " Internal contradictions would arise in the managemient of the Fund if i it were
" asked'to pursue both.commercial and non- commercral objectrves The pursuit

. of non-economic mvestments could at the very least tend to. negate the effects

" of the govemment subsidy and at worst 1t could frustrate the capactty of the

""_Fund to attract subscribers. :

0 Finally,. there is.a risk that the Government 5 pereerved assocratron wrth one
particular Fund might foster the impression in the community that investment

615



- in :that Fundwas relatively 'secure;:in-the ‘event. of losses ‘being incurred,
governments mxght feel an obhgatlon to step in:with: further assxstance

35.24 Havmg due regard for these’ reservatlons, the Commlttee_does not
support the concept of a National Resource Deve]upment Fund.

35.25 ‘The - Committee ‘would ‘see even “thore formldabEe problems in ‘any
approach which involved government ‘direction’ of the investment ‘patterns of
domestic institutions. This would be intrinsically ;nequrtable and likely to lead to
inefficiencies and distortions (dlsmtermed:atron the development of new ‘frrnge
intermediaries-etc.). It could even threaten the stability of certain EﬂStltUthﬂS '

35,26 1t has been argued that, as part of a more restrictive forelgn mvestment
policy; the Government should undertake increased- official overseas borrowing
and use:the funds to finance a: higher proportron of infrastructure and other similar
caplial outlays assoclated with: resource deveIOpment The debt servicing costs
could be fully (or even more. than fully) recouped, so.there need not be any. public
subsidisation of resource projects. Nor (if the increased government borrowing is
viewed as. srmpiy an:offset-to:reduced. prtvate capltal inﬂow) is there any reason to
expect adverse effects on monetary poilcy

35.27. Sucha polrcy would have certain superficial- attractrons it would help to
release “Australian ‘equity ‘capital at present ‘locked: up in private- infrastructure
financing; the ac¢tual funds:would:come from overseas in‘a‘non-equity form; the
borrowing would: be: undertaken-in-the cheapest form, i.e. on‘the credit of the
Government;.and by maintaining the total-level of capital inflow, it. would make it
possrbie 10 malntaln the same access 1o overseas real TeS0Urces. . v

35.28 However oﬁiclai borrow;ng could ‘never substitute :fully: for overseas
equity;:in partlcular it could:not'compensate: for the other:benefits derived from
foreign: direct: investment=e:g:theeffects on ‘technologicdl progress, on the
supply-of'risk capital and on the'development and-perception of new invéstment
opportunities in-Australia.:More generally; such government.involvement runs a
risk.of introducing:a ‘hrdden -element of. government subsrdy and drstortmg the
relatlve assessment of various: resource: projects.. :

35.29 - It should also be recognised that ‘Australian partners in many resource
development projects consider foreign ‘equity: partlclpanon necessary, for reasons
relating -to.competition: from ‘similar:projects ‘overseas, marketlng arrangements
technlcai experttse and: overall ﬁnanc1a1 requrrements : :

3530 1f stretched too far a greatiy 1ncreased votume of oﬁiclai borrowsng mtght
alsg aﬁect the Australtan Govemment s borrow;ng status abroad...

35, 31 ‘The above discussion'suggests that there are no easy alternatxves to forergn
equity:capital. Indeed it'might be economically dangerous for Austraila to requtre
Eocal equrty parttcspauon much beyond the present level HEEE R

35,32 If equity parttclpanon requrrements were made more severe it would
almost certainly delay the start of many projects — a delay which mlght we!l prove
economrcally inopportune, In’ the longer term (and if the vrabthty were still there),

it “would entail ‘a diversion .of Australian capital and enterprise from. those
rndustnes in which Austrahan mvestors and entrepreneurs have specrai knowledge
and expertise (and in which overseas investors are’ unfamlhar) — into industries
that have traditionally ‘attracted overseas caprtai and koow-How. The net result
could well be an-unchanged level of investment in the latter group of 1ndustr1es buit
a'reduced level of investment in'the other areas: : :
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35.33 Itis also likely that increased reliance on overseas debt (official or private)
relative:to equity would-inject:a-more inflexible servicing cost into our balance of
payments. It would effectively mean that Australians would be required-to -bear
more ofthe prOpl’tetOl"Shtp rxsk instead ofsharmg it w1th the rest of the world, !V

35, 34 In'summary; the: Commlttee while recognising that there are wider social
issues involved, would on-econemic- grounds, and in terms of the efficiency. of
funds: ﬂows :caution agaanst the adOpuon of 2 more restnctwe forergn rnvestment
policy. . . PP : IR

(h) More Llhera] Pollcy

35,35 -1s there 4 case for:moving.in the other d1reet|on and hbera]lsmg present
foreign:investnient policy? Viewed purely in terms of the efficiency of funds flows,
a strong argument can be made: for an ‘open door’ policy. {(see paragraph 35.12).

35.36 ‘As-well; the case for:liberalisation. is: often.linked to:the argument: that
Australia’s- natural ‘tesources: should -be--exploited: while: they :are .currently: in
demand; in:this:way; it is‘'argued; the returns to the Australian.community . would
-be maximised. The -opposing. view s that restraining the:pace:of development of
Australia’s natural resources would enable higher returns.to be:earned later.:Of
course, there are aIso broader eonservatlon and envtronmental 1ssues mvolvecl

35, 37 The debate partly hinges on Judgments coneermng the future economic
'scarcity ‘of “Australia’s  natural resources. Questions -include: whether: viable
alternative : sources- of: supply: would be available :if - Australia: held: back - its
development; whether technological advances would be likely - to: produce
.competitive substitutes for Australian resources; and. whether such advances
would be brought forward if market conditions were favourable 1! The Committee
sees such _questions as well outside its terms of reference and does not make
‘judgments on them. It notes that, to the extent that future’ market conditions can
‘be forecast, the future returns from resources development are likely to have been
discounted to a present value base by the market and incorporated in current
equity values. It is true, of course, that the rate at which future earnings are
discounted by private investment decision makers may . weli differ from the rate
‘appropriate to. Australia’s iong term interests ThlS is. not however a problem
_pecuhdr to forelgn mvestment : S

10 Given the Iimiled number of potential Australian equity participants and the disciplines which
7 institutional investorsiimpose ontheir level of risk exposure in p‘trtieuiur projects:or. sectors; there
% . is.doubt whether the supply of risk capital would. be adequuie in:those. circumstances. -
11 Essentially these questions paralle] fucets of risk luced by lenders involved in financing resource
_development, L. A. Pollard in ‘his d[‘ll(.]& Trends in Corpurd[e F1nance (see fn. 6, Chapler 34)
* tclassified these facels of tisk @si
2ile - Resourde: Risk' — ‘the tisk” tHat the resources ﬂnully recovered muy not turn out to bc ol-the
- magnitudeanticipated: lrom’ the project Surveys.
... Completion Risk. — 1his.is the risk thai the tonstrucilon ol' the pro;ect s fdctErtles d.nd neLessary
~infrastructure will not be compleled within a certain time [rame.
© - Market Risk = this'is the’ risk that demand for'and/or price ol the resource muy fulf 10 such an
‘extent during the loan repdyment period thai loan commitmenis cannot be met ;
Poiitical Risk — this covers such ilems as the risk of expropriation of the:project’s assets by lhe
government withoui adequate compensation, repudiation of overseas loans by the
government, changes of government attitudes to the ‘indistry or 'io” the provision of
- “infrastructure; changes: in’government atlitudes to 1he eiport-of resources to o particular
country and changes in overseds governmenis' attitudes to trade with- the: project’s country.
Operating Risk — risks which muy threuaten the operations of the project after completion of
“the fucilities dnd infrastructiire inciude ch.mr,mt, operat:ng costs {e L. mﬂauon i.:bour costs,
energy costs} and industrial cosis. s
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35:38::While ‘thereare-likely-to ‘be-long-term-economic -benefits-from a ‘more
‘open:door? polxcy, these: beneﬁts must be wetghed agatnst short term economic
conszderattons 12 St . v : . :

35, 39 The Commtttee doubts whether tt wou!d be economtcally realistic to
expect-the productive. base of the economy to:absorb, in the short:run, a ‘much
higher: level -of overseas funding:for: resource: development:!3 “Rapid resource
development might - cause :many. sections - of  the:econoemy to:run-up" agatnst
production bottlenecks’ (especra[ly if the increase in private capital inflow is-not
reflected in a commensurate increase in the balance of payments deficit on current
account), Shortages of skilled labour have been cited as one’ possable constraint,
purt:cularly with réference to the resource-development sector. There is also'a risk
that!wage increases in:the resource development sector might: ﬂow on to other
sectors of the:economy:and in-turn feed through to: inflation. s

35.40:- ‘Furthermore, . the: Committee :notes  that; within ~an: overall- policy
framework of monetary: restraint, higher rates of capital: inflow :(channelled.into
resource: deve!opment) mtght entail a lower: availability of: ﬁnance far..certain
groups in the community; such-as small busmesses and: home buyers Thls in:turn
mrght create some social tens:ons : Ciinas e o .

35.41 In summary, a!though there are strong eCOHDth arguments in famur ofa
more ‘open door> approach to foreign capital, the -Committee believes that (non-
-econoemic:.considerations .-apart}: a:- freeing.-up of . Australia’s. present - foreign
investment policy: shouid proceed cauttously because of the: short-term gconomic
-:tmpltcattons B Oy STURE SRSy I i S

35, 42 Grven' a flexible; competttlve ﬁnancral _system: and an approprtate
_macroeconomzc polacy framewor[( (to minimise the risk of a’ scramble for
productive resources. or ‘undue monetary. dlsruptlon) there is no reason why the
total volume and_‘mix’ of cap;ta[ should not prove adequate w1thrn the constratnts
'mtposed by present forergn 1nvestment poltcy’. B : :

: (c) Present System

_35 43 To the extent that present foretgn 1nvestment ‘policy is’ matntamed the
‘Committee agrees with the broad approach of current pohcy which does not seek
to prohibit foretgn investment as such ‘but aims to give Australian investors ‘an
_opportuntty to parttc:pate wherever practtcab!e subject to net economtc beneﬁts

35.44 From time to time there have been criticisms:. of some aspects of the
‘administration of the policy. The Committee has not‘examined these criticisms. 1t
would “merely observe that, in an” area’” where flexibility is important, it is
impractical to set. down hard and fast ruIes w1thout creatmg obstructlons and
[inefficiencies. It .is .also. recognised that the .operation of the:policy ‘requires
decisions to. be made by the Foreign: Investment Review Board-on:the basis of
information~ which “remains confidential'to" the ‘various commercial - parties;
therefore it may not always be feasible to provide suﬂictent explanations to the
general public to permit. an. adequate apprectatton and evaIuatton of every
1ndavzdual government dE'.C!SlO[l o S i

1211 shott[d d'!so be noted agatn that soc:al and- other non-economic reasons are. important [actors
-___--.behlnd Austra[tu 5 Foretgn mvestment poiacy, the Cornrntttee makes no Judgments on these

L2 ISSUES,. | :

13- Ofcourse, raptd upprectatton of the exchange rute mu,ht occuT tnstead and thrs could create
- structural problems of a different kind. s S .
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35.45 Nevertheless; the broad rules and intentions need to be clear toall parties.
The Committee -believes. that the Government-is well aware of this. need and the
general policy appears to be well understoood Ifdoubts anse the Board is availabie
for consultation.: : :
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APPENDIX 351

TRENDS IN HOUSEHOLD SAVING IN
" AUSTRALIA AND OVERSEAS

1 Household saving!, broadly defined as the difference between household disposable
income and consumption expenditure, is a source of investment funds for the public and
private, both corporate and non-corporate, sectors. Essentially savings by government and
corporations are retained or rechannelled for investment within those same sectors, so that
(apart from foreign capital} the savings of the household sector provide the major potentml
external {mobile) source of investment funds for the corporate sector.

2 Aithough a major source of funds for 1nvestment, househotd savmg has been subject to
considerable variations over the past decade. Figure 35A.1 shows that the household
saving ralio rose to a peak in 1975 but has since fallen back; by 1981 the saving ratio was
similar to that of a decade before.

3. Table 35A.1 draws out some iniernational compansons ol' household saving ratios.
Japan’s saving ratio rose to around 208 in the mid 1970s, receding in recent years; the
saving ratio in the United States has been consistently around 8% up 1o 1975 but has been
falling steadily since that time; it was 5.4% in 1979. In larger European economies, France,
the United Kingdom and West Germany, the saving ratios have fallen somewhere between
those of Japan and the United States; Australia’s savmg ratio has tended to be at the ‘hlgh‘
end of the international scale,

4 To some extent these differences in the ratios reflect measurement and deﬁnttlona!
problems and. accord;ngiy mustbe treated wnh caution.

5 Whlle allowance needs £0 be made for such problems, there are some basic social and
economic factors underlying the differences in household saving behaviour and trends as
between countries, mcludmg

o Corporate retention policies — e.g. US corpdratmns retain more of the:r earmngs and
consequently pay out a smdiler proportion in dividends than in many other countries.
The net result is that US stockholders are saving md]rectly and, therelore, may tend to
reduce their direct saving. The tax structure in Australia a[so favours corporate
retentions but the retention ratio is lower than in the United States.

© . Tax structure — Japan has generous lax exemptions for interest income. Certain tax-
free savings options are available in France, West Germany and the United Kingdom

~ whereas the United States provides only limited exclusion for dividend income, and no
broad-based relief is available on investment income in Australia2 The extent to
which consumplion taxes are levied in place of equivalent-yielding income taxes also
affects the decision to save. France places more emphasis on broad-based value added

I. . Houschold saving is defined in The Australian National Accounts us the excess of household
income over the sum of private final consumption expenditure, interest pauid, income tax payable,
other direct taxes, lees, fines etc., and transfers overseas. Household saving is estimated as the
bakancing item in the household income and outlay account. It includes saving through lile
insurance und superannuation funds {including net earnings on these funds} and the increuse in
assets with marketing boards, Household saving miy also take the form ol increases in holdings
of cash and net purchases ol securities, the net increase in bank deposits less advances, the
reduction in the outstanding advances of instalment credit companies to households etc.

2 Australia, however, does not have a general capitu} gains 1ax.
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FIGURE 35A.1; ESTIMATED COMPANY AND HOUSEHOLD SAVING RATIOS .-
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a) Rauu of undlsmbuted income plus depreciation allowance to ofter-tax company: income
{including dep. allow.) of corporale trading enterprises.
b) Ratio of household sector saving to' househdld disposable income. -
~.Source: Based on datz provided by the Australian Bureau of Statistics.
taxes than on income tax. More interestingly, the UK Guvernmem dehberdleiy shlfted
the emphasis of taxation towards consumptmn in its 1979-80 Budget. It is too early to
. determiné the effects.of this move on saving, especinlly as the change occurred ai a
time when other important economic variables, notably high unemploymem and
inflation, could be expected to have some effect on saving.

©. The structure and sephistication: of financial markets — e.g. the cost and avmlal:uhty of
consumer credit facilities may significantly affect consumption patterns.

®  Social security arrangements — Generally social security benefits are provided more

" widely in_European countries than in the United States and Australia, which in turn
have more extensive social security. systems-than that provided in lapan. The
provision of social security by governments may lead to: reduced need to save for
sickness and old age by individuals; the effect will partly depend on the demogrdphlc
structure: :

e’ The extent of comtractual or compulsory saving' — The availablhty of occupatlond!
superannuation schemes ‘and their method of funding, is one lactor of crucial
|mportdnce It was noted in Chapter 15 that only about 20% of the private sector

-..workforce -in-Australia are. presently covered-by superannuutlon -In-some- countries
coverage is more comprehenswe and often lhere are compuisory nauonul msurdnce
schemes.

® The age structure of the population — Different dge groups have charact_eristica_l!y
different patterns of savmg Younger people under the age of about 35 tend to be

_ Substantial net debtors in the Process of setting up a home and i in the early years of
“Tearing a family. Tn the middle years up (o retirement incomes tend 10.increase, debts
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decrease; - families:grow:upand olteri:wives reéturn {o-work. In‘rétirement saviiigs are
olten used to augment pensions and the snvmg rate lalls, Perhaps the most significant
demographic feature bearing on the $aving ratio in Australia is the large numbers of
the offspring from the post-World War ' paby boom who are now approaching the
middle years when their saving poiential could be expected to be at its peak. The
average age of retirement will also influence the individual’s rate of saving durmg his
working years.

©  Rates of inflation and interest rates — Tahle 9. 2'in the Interlm Report shows that rarely
during the 1970s weré interest rates in Australia sufficient to provide a pre-tax real
rate ol return. The effecis of inflation and inflationary expectations are complex and
‘imipact in conflicting ways on saving behaviour. In periods of high inflation households
may suffer lrom ‘money illusion’ and regard ali increases in money incomes as
increases in actual purchasing power. This factor, and the incentive to ‘spend now
rather than later" to beat anticipated price rises, may tend to reduce the saving ratio.
The fact that some assets (e.g. real estate) appreciate at a relatively fast rate during
periods of high inflation may also act to depress individuals normal saving pattern if
- such increases are perceived as an-increase in their net worth (wealth), and saving, is
reparded as a means of maintaining a certdin level or ‘target’ of net worth. On the other
hand, many households, perhaps because they lack financial acumen or are too small
to take ndvantuge ofhlgh yielding mvestmean, restrict themselves to liquid forms of
savings yleldmg low or even negative real rates of return; such households may have
" -to.save more in periods of inflatiod to maintain their net worth. This may have been a
" factor in helping to push up the saving ratio in the early 1970s. The saving ratio also
receives a boost from mcredsed contrtbutlons to superannuallon funds durmg per:ods
ol rlsu‘u= wages. ;
® The stare of emp!oymem and the job outlook — - The fear of unemploymenl may be a
“factor :nﬂuencmg households’ to mainiain precautlondry savings balances, many have
claimed " that it has’ become moreé sipnificant in the 1970s. The jump in the
unemployment rate in the’ second hatf of the 19705 mdy huve mﬂuenced people 10
maintain higher:savings: balances. RO :
e - The distribution’ oj incomes has a. mgmﬁcant' bedrmg on the. average demg rauo e.g.
“high income’ groups and particular occupdtional groups such as farmers- may have a
i relatively hagh propensny to save, e Ci e i
TABLEJSAI HOUSEHOLD SAV[NG RATIO‘** SELECTED COUNTR]ES (%) L
“Aust:PY Conada” 7 France e Gcrmany o iral‘y_ Y Japan e ‘Sweder’ 7 UK USA
1960s : ' S _
(av:p i 99T L el gsg 21t s T3 s et 530 67
@)@ 142 %4 129 oo d2b, o 218 . 188 . .35 75 7.2
1970 106 61 125 0 1210204 170 350 60 8.2
1971 1T 6.5 126 1200 0220 166 0 738 [
1972 1427 2 33 30 169 18 63 T
1973 16:2 70705 3T SRR g g s 4 g4 3§ TR R
1974 B 20 SR A ROEEEES K H) SRR At i TR EES Y § s BRI b 1 ORI 9.7 8.0
1975 - £5.2 0 16l 0 1420 0 14l 220 205 4200867 B4
1976: 61030 120 1250 206 2070 0 25 1T 65
1977 - 1427 00t IS G 213 194 L 32 66 5.7
1978 - 46T U107 134 7T 230 0 190 39 BT 5
1979 1337 771097 124 <m0 3.8 5% 54
i) - Defined us the ratio of household saving to huusehnld dispnsuble incomes; where the fatter is defined as current
receipls less the sum of dircet tuxes, complusory fees, fines etc. and social security contributions.
(b} Financial yeir endmg, ut ]D .Iunu: of yc.:r :ndu:.ncd
(e} 1960-69.
)] Avemge to last ycur shuwn

Source. Natianal Acraunrs of OEC'D Caumnes Purls Drgdnls mon'l'nr Economic CD nper.mon ;md Dcvelopmcm
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