CHAPTER 36: SECTORAL
ASSISTANCE: GENERAL APPROACH

A. BACKGROUND

36.1 Governments pursue a wide range of policies designed to influence the cost
and avaliabrirty of ﬁnance to particular groups or actrvmes -

36.2 Among the sectors or purposes for whrch specrai prov1510n has been sought
in submisssions to the Committee are:
® certain public authorities
housing

small business

innovation

structural adjustment

rural production

exports

low income- groups

certain regional areas

the retired '

1ong -term resource development

36.3 - This chapter outlmes the general - principles which - have guided the
Committee in relation to sectoral assistance. Later chapters focus on the financial
needs of particular groups which were the subject of submissions to the Inquiry.
Some issues relevant to other groups are covered in earlier chapters.!

36.4 Arguments for sectoral assistance essentially rest on considerations of’

®  Market imperfections — i.e. where the market is failing to respond appropriately
to demand and supply signals and to exploit commercially profitable
opportunities. These imperfections may be due to government regulation,
information gaps, lack of competition etc.

e Eronomic externalities — i.e. where the market is working efficiently in a
technical sense but is failing to reward adequately activities which yield
significant benefits to other sections of the community over and above their
private returns.

@  Distributional mequmes

36.5 - The Committee has not sought to assess the appropriate level of assistance

1 See, for example, Chapters 11 (the retired}, 12 {public authorities) and 35 {long-term resource
development).
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to particular :groups . —: where these are:based on economic -externalities or
distributional inequities: The judgments.involved extend well beyond questions
of economic.efficiency and are outside the Committee’s terms of reference. The
Commiittee has instead focused solely on the methods of assrstance and their
implications for the financial system. T RTAREIIER :

36.6.-On the other hand, .the:Committee has examined the validity of arguments
for sectoral “assistance :based:on market imperfections originating within :the
financial system. In various chapters it-has tried to identify market gaps and where
necessary. . it: has:recommended: appropriate remedies; e.g. -action. to: stimulate
greater competition.or. removal of government regulat:ons tmpedmg the ﬂow of
funds to particular. groups.or sectors. Lo L

"36 7 I such remedies are not practtcable or ﬂcceptable to governments they may
wish to ‘offset’ the effects of the market imperfection by assisting particular sectors
or groups they believe to be adversely affected. Such a course of action carries with
it:certain-risks; no. form of government. intervention is costless and the distorting
effects of: government . intervention. may: outweigh-.the: benefits.derived: from:a
preferred distribution of  funds. .Nonetheless, if governments do choose.- this
course, the question-again- arises as. to the most appropriate method of provrdmg
the desired assrstance with- mtntmal costs for: the ﬁnanctal system: Ry

36 8 In summary, whether the ratronale of sectoral assrstance is’ based on
economic externalities, =~ distributional ‘inequities or market 1mperfecttons
governments should only intervene where the net benefits to be derived are clearly
positive; in this regard, the key issue for the Committee is the relative cost-
effectiveness of alternative methods of sectoral assistance — and especrally those
methods-which involve intervention:in the: financial system. - /

36.9 A paper prepared for the Committee? summarises current economlc
thlnkmg on aiternatwe methods of sectoral assrstance

36 10 - As explamed above if the probEem arises from market 1mperfecttons
these must be dealt with ﬁrst Beyond this, a wide range. of carrective measures are
available to the authorities. These can be ranked in & general h1erarchy of policy
options —all equally effective in dealing: with particular problems: but those with
lower down the hierarchy generating greater-*by-product.distortions” (i.e. having
more adverse effects on. other sectors. or.groups.in. the. community).. Thus.at each
step down the hierarchy the net welfare benefits are correspondingly lower..

36.11 In terms of this hterarchy, the Commtttee s order of: preference from an
eﬁ"tc:lency vrewpornt is: : . .

(i) . .an untted grant, d[rected at the group in questton

.(11) aspec;ﬁc fiscal subsrdy tied to the provision ofcredrt but dellvered drreotly to
:the borrower: (e.g. by way of direct cash assistance to eligible borrowers) -or
. . -transmitted: through established commercial intermediaries; :such - ‘credit-
.. specific’ assistance is inferior to (1) ast it encourages over-use of credtt and
S 'may dlstort savmgs patterns; - v . o i L
(iii) as “id (i), ‘but with' the ‘assistance’ transmttted exclusweiy through a
government-owned intermediary; this creates:an addnttonal dlStOI‘T.an by
reduc:ng the competltrve neutral:ty of the system and. EREE L

2 “*The Economics of Sectoral Assrst.tnce A'Survey of the Literature’, R. Albon and A. Cheok in
* AFSI Commissioiied Stiwdies and Selected Papers, Part:4;°AGPS; Canberra 19810 :
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(lv) financial -regulation;-e.g::bank-interest.rate or:qualitative-lending controls;
.this _creates’ further: dastomons suchi:as operatronal inefficiencies, :less-than-
= :'optlmum funds allocation:(e.g. under-representation of bank deposits-in the
“ public’s savings portfolio); lack of adequate government accountabrhty, and
arbitrary distributional effects. . Crnreeii i i .

36,12 FThe: Committee believes that financial regulation. (as'a:method of sectoral
assistance) is seldom justified.-On:the other-hand, a credit-specific.grant may well
rank first; in some circumstances; in order of preference:. This would be so if there
is-animperfection in the credit market and it cannot be dealt with at its:source (e.g.
by stimulating: competition); or:if the externality problem arises out-ofineffective
access to the credit market. For example, if the government wished to increase the
availability of long-term finance to farmers it might make sense to pursue.this
objective by transmiltng specrﬁc subsrdres through eommereral rntermedrarles
normally catermg for thls group

36.13: All oo often however governments have sought soluuons through the
ereauon of government-owned intérmediaries or financial regulation: when they
could have achieved their objectives at least as effectively through either a cash
grant-financed: out of a-neutral tax arrangement; or:through- the subsidisation of
specific loans made:through:established intermediaries: In this way, government
policies designed to relieve an apparent distributional or market problem may, in
their application, themselves create new drstrlbutronal mequrtles or strueturai
market deﬁcrencres o

B. SECTORAL ASSISTANCE THROUGH FINANCIAL REGULATION:

36.14  Although economic stabilisation and. :p_rude_n::t:i_:at _considerations have
influenced the differential regulation of various financial intermediary groups, the
apparent rationale for at least some of:the regulatron has: been sectoral assrstance

36 15 The technrques of sueh mterventlon have tended to range over

0-_--.;51nterest rate-ceilings, partrcularly on bank deposrts and toans and on some of
-+ the operations of building societies;. : Lo --

e 'prescrrbed asset ratlos de51gned to favour government securmes or housrng,
and RN : : i :

® quahtalrve Eendang controls.

36.16 The Committee ‘would hke to have presented a detalled account of the
value of sectoral assistance effected through financial regulation and to identify the
groups receiving:and coniributing assistance. However, that:was not possible. The
value:of assistance transferred through' the financial system .is.a:function of
quantities and prices-actually charged:relative to. likely ‘free market’ outcomes in
the ‘absence of . that intervention.: The: latter. carnot be. precrsely ascertained.
Matters are further complrcated because the groups receiving -assistance {e.g.
ultimate borrowers from. savings banks) often overlap with those in effect being
conscrlpted’ ‘into providing.. the assistance (e.g: . depositors, with . these
intermediaries). S Eo

36.17 There are real doubts about the effectiveness of financial regulation in
actually dehverlng the assistance which pollcy has deemed desirable.- While a
substantial redistribution of income and weaith is-effected by financial regulation,
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it is not-clear-that the benefits of low interest credit are always recelved by those
borrowers:the: polrcy is:intended to-assist.-This: is becauser ; : .

o Regulatlons commonly induce’ regulated intermediaries to resort to non-price
credit rationing- practices such as- excessive collateral ‘requirements and
.. somewhat arbitrary risk screening. Those who qualify. (and hence receive loans

. at regulated rates) are often not. those most: needing assistance.

e Interest rate and other selective credit controls often have the perverse eﬂ"ect
of reducing:the funds available from regu!ated 1nst1tutlons by rnhlbmng thear
ablhty to: compete for:funds. - .

36.18 It may weil be therefore that Iower income and other d:sadvantaged
groups are unintentionally placed at a greater disadvantage under a system of
selective credit regulation. In some cases these groups have to resort to higher cost
loans from other ‘free market’ sources.or are denied ﬁnance aitogether

36.19 There is also the questron of who really pays the bilt for sectoral assrstance
provided through credit regulatron Credit provided on ‘concessional terms
generally means that the suppliers of the loanable funds, e.g. bank and burldlng
oc1ety deposztors receive a: Iower rate! of interest on thetr deposlts :

36. 20 As the a551stance grven to borrowers is being vo!untanly ﬁnanced by those
continuing to hold low-yielding deposits ‘and investments with regulated
institutions; it is sometimes argued that assistance delivered through the financial
system. is' ‘costless’.. This: view is; .in' the opinion of  the.Committee, quite
erroneous; In a better informed and less regulated financial system, savers would
be generally less. wrlilng to accept sub-market interest rates. The Committee.finds
support. in this. judgment in the initial market;ng success of Australian Savings
Bonds and more recentiy in the raprd growth,of cash .management trusts. -

36 21 It is true that the costs of regulation mentioned above are essentially
distributional in character; while some people in the community are worse off,
others are clearly better off. However, as suggested earlier, the redrstrtbutwe
effects of regulation are:much more arbttrary, and generalty much less equitable,
than . if the .sectoral assistance: had been provided through the taxation system.
Moreover, there are ePﬁc1ency costs associated with ﬁnancral reguEatton Wthh tend
to make the comrnunlty asa whole worse off,? for example L .

e regulatlon of the interest rates and portfolios. of ﬁnancral mtermedranes
. .impinges on the operational flexibility of the financial system and hence on its
- abthty to meet the changing needs of borrowers and Jenders; . :

®: a tendency is created for financing activity to be shifted from the regulated
o group toinstitutions beyond the ambit of control rn some cases lHtO relatrvely
less efficient financing channels; : -

o the differential regulat:on of various financial 1nterrnedtary groups results ina
fragmentation of financial markets; the resultlng segmentatron of ﬁnancaal
" “markets impedes the efficient flow of funds;

e financial regulation is also subject to the same crmc:sm as other credrt-Spemﬁc
= forms of assrstance — 1e 1t encourages over-use of credrt (see paragraph
36 33) R

36.22 In summary, ﬁnanc:lal regulation often creates new drstortrons in the
process of trymg to correct for existing dlStOI’thﬂS

3 The cests are more rully drscussed in Chapter. 4 and its Appendis-.
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36.23 - The Committec.does not, of course, question the.importance of the social
or economic objectives underlying financial. regulation. The: important :issue is
whether: the same  objectives. can. be. pursued mOre ; oSt~ effectwely through
dlterndttve channels :

36.24 In assessing the costs dnd beneﬁts one shoutcl atlow for the possrbthty that
an unconstrained market for credit would have a greater capacity and incentive to
produce structural:and technical innovations. For.instance, there is considerable
scope. for such innovations in financial contracts. that. would make: them more
flexible and helpful in meeting the reasonable needs: of prospective borrowers. If
borrowers were to.be served more eﬂ”ecttvely thts may reduce the need for some
forms of sectoral dSStstance

C. SECTORAL ASSISTANCE THROUGH FISCAL MEASURES

(a) Flscai Assrstance v, I'mancral Reguint;on B

36.25.. it is the Committee’s assessment. that sectoral assrstance is usually best_
provrcled through fiscal subsidies; preferably-in the.form-of budget outlays tailored
to the needs of the target’ group, and financed through a neutml’ tax. A tax
concession closety approxm‘rates a drrect grant in most instances. 7 oyl e

36.26 - Dtrect fiscal subsidies’ are. strongly favoured in.: preference to ﬁnanctal:
regulattou for. redsons of eﬁictency, effectiveness, equity - and accountability:

o Efficiency — “Fiscal intervention can be designed t6 interfere less with resolurce
“allocation decisions ‘since ‘compétitive market - forces still: have: full scope to
“-operate within the allowed price/cost framework the ‘by product r.llstortrons

of financial regulation are‘less likely to ocecur: S

e .Lffectiveness — Fiscal:intervention is:addressed -more directly to:the group
“i: (sector or. actlvzty) tobe dss;sted tt is: therefore less hkely to: have a perverse
: tmpact on the target group. . G :

o " Equity = Where assrstance is given, the cost 1o others in the commumty
»ighiguld”be’ borne - ‘equitably: ‘Distribution ‘of the’cost*through” the 'géneral
“taxation system-is clearly a fairer means-of apportionment than recourse 1o
financial regulation which’ requtres those lendmg to reguiater.l mstrtutions to
shoulder: most of the burden:: : : : :

o “Accounmbtf{ry L Government mterventlon should as far as p0551b1e proceecl

__.thls crlterton of opén accountability; intervention through financial regulation
. often does:not;.Indeed; as previously: mentioned, assrstance through ﬁndnc;al
'regu!at[on is often’ mcorrectly percetved to'be: costless :

(b) Forms of Ftscal Assastance S
36.27 The Committee first notes certam drstmcttons between generdl (untied)
and tted‘ ﬁscat ass1stance : .

36_.2__8_ In its untled form ﬁscai assrstance is a general supplement 0 income.
This could be by way of g_eneral cash grants and general tax concessions.:

4 ]i h.is been put to the Comn‘uttee thut il the lTldjOl' housrnr, lenders were opemtmr, in a less
) repulated market their need 1o ration Tunds would be 1éss ‘and that indeed, competition would
. result in a wider range of housing loun packages, some ol which could: well be better su:tcd to the
low income. eurners seeking home ownership - for-the first time. : : : :
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36.29 . In its ‘tied’ form, fiscal assistance is.linked to particular. financings and
specific expendttures it could be categorised as foIlows

(L) Credrt—specy‘ic assrstance designed. to. beneﬁt parttcular ehglbie borrowers
fe. g. low income groups) the asststance can take the form of

0. direct cash grants to ultlmate borrowers >
9 tax deduct10n§ to 1nd1v1duals in respect of 1nterest payments on loans

‘e annual budget ’allocatlons to financial institutions to enable theni to make
loans on concessional terms to eligible; borrowers; and. ;

‘@ capital (or long-term debt) allocations to institutions for SImllar purposes

_(i_i)' Goods- sper:rﬁc assistance, for example home savings grants; bounties paid for
~ the use of superphosphate, rebates of medical - expenses, mvestment
_allowances and grants for research,

.:(i_'i_i) C'ombmed c:edtr-specd?c and gaods—Specu‘?c assrsrance such as cash grants to the

.. Australian. Wheat: Board to defray. the additional costs of marketing finance

_:'._obtamed on. the . open. market, or. tax deductlons in respect of interest
payments on housmg loans. e :

36.30 .. The Comm:ttee 'S, maln interest is.in the first and thrrd categor:es because
of thelr part:cular 1mpacts on the, ﬁnancml system :

(¢} General v. Credit- speclﬁc/Goods SpECiﬁC FISCH.I Asszstance

36.31 Where the purpose of the fiscal measure is to assist the needy (rei:eve
hardshtp) there is‘an’ economic case‘for prowdmg itin a general ‘untied” form <«
i’e.in the form of cashgrants and'géneral tax concessions, rather than tted to credrt
(or for that matter to partrcutar expendttures) '

36. 32 General (untled) ass1stance prowdes recrprents wrth an mcreased general
capactty to.spend rather.-than-an.increased. provision.of spec;ﬁed goods..and
services; it thus enables them to organise their expendltures in the order of their
personal . preference. It assumes that. they know- more . .about .and shall act in
accordance with their greatest needs. The increase in communtty welfare from a
given grant is thus said to be miaximised at least in economic terms. The efficacy of
this‘general approach depends tmportantly on 'the presumption that the assistance
'glven w:Il be put to good use, a presumpt;on whtch may not. a!ways be warrdnted

36.33 By contrast mterventlon through the :;ﬁnam:lal system subsrdtses A
particular factor of production, nameiy credit, and only indirectly the final product
or activity 'to’ be assisted. Apart from the tendency-to encourage credit-intensive
expenditures, borrowed ‘funds are fungible ‘and: because the activities of ‘most
horrowers extend beyond the area to-be‘assisted there is'a degree of imprecision
about the input efassistance and the output of preferred goods and services. Credit
subsidisation runs the risk of. distorting resource allocation decisions.? . o

36. 34 ‘Credit- spectﬁc SUbSEdlES by way of concessaonai loans:and other forms-of
loan assistance may also impair the overal] efficiency of financial intermediation,
. partlcularly if selectrve channels of transmlssron such as government ﬁnanctal
institutions (GFIs) aré used.

‘5 For exumple, ‘it may ‘have the’efleci of encouraging'a small business fo cmploy ‘more’ capual
relative 1o-labour than if.o- general cash grant-had been.offered instead: .

629

i



36:35 : The Committeée; however; recognises:that: -
e assistance tied to credil may be appropriate’ where it is used to correct for
© particuiar’ externaht:es or imperfections endogenous o credit markets::
o governments ‘may favour the subsidising of particular expendriures (rather
“than- general cash payments ‘and tax concessions) where they have specific
objectives-in mind: for the assistance;.segments of the taxpaying public may
-_'_1ndeed prefer that assrstance be tred to partrcuiar expendltures

(d) Transmxssmn of Credit- speclﬁc Asszstance '

36.36 Where # credit- specific form of fiscal subsndy is used, quesnons arise as to
how such-a:subsidy should:be transmitted and admrnrstered and what role If any,
GFls:should play:in the ‘process. : : : ,

36.37  Some government intervention in the finiancial system is effected through
and arises from its ownership of particular [inancial institutions’ — including the
Commonweallh Development ‘Bank,: the - Australian™ Industry " Development
Corporation, the Housing Loans’ Insurance Corporatlon and the Export Frnance
and Insurance Corporauon

36.38°" The Committee has argued e!swhere (see Chapler 26) that predominantly
commercial government-owned financial institutions do‘not' have a widespread
role to play in a competitive, deregulated financial system. It has also argued that if
such institutions were to continue to exist. under government ownershrp a number
of dlsclplrnes would need to be observed '

36 39 Concern, rn lhlS chapter 1s wrih the role of. GFIs as mstruments or
vehlcles -of seetoral assistance. Given. that.on. efﬁcrency or.. other grounds
governments -will at times wish to convey assistance to particular groups in the
form of a_credit-specific. subsrdy (in preference to a general cash grant or tax
concessron) ‘the question.is whether cred1t~specrﬁc subsidies are best transmitted
through GFIs or government’ departments; ‘in- preference to established private
intermediaries’ (actlng as agents for government) The ‘question has added pornt
when Ehe |ssue ES whether or ‘not 10 establrsh a new GFI for the purpose '

36 40 Formal agency arrangements with, estabitshed commerc1ai operators
presently exist. One example is.the use of terminating bulldmg societies to process
and .approve apphcatlons for. concessronal home loans, in accordance with criteria
laid down by government. "The. ‘managing agents’ also arrange the collectxon of
repayments and provrde assocrated 1oan management servrces '

36 41 There can be a savrng in admmrstratwe costs in, such arrangements with
pnvate sector mtermed:anes parncularly where the scheme involves areas of the
economy in which. government representation is lrmlted and, where, in addition:

--the-¢ligibility criteria: are specific, unambiguous and non- -discretionary;

e special appraisal skills' of a'non-cormmercial character are not required; and -
lhere is Httie need for-extensive-audit safeguards. -

36.42 These conditions may not exlst at'all tlmes for example eliglbllrty criteria

can be quite complex” and in ‘marginal cases SOme ofﬁcral’ drscrellon may be
required. .

36.43 While the use of private intermediaries to transmit credit-specific subsidies
may not always be appropriate, the Committee nonetheless considers that: .
@ they offer a satisfactory channel of assistance in' many instances; and
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® .where they .do. not, the . Goyernment. may: be. .able..to use established
... departmental facilities . to administer the subsidy. at least. as efficiently as
.-+ through a separately incorporated government-owned intermediary.®
36.44 ' The degree of involvement: of the’ atithorities telative to private sector
organisations will'depend importantly on the group to be assisted, the Hature of the
assistance and the term for'which it is t6 be provided. The Committee believes
however that in most, if not all, cases suitable arrangemerits would not depend
crucially:- on-the existence-of a-GFL: -~ oot o foionn e S mnizntie 2 o
36.45 Where the commercial infrastructure is used to disburse subsidies, it
would be desirable in the interests of competitive neutrality for all intermediaries
ordinarily involved to have equal opportunity to participate whenever possible.
While administrative convenience may make it desirable to limit participation,
.inflexible restrictions may run counter to longer run efficiency and competition.
“One possible approach would be to open the agency arrangements for competitive
: tendering. R : : Coee

36.46 An alternative approach would be for the government to channel funds
through a central intermediary representing the appropriate commercial
institutions, as presently applies in the case of concessional lending through the
Primary Industry Bank of Australia.

D. CONCLUSIONS AND POLICY GUIDELINES

36.47 In its discussion, the Committee recognised a hierarchy of policies to deal
with particular - types of problems (market imperfections, externalities, or
distributional inequities); in the case of almost every problem there would seem to
be a solution superior to direct intervention in the affairs of commercial financial
intermediaries.

36.48 In the light of its discussion, the Committee puts forward the following
guidelines for government consideration: -

®  Where the need for sectoral assistance arises from market failure it shouid
be met in the first instance, where possible, by removal of the cause (e.g.
barriers to entry, restrictive trade bractices, inappropriate government
regulation). S ' :

® Where sectoral assistance is to be given because of perceived externalities or
other social reasons it should be effected, as far as practicable, directiy
through the Budget process — and not indirectly through intervention in the
financial system, except where the source of the problem lies in the system
itself.

® Generally, disadvantaged persons should be assisted by general welfare

. measures. However, where the social objectives are specific — e.g. the

promotion of home ownership — a case for a tied credit-specific subsidy can

be developed even though strict economic logic wouid suggest that an overall

improvement in welfare could be obtained more efficiently by a program of
gereral assistance. - C '

6 Itis récognised that some subsidy programs straddie the responsibilities of several departmentis
but this should not present insurmountable sdministrative problems. :
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“Where credit-specific techmques are used; the Government should seek fo

:a'tsburse sectoral “assistance ‘by medsures other than “allocating’ non-

commercial’ functions ‘to ‘government-owned financial “institutions. The

‘assistance should preferably he disbursed directly to the borrower. Another

“alternative approach would be to subsidise.the perfarmauce of speclﬂed non-
__commercial functmns__by estabhshed financial 1nst1tut10ns, both prlvate and
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' gnvernmen:—owned

Regulation of ﬁnanclal 1ntermed1ar1es and processes is the least deslrable
(most dlstortlve) form of sectnrnl assnstance and in nimust all cases should

'be avmded























































































































































































































































































