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TERM S OF REFERENCE

I, PAUL JOHN KEATING, in pursuance of my powers under Section 7 of the Industry
Commission Act 1989, hereby:

1.

3.

refer the availability of capital for business for inquiry and report within twelve months of the
date of receipt of this reference;

specify that the Commission identify impediments faced by business enterprise in obtaining
equity and loan capital that lead to inefficient resource use, and advise on courses of action to
reduce or remove such impediments;

without limiting the scope of the inquiry, specify that the Commission give regard to:

@ the impediments to the raising of equity capital for medium sized Australian companies

0) the changed character of the stockbroking industry including the decline in the
practice of underwriting particularly for medium business and its implications;

(i) debt financing of Australian businesses both medium and small;
(iii)  thelending practices of the banking and finance sector;

(b) recommendations of the inquiry by the House of Representatives Standing Committee
on Industry, Science and Technology into Small Business (the Beddall Report) on:

0) small business access to start-up and working capital;

(i) the effects of deregulation on the availability of venture capital to small
businesses;

(© the role of government financial ingtitutions, except the Reserve Bank; and

specify that the Commission is to avoid duplication of any recent substantive
studies undertaken elsewhere.

P.J KEATING
6 December 1990
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OVERVIEW

This report is about the availability of finance to Australian business. It responds to a reference
from the Treasurer asking the Commission to:

identify impediments faced by business enterprise in obtaining equity and loan capita that lead to inefficient
resource use and advise on courses of action to remove such impediments.

Within this broad mandate, the Commission was asked to give regard to the position of small and
medium-sized enterprises, including the availability of ‘venture capital’. The inquiry appears to
have been largely motivated by concern that such businesses are disadvantaged in their access to
finance, which was a conclusion of the Beddall Inquiry into small business.

Participants presented the Commission with polar views about the availability of capital. While
some claimed that good business propositions were being deprived of funds, others argued that
there was a shortage of sound projects in which to invest. In attempting to come to terms with these
competing claims, the Commission has been conscious that the backdrop to its inquiry was a
decade which saw:

e major deregulation of financial markets;
» historically high nominal and real interest rates;

e an asset boom culminating in a market crash (October 1987) and subsequent fall-out in
property values;

e pesistent high rates of inflation (until very recently); and
e strong economic growth followed by recession.

Financial institutions, particularly banks, have experienced transitional problems in adjusting to
financial deregulation, but the benefits of deregulation are already apparent and should increase
with time.

Against this background, it is not surprising that businesses may have found it more difficult and
costly to obtain finance in recent years -- especially compared with the boom period of the mid-
1980s.

The Commission's approach in assessing claims about lack of capital for Australian business has
been to look for evidence that some areas of potentially profitable investment are failing to attract
capital and for possible reasons why markets might consistently fail to allocate capital to the most
productive uses. Impediments to efficiency within the capital market, asin other markets, can be of
two kinds:

e inherent “imperfections' in the way the market functions; and

» rules and regulations applied to financial markets by government.
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The Commission has considered these issues first in relation to the availability of capital in
aggregate, and then its allocation among businesses.

Availability of capital in aggregate

Investment depends on the availability of saving to finance it. While the main source of finance is
domestic saving, Australia’s ratively high investment has traditionally also required access to
other countries’ saving through capital inflow. A substantial shortfall in domestic saving through
the 1980s meant an increasing reliance on foreign capital and rapid build up in foreign debt and the
servicing obligations that go with it. This has been a major factor in the tight monetary policy and
high real interest rates of recent years.

Concern at the possible consequences of Australia's debt burden would be ameliorated by an
increase in the level of domestic saving. In the short-term, while private saving is low, this has
implications for fiscal policy. More fundamentally, the main focus of policy should be the removal
of impediments both to saving and capital inflow (especially equity capital) and, of course, to their
most productive employment.

While real interest rates in Australia over the 1980s have been very high by historical standards,
and are still high, available evidence suggests that the cost of capital to industry, after allowing for
the effects of taxation, is not significantly greater than in many other OECD countries.

Domestic saving

Household saving is discouraged by publicly funded pensions, social security, health and education
services. For example, the provision of publicly funded pensions may reduce the incentive for
individuals to build a retirement ‘ nest egg’. The Government’s superannuation policy is intended in
part to offset the effect of this particular disincentive. While the extent to which this will raise
aggregate saving is unclear, it is having an impact on the disposition of saving and this will
increase in the future.

Australia’s rdatively high inflation in the 1980s has also acted as a major disincentive to save,
especially in conjunction with taxation of nominal income from interest. Lower inflation in recent
years should have helped reduce this problem. The benefit will persist, however, only if economic
policy delivers sustained low inflation.

Policy proposals to encourage saving by providing selective taxation concessions on certain bank
deposits (not superannuation) would be costly in relation to the net additional savings (if any) they
would generate and the Commission does not favour them.

Investment in home ownership, stimulated by incentives in the taxation and social security systems,
reduces the availability of domestic capital for business and distorts resource allocation towards the
housing industry. There would be economic benefits to the Australian economy in removing the tax
disparity in favour of housing. However, the Commission has concluded that taxing capital gains
alone -- as canvassed in the draft report -- would not have a significant net effect, taking into
account both economic and administrative considerations.
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Investments by Government in assets earning low rates of return also reduce the funds available for
investment by industry.

The Commission found no impediments to the general availability of foreign capital requiring
government action.

Availability of bank finance

Banks are the most important domestic source of debt finance for Australian business. Participants
raised a number of concerns about the lending practices of banks, including an alleged excessive
risk aversion, reliance on collateral and unwillingness to lend long-term.

It is rdevant, in this regard, that banks play a central role in maintaining confidence in the entire
financial system and have duties to depositors that are reinforced by regulation. They are meant to
be conservative institutions (‘ as safe as a bank’) and relatively low-risk lenders.

Banks also have large bureaucracies and complex administrative structures, with a number of
staffing layers involved in taking lending decisions. This made it difficult for them to adapt readily
to the changes to their environment resulting from financial deregulation. As they themselves have
acknowledged, it was manifested in many poor lending decisions in the wake of deregulation and
subsequently in some over-reaction. Banks are now providing a much wider range of financial
products and are ableto lend to more small business clients than was possible in the era of financial
regulation.

While the banks contend that, in evaluating lending proposals, they place most importance on the
capacity of borrowers to service their loans (that is, on cash flows), it is clear that they make
extensive use of collateral security as a condition for much of their lending. This is a part of
mainstream banking and can be an efficient way of reducing the information requirements and
associated costs of lending decisions.

Small business lending

Banks have been accused of charging excessive interest rates to small businesses. The Commission
found that small businesses typically pay higher interest rates than many large corporations, but
that the administrative costs and risks of lending to many small businesses are disproportionately
greater.
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A second complaint was about the plethora of charges, in addition to interest, which make
assessment of borrowing costs and comparisons between banks difficult for small business -- and
also made it expensive for borrowers to transfer their business from one bank to another. The
Commission considers that the banks should be more transparent in this area and considers that the
disclosure standards recently devised by the Australian Bankers Association represent a significant
move in theright direction.

Competition

Ultimately the capacity of the banks to set excessive prices and/or too onerous conditions for their
loans must depend on the competitive pressures they face. Despite the importance of the four major
banks, available evidence suggests that the sector is reasonably competitive and has become more
so since deregulation. The remaining regulatory impediments to competition apply largely to the
entry and operation of foreign banks and the Commission can see benefits in removing them.

Availability of equity finance

Many participants contended that there was a shortage of equity finance, including venture capital,
for promising businesses.

Prospectuses

There were a number of complaints about the cost and complexity of the new prospectus
requirements under the Corporations Law. In seeking to improve the previous procedures and the
quality of information in prospectuses, the new rules have raised the costs of seeking equity
finance. The Commission has heard that this in part reflects over-cautious interpretations of the law
and that costs have been decreasing (and the incidence of smaller raisings increasing) with
experience. Nevertheless costs could be reduced further and there would be scope to remove
prospectus requirements for rights issues under a continuous disclosure regime.

Underwriting

The Commission’s terms of reference refer to a decline in the practice of underwriting, particularly
for medium-sized companies. Some companies have had difficulty recently in getting share issues
underwritten, but this may be a temporary phenomenon, reflecting the down-turn in the market for
new issues. The Commission does not consider that there is institutional or market failure in this
area.
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Taxation

The capital gains tax and treatment of tax losses were seen by some participants as impeding equity
investments in certain businesses (including long-term and higher-risk ventures). While the capital
gains tax has clearly reduced the attractiveness of those investments which yield returns
predominantly in the form of capital gains, it has helped remedy the previous situation in which
such activities had been favoured. On the other hand, the Commission sees merit in arguments that
tax losses are given more severe treatment under the current income tax laws than under a neutral
taxation system, but notes possible administrative and tax avoidance difficulties involved in
effecting changes.

Banks and equity

A number of parties, including the Martin Committee, have recently proposed that current Reserve
Bank guidelines be relaxed to enable banks to take equity positions in non-financial enterprises.
While the nature of banking in Australia makes it unlikely that banks would seek to become
significant providers of equity, the Commission considers that some limited flexibility could enable
them to cater better for certain clients and that this would not affect the stability of the banking
system.

Equity for smaller enterprises

Representatives of small and medium-sized businesses claimed that there was a lack of equity
finance, especially for those which do not have access to the ASX. Representatives of financial
intermediaries, particularly those specialising in investing in small and medium-sized businesses,
were equally adamant that plenty of funds were available but good investment opportunities have
been lacking.

The Commission notes that cyclical developments and the aftermath of the crashes in the share
market and in property values have played an important role, by encouraging a flight by investors
to quality and liquidity. This has affected smaller listed companies as wdl as unlisted businesses.

It is also relevant that the owners of many small businesses do not want to dilute their control, or
may be unattractive to outside equity because they lack growth potential. Even among those that
have potential, thereis generally a higher risk of failure than for larger, established enterprises. It is
also usually much harder and more costly for investors to obtain the information they need to
monitor such businesses and to assess their risk.

A large and growing proportion of investible funds are under the control of large institutions,
including life offices, superannuation funds and unit trusts. Considerable concern was expressed
that the investment policies of these institutions are biased against smaller and riskier ventures and
that policy-induced growth in superannuation funds will diminish capital availability for such
businesses.
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Superannuation funds

Thelarge institutions, especially the superannuation funds, are inherently conservative. Their scale
of operations nevertheless gives them scope over time to diversify their portfolios, by investing in
higher risk ventures where the rewards are appropriate. But high transaction costs generally reduce
their willingness to invest directly in individual small businesses; they prefer to operate through
specialist intermediaries.

The adverse economic conditions of recent years has accentuated the conservative investment
behaviour of superannuation funds. This has been compounded by some features of the institutional
and regulatory framework. Superannuation fund trustees are required by law to be ‘prudent’.
Narrow legal interpretations of what is ‘prudent’ may encourage trustees to be more risk averse
than is in the best interests of fund members and smaller enterprises alike. The inexperience of
industry fund members and trustees, and the lack of reserves in hew occupational superannuation
funds, would appear to be contributing to this situation. A further problem is the lack of choice
available to contributors under present industry fund arrangements, which presents trustees with the
problem of accommodating a potentially wide range of risk preferences.

Excessive conservatism will be reduced as industry funds grow and their trustees gain experience,
and as the new disclosure rules help promote contributor understanding. It would also be directly
aleviated by legislation explicitly to broaden ‘prudent man’ requirements to a portfolio basis and
by allowing members of schemes more choice as to how their funds are allocated among categories
of investments.

Competition and choice would be further facilitated by regulatory changes to allow banks to offer
superannuation savings accounts. This would also go some way towards stemming the diversion of
saving from banks and any adverse impact on the cost of finance to bank clients. There is already
considerable scope, however, for financial flows among intermediaries to mitigate the effect on
smaller and riskier ventures of policy-induced diversion of saving into superannuation.

Venture capitalists

There has been rapid growth in specialist providers of equity to smaller ventures through the 1980s
-- initially responding to the MIC scheme. This industry continues to grow and has the potential to
play an increasingly important role in the development of small and medium-sized businesses in
Australia. The performance of venture capitalists since the late 1980s has generally been poor,
however, and this has affected their ability to attract capital. A general view among representatives
of these intermediaries was that there are few potential ‘winners’ among small companies at present
and that there is a shortage of skills both to select and to manage them.
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The Commission does not consider that direct government intervention to expand the institutional
funds available to smaller companies would improve the efficiency of the capital market or the
economy generally.

The informal market

In the absence of a formal market outside the stock exchange, seekers and providers of capital are
obliged to find and deal directly with each other. This is a time-consuming and costly process.
Informal information sources and networks have developed. Governments also provide a range of
facilities. The Venture Capital Directory has been useful in the past and should be updated, but the
Commission sees little benefit in a government data bank of investment opportunities.

The lack of a secondary market for unlisted equities reduces their liquidity and attractiveness to
investors. Overseas countries have developed aternative ‘exchanges and ‘over the counter’
mechanisms for smaller companies, but the second board experience in Australia has not been
encouraging. Nevertheless, private initiatives in this area are to be welcomed.

Gover nment-owned financial inter mediaries

At various times in Australia’s history, Commonwealth and State Governments have established
their own financial intermediaries, usually to address perceived inadequacies in financial markets.
They range from banks to specialist providers of capital.

In comparison with earlier years, especially prior to deregulation, Australia’s financial markets are
now extensive and sophisticated, containing many competing intermediaries providing a diverse
range of services. The Commission accordingly considers that there is no longer a need for
government ownership of financial institutions.
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SUMMARY OF FINDINGSAND
RECOMMENDATIONS

The Commission considers that perceived problems about the availability of capital in recent
years are attributable in large part to the general economic conditions (chapter 2/3).

Deregulation of capital markets through the 1980s has improved their competitiveness and the
general availability of capital, although there have been significant adjustment problems, most
obviously in banking (chapter 2/4).

The Commission does not favour taxation concessions for certain non-superannuation deposits
in bank accounts to encourage savings (section 3.1).

The Commission considers that it would be desirable on economic grounds to bring the
taxation of housing into alignment with that of other assets, but has concluded that taxing
capital gains alone would not yield significant net benefits (section 3.4).

Whilereal interest rates in Australia have been relatively high, available evidence suggests that
the cost of capital to industry, after allowing for the effects of taxation, is not significantly
greater than in many other OECD countries (section 3.6).

While there appears to have been arisein theratio of debt to equity held by Australian business
in the 1980s, no long term trend is evident (section 5.2) and recent reforms to the tax system
have largely eliminated previous biases in favour of debt finance over equity (section 5.3).

The Commission considers that it is unlikely that capital adequacy rules are distorting the
availability of bank finance to Australian business (section 6.8).

The Commission sees some merit in banks being permitted to provide limited amounts of
equity. It recommends that the Treasurer ask the Reserve Bank to consider whether the current
prudential requirements could be eased to allow banks additional freedom to provide equity
finance (section 6.8).

Banks typically charge higher rates of interest on loans to small business than on loans to large
corporations, but it is not evident that these differences are excessive when the higher costs of
such lending are taken into account. Public understanding of this would be helped by banks
providing information on the costs of lending to different categories of borrowers (section 7.3).

A plethora of fees and charges has made assessment of borrowing costs and mobility between
banks difficult for small business. The Commission supports adoption of the Australian
Bankers' Association's disclosure standards to improve transparency and considers that
initiatives to compute “effective interest rates should facilitate comparisons of different banks'
lending costs by small business (section 7.4).
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* The Commission considers that the banking sector is reasonably competitive and that the
degree of competition has risen since deregulation (sections 8.1-8.4).

» Remaining regulatory impediments to competition apply mainly to foreign banks:

- The Commission sees no reason for retaining a limit on the number of foreign bank
licences and recommends that such restrictions be lifted, subject to maintenance of
suitable prudential requirements for new entrants.

- The Commission recommends that holders of banking licences not be formally required
to offer the full range of banking services.

- The Commission recommends that branch banking be allowed for banks from countries
judged by the Reserve Bank to be observing internationally accepted prudential
requirements (section 8.5).

e The Commission accepts that the increased costs associated with the new prospectus
requirements of the Corporations Law will be alleviated in time (and have already declined) but
believes that standards such as “due diligence should not be more onerous than is reasonable to
facilitate informed decisions by investors. In the case of rights issues, implementation of a
statutory continuous disclosure regime would appear to obviate the need for a prospectus
(section 9.5).

e The Commission considers that while some smaller companies have had difficulty attracting
the services of an underwriter, this reflects the risk preferences of investors, rather than
institutional or market failure, and has been exacerbated by the economic climate (section 9.6).

e The Commission is sympathetic to arguments for providing tax treatment of losses which is
more neutral across firms. It recognises, however, that there may be revenue and avoidance
considerations which require careful attention in the design of such provisions by the
authorities and so makes no specific recommendation about their form (section 9.7).

* The Commission is of the view that alleged “short-termism' in equity markets is attributable
primarily to macroeconomic factors. Lowering and stabilising inflation, inflationary
expectations and interest rates would address the main underlying causes of any short-term
emphasis in investment decisionsin Australia (section 9.8).

e The Commission considers that the costs of providing a simple rollover exemption for capital
gains taxation would exceed the benefits in terms of increased mobility of capital, noting in
particular the greater possibility of tax avoidance (section 10.6).

» The Commission considers that the highly conservative investment policies of superannuation
funds in recent years has reflected a number of temporary or transitional phenomena, but that
risk aversion may also be exacerbated by more permanent features of the regulatory framework
and would be eased by:
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- legidation to redress any adverseimpact of the ‘ prudent man’ rule on trustees' freedom to
include risky individual investments in a properly diversified portfolio;

- employee representatives on boards of trustees being elected by members of schemes;
and

- alowing greater choice for members of schemes as to the allocation of their funds among
categories of investments (section 10.3).

The Commission considers that banks should be allowed to provide superannuation savings
accounts as part of their normal business, subject to compliance with ISC and Reserve Bank
requirements. This would both enhance competition in the superannuation industry and reduce
the potential for policy-induced superannuation growth to divert savings from banks and raise
borrowing costs for bank clients (section 4.5).

The Commission does not bdieve that Government regulations constraining portfolio choice of
superannuation funds, or direct intervention to expand the ingtitutional funds available to
smaller companies, would improve the efficiency of the capital market or the economy
generally (sections 10.3, 10.4).

The Commission notes the lack of information about investment opportunities and sources of
capital outside the ambit of the Australian Stock Exchange. It supports updating and upgrading
DITAC's Venture Capital Directory but sees little benefit in a Government data bank of
business opportunities (section 10.5).

The Commission considers that uniform legislation relating to limited liability partnerships
should beintroduced in all States and Territories (section 10.6).

The Commission supports the arrangements made by State Governments which give the
Reserve Bank more formal powers of supervision over State banks, and believes the
Commonwealth Government should invite the relevant State governments to make their banks
subject to Commonwealth banking legislation (section 11.2).

The Commission recommends that government guarantees over the obligations of government-
owned intermediaries be removed, or a guarantee fee charged (section 11.2).

Finally, the Commission supports continuation of moves to privatise government financial
institutions and considers that the development of Australia's financial markets is now such that
thereis no general need for government provision of financial services.

SUMMARY OF XXV
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1 INTRODUCTION

This inquiry examines the availability of finance to fund business investments in Australia. It
discusses the availability of domestic savings and foreign capital in aggregate and reviews the
operations of financial marketsin the allocation of debt and equity capital.

The Commission has been specifically asked to have regard to any impediments to the efficient
alocation of capital to small and medium-sized enterprises (see Terms of Reference on page xiv).
One aspect of this to which the Commission has been directed is the recommendations contained in
the Beddall Report! on small business and especially venture capital. Others include the lending
practices of the banking and finance sector and devel opments in the stockbroking industry.

In addition, the Commission has been asked to look at the role of government financial institutions
other than the Reserve Bank.

In preparing this report the Commission sought the views of participants through formal
submissions, public hearings and informal consultations (see Appendix A). In the initial stages of
the inquiry the Commission received 61 submissions, made more than 30 visits to participants and
held public hearings in Sydney, Mebourne and Canberra. This encompassed a wide range of
financial institutions (the major banks, venture capital providers, life assurance companies),
representatives of both small and large business, financial advisers and various Commonwealth and
State government agencies. In September 1991, the Commission released a draft report for public
comment. A further 39 submissions were received in response and draft report hearings were held
in Sydney, Mdbourne and Canberra. This information assisted the Commission greatly in
preparing its final report and the Commission is grateful to all participants in theinquiry.

1.1 Some key concepts

Small and medium business

The definition of what constitutes a small or medium business will depend on the purpose for
which the definition is required. As a guidepost, however, the Commission found helpful the
Beddall Report’s definition of a small business. This is a business which is: independently owned
and managed; closdly controlled by owner/managers who also contribute most, if not all, of the

1 House of Representatives Standing Committee on Industry, Science and Technology (1990).
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operating capital; and having the principal decison making functions resting with the
owner/managers. These management-related criteria in the Beddall Report were supplemented by a
‘size’ definition of small business as one employing less than 100 people in the manufacturing
sector and less than 20 in other sectors.

In broad terms, small firms as defined are not listed on the stock exchange. Many ‘medium sized’
firms are also unlisted, but the term can be taken to include smaller listed companies as well.

Venture capital

Asnoted, theterms of reference refer to the availability of ‘venture capital’. Accepted OECD usage
defines venture capital as primarily equity investments in unlisted businesses, not covered by
collateral or other security (that is, they are justified solely on the earning potential of the project).
Management support is usually given by the supplier of venture capital. Time horizons of the
investment are typically longer than 5 years.

In Australia, the term ‘venture capital’ has connotations of high technology industrial investment.
While the Commission has been specifically directed to look at venture capital, it would not wish
its investigation of that topic to exclude smaller enterprises outside this field. For this reason, the
term ‘ devel opment capital’ is used where a more general coverage isimplied.

Debt and equity capital
Theterms of reference speak of both debt and equity.

Debt is more secure than equity. The returns on investments of equity capital are directly dependent
on the fortunes of the particular ventures concerned. With investment in equity capital comes a
degree of control over the economic activities concerned. This can be an object in itself to suppliers
of capital, especially in connection with small enterprises.

Debt and equity are taxed differently. For some investors, investments in equity capital are also
regarded as a means of obtaining a hedge against inflation.

1.2 Theroleof capital markets

Looked at most broadly, the capital market can be seen as encompassing financial flows which
begin with the savings of Australians (and foreigners). These are usually transmitted through
financial intermediaries (including banks), the stock exchange or an informal market for equity
investment. They are then distributed among enterprises and other investment opportunities. At

2 AVAILABILITY OF
CAPITAL



each stage of this process, the behaviour of the actors concerned is influenced by their own
perceptions of risk and return, and also by taxes and regulations. These factors influence how much
is saved in the first place as well as whether it is invested in dwellings or factories, small or large
business, low or high risk ventures, manufacturing or mining.

Capital markets vary in their degree of sophistication and formality. At one extreme there is the
stock exchange, the foreign exchange markets and the specialised areas of the money market in
which the major financial institutions play large roles. At the other extreme, there are informal
arrangements such as those among family members or acquaintances to launch a small business.
All arrangements by which capital is made available to business are within the scope of this
inquiry.

1.3 How are capital markets assessed in thisreport?

The central requirement of the terms of reference is an examination of ‘impediments’ to flows of
capital which lead to ‘inefficient resource use.

Capital is employed inefficiently when it would be possible for it to generate a higher return to
society in another application. Defined in this way, some inefficiency is to be expected in any
situation in which information about investment opportunities is not perfect. But the important
question for policy is whether such inefficiency could be removed at less cost. Acquiring
information can be expensive. As a distinguished American economist has said, in an article on
‘imperfections in the capital market’:

We cannot possibly afford perfect markets, but we regulate real marketsin many ways and it would be desirable
to know what these regulations are achieving (Stigler 1967).

Thecritical focus for this inquiry is on impediments to efficiency which can be altered or removed.

In responding to the terms of reference, and its statutory guideines, the Commission’'s
investigations follow three main stages:

« thefirst is the task of identifying apparent shortcomings in the functioning of capital markets,
having particular regard to the views put to the Commission in its submissions and at hearings;

» thesecond istheidentification and evaluation of the possible causes of these problems; and

» thethird, following from the preceding stage, is an assessment of what government (or private
institutions) might do to improve matters.

The fact that a particular business cannot obtain capital in particular circumstances does not
necessarily indicate a lack of availability in a sense relevant to thisinquiry. The perceived problems
of some seekers of capital in obtaining finance may simply be evidence of the market working well
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to screen out poor projects. The concern is with situations in which capital is not available at the
‘right’ price or on the ‘right’ conditions. The term ‘availability’ is used in this report to cover both
the cost and the quantity of financial capital for Australian business.

Impediments to the efficient supply and allocation of capital, as in other markets, can be of two
kinds:

e inherent “imperfections' in the way the market functions; and
» rules and regulations imposed on financial markets by government.

These two potential sources of inefficiency can be inter-related. Governments often devise
regulations to address perceived deficiencies in market outcomes and these may have unintended
consequences of their own.

1.4 Central issues

On many occasions during the inquiry, the Commission was presented with polar views about the
availability and cost of capital. Some representatives of business and government argued that good
investment opportunities were going begging for lack of funds. At the same time, institutions with
the role of supplying funds suggested that adequate funds were available and that there was a
shortage of business propositions which satisfied reasonabl e investment criteria.

Theavailability of capital for particular ventures is dependent on:

» theoverall supply of domestic savings;

» thesupply of funds from abroad; and

» theallocation of these savings among investment opportunities.

In some cases the way in which this issue has been raised is through concerns about the cost of
capital in Australia. A number of participants referred to the Global Challenge Report prepared for
the Australian Manufacturing Council (AMC 1990).

In aggregate, finance for Australian business originates both in the savings of residents (personal
savings of households, corporate saving and government saving) and from foreigners (in the form
of capital inflow). Government policy can have a significant influence on the amount of capital
available from these sources.

Of particular importance is the extent to which the Australian economy is open to capital inflow.
The greater the access to foreign capital, the less the impact of any deficiencies or distortions in the
supply of domestic capital on the overall availability of capital to domestic industry - though there
are risks associated with excessive dependence on foreign capital.
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The allocation of capital within the economy is influenced by taxation and regulation. Two issues
raised by participants are apparent biases towards owner-occupied housing and the favouring of
superannuation. The former is thought to influence the total amount of funds available for other
investments, and the latter their direction.

Also important is the role of the banking system. Small business participants in particular have
argued that the banks are able to exercise an excessive degree of market power in supplying loans.
They saw their interest rates and lending conditions as being adversely affected.

The focus of the inquiry on small and medium enterprises raises the question of whether there are
underlying failures or deficiencies in the mechanisms for allocating capital to them. The claimed
existence of agap in financing at the smaller end of the market has been the rationale for some past
government policies. Similar questions arise in considering whether there are factors which cause
investors to be too ‘short-termist’ or risk-averse in allocating their capital among competing
opportunities.

1.5 Theinquiry in context

Many of the problems raised in this inquiry are perennial, and this is not the first inquiry to address
them. Indeed several reated inquiries were conducted concurrently with the present one. The
Commission has been conscious of this background and of its terms of reference which requireit to
avoid duplication.

Other rdlevant inquiries include:

» House of Representatives Standing Committee on Finance and Public Administration (Martin
Committee) - Inquiry into the Australian Banking Industry, reported in November 1991.

e Australian Law Reform Commission and the Companies and Securities Advisory Committee -
Review of Prescribed Interests and Other Collective Investment Schemes, due to report by
November 1992.

e Specia Premiers Conference Working Group on Non-Bank Financial Institutions - agreed in
November 1991 to national legislation for supervising non-bank financial institutions.

e Senate Select Committee on Superannuation - examining a range of superannuation issues
including the investment of superannuation funds and taxation arrangements. It is due to report
by May 1992,

« Standing Committee of State Consumer Affairs Ministers - released a Draft Uniform Credit
Bill in September 1991 for the development of uniform state credit legislation.
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* The Task Force for Commercialisation of Research on mechanisms to improve Australia's
commercialisation of research - report reeased November 1991 by the Minister for Science and
Technology.

* The Joint Committee on Foreign Affairs, Defence and Trade released their report, Australia’s
Current Account Deficit and Overseas Debt, in October 1991. The report's recommendations
included methods to increase domestic savings.

In addition, separate Royal Commissions are currently underway into the operations of
Tricontinental Holdings Limited/State Bank of Victoria and the State Bank of South Australia.

In light of the focus of many of these inquiries, the need for prudential regulation, and the question
of its consistency across financial ingtitutions, is not addressed in this report. However, the effects
of particular d ements of prudential regulation on the allocation of capital do arisein some contexts.

The Commission's draft report preceded release of the other reports noted above, but the
Commission was fortunate in having access to a humber of these reports in completing its own
final report.

The past inquiry with greatest relevance to this one, however, is that conducted a decade ago by
Campbd| (1981). The adoption of many of the recommendations of the Campbell Inquiry had far
reaching effects on the operation of capital markets, largely by reducing government regulation.
While many issues considered then have been raised again in this inquiry, the focus in this report is
on developments in the ten years since the Campbell Committee reported.

In doing this it is important to distinguish between the process of adjustment to deregulation and
the likely situation when things have settled down. The implementation of major reforms, such as
financial deregulation, stretch the resources of those involved and frequently have short-term costs.
An element of this review is an assessment of the extent to which the financial system is till
overcoming an inertia acquired during years of regulation.

It should also be noted that the availability and cost of capital in Australia have been affected
profoundly by the recent macroeconomic environment. This has included a protracted period of
high real interest rates, a lengthy period of tight monetary policy (reflected in inverted interest rate
yield curves) and an unusually long period of economic growth followed by a deep recession, as
well as major changes to the Australian financial system associated with deregulation. As always,
the swings in the economic cycle have been magnified by the impacts of "boom and bust'
psychology on the attitudes of investors and businesses. These factors make it difficult to identify
unambiguously structural impediments in the financial system which may have affected the
availability of capital.
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Section 1.6  Thereport structure

Chapter 2 provides a brief description of economic conditions and regulatory changes in the 1980s
which would be expected to have influenced the performance of the capital market in responding to
the financial demands of the business sector.

The next two chapters consider broad features of the Australian capital market. Chapter 3 examines
the availability of capital in aggregate and considers such issues as the adequacy of domestic
savings and access to foreign capital, while chapter 4 considers recent trends in the performance of
Australia’'s mgjor financial institutions and in particular the role that regulation has played in these
developments.

After examining the underlying determinants of the choice between debt and equity finance
(chapter 5), the next five chapters examine the access of firms, especially smaller businesses, to
both debt finance and equity capital. These chapters identify the major providers of both debt and
equity to business and assesses recent concerns about their performance in servicing the financial
needs of Australian business.

Finally, chapter 11 considers some aspects of the role and performance of government-owned
financial institutions.
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2 THE ECONOMIC ENVIRONMENT

This inquiry was commissioned at a time when the economy, and particularly financial markets,
had been adapting to the dismantling of a long-standing regulatory environment and to associated
financial innovation. These changes were superimposed on other major developments in the
macr oeconomy which greatly complicated their digestion by the financial sector and other sectors
of the economy.

The 1980s saw unprecedented changes to the financial system, with significant deregulation
accompanied by rapid financial innovation. It is clear now that the financial sector, and other
sectors as well, had difficulty in digesting and adjusting to these changes. This is particularly
evident for the major players in the banking system, which was staffed with large bureaucracies
which had been trained to operate in a highly regulated environment. It is, of course, to be expected
that the implementation of structural change should take time and involve once and-for-all costs as
the system and the people who operate it adapt to the new rules (or absence of rules). However, the
costs should be temporary ones incurred in the transitional phase and the benefits permanent ones.

2.1 Macroeconomic developments

The transitional problems experienced in adapting to financial deregulation were exacerbated by
the economic circumstances of the 1980s, and are at times confused with the effects of other
economic developments and policies. Features of this backdrop to the present inquiry were:

* two major recessions, between which Australia (and the rest of the developed world) enjoyed
one of the longest periods of economic expansion of recent times (figure 2.1);

e inflation between 5 per cent and 12.5 per cent, though typically around 7-8 per cent (figure
2.2);

e an asset ‘boom' followed by busts in share prices in 1987 and in real property values in 1990,
which posed a particular problem for institutions which lent against the security of real assets
(figure 2.3);
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Figure 2.1: Growth in GDP Figure 2.2: Inflation
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» high dependence on foreign capital to fund investment, and consequent large current account
deficits (which reached 6 per cent of GDP or close to it in a number of years in the 1980s
beforefalling to 4.1 per cent in 1990-91);

* high real and nominal interest rates for much of the decade, reflecting the extensive use of
monetary policy and the effects of consumer price inflation, however interest rates have fallen
from their 1989 peak;

» associated with the high interest rates (and at times high commodity prices), the exchange rate
was steady at between 75 and 80 cents US for the last half of the decade (despite the persistent
balance of payments deficits), and the cost of forward cover for borrowing in foreign currencies
remained high.

The first two years of the 1990s has seen further major changes to the Australian economy. The
deep recession has been characterised by high unemployment, a high level of business failures, and
low demand for credit. Inflation has fallen substantially below the OECD average for the first time
for almost two decades. In spite of the recession, however, domestic savings continue to be
insufficient to fund a reatively low level of investment so that Australia continues to have a
substantial deficit on the current account of the balance of payments.

It is important to recognise the impact of these and other macroeconomic circumstances, as well as
the effects of deregulation, on financial markets in making an assessment of how well these
markets are functioning and whether impediments to their effective operation exist and might be
eliminated.

Cost of forward cover on borrowing in foreign currencies

In considering the cost of borrowing in foreign currencies, it is important to have regard to the cost
of purchasing forward cover - which is approximately equivalent to the difference between interest
rates in Australia and those in the relevant foreign country (the uncovered interest differential) and
to the forward margin between the two currencies. The cost of obtaining forward cover for
borrowings denominated in US dollars was usually above 4 per cent in the 1980s and at times has
been as high as 10 per cent. Declining interest rates in Australia have brought back the cost of
forward cover to around 4 per cent in 1991 (figure 2.4).

Interest rates and availability of credit

For much of the period 1985 to 1989, business credit grew at a very rapid rate near or above 20 per
cent per annum. This was far in excess of the rate of growth of output in this period (figure 2.5).
There has since been a sharp decline in the rate of growth of business credit, but it is ill
continuing to grow more rapidly than output.
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Figure2.7: Yield curve (10 year bonds less 90
day bank bills)
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2.2 Deregulation of the financial system

Until the early 1980s, Australia’s financial system was heavily regulated, with emphasis on quantity
controls over bank lending, and control of the exchange rate and exchange controls regulating
movements between the Australian and foreign currencies. Some interest rates were controlled with
the intention of limiting the cost of finance to housing, small business and the rural sector.

Pressures for change

The ability of government to enforce this system declined during the 1970s. The regulatory
changes, predominantly implemented in the first half of the 1980s, were in response to forces that
were undermining the regulated system. Some of the major pressures were:

* International financial markets were becoming more open and international capital flows less
restricted. Combined with more sophisticated technology, this meant that international capital
markets were becoming more integrated. With a fixed and subsequently “managed' Australian
dollar exchange rate, monetary policy became less effective and vulnerability to speculation
against the Reserve Bank, which stood behind the managed rate, increased. Variability in
external economic conditions was borne by short term interest rates and foreign reserves.

e Control by the authorities over the financial system became less effective as the controlled
banking sector shrank relative to the uncontrolled non-bank financial sector. (See chapter 4)
Although many of the non-bank financial institutions were owned by banks, the banks were
constrained from directly participating in these markets. The authorities had only indirect and
weak control over the non-bank financial sector through the controls on banks.

» Rather than helping to achieve social and economic objectives, many direct controls on the
financial system were found to be counter-productive. For example, interest rate controls on
housing and small business finance limited the availability of bank finance for these purposes,
forcing borrowers to use funds from higher cost alternative sources.

The Australian financial system was reviewed comprehensively by the Committee of Inquiry into
the Australian Financial System (Campbell Committee), which reported in 1981, and the follow-up
Martin Review Committee in 1983. The Campbell Inquiry had a wide ranging brief to look at the
overall effectiveness and efficiency of the financial system, and the appropriateness of the
regulatory framework. The Martin Review Committee reviewed the findings of the Campbell
Inquiry and made recommendations in the light of the new Government's social and economic
objectives. These inquiries were significant catalysts for change. Both recommended a substantial
program of deregulation.
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A wide range of restrictions on banks were removed in the early 1980s. (A chronology of changes
appears in Appendix E). The changes included the removal of controls on interest rates for
deposits, the relaxation of some controls on the maturity of deposits that could be accepted by
banks, the cessation of guidelines on the size of bank lending, and the relaxation of asset controls
on savings banks.

The single most significant deregulatory measure was the floating of the Australian dollar and the
associated removal of exchange controls in December 1983. Prior to 1983, the ability of residents
to buy and sell foreign exchange was restricted and the exchange rate set by the authorities, within
operating guidelines established by the Government and market limits. However, this system was
increasingly unable to control capital flows. These flows aggravated the volatility of domestic
financial markets and weakened the effectiveness of monetary policy. The floating of the currency
enabled the authorities to achieve more control of domestic liquidity resulting in short-term interest
rates being less volatile. Floating the currency facilitated Australia’s integration into the
international financial system.

By 1985 all interest rate controls were removed, except on loans for owner-occupied housing
(which were removed for new loans from 1986). These changes allowed greater competition
among banks and between banks and non-banks, and contributed to the rapid growth of the banking
sector. By the end of the decade, many of the non-bank financial intermediaries, which had been
established by the banks to circumvent earlier controls, had been or were being reabsorbed back
into their parent banks.

In January 1983, the then Treasurer announced the intention to admit new foreign banks to the
banking sector. This policy was reaffirmed by the new Government upon the recommendation of
the Martin Review Committee. In February 1985, 16 new foreign banks were authorised to
establish banking operations in Australia. At the same time a large number of other foreign banks
established or upgraded their existing presence in Australia in the form of non-bank subsidiaries.
This step increased the scope for competition in the Australian financial system and also opened
the way for Australian banks to expand internationally (under reciprocal access requirements).

Regulatory reform of Australia’s stockbroking industry was also progressively implemented from
April 1984. This was directed at removing the restrictive practices that had characterised the
industry, including the fixing of brokerage fees and limitations on entry.

The Australian Stock Exchange Limited, which was formed in 1987 with the merger of the State
stock exchanges, was ‘stimulated by technological advances in communications, [and] increasing
sophistication of investors. (Bowen 1986, p 3984).

Changes to taxation arrangements, such as dividend imputation and the arrangements affecting
superannuation funds, have also altered the financial environment.
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Prudential supervision

The changed regulatory environment for financial institutions provided the catalyst for a review of
prudential supervision of banks, to ensure stability of the banking system and protection of bank
depositors. In accordance with the Martin Review Committee recommendations, the Government
announced in 1987 that the Banking Act would be amended to give the Reserve Bank of Australia
an explicit supervisory role as a necessary complement to other changesin financial regulation.

Capital backing of the banks formed the cornerstone of prudential regulation. In 1988 the Reserve
Bank issued guidelines to banks setting out an appraopriate ratio of capital reserves the banks should
hold against risk weighted assets. These guidelines were consistent with international practice and
were designed to achieve a much stronger capitalisation of banks, to increase protection for
depositors and to enhance the security of the financial system.

The move to risk weighted capital adequacy guidelines complemented modifications underway to
the Reserve Bank'’s other prudential controls over the banking system. The requirement that banks
hold a certain minimum ratio of near-cash assets and government securities to total deposits (LGS
ratio) was abolished and replaced with a Prime Assets Ratio. This ratio was a more comprehensive
measure designed to enhance the stability of the financial system.

In 1988 the Reserve Bank announced a winding down of the Statutory Reserve Deposits
requirement, and replaced it with a non-callable deposits ratio. The new ratio was based on a
broader range of total bank liabilities, and provided a reduction in costs to banks, fewer distortions
in the system and therefore greater efficiency.

The consequences of financial der egulation

The reduction in regulation and related changes to the financial sector in the 1980s saw it
transformed from a heavily regulated and segmented financial structure into a system which is
lightly regulated by world standards. Access to international financial services increased gresatly.

The changes included the lifting of restrictions on the allocation of credit so that it could be
allocated more competitively through prices. This has been of benefit to many borrowers operating
in sectors that previously had credit rationed to them. The National Bank of Australia stated that:

deregulation has provided a significantly more competitive banking environment and has enabled banks to
finance a wider cross-section of the community. This has been of particular benefit to small and medium-sized
business (Transcript p. 158).

The limited number of privileged borrowers who benefited under the previous regime would of
course have been made worse off initially.
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The innovation process is still continuing - some aspects include the growing importance of
superannuation products and integration between banking and insurance services. Chase-AMP
noted that:

deregul ation has aready produced significant net benefits to banking customers through a much greater range of
products, price competition, innovation, flexibility, improved access and higher service standards (Sub. 30,
Attachment A, p. 2).

Absorbing these changes has not been easy. Adjusting to the changes themselves and the response
of policy makers resulted in some costly learning experiences. The transitional process, in the
course of which financial institutions and their employees learnt to operate in a deregulated
environment, has been a difficult one in many respects for the institutions and the economy as a
whole.

One of the consequences of changes in the financial system during the 1980s was the shift from the
use of quantity constraints (rationing of credit) as atool of policy to influence the financial system,
to the use of market forces reflected in interest rates as the main monetary policy instrument. Open
market operations of the Reserve Bank influence the availability, and thus the cost, of short-term
funds (so called ‘ cash interest rates). Changes to the cost of funds, if sustained, strongly influence
the yields on bills and other short term traded securities and, less directly, short-term interest rates.
These changes then affect the demand for credit, interest rate-sensitive activities being affected
first. Interest rate changes can also have important implications for activity and prices through the
effect on the exchange rate, and on expectations.

The adjustment problems of the private sector in the new financial environment also became
apparent in the latter part of the 1980s when the economy had experienced a period of rapid
growth. With new financing techniques and financial intermediaries competing to establish or gain
market share, there was arecord rate of expansion in credit until late 1989.

Adjustment by the participants in the financial system to the new financial environment took longer
than many expected. Many businesses have found their high gearing added to difficulties in a
period of subdued demand and falling asset prices. At the same time, bank profits are under
pressure from unexpected levels of bad and doubtful debt and non-performing loans.

It is relevant to note in this regard that Australia's banks have not been alone in their recent
problems. Similar problems have been experienced by banks in many other OECD countries -
related no doubt to growing sophistication, competitition and internationalisation in financial
systems. Asin other sectors of the economy, there is pressure on the banks and other institutionsin
our financial sector to compete effectively in the international arena.
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3 THE AVAILABILITY OF CAPITAL IN
AGGREGATE

The divergence between domestic saving and investment is a major factor underlying persistent
high real interest rates. This has occurred, in part, because concern over the current account
deficit (equal to the gap between saving and investment) and rising debt has seen authorities
tighten monetary policy and raise interest rates. Further, to the extent that capital markets are
segmented and there is a lack of ready access to the international capital market, the divergence
between investment and saving would have acted directly to keep rates high. Interest rates would
also have been kept high by any premium charged by foreign lenders because of the effects of
accumulated current account deficits on the perceived risk of lending to Australian borrowers.

Within the market for capital there are significant distortions which affect the availability of capital
for industry. The incentives provided through the tax and welfare systems to invest in owner-
occupied housing are encouraging the use of a sizeable part of our savings to fund investment in
dwellings. Further, the failure of many government bodies to justify investment proposals on
commercial grounds, even allowing for associated benefits, has seen capital diverted to poor
investment proposals.

While real interest rates have been very high in Audralia by historical standards, and are till
high, it is not clear that the cost of capital to industry, after allowing for the effects of taxation, is
significantly greater than in many other OECD countries.

3.1 Thegap between investment and saving

Trendsin domestic saving

The main source of capital for Australian business is domestic saving -- which originates in
households, businesses and government. There has been a decline in the gross savings rate (as a
percentage of GDP) sincethe early 1970s (figure 3.1).

The decline in aggregate saving appears to be due largely to the decline in saving by general
government (figure 3.2). Business and household saving tended to rise dightly as a percentage of
GDP, prior to the current recession. There was a marked decline in the savings rate of governments
in the early 1980s, followed by an increase and then a renewed decline in the current recession.

A similar decline in savings rates has occurred in many other OECD countries. Australia has
remained closeto the OECD average (table 3.1).
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Figure 3.1: Gross saving and investment, 1960-61 to 1990-91.
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Data source: ABS Cat., no. 5204.0.
Figure 3.2: Saving and investment by sector, 1960-61 to 1990-91
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Note: Theterm ‘government’ refersto general government (i e excludes the operations of government business enterprises).

Data source: ABS Cat. no. 5204.0 and RBA Occasional Paper No 8A: Augtralian Economic Statigtics, 1949-50 to 1980-81.
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Table 3.1: Average gross saving as a per centage of GDP, OECD countries

1960s 1970s 1980s
United States 20 19 17
Japan 35 34 32
Germany 27 24 23
France 26 24 20
United Kingdom 19 19 17
Italy 21 22 22
Canada 22 22 20
Austraia 25 24 20
OECD Average 23 24 21

Data source: OECD, Economic Outlook Historical Statistics, variousissues, OECD, Paris, 1991,

The household saving ratio (the ratio of saving to household disposable income) declined from
double digit figures for most of the 1970s (about 15 percent for some years) to 6.3 percent in 1990-
91 (it had been lower than 6 percent for three of the preceding four years). A range of factors may
account for the long-term decline in household saving.

Government provision of income and other support for the aged, the unemployed, and others, may
have reduced the incentives for individuals to save:

e publicly funded pensions may reduce the incentive of individuals to build nest eggs for their
retirement;

» the precautionary motive for saving may be weakened by the provision of unemployment and
sickness benefits to compensate for loss of income; and

e public provision and subsidisation of education and health care may reduce incentives to save
to meet these expenses.

Government moves in recent years to encourage self provision for retirement via contributions to
superannuation funds, as a substitute in part for unfunded pensions, are partly intended to offset the
effects of these disincentives on aggregate saving. (Some implications are considered in section
3.3)

The increased availability of consumer credit with financial deregulation seems likely to have
produced what is probably a once-and-for-all increase in consumption, at the expense of saving.
Households may also have sought to maintain or improve their living standards ahead of real
income growth, at the expense of saving.

Inflation and inflationary expectations have provided a fairly general disincentive to save, because
of the perceived difficulty of finding ways of holding savings which would preserve their real
values when prices were rising. This disincentive was likely to have been particularly important
because of the persistence of inflation at high rates during much of the 1970s and 1980s.
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The operation of this factor is exacerbated by the taxation of nominal income. This creates a
disincentive to provide for the future, especially when inflation is high. It does this because the
decision to spend next year rather than now involves payment of additional taxation on the interest
generated by those savings. Thus, with a nominal interest rate of 10 per cent, an inflation rate of 5
per cent and a marginal tax rate of 40 cents per dollar on additional income, the annual after-tax
real rate of return to the potential saver is 1 per cent, compared to a pre-tax real rate of return of 5
per cent. This means that an individual who saves $100 for one year is only able to buy goods to
the value of $101 rather than $105 in terms of present prices at the end of that year.

Tax concession proposals

Various adjustments to the taxation system have been suggested to counter this problem. They
range from full indexation of all income and expenses to limited tax concessions on particular
forms of saving. Both the NAB and ANZ, in submissions to this inquiry, suggested that longer-
term saving should receive some taxation relief.

The proposals for tax concessions on long-term savings are based, in part, on models from
overseas. The Individual Retirement Account (IRA) scheme in the US, the Tax Exempt Special
Savings Account (TESSA) scheme in the UK, and the Registered Retirement Savings Plans
(RRSPs) in Canada all provide tax incentives for long-term saving, through various financial
institutions (see appendix | for further details).

The forms and objectives of these concessions vary. One important distinction is between taxation
measures aimed at encouraging explicit provision for retirement (this issue is considered in chapter
4) and concessions aimed at ameliorating the impact of inflation on the taxation of saving
generally. Problems with concessions on particular forms of saving are that they tend to introduce
biases into the system, and that the main costs would be associated with savings which would have
occurred in any event and are merely rearranged to attract the concession. The Commission
considers that they would be a relatively high cost way of promoting savings and does not
favour them.

Trendsin domestic investment

Gross investment has declined relative to GDP over the last 30 years. While it increased in the latter
half of the 1980s, it was ill lower than in the latter half of the 1960s. There has been a sharp fall
since the late 1980s (figure 3.1). Government investment has remained relatively stable over the
three decades, while investment by households and business (including government business
enterprises) has been more volatile, and has declined in recent years (figure 3.2).
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Australia’s aggregate investment as a proportion of GDP continues to be high compared to most
other OECD countries, with the notable exception of Japan (table 3.2).

Table 3.2: Investment (gross fixed capital formation), OECD countries as a percentage of
GDP

1960s 1970s 1980s
United States 19 18 18
Japan 35 33 30
Germany 27 22 20
France 25 23 20
United Kingdom 19 19 18
Italy 20 20 19
Canada 24 22 21
Australia 27 22 24
OECD Average 21 23 22

Data source: OECD, Economic Outlook Historical Statistics, variousissues, OECD, Paris, 1991.

This reflects, inter alia, our relatively rapid rate of population increase, and the structure of
Australian industry, including the heavy weighting of capital intensive resource industries.

Despite this level of investment, the ratio of capital to labour - a principal determinant of labour
productivity - has been growing at only 1.7 per cent per annum in Australia during the 1980s,
compared with an average of 2.4 per cent per annum for the OECD (EPAC, 1990D, p. 6).

A relatively high level of investment in dwellings continues to diminish the amount of domestic
saving which might otherwise be available to finance investment in industry. Throughout the
1980s, investment in dwellings accounted for 25 to 30 percent of gross fixed private capital
expenditure. In addition, expenditure on dwellings represents one of the major forms of saving for
households. It has accounted for slightly less than one half of total household saving throughout the
1980s (RBA Financial Flow Estimates). The incentives to invest in owner occupied housing are
discussed in section 3.4.

The economy is also carrying a large legacy of past government investments in assets earning low
rates of return (such as e ectricity generation).

Financing the gap between domestic saving and investment

The gap between domestic investment and saving over the last decade has meant that Australia has
relied more heavily on foreign sources of capital to finance investment than during the 1970s and
most of the 1960s. This has been reflected in higher current account deficits as a percentage of
GDP.
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Figure 3.3: The current account deficit and the gap between saving and investment
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Note: Gross investment is gross fixed capital expenditure plus increase in stocks. Gross saving is the funds available from domestic
sources to finance investment (it is equal to GDP minus consumption expenditure). The conceptua difference between the two series
presented in figure 3.3 is relatively minor. During the 1980s the difference isamost entirely attributable to the statistical discrepancy in
the National Accounts- that is, to the difference between income and expenditure based estimates of GDP.

Data source: ABS Cat no 5204.0.

Foreign capital can be obtained either in the form of borrowing, typically channelled through
financial intermediaries, or in the form of equity. The mix of debt and equity has varied throughout
the 1980s. Following financial deregulation, there was a dramatic increase in inflows of debt. The
floating of the Australian dollar, abolition of exchange controls and the subsequent development of
markets for hedging the risks associated with borrowing in foreign currencies, improved access to
foreign debt. Thisis reflected in the strong growth in net debt, as a proportion of GDP, particularly
between 1983-84 and 1985-86 (figure 3.4).
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Figure 3.4: Foreign debt and equity, as per centages of GDP
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Data source: ABS Cat no 5305.0.

The proportion of equity in foreign investment has increased in the most recent years, in part
reflecting the swapping of debt for equity (figure 3.5).

Figure 3.5: Composition of non-official net foreign investment
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Notes: Debt and equity do not necessarily account for 100 percent of the net foreign investment. The annual flows also include accounts
payabl &/prepayments received, and ‘ other’.
Data source: ABS Cat. no 5305.0 and 5306.0.
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3.2 Effectsof reliance on foreign capital

Concern has been expressed that Australia’s recent borrowing experience could cause a reduction in
future living standards. If the investment undertaken with foreign borrowing fails to generate a
sufficient return then the borrowers face the prospect of meeting contractual payments through a
reduction in their own incomes. In the extreme case of default, the borrower also loses some or all
of the equity contributed to the investment. In the case of non or under performing government
investment the taxpayer must ultimately pay the cost.

Interms of thisinquiry the questions at issue are what effects our recent calls on foreign saving will
have on the funds available for investment in Australia, and their cost. This includes the question of
the availability and cost of foreign capital for future investment projects.

Continuing access to foreign capital, at least in the foreseeable future, will be an important
determinant of the growth in living standards. Current projections of investment levels required to
generate growth in the capital stock consistent with rising living standards, combined with
projections of the availability of domestic saving, assuming no marked change in the propensity of
Australians to save, show that there will be continuing shortfalls in domestic saving relative to
investment and hence a continuing reliance on foreign saving (including, of course, to service past
debt).

For example, EPAC (1990b) provides a range of projections. In order to achieve growth in GDP of
2.5t0 3 percent into the mid 1990s, investment would need to be at around 24 percent of GDP, and
at current domestic savings rates this would imply increases in foreign debt, to around 40 percent
of GDP. The actual call on foreign saving will depend in part on the state of the economy and the
stance of fiscal and monetary policy. However the underlying structural reliance on foreign saving
isClear.

In examining the implications of this structural reliance it is important to recognise that for some
countries, and at some stages of development, it is reasonable to sustain long periods during which
growth in the capital stock is financed in part from foreign saving. The following comments by
EPAC are highly relevant:

In alonger term sense, capital markets should be comfortable with the idea that countries with faster population
growth (and/or younger populations) will tend to borrow from countries with dowly growing (and/or older)
populations (EPAC 1990b, p. 43).

In reaching an assessment of the implications of our recent borrowing experience, a distinction
needs to be drawn between an increase in indebtedness and a build-up in equity investment.
Though little concern has been expressed at the burden on the economy of servicing foreign
ownership (equity), action to restrict this has been and is an element of government policy, for
example, via the Foreign Investment Review Board and policy in relation to media ownership.
With financial deregulation, access to foreign borrowings is unrestricted but the level of
indebtedness is a matter of concern and debate in the community.
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One view is that rising levels of foreign debt will make it more difficult, or more expensive, for
investors to attract foreign saving. The size of Australia’s debt is seen as an important determinant
of the overall risk of investing in Australia, either because of some inherent risk in Australian
investment projects or, more likely, that outstanding debt raises the risk of a fall in the value of the
Australian dollar. (This question is considered further in section 3.7). For example, in a study of
interest rates, exchange rates and foreign debt, Juttner and L eudecke (1991) argue that:

Our foreign debt imposes an increasingly burdensome weight on the economy, a fact that is certainly not lost on
foreign holders of our debt. Default considerations may enter into investment decisions (p. 139).

An aternate view is that a continued build up of private foreign debt need not be of concern for
borrowers generally or the whole economy. Given Australia’s integration with the international
capital market, the cost of capital for individual enterprises depends on the characteristics of those
enterprises rather than the total foreign debt of Australians. If a project promises a sufficient rate of
return, foreign savers will be willing to finance it.

Thereis evidence to support both views. For example those concerned at existing debt levels note
that Australia’s credit rating has been reduced, signalling to foreign lenders and investors a higher
risk inherent in lending to Australia. They also point to the expressed views of foreign financial
ingtitutions that they do not favour investment in Australia at any reasonable interest rate risk
premium. On the other hand, formal analyses of the determinants of Australia's rdatively high
interest rates have not conclusively established that there is a risk premium responsible for the
difference, or more particularly, that any risk premium is directly related to the level of foreign
indebtedness.

Reconciling the two views is difficult, as it requires disentangling the effects of current debt levels
from the interest rate and capital flow consequences of current monetary policy settings. It seems
reasonable to conclude that at some point, rising levels of foreign debt to GDP will reduce
Australia’s access to capital markets, in the sense that the risk premium to be met before foreign
savers will supply investment finance will become so high as to restrict the economic use of foreign
saving to fund domestic investments. It is not clear, however, how close Australia is to that point -
and that, in essence, is the source of the difference between the two views.

Continued reliance on debt (as opposed to equity) financing of investment needs, with its
contractual obligations to make interest payments, largely in foreign currency, makes domestic
living standards more vulnerable to external shocks. For example a fall in the value of the
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Australian dollar precipitated by a fall in commaodity prices would raise the burden of contractual
interest payments, which would have to be met from lower living standards. For a country like
Australia with a large exposure to volatile commodity markets, raising this exposure poses a
significant risk.

If rising debt levels restrict the availability of foreign saving to finance investment, and increase the
country’s exposure to external shocks, then the need to remove government induced distortions
which lower saving, stimulate investment or give preference to debt rather than equity, assumes
added importance. As discussed in the previous section, some of these changes appear to be
happening already. Reductions in inflation (and inflationary expectations) and the encouragement
of self-provision for retirement are likely to strengthen incentives to save. Similarly, removal of
distortions which led to poor investment decisions, particularly by government and its enterprises,
may reduce the gap between domestic investment and saving.

However these actions will take time to become effective. For example it will take time for the
removal of saving distortions to raise household savings rates. One option would be for the
government to compensate for the saving distortions it induces in the economy by raising public
sector saving -- although it would be important to ensure that this does not merely replace private
sector sources of saving. This would see a substantial movement to a public sector surplus as the
€CONOMY MOVES into recovery.

The main focus of policy should be to address the reasons for the persistence of an unwarranted
structural dependence on foreign saving, particularly in the form of debt. Setting medium term
objectives to remove underlying distortions will pay greater long-term dividends than addressing
the symptoms through a sequence of ad hoc policy adjustments.

The following two sections examine areas in which action by government may affect the aggregate
availability of domestic capital for business.

3.3 Superannuation

The government is supporting saving via superannuation funds to encourage self provision for
retirement and to reduce the reliance of the aged on social welfare payments. This is affecting the
level and composition of household saving. Evidence on the composition of household saving
indicates that superannuation and life assurance saving has grown from about 2 to 6 percent of
GDP during the 1980s. While the change in composition of saving, towards superannuation and
away from other options, is projected to continue, the likely impact on aggregate domestic saving
in the future is less clear. The net effects will depend on the form of the measures taken by the
government, and household and other (private sector) responses to them.

The main measures to generate superannuation saving take the form of award based (and
prospectively legislation based) employer contributions, roll over funds to preserve retirement
benefits, and concessional rates of taxation on both contributions and superannuation fund income.
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Thetax treatment of superannuation saving has changed considerably in recent years. The focus of
change has been to:

e maintain tax concessions for superannuation, subject to compliance with minimum
occupational superannuation standards;

* increase the incentive to take superannuation benefits in the form of pensions and annuities
rather than lump sums; and

e ensurethat lump sum payments are invested so as to provide genuine retirement income.

While the changes reduced some of the concessions, the Treasury has noted that:

in general, superannuation savings will continue to be taxed at only about half the rate that applies to other forms
of saving and investment (Treasury 1988, p. 1).

Employee contributions are made from after-tax income, and are subject to no further taxation in
the hands of funds, or on withdrawal. Contributions made by employers on behalf of employees,
are taxed at lower rates than wage income received by the employee. The earnings on contributions
are taxed in the fund as they accrue, at the low rate of 15 percent. Taxation of benefits on
retirement depends on whether the benefits are taken as a lump sum or pension. In both cases, the
tax is payable on withdrawal of the benefit. Lump sum benefits are generally taxed concessionally,
but there are limits on the amount that may be withdrawn in this form. Pensions are taxed in the
hands of the superannuant.

The government has made clear its intention to expand the coverage of occupational
superannuation, as well as the contribution rate. The National Wage Case “productivity award'
decision of 1986 granted employees an employers' contribution of 3 percent of salary, to be paid
into a superannuation fund. This has led to the growth of industry award-based funds, and an
increase in the coverage of occupational superannuation, such that in 1989-90 employer
contributions to superannuation funds were being made in respect of about 67 percent of all full-
time employees (57 percent of private sector employees, 92 percent of public sector). In the 1991-
92 Budget, the Government announced that it will legislate for a prescribed level of superannuation
support by employers. This level will be 9 percent by the year 2000. Consideration will also be
given to supplementing this level of support with employee contributions and tax cuts equivalent to
3 percent of earnings (Budget Speech 1991, p. 11).
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Impact on saving levels

The net impact of these superannuation provisions on Australia’s aggregate saving (private plus
public) is not clear, asthere arelikely to be a number of offsetting effects. Factors likely to increase
private saving include:

» thelong term, illiquid nature of superannuation, which makes it a poor substitute for savings
for more immediate needs; and

» the widening coverage of award-based and other employee superannuation which represents
significant forced saving for many lower income earners who would otherwise have saved very
little.

Possible offsetting influences on private saving include:

» any reduction in real disposable income growth resulting from compulsory superannuation (ie.
in lieu of money wage increases) which may lead households to reduce other forms of saving;
and

» the rdatively favourable tax treatment of superannuation savings which will encourage
households to substitute it for other forms of saving.

Despite such offsets, NAB considered it “unlikely that growth in superannuation savings will fully
displace other forms of private savings (Sub. 19, p. 53).

Palicies to encourage superannuation may also affect the level of public saving. Other things being
equal, public saving will change by the difference between the net revenue cost of the tax
concessions used to encourage superannuation and the reduced pension and related outlays.
FitzGerald and Harper (1991) have shown that for some time to come the increased budget costs
will far outweigh the pension saving. On the basis of simulations and analysis of induced changes
in the elements of public and private saving, they conclude that the net effect could be an increase
in aggregate national saving. But in their view this would depend on “the extent to which increases
in saving through superannuation are forced and are forced mainly from low to middle income
earner groups (p. 29), rather than induced by the tax incentives:

Tax-induced superannuation is unlikely to raise nationa saving significantly: either because at the incentive
driven margin it merely diverts private retirement saving from one form to another; or because any increase in
private saving is substantially offset (probably more than offset) by increased public dissaving incurred through
the provision of tax concessions (p. 55).

In summary, while it is likdly that policy-induced superannuation saving will increase net private
saving, the extent of its impact on aggregate saving remains unclear (depending in part on the
budgetary response to lower tax revenue). What seems clear is that superannuation growth is
having a substantial effect on the composition of saving. Some implications of this are discussed in
later chapters.
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3.4 Incentivestoinvest in owner occupied housing

Owner-occupied housing receives significant tax advantages relative to most other forms of saving
in Australia. The main sources are the non-taxation of imputed income from housing (in the form
of housing services), and the exemption from capital gains tax on the sale of the principal
residence, without any upper limit on the benefit (see Appendix C). In addition, home ownership
does not affect digibility for aged pensions.

The disparity in taxation treatment between owner-occupied housing and other savings and
investment outlets has long been the subject of criticism from some quarters. A long-standing
criticism is based on fairness or equity grounds: tax payers who own and derive a proportion of
their income from their principal residence pay proportionately less tax than those who rent their
homes. To these equity considerations, are added concerns about the impact of tax concessions for
housing on economic efficiency and growth, in-so-far as they divert expenditure into owner
occupied housing from investment in industry.

That there are also social (and political) considerations attaching to the question of home ownership
were underlined by responses to the Commission’s draft report. The Catholic Archbishop of Hobart
argued that home ownership is central to the pursuit of ‘worthwhile human values, including:

...stability in marriage; the freedom, independence and privacy of the family unit; the space and ‘backyard’ where
children may grow and play in security (Sub 81, p. 1).

In its submission, AMP also observed that:

... home ownership is the aspiration of most Australians, any changes to the incentives which reduce its
attractiveness or availability would need to be carefully considered in the light of community attitudes and the
ownership culture (Sub 23, p 3).

While aware of the importance of equity and socio-political considerations, the Commission has
necessarily given particular consideration in this inquiry to the economic consequences of
concessional tax treatment of housing. The prospect that these concessions are reducing or
distorting the availability of capital in Australia was raised by a number of participants, including
the ANZ and NFF.

Economic effects

Tax incentives favouring owner-occupied housing influence household behaviour in several ways.
They encourage households to buy housing rather than rent; to invest in housing rather than in
financial assets such as bank deposits, superannuation, or shares, or directly in their own business;
and to maintain a higher standard of housing than they otherwise would, while consuming less non-
housing goods and services.
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Because the current tax concessions create distortions both in financial markets and in real resource
alocations, analysing their overall effects on the economy is a complex task. To assist in this task,
the Commission developed a special purpose model (ORANI-TYCOON). Like the ORANI model
on which it is based, this model incorporates linkages between households, government, industries
and foreigners, but extends these links to cover financial assets as well as physical goods and
services (see Appendix C for details). The model nevertheless contains a number of limitations and
assumptions which mean that it can only evaluate small changes in taxation and should be
interpreted as providing only a broad indication of the magnitude of economic effects.

The model was used to simulate the effects of a small reduction in the current tax disparity between
housing and other equity investments. This was done by raising taxes on housing and lowering
taxes on non-housing equity in a revenue-neutral manner. The simulation indicated that for every
dollar of tax revenue transferred from other investment to housing, there was a net gain in national
income of 30 cents.

Theincrease in income was due in part to an improvement in the allocation of real resources, with
household choices between housing and other services being less distorted by housing tax
concessions. In part it also resulted from a change in the composition of foreign liabilities, with
equity being substituted for debt. (This change, which was driven by the reduction in rates of tax on
non-housing equity, was beneficial because it tended to offset some distortionary effects of
inflation -- see section 3.6).

The tax changes meant that less capital went to housing and more to business. This reflected not
only greater capital availability, but also an increase in demand for business output. Overall, there
was a small reduction in total foreign liabilities in line with lower capital requirements for the
economy as awhole.

Policy options

The complete elimination of the taxation disparity between housing and other assets would require
radical taxation reform. Such a step would require ether the dimination of the taxation of income
from capital (and greater weight placed on non-income tax bases) or the taxation of all forms of
income from capital at the same rate. The latter policy, in the case of owner-occupied housing,
would require owners to be treated like landlords of the dwellings in which they reside -- with
taxation of (imputed) rent, deductibility of interest, allowances for depreciation and taxation of
capital gains.

Such radical changes would have implications far broader than the scope of this inquiry and the
Commission is not proposing either of these options. However, the apparent gains to be had from
altering the balance of taxation towards greater uniformity have led the Commission to consider the
possible benefits from more limited reforms. A number of participants and others have suggested
that the exemption from capital gains tax is a particular source of inefficiency which should be
addressed. In the mid-1970s, Treasury argued that:
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To exempt owner-occupied housing atogether from a realised capitd gains tax would aso have adverse
consequences because investment in this form vis-a-vis other assets would be favoured (Treasury 1974).

In evidence to thisinquiry, CAMTRON recommended:

.. introduction of capital gains tax on private houses, principaly as a signal to the community to focus on
investments in income producing, wealth creating and employment creating activities (Sub 21, p. 7).

It is difficult to determine with any precision what proportion of the total effective tax disparity in
favour of owner-occupied dwellings is attributable to the capital gains tax exemption. Available
information presented in Appendix C suggests that it could be of the order of 20 per cent. On the
basis of the Commission’s modelling, this would mean that the gain from completely removing the
exemption would be between 0.05 and 0.1 per cent of GDP. This does not take into account
administrative and other costs associated with introducing the tax.

One concern relates to the effects of capital gains taxation on labour maobility. As discussed in
chapter 10, the impact of capital gains tax is usually diminished if realisation of the gains is
deferred. The desire to reduce capital gains liability may, in the case of home owners, make them
less flexible in their response to economic incentives to relocate. This effect was of concern to the
Australian Catholic Social Wefare Commission, which argued that:

if the capital gains tax were imposed on family homes it would become a mgjor disincentive for labour to move
across the country in search of work. It would lock workers into locations where there were declining
employment prospects and ultimately contribute to greater social, economic and fiscal problems (Sub 83, pp. 2-

3).

Some countries have introduced additional deferral dements into capital gains taxation of owner-
occupied housing, partly as aresponse to likely effects of the tax on labour mobility. In the United
States, for example, homeowners are not taxed at the time of sale of principal residence if the
proceeds are put towards the purchase of a higher valued house. Such concessions achieve the
objective of rdieving disincentives to move. At the same time, such concessions also weaken the
impact of the tax in achieving a reallocation of resources from housing towards business and other
investment opportunities. The likelihood of the effectiveness of the tax being eroded in this way
would need to be considered in any decision to introduce such atax for the purpose of achieving a
reallocation of savings.

The costs of compliance with a capital gains tax are also potentially high. Extensive records may
need to be kept over long periods. In the case of housing this would include the need to record such
details as modifications and improvements to dwellings over the period of ownership. Australia's
existing capital gains tax has not generally imposed such costs on the mgjority of households who
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tend not to own assets subject to capital gains tax. The inclusion of owner-occupied dwellings in
the base would greatly extend compliance costs. This would need to be weighed against the likely
beneficial impact of the tax on investment behaviour.

The question of whether deductions were to be allowed against a capital gains tax introduces
further problems, arising from the fact that other elements of housing income (imputed rent) are not
taxed. If all income is taxed, all legitimate deductions can be allowed. When only part of incomeis
taxed, it is much more difficult to rule particular deductions in or out. In some other countries, the
argument for capital gains taxation has been made stronger (or, more accurately, this argument
against it made less strong) by the fact that a degree of allowance is already made for interest
deductibility for owner-occupied housing, even though all housing incomeis not taxed.

Given these problems, the question of the likely extent of real capital gains in practice assumes
some importance. The Commission’s analysis, on the basis of the limited available studies, has
assumed that significant gains would be achieved. But the extent of realised gains has depended on
the timing of purchase and sale. Some other evidence suggests that, over a long period, real gains
are on average relatively low (see for example figure 2.3). A rdlevant issue may be the distribution
of capital gains -- whether they accrue more to higher value houses, for example. However,
selective approaches to applying a capital gains tax to housing would again raise equity issues and
would further reduce the potential for net economic gain.

In conclusion, the disparity between tax treatment of owner-occupied housing and other assets
distorts investment and imposes costs on the Australian economy. The Commission considers
that while it would be desirable on economic grounds to remove the tax disparity in favour of
housing, taxing capital gains alone would not yield significant net benefits.

3.5 Theavailability of foreign capital

With financial deregulation, particularly the dismantling of exchange controls, foreign capital has
become readily available to finance investment in Australia. At the sametime, of course, there are
significant transactions costs in obtaining foreign capital; it is traded in specialised and
sophisticated markets, and intermediaries such as banks and merchant banks play an important role.
In practice, therefore, direct access to foreign capital is mainly restricted to large enterprises
seeking significant sums.

For small enterprises there is in practice little direct access to foreign capital. There are, however,
benefits in the extent to which access to foreign capital of Australian financial intermediaries and
larger enterprises, and foreign investment in money markets and shares, increases the funds
available in Australia for investment in smaller enterprises.
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Funds are of course made available for investment in Australia indirectly, as a result of the
purchase by foreigners of securities denominated in Australian dollars, such as bonds and bank
bills. These funds are essentially short-term; they are potentially volatile and the foreign investors
bear the foreign exchange risks.

Some companies with foreign affiliations are able to arrange their borrowings from or through their
affiliates in ways which at least reduce the costs and other difficulties involved in these
transactions. Large Australian companies with good credit ratings are able to raise loans in foreign
markets in underwritten public or private floats. Other borrowings in foreign currencies are
arranged through intermediaries operating in Australia - including banks and merchant banks
(many of which are owned by foreign financial institutions). The overhead costs effectively price
small raisings out of this market.

Borrowers who stand to receive income denominated in the currencies in which they borrow have
natural cover against the risk of exchange rate changes which will affect the cost of interest rate
payments and repayments of foreign currency loans. Other borrowers who do not wish to bear the
risk of exchange rate changes have to purchase forward cover (which approximates the difference
between the relevant interest rates in Australia and those of the country in whaose currency the loan
is denominated).

Small borrowers have the option of raising foreign currency loans through the banking system, but
the cost of such raisings should include the cost of purchasing forward cover.

The attitudes of foreign investors to investments in Australia, and the interest rate premiums they
charge on loans, are conditioned by:

» their perceptions of risk, both for the country and for particular borrowers, which are guided by
the credit ratings accorded by international and Australian credit rating agencies; and

e in the case of many institutions, the desire to maintain a world-wide balance in their books
(which of course varies from time to time) which implies some implicit rationing of funds.

Foreign investors also buy and sell shares in Australian companies through foreign and Australian
sharemarkets. Thisis particularly so for major foreign superannuation funds and investment funds.
They would be influenced by considerations of the kind outlined above, but also by the need to
demonstrate their performances to their clients and the ease with which they would be able to
liquidate their investments.

The availability of overseas equity capital has increased in recent years. In contrast to the mid
1980s, when there was a net equity outflow, there has recently been a net inflow of equity capital.
In 1990-91, for instance, equity accounted for about 90 per cent of net capital inflow. This reflected
increased asset sales by residents to foreigners, as well as some liquidation of Australian
investment abroad and restructuring of corporate balance sheets through debt-for-equity swaps.
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The inflow of foreign direct investment in Australian enterprises, in the form of debt and equity,
has been facilitated by changes to foreign investment policy since 1986. As foreign investment
approval is not required for takeovers and partial takeovers involving sums of less than $5 million,
the volume of such investments are not known. There may, however, have been significant
investments in small businesses by intending migrants, and it is known that there has been a
number of foreign investments in businesses associated with tourism. However, the availability to
foreign investors of information about smaller Australian enterprises and the market conditions in
which they operate would continue to impose a constraint on such investment. By and large, direct
equity investment by foreign enterprises in Australian enterprises tends to be in industries about
which they are well informed. This often involves substantial foreign ownership of the Australian
enterprise concerned, so that the investment is inherently not a very liquid one. This also means
that foreign direct investment tends to be predominantly in large Australian companies.

3.6 Possibleregulatory and taxation impedimentsto capital inflow

Australia has a number of policy instruments in place which affect the availability of foreign
capital. Some, such as withholding tax on interest and dividends, and the Foreign Investment
Review Board, affect capital flows directly. Others, such as the tax system applying to al capital
investment, have a more indirect impact.

International capital mobility is facilitated by an absence of such controls. Their eimination would
be expected to produce an increase in available capital and greater opportunities for worthwhile
projects to go ahead. However, the encouragement of capital availability is not the only objective
of governments. This section examines the extent to which it is desirable to control capital inflow
by the use of theseinstruments.

Interest withholding tax

Withholding tax is levied on interest paid to foreign lenders. When the lender is a resident of a
country with which Australia has a double tax treaty, the tax is levied at a rate of ten per cent.
Australia has a double tax treaty with each of the countries which is a major source of its foreign
capital inflow. (Thereis an exemption from taxation for some widely held securities.)

It is difficult to determine the proportion of interest paid on foreign debt which actually bears
withholding tax, and the proportion which is exempt. In 1989-90, revenue from interest
withholding tax was $797 million or about 6 per cent of total interest payments on foreign
investment. Given the prevailing tax rate of ten percent, it appears from this that a considerable
proportion of interest paid abroad did bear taxation.
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The effect of interest withholding tax depends crucially on therole of double taxation treaties. Each
country with which Australia has a treaty offers a credit for Australian withholding tax against its
own taxation of the interest receipts. (Australia does the same for interest receipts from its lending

abroad).

However, in some circumstances credits given in the home country of the lender may not be fully
effective. These include situations in which:

» thelending country has a system of company taxation under which credits given to a lending
company are recovered, or partly recovered, through income taxation of the shareholders of the
company (foreign tax credits are “washed out' through an imputation or similar system); and

» foreign lenders do not have sufficient tax liability at home to offset all of the tax credited (this
may be true particularly of financial intermediaries for which taxable income is only a small
portion of the total interest received.)

The possibility that credits in lending countries were not fully effective in offsetting the effect of
withholding taxes was referred to in evidence from the Australian Merchant Bankers' Association
(AMBA). It said:

The Commission’s issues paper draws attention to the scope for the effect of these taxes on foreign lenders being
partly offset by credits offered to reduce tax liabilities in their own countries. However, the universal market
practice isfor the issuer to be obliged to ‘gross up' its payments to cover any withholding tax which is payable on
its securities. Accordingly, the reality is tha the provisions for offsets are illusory and do not overcome cost
differences borne by issuers to foreign investors relative to those borne by issues into local markets (Sub. 25, p.
5).

A difference between observed forward exchange rate cover and measured interest rate differentials
could indicate some impact of withholding taxes. Because the difference is small (see figure 2.7),
this evidence would appear to suggest that withholding taxes have, at most, a relatively minor
effect on interest rates.

Australia, as a net borrower, would of course have little interest in having the situation altered to
the extent that withholding tax revenue is effectively obtained in Australia at the expense of, but
with the agreement of, foreign revenue collecting authorities. However if, as AMBA claims,
withholding tax adds to the cost of foreign debt to many Australian borrowers, more complex
questions areraised. In principle it would not seem desirable to raise borrowing costs in this way.

It can nevertheless be argued that withholding tax can play a role in offsetting other taxation
distortions. In particular it has been suggested that the combination of full deductibility of interest
together with some concessional treatment of income financed by debt (e.g. on assets subject to
capital gainstax), leads to excessive encouragement of foreign borrowing. If thisis so, then interest
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withholding tax could be an important offsetting factor. Calculations performed by the BIE (1990)
suggest that if withholding tax does add a penalty to foreign borrowing, the rate at which it is
imposed would go some way towards redressing this taxation-induced distortion.

Interest withholding tax may therefore serve a useful function. Either it is a revenue raising device
with little allocative effect, or it assists in producing a more neutral taxation outcome.

A recommendation of the Martin Committee in its report on international profit shifting, ‘Follow
the Yelow Brick Road, was that the Commission should, as part of this inquiry, ‘conduct a
comprehensive review of Australia’s withholding tax system to determine the extent to which the
system in its existing form serves the interests of the Australian economy’. The Martin Committee
was particularly concerned with the use of interest withholding tax as an avenue to reduce evasion.
The Commission did not feel that it was within the scope of the current reference to conduct a full-
scale investigation into interest withholding tax, particularly in light of the emphasis given by the
Committee to tax evasion. The Commission notes, however, the potential importance of the tax to
the availability of capital and has considered the issue in that light.

Taxes on foreign equity

Foreigners making direct equity investment in Australia are subject to full Australian company
taxation. Unfranked dividends bear withholding tax, but this is not applicable if dividends are paid
franked.

As with taxes on interest payments, Australian taxes on dividends are generally credited when
received by foreigners in the major investing countries. Taxes credited can include both the
underlying company tax and any dividend withholding tax.

Australian taxes on foreign equity investment, like those on interest, influence foreign investor
behaviour only to the extent that the crediting process is not effective. Imputation systems in the
investing country can again be a cause of this by negating credits given at the company level. An
additional problem in the case of equity is the possibility that Australian taxes may exceed the level
of taxation on the underlying income in the foreign country. The BIE (1988) found some evidence
that this may have been happening under the tax system applying before 1988, but changes in the
tax system since then could have ameliorated the situation.

If Australia’s tax regime does impact to some extent on foreign equity investors, it does not
automatically follow that this is undesirable. In some circumstances Australia’s interest might be
best served by some degree of taxation of foreign equity returns. This would be so if some positive
taxation could be applied without undue discouragement of foreign equity. Foreign equity is less
mobile than debt and in some circumstances foreign equity investors earn rents on investments in
Australia. It may be possible for taxes to appropriate some of these rents without the availability of
capital being significantly affected.
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The Foreign Investment Review Board

The Foreign Investment Review Board (FIRB) was established in 1976 as an independent advisory
board, assisting the Treasurer in administration of the Government’s foreign investment policy. The
FIRB examines certain proposals by foreign interests to undertake direct investment in Australia,
and makes recommendations to the Government on whether the proposals conform with the foreign
investment policy. Policy is ‘framed and administered with a view to encouraging foreign
investment in Australia and ensuring that such investment is consistent with the needs of the
community’ (FIRB 1991 p. 35).

The following types of proposals by foreign interests to invest in Australia are subject to
examination:

e acquisitions of substantial interests (a holding of 15 per cent or more by a foreign person or
corporation) in existing Australian businesses that have total assets of more than $5 million
(more than $3 million for rural properties);

e proposals for establishment of new businesses involving total investment of $10 million or
more; and

e proposals to acquire non-residential commercial real estate valued at $5 million or more.

Proposals involving residential real estate, media investment and direct investment by foreign
governments or their agencies are generally scrutinised regardless of the size of the proposal.

The guidelines for approval were subject to considerable liberalisation in 1986. Prior to 1986, the
onus was on the investor to prove that the investment would generate economic benefits for
Australia. This guideline was replaced by the current system, where the Government must show
that arejected proposal is contrary to the national interest.

Stricter guidelines apply to investment in banking, civil aviation, mining (other than cil and gas),
real estate, radio and TV, newspapers and uranium. In some cases they are supplemented by
legislation which does not involve the review of proposals by the FIRB. For example, in radio and
TV, a foreign person' may not hold or control, directly or indirectly, more than 15 per cent of
issued capital or voting rights in the licensee company. Proposals for foreign investment in
newspapers are considered on a “case-by-case basis (FIRB 1991, p. 37). The current policy with
regard to foreign banks is that no further licenses are being issued. Proposals for investment in both
new mining (other than oil and gas and uranium) and civil aviation must satisfy requirements for
Australian equity participation. For mining, the guideline of 50 per cent Australian equity is applied
“flexibly' (FIRB 1991, p. 36). Similar conditions apply to acquisitions of developed non-residential
real estate.

The rules for investment in residential real estate were relaxed in July this year. Prior to the
changes, foreigners were permitted to buy up to 50 percent of new residential developments,
including those in tourist resorts. Resale to foreigners was limited, to prevent foreign acquisition of
the existing housing stock. Proposals for acquisitions of developed residential real estate were not
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normally approved, except in the case of foreign companies buying for their senior executives
resident in Australia for more than 12 months, and also for foreigners entitled to permanent
residencein Australia (FIRB 1991, p. 36). However, under the revised guidelines, foreign investors
may acquire residential real estate, developed or undeveloped, within designated Integrated Tourist
Resorts, without the need to seek FIRB approval.

The FIRB reects only a small proportion of proposals (table 3.3). However, approval with
conditions is common (more than half of approvals in 1989-90) and some proposals are withdrawn
by their sponsors. In addition, some proposals may never be put forward for fear of contravening
the guidelines.

Table 3.3: FIRB proposals- approvals, reections and withdrawals

Year Approvals Rejections Withdrawal s
1986-87 1347 5 (.4%) 54
1987-88 3091 100 (3.1%) 139
1988-89 4398 77 (L.7%) 338
1989-90 2620 61 (2.3%) 232

Note: Figuresin brackets are rejections as a percentage of proposals.
Data source: FIRB (1991).

The Commission received very little comment about the activities of FIRB and most of the
comments that were received suggested that it had not been a significant deterrent to foreign
investment. Indeed, the BCA representative said that he was not aware of any strong views about
FIRB among its members (DR Transcript p. 310). An exception was Shell Australia Limited which
argued that the FIRB:

...may have reduced the flexibility of economic policy .... induced an over reliance on debt at the expense of
equity of individual projects ... may impede economic devel opment by leading to the postponement of investment
projects or jeopardising their viability .. (and) could clash with government policy to promote an
international /export outlook for industry (Sub. 84, p. 2).
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This concern may in part reflect the more restrictive foreign investment regulations that apply to
mining compared with most other Australian industries. This issue was addressed in the Industry
Commission’s recent report on mining and mineral processing in Australia. The Commission sees
no reason to depart from the view in that report that:

..there is a strong case for bringing foreign investment regulations as they apply to mining into line with those
applying more generaly (IC, 1991).

Shell Australia Limited went beyond this, however, in arguing that the FIRB should be disbanded
altogether:

...the remaining restrictions on foreign investment in Australia should be removed because they serve no useful
purpose and retard the generation of additional wealth within Austraia (Sub. 84, p. 1).

However, the existence of community concern over aspects of foreign ownership and control in
some areas is a reality. The FIRB provides one method of addressing these concerns. If alternative
mechanisms were to be introduced it is possible that they would be less consistent and less
transparent than those of the FIRB.

3.7 Thecost of capital

Comparisons of the cost of capital in Australia and elsewhere are used to shed some light on the
extent to which Australian firms are able to attract capital, and also the extent to which, on average,
Australian projects have to generate a higher rate of return, or cover a higher ‘hurdle rat€ in order
to secure funds for investment.

While there is no unique concept corresponding to the cost of capital, it is commonly used in two
broad senses:

» theinterest rate companies must pay on their debt and/or the rate of return they generate for
their shareholders (also known as the cost of funds);

» thereturn, inclusive of company tax, which is required to make an investment by the company
viable.

The cost of funds

The extent to which the cost of funds in Australia differs to that abroad has recently been the
subject of some dispute. The AMC (1990) has argued that the cost of capital has been high both for
debt and for equity. In the case of debt finance, a comparison of interest rates in 1988 reveal ed:

Australia’s average real cost of corporate debt, adjusted for inflation, appears high at 6.5% (in 1988) versus 5.0%
inthe UK, 4.5% in the USA and 3.5% in Japan and Germany (AMC 1990, p. 88).
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To compare the returns to equity the AMC employed the Capital Asset Pricing Modd and an
approach based on the relationship between share prices and earnings (E/P). It found that:

In real terms, unadjusted for company specific risk, Australian equity funds had an average pre-tax cost in 1988
ranging from approximately 11.0% (using the Capital Asset Pricing model) to 13.4 % (using the E/P method). By
comparison, the Federd Reserve Bank of New Y ork estimated the cost in four major countries (using an adjusted
E/P method) at the same time to be 11.0% in the USA, 8.0% in the UK, 5.0% in West Germany and 3.0% in
Japan (AMC 1990 p. 89).

The argument that Australia has a high cost of capital seems to be widely accepted. The Tasmanian
Government argued that:

the cost of finance remains the single greatest impediment to business development in Australia This in turn
constrains the availability of capita (Sub. 33, p. 2).

However, Irvine (1991) has questioned the existence of a cost of capital disadvantage in Australia.
He argues that when account is taken of the value of the deductibility of interest for taxation, real
interest rate differences between Australia and other countries disappear. For equity, he compares
the returns in various countries as a premium over the (risk free) government bond rate. He finds
that Australia compares well with a premium of 1.6 per cent compared to 3.8 per cent in Japan, 2.0
percent inthe US and 1.5 per cent in Germany.

Moreover, in a report prepared for the Commission, Bowden et al (1991) consider evidence on the
returns to equity and debt, and conclude:

Itisclear that Australia does not stand out internationally or by comparison with similar developed countries as a
country of exceptionally high equity or bond returns, whether on area or nominal basis.

In principal the real cost of capital should be computed by deflating nominal rates by expected
inflation, rather than by current inflation levels as in figure 3.6. In particular, when the CPI falls
faster than inflationary expectations, the conventional use of current changes to the CPI will tend to
overstate the level of real interest rates.

Shann (1991) attempts to infer the level of expected real interest rates in a way that is not
dependent on instantaneous measures. Instead, he makes use of some data on predictions of
inflation made by forecasters in a number of different countries to calculate the expected real yield
on ten year bonds. By this measure Australia’s real interest rate has not been high by international
standards (table 3.4).

Taxation and the cost of capital

A company making an investment has to earn from that investment a higher pre-tax rate of return
than the cost to it of the funding provided by shareholders or creditors (so long as taxation is
positive). Comparison of this pre-tax required rate of return across countries has also been used as
an indication of the extent to which capital is available to take up investment projects.
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Figure 3.6 Long-term real interest rates®
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Note:a nominal interest rates less current CPI.
Data source: OECD Historical Statistics, variousissues.

Table 3.4 Real long-term interest rates

10-year 10-year Real

bond yield inflation yied
us 8.1 3.9 4.1
Japan 6.6 2.7 39
Germany 8.3 2.8 53
France 9.0 3.0 58
Britain 10.4 4.3 5.8
Italy 13.1 53 7.4
Canada 9.7 4.1 5.4
Austrdia 10.7 4.9 55

Data source: Shann (Aug. 1991).

The process of making alowance for taxation has a number of elements, of which Irvings
adjustment of the interest cost of debt capital for the value of deductibility is one. In addition,
however, calculation of the required pre-tax return involves consideration of the taxation of inflows
to the company. The taxation of these inflows includes allowance for depreciation and any tax
concessions, and applies whether the assets are financed by debt or equity.
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A useful tool for comparing total taxes on corporate income, financed by debt or equity, in different
countries is the ‘ effective tax rat€. Some results from recent studies (column 1, table 3.5) indicate
that, in terms of corporate tax burden, Australia’s taxation, while at the upper end of the scale, is not
out of line with effective tax rates in many other countries. (Although there are some countries in
which special factors such as tax concessions or the value of deductibility of interest against high
corporate tax rates make effective tax rates at the corporate level extremely low).

Table 3.5: Corpor ate effective tax rates, 1990 (per cent)

Corporateand
Corporate tax personal tax
Austrdia 27.2 36.0
United States 22.4 421
United Kingdom 28.0 41.8
Japan - 33.7
Germany 4.6* 34.1*
Canada 29.0* 47.7
France 21.8* 54.0
Sweden 1.7 22.8*

Note: Asterisk indicates the measurement isat zero inflation. Inflation affects the level of income subject to tax after deducting nominal
interest on debt.
Data source: Jorgenson (1991).

These results should be interpreted with caution, particularly since the comparisons are made at one
point in time. The estimates are thus sensitive to changes in inflation rates, interest rates and
statutory tax rates. At the time of these calculations, Australia had rdatively high inflation and
nominal interest rates. This increases the value of the deductibility of nominal interest, one of the
components of the overall taxation. At lower inflation rates, the benefit of this would be lower, and
the net effect may be a higher tax rate.

In arecent study of the cost of capital in Australia rdative to the US, the UK, Germany and Japan,
the BIE found that:

There does not appear to be compelling evidence of a sustained significant gap in the after tax cost of funds
among these countries during the 1980s, athough Australia does tend toward the higher rather than the lower end
(BIE 1991, p. 5).
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The study calculates the cost of capital, defined (as in this report) as the pretax rate of return
required before an investment will go ahead. This explicitly takes account of the effects of taxation
and depreciation provisions, and any special investment allowances. The cost is estimated for
several types of investments -- machinery and equipment with a productive life of 20 years, a
factory with a productive life of 40 years, an item of capital with a productive life of 3 years but
which can be deducted for tax purposes, and a research and development project with a 10-year
delay before any returns begin to accrue.

This evidence suggests that for some types of investment, Australia’s cost of capital may be above
that of the other countries, especially the UK and Germany. The BIE argues that the relatively low
cost of capital for longer lived assets in the UK and Germany reflects the special depreciation
provisions for long lived assets, as well as lower corporate tax rates. However, as noted by the BIE,
it does not necessarily follow that the introduction of similar tax concessions in Australia would
effectively reduce the cost of capital.

In considering the impact of taxation on investment incentives, attention should also be given to:

» the fact that foreign investors may be able to obtain credits in their own country for taxation
imposed in Australia;

» domestic suppliers of capital will be subject to both corporate and personal taxes (the impact of
which is shown in column 2, table 3.5); and

» domestic tax design principles (equity, efficiency and simplicity) may be seen as being as
important as international comparisons of taxation in decisions about desirable levels of
taxation.

Calculations of the cost of capital for particular types of investment in different countries show
wide disparities which reflect the complexity of tax law. Maost countries will have some investment
which appears to be reatively penalised. In aggregate, however, when evidence on the cost of
fundsin Australia is combined with evidence on effective tax rates, there is no strong support
for the proposition that the cost of capital isrelatively high.
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4 CAPITAL FLOWSAND INTERMEDIATION

The strong growth in and changes to financial intermediation in Australia over the past decade
were closely related to regulatory reforms which have occurred. The growing importance of banks
and superannuation funds is likely to affect the availability of capital to business. These
intermediaries are seen as following conservative investment policies because they are inherently
risk-averse and because of the way in which they are regulated. There are concerns that the
encouragement of superannuation may disadvantage the banks and their clients because of adverse
consequences for bank deposits and the cost of funds to the banks. However, transfers of funds
between intermediaries should mitigate the effects on banks of the growth in superannuation.
Initial diversion of savings would be reduced if the banks were permitted to offer superannuation
saving accounts (within broad rules similar to those applying to super funds). This would also offer
increased choice to contributors.

4.1 Introduction

Over time, a highly sophisticated capital market involving an array of financial intermediaries has
evolved. Through the provision of a wide range of services, these intermediaries facilitate
transactions among Australians and between Australians and the rest of the world.

Financial intermediaries emerged because of their reative efficiency in reducing costs and
diversifying the risks associated with these transactions. Their efficiency in allocating funds is
affected by a range of factors including the structure of the finance industry, technological
developments and regulation. Changes in these factors have produced changes in the total amount
of financial intermediation and in its form.

A particular concern for this inquiry is the effect of regulation on the efficiency with which capital
is made available to business. Government regulation (broadly defined) affects intermediation in a
number of direct and indirect ways:

e prudential regulation can affect the types of investment that different intermediaries make, and
the number of competitorsin particular areas of the market;

e implicit and explicit government guarantees of Commonwealth and State owned financial
intermediaries can enhance their capacity to raise low cost funds;

» taxation of intermediaries can affect their reative attractiveness as places to deposit funds (eg.
concessional taxation of superannuation fund earnings);
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» taxation of individuals and corporations can affect their willingness to deposit funds with
particular intermediaries (eg. tax deductibility of certain superannuation fund contributions);

e restrictions on entry to financial markets can affect competition in financial markets (eg. limits
on the number of foreign bank licenses);

» restrictions on flows of funds can inhibit the efficiency of the final allocation of capital (eg.
stamp duty on loan securities); and

» other policies such as the provision of social security benefits and the inclusion of mandatory
superannuation contributions as part of wage settlements can affect the type of intermediation
chosen.

The concerns about intermediation raised in this inquiry have focused on the growth of
superannuation funds, the adequacy of equity sources for smaller companies and the behaviour of
banks.

This chapter examines the changes in regulation and patterns of investment that have occurred over
the recent past. It considers, at a general level, the impact of government policies affecting financial
intermediaries on the availability of capital to business. Questions about the need for changes to
particular policies are considered in subsequent chapters about debt finance (Chapters 6, 7 and 8)
and equity funding (Chapters 9 and 10).

4.2 What dointermediariesdo?

The acquisition of information to achieve a match between individual investors and businesses
seeking capital usually involves substantial costs. Financial intermediaries reduce these costs and
diversify risks by:

» gpecialising in the acquisition and provision of the information required to accomplish a
financial transaction;

e providing economies in the management of financial assets;
» pooling the funds of many savers, thereby increasing the possibility of funding larger projects;

» allocating funds to a range of projects, thereby diversifying the risks associated with the
financial failure of an individual venture, or adownturnin a particular industry or region; and

e managing maturity risks (by “borrowing short' and “lending long), credit risks (by offering
savers a financial claim on the intermediary rather than on the end-user of funds), and foreign
currency risks (by raising and investing funds denominated in different currencies).
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The activities of financial intermediaries increase the likelihood of the requirements of savers and
spenders being satisfied.

Types of intermediaries

The principal types of financial intermediaries which provide debt or equity capital to businessesin
Australia are:

* banks - comprising the major four banks, three state banks, and a number of smaller banks
licensed in the last decade;

* non-bank financial ingtitutions (NBFIS) - particularly merchant banks and finance companies
(other NBFIs such as building societies and credit unions are primarily concerned with
consumer lending);

e insurance and superannuation institutions - including life offices, superannuation funds, and
general insurers;

e public unit trusts - such as property and equity trusts; and

» development capital companies including Management Investment Companies (MICs) - which
invest in higher risk unlisted enterprises.

In addition, the Australian Stock Exchange (ASX) provides an organised market for the issue and
trading of securities. The ASX sets out extensive rules of a prudential character, and relating to the
disclosure of information to investors. The success of the ASX in promoting investor confidence in
an efficient and informed market is influenced by the implementation and enforcement of these
rules. Consequently, the activities of the ASX affect the capacity of Australian business to raise
capital (Therole of the ASX is considered in later chapters).

4.3 Developmentsin financial inter mediation

Assets controlled by financial intermediaries in Australia totalled $729 billion, or nearly twice
gross domestic product (GDP), as at June 1990.1 This represents an increase of 50 per cent relative
to GDP over the decade.

The Australian financial system was opened to world competition by a range of deregulatory
measures from the early 1980s (see Appendix E). These included the removal of restrictions on
Australian investment overseas (1981), the floating of the Australian dollar and dismantling of
most exchange controls (1983), the issue of licences to deal in foreign exchange to forty NBFIs

1 Tota assets provide an indication of the size of the financia sector. However, this is not an all
encompassing measure because it ignores the off-balance sheet and non-lending fee based business of
financial intermediaries.
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(1984), the issue of fifteen new banking licences to foreign interests (1985), and the relaxation of
foreign investment rules which saw the establishment of over thirty new merchant banks (1985 and
1986). The Australian dollar became a heavily traded currency, ranking sixth in the world by the
late 1980s. This led to the development of a number of instruments to manage foreign exchange
risk. Australian banks and major corporates were able to access overseas capital markets for funds,
and there was arapid build up of Australian investment abroad. Australian financial intermediaries
expanded their international involvement through the trading of foreign exchange and related
instruments, expansion of overseas offices, and the acquisition of foreign financial intermediaries.
By 1989, the four major Australian banks held between 13.9 per cent and 38.0 per cent of their
assets in overseas branch and subsidiary operations (KPMG Peat Marwick, 1990). Australian
superannuation funds invest around 10.8 per cent of their assets abroad, and the Australian
investments of foreign insurance institutions have also grown (Sub. 26, p. 22).

Broad trends

Figure 4.1 shows the extent of intermediation by main intermediary groups over the decade.

Figure4.1: Total financial sector assets
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Data source: Reserve Bank of Audtralia, 1991a, Table 3.4a.

The main trends have been:

e anincreasein the share of assets held by the banking sector.
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e adecreasein the share of NBFls; and
* anincreasein the share of assets held by the insurance and superannuation sector.
Banks

Banks dominate financial intermediation in Australia. They have increased their share of financial
sector assets from 38.7 per cent in 1981 to 44.7 per cent in 1990, excluding funds under
management. This increase in market share has been primarily at the expense of NBFIs. Banks are
the major providers of debt capital to business, and business loans represent around 25 per cent of
their total assets.

Participation in the banking sector in the 1980s was transformed by the transfer of substantial NBFI
assets. Six domestic banks were formed through the conversion of building societies, and the new
foreign banks transferred their existing investments in Australian merchant banks and finance
companies to the banking sector. More recently, bank assets have been boosted by the transfer of
the assets of a number of poorly performing bank-owned NBFIs to their parent banks. Bank assets
have also been augmented as a result of the “flight to quality' of depositorsin 1990 and 1991, dueto
reduced public confidence in alternative investments. This increase in bank assets has been offset
by a decline in the importance of bank-owned NBFIs. Between 1984 and 1990, the market share of
banking groups (including NBFI subsidiaries) remained steady at around 80 per cent of total bank
and NBFI assets (RBA 1990, p.12).

NBFls
The main NBFIs providing capital to business are merchant banks and finance companies.

The activities of merchant banks include wholesale borrowing and lending, trading in the money
market, foreign exchange and securities markets and provision of advisory services. Larger
merchant banks are generally owned by Australian and foreign banks. Merchant banks enjoyed
strong growth in the era of bank regulation, and this acceerated in the boom conditions following
deregulation. Over thirty new entrants in 1985 and 1986 saw the merchant bank's share of financial
sector assets peaking at 8.9 per cent in 1987. Since then, significant rationalisation has occurred,
with some merchant banks being absorbed into their parent operations, and others being wound
down or closed. There has been a trend away from lending and borrowing, to concentrate on
trading in financial markets and non-lending fee income. By June 1990, merchant banks had a 7.5
per cent share of financial sector assets, with around 75 per cent of this amount directed to business
lending.

Finance companies steadily declined in importance through the 1980s. Their share of financial
sector assets dropped from 12.6 per cent in 1981 to 5.7 per cent in 1990. These intermediaries
traditionally raised money through debenture and unsecured note issues, and specialised in
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providing consumer credit, financing of motor vehicles, leasing and factoring. Following
deregulation, banks expanded their activities in these areas, and came into direct competition with
finance companies. The four largest finance companies are owned by the major banks and many of
their activities have been absorbed into their parent banks over this period. Finance companies have
not performed well in the deregulated era, particularly those which branched into the financing of
property development. They are currently withdrawing from unprofitable areas and refocussing on
their traditional activities. Business lending and leasing represented around 75 per cent of finance
company assets at June 1990.

Insurance and superannuation

Life insurance offices collect premiums and invest them to meet their obligations to policy holders.
Superannuation funds invest funds to provide retirement benefits to their members and dependents.
Life offices control over 40 per cent of total superannuation savings assets, and the two largest
companies, Australian Mutual Provident Society and National Mutual Life Association of
Australia, account for about half of life office business (Sub. 26, p. 1). The assets of these
intermediaries have risen from 17.3 per cent to 20.1 per cent of financial sector assets in the nine
years to 1990. Since 1984, household savings accounted for by superannuation and life insurance
contributions plus interest have grown rapidly in real terms (figure 4.2). It appears, however, that
this growth has been largely attributable to increases in fund earning rates over this period (Edey et
al 1991). Government policies to promote superannuation both via inducement (through income tax
concessions) and compulsion (through the award system) has played a rdatively minor role.

Forecasts of the level of superannuation savings by the year 2000 vary widely. However, inquiry
participants generally agree with the view of the Life Insurance Federation of Australia
Incorporated:

The rise in superannuation since the mid 1980s is bringing about an ongoing major shift in the channds for the
savings of Australian households from the traditional banking or deposit taking institutions to the long-term
savings vehicles of lifeinsurance and superannuation (Sub. 26, p. 38).

Life offices and superannuation funds are an important source of business finance, particularly
equity. They are the largest single source of savings invested on the ASX, accounting for over 20
per cent of total market capitalisation, or around 30 per cent if the largest overseas companies listed
in Australia are excluded (Sub. 26, p. vii). Life insurance companies and superannuation funds
allocate around half of their assets to businesses and other financial intermediaries.

General insurers (including state government insurance bodies) provide cover for items such as
motor vehicles, buildings and contents, and legal liability. As at June 1990, they represented 4.5 per
cent of total financial sector assets, and had placed half of this in investments in shares, debentures,
deposits and loans.
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Figure 4.2: Acquisition of financial assets by households
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Data source: Reserve Bank of Australia Bulletin, Financial Flow Estimates, November 1989.

Unit Trusts

Listed and unlisted public unit trusts manage the investment of funds on behalf of savers, generally
specialising in equities, property or mortgages. The units in listed trusts are traded by investors on
the ASX. Units in unlisted trusts are purchased and redeemed through the fund manager, directly
affecting the cash resources of the trust. Since their introduction in the late 1970s, unit trusts have
grown to 3.8 per cent of financial sector assets. Property and mortgage trusts represent over 70 per
cent of the sector. The growth of public unit trusts has declined in the past three years. Funds under
management by equity trusts has been static since the 1987 share market crash. Property trusts
grew steadily until 1990 when concerns regarding commercial property values caused a crisis in the
sector (Securities Institute of Australia, 1991, pp. 169-70). Unlisted property trusts experienced a
high rate of redemptions, and fund managers were forced to extend redemption periods. In the case
of a number of unlisted trusts managed by banks and insurance companies, a twelve month freeze
was imposed by the Commonwealth government in July 1991. A number of unlisted trusts have
transferred to listing on the ASX or are conducting a distribution of assets to unit holders.
Proposals aimed at restoring confidence in unit trusts are currently under consideration by
government, the ASX and the trusts.
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4.4 Theimpact of regulation
Theregulatory framework for intermediaries

The regulatory framework for Australian financial intermediaries involves a range of supervisory
authorities covering various classes of intermediaries. These supervisors differ in their powers and
methods of operation. As mentioned in chapter 3, there was significant liberalisation of the
regulatory framework for financial intermediaries during the 1980s.

The differences in the regulation of different classes of financial intermediaries are due to their
different roles, and are partly of historical and constitutional origin. For example, banks in
Australia have traditionally provided a safe haven for the savings of depositors, as well as
occupying a central role in the payments system, and in the functioning of the economy as a whole.
Governments have long justified close supervision of banks on the basis of their importance, and
the disruption which would result from bank failure. In comparison, other financial intermediaries,
including State banks, have been less strictly supervised. The objectives of regulation of other
intermediaries such as NBFIs, insurance and superannuation institutions are generally stated in
terms of the protection of individual depositors, investors and policy-holders.

Regulation of financial intermediaries is not without costs. To the extent that regulation inhibits
competition, this will have detrimental effects on the efficiency of the financial system, and hence
the economy. Moreover, regulation motivated by prudential considerations may limit opportunities
for investors to seek higher risk opportunities.

Regulation can be expected to evolve over time in response to changing circumstances. Pressures
to amend (or retain) the existing regulatory framework arise because regulation has the effect of
redistributing income between different sectors and groups in the economy. These pressures are
also cyclical, responding to changes in economic conditions. For example, in 1981 the Campbell
Committee argued for liberalisation of the financial sector on the basis that this would promote ‘a
financial system which is efficient, competitive and stable (Final Report of the Committee of
Inquiry into the Australian Financial System, 1981, p. xxvii). The recommendations of the
Campbe| Committee attracted support partly because the regulatory framework then operating had
become less effective. This was due to the increasing globalisation of capital markets, and the
capacity of heavily regulated market participants to circumvent regulation through less regulated
subsidiaries. More recently, the economic downturn and the associated property market crash has
seen increased lobbying for tighter regulation of financial intermediaries and markets. As
mentioned in Chapter 1, a number of inquiries have recently been completed or are currently being
conducted into the financial sector, and it is likely that proposals for changes in the regulatory
framework will be forthcoming.
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Refor ms of the 1980s

Regulation has undergone significant changes in the last decade. In particular, the basis of bank
supervision changed between 1980 and 1988 as the Reserve Bank moved from direct controls over
bank deposits and loans, to prudential supervision based on capital adequacy and liquidity. The
differences between savings and trading banks became blurred, and was effectively removed in
1989. The scope of prudential supervision has been extended with more emphasis on monitoring
consolidated banking groups, rather than simply the bank holding company.? In the mid 1980s,
State banks were permitted by their State government owners to expand beyond their home states,
and into wholesale lending.

Theremoval of controls on bank depasits has brought NBFIs into direct competition with banks for
deposits. This has adversdly affected the capacity of NBFIs to attract deposits, and consequently to
lend at competitive interest rates. In addition, competition for funds has prompted the devel opment
of an array of products for savers. In consegquence, the percentage of non-interest and low interest
bearing deposits held by banks has declined significantly. This trend has been reinforced by a
general increase in the financial sophistication of Australian savers and the introduction of
pensioner deeming in 1990.

Superannuation has long enjoyed significant taxation advantages over other forms of savings.
Growth in superannuation savings is being encouraged by employer contributions as part of wage
settlements, rollover funds to preserve retirement benefits, and concessional rates of taxation on
contributions and fund incomes.

Regulation of superannuation fund investments has also changed. The 30/20 rule which directed
superannuation investment into government securities was abolished in 1984. This has resulted in
more superannuation fund investment being channelled into property and equity investments. The
shift towards equity investment was further promoted by the availability of dividend imputation
credits following the introduction of taxation of superannuation fund income in 1988.
Superannuation fund trustees now have full control over their asset portfolios, subject to a number
of prudential requirements introduced in 1989.3

2 An important exception to this isthat the Reserve Bank does not supervise the insurance, superannuation
and funds management activities of banks.

3 The fund must be maintained for the sole purpose of providing superannuation and like benefits. In
addition, investments in the sponsoring employer of a fund must be on an arms-length basis and generally
may not exceed 10 per cent of total assets. Loans may no longer be made to members. Superannuation
Funds may not borrow except to secure temporary finance.
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Table4.1: Regulatory framework of financial intermediaries

Type of Regulatory Type of Number of Total Assets
Institution Authority Supervision Institutions $Billion ®
Banks Reserve Bank of Entry, ownership, capital, liquidity, 43 320.2
Ausdtralia (RBA) large exposures, market risk,
associations with non-banks,
management systems.
State Banks Relevant State As aboveb. 3 37.6
Government and RBA
Authorised Dealers RBA Equity, ownership, capital, asset 8 4.6
composition
Merchant Banks Australian Securities For security dealing: capital, liquidity, 96 46.2
(Money Market Commission (ASC) dealing practices.
Corporations) for borrowing: prospectus
requirements.
RBA For foreign exchange dealing: capital,
entry, overnight exposure limits,
management/deal er expertise.
Finance Companies ASC For security dealing and borrowing: as 120° 46.2
for merchant banks.
Building Societies State Government Capital, liquidity, asset composition, 37° 21.2
Regigtrars/ interest rates, inspections.
Corporate Affairsand
Statutory Reserve
Boards d
Credit Asfor Building Reserves, liquidity, asset composition 367 9.3
Unions Societies d bonds of association, ingpections.
Life Insurance and Entry, solvency of statutory funds, 61 89.9 f
Offices Superannuation investmentsin related companies,
Commission (ISC) de trusts, types of policies written,
management structure, transfers and
amalgamati on, information disclosure.
Superannuation ISC d Limits on leading, borrowing 117 000+ 76.19
and Approved redrictions, investmentsto beat ‘arms
Deposit Funds length’ from fund with limited ‘in-
house assets, information disclosure.
Genera Insurers ISC de Entry, capital, solvency, ownership, 172 34.0 h
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Table 4.1 (continued)

Type of
Institution

Regulatory Type of Number of Total Assets
Authority Supervision Institutions $Billion

Unit Trusts

ASC Prospectus and trust deed, role of funds 50(est) i 313 J
manager and trustee, redemption
procedures, liquidity, borrowings and

capital/reserves.

Trustee Companies ASC and State Prospectus, role of funds 13 6.6
(common funds) Government d manager/trustee, valuation and

Friendly Societies State Government d Liquidity, composition of loans, 220(est) 8.6

Venture Capital

Companies

redemption procedures, asset holdings,
borrowings and capital/reserves.

borrowings, inspections, information
disclosure.

ASC, Corporations Law including prospectus 35 11
Management and requirements, financial reporting and

Investment Companies  disclosure of information. MICswere

(MIC) Licensing required to report data to the MIC

Board " ° Licensing Board.

Notes a

-0 QO T

General:

Data source:

All figuresas at December 1990, except for General Insurers and Trustee Companies which are asat June 1991.

RBA hasinformal oversight, based on arrangements with the relevant state government.

Number of reporting groups. Finance companiesincludes general and pastoral finance companies.

Supervisory arrangements currently under review.

State owned companies are supervised by the relevant state government.

1SC ‘Quarterly Statistical Bulletin'. Statutory fund assetsin Australia only. Includes State Government insurers which
are supervised by the relevant State Government.

ABS ‘Assets of Superannuation Funds and Approved Deposit Funds'. Cat. No. 5656.0. Excludes life office
superannuation. Number of funds from ISC 1989-90 Annual Report.

Assets from ISC ‘ Sel ected Statistics on the General Insurance Industry’, June 1991, number of insurers as at December
1990. Includes State Government figures insurers which are supervised by the relevant State Government.

Unit trust managers.

ABS ‘Public Unit Trusts, Augtralia. Cat. No. 5645.0 and ‘ Cash Management Trusts, Augtralia’, Cat. No. 5635.0. Number
of managers estimated from industry sources.

Trustee companies offering common funds.

Trustee Companies Association, June 1991.

ABS ‘Assetsand Liabilities of Friendly Societies. Augtralia’. Cat. No. 5660.0. The ABS surveysthe 15 largest societies
(assets of $7.0 hillion) which accounted for 84.7 per cent of total assets held by friendly societiesasat June 1991.
Number of societies estimated from State Registrars.

Scheme abolished 30 June 1991.

MIC Licensing Board, Annual Report.

Regulation and supervision of NBFlIs differs from stateto state. Also, fixed rate lending by ingtitutions for non-business
purposes is subject to consumer credit legislation in most States and territories. Finance companies are currently the
major group affected by thislegidation, relating to licensing, disclosure of information and interest rates.

Reserve Bank of Augtralia
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The pooling of savings for investment in managed portfolios has been favoured by the capital gains
tax rules introduced in 1985. Under these rules, capital losses on sale of investments are only
deductible against capital gains. The pooling of funds reduces the risk that capital gains will not be
availableto absorb any capital losses realised by a taxpaying investor.

4.5 Implications of regulation

Regulation and risk-taking

The various classes of intermediaries tend to specialise in investments with distinctive risk/return
profiles, partly reflecting the form and stringency of the regulations to which they are subject.
Prudential requirements applying to some intermediaries limit the range of their possible
investment strategies by restricting the risks that they may take. In so doing, costs are imposed on
some investors. Those seeking funds for higher risk projects may be obliged to look to less
regulated intermediaries.

Banks and Regulation

Participants in the inquiry raised two main concerns in relation to the impact of bank regulation and
supervision on the availability of capital to business. The areas of concern were the capital
adequacy rules and restrictions on the provision of equity by banks.

Capital adequacy requirements applying to banks explicitly provide incentives for those
intermediaries to avoid risky activities. Under these rules, banking groups must hold a minimum
level of capital set at eight per cent of risk-weighted assets. Risk-weighted assets are calculated by
multiplying the amount of each class of asset (loans, investments, and off-balance sheet
commitments) by a weighting of between 0 per cent (low risk) and 100 per cent (high risk). Two
aspects of the capital adequacy rules drew particular attention.

Concern was expressed regarding the way in which capital adequacy requirements were said to
favour housing. The Australian Industry Development Corporation said:

.... the RBA capita adequacy weightings (50% for home lending versus 100% for corporate lending) encourage
allocation of saving into home ownership and away from productive investment. This may not significantly affect
larger companies which, in any event would be able to make greater use of the domestic bond market. However,
smaller companies will not be able to access this market, making it more difficult for such firms to raise finance,
particularly long-term finance (Sub. 46, p. 5).

Participants also raised the effect of capital adequacy requirements on the allocation of capital
among businesses of different risk. Under capital adequacy rules, al loans to business are treated as
equally risky and weighted at 100 per cent, thereby requiring the same amount of capital backing.
The NSW Farmers Federation said:
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The arbitrarily determined risk levels obviously do not bear any relationship to risk. Yet the Reserve Bank is
imposing a cost on the banking system unrelated to the |egitimate requirement for adequate risk cover. Thisisa
distortion to price signals which has economic efficiency costs (Sub. 34, p. 15).

In addition, the Reserve Bank specifically discourages banks from providing equity finance or
undertaking equity investments outside of the field of financial intermediation. Banks are obliged
to seek Reserve Bank approval before undertaking a significant equity investment.

The influence of capital adequacy rules and the restrictions on the provision of equity by banks are
considered in Chapter 6.

Superannuation and Regulation

The other main issue raised by participants was the effect of government palicies which encourage
savings through superannuation on the availability of capital to business. In particular, the
prospective growth of superannuation was seen as being likely to have an adverse effect on the
availability of funding for small and medium sized businesses.

The intermediaries which invest superannuation savings were considered by many participants to
be inherently risk-averse. Superannuation institutions were also criticised for a tendency to focus
on short-term, liquid investments. Consequently, the expected growth of superannuation funds was
seen as being likely to generate an investment climate which is increasingly risk-averse and short-
termist. Nevertheless, the Business Council of Australia suggested that the growth of
superannuation may improve the availability of equity funding to business (DR Transcript p. 302).
Theinvestment policies of superannuation funds are considered in later chapters.

A number of participants expressed concern regarding the potential impact of the growth of
superannuation on banks. It was suggested that savings would be diverted from the banking sector
towards superannuation funds, with adverse consequences for bank borrowers.

Capital flows can reduce the impact of regulation on risk-taking

Regulation and the inherent risk preferences of particular intermediaries, can limit their portfolios
to less risky propositions. However, examination of the first round allocation of funds by more
‘conservative' institutions may tend to overstate the overall impact on the allocation of funds to
risky projects.

One adjustment mechanism results from changes in expected relative returns on particular
investments. The more some large intermediaries concentrate on allocating funds to low risk
projects, the more that the return on such projects will diminish. This will tend to stem the flow of
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funds to those activities. At the same time, the risk-adjusted returns on higher risk projects will
become relatively more attractive, thereby enhancing their capacity to attract capital. Through the
adjustment of returns, it might be expected that the capital market will find ways of taking
advantage of risky opportunities, even if particular intermediaries tend to avoid them.

This adjustment process is evident in the investment patterns of Australian superannuation funds.
Many participants noted that superannuation funds tend to concentrate their equity investment in
‘blue chip’ companies listed on the ASX. This tendency is accentuated in a downturn, because
investments in smaller companies are regarded as being insufficiently liquid, and therefore too
risky to meet the risk preferences of the funds. However, there are reasonable prospects that
superannuation funds will tend to reassess the risks attaching to investments in smaller listed
companies as the economic cycle recovers. They may therefore broaden their equity portfolios,
without necessarily altering their risk preferences.

Regulatory reform over the course of the 1980s has meant that some foreign capital is available to
major Australian corporates through debt raisings in foreign markets. In addition, foreign equity
capital can be accessed through listing on overseas stock exchanges, or where foreign corporates
take an ownership share in an Australian company. The fact that such foreign capital is available to
large enterprises can then mean that more domestic capital is freed for use by smaller firms.

The ability of the Australian financial system to redirect funds is substantial. The Flow of Funds
estimates prepared by the Australian Bureau of Statistics indicate that transfers of financial assets
and liabilities between Australian financial intermediaries exceeded $7.5 billion in both March and
June quarters of 1989. The general trend, depicted in figure 4.3, was for funds to flow to deposit
taking institutions from life offices and superannuation funds, and other financial intermediaries. A
significant component of these flows were transfers from superannuation funds to the banking
sector.

The transfers of funds between intermediaries with different specialisations can provide an
important offset to the initial allocation of savings to particular intermediaries. However, these
transfers are not without cost. For example, stamp duty may be incurred on the transfer of
receivables involved in a securitisation transaction. As a consequence, the transfer of funds
between intermediariesis likely to add to the costs of finance for the end-users of capital.
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Figure 4.3:
June 1989

Flows of funds between financial intermediaries for the quarter ending

Deposit Taking
Institutions

Other Financia
Institutions
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Notes. a
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Data source:

Deposit taking inditutions are the banks, broad money Financial Corporations Act corporations (NBFIs) and
cash management trusts.

Life Offices and Superannuation Funds include all business of life offices, superannuation funds, approved
deposit fundsand friendly societies.

Other financial ingtitutions cover a range of heterogeneous ingitutions including general insurance, mortgage
and equity trugts, state economic development corporations etc.

Estimates include claims by way of bills of exchange; the estimates were constructed by pro-rating sub-sector bill
assets by sub-sector of drawer of the bills.

Estimates exclude price fluctuationsin equity holdings, such as share price movements.

Australian Bureau of Statitics, Australian National Accounts, Flow of Funds, Developmental Estimates, (Catal ogue No.
5232.0).

Banks and the growth of superannuation

Of particular concern to some participants was the prospect that government promotion of
superannuation savings could have a detrimental effect on the availability of funds to the banking
sector. However, there are a number of important factors which, at least in part, will offset this
process. These factors are:

» the special characteristics of banks which will assist them in retaining a stable deposit base and
acore of borrowers;

» flows of funds from superannuation funds to banks;
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e bank ownership of superannuation funds;

» thepossible introduction of superannuation savings deposit accounts by banks.

Special characteristics of banks

Bank deposits and superannuation savings are not perfect substitutes and it is by no means clear to
what extent the volume of savings in bank accounts will be reduced because of increases in savings
in the form of superannuation resulting from government policies. The special characteristics of
banks reflect partly their central role in the payments system, and the distinctive attributes of the
demand deposits that they provide. Banks are likely to be able to attract a stable deposit base to the
extent that transaction balances are held in bank accounts for settlement of payments.

Moreover, the role of banks as possessors of information about the credit-worthiness of borrowers
should assure that they retain a role as lenders. This will continue to be the case regardiess of
whether the banks obtain funds from retail or wholesale sources.

The special characteristics of banks are considered in Chapter 6.

Flows of funds from superannuation funds to the banks

Savings may be channelled through flows of funds from superannuation funds to banks. These
flows may be achieved through transfers of financial securities, such as superannuation funds
acquiring bank bills, or bank receivables through securitisation transactions. The National Australia
Bank noted that superannuation funds would provide funding to banks and suggested that this
would affect the cost rather than the availability of capital to Australian business:

[Superannuation savings] ... will provide a source of funds to banks, abeit at wholesde rates as the
[superannuation] fundsinvest in liquid assets. In addition, banks will be able to direct a higher proportion of their
lending to small and medium business because the corporate sector will gain access to superannuation funds via
equity and debt finance. Such funding of smal and medium business may, however, be more expensive because
of greater reliance on wholesale funds (Sub. 19, p. 5).

A number of participants expressed concern that the channelling of savings through superannuation
funds would have a detrimental affect on the banking sector because of a heavier reliance on more
costly wholesale funding. The Australian Bankers Association said:

In our view, there is a danger that there will be an adverse impact on the ability of banks to secure a stable and
low cost supply of funds to meet the lending needs of business, Governments and consumers (Sub. 74, p. 3).

The banks say that retail deposits, even after higher administrative costs, have generally been
cheaper than wholesale funding in the past. However, recent trends towards higher yielding retail
deposits has narrowed the price differential between retail and wholesale funding. This is consistent
with greater competition for savings following the deregulation of the financial sector.
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Wholesale funding is generally considered to be more volatile than a retail deposit base due to
greater interest rate sensitivity exhibited by professional investors with many alternatives for short-
term investment. According to Professor Harper, banks will respond to the shift towards wholesale
funding by making:

.... greater provision for sudden withdrawals of funds by increasing their reserves of liquid assets and establishing
stand-by lines of credit. These are forms of insurance which it is costly to provide (Harper, 1991, p. 5).

In summary, there are substantial capital flows which have the effect of mitigating the initial effect
of the growth of superannuation savings arising through regulation. It is likely that superannuation
funds will make more capital, particularly equity, available to Australian business. The overall
impact on banks and their clients of the growth in superannuation resulting from government
policies is not yet clear. There appears to be some potential for the cost of bank funding to rise,
resulting in an increase in the price of bank loans. However, this outcome may be more attributable
to therise in banks' cost of funds resulting from the trend towards higher yielding deposit accounts
which has been evident for sometime.

Bank ownership of superannuation funds

Banks already participate in the growth of superannuation through their ownership of funds
management and trustee companies. National Mutual said:

The banks are in there. They have not been denied access. They are involved in superannuation business under
master trust deeds. They run corporate and industry funds, and they invest the assets of superannuation funds
(Sub. 91, p. 1).

Under current arrangements, banks are able to offer superannuation products through their branch
networks, provided that they use qualifying superannuation funds as vehicles. These entities are
supervised by the Insurance & Superannuation Commission in the same way as other
superannuation funds.

These savings directed to these superannuation products are not liabilities of the banks. They are
simply funds which are being managed by the bank-owned superannuation funds on behalf of
contributors. In order for the bank to access such funds, a transfer from the superannuation fund
must take place in the same way that it would for an independent superannuation fund. Such
transfers would be expected to be conducted on a commercial basis since the fund trustees have a
fiduciary duty to act in the interest of the fund beneficiaries rather than those of the bank.
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Bank provision of superannuation deposit accounts

The banks are currently seeking changes to the regulatory framework to allow them to offer
directly superannuation savings deposit accounts. These differ from the bank-owned
superannuation fund products in that a superannuation savings deposit would constitute an on-
balance sheet liability of the bank and form part of its funding base. The Australian Bankers
Association (ABA) proposed that banks be permitted to offer deposit accounts which qualify for
similar tax concessions as savings directed to superannuation funds. The ANZ Banking Group and
the National Australia Bank made similar proposals. Should these accounts be introduced, this
would further diminish any adverse effect on banks of the growth in superannuation savings.

The ABA suggested that such deposit accounts be subject to the same conditions relating to
digibility for superannuation taxation concessions. Broadly, these are that the accounts are used for
long-term saving for retirement, and that savings are available for withdrawal only under certain
limited circumstances. The Insurance & Superannuation Commission would supervise compliance
with these requirements.

The proposal made by the banks would probably add to competition in the superannuation market
while continuing to satisfy the Government’s retirement savings objectives.

It is envisaged that the deposits in superannuation savings accounts would be available for use in
the banks' lending operations. The specialisation of the banks in provision of debt finance appears
to place them in a strong position to compete in the capital stable segment of the superannuation
market. In addition, the ABA claimed that the direct provision of superannuation accounts would
enhance the availability of long-term capital:

We believe that the direct provision of superannuation products by banks would provide benefits for the term
structure of banks’ liabilities which will, over time, help banks take a greater role in lending for longer-term
purposes (Sub. 74, p. 2).

The ABA proposed that superannuation savings accounts would also qualify as bank ‘deposits
under the Banking Act. The Reserve Bank has a legislative aobligation to protect depositors and
such accounts would fall under the supervision of the Reserve Bank.

Tax concessions provided for superannuation saving should be carefully distinguished from more
general proposals for concessions to be provided for other bank savings products. The Commission
noted in Chapter 3 that it did not favour ad hoc or partial adjustments to the tax system applying to
particular types of bank deposits. It does, however, see benefit in allowing as many ingtitutions as
possible, including banks, to offer competing superannuation savings products to Australians
wishing to take advantage of existing tax arrangements applying to superannuation. Such
arrangements should allow the objectives of the Government’s retirement incomes policies to be
achieved more efficiently.
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The Commission sees merit in allowing banks to provide superannuation savings accounts
subject to compliance with the requirements for €digibility for superannuation taxation
concessions. The nature and extent of the responsibility of the Reserve Bank and the
Insurance & Superannuation Commission and arrangements for the co-ordination of their

roleswill need to be clarified.
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5 DEBT VERSUSEQUITY

The choice between debt and equity financing of business is influenced by: the desires of enterprise
owners and managers to keep control; the concern, particularly on the part of lenders, to set limits
on gearing because of its effects on risk; the difficulties and costs to suppliers of capital in
obtaining information about the prospects and progress of investments (which lead lenders to
require collateral security); and the operations of markets for supplying debt and equity. Concerns
about control on the part of existing owners and concerns about information on the part of
investors are especially important in the case of smaller firms. There has been a large increase in
the level of company debt in recent times which may to some extent have been trandated into
increases in debt-equity ratios. While the change to imputation of company taxation has virtually
diminated the previous bias in favour of debt finance, the impact of taxation continues to be
affected by inflation.

5.1 Thechoice between debt and equity

Owners of an enterprise seeking additional funds, and those seeking funds to develop new
enterprises, face a decision about the extent to which they raise debt and equity or hybrid forms of
finance. This choiceis affected by the characteristics of the various forms of finance.

Equity involves residual claims on income, with the returns taking the form of dividends or capital
gains. There is no fixed commitment associated with either the timing or size of returns. If the
business fails, equity investors can potentially lose all of the capital they have invested. Equity is
usually associated with some degree of control over the activities of the enterprise. For
shareholders in large corporations, control may be exercised over management via the exercise of
voting rights and the trading of shares on the market, and in particular the threat of takeover. In
small firms, control often involves direct participation in management.

Debt involves contractual repayment obligations, and creditors’ claims on the income and capital of
an enterprise rank ahead of the claims of equity investors. In the case of business failure, lenders
generally have first claim on assets. Lenders may also exert some control over the business,
although usually less directly than in the case of equity investors. Control is most likely to be
exercised when the business is not performing well. The need to meet interest payments, and the
threat of seizure of assets by the lender in the event of failure to meet commitments, represent a
strong discipline on managers.
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In between ‘pure’ debt and equity is a range of forms of capital which have characteristics of both.
These include redeemabl e preference shares, subordinated debt, debt with equity conversion rights
and perpetual debt.

The characteristics of debt and equity are summarised in table 5.1.

Table5.1: Characteristics of debt and equity

Debt Equity

Returns Specified in contract Residual, in form of dividends or
capital gains. Dependent on
performance of the enterprise.

Clamsin event Ahead of equity Only residual, after debt and
of business Generally have other creditors.

failure right to seize assets.

Implications Usually no direct Direct control in management,
for control involvement in and/or threat of takeover.

management. Direct
contral in case of
receivership.

‘Gearing’ and risk

The mix of debt and equity used to finance an investment does not determine the overall riskiness
of the investment. The risk associated with the investment arises because the underlying activity
generates income which is inherently uncertain. The mix of debt and equity determines the
alocation of therisk among the various holders of claims on the uncertain income - the lenders and
equity investors.

Returns to equity adjust to reflect the different allocation of risk. If gearing is increased, an equity
investor can gain a higher rate of return per dollar of equity invested if the investment turns out
well. Thereturn (or loss) per dollar of equity will be commensurately less (or greater) if it turns out
badly.

Very high gearing increases the risk taken by lenders without commensurate adjustments in returns.
The uncertainty of the income generated by the investment does not change with the gearing, and
although the claims of lenders are usually fixed, they may be forced to bear some of any loss that
equity investors would otherwise absorb. By the same token, they do not have the right to
participate in the high returns that may result from business success. They therefore tend to set
limits on the gearing of those to whom they lend.
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The National Australia Bank noted that:

without adequate equity participation, the bank is exposing itsdf to undue risk which cannot be fully
compensated for by interest rates (Sub. 19, p. 18).

The bank observed that the level of equity was an important consideration in evaluating a business
loan application. This point was also emphasized by the Commonwealth Bank of Australia:

Insufficient equity is often a cause of business failure as an inordinate proportion of revenue must be alocated to
servicing loan requirements (Sub. 49, p. 8).

The CBA aso observed:

As agenerd rule, lending to the small business sector involves a higher risk to the lending ingtitution than lending
to the personal or corporate sectors. A mgjor factor underlying this is the high gearing ratio of most smdl
businesses (Sub. 49, p. 5).

Infor mation and risk

The willingness of equity investors and lenders to provide capital depends on the returns they
expect to receive and the risk that they perceive to be associated with the investment. These risks
may be reduced by acquiring information about the project and its managers. However, acquiring
information is costly and these costs are an important determinant of the amount and type of capital
supplied.

Regular monitoring consumes resources of both the supplier of capital and of the business in which
the suppliers have an interest. Without such information, however, suppliers of capital are
vulnerable to loss. For example, they may be unaware of changes in market conditions, or of
changes in the way in which managers are disposing of the capital with which they have been
entrusted.

Suppliers of equity capital are often particularly concerned about the behaviour of managers. Many
fed that entrepreneurs are not careful enough with equity capital contributed by ‘outsiders’. Indeed,
in relation to general attitudes in venture capital investments and the corporate sector, AMP alleged
that:

managers often have no respect for investors' equity (Sub. 23, p. 21).

Advent Management said:

For growth companies, eguity is regarded as ‘free’ and the main concerns about it relate to ownership and control
(Sub. 18, p. 3).
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The Australian Investment Managers' Group also discussed the importance of information and risk,
in relation to equity investment in small firms:

Efficient decisions as to the allocation of funds depend to a large extent on adeguate quantity and quality of
information. Small firms tend to have a lesser availability of objective information relating to future earnings
prospects, which makes it difficult for prospective investors to adequately assess the company, thereby creating a
higher degree of uncertainty and the perception of higher risk. They are also less able, due to limited resources, to
meet the market’s demands for information (Sub. 61, p. 10).

Lenders have their own methods of attempting to reduce risks, without the need for costly
monitoring. Therequirement of collateral security isthe most important of these. Collateral reduces
the need to obtain regular information because there is greater security for the capital lent.

The National Australia Bank explained:

Security is used as an insurance policy in the credit assessment process.
Further,

Any deficiency in equity or inaccuracy in the financid data increases the riskiness of a project thus demanding a
higher level of insurance and a grester security cover (Sub. 19, p. 19).

The assessment of risk of financial failure will have different implications for different types of
firms. For example, the requirement for sufficient equity is likely to be a particularly strong
imposition on those seeking access to start-up capital. Similarly, information about the reputation
of a potential borrower is important. This is likely to be difficult to establish in the case of a new
enterprise.

The industry in which a firm is engaged will also determine the type of equity and/or security that
may be offered. For example, the National Australia Bank noted:

The ability to turn stocks quickly into cash is an important consideration in loan serviceability (Sub. 19, p. 23).

Securing a loan may be more difficult in an industry where this type of liquid asset backing is not
available.

Matching finance and pr oj ects
Financing will be affected by the initial costs which providers and seekers of capital face in

obtaining information about the opportunities provided by the other. These costs differ significantly
for debt and for equity.
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In the case of debt, financial intermediaries are easily identified and approached. They have
developed methods of assessment of propositions put to them which are economical in their
demands on information. Competitive pressures and technological change has led to the
development of lending products which are tailored to individual characteristics and demands of
borrowers.

Matching demands for equity and its supply is more expensive. For large firms, the stock exchange
(ASX) provides a central market. Its standardised requirements for the provision of information
reduce the costs of assessing propositions (and so the uncertainty). Small firms must rely on the
ability of venture capital firms and other investors to assess their attractiveness. Businesses seeking
equity differ substantially in their characteristics and acquiring information about them and their
prospects can be difficult and expensive. For firms which are not listed on the stock exchange,
particularly very small ones, markets for equity capital are informal and fragmented, with the
matching of suppliers and seekers often depending on family relationships and acquaintances.

The markets for debt and equity are considered in more detail later in this report.

Control of the firm

The introduction of external equity has implications for the claims of existing equity holders, and
their contral of the enterprise. It involves the transfer of some measure of formal control. This may
be unattractive, especially to small businesses.

The Small Business Devel opment Corporation noted the requirement of outside suppliers of equity:

for involvement in management, which small businesses often seek to avoid due to fear that control will be lost
(Sub. 14, p. 11).

A representative of the National Australia Bank explained at the hearings how entrepreneurs react
when small firms reach a stage where they run out of their own capital resources:

all sorts of difficulties begin to arise because most sole proprietors are not very keen on diluting their control over
the company. Other investors are not particularly interested in investing unless they have some degree of control,
so thereisaconflict thereimmediately (Transcript, p. 168).

The prospect of loss of control with the introduction of outside equity may lead entrepreneurs to
prefer debt. The Managing Director of Advent Management said:

from an entrepreneur’s point of view or someone who is seeking capital, debt is far more attractive because you
do not have to give up any ownership or control to take on more debt (Transcript, p. 126).

Some businesses, however, welcome outside equity participation. The outside equity may bring
management expertise and commercial know-how that can add value. In this case a loss of control
is seen in a more positive light. Possible situations in which this is relevant include those in which
small firms have grown to the stage that they are taken over by larger firms with better access to
markets, or more managerial expertise, or when firms with complementary activities form joint
ventures.
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Subject to the effects of regulation, the mix of debt and equity used should reflect some balancing
of each of these considerations - the risk and returns, implications for control, information
requirements, and the sophistication of markets for matching providers and seekers of capital. The
next section looks at some evidence on the debt-equity ratios that have eventuated. Thisiis followed
by consideration of theimpact of taxation on the choice between debt and equity.

5.2 Debt-equity ratiosin Australian firms

Overall debt-equity ratiosin Australia
Business debt grew considerably over the 1980s. There were two periods of particularly rapid

growth: during the resources boom in 1981-82 and following deregulation in 1984-85 up to 1987-
88 (seefigure 5.1).

Figure5.1: Gross business debt, as a per centage of GDP
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A risein debt need not, of course, imply arisein gearing, the ratio of debt to equity. Unfortunately,
the value of equity is much more difficult to measure. There are at least three approaches to
measurement which have been taken, each of which gives somewhat different results.
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The most common approach is to measure book values of equity. This was used by the ANZ Bank
in its submission to this inquiry and has also been used by McFarlane (1989), EPAC (1990a), and
Stevens (1991). Such studies show a strong tendency for the debt-equity ratio to rise in recent
times. Book values of equity can be misleading, however, because they tend to undervalue the true
value of equity under inflation, and the extent of undervaluation can vary with the inflation rate.

Another approach is to measure equity by market valuation. EPAC has recently undertaken some
analysis of this type, which shows that after a strong rise in 1981, average debt-equity ratios have
not increased greatly during the 1980s. There was, however, a tendency for falling ratios with
rising share prices up to 1987, and a significant rise in subsequent years (figure 5.2).

EPAC has disaggregated the market value data to exclude the impact on aggregate debt to equity
ratios of the top 25 companies (by market capitalisation). The results indicate that the debt to equity
ratios were biased upward by these companies. Exclusion of these companies from the sample does
not, however, affect the broad trends in debt equity ratios.

Figure 5.2: Debt to equity ratios, at book value and mar ket value
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Data sources. EPAC and Stevens (1991).
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Y et another approach is to examine the value of companies’ capital stock and to obtain equity as a
residual, after deducting known values of debt. Using this approach, EPAC (1990a) found very
little variation in debt-equity ratios over the longer-term, although there was a pronounced rise in
the 1980s (figure 5.3).

Figure5.3: Ratios of net debt to capital stock
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Overall, there appears to have been an increase in business debt over the 1980s. This has translated
into arisein debt to equity ratios in the 1980s, with the extent of the rise depending on the measure
used. Thereis, however, alack of conclusive evidence of a significant long-term trend in the mix of
debt and equity.

The more rapid growth in debt through the 1980s was due to a number of factors. On the supply
side, changes in the regulatory environment enabled the banks to lend to a broader range of clients,
with charges matching credit risks. The demand side was influenced by the taxation system which,
particularly before the introduction of imputation, favoured debt, and the popularity of gearing
strategies by investors expecting asset price appreciation.

Comparison with other countries

Australia appears to have average gearing ratios which are comparable with Canada, US and UK,
but low relative to Germany and Japan (figure 5.4).
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Figure5.4: Gross debt to total assetsratios, various countries, 1986
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Therelatively low gearing in Australia has been argued to disadvantage investment relative to that
in countries such as Germany and Japan which have high gearing. However, the financing structure
in Germany and Japan arises out of specific institutional, historical and cultural backgrounds. The
Executive Director of the Australian Bankers’ Association noted that:

in Germany and Japan those equity positions have arisen as a post-war reconstruction event and are largely
related to large enterprises (Transcript, p. 291).

These countries also have strong records of low inflation and low interest rates, factors which are
an important influence on the willingness of investors to borrow and invest.

One ingtitutional factor that helps to explain the high gearing in Japan and Germany is, somewhat
paradoxically, the fact that banks in those countries also take equity interests in firms to which they
lend. This enables them to take risks in the form of debt, that in other countries would be taken by
investors subscribing equity. In 1988 banks held 12 per cent of outstanding stock in German firms
and 21 per cent of outstanding stock in Japanese firms (Frankd and Montgomery 1991). This
contrasts with the situation in Australia, where banks need to ensure that the borrower has
sufficient equity to limit their risk in the event of default.
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The access to knowledge about a company that necessarily goes with equity investment may be
used to monitor the progress of lending and will give the bank greater opportunity to consider
higher debt equity ratios than other lenders. The South Australian Government said:

There islittle doubt that the interconnection of German banks with industry and the vertica keiretsu structure of
much of Japanese industry contribute to a diminution of risk and thus favour longer time horizons, high physical
capital investment and shared financid and management expertise (Sub 45, p.5).

Further, problems associated with financial distress may be lower for a business in this situation, as
the linkage of debt to equity reduces the conflicts that arise among investors when a firm is near
default, with banks often organising informal refinancing arrangements for troubled firms. The
‘Keiretsu’ structure of the Japanese economy (the practice of cross-shareholding between banks and
non-financial firms) enhances economic stability, through constant patterns of investment, with
banks less likely to cut back on investment when a firm was experiencing low cash flow. The risks
for the banks with equity exposure as well as debt must, however, be greater.

The equity interests of banks in Germany and Japan are supported by a range of specific
ingtitutional arrangements. Banks are represented on supervisory boards, exchange staff with
clients and engage in quasi-stockbroking activities (EPAC 1990a). However banks act in differing
supervisory roles in the two countries, as Frankel and Montgomery (1991) state:

In contrast to German banks involvement with industry through supervisory boards, senior officers of Japanese
banks are not members of corporate boards. The Japanese practice of cross-shareholding between banks and non-
financia firms appearsto make the keiretsu model one of collective decision making (p. 286).

Evidence suggests that the position of Germany and Japan has to some extent been the result of
regulation, including interest rate ceilings and restrictions on overseas borrowing, and events
surrounding the post-war reconstruction of both countries. With recent relaxation of some controls,
firms have started to loosen their links with the banks, raising foreign capital and directly issuing
domestic bonds. It has been suggested (Frankel 1991b) that debt-equity ratios are now declining in
an environment with less regulation and in which less emphasis is being placed on trust and long-
term relationships and more on explicit contracts.

The capacity to participate in equity markets gives banks the ability to choose from constant returns
to debt in periods of economic downturn and higher returns to equity in periods of increased
economic activity and profitability. However, banks taking equity positions expose themselves to
changes in asset prices. For example, Japanese banks have been particularly susceptible to the
downturn in property markets.
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Westpac also noted that the relationship between banks and non-financial companies in Germany
and Japan may have an adverse affect on small businesses seeking funds:

Thisinterlocking relationship between banks and their industrial customers may have certain attractions; there is,
however, an absence of robust venture capital markets in these two countries . It is also difficult to obtain risk
capital for equity investors as few small companiesin Germany, for example, are publicly listed (Conroy, p. 15).

5.3 Taxation

The tax system has long been recognised as a major potential source of bias in the choice between
debt and equity. Significant changes to the tax system have occurred in recent years, and a number
of participants considered that the Commission should review its impact. MTIA recommended that:

the Commission examine available options to eliminate the remaining bias in the tax system in favour
of debt finance over equity finance (Sub. 28, p. 6).

BZW, which was particularly interested in the taxation of intermediate forms of finance, argued
that:

failure to review the Income Tax Assessment Act in recent years has led to the development of severe
impediments to the efficient accumulation of financia capitd for business (Sub. 7, p. 9).

In order to evaluate the existing tax system, some basis for comparison is necessary. An
appropriate benchmark would be a tax which leaves relative incentives to choose among
alternatives the same as in the absence of tax. This is known as a neutral tax. While there are no
taxation systems which are completely neutral, it is possible to design taxes which are neutral
among given choices. The emphasis placed on neutrality in particular areas will depend on the
importance of the choices involved and the extent to which they are affected by the tax system.

A tax system which is neutral between debt and equity would leave suppliers of finance facing the
same total effective tax rate whether they chose to provide debt or equity. Two examples of such
neutral tax systems are a true income tax and an integrated company tax (see box 5.1).

Australia’s company tax reforms

Until 1987, Australia had a ‘classical’ tax system for corporate income. Income was taxed in the
company, at the company tax rate, and then taxed again, at the personal tax rate, when received as
dividends. Interest was deductible in the company and taxed at personal tax rates when received by
lenders. From 1985, a capital gains tax was imposed on the value of income retained in the
company to the extent that this added to share values.
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Box 5.1: Two debt/equity neutral tax systems
A trueincome tax

A true income tax is neutral between debt and equity. The base of atrueincome tax is consumption plus the change in net
wealth, for each individual taxpayer. Under such atax:

e aninvestor who chooses to supply equity is taxed on the net return from the investment;

* aninvestor who lendsistaxed on interest;

e anequity investor who borrows to make an investment is taxed on the profits from the investment remaining after
deducting interest (since interest does not constitute an increase in that investor's wealth).

The deductibility of interest is a central requirement of neutrality under this form of taxation. Strict neutraity also
requires depreciation to equal the loss in market value of depreciable assets, and full taxation of capita gains, on an
accrual basis. A true income tax is also neutral whether magnitudes are expressed in nominal or real terms (see Swan
1982).

Integration

When company taxation is interposed between the supplier of capital and the return from the investment, it becomes
more difficult to achieve neutrdity. Onetheoretical ideal isintegration of personal and company taxation.

Under integration al of the profit generated by a company is attributed to shareholders and then taxed at the marginal
personal rate. The attributable profit comprises both dividends and retained earnings. Tax collected at the company level
isin essence withholding tax for the subsequent personal taxation. Interest is deductible in the company and taxed in the
hands of lenders a marginal persona tax rates. Under integration, therefore, each supplier of capitd is taxed on the
proceeds of investment a marginal persond tax rates only.

Under most circumstances this system was quite distorting between debt and equity. Generaly it
was considered to be biased against equityl, since new capital subscribed to a firm would be
subject to both company taxation and taxation of dividends, while debt would be subject only to
personal taxation of interest. It also provided an incentive for companies to retain (undistributed)
earnings, particularly in the period prior to the introduction of capital gains taxation, thereby
offering shareholders appreciation in the capital values of their shares in partial lieu of dividends.
This particularly favoured established profitable companies, giving them privileged access to
additional capital.

In 1987, Australia introduced imputation of company taxation. Broadly speaking this allows any
tax paid in the company to be credited to shareholders as a partial payment (or even, for some,
excess payment) of personal tax due on the underlying income. In many ways this system
approaches the neutral ideal of integration, since company income can be attributed to shareholders

1 For those in the highest tax bracket who invested in companies which retained earnings, the tax system
actually favoured equity. See BIE (1990) Figure 3.3.2.
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themselves and is taxed only once. If full taxation of economic income is paid in the company, the
system results in the equity income of most shareholders being taxed at shareholders' marginal
personal tax rates, asit does for debt.

Until 1988, superannuation funds were untaxed. The returns that they received from equity were
therefore diminished by company tax, while those from lending and investing on their own account
were received tax-free. This created significant disincentives to invest in equity.

They now pay tax on income at a rate of 15 per cent, but are able to offset imputation credits
against tax payable on other income. The total taxation on dividend income received by
superannuation funds is now identical to that on interest income. That is, tax paid at the company
level is fully offset by being credited against superannuation fund tax liabilities. Provided
superannuation funds can actually use imputation credits, they should be no more biased between
debt and equity because of tax considerations than any other investor.

LIFA noted that the changed taxation arrangements altered incentives markedly:

The imposition of taxation on superannuation fund earnings caused a re-evauation of the expected returns from
particular investment sectors. The ability to utilise imputation credits in respect of Australian dividends paid out
of taxed earnings resulted in an increase in the holdings of Austrdian shares. It aso coincided with (and would
have contributed to) an increase in the price of Australian shares. At the same time other investment classes such
as property, fixed interest and overseas securities became relatively | ess attractive (Sub. 26, p. 36).

However, some possible sources of bias between debt and equity remain in the tax system:

* Income may be paid to some shareholders who cannot use the tax credits. Such shareholders
include those on zero statutory marginal rates, those who have reduced taxable income to zero
through deductions and credits, and foreigners who receive limited benefits only from
imputation credits in the form of remission of dividend withholding tax. The tax on equity for
these shareholders will be higher than that on debt.

* It has been argued that superannuation funds could be in a situation where imputation credits
exceed tax payable. This would lead to a bias in the choice between debt and equity. Total tax
paid on dividend income would be the 39 per cent paid in the company. Freebairn (1990)
suggests that if this occurs there will be a bias toward debt and real estate, as these may use up
excess credits which would otherwise be lost. However, this bias needs to be considered in the
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context of the overall investment strategy of the superannuation funds, and the constraints on
how much they hold in the form of domestic equities. It is an empirical question as to whether
the holdings of domestic equities paying franked dividends are high enough to generate excess
credits. For 1988-89, franked dividends accounted for only 7 per cent of total taxable income
for superannuation funds (Australian Tax Office 1990, Table 4.3).

* Income tax paid in the company may fall short of that due on true economic income. Reasons
for this might include tax concessions such as special deductions for research and devel opment,
and allowances for depreciation which do not match economic depreciation. (This will
generally be the case with historical cost depreciation under inflation.) Alternatively, if income
exists which has not borne incometax it may be paid as a dividend, in which case full personal
taxation will be paid (the dividend is paid “unfranked’) and the system remains neutral. If such
income is retained in the company and used in ways which increase the value of shares,
taxation will be deferred until the gains are realised and then only the real gain will be taxable.
The opportunity to finance further investment by retaining these earnings can lead to a bias in
favour of equity over debt.

In principle these elements of the tax system have potential to create biases in the choice of types of
finance. Many argue that biases continue to exist because of the deductibility of interest and
concessional taxation of some income, especially capital gains. This ignores some important
considerations. In particular, concessional treatment of some income, such as capital gains, applies
to the equity investor whether debt or equity is used to finance the investment. Further, the
advantages of deductibility are greatly reduced under imputation, which tends to claw back
deductions which are allowed at the company level through personal taxation of dividends and
capital gains.

Calculations by the BIE indicate that biases between debt and equity in the tax system at current
levels of inflation appear to be small for domestic suppliers of capital (BIE 1990). As was noted in
chapter 3, however, foreign suppliers of capital may be biased towards debt. Moreover, the
inflation/taxation interaction would be potentially more damaging if inflation were to rise. Options
to reduce these biases and potential biases include permanent reductions in inflation, inflation
adjustment of the tax system and less reliance on the taxation of income from capital (see box 5.2).

Several submissions referred to the importance of reducing inflation. For example, the National
Australia Bank said:

Indeed, concerns about the limited supply of equity finance for small business and short investment horizons in
Australia appear to have a lot to do with the lack of incentives to invest in productive (ie. non-property) areas
caused by inflation, the tax system and the overall economic environment (Sub. 19, p. 32).
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Box 5.2: Theinflation-senditivity of the tax system

The current tax system has elements of both a nomind and a real income tax. Under inflation this has potential to bias
financing decisions (as well as cause other distortions). Some of the most important provisions are:

inventory is taxed on full nomina increasesin value;

nominal interest is fully taxed and fully deductible;

capital gains aretaxed on areal bass;

depreciation is based on the historical cost of the asset distributed over its life, rather than nominal or real loss of
value of the asset.

For domestic taxpayers, an income tax system which is neutral between debt and equity could be based on either nominal
or real income. However, the nominal base has potentid to create a larger red tax burden on investment and saving by
resdents, unless real interest rates rise sufficiently to compensate fully for higher burdens under inflation. If the real
interest rate in Australiais set in the world market, compensation for this effect of inflation on tax payments would not be
possible. For this reason many have argued that Australia should be looking to move to a base closer to rea income.

Moreover, as has been noted in an earlier chapter, the deductibility of nominal interest, combined with taxation of assets
which isnot fully nominal, can encourage excessive inflows of foreign capital.

Apart from the introduction of afull nominal tax system, there are three broad methods by which the potentia for biasin
the current tax system might be reduced

» areduction ininflation would reduce the disparity between the real and nominal € ements;

* lessreliance on income taxation would allow income tax rates to be reduced and ameliorate the effect of distortions
in the definition of the tax base;

* indexation of the tax system for inflation would |eave taxpayers taxed as they would in the absence of inflation.

The Commission notes that inflation in Australia has recently fallen from previoudy high levels.
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6 ALLOCATION OF DEBT FINANCE

Banks are the most important domestic source of debt finance to Australian business. The banks
have large bureaucracies with tiers of officers involved in lending decisions -- which leads them to
adopt very structured decision making processes. Consistent with their special roles in the
financial system and the economy, banks have traditionally operated at the lower risk end of
financial markets. The banks do price for risk, but because of the high cost of obtaining the
information necessary to make individual risk assessments, they tend to group borrowers in setting
interest rates, which benefits some borrowers and penalises others. Collateral security is sought by
banks as a means of reducing risks and information costsin providing loans.

In spite of claims to the contrary, the evidence is that capital adequacy rules do not affect adversely
bank lending to businesses.

The Commission sees merit in the banks being permitted to provide limited amounts of equity.

6.1 Debt finance and the banking sector

The total outstanding amount of debt finance provided to Australian business exceeded $220
billion as at June 1989. Banks are the principal domestic service of business loans. Lending by
banks represents around 24 per cent of total lending and they are responsible for facilitating a
further 14 per cent of loans from other sources by means of bills of exchange. The other major
sources are finance companies, merchant banks and foreign companies and financial intermediaries
(see figure 6.1). Life offices and superannuation funds represent a reatively minor source of
business finance, with around seven per cent of total lending to business.

Banks have a central role in the provision of debt finance. The main types of business lending
facilitated through banks are bills of exchange, fixed loans and overdrafts (see figure 6.2). Over the
last decade, bank overdrafts have fallen and fixed term loans have risen as a percentage of total
bank lending (RBA 19914, table 3.7).

For the purposes of this report, short-term debt is defined as debt for periods up to two years. Short-
term business debt typically includes overdrafts, trade credit, bridging finance and commercial
bills. Medium to long-term finance facilities include financial leases, term loans, mortgage loans,
and debentures. In practice, the distinction between short, medium and long-term debt is often
blurred. For example, it is common for lenders to renew a short-term facility almost as a matter of
course so that it effectively becomes part of the long-term core debt of a business. The availability
of long-term debt to business is considered later in this chapter.
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Figure 6.1: Total lending to Australian business, June 1991

other . .
foreign companies &
. . 11% . .
life offices & financial
superannuation funds intermediaries
7% 29%

finance companies
13%

merchant banks
14% banks
26%

Notes: a  Excludeslending by Australian households and businesses. Excludes lending to unincorporated bus nesses.
Excludes miscellaneous categories of debt such as accounts receivable.
b It hasbeen assumed that it is the holders of bills of exchange who provide debt finance. Much of thislending is
facilitated through endorsement or acceptance of hills of exchange by banks.
¢  Foreign companiesand financial intermediariesincludes lending by foreign businessesto their Australian
subsidiaries, and lending by non-resident banks.
d  Finance companiesinclude pastoral finance companiesand general financiers.
Datasource:  Australian Bureau of Statistics, unpublished data underlying the Australian National Accounts: Flow of
Funds(Catal ogue No. 5232.0).

The importance of banks in the provision of debt finance to Australian business has increased
significantly in the last decade, and they now account for around 45 per cent of total finance sector
assets (RBA 19914, table 3.4b). The four major banks dominate the sector with 72 per cent of the
total of Australian banking sector assets as at September 1991. The other participants in the
banking sector are the three remaining state banks, the foreign banks and the new Australian banks,
which account for 10, 9 and 7 per cent of Australian banking assets, respectively (RBA 1991c,
table B.10). The importance of banks is further indicated by the fact that the five largest finance
companies and the second largest merchant bank are bank owned.
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Figure 6.2: Types of bank lending to Australian business, June 1989

other
leasing 5%
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overdrafts
14%
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Notes: a Bill receivable have been accepted by a bank and then discounted (sold) to another invesor.

b  Bills held have been purchased or funded by a bank (ie funds provided by the bank to a cusomer) and held by
the bank.

Datasource:  Reserve Bank of Audtralia, 1991c, Table B.5.

6.2 Issuesfor thisinquiry

Banks exercise extensive power over the terms and conditions under which debt capital is made
available to business. This is particularly the case when they deal with smaller borrowers.
Participants in the inquiry expressed a wide range of concerns regarding the lending practices of
banks, including:

lack of finance for riskier ventures;
over-reliance by lenders on collateral rather than cash flow;
lack of long-term finance;

the extent of non-interest charges, which disguise the true costs of borrowing, and raise the cost
of switching banks;

discrimination against small and medium-sized business borrowers, involving excessive
borrowing costs and rigid terms and conditions, with little variation between the products
offered by different lenders.

In order to place these issues in context, this chapter looks next at the nature and role of banks. It
then considers the process of lending. This involves examining the extent to which lending
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decisions are constrained by the bureaucratic decision making processes of banks, and the effects
of the costs of information on the way that lending is done. The balance of the chapter then
addresses the first three of the above concerns expressed by participants. Questions relating to non-
interest loan charges and the provision of debt finance to smaller firms are considered in the
following chapter.

6.3 Therole of banks

Banks differ from other businesses in that their operations are central to the confidence in the
payments system and the stability of the entire financial system. The sheer size and importance of
banks as financial intermediaries means that their activities can affect every sector of the Australian
economy. Banks are also seen by the public as a safe haven for the deposits of small investors since
the Reserve Bank has alegidative obligation to protect theinterests of bank depositors.

Banks have a legal monopoly in the provision of non-currency payments services in Australia.
Unlike other financial intermediaries, banks are able to participate directly in the payments system
through the operation of Exchange Settlement Accounts held with the Reserve Bank. All payments
by chequein the economy (excluding barter transactions) are ultimately settled through transfers of
the obligations of the Reserve Bank or by entries in the banks' Exchange Settlement Accounts.
Direct participation in the payments system for the clearance of chegques and dectronic transfer of
funds is limited to the eighteen member banks of the Australian clearing house. The remaining
banks and a small number of NBFIs issue cheques under agency arrangements with the clearing
house banks.

The intermediaries which participate in the payments system are in the unique position of being
able to offer demand deposits to their customers. These are deposits which are redeemable
immediately into claims on the Reserve Bank. They are able to offer demand deposits because they
assume liquidity, maturity and credit risks. By assuming such risks, a bank is able to fund illiquid,
long-term assets (such as business loans) with liquid, short-term liabilities. According to Professor
Harper, banks will have an ongoing role for the foreseeable future:

So long as payments services are demanded by the general public, including non-bank financial intermediaries,
there will be reason to hold demand deposits with banks (Harper, 1991, p. 8).

The basic function of a bank is to accept deposits, provide payments services and undertake
lending. However, the range of products offered by banks has expanded considerably over the
years. Banks also became owners of NBFIs, which have been able to offer a wider range of
financial services because they were less heavily regulated. During the 1950s and 1960s, Australian
banks became owners of finance companies and merchant banks. Following deregulation, some
banks sought to provide ‘one stop shopping’ by offering stockbroking, funds management,
insurance and superannuation services. The latter activities are becoming increasingly important. A
significant development is the establishment of arrangements whereby banks market the products
of insurance institutions.! Nevertheless, the fundamental business of most banks is to raise funds
(bank capital, deposits and borrowings) and onlend these funds at a profit.

1 Currently, there are such marketing arrangements between the two largest life offices, and two of the four
major banks, Austraian Mutual Provident Society/Westpac Banking Corporation and National Mutual/ANZ
Banking Group.
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Regulation of banks is intended to protect the interests of depositors and to ensure the stability of
the payments and financial systems. It does not remove the responsibility of bank directors,
management and shareholders for the operations of a bank. Regulation is not intended to prevent
bad loans, but to limit the damage that lending losses could inflict on the financial system and the
economy generally. Nevertheless, to foster bank stability, the Reserve Bank has imposed prudential
rules which constrain the activities of each bank, including constraints on bank lending. Rules
which affect the amount and type of lending undertaken by banks are: the capital adequacy rules
(whereby a certain amount of capital must be held against risk assets including loans) and Reserve
Bank supervision of concentration of risks (banks must report large exposures, and consult with the
Reserve Bank prior to undertaking exposures to non-bank private sector entities which exceed 30
per cent of their capital). Reserve Bank requirements which oblige banks to hold minimum levels
of high quality assets also affect their capacity to lend. These are the prime asset requirement (six
per cent of total assets must be held in high quality assets such as cash and government securities)
and the non-callable deposit requirement (an amount equal to one per cent of Australian liabilities
must be deposited with the Reserve Bank).

Banks have traditionally operated in the lower risk end of financial markets. Compared to other
financial intermediaries, banks prefer to undertake low risk lending. (This remains true despite the
fact that many banks misjudged the risks associated with lending decisions in the period following
deregulation. Many loans made in this period have since proven to have been very high-risk
propositions). The factors influencing the conservative approach of banks are their high gearing,
relatively low cost of funds and strict supervision. Many of the criticisms of banks' lending criteria
outlined in later sections are implicit criticisms of the banks' risk preferences. For example, the
Council of Small Business Organisations of Australia Limited described Australian banks as:

bureaucraticaly oriented banks vying to lend without risk, againgt clear tangible and obviously redeemable assets’
(Sub. 29, p. 4).

Banks are highly geared businesses, and a reatively small change in revenues or costs has a
leveraged effect on profitability. Hence, losses on lending can have a significant impact on bank
profits, encouraging cautious behaviour. Banks are able to raise deposits and borrowings at lower
cost than other financial intermediaries, giving them greater capacity to operate in the low risk, low
margin end of the debt market. The traditionally conservative mentality of banks is reinforced by
their prudential supervision.
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Banks essentially are large bureaucracies. The number of staff employed by Australian owned
banks ranges from over 50 000 for the Commonwealth Bank of Australia (as at June 1991) to less
than 1 000 for the Bank of Queensland Limited. While foreign banks are generally smaller, with
staff numbers averaging around 1 000, they are all subsidiaries of very large international banking
groups (KPMG Peat Marwick, 1991). Banks have displayed a certain heavy-handedness in setting
standardised lending rules, and inertia when it comes to amending these rules in response to the
changing economic and regulatory environment. Banks may also be slow to adjust lending policies
because of the time lag between making a lending decision and receiving feedback on the success
or failure of a loan. These characteristics contributed to the mistakes made by the banks in the
process of adjusting to deregulation.

6.4 Bank lending processes

The lending processes of the banks reflect their bureaucratic nature and relative conservatism.
Their formal lending policies are extensively documented in manuals on lending products and
approval procedures. Staff are trained in highly standardised products and credit assessment
techniques. Less obvious (but very powerful) influences on the behaviour of lending officers relate
to the culture of the bank. This includes such factors as whether lending rules can be waived, the
types of loans which are most readily approved, and the extent to which lending officers are held
responsible for loan losses. Banks, as large conservative organisations, tend to have inflexible rules
and encourage staff to pursue conservative lending practices. This has the benefit of simplifying the
lending process. However, this simplification may also result in the refusal of loans which fall
outside the fairly restricted lending criteria, but are neverthel ess worthwhile propositions.

The banks say that the codification of the lending process is an inevitable consequence of their size,
and necessary to provide their board and senior management with control over the risks which are
being assumed.

While loan approval procedures vary from bank to bank, it is usual for the boards of banks to
delegate responsibility for the approval of loans in a very structured manner. Typically, lending
officers and bank managers have specific limits which are set in accordance with their leve of
seniority, experience and past performance. Where the bank officer does not have authority to
approve a loan, the officer forwards it (with a recommendation for approval or regjection) to a more
senior officer. A loan may be reviewed at a number of levels before final approval is granted. For
example, the NAB said that it had seven levels of approving authorities. It explained its approval
processes at hearings following the issue of the draft report:

...over haf of dl loans are approved or declined at the branch level. The bulk of the remainder are referred
directly to the relevant level of authority and would be considered by a totd of two layers of authority in the
organisation. Only the largest proposals which require consideration by executive management of the bank or by
the board would be considered by three levels of authority (DR Transcript pp. 266-277).

88 AVAILABILITY OF
CAPITAL



Larger and more complex lending proposals will be reviewed by specialist credit departments,
before being submitted for approval. The banks say that their approval processes have become
more responsive following deregulation. However, it is clear that the hierarchical method of loan
approvals can impose significant time delays and costs on a prospective borrower.

Banks set limits on the maximum exposure which they are prepared to accept in lending to
particular countries and regions, industries and companies in order to restrict the concentration of
credit risks. The Reserve Bank’s prudential guidelines affect these policies since the Reserve Bank
has the power to require a bank to hold additional capital against large credit exposures. Banks also
identify industries which they wish to target or avoid for strategic business reasons. A loan which
falls outside the normal exposure limits of a bank will either be rejected or will require a higher
level of approval than would normally be the case.

The flow of information between borrower and lender has a vital effect on the availability of debt
capital to business.

6.5 Credit assessment, risk and therole of infor mation

Banks seek to earn profits on their lending activities by selecting lending opportunities which offer
attractive yields relative to their risk. They undertake this selection process by acquiring and
analysing information regarding loans and borrowers to evaluate whether the loan risk is acceptable
to the bank. This is the purpose of the credit assessment process prior to loan approval, and of
subsequent loan monitoring. Banks also use their assessment of risk in the pricing of loans.

Because banks are generally more risk-averse than other lenders, they seek to ensure that the risk of
loss on a loan is very low. The determination of the appropriate level and quality of information
required to assess a loan proposal is an important part of the lending process. Banks must balance
the time and cost of acquiring and analysing information, with their desire to build up a reiable
picture of the credit-worthiness of aloan.

A business borrower will always have more information than a prospective lender about the
prospects and risks associated with the assets and undertakings of the business. Information
provided by the borrower to a bank will usually be filtered to place the loan proposal in the best
possible light. A lender may seek to overcome this information bias by investing more resources in
reviewing a loan. In addition these information problems can be lessened by requiring collateral.
The use of collateral is discussed further in section 6.6.
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A sample of the credit guidelines for the retail business customers of one major bank are set out in
box 6.1. According to these guidelines, the credit assessment process of the bank takes into
consideration the financial and managerial strengths of a business; its capacity to repay the loan
from cash flow; and the amount of security available to the bank. A bank may also consider its
capacity to ‘sdldown’ loan risk (through credit insurance, securitisation or syndication of the loan).

Banks update their client information by reviewing loans on a regular basis. This generally
involves reassessment of cash flows, collateral value, financial statements, loan repayment record,
and business prospects. Monitoring reduces the risk of loss since it increases the likelihood that
emerging problems will be detected and addressed at an early stage.

The process of information gathering does not eliminate the possibility of 1oss on a loan. The bank
may make an incorrect judgement on the amount of information required, or misinterpret the data
provided. The information may be inaccurate due to incompetence or fraud. Finally, the eventual
risk over the life of a loan depends partly on future events which can never be fully anticipated at
the time of assessing a loan. Like other financial intermediaries banks are vulnerable to major
economic swings, which by their nature cannot be predicted accurately, and to rdlated changes in
perceptions of economic prospects. For example, banks developed collateral requirements over a
long period of rising property values. They did not fully anticipate the decline in property values
which has occurred during the past two years. Nevertheess, banks, like other financial
intermediaries, exist partly because of their rdative efficiency in assessing and managing credit
risk. In effect, they receive a reward for assuming lending risks.

Pricing for risk

Lending involves the risk that borrowers will default on their obligations. Banks say that they seek
to price loans so that they provide a profit after covering all costs including the average percentage
loss on that risk class of loan. Consequently, banks vary interest rates and fees to reflect the risks
that they assume. Wheretherisk of loss on aloan is considered to be reatively high, the banks will
require a higher return.

There is an upper limit on the return a bank may earn on a loan. Unlike an equity investment, the
return comprises interest and fees received less the cost of funds to the bank and the costs of
administration which are attributed to the loan. (For the purpose of this chapter the discount on a
loan instrument such as a bill of exchangeis considered to be loan interest).
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Box 6.1: Key elements of the National Australia Bank’s credit assessment

of business|oans

Credit Assessment

Amount sought:

Loan purpose:

Persond factor:

Ability to repay:

Financial position:

Security:

L oan monitoring

Isit adequate for the purpose?
What isthe borrower’s eguity in the proposal ?

Does it comply with the banks lending policies?

What isthe character and integrity of the borrowers and principal (s)?
What istheir level of management expertise?

Will there be sufficient cash flow to meet |oan obligations taking into
consideration:

Industry: Industry cost structure, maturity, economic and seasonal cycles,
profitability and possible changes to existing regul ation.

Business: Business management experience, depth of management, integrity,
track record, dependency on customers and suppliers, and level of competition.

Finance: Capitd structure, asset structure, profitability, accounts receivable and
payable, working capital and inventory turnover.

What do balance sheet and profit and loss statements for the last three
financia periods reveal ?
Are cash flow projections realitic?

Are business assets available to support the borrowing where there is uncertai nty
regarding cash flow?

Are personal assets available as security where the realisable value of business
assetsisinsufficient to cover the borrowing.

Are adequate systems in place to monitor the progress of the loan?

Pricingfor risk

Does |oan pricing adequately reflect [oan risk, taking into account ability to repay?

Data source: Adapted from National Australia Bank, Sub. 19, pp. 18-23.
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In the event of a borrower defaulting on all obligations the bank stands to lose interest and fees
forgone, the loss of loan principal, administrative costs associated with the loan, plus any costs of
attempting to recover the amounts due from the borrower. This may be offset by any subsequent
recoveries through the calling up of callateral. Some of the risk assessment practices of the banks
in the 1980s have proved unsatisfactory, and this has flowed through to loan pricing. Mr Don
Argus, Managing Director of the National Australia Bank said:

Itisfar to say that in the late 1980s banks paid inadequate attention to pricing for risk. This was partly because
we were on afairly steep learning curve after the shackles of regulation were removed. ... The 1990s are likely to
see amuch more rigourous attempt to price for risk (Argus, 1991, p. 6).

The banks say that pricing for risk cannot compensate them for risks beyond a certain level. As
loan margins are increased, the level of fixed interest commitments rise, reducing the viability of
the business. Ultimately, a point is reached where the banks consider that the additional margin is
insufficient to compensate for the risk of loss. Thus, the banks are unwilling to provide finance
beyond a certain risk level, regardless of reward. This is evidenced by the fact that the pricing of
most business loans is based upon an indicator rate (generally set with reference to the costs of the
bank) plus a margin to reflect loan risk. Bank margins for risk are generally low in relation to those
of other lenders. A nhumber of banks indicated to the Commission that they would, at a maximum,
price for risk to the extent of 3 to 4 per cent annum above their base or prime rates. In effect, for
reasons already discussed, banks specialise in the provision of lower risk capital. Businesses
seeking funds for high risk ventures are likely to have to obtain them from other sources such as
NBFIs or equity investors.

Banks were criticised by some participants for showing little discrimination in the interest rates
they charge for individual borrowers. Small business groups in particular have said that they are
treated by banks as all being relatively high risk, thus penalising those that are not. For example,
the Council of Small Business Organisations of Australia Limited said the banks ‘assume a risk
component to the small business community that may not, we think, be there (Transcript p. 414).
Clients of the NSW Department of Business and Consumer Affairs argued that ‘the scrutiny
applied and security demanded for a small business loan is disproportionate to the real risk
attached’ (Sub. 32, p. 3).

The grouping of borrowers in pricing for risk can be explained in terms of the cost of obtaining
sufficient information to differentiate among customers, especially where relatively small loans are
involved. This can nevertheless have perverse effects. In practice lenders have an incentive to find
cost effective ways of overcoming such information problems. As noted previously, standard
lending procedures do allow scope for some individual risk assessment. Moreover the effect of any
inequality in access to information is likely to be alleviated by the use of collateral.
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6.6 Collateral vscash flow

Many participants expressed the view that banks focus too heavily on collateral (or loan security)
rather than cash flow. Typical of these concerns were those expressed by Pacvest Securities
Limited:

Thereis an extraordinary lack of understanding of what can constitute reasonable security amongst the banks. For
the most part, they will not look beyond rea estate and have ignored assignment of receivables, cash flow
revenue streams, etc (Sub. 3, p. 2).

The Small Business Corporation of South Australia said that banks were prepared to lend to
borrowers with poor prospects provided they could offer sufficient collateral:

In many cases financia ingtitutions do not do business owners any favours in granting finance where there is
adequate business or personal security, but the existing business venture appears not to be viable or the owners
are not competent to manage (Sub. 2, p. 1).

These complaints should be considered in the light of the risk preferences of the banks and the
costs of information to assess those risks.

The banks claim that they analyse the cash flow of a borrower in order to assess the borrower’s
capacity to meet loan obligations. However, they also point out that this can be a difficult and
costly exercise. A vast range of factors can affect the cash flow of a business, such as competition,
technological change, management skills, employee relations, financial structure, economic
conditions and government policies. The complexity of the interaction of these factors causes the
information costs of evaluating cash flow projections to be high. This is particularly the case where
specialist business knowledge is required, or where rdiable data is not available (as is the case for
many small businesses). At a minimum, a bank will generally interview the principal(s) of the
borrowing firm and examine their financial statements.

The evaluation of cash flows is particularly difficult where a business is in start-up phase. For this
reason, the banks generally lend to businesses which have been operating for a minimum period of
time. The Commonwealth Bank indicated that it reviews the history of the applicant and, for new
customers, it seeks financial statements for the past three years (Transcript p. 348). The National
Australia Bank seeks financial statements for at least the last three financial periods (Sub. 19, p.
19).

Banks appear to have had limited experience and expertise in assessing cash flow risk in the past.
The major banks readily admit that one major result of the regulation of interest rates for loans
below $100 000 prior to April 1985 was that it was not necessary for loan officers to develop
extensive cash flow assessment skills for small businesses. Several participants expressed the view
that this was also reflected in lending to larger businesses.
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The ANZ submission to the Martin Inquiry said that:

... many bank managers found lending under a regulated system as a straightforward matter of rationing funds
between loan applicants who, from the bank’s point of view were virtualy risk-free.... the lender today needs
skills of a different order from 10 years ago and progress towards staffing the bank with those sKills has been
painful for some traditiona bankers (ANZ Banking Group, 1991, p. 17).

The assessment of cash flow projections has become more complicated following the transition to a
less regulated regime. Deregulation has increased competition for market share, and eliminated
widespread credit rationing. This has placed more emphasis on the need to evaluate cash flows. At
the same time, analysis of cash flow projections has been made more difficult by an increase in the
volatility of interest rates and exchange rates.

Banks seek to reduce the risks associated with relying on cash flows by discounting projections
provided by the potential borrower (thereby allowing greater margin for error), and by seeking
collateral.

Collateral serves three purposes for banks. Firgt, it reduces the risk of loss in the event of the
financial failure of the borrower. Second, it reduces the information costs related to assessing loan
risk. Third, it increases the commitment of the borrower to meet its obligations. The financial
failure of a borrower has costs to the banks such as the time and effort involved in additional
monitoring and exercising of security, even where the full amount owed is recovered. The
Commonwealth Bank of Australia said:

... it must be stressed that no amount of security is a subgtitute for lack of demonstrated capacity to repay or
inability to satisfy other |oan assessment criteria (Sub. 49, p. 10).

The complaint that banks tend to disregard the value of business assets (other than property) can be
understood in this context. The value of specialised business assets frequently depends upon that
business remaining a going concern. Similarly, cash and other liquid assets tend to have been
realised in a distress situation, and are generally not available to the bank in the event of financial
failure. In consequence, banks tend to place greater weight on the collateral value of assets such as
property and motor vehicles which can be insured against destruction, and which are difficult to
sell without bank permission. They are also relatively easy to value because they are traded in
established markets. In addition, banks accept security in the form of loan guarantees and credit
insurance.

Business borrowers benefit from the provision of collateral and other forms of security through
lower borrowing costs and greater availability of credit. This is because security reduces the
lender's risk, and the information costs associated with assessing the value of security are ratively
low. Conversdy, the provision of security does increase the borrower’s risks, since the security can
be forfeited in the event of default. It also poses problems for businesses which do not acquire
tangible assets because of the nature of their operations. For example, the main input in some
service industriesis labour and investment in real estate assets may be inappropriate.

94 AVAILABILITY OF
CAPITAL



The deregulation learning curve

The removal of lending controls has eliminated large scale credit rationing which discouraged
banks from funding small and risky businesses. Deregulation required the banks to acquire more
sophisticated credit assessment skills as they were able to lend for more risky propositions. The
banks' capacity to adapt was retarded by lack of lending staff with strong financial skills. Lending
officers were generally trained internally by the banks and tended not to have formal qualifications
in finance. It is clear from the record levels of bad debts currently being reported that the
development of these skills has been a painful learning process for both the banks and their
customers.

It is now clear that banks undertook excessively risky lending as they sought market share in the
more complex and competitive deregulated environment. One financial journalist has described this
as the ‘boom-bust cycle’ of the 1980s:

... For decades the banks had been criticised for their unwillingness to take risks - largely as a result of the
constraints under which they operated. By the end of the 1980s, they were under atack for having been too
cavalier in their lending.... The 1980s ended on a note of relative corporate sobriety and in the new decade the
caution continued (Carew, 1991, p. 81).

The problems of the Australian banks are not unique. Banks in the United States, Japan and United
Kingdom are all re-evaluating their strategies and overhauling procedures as a result of poor
performances. The problems of these banks are attributed to a variety of factors, including the
downturn in world economic growth, poor lending practices (particularly lending to less developed
countries), highly geared property and entrepreneurial companies involved in leveraged takeovers.
As in Australia, these banks are undergoing an ongoing process of adjustment to a less regulated
environment.

According to the banks, they are addressing the deficiencies in lending practices which have
emerged. Mr Will Bailey, speaking as Chairman of the Australian Bankers' Association said:

... inthe first heady years of deregulation, we clearly did not always meet our own standards as prudent lenders.
We have learnt our lessons. We have reviewed |ending procedures, credit assessment, problem loan management,
management organisation and personnel (Bailey, 1991, pp. 3-4).

The banks are developing more sophisticated credit assessment procedures and investing in more
staff training. For example, the National Australia Bank has implemented a computer based risk
assessment system for its businesses customers of its retail network. The bank says this system
contributes towards a greater degree of uniformity in assessment and pricing of loans, but notes that
these systems cannot be used in isolation and are no replacement for sound lending skills.
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It appears that the process of adjustment to deregulation in Australia is an ongoing one for both
lenders and borrowers. The Western Australian Department of State Development acknowledged
that since deregulation the banks had made some progress towards taking cash flow of a
prospective borrower into account, but said this was a long-term process requiring changes in bank
culture and staffing:

The banks need to acquire the expertise and the will to assess a commercia client’s potentid trading performance.
Bank lending officers will need to have an extensive understanding and knowledge of the workings of a business
and of business management generally. This expertise needs to be cultivated within the banks' staff structure
(Sub. 50, p. 90).

Many participants expressed concerns that during the current recession many participants have
retreated to over cautious lending criteria. The banks have certainly applied more stringent lending
criteria over the past two years. In some cases they have withdrawn or reduced credit facilities with
guestionable haste. This matter is discussed further in the following section.

6.7 Availability of long-term finance

Some participants expressed the view that there was a shortage of long-term finance available to
business. SBP State Council Inc. said:

There has been very little long-term debt finance available to Small Business apart from heavily secured bank
loans and limited mortgage finance (Sub. 12, p. 2).

Theterm of finance provided to business reflects both demand and supply conditions.

Supply of long-term debt

Banks have not traditionally been lenders for terms exceeding five years, with the notable
exception of residential mortgages. The risks associated with mortgage lending are significantly
lower than for most other forms of lending.

The lack of long-term lending by banks can be attributed partly to their risk-averse stance. The
credit risks associated with short-term facilities are relatively low because of the comparatively
limited scope for deterioration in the borrower’s financial position. With the greater uncertainties
associated with long-term loans, the costs of information required to assess credit-worthiness are
higher. Consequently, bank policies to limit the availability of long-term loans may be attributed
partly to the higher costs and uncertainties associated with long-term lending.

In addition, a bank may prefer to make short and medium term loans because this assists it in
managing the liquidity risks associated with ‘borrowing short’ and ‘lending long’. The liabilities of
banks (particularly their deposits) are generally short-term in nature. In fact, until 1984, the
Reserve Bank prohibited banks from borrowing for terms exceeding four years.
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A frequent phenomenon in the 1980s has been an ‘inverted yield curve with short-term interest
rates higher than long-term rates. The reationship between short-term and long-term interest rates
mainly reflects monetary policy settings. Long-term interest rates could be expected ‘normally’ to
exceed short-term rates, reflecting the greater uncertainties of events further into the future. An
inverted yield curve is associated with a tight monetary policy stance by the monetary authorities.
The extent of variation between short and long-term interest rates is shown in figure 6.3.

It is not clear whether the emphasis on short-term lending by banks has increased in recent years.
The Australian Bankers Association (ABA) said that several banks had indicated that there had
been no shortening in average loan terms over the 1980s for the small and medium business sector.
However, some banks had suggested that a shortening had occurred more recently. The ABA
pointed out that deregulation has enabled banks to cater for a much greater range of terms (Sub. 52,
p. 1).

Figure 6.3: Short and long-term interest rates
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Data source: Commonwealth Treasury.
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Demand for long-term debt

The term preferred by a borrower rdates primarily to borrowing costs, the need for flexibility and
the need to manage refinancing risk. Borrowers will take into account current interest rates levels
and their expectations of future interest rates when determining their preferred loan maturity.
Borrowers might prefer the simplicity and flexibility of short-term debt where they expect that
interest rates will fall. However, long-term facilities offer borrowers with a range of alternatives
which allow more sophisticated management of interest rate risk.

Many banks provide longer term facilities with fixed long-term interest rates, or with variable
interest rates set by reference to short-term rates. Banks are increasingly offering borrowers the
option of switching between fixed and variable rates. More sophisticated borrowers also have the
opportunity to manage interest rate risk through ‘synthetic securities’ such as fixed interest rate
swaps and forward rate agreements.

Other borrowing costs which will be taken into consideration are the interest margins and fees
sought by the bank (on top of the base interest rates) plus legal and government charges. Since a
long-term facility represents more risk to a lender, they would be expected to seek a greater reward
by way of interest margin and/or fees. In contrast, the legal and government charges on short-term
facilities such as overdrafts can be cheaper than those on other forms of debt. They are frequently
based on informal arrangements where the lender does not make an ongoing legal commitment to
provide aloan, and are less likely to incur costs relating to legal documentation and stamp duty on
formal loan securities.

Short-term debt provides more flexibility to both the borrower and the lender. However, where
short-term facilities are being used to fund longer term requirements, borrowers face a higher level
of refinancing risk.

Refinancing risk

Refinancing risk is the risk that replacement finance will not be available at acceptable terms upon
the maturity of an existing debt facility. Refinancing risk increases in an economic downturn or in a
credit squeeze when credit becomes less freely available. A number of participants cited the cases
of individual borrowers to show that rollover risk had increased in the current economic downturn.
To some extent, this may be seen as banks reacting to the increased risk of business failure in an
economic downturn. It may also reflect the fact that banks have raised credit standards following
evidence that the practices of the late 1980s, were inadequate. In many instances, borrowers have
become less credit-worthy because they became highly geared in the late 1980s, or because of a
declinein the value of the collateral that they can provide.

98 AVAILABILITY OF
CAPITAL



Nevertheless, a number of participants expressed concerns that banks were overreacting to their
bad debt problems by withdrawing support for credit-worthy customers. The Australian Industry
Development Corporation said:

We know of a number of public and private companies that have had so-called evergreen facilities cancelled or
reduced at short notice by bank that have reacted nervously to market views of potential pressures on specific
industry sectors, rather than hard information of problemsin individual companies. While this type of action may
ensure protection against even a remote loss, it places the companies in an impossible position, as in a difficult
market they have problemsin replacing these facilities (Sub. 46, p. 3).

Anecdotal evidence suggests that refinancing risk has also been increased at present due to the
operation of capital adequacy rules. Bad debts reduce the capital of a bank, and place pressure on
its capacity to meet capital adequacy requirements. One way of dealing with thisis to run down the
banks lending assets by refusing to refinance, or by offering unfavourable terms to borrowers.

The extent of competition between alternative sources of finance such as competitor banks and
other financial intermediaries is an important determinant of whether businesses can obtain finance.
However, it is important to note that the products offered by different banks to small and medium
sized businesses tend to be similar, reducing the incentive to change banks. In addition, there are
significant costs associated with refinancing with another lender. These issues are discussed in
chapter 7.

6.8 Impact of prudential regulation on bank lending

Banks are subject to capital adequacy rules imposed by the Reserve Bank. Several participants
considered that these rules influenced the allocation and level of bank lending in a way which
unfairly disadvantaged particular groups. By contrast, prudential controls that discourage banks
from providing equity funding, may have indirectly resulted in greater availability of debt finance
to business.

Capital adequacy

The capital adequacy rules primarily seek to ensure that the level of bank capital is sufficient to
protect depositors. Capital provides a buffer which is available to absorb any losses which are
incurred on the assets of a bank. Hence, the level of a bank’s capital vis-a-vis its assets is an
important determinant of its financial strength and stability. Under the capital adequacy rules, the
minimum level of a bank’s capital is set by reference to the leve of its assets and credit exposures
adjusted by five broad categories of risk-weightings. These rules were devised by the twelve
member countries of the Basle Committee on Banking Supervision, under the auspices of the Bank
for International Settlements. The capital adequacy rules are currently being implemented around
the world. Banks are scheduled to have capital in excess of eight per cent of risk-weighted assets by
December 1992.2 Australia is not a signatory to the Basle accord, but has chosen to implement the
rules along with a number of other non-signatory countries.

2 The United Kingdom and a number of European countries have fully implemented the capital adequacy
rulesin advance of the 1992 deadline. Progress is lower in the United States. Japanese banks generally have
weaker capital bases, and have received a three month extension for meeting the minimum capital
requirements. The Bade accord only relates to internationally operating banks, but most central banking
authorities have chosen to adopt the accord for al banks under their supervision.
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The capital adequacy rules contribute towards stability of banks in participating nations. This was
seen by regulators as being desirable given the growing interdependence of international banks.

While capital adequacy rules contribute towards international convergence of banking regulation,
they do not eliminate all variations between the regulation of banksin different countries. There are
technical variations in the implementation of the rules by various central banks. In addition, banks
in different countries operate under different taxation and accounting arrangements, and
institutional structures.

The Basle Committee is currently working on extending the guidelines to take account of other
risks faced by banks such as foreign exchange and interest rate risks. Nevertheless, these rules are
not intended to address all the risks to the capital of a bank. This was acknowledged by the Reserve
Bank when it introduced the capital adequacy rules:

There are, however, other risks that may need to be taken into account as a separate matter in the overdl
assessment of capital adequacy. The Bank will continue to have close regard to quality of assets, profitability,
liquidity, loan exposures and provisions, and the effectiveness of management systems for controlling risks
(Reserve Bank of Australia, 1988).

The Reserve Bank introduced the risk-based capital adequacy rules in 1988, and all Australian
banks have achieved the target level. However, the imposition of capital adequacy requirements on
banks is not a recent phenomenon. Prior to 1988, the Reserve Bank had monitored the capital
adequacy of Australian banks since the early 1980s and had introduced a minimum capital
requirement using a simple on-balance sheet model in 1986.

The Commission sought the views of inquiry participants on the impact of the capital adequacy
rules on the availability of finance to Australian business. The rules appear to have broad
acceptance in Australia. No participants suggested that the rules be abandoned. However, some
specific changes to the rules were suggested.

A number of participants were critical of the arbitrary nature of the credit risk-weightings adopted
in the capital adequacy rules (table 6.1). The risk-weightings are based on the category of borrower,
and do not take into account loan security or term. They also treat all types of business loans as
being equally risky and requiring the same amount of capital.
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Table 6.1: Capital adequacy risk-weighting of selected types of loans and assets

Capital required
Risk-weighting to back a $100
Loan/Asset Class (Per cent) loan/asset (%)
Reserve Bank 0 0.00
Commonwealth Government (grester than one year) 10 0.80
Inter-Bank Deposits 20 1.60
Local Government 20 1.60
Housing Loans (fully secured) 50 4.00
Business Loans 100 8.00
Fixed Assets 100 8.00

Data source: Reserve Bank of Australia, 1988

Some participants questioned the lower risk-weighting of housing finance compared with business
loans. This favouring of housing is unique to Australia. However, it was introduced by the Reserve
Bank on the basis of evidence that loan losses on residential housing mortgages are significantly
lower than those on other personal and business loans. The National Australia Bank supported the
risk-weightings saying:

It would seem fully appropriate when egtablishing capital requirements to take into account systematic
differences in risk between assets. ... The average bad debt experience on residential property is less than one-
quarter the average for commercial loans. This would give support to a lower weighting given to housing (Sub.
77,p.3).

The Commonwesalth Bank acknowledged that banks had targetted the housing market in the period
leading up to and shortly after the introduction of the capital adequacy rules. It said that during this
phase-in period, the capital adequacy risk-weightings had been a factor in the creation of two new
housing products. However, since then growth in housing lending relative to business lending had
reflected factors other than the capital adequacy rules. These included strong underlying demand
for housing finance, the ‘flight to quality’ of deposits from NBFIs which would otherwise have
provided housing finance, and the poor outlook for many businesses relative to housing loan
applicants in depressed economic conditions (Sub. 92, p. 2).

Under the capital adequacy rules, a small business loan which is secured by a home is not regarded
as adifferent version of a residential mortgage. Such loans would generally fall into a higher risk
category than residential mortgages, and are weighted at 100 per cent. Regardiess of the form of
security held by the bank, business loans rely upon the success of the business for loan servicing. In
many instances the principal balance of a business loan is not amortised over the course of the loan
(i.e. interest-only loans, overdrafts and revolving credit facilities). This involves a greater risk than
aresidential mortgage where borrowers frequently have secure sources of salary income and loan
balances reduce over time.

ALLOCATION OF 101
DEBT FINANCE



The NSW Farmers Association considered that its constituents were disadvantaged by the capital
adequacy rules which classify farm loans as business loans. It argued that farming is a low risk
business activity over the long-term and should receive a lower risk-weighting. The NSW Farmers
Association said that the farming sector had low gearing, diversification of income streams from
different activities, and leadership in technological development capable of adapting to new
markets and new competition. However, this assessment was not supported by the banks which
participated in the inquiry. They acknowledged that farmers, like home owners, would go to
extraordinary lengths to avoid losing ownership of their properties. However, they pointed out that
farm incomes were volatile and dependent upon variable agricultural prices and weather
conditions. The Commonwealth Development Bank said:

Farming is not alow risk business these days, not in aderegulated environment (DR Transcript, p. 329).

The Australian Bankers Association noted that there was no evidence to suggest that the capital
adequacy rules had resulted in a displacement of funds from the farming sector to other borrowers.
It supported the current risk-weightings saying that the rate of bad debts on housing was far lower
than that of farm loans. As an indicator the ABA advised:

The information obtained [from ABA member banks] indicates that lending to the rura sector classified as non-
accrual is currently around three times higher than that for the housing sector Sub. 74, p. 2).

In the absence of the rules, banks would be expected to maintain adequate capital levels based on
the risk of loss on their loans and investments. Banks are risk-averse institutions and would be
expected to set limits on the level of gearing which they consider prudent. The providers of funds
to the banks also influence the amount of capital that a bank holds. Bank depositors and other
lenders will penalise a bank which is considered to have insufficient capital by demanding a higher
risk premium for their funds or withdrawing them altogether.

The capital adequacy rules will directly affect the amount, availability and allocation of bank
finance only where the requirements under the rules are more stringent than those imposed by the
market. Thisis not currently the case according to the National Australia Bank:

... currently capital markets are demanding that banks hold capitd significantly in excess of that set by the BIS
guidelines and | think the margin that capital markets expect banks to hold in excess of those (minimum)
requirements .... has increased over recent years as the volatility facing banks has increased (DR Transcript, p.
277).
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This is borne out by table 6.2 which shows that all Australian banks have risk-adjusted capital
ratios well above the eight per cent required under the capital adequacy rules. Banks therefore have
considerable scope to change the allocation of their new lending while still complying with the
rules. This suggests that, at present, banks have regard to market perceptions rather than the capital

adequacy rules when making lending decisions.

Table 6.2: Capital adequacy of Australian banks®

Bank

Risk adjusted capital ratio (Per cent)

ANZ Banking Group

Commonwealth Banking Group
Nationd Australia Bank

Westpac Banking Corporation

State Bank of New South Wales

State Bank of South Australia
Advance Bank Australia Limited
Bank of Melbourne Limited

Bank of Queendand Limited
Challenge Bank Limited

Macquarie Bank Limited

Metway Bank Limited

Rurd & Industries Bank of Western Australia
Bank of America Australia Limited
Bank of Singapore (Australia) Limited
Bank of Tokyo Australia Limited
Bankers Trust Australia Limited
Barclays Bank Australia Limited
Chase AMP Bank Limited

Citibank Limited

Deutsche Bank Australia Limited
Hongkong Bank of Australia Limited
IBJ Australia Bank Limited

Lloyds Bank NZA Limited

Mitsubishi Bank of Australia Limited
NatWest AustraliaBank Limited
Standard Chartered Bank Australia Limited

9.9
8.7
114
10.5
10.8
9.7
9.1
11.2
13.6
10.2
14.1
9.3
9.0
15.0
11.0
10.8
17.7
9.3
9.2
12.3
8.4
10.4
10.9
9.2
8.9
8.4
11.0

Notes: a As at reporting dates. The first 12 ratiosrelate to 1991; the rest are based on data for 1990.

Data source: KPMG Peat Marwick, 1991; bank reports.

In the situation where the amount of capital backing allocated under the capital adequacy rules
exceeds that sought by the market, the arbitrary nature of the risk-weightings has the potential to
distort the pricing and allocation of loans. The question is essentially to what extent the rules
change existing bank lending practices. This distortion will occur only to the extent that the risk-
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weighting for a particular class of loans does not reflect the actual average credit risk of those
loans. That is, risk-weightings do not have to be accurate for individual loans, but for groups of
loans. Bank lending practices will not be affected by the rules provided that the risk-weightings
reflect the risk on average of the different classes of loans. In consequence, it may well be
appropriate to alter the risk-weightings over time in order to reflect changes in risk profiles of
different types of loans.

The NSW Farmers Association proposed that market determined risk-weights be adopted for the
capital adequacy rules. However, given that overall capital levels are already market determined, it
appears that in effect this is what occurs.

Any proposal for the Reserve Bank to disaggregate the existing categories of risk-weightings
would pose some practical difficulties. It would be a resource intensive task to devise detailed risk-
weightings in order to accurately reflect the many specific credit risks assumed by a particular
bank. Thereis nothing to suggest that parties external to the banks are well placed to undertake this
task. At the extreme, it would duplicate the credit assessment and management processes of the
banks themselves.

Some participants stated their belief that the higher risk-weighting applying to business loans under
the capital adequacy rules had contributed to an increase in the borrowing costs of this group. The
risk-weightings are not intended to replace the banks' judgement of risk in the pricing of credit by
bankers. In an address to the 1991 Banking Industry Conference, Mr G. Thompson, Assistant
Governor of the Reserve Bank said:

Another instance of relying too much on the capital framework is the mistaken belief that the risk weights are a
precise guide to pricing of particular loans. They were never intended for any such purpose and a banker using a
set of broad-brush weights - devised in alengthy process of give and take by regulators from many countries - to
priceindividua credits would be derelict in his or her duty (Reserve Bank of Austraia, 1988).

In pricing loans, banks take into account their cost of funds including the cost of the capital which
they hold against the loan. However, the amount of capital required to back a loan appears to be
market determined rather than based on the risk-weightings. Banks would normally be expected to
set different prices for commercial loans of different risk. The Commonwealth Bank of Australia
noted that its pricing of loans was not directly related to the capital adequacy rules:

The interest rate charged by a bank is an amalgam of a number of factors, the most important of which are: the
cost of funds ....; competition and strategic factors.....; and the assessment of credit risk (Sub. 92, p. 3).

The Commission was told that in pricing loans some banks calculated the return on the minimum
capital backing required under the capital adequacy rules (DR Transcript p. 245). In doing so, these
banks are making a business decision by assuming that the capital adequacy rules are a satisfactory
proxy for measuring actual credit risk. Such practice is independent of the requirements of the
rules. Further, it is unlikely that these calculations will be used to price loans in isolation without
consideration of other factors such as competitor’s pricing and the bank’s business strategy.
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In conclusion, the Commission considers that it is unlikely that the capital adequacy rules are
distorting the overall cost or availability of bank finance to Australian business at present.
The banks are subject to market requirements that they hold capital well above the levels
determined by the rules. The higher risk-weighting accorded to business loans, although simplistic,
does reflect the generally higher risk profile of business finance. The current capital adequacy
system sets a rdatively arbitrary minimum level for capital, and leaves the detailed assessment of
credit risks to the banks. The advantage of this system is that it is transparent, simple, and difficult
to manipulate.

Banks and equity

In Australia, the Reserve Bank specifically discourages banks from directly providing equity
funding or undertaking equity investments outside the field of financial intermediation (box 6.2).

Prudential concerns relating to equity investment by banks arise because of the higher risk nature
of equity. Therisk of financial loss on an equity investment is higher than on a loan, since equity
investors' claims on the assets and income of a business rank behind its debt commitments. Where
banks take equity (or quasi equity) positions in large businesses, bank supervisors may also be
concerned about "contagion” risks3; conflicts of interest between the banks' dual roles as a lender
and an equity investor; and the concentration of financial power. However, prudential concerns
would be less significant where a bank undertakes a number of small equity investments in a wide
range of industries.

The prudential rules regarding bank investment in equity differ in other countries. However, they
are not directly comparable because of differing historical backgrounds and institutional structures.
For example, it is common for banks in Germany and Japan to have investments in large industrial
companies as a result of arrangements arising out of the post-war reconstruction of those countries
(see chapter 3).

Australian banks are not significant direct sources of equity funding to business. The
Commonwealth Development Bank (CDB) is the only bank which is a direct provider of equity,
and its equity portfolio amounts to less than $5 million.

3 Contagion risk arises where a bank chooses to support an associated business which is in financial
difficulties. This support can impair market confidence in the bank and have adverse implications for the
capital and solvency of the bank itsdlf.
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Box 6.2: Reserve Bank guidelines on eguity investment by banks

The Reserve Bank considers that a bank’s soundness and public perceptions of its soundness, should not depend to any
significant extent on the fortunes of associated non-financial enterprises. Therisks to a bank from being a shareholder are
greater than those involved in lending, since any losses firgt fal on shareholders' funds. The Reserve Bank seeks to
satisfy itself that the equity investments undertaken by a bank are not a danger to the good health of the parent bank. This
appliesto both the bank’s subsidiaries and the companies with which it has an equity association.

To thisend, each bank generally must ensure that:

* itsequity investments are generally confined to institutions in the field of financid intermediation;

* itdoesnot hold an interest in excess of 12« per cent of an institution or business without Reserve Bank approval;

* itdoesnot give guarantees regarding the repayment of liabilities of its subsidiaries and associ ates,

* itssubsidiaries and associates are prudently managed and adequately capitalised to handle the range and size of
operations intended.

» thesze of its subsidiaries does not become unduly large relative to the bank itself;

This does not preclude banks from making investments as part of financing facilities which are quasi-equity in nature.
For example, investment in preference shares or acting as an equity participant in a leverage lease. Such arrangements
would be expected to be for a fixed term, provide a pre-arranged return to the bank with no bank involvement in the
management decisions of the ultimate borrower.

Some banks are also permitted to take short-term trading positionsin listed company shares.
In addition, the Reserve Bank will permit a bank to undertake a relatively short-term equity investment where this is
judged an appropriate component of a "work-out" of a particular loan. Equity held as a result of a debt for equity swap

generally should not be held for five years and progress should continue to be made towards the disposa of the equity
investment during this period.

Data source: Reserve Bank of Australia.

To the extent that direct equity investment by banks does occur, it is treated relatively favourably
under current Australian bank capital adequacy rules. Equity investments in businesses receive the
same 100 per cent weighting as loans to businesses. Consequently, a bank is required to hold $8
capital for every $100 of debt or equity provided to an Australian business. (However, the Reserve
Bank retains the option of requiring a higher level of capital where it has particular concerns
regarding the debt or equity exposures of a bank).

Equity investment is treated less favourably under capital adequacy rules in many OECD countries.
For example, equity investments held by New Zealand banks must be fully funded by capital (that
is, $100 capital must be held against every $100 of equity funding provided to a business).
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The prudential rules do not distinguish between different types of equity investment. Thus, a
shareholding in a major listed company would be treated the same way as an equity investment in a
small business customer.

A number of parties have recently proposed that the current Reserve Bank guidelines be relaxed to
enabl e banks to place a limited proportion of their assets in equity investments. This would provide
banks with some scope to provide equity funds in the ordinary course of their business. The Martin
Committee (1991) found that Reserve Bank guidelines may have unduly discouraged Australian
banks from taking equity positions. It recommended that banks be permitted to take equity
positions subject to limits on individual and aggregate equity exposures.

A similar proposal had been made to the Commission by the National Australia Bank (Sub. 77, p.
4-5). It said that the proposed raxation of the rules could make ‘non-trivial’ amounts of equity
available to business without raising significant concerns regarding the stability of the banking
system. A limit on equity investments of, say, 5 per cent of total shareholders funds would
potentially allow the National Australia Bank to make equity investments totalling $200 million.

Banks frequently have access to detailed information regarding the financial position and prospects
of their customers. Consequently, they may be well placed to assess the risks and returns on an
equity investment in a business customer. To the extent that banks are constrained by the current
restrictions on equity investment, the relaxation of these rules may allow them to provide more
capital to Australian business.

However, there are a number of reasons why banks are unlikely to become significant providers of
equity, at least in the short-term. Banks are specialised providers of low risk capital. They would
need to develop new skills and a different culture in order to provide equity funding. The
Australian Bankers Association noted:

Australian banks have not sought to develop the necessary skills to become involved in the provision of equity
finance given the close monitoring of companies which would be required, in some instances involving the banks
concerned becoming part of the management of the company (Sub. 52, p. 2).

In addition, the high gearing of banks limits their capacity to take equity risks. Banks are mainly
funded by liabilities (deposits and other borrowings) on which they are committed to make fixed
payments of interest. The greater uncertainty regarding the timing and amount of returns on equity
investments may be incompatible with the bank’s obligation to pay interest on its deposits and other
liabilities. Where a bank becomes over-exposed to equity, this will be detrimental to its capacity to
raise deposits and other funds at competitive rates. At the extreme, this would threaten the ongoing
viability of the bank.
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In an address to the Australian Academy of Technological Sciences and Engineering 1991
Symposium, Mr Frank Conroy, Managing Director of Westpac, commenting on the role of banks
in the provision of capital for high-tech industries said:

Our specialisation is to run the business of channelling funds from lenders to borrowers. The capita structure of
banks is generally not geared to taking equity positions in client companies. Such activities would necessarily
increase the cost of funds because of the higher risk it entails (Conroy, 1991, p. 13).

In Australia, the Reserve Bank has a legislative obligation to protect the interests of depositors. It
has been argued that it is too risky for bank depositors (who receive a fixed return on their deposits)
to be exposed to the risks associated with equity investment.

To sum up, the current prudential requirements applying to banks restrict their capacity to provide
equity directly to Australian business. However, it does not seem likely that a relaxation of these
prudential rules would result in a significant increase in the equity funding provided by the banks.
The banks' capital structures would tend to restrict their capacities to take up equity capital, and the
existing skills and experience of their staff would be of limited relevance. Nevertheless, the banks'
access to information on their customers' businesses could place them in a favourable position to
assess prospective equity investments. Some flexibility in this regard might also enable the banks
to cater better for the requirements of clients with (perhaps temporary) gearing problems. There is
some appeal, therefore, in the suggestion that banks be given some additional freedom to invest a
small proportion of their total assetsin equity.

The Commission sees some merit in banks being permitted to provide limited amounts of
equity. It recommends that the Treasurer ask the Reserve Bank to consider whether the
current prudential requirements could be eased to allow banks additional freedom to provide
equity finance.
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7 SMALL BUSINESSACCESSTO DEBT
FINANCE

The banks are the major source of debt finance for small businesses. Other major sources are
finance companies and trade credit.

Small businesses pay more for debt finance than large business - the opposite of what happened in
the early 1980s when there was an interest rate ceiling on bank loans of less than $100 000.
However, interest rate controls on small loans caused banks to ration these loans to a limited
number of low-risk customers whose loans were relatively cheap to administer. While they
provided benefits to those that could meet the banks' lending criteria, they discriminated against
those that required higher risk finance.

It is clear that small businesses have had problems in understanding the plethora of non-interest
charges that are levied on borrowers. These charges have also restricted the mobility of borrowers
between lenders. The disclosure standards and ‘effective rate’ information that currently are being
implemented should help in alleviating some of these difficulties.

Higher interest rates charged to small businesses for debt finance can be at least partly explained
by relatively greater costs of providing loans to this group than to larger businesses. Insufficient
information is available to assess directly these cost differentials. The degree of competition is
important in this respect and is discussed in the next chapter.

7.1 Current concerns

The Commission received very few complaints about lending to large business, suggesting that
they are generally able to obtain debt finance at a cost that they consider at least reasonable. Large
businesses have a range of alternative sources of debt finance available to them. Indeed, some large
businesses have better credit ratings and can borrow on world markets on more favourable terms
than the major banks.

Thefocus of complaints was on lending to small businesses. Many participants said that the cost of
debt finance was significantly higher for small businesses than for large businesses, and that the
margin could not be justified. In addition, many were critical of the plethora of non-interest ‘add-
on’ costs which made it difficult for small businesses to assess the overall costs of their borrowings
and make comparisons between financial products of different lenders. ‘ Add-on’ costs also made it
expensiveto cancel aloan with one lender and to take a new one with a preferred lender.

On the other hand, the Commission has been told about the higher costs of providing debt finance
to small businesses, associated particularly with obtaining reliable information from them and the
greater risks in lending to small businesses.
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Role of small business

ASBA went beyond identifying alleged impediments to small business finance that should be
removed, to argue that small firms should receive special treatment in their access to finance -- for
example, in the form of subsidised interest rates or easier lending criteria than apply to other
applicants for finance.

Small business is the major employer, the major wealth generator in our economy. It is the nursery bed of
business development .... [we] would argue for positive discrimination to ensure that small business has a fair go
in the finance market (Sub. 73, p. 2).

It is commonly argued that small firms should be assisted because of the sector’'s substantial
contribution to the output, employment, innovation and level of competition in the economy. Lowe
(1990) noted that:

At times small firms and entrepreneurship have been judged to be synonymous; at other times small firms have
been seen as employment generators of the future, the 'effective trust busters' in the market place or the sector
best able to complete specific tasks - innovation, service, understanding customer needs etc.

It is true that small firms in total make a significant contribution to the Australian economy. It is
estimated that small firms account for 45 per cent of the total non-farm workforce, 30 per cent of
GDP and about 25 per cent of R&D expenditure (see appendix F for further details). However, if
the intention is to improve the performance of the economy as a whole rather than assisting small
firms as an end in itsdlf, then the Commission does not consider policies that discriminate between
particular categories of firmswould be helpful.

In most cases there are also less discriminatory means of achieving government objectives with
regard to employment, innovation and competition. For example, improvements to the patent and
copyright system could provide an improved environment for innovation for firms of all sizes;
initiatives to remove restrictive trade practices and reduce import barriers can increase competition
directly, while labour market reforms can be used to address employment issues .

Tojustify pursuing such objectives through special assistance to small business it would need to be
shown that an additional job in small business, or an innovation by small business, provides extra
economic benefits to an additional job or innovation provided by other sized businesses. The
Campbdl Committee argued that such government initiatives could not be justified in terms of
improving economic efficiency - though it noted that government may consider it desirable to
provide assistance to small business on social or other grounds. The Commission sees no reason to
differ from this conclusion.

What is left to consider therefore is whether the capital market discriminates against small
business. This question is addressed in this chapter and also in chapter 10 which examines the
availability of equity finance to smaller enterprises.
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7.2 Sources of debt finance for small business

The banks are by far the most important institutional source of debt finance for small business (see
appendix F). The majority of small businesses utilise bank finance, usually in the form of
overdrafts. However, a variety of other sources of debt finance are also used by small businesses -
the main ones being finance companies and trade credit.

A lack of financial expertise among many small business operators means that traditional financeis
often sought - that is, overdrafts, fully drawn loans, supplier credit and finance leases - regardiess
of whether they are the most appropriate forms of finance available. The Western Australian Small
Business Devel opment Corporation commented that:

... many small business operators choose, because of time pressure or poor management skills, not to fully
examinetheir options (Sub. 14, p. 7).

The Queensland Small Business Corporation commented that often there was an excessive use of
short-term debt, which caused problems in times of tight credit or when business activity slowed.

The growing importance of banks

In its submission to this inquiry, the Bureau of Industry Economics reported that banks were a
moreimportant source of finance for small business in 1991 than they had been in 1978 (table 7.1).
From the results of two surveys of small business financing, it was found that in 1978 only 55 per
cent of small firms received finance from banks, but by 1991 this figure had risen to in excess of 80
per centl.

Some of the increase in the use of bank finance over this period may have been due to the greater
range of financial products now offered by banks. For example, banks have become more directly
involved in leasing. More importantly, regulatory changes in the 1980s - particularly the removal of
the interest rate ceiling on loans of less than $100 000 - provided banks with a much greater
incentive to lend to small businesses.

While banks are clearly an important source of finance for small businesses, small businesses are
also a mgjor part of bank lending. The importance of small and medium sized business in the
pattern of bank lending was stressed in submissions to this inquiry by two major banks.

1 This figure cannot be identified directly from table 7.1 as it is based on the number that received any form
of bank finance.
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Table 7.1: Sour ces of finance used by small business ®

Source of finance Manuf. Non- rnanuf'b Source of finance Manuf.
1978 % % 1991 %
Trading banks 54.6 53.8 Bank overdraft 735
Finance (including hire-purchase) Bank term |oan 285
company 26.9 33.0 Bank bills, commercial bills etc. 19.5
Existing sharehol ders/partners 35.0 31.0 Bank Leasing finance 221
New shareholders/partners 3.2 4.0 Finance Co. - leasing 21.6
Commonwealth Devel opment Bank 9.6 25 Finance Co. - term loans 3.0
Personal |oan (from a person not Merchant Bank 0.5
associ ated with the firm) 6.5 105 Commonwealth Devel opment

Trade customers or trade suppliers ¢ 5.0 5.0 Bank 29
Solicitor or accountant 32 4.3 Other Government agency 0.5
Assurance society or superannuation 51 4.8 Other loans 0.5
Fund

Savings bank or building society 2.8 31

Stockbroker or merchant bank 25 1.0

Government agency or department 3.6 0.5

Other 4.3 3.7

Notes: (@) The percentages do not add to 100 as many small firms have access to more than one source of finance.

(b) Includes construction, wholesale and retail trade, road transport, real estate and travel agents, restaurants,
hotelsand clubs, technical, business and personal services. The survey did not cover firms known to be engaged
in primary industry, property ownership, the provision of finance and the professions.

() Thisdoes not include trade creditors, which are used by virtually all firms, but only special loans
given by trade customers or suppliers.

Datasources. BIE 1981; BIE, Sub. 57, p. 10, table 3.3.

The National Australia Bank provided data showing the growth in lending to retail and corporate
business. Retail lending is considered to be a good proxy for lending to small and medium sized
businesses and corporate lending for lending to large businesses. On this basis, these figures
(reproduced in table 7.2) suggest that lending to small and medium sized businesses grew rapidly
during the second half of the 1980s and more rapidly than corporate lending. The National
Australia Bank's retail lending was 92 per cent of all their business lending over this period.

The Commonwealth Bank of Australia conducted a survey of their lending over the last half of
1980 for this inquiry. In this period, over half of new lending was directed to small and medium
sized businesses. Finance facilities provided to small and medium sized businesses were about two-
thirds of those provided to the commercial sector as a whole (Sub. 49, p. 7). The Commonwealth
Bank also noted that 95 per cent of the client base of the Commonwealth Bank Finance
Corporation was small and medium sized businesses.
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Table 7.2: Lending to business by NAB (years ended September, per cent)

Growth Proportion a
4 Year
1987 1988 1989 1990 Average
NAB Retail Business
Lendi ng'b 114 7.1 35.9 211 18.9 92
NAB Corporate Lending b 0.0 6.2 16.4 9.3 8.0 8
Total Financid System
Business Credit © 258 28.2 16.6 10.2 20.2 100

Notes (@) Average proportion of total NAB business|ending over four year period.

(b) Corporate lending includes all loans managed by Group Relationship Managers within the state head office. In
general, these accounts include large corporate customers with complex financing requirements. Thisisdistinct
fromretail customers which are handled at the branch and regional level. Retail businesslending isall other
non-corporate business lending.

() Reserve Bank Bulletin Table D4. In January 1989, alarge break in the series due to areclassification of loans by
some lenders has caused therate of growth in 1989 to be somewhat understated.

Datasource:  National Ausdtralia Bank, Sub. 19, p. 26, Table 1.

The financing patterns of small businesses are also influenced by the type of activity undertaken.
Surveys conducted by the BIE suggest that small businesses in areas of hewer technology rely less
on debt for their financing than those firms in areas where technology is more developed (see
Appendix F). The reliance on equity tends to decline (and the use of bank debt rises) as the age of
the firm increases.

The distinction between types of small business is important. Small businesses range from corner
shops with little growth prospects to those that could one day grow to dominate their markets.
Businesses in traditional areas that have readily realisable assets and good track records are
attractive to lenders. Others that are starting up and attempting to build up new markets or
implement new ideas will not satisfy easily the criteria of lenders and may have to rely more
heavily on personal borrowings and equity finance (discussed further in chapter 10).

7.3 Interest rateson smaller loans

Prior to April 1985, the interest rates charged on overdrafts of less than $100 000 were regulated
and generally less than those charged on overdrafts of more than $100 000. The quantity of funds
made available on these terms was rationed and the number of small businesses able to obtain
finance under these conditions was correspondingly limited. Those who were not successful were
obliged to seek funds from higher cost lenders outside the banking sector and thus were at a
relative disadvantage.
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Figure 7.1: Interest rates charged on bank

overdrafts
Interest rates on small loans have been

consistently higher than those on large loans
since the interest rate ceiling was lifted (figure
7.1). The Australian Bankers Association
suggested that interest rates on loans to small
and medium sized business customers were a
couple of percentage points above the prime
rate. The NAB stated that its average margin
on small loans was 1.2 per cent above its key
lending reference rate, while its average
margin on large loans was only 0.6 per cent
abovethisrate,

He 1 e ibes  E KT IR R (MG I

Further evidence about the existence of such

Data source: Reserve Bank of AugtraliaBulletin, Table F3. margins was obtained in a survey of small and

large firms in the metal trades industry by

Holmes and Kent (1990). They found an average difference in interest rates charged to small and
large businesses of 1.5 per cent.

Higher costs of lending to small businesses
Allowance for risk

A frequent comment in relation to lending margins applied to small businesses was the greater risk
involved. The Commonwealth Bank noted:

As agenerd rule, lending to the small business sector involves higher risk to the lending ingtitution than lending
to the personal or corporate sectors. A mgjor factor underlying this is the high gearing ratio of most smdl
businesses. Small businesses also generally have are atively minor share of the market in their particular product
range, and through rapid technological change and/or entry of new competition, market share can quickly be lost.
Reflecting their generdly low capitdisation, small businesses have little buffer to absorb losses arising from
swingsin economic activity (Sub. 49, p. 5).

One indication of the riskiness of small firms is their high failure rate. This is especially true of
firms in the start-up phase which, by their nature, are predominantly small. The high failure rate of
small firmsin the early years after formation is shown in the survey results presented in table 7.3.

Unlike larger businesses, small businesses are often engaged in a single activity. A temporary
decline in the income stream associated with one activity cannot be offset by an increase in
another. Thislack of diversification adds to their risk.
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Table 7.3: Average business failurerate

Year after Cumulative
formation failurerate

317
46.4
57.2
60.1
65.7

AabhwNPEF

Data source: Williams (1986).

Other features of small firms also contribute to their probability of failure. The realisable value of
business assets offered as collateral by some small firms may depend on the prospects of the firm.
These prospects can be quite uncertain. Success often depends on the abilities of one or two
individuals. But people can get sick, lose mativation or find more attractive employment. As one
participant noted, there is always a danger with small firms that the (human) capital in which a firm
has invested might one day ‘ go down in the lift’.

COSBOA disagreed with the premise that small loans should attract a higher interest margin on the
basis that they were higher risk. It argued that most small loans are secured against business or
personal assets and:

... asecured asset isnorisk at al and therefore no justification for a higher margin (DR Transcript, p. 347).

As previously noted (section 6.6) the banks have indicated that they are not prepared to lend purely
on the basis of security with no regard for business prospects. Realising the value of security to
meet loan repayments can involve substantial additional administrative costs to lenders and also
loss of goodwill. One participant, Msy C. Currie, described additional dangers of adopting this
practice when lending to highly geared companies, noting that such companies:

... were allowed to set up and borrow on the grounds that banks held guarantees or personal mortgages over ...
houses (and that) banks have had so much trouble enforcing these guarantees... (DR Transcript, p. 243).

The perceived higher risks of mortgage-based business loans than of residential lending is also
reflected in the capital adequacy rules, as discussed in the previous chapter.

Assessment and administration costs

Lenders often claim that it is more difficult to obtain relevant information to assess a loan
application from a small business than from a large business. Assessment costs vary according to
such factors as information about similar projects, how well markets are established and known, the
quality of financial information about the enterprise, its track record and how well the ability of
management is known to the prospective lender.
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In this regard, the Commonwealth Bank said:

From a lenders’ perspective, loan assessment and ongoing account administration in relation to small business
clients often requires rel atively more staff resources than for corporate clients, given the marked difference in the
size of the facilities granted (Sub. 49, p. 5).

Westpac, in its submission to the Martin Inquiry, said that administrative costs cover specific
ongoing costs related to the loan, plus a contribution to infrastructure costs and that these costs do
not usually increase in proportion to the size of theloan (p. 34).

High administrative costs associated with small businesses may arise at all stages of loan
establishment and monitoring. Initially, poor presentation can result in reection of the loan
application or higher costs to the lender. Financial statements are often dated and in an unaudited or
draft form only. Insufficient and unreliable data about the operation of a small business increases
the cost of loan finance as it makes it difficult for the lender to assess the capacity of the business to
service a loan. The NAB cited inadequate business plans and inadequate or inaccurate financial
information as common reasons for failing to approve a loan to a small or medium-sized business.
The Commonwealth Bank said that one of the major problem areas from its experience was that,
because of insufficient financial records, many small businesses fail to understand ‘ even their day-
to-day cash position’ (Transcript, p. 351).

Large businesses generally have scope to specialise and employ full-time financial managers,
whereas this activity is often undertaken on a part-time basis within small firms. Given the greater
range of in-house expertise of large businesses and the necessity to keep track of substantial inward
and outward cash flows, poor records would be expected to be a less prevalent feature of larger
businesses.

Monitoring costs

The less comprehensive financial information typically maintained by small businesses may
require lenders to put additional efforts into monitoring the continuing capacity of small firms to
service a loan compared with loans to large businesses. Furthermore, additional efforts may be
required to ensure that the value of collateral offered by small businesses remains adequate.

The effort required by lenders to monitor collateral depends on the nature of the assets, their value
compared with the value of the loan, and their ‘saleability’. Small businesses tend to be
concentrated in industries (such as service sector industries) which have a greater requirement for
working capital than for the types of fixed assets that are more acceptable to lenders as collateral.
As a result, small businesses have particular difficulty in providing the level and quality of
collateral that lenders require.
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Summing up

There appears to be general agreement that there are higher costs involved in establishing and
managing loans to small business. At issue is the extent to which these costs explain the difference
in interest rates charged on loans to small businesses compared with loans to large businesses.
COSBOA was highly critical that banks had not provided adequate data to justify the higher cost of
finance faced by small firms. They stated:

If they cannot substantiate and justify those increased costs in a very quantitative fashion, then the question must
be asked as to how they justify it a al (DR Transcript, p. 348).

The Commission is in a similar position to that explained by COSBOA in that it has insufficient
data upon which to assess directly whether the increased interest margins and charges levied on
small loans can be fully justified by the additional costs involved in providing such finance. The
Commission accepts that commercial considerations may prevent individual banks from revealing
certain details about their profit margins in specific areas of their business activities. However, it
does appear that banks would improve their public image by providing additional quantitative
evidence for the banking sector as awholeto justify the higher charges levied on small business.

(Anindirect gauge of banks' ability to overprice their loans is the degree of competition they face --
discussed in chapter 8.)

7.4 Administrative practicesfor small loans

In addition to concerns about whether the prices charged by lenders constitute an unwarranted
discrimination against small businesses, small business groups were also critical of the fees and
charges levied by lenders. These are of course not confined to small business lending. The general
criticisms about lending practices that were examined in the previous chapter, such as claims about
banks cancelling or reducing evergreen overdraft facilities at short notice, were of particular
concern to small businesses.

Fees and charges

Retailer Financial Services commented on an increased propensity by lenders to charge a variety of
non-interest or ‘add-on’ costs:

In the padt, lenders were content to lend their money, and be paid back over the required terms at the agreed
interest rate. These days, the interest rate forms only part of the income stream to the lenders, as a range of fees
are added. These costs include: 1oan application fees, loan establishment fees, account keeping fees, service or
line fees and loan facility fees to name but afew (Sub. 42, pp. 6-7).
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Several participants drew attention to the perceived anti-competitive nature of certain bank
administrative charges. Loan establishment charges, annual administrative charges and exit
penalties for early termination of a loan were raised as impediments limiting the ability of
borrowers to switch between lenders. COSBOA, for example, said that:

... the practice of applying a 1-3 months exit penalty for the early termination of loans is an obvious disincentive
to the free movement between lenders. It also serves to complicate the client’s appreciation of price (Sub. 29, p.
6).

This view was also supported by Retailer Financial Services:

The most blatant finance cost facing business in Australia today, is the payment of pay-out pendties ie the fees
payable to terminate aloan prior to the expiry date of the approved facility. ... thistype of practice is exploitative.
We are aware of lenders who charge up to 4 months interest ...(Sub. 42, pp. 6-7).

Exit costs would be expected to vary between different types of loans as different services, set-up
costs and contracts are involved. In some cases, pay-out penalties would be expected to be high.
Borrowers who enter a fixed interest loan agreement for a given period take a risk that they would
not be better off under a variable rate agreement. Pay-out penalties are required to ensure that
borrowers meet their commitments in the event of unanticipated falls in current interest rates.
Otherwise borrowers would have the best of both worlds -- fixed interest rates if interest rates rise
and variablerates if they fall.

The Commonwealth Bank agreed that certain bank fees provide a disincentive to refinancing loans,
but pointed out that there are also many government charges:

Government charges levied on a loan transaction, through stamp duties and other transactions
based fees and duties, not only add to the cost of borrowing for business but can also be a
disincentive to a borrower’s willingness to change institution (Sub. 49, p. 10).

The Bank presented an example indicating that total establishment costs for a typical business loan
of $110 000 secured by a mortgage over freehold property amounted to $2300, of which
government charges represented about 20 per cent. Should a borrower later wish to pay out the loan
in order to take advantage of a lower interest rate offered by another lender, it would have to pay to
establish the new loan. However, the specific pay-out charges would be about $220 of which two-
thirds would be accounted for by government charges.

Disclosure

Several participants, including the Western Australian Small Business Development Corporation,
COSBOA and the NSW Farmers Association, said that the information provided by lenders was
not adequate to enable the small business borrower to identify and compare easily the cost of
alternative sources of funds and choose his financial sources. Retailer Financial Services, for
example, argued that:
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... often the borrowers do not understand, or were not told of the plethora of fees that are about to befall them,
when they take out a loan. In some cases, the "charge" runs appear to be at random. Lenders should not be
allowed to earn any additional fees... not recorded explicitly on the loan documents (Sub. 42, p. 5).

Many participants in the inquiry were unaware of the powers of lenders to vary loan conditions
with little prior consultation. COSBOA stated that it had received a continuous stream of reports
from its members wherein long standing finance arrangements were being adjusted arbitrarily
without any natification to the borrower by the lender. Instances of substantial reductions in
overdraft limits at short notice were related also by the Australian Electrical and Electronic
Manufacturers’ Association and SBP State Council.

Severa participants argued that the lenders should provide standardised information on the cost of
funds to facilitate comparisons between different contracts and products. In the words of the NSW
Farmers Association:

... this would facilitate a more efficient market as small businesses without sophigticated financial management
resources would be better able to make comparisons between financial products and ingtitutions (Sub. 34, p. 8).

It would of course be easier for borrowers to compare the costs of alternative loans if lenders were
to incorporate more of their administrative costs into the interest rates they charge. The
Commission sought views on the scope to move in this direction in its draft report. The Australian
Bankers Association (ABA) were adamant that combining other lending costs into the interest rate
charge would not be an equitable way for lenders to structure the prices of their loans:

... there areimportant equity and efficiency issuesin the structuring of prices and in our view it is appropriate in
many cases for costs to be alocated to customers on a fixed-rate basis or a transactions basis and not smply an
interest rate basis (DR Transcript, p. 134).

The ABA cited the cross subsidies that occur among credit card users, where interest is the sole
charge, toillustrate its point:

... inthe credit card area quite clearly 70 per cent of people (that is, al those who do not pay their credit card off
each month) are paying for 100 per cent of the system. We think this is grosdy ineguitable and is a classic
expression of what occurs if we adopt the principle that in order to (facilitate cost comparisons between
alternative loans) we just make it implicit in the interest rate (DR Transcript, pp. 135-136).

NAB had a similar view:

... itisnot appropriate to incorporate administrative costs in theinterest rate charged because these costs contain a
significant element of fixed costs. In addition, it is not possible to include establishment fees in the interest rate
unless the term is known. Incorporating such costs in interest rates would, therefore, lead to cross-subsidies (Sub.
77,p.5).
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With the increased range of products available in the deregulated financial system, it is particularly
important that lenders provide adequate information to their clients on the costs and other features
of the financial products which they offer. This information should be in a form which enables
borrowers readily to compare the products offered by different lenders, aswell as to identify clearly
the full costs of commitments into which they are entering.

The ABA bdlieve that its initiatives to provide improved information on the costs of loans should
effectively meet customer needs. The ABA commissioned a survey in 1987 which concluded that
there was a need for improved disclosure of interest rates and charges in a readily comparable
form, at both the initial stages of a loan application and through time. A ‘disclosure standard’ for
both loan and deposit products was formulated by the ABA and is gradually being implemented by
its members?. The standard requires that the types of information that should be readily available
are

« thenominal rate of interest per specified debiting period;
e thenominal annual percentagerate;

» all feesand charges individually itemised;

e government charges; and

e termination fees or late payment charges.

On 23 July 1991, the ABA released a draft code of practice relating to farm finance. The code,
which was drafted in consultation with the NSW Farmers' Association, would require banks to
publicise “effective’ interest rates which illustrate the combined cost of interest and all other
charges and allow for reopening of agreements considered to be unjust (ABA, Media Rdease, 23
July 1991). It appears that this initiative will largely meet the needs of farmers in this area. At the
draft report hearing in Sydney in October, the NSW Farmers' Association reported:

... just today, we have reached agreement with the Bankers Association on a booklet which they are to produce
and make available to customers on how to calculate the cost of money ...we only have one disagreement with
them now, and that is...(the) effective interest rate should aso be included on al statements that come from the
bank to a customer (DR Transcript, p. 83).

The ABA indicated that it would be implementing similar initiatives to meet the needs of its other
customer groups for better information about lending costs:

2 Agencies involved are the Audtralian Bankers Association, The Australian Society of Certified Practising
Accountants, the Institute of Chartered Accountants, the Law Council of Australia and Business in the
Community.
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We are using the farmers as a pilot because the farmers were the most vociferous of our critics and they were a
clearly identifiable interest group. We would be looking to extend the same principles to other customers (DR
Transcript, p. 134).

In a submission to the Martin Inquiry, Westpac announced that it had nearly completed a code of
practice written in ‘plain English’ which is clear and easy to understand.

Despite these developments, ASBA were not optimistic that such voluntary codes would be
effective since experience had shown that customers:

... cantt rely on the banks and other major institutions to redress voluntarily the recognised deficiencies and
inadeguacies (Sub. 73, p. 2).

They did, however, go on to say:

It is encouraging that some effort is being made by the banks to consider giving their customers more adequate
information about their products and costs (Sub. 73, p. 4).

Similarly, moves in this direction were supported by COSBOA:

The concept of a code of ethical conduct for lending is something in which we see great merit (DR Transcript, p.
365).

The Commission consider s that recent moves to increase disclosure from within the banking
industry will alleviate some of the problems that have arisen through a lack of information
about bank charging practices. Initiatives to calculate and make available to customers an
‘effective interest rate’ should make it simpler for borrowers to compare the costs of
alternative loans.

Even with appropriate disclosure, however, there may still be too many separate charges and they
may still be higher than they need to be. The ability of lenders to set higher prices than appropriate
depends on the competitive pressures they face. Competition in the debt market is examined in the
next chapter.
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