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When the Final Report* of the Committee of Inquiry into the
Australian Financial Systen (the Carnpbell Report] was
released in Movernber (193], many were surprised and
unprepared for the sweeping reforins that the Committes had
recommended. It would be fair 1o say that the diligence with
which the Committes went about |3 task B al least the equal
of any previoua government indguiry and the thoroughness with
which economic analyss has been applied should, if nothing
else, be good reason for the Gowernment mot to ignore its
recommendations. While sarme may disagres with the terms
of reference - in particular the Government®s Iree enterprise
objectives - [rom which the Committes worked, if the object
s to improve the lot of all sectors of the Australian
community, then most economists would believe (while
perhaps dilfering on details), that the prescriptions lald down
in the Report will indeed move us some way along the path to
this desired state.

But there are beneliclaries of regulation (some of the
regulated; those members af the commuonity who, for
example, may have cheap loans; and the regulators
themselves who may have nothing much to do if Australia
moved along a deregulatory path) who have been heard
grumbling, both openly, and furtively as they line up counter-
arguments. It & thus crucial as the debate ensues, that a
careful and objective study be made of all argurnents for and
agairst changes to the system,

The Centre for Independent Studies established |is
Readings series so that important issues may be examined
from a number of points of view, It was lelt that the result's
af the Campbell Committee's work would be of such signi-
finance in the consideration of futere public palicy, that &
volumve of essays the principies underlying
firnancial reform and written specialist economiats from
around the world, would be a unigue contribution o the
analysis of the Campbell Report. It was of course imposaibile

b Euumhmi*nimnlhqu'y into mlhuuﬂume
' LK, Chal Final R
im l“n‘ilnwhu-l.l. FiTian wport, AGPS,
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INTRODUCTION
T Mystical Worid of Money and Financa
Mwicoim Fisbar

L INTRODUCTION

Properties of money

Very early in the development of trading, man came to
appreciate the advantages of money as something that
anather would accept in settlement of goods traded. In this
sense |t served to reduce the delays and inconveniences in
trying to exactly match the offer of goods by one party by
the offer of goods of another. Money generalised
exchange. 5o great were these advantages, that men chose
to keep some of their wealth in a form that facilitated
exchange. At different this monetary role was taken
by cattle and corn, eventually with metals, such as gold and
silver, h::mmrqﬂupm.ﬂum.dlm. Maney in thess times
then was something people {ound advantagemn to provide for
themselves, despite the coats involved.

Just as one always secks lews costly ways of making goods
and providing services, o men sought and found less costly
wayi of providing the monetary media. Since assesament
both of quantities of money in these traditional forms and of
their qualities proved difficult, methods were evolved
whereby government certified the monies centrally in
acceptable ways. Hence we see the movement to coin, and
later to notes, culminating in today's usage of bank it
transferable by cheque, and credit card facllities; the
pmﬂﬂ"n through & window at the world of electronic

rrlﬂ-tl.lﬂnu:hl'llnld. Some of thess facilities
are very recent introductions i any developed country - the
llmmumlmmmﬂﬂn-wuﬂu:lmhm
irial revolutions. much of the modern system of
financial intermediation s post-war In signflcance, If pot in
initiation, MNevertheless the proceis is one of svalution [rom
the earlier media, the same characteristics swviving in the
now forms, but coat afficient in practice. At bottom,
acceptability entirely on trust; not troat in intrinsic
value as such, but in conveying assurance that wch media will
perform efficiently the tasks for which they were originally
sought.
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t expect that the trust accorded to a country's
mm be an important determinant of & chosen

comniry of residence. Under modern conditions of ease of
travel it could be, though within broad limits there may be
offsetting factors. To some extent one can trade |n moneys
hmﬂmﬂrmﬂmﬂmmmﬂ. For example there
have been periods post World War [l when many persons have
elected to monies in Swis numbered bank accounts of in
mu.lnrtmd% currencies such as the yen of the deutschmark

been seen to be weaknesses in one's own
CLIFTency.

Further, monies that work well at one time may not do so
at another. Any deterioration in trust strilkes hard, slowing
the speed of growth |n real income through specialisation and
trade that money should [oater. One needs (o preserve and
develop the good properties of a monetary system and
minimise the propagation of adverse properties. The good
properties are fairly clear - trust, flexibility and; in a sense,
iq.lt‘!.F.. What then are the bad

o appreciate this we ask ourselves why Australians
might prefer to hold, say, Swiss francs to Australian
dollars. The most direct reason would be because, relatively,
we would distrust our own government. A government s
basically the guarantor al the money supply,; but it |8 also the
body with the power 1o tax, spend; borrow and lend, and
overall the power to enforce, since |t controls the sliective
means for ensuring internal and external safety of the
realm, Weastern-style democracies were not the first to
abuwe fiscal and monetary powers. Kings of old, and doubt-
lesa chieftains belore them, exercised thelr autocratic
powers, Kings debased the coin of the realm and govern-
ments n recent centuries have periodically resorted to the
printing press o supply the notes necessary for them 1o
match their excess of spending over taxation. No tax can be
more insidious than the invisible (or less visible) creation of
money. For a time governments have been able to gain the
confidence of their electors or subjects by appearing 10
expand trade and production through money creation - but it
i quite apparent that at other, and later, times they have
lost it. When inflation |s resorted to, persons rearrange their
disposition of funds, them in safer locations,
commodities, or tramaferting abroad. To the extamt
that such movements become widespread, the costs of making
further switches rise, and uitimately in sheer defence, people
‘play safe’ by reducing the degree of open specialisation and
exchange. Thus the growth in national income s arrested

&
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and paradoxically, ‘safety’ Is reduced for the community at

A medium of exchange and a store of value is of such
convenience that even under conditions of real adversity, &
fall-back monsy can always emerge, such a ttes in
prisoner-of -war camps. U stare-supplied endorsed
monjes fail to fullil this role, alternatives will be resorted
to. But clearly they must be lem elficient or would not
have been bypassed in more [avourable times. has led
Prafessor Hayek' 1o argue that since modemn states seem

false expectation for at least the propaganda) that
employment can be created in this way, competitive private
monies should be afficially sanctioned. Ultimately of course,
such & movement cannot be arrested, but more overtly
efficient alternatives could be used il governmental sanction
was forthcoming. LUltimately, as Germany and Ausiria in
1922-23 bear witness, Government monetary mischief can be
checked, though at considerable cost. Could what happened
there happen here? Hayek argument ks essentlally one for
building up the safeguards against such eventualities,. Ina
similar wein, though with qualification, Henry Limons® has
rErmaraeds

An enterprise systemn cannot function effectively in
the face of extreme uncertainty as tw the action of
monclary authorities or for thai matter, as 10
monetary |egislation, We must avoid a situation
where every business wventire becomes largely a
speculation on the future of monetary policy. (p. 27)

If such & view could be expressed in 1936, how much more
relevant would it seem today? It it frue that, For

ations we have been developing [inanclal practices,
inancial institutions, and financlal structures which are
incompatible with the orderly functioning ?1 a system based
on economic {resdom and palitical liberty,T

' Hayel, F.A., Denationalisation of Money, natitute of
Economic Affairs, London, 1975

’ Simons, Henry, ‘Rules Versus Authority in Monetary
Policy’, Journal of Politioal Economy, 193, p. 2

¥ Simons, op, git. p. 1
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. MONEY AND FINANCE IN CONTEMPORARY
AUSTRALIA

In a modern, weistern-atyle democracy such aa Australia
money is created in three ways once the power 1o do this
passes to the state and trust in that arrangement becomes

I. By trading banks as a natural extension of the ‘cloakroom
banking' of the early goldsmiths who found that valuables
them for salekeeping would not all be
ed suddenly and simultaneowsly, Sore could then

be lent out at & profit and yet recovery could be assured
depositors’ demands upon the

i

5
i3

1
i
<22
§
4
|

is 1
believe, commonly by bandkcs and by bankers in
all different parts al the world.

That surely is a description of the overdraft (or loan)
system of our banks embracing as it does the central
ies of accepting (credit referees) and
marketable at a cost) that apply to all {inancia
¥ paper 10Us. These lead us
into the burgeoning world of financial intermediaries with
their associated specialist instruments, that come into
in the same way as specialist marketing organ-
isations (and as occupations develop in the production and
distribution of goods and services). 'The division of
Jabour I8 Umited by the extent of the market’; te quote
one of the most famous remarks of Adam Smith applies

) 5'"_,:.‘,';' Adam, The Wealth of Nations, Pelican, Middiesex,
P-




alw to the world of [inance.®

2. By the central bank (Reserve Bank of Australia) in i
rale as regulator of the money supply. This supply Is
augmented of reduced through specific contrals aver the
assets of member trading banks or through buying and
selling new or second hand (re-discounted) 10Us of
approved standing (accepting) through prospectus or the
stock exchange. Via the same process, Governiment can
insist that any shortfall in the sale of ity own securities
should be absorbed by the central bank which in writing a
cheque on itself, adds directly to the money sopply.
Government issuves of debt cover the balance between
expenditures and taxation receipts and may cover
seasonal disparities or more periistent deficits. Thoae
that are not absorbed directly by persons or [irms
because the yields are not attractive, are absorbed In this
wWay.

). By any ret inflow (outflow) of funds across the foreign
ex OCOTing becauss temporary or persisting
constraints are placed wupon the tion
(depreciation) of the Australian dollar internationally.
Such net domestic placement of foreign money involves
Government purchasing thess funds to augment loreign
currency reserves and paying for them by cheques drawn
on the Reserve Bank in favour of the depoaitors. When
these are paid into a domestic clearing bank, the money
!tﬂirhﬂhﬂlﬂﬁ{ﬂimlﬂﬂmhm“jh
facilitated as under (1) above. The converse mechanism
applies for a withdrawal of loreign funds. A fully
flexible sxchange rate would obviate any money creation
{or destruction) under this head.

The public at large can influence the size of the money
supply, too, notably by its degree of willingness to use the
‘cloakroom banking' system set out in (1) above.

The sum of these three items would be contained within
any e s total of money circulating in Australia A
h’:u wmld add other |1:|1'1'4.t:III lhnanl-m:h there m
unanimity, for example; savings banks deposits.

From this base, the modern f{inancial system extends in
thm&'mwm“m
banks, life asmsurance and general [nsurance
bullding societies;, ocredit unions, finance mmpmlu,

¥ Smith, op. cit., Chapter |
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superannuation funds and so on, each of which in its way gives
access 1o specialived or at least differentiated services,
Whereas in ancient times people developed thelr own
maney,; in contemporary conditiond, the primary source of
money upon which the auperstructure is built comes under
1. Based upon the net inllow from this source, the credit-
of trading banks are unleashed; and from
Theae other financial intermediaries derive their
basic facilities or indeed their ability to support any extended
range of 1OUs isoed - accep ty of which, though fairly
traditional money itself.
IOUs has been partly induced by
desire for specialised services relative to cost and partly by
alternatives that have

A
i
:
£

Lookiing hack over the last ten or fifteen years in relation
to, say, the last two hundred, modern scholars and certainly
historians would wunhesita ¥y emphasise the extent and
peniistence of inflation the undue = in the
monetary media that have accompanied it therefore
seeima o have played a strong part in modern monetary and
fiscal activities af governments, and societies have ered
all the distortions that go with this, We cannot help but note
that countries that have shown least expansion in their
monetary bases, such as Austria and Germany, are the very
countries that esperienced {rightening rates of inflation in
the pineteen-twenties. Once bitten, Twice shy. Britain,
Australia and the USA are still having the first bite. [t may
also be noted that whereas there have been periods when
money expansion has been assoclated with substantial
increases in real output, the last decade s evidence that
there are times when real output has been very slugginh,
though money expansion especially rapid,

Money, [t would seem, s an uncertain ally in the process
of development. Skill is required to harness its good, whilst
avoiding its bad, properties.
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Hl. THE 198] CAMPBELL REPORT

It is this background that we must asmess the [nlerim
and Reports of the Australian Financial System Inquiry
(hereinalter relerred to as the Campbell Report after Mr 1.K.
Campbell, its most effective Chairman), the first report of
such character sinoe the Rn,‘d. Commission into the Mornetary
and Banking Syatem of 193&," and the first since the Reserve
Bank of Australia scquired its present status n 1943
mmalm:iimmt&imﬂa,4Mmm
m-rutmﬁmihtnﬂzllﬂ- Report of 1999 and the Wilson
Report of 1980,
The terms of reference of the Inquiry are voery ific
and read: i
In view of the importance of the elficiency of the
financlal system for the Government's [ree enterprise
objectives and lwoad goals for national economic
prosperity, the Committee is asked to:

- 3
- 4
-3

la) Inquire into and report on the structure and
methods of operation of the Australian financial
system including the lollowing institutions:

@) banks and npon-bank financial  inatitutions
including in relation to lorelgn exchange;

(i) the securities industry generally;

{hid) the short-term money market, both official and
non-official segments;

{iw) speclalist  development fihance [mtitutions
including the Australian Resources Develop-
meEnt Bank, the Auatralian Industry
Development Corporation, the Csmmonwealth
Development Bank and the Primary Indostry
Bank of Australia; and

(v} the Reserve Bank of Australis.

3] To inquire into and report an the regulation and
control of the ystem,

¥  Royal Commission Inte the Monetary and Banking

System, 1936,

' HMSO, Committes on the Working of the Monetary
System, Cmnd 327, August 1959,

' HMS50, Committee to Review the Functioning of
Financial Institutiona, Cmnd 7937, June 1980,

L]
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i) To make recommendations:

(i) for the ent of the structure and
operations of the financial aystem;

(i) on the regulation and control of the financial

4o system; and
CONCern the exis lation relating w
hwﬁd mﬂmmﬁm
the Reserve Bank Act, the Banking Act and
Regulations, Financial Corporatlons Act, ete.

{d) To inquire into and report and make recom-
mendatiors on such other matters as the Inguiry
believes relevant to the generality of its Inguiries.

The composition of the Committes was esclusively drawn
from business - participants in the finance world, housing and
sccountancy, trading and Reserve Banks, financial adwvising,
merchant banking and life lnsurance.

The two Reports are voluminous and detailed, covering
virtmlly all relations involving financial intermediaries and
thelr interaction with the private, public and overseas sectors
including the impact of taxation and governmental borrowing.

I¥. THE AUSTRALIA THAT CAMPRBELL SAW

The main [eatures are set out in the Interim Report of May
1980, The Committes notes the dramatic growth in the
overall public sector borrowing requirement in the second
hall of the seventies - the public deflicit referred to earlier -
and the movement in the pattem of public debt towards
shorter maturities, Interest rates recently have been high in
nominal terms but low, and sometimes negative, in real
terms. Interest rates associated with housing and overdrafts
have been controlled and have tended to behind the
general level of rates. Corporate dividend yields have risen
more dowly than fixed interest returna and have tended to
move inversely with them. Increased flexibility has been

brought into exchange rate determination (though stopping
short of a free market) with a so-called “flexible peg.'

Capital controls on loreign dealings have persisted though
there i3 an increasing sensitivity of short-term capltal Hows
to the covered interest differential (interest rate differences
betwesn home and abroad - for comparable risk and term -
with an allowance for exchange risk and costs of dealing).
These features, we might remari, emphasise the importance
of money creation under 2 and 3 and high nominal rates tend
o accampany rapld pelce inflation.



thess ihemaslved mare blurred. The sixties
witnessed marked 1] socleties, finance
compankes and banks. Business has shifved I

proportion of the [ormer now comes from imtitutions. This
Is facilitated by the household sector's relatively greater
contribution to savings and it developing preference for
investment through institutions notably In short-term depoasit-
uw‘mumdhluwmnnrhpm

i finance and personal loan  fecilities lfigure
pl'nl'l'l.ll-‘ltlr. After-tax rates of profit on corporate capital
were stable in the sinties and early seventies but less secure

subsequent|y.

The Interim Report reviews the whole gamut of
regulations and controls bearing on the linancial system,
especially insofar as they have direct sffects on the pattern
ol supply, together with the reasons stated or implied, for
their existence.

Clearly the field is enormous as the nterim Report alone
covers 372 pages with a further 838 in the Final Report, not
to mention appendives and supporting papers.

In initiating the Inquiry, the Government had emphasised
its "free enterprise’ objectives and the Importance it attached
o less government intervention rather than more. This
motivated the Committes 0 emphasise competition which is
ellicient and stable;, and to generally lavowr the discipline
and processes of the market over regulation and control.

V. CAMPBELLS BLUEPRINT FOR AUSTRALIAS
FINANCIAL S5YSTEM

Perhaps the central polnt advanced is that all interest rate
contrals should go.  This means that banks would be able 1o
pay Interest on current its and market rates on time
deposits of any maturity. & should not be wrprised to see
the reintroduction of bank charges for all sccounts sven
though retention of minimum balances has permitted some
removal in the past. Owerdraft rates will no longer be
weighted in favour of small borrowers; nﬁmhu.hvmld
appear, will be entirely by market price. This increased
competitive power of trading banks to attract funds will tend

11
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to shilt loan and finance back towards them. It will
thus undercut the socleties and money market
corporations, the latter through the elimination of their

ve Bank, continie to be the only group allowed to msue
and be the sole operators in the foreign exchange

markEts
induced into the banking area. Some of these banka would be
specialist banks unlike the organizations we call banks now.
Building societies might atill be clearly recognisable as oper-
on But Lﬁﬂlﬁd as ‘'banks'.
Merchant banks even as hanks’ would continee o supply thelr
i Iy on international

a
;
g
:
i
B
E

smaller). Traditional rediscounting and lines of credit apart,
the lender of last resort [acility would not be avallable auto-
matically. Such availability would depend on Reserve Bank
judgement on the performance of & bank, and on its judge-
ment of the adverse wider effects, sternming from the weak-
nes or default of the bank. Thus emit would become the
declsion of a bureaucratic body - an Interesting deviation
from the traditional view of compstition where no buresucrat
i installed as policeman. The door Is increasingly open for
the sort of palitical lobbying long associated with protection
for rmanufacturing.

Presumably fresh entry into banking would have to pro-
ceed in step with the relaxation of interest rate controls, 1o

12
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avoid unnecessary turbulence In financial [lows., Sarme
lessors might be drawn here [rom David Stockman's account
of the first year of the Reagan administration.

In the foreign exchanges market, the Cormmities wants 1o
end the procedure whereby four wise men (drawn [rom senior
afficials from the Treasury, Reserve Bank; Department of
Finance, and Department of Prime Minister and Cabinet) fix
the exchange rate day-by-day, the so called Tiexible peg'. The
Committes wishes 0 e the Reserve Bank merely modily
the market rate by selling or buying foreign exchange as

seems deslrable. Further the Committee would
relax all controls on the movement of funds between
countries. It strongly favours the development of a forward
market in loreign exchange, into which intervention should
again be light, infrequent and for short periods (as with the
spot market

The Committes would remowe the so-called 320 rule
whereby organisations swch as life assurance companies are
required 1o hold 30% of their asset portfolios in government
securities of which 20% would be Federal securities. This
rule has been thought 1 help keep fixed interest rates down
but seems to belong, U anything, to the days when the
securities markel was 'thin' - thickened since the inflationary
seventies, The Committee thinks the rule itsell may have
made. secondary markets thinner, and buyers less keen on
GCovemnmment paper.

Its recommended abalition of interest rate controls would
suggest that mortgages will cost more 1o sefvice as interest
rates rise. The coonterbalance to this comes through the
greater availability of fumds for housing which, says

« Should ensure that the really marginal borrower
who has been forced, at least for a second mortgage, to
solicitors, will now get access to housing flinance more
cheaply - though the intramarginal borrowers will have o pay
maore, but perhaps be able o move ‘up-market’ by borrow

more. |lriﬂh!intmth11hnthhpﬂhﬂn
assimilation of this recommendation: the [loating voters at
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problem to the market interest rate relative to the height of
the marimum morigage borrowing rate.

Macrosconomic policy

On macroeconomic policy, the Committes 5 briel, It wants
to see the Reserve Bank use open market operations as the
chief means of mohey control, though it would permit the
retention of a variable ratio cash reserve device a3 an
additional weapon., A near-market interest rate would be
pald on required deposits with the Reserve Bank. Owerall
monetary policy in its view should be directed o monetary
targeting with the specification and annual announcement of
a range within which rates of monetary would lie.
This would be renewed annually. At first glance, this
appears moneiarist in form, but In fact permits the autho-
rities considerable discretion in practice. The Committes
wants dmultaneously to deny the authorities any signilicant
role In fixing the exchange rates and in selec levels of
interes! rates. Fine-tuning is then permitted, as Keynesians

would hope, but only through quantitative controls, not
through interest and price controls. On the rules versus

discretion’ debate, effectively the Committes b silent.
¥L SOME CRITICAL ISSUES

Real income in Australis grows through the native wit, skill,
and application of ins citizens extending their activities
through speclalisation, production and exchange wherever
rewarding opportunity b individually perceived. That is the
message of Adam Smith; it presumably also fits in with the
stated Tree enterprise’ objectives of the Federal Government
who commissioned the Raport, (Their protectionist policies
are a1 some odds with this Interpretation),  Money and

thus facilitate the constant striving for growth in real income
per head (broadly conceived to embrace the good |ife).

First and forermost the Government can  assist by
increasing the degree of trust accorded to monetary and
financial instruments. Above all, a constraint on the power
1o create money i urgently required: the [aillure o secure
this s the chiel abuse of the last decade in moal western
societies including our own. [t B pertinent To ask whether
the Report sufficiently selzes wpon this point. Rampant
mflation will br a free enterprise economy to its knees.
Keynes has Lenin to the effect that the best way to



To this t be added that the most competitive system in
the world for trading relationships can be istituted, but it
can still be destroyed overnight with a sufficiently

expression of wrath of an electorate - i the eternal vigilance
and accountability of the Reserve Bank, The beneficial
relaxation of credit control in the United Kingdom in 1971
was markedly nullified by the swollen budget delicits
introduced then to reduce unemployment, We do not want 1o
see a parallel here.

Has the Committee sufficiently clearly driven that point
home? Has it sufficiently stressed the nesds for bullt-in
safeguards against subsequent abuse? Whereas the Federal

The Commitiee proffers the strategy of monetary
targeting, but does not discuss the alternatives: competitive
private mlﬁnr a remedy for the constitutional deficiencies
in this area. It seems strange that the Committes can
reach conclusions in a highly controversial area without even
discussing al ternatives.

Turning to trading banks, the Committes advances the
view that entry to this group has been unduly constrained in
practice. [t also feels that governmental cellings on interest
rates pald on accounts have induced the prolileration
of alternative imstitutions (for example, merchant banks,
some of which are subsidiaries of trading banks) offering
intereat on deposits within the 30 day constraint imposed on
trading banks and hence lending with advantage.  Such
activities have become wery competitive; the recemt
expansion ol cash management trusts has tended to draln
funds from the trading banks and from other traditional
lenders {or personal finance and for housing. The lesson of
the Campbell Committes - and it i possibly their main
recommendation - i3 that interest rate controls should go.
Porl passu more intermediaries should be
gradually to become banks, the Reserve Bank having the say
as to their credibility in that rols. Foreign banks would be

Keynes, 1LM. Economic Consequences of the Peoce,
Macmilian, London, 1919, Chapter 6

‘' Brennan €., and Buchanan 1M, The Power to Tax,
mk"- 19849
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induced to come in within limits.

At first this seems very much in line with [ree
efVer prse ives. Bat questions should be asked. In this
a8 in many others, ceilings and controls have jed to the
deve of institutions that bypass them. The effects of
oo have been capitalised; B thelr removal, then,
uneguivocally 1o be desired”  In practice; the intermediaries
working outaide the constraints have proved very competitive
= & {eature hardly noted of the trading banks. [ hanks" as

defined enjoy at |sast some shelter from
umbrelia against bankruptcy, normally the ultimate assurance

of such inermediaries continue 10 operate?

Money upon trust; and 1OUs were acoopied
early, in the form of overdrafts. This endorsement - be it
noted - came privately: there was no necessity [or state
endorsement (convenient though it may be for notes and

coin). The Committee speaks of the broadening range of

I i
£

by

lindividually and In ) may act so as to restrain trads.
But are the ordinary yet Iy general processes of insurance
and of the common law, unequal to the task of scrutiny? s
it not too easy for bureaucratic intervention to slip from use
to abuse? Alter all when one buys a television set or a car
one has only a limited protection through warranty ar
general legal provisions. Purchase of personal services (for
electricians, teaching) relies enormousiy on trust,
enjova littie ‘protection’. What makes finance unigue?
¥ the answer would be the extent of the harm that
be inflicted on third parties. 'The obligation of bullding
¥ walls; in order to prevent the communication of fire, i
'UH.I.HM al n..h.r.l, liberty, exactly of ilw:lmeﬂnl with
the regulations of banking here proposed®.’

Smith did not rule out all prudential sateguards but he did
set low limits fearing interference with personal liberty,
mmmlmmﬂulrm“!m ENterpr ise
objectives here?

Competitive neutrality
The Committes sitaches great impartance (o competitive

neutrality, a term never really defined but clarified on pp. |
and 311 of the Report. In essence the Committee wants

*E

.ggg

L Smith, op. cit. p. 426
I6
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every financial mmmtmwhlnnhup.mmm
ﬂh“qnmhmtnrwn Thlr:umm
the terminology ol the s

justification for this & presumably the concern wilh Ii'n
extent of the controls placed an specific financial lnatitutions
and instruments on the one hand, and with the inducements
for the development of Smate-owned undertakings on the
ather. Unfortunately It i3 less clear that the Report
advances |ts objective. Who can foreses the nature of new
intermediaries? Competitive neutrality (i practicable)
would preserve the status quo. There is & strong tendency in
the Report w0 look at existing institutioms to provide a
criterson  for assesing competitive  conditions: these
institutions are judged to be ‘competitive’ or not, aa the case
may be. But it is doubtiul if operative can be
assigned to the term 'competitive neutrality’. (See ter &
of this book for a further discussion ol this aswe.)

This leads to & further paint. The Heport looks critically
at all forms of intervention and subsidy affecting the
linancial sector and says that in the interest ol competitive
efficiency they should go. Specific subventions and subsidies
(it any) should come through the liscal machine. There is na
argument in economic theory that unequivocably supports
such a conclusion. What economic theory says i that whers
monopoly or externality can be specifically traced to a good
or service, the corrective should be applied at that point.
Where disadvantaged are 10 be supported economists
favour generally transferrable aids, such as income subaidies,
rather than specific alds such as transport concessions or
subsidised housing - but only if the funds made available do
not distort basic decisions elsewhere. But i this conclusion
i I be accepled In & world of high marginal tax income tax
rates, the alternate costs muat be weighed. Any needed
correctives to the economy should be explicitly justified
through the budgetary process - thus securing open parlia-
mentary sanction, Although the Australlan record on tariffs
and guotas I8 in sharp contradatinction, there are
nevertheless distinct political-sconomic advantages o be
secured from such openness.  Insofar as of these
interventions are longstanding and hence have capi-
talised, their switch to the budget (even Il this can be done
cleanly) may Invalve so large a bodgetary commitment that
ellective control of the money supply may be rendered much
more  difficult. Are the Committes, then, Implicitly
advocating a much more extensive pruning of government
expenditure? Moreover, the Committies takes no note af the
interconnection between sectors - for example; the impact af

7



have wery -
acceptance are hard to fulfil. Such markets in differentiated

m-nmmmmhhma%

The case for argu wmthlmwnmuﬁmmh

hptmmt'l'rrﬁuu with all costs borne by other sectors -
Wﬂmitmim

'I'I\h one 1o query the definition of competition
that the Committee seems (0 embrace.  Admittediy this
varies throughout the Report - though thers [ a very strong
doctrinal interpretation on page | and generally in Chapter
35, based on the competitive equilibrium model [or a
decentralised economy with 18 assoclated “Ihﬁ
recommendations.  Quite apart from Hayek's strictures
one would have thought the work of Graafl and Arrow and
Hllmmldhlwnhud“unmﬂum]mmmrﬂmn
theory as & standard of reference.

It would seem lar more in keeping with the real intent of
the Raport to use & less precise definition, one that argues
that all freeing up in & system s advantageous. Freer entry
and removal of controls can then be supported directiy.
Admittedly there may be costs of adjustrment but it can be

12
Hayek, F.A., 'The Meaning of Competition', in
Mwmm.mmwﬂm

= Iﬁn.lg :L de V. Theoretical Welfare Economics,
'El.muiqn 1957 Mm. K.J; and Hahn, F.H.; General
Competitive Analyais, San Francisco, 1971
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argued the ultimate effects will be lavourable. The
distributive effects in particular can be said to be ultimately
benelicial: Tlogs 1o clogy' applying in (say) two generations
instead of in three. Mo views on distributive justice
necessarily imply that the balance should be rectified in this
one generation whether or not poverty nets are provided. |t
is then up ™ pgovernments to determine the adjmtment
processes 1o sase the lot of those who would suffer unduly.
one could then look much more critically at the proposals in
the Report lor bureaucratic tughtening often introduced
under the heading of prudential standards but suspiciously
:r::mpnﬂﬁw in content in terms of this alternative
it lan,

State—run fimancial matitutions

The Committee investigates 5State enterprises operating in
the financial sector and, in ayrpathy with the Government's
general objectives, is ‘agin' them. But the steps by which it
reaches its conclusions are surprising. It draws attention to
the wniair advantages State banks enjoy because of their
fnurnmmhchm; in the eyea of the public - quite apart

any specilic subsidies also received. Yet the argument
that has always besn made nst state enterprise s that
their incentive structure rnll fates against their efficient
warkine - el b= Sw— -

mrﬂrmﬂhmmn?
the Cornmittes & anxious to measure the total sum

impassible

benelits accruing from the
same difficulty arise here?  And with which competitive
bank I8 the comparison 10 be made - the young and the
growing, the marginal, the steadily profimable;, or some
m? The case against State banks can be made quite
di ¥ withaut invoking these false objective criterla - or
cannot be made at all.

VIL. THE OBJECTS OF THIS BOOK

This book was designed to confront the substantive [Ssues
ariing from the Raport whether directly addressed within it

19
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or not. Whatever the immediste political endorsement of
the Report, many people and Institutions will be profoundly
affected by its findings. There seemed to be considerable
advantages to be secured from inviting a group of experts
unconnected with the day-to-day working of the local
environment 10 appralse it content and its thrust, both in the
light of their specialist knowledge and the working of related
arrangements elsewhere, Indeed no suthor has ltﬁn
evidence or made submission to the Inguiry at any stage. This

has bath benelits and costs.

The costs are easily summarised. We have enlisted no
advice on the specifics of organisation within superannustion,
housing, life assurance or general insurance, or the nature of
the business to be assigned to public autonomous Institutions.

The benefits llow partly from a release from minutise,
and more certainly Irom an ability to take & long view
covering the direction of development for (financial
intermediaries over a period extending at least to the tum of
ﬂ't-ml"lhrlh

The contributors recelived the Heport by special courjer
immediately on it release, They were asked to submit their
contributions within four weela, Fun]dzuﬁdidmmtp,
but deadlines wers otherwise adhered to. Thess are the first
collected reactions of experts and the nature af the request
made of them should be explicitly recognised and
acknowledged.

Apart from the editor all contributors work abroad.

One, John Bilson B an Australian, two others, Michael Parkin

and Alan Prest have a good first-hand knowledge of

Australia. Each suthor has a wide range of expertise in all

the areas traversed by the Report and in allotment of topics

pome atiempt has been made to draw on thelr specialist
alno.

=

Michael Parkin was asked to give especial consideration
o the macroeconomic scene while John Bilson was asked to
look at international aspects with particular reference to
movement of funds. Michael Parkin makes the paint that
anti-inflation policies will fall unless the public can
induced to believe in their persistence over time. To
end he considers that monetary policy should be outside
Governments manipulative control. John Bilson ar
interdependence between countries will be enhanced i the
Commitées's recommendations for exchange rate and interest
rate flexibility are carried into effect. He expects both
rates to become more volatile in practioe and concludes that
domestic monetary measures may be needed to keep in check
undue changes in inflationary pressures coming from

0
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abroad, Yet Michael Parkin draws attention to the relative
success of anti-inflationary policies In Germany and
Switzerland, and more recently, Japan, whese international
connections are at least as great as our own. The ‘rules
versus discretion' debate ly has been too speedily
dismissed by the Committes - much more investigation is
needed before its recommendations in this area can be

ml“-l" on the Committee's recommendation that the
Government should pay market [nterest rates on it
indebtedness to the Reserve Bank and that the latter should
pay rear market rates of interest on moneysy deposited with it
by the trading banks and by Government, John Bilson s
that there would be merits in terms of inflation control il the
Reserve Bank were restructured in the form of a mutual
fund. In his view thls would contribute o the arrest of
domestic inflation and to effective reduction in exchange
rate and interest rate volatility, whilst treating all money-
halders evenly.

Whereas John Bilson regards the payment of near-market
interest rates on bank deposits with the Reserve Bank as at
least a movement towards an explicit tax on the Authorities
lor generating expansion In the money supply, Jim Congdon
views this recommendation with much apprehension. He
claims that banks inevitably tend to hold cash as a pre-
cautionary reserve in filling their basic role as sale
depositories. They should not be paid to do this; such an
interest payment is equivalent to a subaidy on that portion of
their reserves which they would elect to hold anyway. Any
reserve-deposit ratio requirement act as &0 implicit tax,

therelore opposes enforced reserve ratios, fixed or variable,
and any payment of interest on reserves of any form,
Geoffrey Wood provides a very careful review of the
circumstances in which market prices and market compe-
tition would prove defective in terms of efficiency and
optimal allocation and concludes that none ol these
cifcumstances apply within the financial sector, As a
specialist on banking, he examines critically the
recommendation that entry of foreign bank be constrained
and finds that this viclates the Committees own principle
regarding competition in the area. He emamines systern-
atically the conditions under which bankos should be permitted
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insuranoe.

Alan Presi sxamines in considerable deinil the Com-
mittess for fiscal reform in the (financial
domain. amongst these are the deslre for an

that constructive criticism s bath what the Commitles would
hope for and also what would prove of most benefit to those
who will determine the Repori s implementation.
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OFF TARGET ON MONETARY STABILISATION ISSUES

An Asgessmant of the Macroecomnrmic
Folicy Anpects of the Campbel Repon

Micrism Parie
L INTRODUCTION

The Campbell Report has been hailed by those on the political
and economic right as a magnificent document. It has been
greeted at the other end ol the spectrum with condemn
ation, The Report is vast in scope and to venture an acroas-
the-board judgement reguires moch reflection and analysis. |
am not going tw offer an scross-the—board

Rather, | am pgoing to focus on one narrow aspect of it,
mamely, it analysis of and recommendations on, Macro-
economic stabilisation policy questions. Eight chapters of
the Report (Chapters |-8) deal directly with this matter.
Chapters | and 2 deal in general terma with the role of
government, the scope of government intervention in the
economy in general and in the monetary sector in particular
and with the role of the Heserve Bank, Chapters 3 1o 6 deal
with domestic aspects of stabilisation policy and 7
and 8§ with external aspects. Other parts of the Report,
especially Chapters 9 10 12 on public sector fi i

on this lsue but are not discussed directly In what follows.

I am not going to agres with sither of the sxtreme views
which have grested the Report 1o date. A far a5 i
recommendations on questions bearing on the efficiency of
the financial sector are concermed, 1 agree with the
judgement of the right - it is indeed a magnificent document
which, I implemented, would lead to unimaginable gaina to
Australians in all income and wealth classes and In all fields
of activity. As far a5 Its recommendations on monetary
stabilisation policy are concerned howewer, the Reéporl s
inadequate and even if implemented would make little
difference to the macroeconomic stability of Australia.

The reasons why the Ca I Committee has done well
m“‘mm queations but badly on stabilisation issues, is not

and [urthermore not something lor which they
can properly be held » Wellare economics and the
theory of value on which il s based (microeconomica) s in a
rather settled state. There [ almoat agreament
amongst professional economists, at (east at the level of
principle, on what constitubes an  appropciate  policy
approach. Differences in policy prescription reflect

3
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dil ferences in judgements about the quantitative importance

of puﬂmllr ‘externalites’ and It Is possible for reasonable

T.-lrn to agree to differ on such matters. Insuch a situation
"

Mlﬂ'pﬂllcrnnkm h-ﬁ*ﬂ'[;llrfm ﬂ'-lnlﬂthﬂi:

Whhl:mﬂwdﬂmm-ﬂu
a source of disagreement, as great as at any time in it
history. Economists differ not only in their judgements on
the relevant magnitudes of particular parameters but in a
much more fundamental sense. Different groups nthli:l'nllrl
mhwlﬂWlirﬂl such &
policymakers, those m

mummwummuwnuu
alternative but to be eclectic.  Eclectichm is the practical
response to academic disagreement. Bearing thess matters
in mind helps to understand why the Campbell Report s so
good on allocational and efficiency matters and o bad on
manstary stabilisation bsues.

This paper goes on to substantiate this charge. It does
not review the allocation elficiency issues and explain why
the Campbell Committee s in this area. As a result,
this paper s unbalanced. y overall impression of the
Campbell Report is a highly favourable one. The Committes
should be congratulated on having done a superb job. It s
the state of academic monetary and business cycle theory
that i under attack, not the Commiites per se.

This paper is organised as follows. First, the Campbell
Committee’s recommendations on monetary stabilisation
policy sre briefly summarised and the consensus view of the
world that '#-: rise to these recommendations s
described. consensus view s attacked as being
incapable of explaining our current and recent  past
predicament. An alternative - indeed in my view the only
altermative - view of the world, the ratlonal expectations
view, B ecxplained and its implications lfor the and
conduct of policy outlined and contrasted with the
recommendations of the Campbell Commitise, !Fhll;ﬂn
Campbell Commitiees recommendations are '
examining the palicy performance of a country which in many
respects already operates according to the procedures that
the Campbell Committee |3 advocating. That country s
Canada and [fs macroeconomic performance;, under
procedures closs o those recommended by the Campbell
Committes, points strongly to the conclusion that more is
nended if monetary policy is t restore a stable
MAECTE CONEHTLC Envirchment,
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. RECOMMENDATIONS ON MONETARY POLICY

The Committee treats as an axiom ‘that the most elficient
way 1o ofganise economic activity b through a competitive
market system which s subject ™ a minimum of regulation
and government intervention’ (para. 1.1 That minimum of
government intervention B not so small a3 to exclude the
government from having a role in achieving macroeconomic
stability. Specifically, in summarising what it sees as the
role for government intervention' (para. 1.79) the

ittee atates that "t b scknowledged that the
implementation of monetary palicy aimed at n:hlw
objectives as price stability and high employment &
degres of government intervention in the firancial system'
(para. 1.8% Thus, the Commitiee is stating the consensus
view that the proper role for monetary policy Is the
achievernent of both real and nominal macroeconomic
goals, In addition, the Committee makes it clear that it sees

no case for a r policy, but faveurs maximum
discretion. In the mittes's words ‘it s clear that the
need lor government [(ntervention and the a iate

methods of intervention change over time' (para. 1.89)., In
the light of some of the specific recommendations that follow
(and which are discussed below) | read these introductory
statements of principle by the Committes as being in line
with the consensus view that monetary policy should be used
o achieve all desirable macroeconomic goals and in a lNexible
and dBcretionary manmnesr.

Aeserve Bank and the consersus view

Some content | given to thia view when the role of the
Reserve Bank is examined. Broadly, the Committee
recommends that the existing institutional arrangements be
maintained. In particular, the Reserve Bank should continue
te be subservient to the Federal Government. Only the
financial dealings (para. 2.42) between the Government and
Reserve Bank are suggested as requiring modification. In
view of the existing situation In which the Reserve Bank
effectively implements the monetary policy of the Federal
Government, this modification seems to be a minor one. The
Cmnmm": views on policy become oven :Julmr when they
come 1o state their recommendations policy
objectives and monetary target I‘.Chpw N, In the
Committes’s view, there ﬂnﬁl licly announced
intermediate target for monetary policy F-. LIOL  'Soch
an approach 0 monetary targeting s B view unduly
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restrictive’ (para. 3.10). The Committee
favour what many who dislike a k percent
namely, an interest rate target (para. 3.14).

discussion the Committes recommends

i
8
il

1
.8

53

ii

“the suthorities should formulate, announce and seek o
achieve & monetary target expressed in terma of & band of
growth rates [or a period of, say, one year. aurthoritles

should examine alternatives o M3 as a target - incl
broader monstary and credit aggregates and “monetary
base”., Whatever target is chosen, other variables should be
closely monitored’. It is hard to see this recommendation as
being very different from what currently s done and aa being
any different at all from what the monetary policies of the
Federal Reserve system are - where several altermative
monetary aggregates are explicitly targeted. This Ylook-at-
everything' attitude B entirely consistent with the
Committes's basic approach to macroeconomic stabilisation
problems.

:

In discussing the imstruments of moneiary policy the
Committes rejects the use of direct controls on Interest rates
(para. 4.26), maturities (para, 4.29) and bank lending (para.
038, It advocates the use of open-market operations
combined with a variable required reserve ratio (para. §.84)
and the payment of interest at near market rates on reguired
reserves (para. 5.68), It does not favour the use of secondary
reserve ratios (para. 4.52). To reserve control
and enaure sufficient flexibility the toe sees the need
for a last resort lending and rediscounting lacility (para.
3.33).

External aspects

As the external aspects of monetary policy the
Commitihes whhes to see the existing Institutional
arrangements for fixing the sxchange rate terminated (para.
7.1}, 'The exchange rate should . . . be determined in the
market and the authorities should deal in the market i they
wish to promote a particular rate’ (para. 7.13). The
Committes does not wview an absolutely [ree-float as a
realistic option® (para. 7.16). Rather it wishes © see a
system of what it calls lightly managed floating', with ‘any
official intervention in the [oreign exchange market (apart
trom sechnical smoothing) [being] relatively light, infrequent
and only for short perlods' {para. 7.59). The Committes

28
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wants 10 e a forward market established and wants to see
exchange controls progressively dismantled (para. §.33),

Many of these recommendations have a direct bearing
upon the efficiency of the financial system in both its
domestic and external dimenslons, and {rom that perspective
alone are clearly desirable reforms that, U Implemented,
would bring great welfare gaina. | shall be taking issue below
mot with those aspects of these recommendations but with
their implications for macrosconomic stability. Before that,
let me go on to briefly describe the view of the world that
gives rise 1o this set of recommendations.

Aggregate demand and supply

Whilst it Is never possible o ascribe views to a committes; it
seems reasonable to conjecture that the commities consensus
that produced these palicy recommendations was one that s
close o the mainstream neociassical post-Keynesian view of
macroeconomics that became fashionable in the 1960s. That
view of the world s one that sees aggregate demand and
aggregate supply as determining the level of real economic
activity and the level of prices their rate of change)l. On
the demand side many factors are at work. Total demand for
goods and services in any particular period of time are
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On the supply side of the sconomy, the conventional view

targeted on the ultimate objectives of high employment and
stable prices. Once the course ol the money stock that i
required to deliver these ultimate objectives has been
determined, that money stock path should be deliversd and
should mot be frustrated by undoe external of domestic
budgetary pressures.  This can be achieved only by ensuring
that the foreign exchange market and the government debt
market do not get in the way of the required monetary
policy. Hmnmmmmmmidmuu

What b wrong with the consensus view of the world? Put as
ia; mest direct and blunt, the comsensus view has failed a
massive social experiment. It & often sald that progres in
monetsry economics & allght and that we have learnt little
that was not known in the early 19th century. That B very
clearly false. In the 1950s, we knew a body of analysis
known as Keynesian macroecomomic theory that revalut-
lonised thinking and justified active policy stabilisation. By
the sarly 19603, we had improved on that Keynesian analysis
to develop the neoclassical synthesis - the combination of
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theary of aggregate demand with the expectations

ed Phillips theory of aggregate supply, That theory

the formation af policy through the 1'960s and 1970s In
pretty well every country in the westemn world (though with
some  important exceptiona), The pursuit of pelicies
suggested by that model - balancing inflation against
unemployment and keeping an eye on a varlety of monetary
instruments - led 1o the explasion of inflation in the second
half of the 19703, Further, that inflation ssplosion was not
associated with any better-than-average periormance of
unemployment or real output growth, Indeed, the real
performance of the economy deteriorated ( of course
not entirely because of the explosion of inflation). In recent
years a variety of countries have adopied a policy of placing
monetary growth on a decelerating course much like the
il Committes s recommending be pursusd by
Australia. Macrosconomic performance n almost every
country both during the period of acoelerating money growth
in the late "60s and early to middle Ts and of decelerating
money growth in recent years stands as & denial of the
valldity of the neoclassical synthesis as a predictive model.
The inflation explosion of the 19704 simply has 1o be regarded
by the neoclassical theory as an unfortunate ‘exogencous’ event
(the blame for which is usually lakd at the door of OPEC)
The failure of inflation to moderate substantially in several
countries whers monetary deceleration has been pursued, also
has to be e as the unfortunate consequence of
Figidity not in the level ol, but rate of change of,

Ovmlmhg evidence that thess ‘alibis’ for the
neoclastical theory are incorrect is available [rom those few

philosophy, In those two countries rmonetsry palicy was
geared relentlessly at price stability (though occasionally the
exchange rate intervensd as & temporary alternative target)
and the result was that despite OPEC; inflation never reached
double digits and even by 1973 had already been virtually
Buee of those two economies. Another country
has, at least after [973 started pursulng relentless
mmmmt,ﬂmm Jpﬂl:hlhhpﬂh Here |t
been seen that the pursuit of a firm, highly stable, highly
and very hard solid mwrpnlh:rlu:dllimd

an amazing reduction in inflation,

1]
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These examples serve 1o show that the conventional alibis
for the [ailure of The conseraus model of macrosconomics
cannot be taken seriously, for they fall o explain why it is
that thess three countries have had & macrosconomic
performahce substantially different from those in the rest of
the western world

IV. THE RATIONAL EXPECTATIONS ALTERNATIVE

At any stage in the development of knowledge it is necessary
to be cautious about recently advanced hypotheses, This
lesson needs to be borne In mind when discussing the latest
revolution in macroeconomics - the rational expectations
revolution. We are atill living this process of rapid
intellectual change and are not yet completely to assess
what is, and what is not, valid and durable. Much discredit
has been brought to the rational expectations hypothesis as o
result of it being mistaken lor & particular theory ol
aggregate supply - the theory advanced in 1973 by Robert
Lucas. It is now well understood, however, that the rational
eipectations hypothesis per s s nelther classical nor
Keynesian, monstarist nor fiscalisty ndeed It s entirely
neutral in its philosophical underpinnings but not neutral in its
palicy implicatiors. The key idea, of course; s that people
use information an efficiently as possible 1w form
expeciations about the future,

Future money growth

In the context of a discussion of macrosconomic problems,
the central variable whose expectations has to be formed i
that ol the future price level and therefore of the current
inflation rate. This expectation critically affects the
economy here and now. It has effects here and now because
the expected rate of inflation s an intertemporal price that
dotarmines the demand [or money here and now, W inflation
is expected o be later [as a result of more rapid
money growth laver) that expectation is translated into
an immediate rise in the inflation rate. The mechanism
whereby this happens is simple 1o explain and understand. I
it is belleved that f{ive years down the lne money growth is
gEoing to accelerate, thereby gonerating more inflation, it will
be known that four years down the line less money should be
held in order to avoid paying a predictable inflation tax. H
less money i to be held four years down the line, a drop in
the demand for money four years from now will be the
equivalent of & rise n the supply of money four years [rom

2
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future money growth produces instability In  curremt
macrosconomic magnitudes.

Future money growth sxpectations clearly lrl;r 10 b=
heavily influenced by many of the matters touc o the
Campbell Committee. First, the place of the central bank
and the influence of government to manipulate the central
bank becomes a crucial matter ln the formation of

growth. Variations in the stawe of the budget in a situation
in which the government s in [act the manetary palicy agent,
will necessarily produce variations in the expected growth of
the supply of money. Conversely, in a situation in which the
central bank has been given some measure of independence
irom government, sven though the state of the government’s
fluctuates and may [rom time t© time be in serious
deficit, Huctuations in expected future money growth will be
moderated. This points 0 the first recommendation for
monetary policy that s ted by acceptance of the
rational expectation namely that monetary
policy should be made indepsndent of fiscal palicy. This
could be done by making the central bank independent or it
could be done by a leglslated (with the status of a
constitutional amendment) target growth rate for 3 manetary
aggregate or with a legislated (again with the status of a
constitutional amendment) declaration of the nominal price
of some commodity or bundle of commodities, It cannot be
done by leaving the government basically in charge of
monetary policy, suggesting that an eye should be kept an all
targets, and allowing the money growth target itsell to be
manipulated from year 10 year,
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inflation and destabilising the economy. This fallure two
discus the nesd for a monetary standard and the altemative
ways of achieving it, is the sense in which the Campbell
Committee is 'off target on monetary stabllisation issues’ (the
tithe that | chose for this place).

¥. WHAT WE CAN LEARN FROM OVERSEAS EXPERIENCE

I want to undérline this conclusion by drawing attention to
the macroeconomic policy and performance of a country
which shares many of the features of Australisa and which
pursues & monetary policy not unlike that advocated by the
Campbell Committes - Canada. In Canada [lexible monetary
targeting is purswed. Money growth has always stayed inside
its amnounced target (with o briel and clearly
explicable exceptions) and that target money growth rate has
been reduced successively from a 10-15% in 1975 down
1o a 3% range at the present time, ‘I'hmu:mhnﬂnd
a money growth range was announced roughly for a year
ahead and the mange was lowered soccessively. The outcome
of money growth was almost exactly on target, on the
average, though considerably wariable imide the target
range. AL the same time, the authorities behaved in exactly
the way that the Campbell Committes would have the
Reserve Bank of Audtralia operate In the foreign exchange

M
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market, namely seeking to influence the exchange rate by
direct operations and with relatively light intervention. The
macroeconomic performance of Canada during this period
cannot be described as any but disastrous. Owver that
period the inflation rate has and interest rates have
risen to unprecedented levels. Why has this happened? Of
course, no ane knows with any certainty, There i however,
a plausible rationalisation in terma ol the rational
expectations hypothesis. Money growth in Canada has been
highly erratic although inside the target range. Growth rates
have varied from as much as «26% per anoum to -3% per
annum for periods of up ™ nine months, At the same time
there has been a large and perslyting government deflcit.
Further, it is well understood that the Bank of Canada, like
the Reserve Bank of Australia, is an agency of the
government and, at the end ol the day, will pursee the
policies required of it by the government. Since the
government is behaving in a way that appean to indicate an
expectation of contimuing inflation in the range of 10-12% jt
is rational to expect that the government will, when the need
arises, direct the Bank of Canada to pursue a monetary policy
consistent with the achlevement of that inflation espect-
ation. Thus, it is rational for private agent to expect the
continuation of high inflation even though at the present time
monetary policy in Canada s tight. The comeguence of this
s that interest rates are high and the inflation rate remains
high simply because, although monetary policy is currently
tight the higher future inflationary expectation induces &
higher velocity of circulation of money at the present time.
Only by puriuing firm monetary policies and A
expectation that those firm monetary will be
uﬂh—dhﬁﬂ-mﬁmanllmmmrpﬂmr
bring about & reduction in inflation. It & this

the establishment of & monetary standard - 'ﬂn.'l:hm.]-.nlq{n
Canada and that will remain absent in Australia even if all
the Campbell Commitiee recommendations are implemented.
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implicanons and Alerratreen
dohn F, D Bleon

L INTRODUCTION

When the Royal Commission into the Monetary and
Systemn submitted its report In 1936, most of the
econofmied were either still in; or from, the Grea
Depression of the 1930s. Since the depression began with the
collapse of the New York stock market in 1929, |t was natural
that inquiries into the causes of the depression should assign a
major role to the inherent instability of financial markets and
that recommendation based upon these reports would assign a
major role to regulations desi to prevent bank fallures,
Interest rate oellings, insurance, reserve
requirements, bank licensing and foreign ewchange controls
are but a few examples of regulationa introduced in the
pursuit of financial stabifity,

In the 19803, it is fair to say that we still do not fully
understand the causes of the Great Depression of the [930s,
There is, howevwer, a presumption based upon the
extensive research by Fr and Schwartz! that
inappropriate monetary policies that were followed by
worlds central banks contributed to both the length and
depth of the depresslon. Owver time, the af
has shifted towards considering the depression as an extreme
example of a failure of macroeconomic policy ra
an example of the instability of unregulated (financial
AT e, In particular, examples of ‘destabilising
speculation,' ‘bandwagon paychology' and even multiplier
ellects have been hard to come by in the post-war period.

i

=

At the same time, economists have ised that the
firancial regulations that were imposed in interests of
stability wers y  inelficient, and often

inequitable. In addition, the Keynesian notion of saving as a
icakage [rom regate demand has given way to the supply
slde view of saving as the basls for growth. Hence in the
Campbell Report on the Australian Financial System, we

' Friedman, M. and Schwartz, A.),, A Monstary History of
:.:fnlﬂi!tthu, Princeion University Prem, Princeton,

»
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observe a restatement al faith in private linancial markets, a
desire © encourage private saving, and a prescription that
macroeconomic policy should be stable and predictable. In
my mind, there is littie doubt that the adoption of the
recommendations of the Committes would result in & discrete
improvement in the efliciency of the Australian financial
systerm and an associated lmprovement in the well-being of
the vast majority of Australian citizens,

In this review, | shall be primarily concerned with the
lwnud.m#rthﬂm't lor domestic and loreign owned
corporations.  Having expressed my overall enthusiasm for
the Report in the previous paragraph, | find that | must base
my discussion not on a comparison of the existing system with

proposed system, but upon a comparison of the propased
system with what 1 view 1o be an ideal aystem. Since the
iteell s utopian in [lavor;, such a compar@aon of
theoretical systems appears 1o be appropriate. Since a great
deal of political effort will be required to implement the
proposals contained in the Heport, it appears best not to start
out in the wrong direction.

| begin, then, with a briefl outline of those reforms that

of particular importance to the corporation. In the
pecond snd third sections, | shall disciss the implications of
these relorms for the stability of financial markets and for
the attraction of foreign Investment inte Ausiralla. In the

EE

mmmwﬁmimmht may help to
give greater smahility to the Australian financial market and
to attract a greater volume of foreign direct investment.

i. THE WORLD ACCORDING TO THE COMMITTEE

the Committess main concern has been I promaote a
firancial system that s elficient; stable and
competitive. (p. xivii)

the most elliclent way to organise econgmic activity
s through a competitive market system which s
dubject © a minpmum of regulation and government
Invver vention. (p. 1)

With these strong opening statements, the Committee intro-
duces ita liberal (in the classical, not the political, sense)
view of the role of government in the lnanhcial markets. In
brief, tis view redts upon & belief that economic efficiency
is best produced by competitive markets, that competitive
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kets are the result of free entry into those markets, and
stability in competitive markets will arise from stable
pred government behaviour in those markets.
Before proceeding to the details, it may be worthwhile to
review each of these foundations in general terma.

The efficiency of a competitive market is, of course, the
lundamental contribution of Adam 3Smith © economic
science.  In the Waalth of Nations, Smith demonstrated that
many solated individualy, acting in their own sell interest,
will, as if by an invisible hand, produce a socially desirable
outooTme. Since Smith, there have been a number of
attempts 1o describe the conditions under which the optim-
ality of the competitive equilibrium will not arise. The two
miost imiportant conditions which may prevent the soclal opti-
mum from being attained are, of course, externalities and
mﬂuﬂ: practices. Externalities arise when there are

costs that are not included in the private calculus: i
the costs of air pollution are not barne by the industrialist, he
will produce more goods, and more pallution, than & socially

timal.
ol It s, indeed, difficult 1o find exampdes ol externalities in
competitive financial markets. There is the case of
investment in human capital in which; because of the
prohibition of slavery and the problem of moral hazard, we
might expect that the return to human capital |8 wo high
relative to other investments, but this & more af & probiem
ol educational policy rather than financial policy. More
generally, the case for externalities in financial markets must

1y
:



A New Financial Revolution?

government. [t appears, in fact, that regulations which were
ofiginally designed to protect the public against the financial
Institutions eventually lead to a situation where domestic
financial Institutions are protected agalnst more efficlent
world financial imatifutiona, As a result, local lenders are
wﬂ!ilﬂd o earmn the yield on their assets and

borrowers are often ra . In the Australian case,
the prohibitions foreign bank entry into the domestic
market; the tion agaimat listing forelgn stocks on local
stock exchanges, and the system aof exchange controls are all
evidence of this activity. The Committee is certainly
correct in  recommending the abandonment of these
controls. (See, for example, page xxvill),

I 5 also wree that the regulation and control of the

development

traditional banks. As the Report notes, Australian
m:uur-nu.muuﬂqhmmw

societies, merchant banks, finance companies and
credit unions.  As these less-regulated institutions compete
with the core banking s M, & tical demand arises that
regulations  be “t..:h.“f tnm':iin non-bank  financial
intermediaries. As this process has no determinate end; a
more rational response must be to remove the regulations
which ichibit the ability of the banks to compete in the
financial markets.,

The argument for financial deregulation is, then, based
upan two fundamental premises. First, the evidence of signi-
ficant and Important externalities in financial markets Is
limited. Second, the regulatory process s itself a dynamic
process in which the regulated institutions eventually learn
how o adapt the regulstions to thelr own uses. There s
nothing sinister here; it is A simple consequence of the lact
that the regulated institutions have the greatest incentive to
modify and influence the regulations. In thia regard, the
most important use of regulation b to prevent entry into the
financial market by foreign banks and by domestic non-bank
financtal intermediaries. One predictable implication of the
Report then is that the Australian banking system will res-
pond to the of deregulation with muted enthusiasm.

Given entry and iree ted) markets, the
Committes contends that stability will result from a stable
and predictable ment policy. This view also has a long
ﬁrruhh .Iﬂ-hhln:ﬂﬂwiuhuqt

1 demand ar rom a large number of £
Mwmhuﬂ“mﬂmmwﬁm
errors to cancel. This view of the world assumes the absence

LT
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o bandwagons ising speculation; l'lh'-
Ihn-lllh:.q:hﬂd It:ln-u
the only, or at least mn]n-.hrp thh

market. It s a view which does not pay much attention 1o
the fact that Australia is a small country in a highly volatile
world economy. In assessing this view, it will consequently
be wery important to consider the extent 1o which the policies
syggested by the Committes insulate the Australian economy
from disturbances originating in the rest of the world. I
insulation is not complete, i1 may be necessary for the
huu-l.iln authorities o adopt more activist policies than

Tﬂhmmim We must alse put this

sue aiide for the present

The monetary policies of the Committee include the
targeting of a monetary aggregate rather than an interest
rate of exchange rate policy, and recommendation that the
financial dealings of the Reserve Bank should be placed on a
more commercial basis. On the lirst point, the Committee
recommends that:

the suthorities should formulate, announce and seek 1o
achieve a monetary target expressed in terma of a
band of growth rates for a period of, say, one year. (p.
5%)

Provisions related to the second potnt include:

*  The Reserve Dank should pay a market interest rate on
government account balances,” (p. 29)

*  the Government should pay a market rate of interest in
respect to its indebtedness to the Reserve Bank,' (p. 29)

* s near market interest rate should be pald on
deposits with the Reserve Bank.’ (p. 78} and that

*  Yhe distribution of profits [betwesn the Reserve Bank
Ressrve Fund and the Commonvealth should] be deter-
mined by the Board subject to the agreement of the
Treasurer.' (p. 30)

The general idea, then, i that financial amet prices,
icularly interest rates and exchange rates,
mldhmnkﬁ menwmmnﬂuhm
al active intervention by the Heserve Bank,
R:ﬂrnh*“lduﬂhﬂﬁnhrptmﬂu“hn
monstary aggregate that i broadly consistent with the
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maintenance of & stable price level. (see p. 32)  Implicitly,

these recommendations embody a view of the world in which

imerest rates predominantly reflect a stable ‘real’ rate of

interest and an anticipated rate of inflatlon,

prices also lead to stable interest rates, and

L rates adjust so as to offset differences between the
inflation rate and the inflation rates of the major

E

proposal are concerned, these provisions are designed to limit
the com disadvantage imposed upon banka by non-
Interest rEserve 3 and o limit the ability
of the to finance deficits through monetary
expansion and inflation. Along this line, the
recommendations for greater Reserve ALTONOIMY May
also lead to & smaller propensity {or deficit

inflation. There are, however, & number of with

i
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discourage the use of currency and encourage
use of depasit money.

It 5 now time 1o summarize this section of the review.
In general, the Commiftee recommends the deregulation of
Australian financial markets, the free market determination
of interest rates and exchange rates, the payment of interest
on deposits at the Reserve Bank, and the adoption of o target

L L]
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for some monetary aggregate. In the next section of the
paper, | shall discuss the implications aof these recom-
mendations for the Australisn financial system.

0L  AUSTRALIAN FINANCIAL MARKETS
UNDER THE PROPOSED RECOMMENDA TIONS

Economics is not an experimental science, and we do not have
laboratorics in which the sffects of changes in the economic
environment on market behaviour can be gauged with any
accuracy. We have seen that the Committee's objective is to
create an Australian financial system that is efficient,
competitive and stable and, in the previous section, | have
reviewed some ol the recommendations which, if adopted, are
predicted m lead the system o the desired state, In this
section, 1 shall review the evidence on the elficiency of
financial markets from a small country viewpoint, and then
discuss the implications of thia evidence lor the stability of
financial markets.

To simplify matters, assume that there are only three
financial markets in Australia - a bill market, a spot foreign
exchange market;, and a lorward [orelgn exchange market.
Instruments traded in the bill market may include certificates
ol deposit, government bonds, and Treasury Bills. From
these instruments, we choose one lnstrument - say a thres
manth Treasury Bill - that i equivalent, in terms of maturity
and risk, o a US Treasury Bill. With a freely floating
exchange rate, and an operational forward market, the
relationship between the yield on the two {inancial
instruments may be found from the interest rale parity
condi thon,

This condition s based wpon & simple arbitrage
argument. Consider & US investor who is deciding whether
m place X US dollars in either & US Treasury Bill or
Australian Treasury Bill. At the end of the holding per
the retumn on the US instrument s X(1+i), where | is
nominal rate of nterest ln the United States, To place
US dollars im an Australian bill, the dollars must first
converted into Australian dollars in the spof currency market,

Figke

rate parity condition then es that
3
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(#d) = & (141 [

most purposes; T B more convenient o atate the parity
conditions in terms of the following approximation to
equation (1)

1_.“...'_'.;_5

where the forward premium or discount on the Australian
dollar & represented by ¥ = 5 |

Evidence from the recent episode of [lexible exchange
rates offers broad support [or the Interest rate parity
condition. As an example, we might comider the rates
quoted on Eurocurrency deposits at the end of November
1981, hTﬁtLhmﬂthhnﬂntemdamﬂh
denominated in diffarent currencies are presented in the first
column; In the second column, the forward premium or
discount on the currencies is listed, and in the third column;
the covered yields = the sum of the pominal yield and the
forward premiom discount - are presented. From this
small sample; it is obvious that nominal interest rates are
tied together through forward premia and discounts. In the
absence of capltal controls, it is also likely that Australian
interest rates would also be related to world interest rates
through the interest rate parity condition.

From the point of view of the local financial market, the
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income - do not adjust rapidly enough in the short run o act
B5 & market clearing mechaniam.

TABLE k THE INTEREST RATE PARITY CONDITION
November 27, 1981,

CURREMNCY HNOMINAL FORWARD COVERED
YIELD COVER YIELD
s i2.12 0,00 12.12
Canada 1333 =154 1185
16.96 - 206 12.28
s i 612 -adh 1198
France 16.37 - 4,63 11.72
Germany (FR) 10.62 1.69 12.3
lialy 22.47 = 9.0 13.53
Mether lands P25 0.66 11.91
Switzeriand 5.38 13 12.03
Japan 7125 5,53 11.67
Mean 13,66 = 1.53 1213
Standard
Deviation A3 609 0.53

Source: Harris Bank Weekly Review, November 27, 1931.
Yield data reler to three month Burocurrency deposits.

The fact that interest rates are insulated by the {lexible
exchange rate is an essential co 1in the ‘asset market*
theory of exchange rate volatility,” To ses thia, consider the
case in which there s a once and for all unanticipated
increase in the demand for Australian dollam. Following
standard monetary theory, the Australian interest rate must
increase in order to clear the money market, but interest rate

. Thhnpm-ltlmnl‘ﬂum:n;:‘m th;‘ud
Dl.:ﬂmh:l'. MHEIWMW.HQMH-&:

1976, pp. 1161-7T6. For & review of recent de
in the asset market approach, see, Bilson, 1L.F.0,,
ents in Monetary Models ol Rate

F‘-ﬂ.:l‘l. 26:2, 1,::-1!“, pp. 201-22), ;HFMIIH.I, 1A,
Mussa, M., Efficiency of the Foreign
meufm.‘lwm
Raview, 70, May 1980, pp. 711,
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parity implies that this increase In the local interest rate
must be accompanied by a discount on the Australisn dollsr in
the foreign market. i the loreign exchange
markel is dominated by rational speculators - an assumpition
that we will explore below - the discount on the dollar mimt
to an anticipated depreciation of the Australian
dollar relative o other currencies. This anticipated
depreciation is brought about by an immediate appreciation;
simple terma, the spot price of foreign currency in terms
of Australian dollars must immediately fall until the market
t that this price will increase at a sulflicient rate to
te for the interest rate differential. Hence the
mlﬂﬂuhﬁrﬂmuhm-lhmd
a volatile exchange rate.

The other important implication arling [rom the aset
marke! approach is that exchange rate changes will not be
clsely amociated with movements in differential inflation
rates i the short run,  DBecouse prices adjust to econbmic
conditions more gradually than asset prices, the short run
appreciation of the Australian dollar predicted in the previous
example will not be immediately reflected in & fall in the
Australian price jevel relative to the world price level
Instead, the appreciation of the Australian dollar, accem-
panied by the increase in Australian [nterest rates, will
gradually reduce the inflation rate through a number of
channels, For exports denominated In Australian dollars, the
higher loreign currency prices will result in a reduction in the
demand for those products while, for exports denominated in
lmlpmmhmhnﬂ:thhtnuﬂlmhﬂutw
receipts will discourage supply. far a8 imports are
concermned (especially intermediate inputs denominated in US
dollars - oil being the most Important ezample) the
appreciation of the Australian doliar will jower the local
currency coats of these Imports and reduce the overall cost of
production. There will thus be downward pressure on prices
in the intermediate run.

The Hailuore’ of the purchasing power parity condition is
well documented in the recent literature on flexible e
rates. For a country anticipating the adoption of a Hexible

rate, the lesion to be drawn from this evidence is
that the commadity markets will not be insulated from warld
manetary conditions by the flexible exchange rate, and that,

i

! The recent evidence on the purchasing power parity
condition s reviewed in Frenkel, J.As Collapse ol
Purchasing Power Parities During the 19704', European
Economic Review, 16, February 1981, pp. | 45-63,
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in competitivensis under a flexible rate than under
u fixed exchange rate. This B not an unimportant consld-
eration in the Australian case where constitute
approcimately twenty per cenmt of GNP evidence

parity condition, the exchange rate would then adjust in a
gradual and stable manner to offset the difference between
the inflation rates, and the interest rate would be determined
by & siable real rate of interest and the expecied rate of
inflation. In this world, then, a4 stable domestic monetary
policy and a flexible exchange rate would result in stable
macroeconamic conditions.
in contrast, the asset market! approach recognises that
commodity markets are not perfectly integrated and that the
rate |s determined by conditions in the local and
world [inancial markets. From this presumption, the
suggests that the exchange rate will be volatile and
that it will not be closely related to relative prices. It also
implies that the local commodity market will not be insulated
from monetary developments in the rest of the world.
Consider, for example, the ﬂﬂ'ltlﬂlr%:f LIS monetary policy
i immadiate effect of

*  Frenkel, LA, "Flexible Rates and the Role of
"News'"; Lessoms [rom the 19704, Jowrnal of Political

E 8%:4, August 1981, pp. 663-TO3,
hmn M., Essaya in FIIEIP:I-H Economica, Liniversity

ol Chicago Presa, Chicago, 193),
&9
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Given the absence of insulation, it may be difficult for a
small country like Australia fo keep to a constant growth in
maonetary aggregates when the monetary policies of the large
countries are being revised. In order to limit the adverse
elfects of a tight US monetary policy, many
countries have had to adopt contractionary moneiary
themselves.  While this policy limits the change in the
exchange rate, it also Implies that the high US interest rates
are esported to the co-operating countries. The chalce

comes down to sulfering a recession due to the

te-induced increase in the price of imported
intermediate goods and the recession induced by high interest
rates. The conclmion to be drawn from the current

is that it may not be possibie 1o choose between a
fized or a flexible rate regime without a consid-
eration of the monstary of the major countries.

In the Reéport, the Committes recommends that the
Reserve Bank follow a stable money growth rate rule and that
it allow interest rates snd exchange rates to be determined in
the market. On the basis of an analysis of the experience of
other countries operating under similar conditions, | have

that the adoption of these recommendations would
result in large and unpredictable movements in the
rate - mean absolute changes of approximately two per cent
per month - and that these changes would have a considerable
influence on the Australian terms of trade. In addition, such
changes need mot be the result of developments In the
Australisn financial markets, sb that argements that dom-
estic financial markets are stable may not be important if
fore central banks are rapidly changing their monetary
policies. In the final section of the paper, | shall suggest
soime alternative relorma which ma
problems with the Committee's Before turning to
this 1aple, however, It will be uselul W review some of the
recent evidence an the efficlency al international [inancial
markers.

IV. THE EFFICIENCY OF INTERMATIONAL
FINANCIAL MARKETS

T

The preceding discussion of the interest rate parity condition
demonstra that international f{inancial markets are well
arbitraged. In other words, there are [ew opportunities [or
risk=-free profit arising from deviatioms from covered interest
rate parity or currency arbitrage. There is however, a more
difficult implication of efficient market theory relating to
speculative arbitrage. Many commentators have suggested

N
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ol exchange rates s not an important
deterrent to trade and investment becmse this risk may be

the purchase or sale of contracts in forward
i the forward exchange rate & an unbiased
the future spot exchange rate, then the expected
cost of hedging foreign exchange risk is zero, apart irom
transaction costs. iven that exchange rates have been

non-interventionist position. ever, i the evidence i
againat the hypothesis, there may be a role lor the Reserve
Barnk as a stabilising speculator in the forward currency
markets. Hence, in this section, we examine the efficiency
of lorward foreign exchange markets and discuss how

exchange rates and interest rates.

In order o test any hypothesis, a reasonable alternative
hypotheals must be specified. o the “lorward
parity' theory described above, the | rate s the best,
unbiased forecast of the future spot rate. As an alternative
hypothesis, we assume that the exchange rate follows a
random walk, so that the best forecast of the future spot rate
s the current spot rate and that, by implication, forward
premia or discounts are unrelated to anticipated changes in
the exchange rate.

To compare the two models, we construct the following
composite [orecast equation:

Sepp " F, + (1-8) B4 a9, 3

where u, ., is a serially uncorrelated forecast error.

é:l the forward parity model, the weight given to
the forward exchange rate, B, should not be signficantly
different from unity. On the other hand, I eichange rates
do follow a random wall, then this weight should not be
signficiantly different from rero,

Estimates of the B based upon monthly data over
the period from January 1973 to H:tnrnhu' 1980, for five
major countriea are pressnted below." Standard errors are
presented in brackets bensath the coefficients. Although the

¥ These estimates are twken from Bison, 1F.0.
‘Profitability and Stability in International Currency
m'.ﬂmmm.:m. In this paper, the
relationship between the fallure of the forward rate
parity condition and the stability of the exchange rate is
discuased and teated in more detail
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weights are not estimated with a great degree nlE-:hbun.
there s a notable tendency for the estimates 1o lie below the
forward parity value of unity. In two unu,ﬁmud
Japan, the estimated are significantly below unity and when
the weight b consirained 10 be the same for all of the

currencies, the estimated pooled weight is again signilicantly
below unity at the five per cent sign level.

Currency B Weight
Canadian § -0.03
Pound 5 tﬂ.ﬂ
ter
2 (0.54)
French Franc 0,39+
(0.31)
Deutsche Mark 063
(0.5%)
Japanese Yen <0.81*
(.71
Poaled 0.4

It would be wrong to interpret the failure of the forward
parity condition as evidence that markets are not elficient,

: “-E i l.nd
lnqrurum uu‘nmw:y interest rates

rates under & [loating exchange rate system.
Emuﬂmtl]mrhmwlﬂmu

E ] =

&it_’: .,;ﬂ,t;l @
where the term on the right hand side is the forward premium
of discount on the currency. Taking 0% as a representative
value of the B weight, the redults suggest that the best

rate of change in the exchange rate is
per um.

are that the forward
ane times as large as the
rate of change in the exchange
rate. Since interest rate parity holds, the implication is that
international differences in nominal interest rates will also be
far greater than can be justified on the basis of exchange rate
expectations. A risk averse speculator would have made
money, on :.m:p by borrowing in countries where interest
rates are low and lending In countries where interest rates
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are high. Within the termina of the forward market, the
implication i that oné should seil short if the currency is at a
premium in the forward market, and take a long position in
currencies that are at a discount.

In the paper from which these results have heen taken, |
demonstrate that the fallure of the forward parity condition
to hold has increased the volatility of both the exchange rate
and international interest rawe dillerentials Hence the
natural tendency for wolatile exchange rates ar out of
the asset market approach s supplemented by thanal
volatility due to the {ailure of forward rate parity.

The policy implications of these results depend upon their

CaLRes., if they simply reflect a lack of
information, then the 8 weight may tend towards unity over
time. However, if the results do reflect a risk premium,
then it may be passible for Reserve Bank intervention in the
forward currency market to be both profitable and stabilising
in both the currency and financial markets. In order 1o
implement the intervention strategy, it would be necesary
for the Reserve Bank to announce an expected rate of
in the exchange rate and & rule for purchasing and selling in
the forward markets based upon deviatiors of the lorward
premium or discount from that expected change.

All of the above suggests that the recommendations of
the Committee would result in more volatile movements in
Australian interest rates and exchange rates.  Although there
has not been any strong evidence that exchange rate volat-
ility inhibits trade and investment, thess characteristics of
the flexible exchange rate system are probably not in line
with Committee's concern for a stable financial system. One
is left, then, with the problem of madifying the financial
market recommendations in order to eliminats the problems
discussed abave,

v. muﬂmmmm
FINANCIAL REFORM

For the purpose of this discussion, the recommendations of
the Campbell Committee may be summarised under three
headings: deregulation of the financial markets, quantity
targeting lor monetary aggregates, and commercial reflorm of
the Reserve Bank. Under the last the payment and
recelpt of interest on the balance aheet iterma are the most

' This saction is based upon Bilson, 1.F.O., ‘A Proposal for
w Reform', mammseript, University of Chicago,
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ER+D= N {6}

where 5 ia the exchange rate, expressed in units of Australian
dollars per US dollar, R & the US dollar valuee of the
international reserve assets; D s the Australian dollar value
of the domestic credit instruments, and M @ the

base. Apart from contributions to the ressrve fund, this
identity s maintained at the present time by payment of
Reserve Bank income to the government. The Committes
has recommended that the revenue should be paid o the
haolders of deposits at the Reserve Bank, but it is unlikely that
these payments would exhaust the revende since currency is
non-interest bearing and the interest on depoaits at the
Reserve Bank would be below the market rate.

The alternative; based upon the mutual fund model, would
be to set the exchange rate at the rate which would maintain
the identity. In other words, the Reserve Bank would stand
willing to exchange Australian dollars for US dollars (or any
other convertible currency) at the following rate

=t m

For practical purposes, this value would be the mid-point of a
bid-ask spread of one or two per cent.  Such a system might
be called an equity standard, since the Aumtrallan dollar
effectively becomes a non-dividend equity claim on the
Reserve Bank's portfolio of assets.

The equity standard has & number of advan over
¢ither a fixed or floating exchange rate regime. first
notable characteristic of eguation (7] Is that the exchange
rate is independent ol the quantity of money, I the demand
tor dollars Increases, then commercial banks can sell

MAuntralian dollars. This would result in an equal increase in
M and D in equation (7) and the exchange rate would not
change. Thus the equity standard is capable of responding to

changes In the demand for money witheut inflation.
Secondly, as interest ks paid on the Reserve haldings,
the = rate would increase. Given the interest rate
parity the wvalue of the Australian dollar in US

However, because of operating costs and taxes paid
government, the sffective interest rate (in US units) would be
probably two or three per cent below the US interest rate.
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Agaln interest rate parity, these estimates imply
Australian interest rates of approximately twe or three per

applied to any owrrency. Hence there will be a general
tendency for the tion of the Australlan dollar against
any currency to reflect the nominal rate of interest, and
hence the inllation rate; in that country.

Apart from the expected appreciation due to interest
revenue, the exchange rate will also die o
unanticipated capital gains and losses on the portfolio. This

Reserve Bank portlolio mhﬂﬂlhﬁfﬂmllirﬂtﬂ. A
fall in the LS dollar price of gold will lower the dollar value
of the Reserve Bank portfolio and require a depreclation of
the Australlan doller. In additlon, the dollar value of long
term debt may change when interest rates change, thus
leading to & further source of wvarlability in the exchange
rate,

Given that the Reserve Bank portfolio does inclode rinky
assets lilke gold and long term debt, the adoption of an equity
standard based wpon that portlolio could lead to unnecessary
volatllity in the exchange rate. Rt would be preferable, [or
the purposes of rate and interest rate stability, to
restructune  the portf o include a greater wvariety of
assets and to shorten the maturity of those assety.

This may Indeed be the correct justification for an
Australia Trust: The Committes was; to my mind correctly,
unimpressed with the benelits of a government fund which
would channel savings into equity Investment. There are,
however, & number of benefits that would accrue if the

'  For evidence in this lssue, see Fama, E.F., *Short Term
Interest rates as Predictors of inflation', American
Economic Review, &3, June 1973, pp. 269-83
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dollar would depreciate relative o the US dollar. In this
case, the depreciation would lower the world currency prices
of Australian exports and increase the Australian prices of
imports, thus shilting demand towards Australian In
other words, Reserve Bank investments bn Austr equity
stocks, in conjunction with an equity standard, could jead tw
desirable counter-cyclical movemenmt in the exchange rate.
There @, then, a possibility for an activist monetary
policy under an equity standard. At ooe extreme, the
Reszrve Bank portfolio could be comprised entirely of low
risk, short maturity, bonds. In this case, the Australian
dollar would exhibit & steady, predictable appreciation
the US dollar at a rate that would be one or two per
iess than the LS short term rate of interest. Australian
d

could be based entirely on equity shares of Australian
companies with cyclical earnings. Under this strategy, the
Australian dollar would depreciate when the economy
worsened and appreciate when the economy improved, The
exact sructure of the portfolio would be bassd upon political
and econoimic consl derations.

Macroeconomic disturbances occur In both linanclal
markets and commodity and labor markets. The most
important type of linancial market disturbance B a shift in
liquidity prelerence between interest bearing assers and
money., Linder the equity standard, wese shilts would be
y absorbed by the matural expansion or contraction of
the money supply. As far as the real disturbances are
concerned, countercyclical movements in the exchange rate
can be created which would partly offset the impact of these
disturbances, These [eatures of the equity standard are not
shared by either the fixed or the floating exchange rate

i

E



A New Financial Revolution?
¥. CONCLLSIOMNS

We live in an interdependent world in which all countries
must compete for the available stock of financial re-
sources., [ a national government imposes regulations and
constraints which reduces the retum on asset held within its

On the ather hand, the benedits arsing [rom the oreation of a
more hospitable environment are also very great., For the
international nvestor, Australia offers vast bllities for
investment and a stable political climate, these natural
assets could be combined with an active, elficient and open
financial system, there is littie doubt that the wolume of
foreign investment In Australia would Increase. This
investment would in Tum lead © higher real wages and an
increase in the real valde of national wealth.

The Campbell Committes has accomplished a significant
task in specif the most important distortions in the

Australian | system. The adoption of the
Committee’s recommendations would make the Australian
financial systern a showplace for economic policy

in the same way that Hong Kong a showplace of frec
trade. The proposed system does, however, imply that
interest rates and exchange rates would volatile,
This is really an unnecesary adjunct 1o the general emphasis
on financial deregulation. In this paper, | have attempted to

4
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COMPETITION, INNOVATION, CONSUMER PROTECTION
AND THE ROLE OF THE MARKET

The Phiosopty of the Camptel Repor
Geofirey £ Wood

L INTRODUCTION

Throughout the Report of the Campbell Committes there is
consistently expressed belief! in the desirability of allowing
the free working of competitive markets. This belief i
particularly strongly expressed in those sections of the
Report - Chapters 13-22, 23-23, and 32-33 - which respect-
ively deal with the 'Protection of Investors and Borrowers',
'Participation in the Financial System', and ‘Competitive

can have for intervening in markets are set out, and it s
considered whether any of these apply ® the financial
markets. That the main theme of the Campbell

prepared for & discussion of some of the details of the
Report's recornmendations.

L. COMPETITION IN BANKING?

In an Industry, competition can be expected 1o promote effi-
ciency, Efficiency, it should be stressed, has two connected

thin i meant that the price of a good in the market i
to the marginal cost of producing it - the addition to
costs which results from producing an additional unit of the
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good. It is desirable that price equal marginal cos
this eraures that individuals are having to pay for the
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e, Samueison, P.A., Foundation of Economic Analysis,
Cambridge; Harvard University Press, 1967, Chapter §;
Bator, F.M., The N Amalytics of Wellare
Maximisation', American ¢ Review, 1957, pp.
12-39; and Koopmans, T.C., The Efficient Allocation of
Resources’, Economatrica, 1931, pp. 933863,

An extensive and thorough analysis of the sources of
‘market fallure’ is contained in The Anatomy of Market
r.w.w'. Bator, F.M., Quarterly Joumal of Economics,
938,
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observation follow both inwnhu and .pnll
mendations. The implica important in
context B that in the presence of externalities, market prices

by actively repiacing the market.
This policy recommendation would have been the .Ill'lwl;

would have suggested, in the case of a negative extermality
lin production, inrulhplﬂthlt“ﬂmhnlﬂm

(a) make the causer of the externality liahle for the
damage; or

(bl phuqu;mhﬂhmrnlﬂnﬂmpmlm
the marginal value of the damage he cauned; or

(e} exclude the activity from areas where its execution
would harm others.

But since Coase it has been recognised that the inter-
dependence i mutual. I A harms B by acting, B harms A by
preventing his action. Which harm should be prevented?
Surely the question is, which is valued more highly? In other
words, when there i an externality, there s an unexploited
gain from trade. I the externality were internalised to the
market system, it would be priced and paid lor.

These externalities generally fall w be internalised
because of transaction oosts. These can arise as a
consequence of

{a) the inadequate specification of property rights; or
b} the nature of the externality; or
ie)  the inadequacy of the inatitutions.

’ r’ A.C., The Ecomomics of Welfare, Macmillan,
s Coase, R.H., "The Problemn of Social Cost®;, Journal of
Law and Econcmics, October |90,
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In some cases, the externality arises only because the
property right has, because of historical accident, nol been
defined, Defins [t, and the problem can be solved because
there can then be market transactions in that property.

A second possibility is that individuals simply do not know
the effects of the extemality - for example, there can be
disagreement about the ellects on marine life of palluting &
river. This disagreement prevents individuals from siriking a
bargain - and is of itsell often evidence that the externality
is not really a problem for society, but just a piece of special
pleading by an interest group.

Third i3 the potaibility that so many individuals are invol-
ved, each one 0 such & small extent, that transaction costs
prevent bargains being struck. And last, institutions may im-

satislac fesour e -allocs Mar ginal-value - measur
prices htlﬂ:l..! af cohstraints on (s -:IE:n. e
PFaternalism

&
prices so & to encourage B o do what A wanis, and A can
precisely tailor the subsidy o 21 to maximise his well-being.

Increasing Returns

There are increasing returns when to (say) double output one
must jess than double inputs. The situation here s para-
doxicals Equating price to marginal cost by a producer
allocates resources efficiently - he s charging what the good
cosls, and consumers are Plt;n“ the opportunity cost of
producing that good. But producer would be

losses, because marginal cost (price) would be less than his
.I.ﬂ:ﬁql- cost per unit. Prices allocate resources elliciently,
bat firma make loswes.

Bl
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What happens? Usually the problem i in fact not in this
pure formi wsually returns increase initially, and then
decrease; and the problem s that economies of scale are such
that the industry s dominated, or consists of, & very small
number of firms and is therefore not competitive.

In that case costs are no longer equated o price but are
less than price - and society would therefore ke more of the
good to be produced. The firms cannot semibly be broken
up; by the nature of their cost functions they would come

together Laws can be passed In an attempt o deal
with this, ng' firms to behave "aa ' they were in a
competitive industry, but it b doubtiul how successful this is.
Public goods

A s a public when one individual®s consumption of
it not reduce amount of it available o others. Such
goody are, clearly, very rare. (Some goods approximate to
that definition at first glance, but, as has been argued in the
externalities literature, cease to be public goods upon a
redefinition of property righta). Pure public chearly
present a problem for the price system. non-paying
individuals cannot be excloded [rom consumption; then No-one
will pay, and the good will not be produced sven d many
people are willing o pay for it il paying were the only way by
which they could obtain it. (If non-paying individuals can be
excluded, then the good could be prodeced; but exclusion
be inellicient, in that many people could
receive the benefit without affecting others® well-being, but
are not allowed to). Such goods can
government f{unding them by taxation
firms (or individuals) providing them charitably, price
system M:dnumrﬁ:ldmtummm
Indlwiduals have
exchange such goods among themselves,

Do any of these impediments to the working of the price
system apply to the financial syatem? It is hard to see that
any doos, MNo-one has argued that banking or the provislon of
ather linancial services causes harmiul externalltles, or has
beneficial spillover elfects for those who do not use the
system, Paternaliam is clearly not relevant here, and nor is

countries - certainly the USA and also many wnall European
countries (not the UK because of a government protected

cartel) support vigorously competitive banking systems.
Hence increasing returns in banking did not appear fo prevail
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over a mange of output sufficiently extemsive to make a
competitive banking system |mpracticable. It therefore
appean that the case for competition in banking, and in the
provision of all other {inancial services 5 as swrong as it i lor
competition in any other industry., This certainly supporis
the main conclusion af the Campbell Report.®

0. IMPLICATIONS OF COMPETITION IN BANKING

Although the general case [or competition is strong it should
be recognised that banking is a very special industry, The
banking sector is essential to the working of a modern money-
using economy.  For that reason, bank fallure can have
dramatic economy-wide repercussions.  An example & the
Great Depresaton in the LUSA. This was certainly

¥et, as argued above, competition must allow for the
possibility of [irms entering and leaving the industry. There
must be freedom of entry and exit. The Campbell R
this; it favours liberalisation of entry condi
and frequently refers o the desirability of allow-
y departures. How can the latier be schieved?
And b allowing banking competition, removing the cushion of
monopaly profits, more likely to lead to bank fallures?

What would constitute an orderly departure™ Plainly a
business voluntarily deciding to leave the industry, and
steadily running down (ts businesi, or translerring its banking
busines to another firm, would represent an orderily dep-
arture. Banks should, however, also be allowed tw faily U
they sre not, there is no discipline on management such as to
produce either responsibility or even competence. There s a
strong case for bank failure, not because bank failures are
desirable but becauss the alternative s undesirable. It ls,
however
ing

28

'%

that such failures can occur without bring-

down the rest of the linancial system. How this can be
done was described, in the last years of the |9th century, by
Walter Bagehot.* If a bank is failing, the central bank should
lend [reely to the markets, buying whatever paper is offered
to it o as o support other imatitutions in the wake of the
fallure - but, as Bagehot stressed, the central bank should not

%

case for competition in banking, both in general and
in particalar in the UK context, is sef out in some detail
Griffitha, Brian, Competition hml-hbulm

- ]

er Mo, 32, Institute ol Economic Affalirs, 974,
. He did this is his classic Lombard Street, Kegan Paul,
London, |R7A,

ey
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attenpt 1o support a fundamentally unsound institution. This
can be done - in the UISA the Federal Ressrve System has
acted in that way twice in recent years, Orderly exit is
poisible.

A fear sometimes expressed, despite this, s that compe-
tithon will make fallure more likely. It is sometimes argued
that as banks compete for business they will undertake more
risky loans, and have narrower spresdy between deposit and
jending rates, until they resort to unsound banking practices
and consequently run the risk of insolvency. A most detailed

ﬂ?hhpmﬂ:hhshmwrhdmbrﬁmn].

. He investigated whether there was any syste-
matic relationahip between the interest rate pald on bank
deposits and the returma on banks' investments, and the
interest rate on deposits and the mte of bank fallure.
Meither set of results bore out the fear that competition
would increass the riskiness of banking. Competition did not
make banks more rash or more prone to fallure. Hence the
general case for competition n industry need not be modilied
in the case of banking - or at least, should not be modified by
consideration of the special nature of one of the banking
systems ‘products’; the lacilitation of transactions.

That does, however, [eave undecided the questions of how
free entry 1o banking should be, the comequences bank
failure should be allowed o have for depositors, and how
banking competition may Interact with monetary control

Entry to banking

The Campbell Report is concerned with two aspects of entry
o banking. These are whether [loreign banks should be
allowed to enter the Australian system, and how to ensure
that the individuals who run banks are ‘proper individuals' in
that role. On these two issues, the report i less clear-cut
than it could be. Why should foreign banks not enter as
freely as domeatic ones? Two possible reasons can be denti-
fied. One is that thess banics ‘may not be run in the interests
af the home country’. This is a possible 5 bast not ina
competitive banking system. The reason & possibility is
mlmﬂwhnmmltlw:rmrnuh1hm:mum
no bank works for the sake of the economy., They all muost
work lor profit or ﬁﬂﬂmﬁﬂﬂlﬂkﬂ!‘rm
profits & o proy as cheaply as possible, what their cus-

Bernston, G.)., ‘Interest Rates on Bank Depoaits and
Bank Investment Behaviour', Joumal of Political

Economy, October 1964,
&7
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js the Committes so cautious about

b.i:?ru The main reason seems o
hﬁﬁmh!ﬂrwﬂlrtﬂmﬂhpﬂnﬂtm
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{The efi-

It is nowhere argued in

lhlllm m.ﬂmmwwnm
Committes cannot be censured too

ility; but the choice is not an easy

it did, or whether some form of protection

{foreign banks on monetary control is taken up
There is a similar fuzziness in the Report's position on

domestic entranis o the industry.

best course they think acceptable?

inclination Is to the farmer course, and to leave politicians to
judge political

one, and the m
mﬁlrhﬂuﬂﬂmmwumm.
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The same laws should apply to mwmm
COITHPHEN 5. LUindischarged bankrupts are excluded
from directorships; lnd‘rnrmldlthhrmhlhuwlrnlnll.
companies to publish the previous business experience ol their
directors and senior managers. Beyond that, there is no rea-
san o have different standards for banks and other firmas -
particularly when it 5 clear that banks are o be allowed to
fall

Depositor probection
The Committee considered whether there should be some

depoaits below & certaln amount should be protected. This
vmﬂﬂmmdiﬂmﬂwnn'me. It
would, » be a disincentive to customers choosing thelr
banks carefully. It would thus make lile easler for
incompetent or inefficient management. Further, why
should such protection be provided lor depositors?  Such
protection is not provided w purchasers of other goods or
services, and it i not contless to provide. There would be a
charge, either fo general taxation or on the industry. The
argument [or protection of bank depositors must rest oh

be concluded, albeit tentatively, that there i a case for
depoalt imaurance. The case s, parsdoxically, that it makes
bank fallures more likely.

. To find these arguments developed
G.Ji; Discumsion of a paper
Barr, in "Policies for a More
System’, Federal Reserve Bank of Boston, Conference
Series No. 8, 1972,

&



A New Finoncial Hevolution?
Competition and monetary control

The structure of the monetary system cannot be discussed
apart from its effects on the conduct of monetary policy.
One product of the banking system, bank deposits, s a
substantial proportion of the money supply. A UK pers

on thi issue & particularly useful. The UK does not

a competitive system; it is dominated by a
small number of large there are many administered
interest rates, and entry Into retall banking is &'fficult, in
good part becauss of control the existing retall banks
have over the chegque clearing system.  (The Campbell
mﬂmﬂmm cheque clearing system be

of the banks is therefore very wise; indeed, the
of the recommendation B a prerequisite to &
mﬁltﬁhﬂh‘tﬂmh
Lﬂtmhnﬂunhmmrmuﬂhumhm
Monetary growth has persistentl rossl
iﬁﬂhdhﬂthw -lhruumurrnrﬂ:l:mut
arvd & rate consistent with price stability. Efforts at control
have largely been exercived rationing and other anti-
competitive schemes, and have falled consistently, and by
consistently large amounts,

Oirses of how the uncompetitive nature of the
system has caused control was the phenomenon
known as ‘round tripping’. banks move their base

rates in collusion rather than having them market
determined, it was possible for them to lag behind rapidly
changing market rates, Sometimes it became profitable for
prime customers to barrow from banks just to on-lend in
money markets. Under such conditions, monetary growth
eaploded. Of course, these intereat dif ferentials did not last
long, and when they reversed so did the ‘round t "
Monethe leas, the short bursts of money growth were harmiul
o the economy, simply because it was impossible to
determine what the trend of monetary growth actually was.
Further, it led to the introduction of a device, a limit on the
rwﬂiulmunutquluﬂhﬂcﬂth,uhi:hmur

Individual banks' market shares,’®

In contrast, a system where the banks compete among
themselves [or & stock or reserve assets, whose supply is

L For further details on this, see Griffiths, B, "The
Reform of Monetary Control n the United Kingdom',
Annual Monetary Review, No. 1, 1979, of the Centre for
Banking and International Fl:m. The City University,
Landon
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ted by the central bank and holdings of which would be

:mﬂllh*l' the bank could do

well within & competiti

relies on prbulm-jhuulmruuﬂrﬂummm

can put them to the most productive use.' The of
= ]

é
i
|

presence
i banks in the domeatic financial system does
not aff this conclusion in any way. They, just like
domestic banks, would have to acquire the reserve assel
before they could do business in the domestic currency.

There in 4 most happy coinclidence of interests between
the desire for a competitive banking system and the desire
lor elfective monetary control

I¥. INTERVENTION IN MARKETS

S0 far the arguments of the Campbell Report in favour of
{ree markets have been tested and found robust. They are
fully consistent with the normal approach al economic
analysis, and the findings which result from the examination
of evldence. Before moving from examining the basic
position of the report to consideration of certain details, one
further isue must be examined. The government and mone-
tary authorities have been enjoined to oease intervening in
markets, 1 cease setting or stabilising prices. From the UK
that is a persuasive position on one view alone; the tactics of
the Bank of England in trying 10 set the price sl which it sells
government securities have led o tremendous swings In
money growth and the exchange rate, and sometimes even in
the rate of inflation. But nonetheless arguments for
intervention must also be examined. These arguments are
basically of three types - rates can be thought 1o be ‘wrong',
in that either they do not rellect all avallable inlormation
and hence would produce resource misallocation, or in that
they are not &t some soclally preferred level] or sometimes
wmlt“mﬂumwnmmhm:
o be too volatile. Can some sort of
mmmhﬁiﬂdmnrHMMT 'Eh
the first point the answer |s clear - and tive

The markets in [inancial assets are || there I3 no
significant amount of wasted information and much of the ab-

1 Such a system hhmumuﬂﬂﬁiﬂnﬂrlwﬂr
use of the monetary base, For detalled discussion of
wystem see Griffiths, B, op eil., and Meltzer, ALH.,

‘Central Bank Policy: Seme First Principles’, Armual
Reviaw, MNo. 2., 1980, Centre for Banking and
In Finance, The City University, London.
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finding is consivtent with carlier studles;, and; in conjunction
with worle such as that by Levich,'! clearly demonstrates

Ia it possible that one rate be n some sense socially
preferred to another? I it s, It must be not

rate i an end in itwell, but because of its sffect on resource
allocation. As noted earlier in the context of the entry of

ﬂﬁh the answer s no.  Since volatility, as noted abowve,
reflects the arrival of new information, it 3 a perfectly
rational sspect of the system's behaviour. Suppressing that
volatility will not make it vanish, but will shilt it elsewhere -
to money growth most likely. It is not senaible 1o shift
volatility from financial marieets, which are accustomed to
dealing with if, to markets in and services, not
accustomed to such [luctuations often inhibited by long-
term contracts from dealing with them, Further, there is
evidence that intervention in financial markets, tlr making
expectations more volatile, increases rate volatility.!?

'* LA, Frenkel uses this term most prominently in

"News"™: Lewsons from the 19708, in Erxchange Rate
Policy: U.K. Options for the 19805, edited by R.A.
Batchelor and G.E. Wood, Macmillan, London, 1931,

1% Levich, RM., Overshoot in the Foreign
Markef, Occasional Paper 3, Group of Thirty, MNew
Yark, 1941

I%  See Bhagwati and Ramaswami, and Wood (1973), both
op. cits

'  This & shown in Batchelor, R.A,, and Wood, G.E,
Floating Exchange Rates: The Lesson of Experience’, in
Batchelor and Wood (eds.) [I981) ap clt. See also
Griffithe, 1979, op cit.
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It must therefore be concluded that the views of the
Campbell Report on the desirability of competition are
correct.  Free competition, and the absence of regulation
inhibiting it; are as desirable in the financial markets as in

Having reached that conclusion, and thus supported the
main element of the Report, it 5 esel gl before concluding to
mention some detalls which are of Interest but have not

emerged in the general discussion wo far.
V. SOME DETAILS OF THE RECOMMENDATIONS

30 far it has been argued that the Campbell Report's general
endorsement ol competition in all aspects of the financial
system s, al not supported by extensive argument in
the Report itsell, in lact well founded.

In the course of reaching that conclusion, certain of the
Report's detalled recommendations were noted, but the bulk
of discussion %o far has dealt with general principles. In this
section of the paper, therefore, it is useful to look at some of
the detailed recommendations, as well as occasionally noting
what has ndbt been done.

Some considerable attention i paid 1o devising ‘pru-
dential' controls o regulate financial institutions. This & of
course tolally inconsistent with the Report's general
endorement of the free market - an endorsement which can
only follow from the belief that consumen and producers
know thelr own business better than anyone else. It might be
argued in reply o that that the financial system B o
important to the working of the economy that additional
saleguards are necessary, but that, too, does not hold
water. First, as indeed the Reéport notes elsswhere, it is the
stability of the systerm not of individual institutions that s
important, and the former can be safeguarded by an adequate
lender of last resort facility. Second, comider what it meams
to have © satisly compubiory prodential requirements. I
the requirements are compulsory, they cannot be violated so
i, for example there are compulsory reserve requirements or
balance sheet ratios, firms will always have o hold, in
addition m these legal requirements, whatever they would
want 1o hold from their own prudence. This would go a long
way to olfiet the efficiency which a more titive
limancial system would n'mm g
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|

This recommendation b, indeed, directly at variance with

those the Report makes with regard to the stock exchange -

where competition over lees s encouraged, inCorporation

permitted, and {oreign firms allowed to enter. All ol these

changes will surely be of benefit to investors by allowing
of

e
There is also incomsistency in the Report's attitude to
bank ownership. Shares in a bank are o be a to be

Such criticisms by and large do not y to the extensive
section of the Report which deals with consumer pro-
tection. The implications of the authors' understanding of
the role of markets B there carried through with consistency
and thoroughness to the detailed recommendations they
make. A good example ol this can be found in Chapter 18,
the introductory chapter to this section, where the authors
point out (paras. 18.22-18.29) that comstraints by the
authorities on lcensing new entrants to an industry should
take ne account of any views the suthorities may have on the
optimal size of that industry.  First, the view ol the
authorities may be wrong) and second, even if correct, the
new entrant may be more efficient than an existing firm.
There b also a welcome insistence on requirements o dis-
close information in a clear and readily sccosssible way, and
forcefully criticism of Interest rate ceilings.
indeed, of section of the Report only two criticisma
should be made (spart from the earlier comments on the

Report's advocacy of prudential rq:hﬁm'.l. The firat is the
recommendation that regulation be ‘flexible’.

« « « prudential requirements laid down and supervised
by the authorities in a flexible manner are preferable
to the formal ication of requirements In
leginlation. (para 18.31)

FL



selective credit controls could have been much stronger.
They argue, correctly, that they impair the efficiency of
financial intermediation. They would also have argued that
by distorting market prices they complicate the conduct of
monetary policy, .l.nil that- they also hawve little effect on
resource allocation,'

Such changes as the abolition of interest rate ceilings
may, of course adversely affect certain groups in society,
even though society overall gains. The authors of the Report
face this isswe and argue, clearly and correctly, that the best
way o assist a particular individual or group s not to distort
prices - that would lead to economy wide resource mis-
allocation - but simply 1o give them funds.'” In addition to
the analytical reasons for that recommendstion, a further
paint in its favour is that it makes explicit and visible to all
the cost of the subsidy - which of course s why the subsidised

groups often resist such proposals.
VL CONCLUSION

The Reports authors maintain that their conclusions and
recommendations need to be seen as an integrated pack-
age’, This s correct in one semse, but misleading in
ancther. Based as they are on an understanding of the
working ol markets, the recommendations are underpinned by
a consisistent, well thought out, amd correct body of
analysis. In that sense they clearly are an integrated
package. But that does not mean that the Government must
implement all or implement none. It should do so - for I it

Y% The first point is shown in Hamburger, M.J., and Wood,
G.E., 'Interest Rates and Monetary Policy ln Regulated
Open Economies’, Centre for Banking and International
Finance, The City Lh.l.itrﬂ'hf, London, Working Paper
No.l0. The second can be found in Hamburger, M.1.,
The Demand for Durables and Credit Controls, Federal
Reserve Bank of New York, 1979, Working Paper.

e ﬁmmﬂwhmﬂML
(1963) and Wood (1975), are examplea of the application
of this principle to particular questions.
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implements one, thereby accepting the underlying argument,
it should implement all since the same argument underpinned
all. But it does not have 10 behave in that way. It can, i it
chooses, move one step &t a time.

How should the government move towards deregulat-
ion? Swme press comment immediately after the publication
of the Raport criticised the Raport's authors lor not dealing
with that question.

separate from any economic advice on how to reach the
desired goal of a competitive linanclal system.

Overall the Report of the Campbell Committee must be
welcomed, b variouws recommendations are based on well-

out, and correct; ar Criticisms of it can
only be made, indeed, when Report deviates from its own
under lying principles.

U adopted, the recommendations of the Report will give
Australla a more competitive and efficient financial
wystem, That would be a substantial contribution to
Australia’s prosperity.

I" The Austrolion Financial Review, Editorial, November
18, 1981.
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THE FISCAL ABPECTS OF THE CAMPEELL REPORT
A A Pl

L INTRODUCTION

My brief b o write aboaut same of the fiscal aspects ol the
Final Report of the Australinn Financial System Inguiry, |
shall construe this assignment to mean that | should cover
both positive taxes and negative taxes (e.g. subsidies)
alfecting the linancial system., Furthermore, | shall have
eccasion to refer o some public Inpayments and outpayments
which are implicit rather than explicit. Throughout | shall
have in mind the principal concern af the Committes in this
aren |.e. 'the uneven of some forms of taxation on the
pattern of funds flows'. (Report, p. sxvil)

Before proceeding further it 3 necessary o make some
important  disclaimers. First, | do not pretend to be a
specialist on the working of linancial markets anywhere; et
alone those I Australia. Second, writing in London
immediately after the Report was published means that |
have not had access to the spate ol comment which has no
doubt erupted in Australia. Nor has it been possible to see or
consult the Commissioned Studies and Selected Papers in the
time avallable. In fact, the time constraint and the pressure
of other duties have been such as to make |t impossible 10
study the whole of the Report with the closeness it so obvi-
ously deserves. 50 what follows must be regarded as a set of
initial resctions, and ones which might easily be modified
later, from someone who s far away [rom the battle arena
and i no expert on the details of the Australian economy,

I shall first of all list the main (iscal proposals made by
the Committee, Then | shall say something about their
general characteristics as | see them. Subsequently, | shall
study one of the proposals, that for full integration of
(T and personal income tax, in some detail. Then |

ll comment very briefly on some of the other proposals. |
shall finish with a few conciuding reflections.

One or two preliminary general observations about the
content and style of the Report may be in order at this

stage. The first i that 'Iheﬂnln't very widely,
attention being given to a mj-ur."tl. No
reader, however spec ndmmhumu t be, can
l-’llluhclnmﬂruidbfﬂuntumpt to cover matier

™
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normally divided up between a whole series of committees of
experts, In the UK, for instance, there have been three
separate major Committes in the |ast decade or two
dealing with corsumer t, small firms, and financial

would like to register a protest about the murder of the
language of Shakespeare and Milton in a multitede of ways,
not least the comtinuous use of mouns such as impact' as
transitive verbs. No doubt such & protest will be writien off
by many as being that of an old-fashioned fuddy-duddy. N
a0, | am happy o pot on that cap in this caue,

' Report of Royal Commission on Taration, Queen's
Printer, Ottawa, 1966,



Prest; Fiscal Aspects
. FISCAL PROPOSALS

MMMMMhmmmm of the
Report ia it b essentially concerned with rather
ﬂ'i!ll"ll]rl:ﬂ'ﬂ'l:lﬂ It s not primarily concerned with
the allocation of real resources between different competing
-u'dl hnwr.m us manulacturing industry, for instance -

a3 distinct from analysing any [eatures ol firancial markets
which have a diffential impact on such allocations. So if the
AN system s such as 1w on financial flows in some
non-nedtral way the Committee s very much interested; but
if the fiscal sysvern achieves the same allocation of real
resources by, say, direct relief on plant and machinery
purchases, that element of non-rewtrality iu:l!md]rnﬂ
concern to the Committes even though the consequences
just as, il not more, (mportant. Thnum;antmlpnhl
which both needs emphasis at the beginning
at later stages.

The main fiscal proposals of the Committee are as
follows:

l. Company Taxation
{a) the full ration of company and personal income
taxation by the device of removing the wveil from

cofporations and in effect treating such entities as if

they were partnerships.

B} Division T tax. The whole ssue of owver-retention of
profits by private companies, thereby |eopardising the
povernments revenue intake, v examined closely. Full
Emﬂmuhlﬂwﬂdiﬂwhm

ternatively, the existing regulations can be maintained,
though firms might also be given the cholce of being
treated either as a private company or as & partnership,

fz) Groups of companies with 100% common ownership
should be treated as a single entity for tax purposes so
that loases by one member of the group can be offset
immediately against profits of anather.

2. Tazation of financial intermedisries
Various detailed proposals for rationalising the [fiscal

treatment of lfe assurance companies, superannuation [ends,
bullding societies and credit unions were put forward,
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1 Tamation of specific transactions

Stamp duties were as a source of non-neutrality and
80 should be scra il possible. The withholding tax on
interest paid abroad should be cleaned up, and a befter
definition of capital gaim of different kinds which should be
regarded as trading income (and hence taxation as ordinary
Incorme) was somght.

b Inflathon ard indexstion

This subject crops up &t various points in the repart - the
issue of index-linked bonds by (Chapter 11), the
principles of syatem al company and

constructing an
personal income taxation (Chapter Iﬂwﬂummrml
Issues of inflation and the {inancial system (Chapter 43

3. Implicit taxes

The arrangements whereby lile assurance and superanmuation
funds have to hold prescribed proportions of their assets in
government bonds, thereby sulfering the equivalent of
differential tavation, were examined and [ownd wanting.

6. Subsidies

The Report has quite a lot to say on implicit subsidies (e.g.
interest costs of mortgages) and on explicit subsidies (e.g. 10
small business firms),

M. TAX INTEGRATION

We shall now examine in some detail the major fiscal reform
suggested by the Committes Le. the replacement of the
current Auntralian system of taxing companies and share-
holders separately by one in which shareholders are deemed
o receive a share in retained company profits as well as cash
dividends when it comes to assessment of personal income tax
liability. M this device is adopied the taxation of companies
as such can be abolished and shareholders are instead tayed
the total of their sctual and imputed incomes. The anly
rale then played by companies is that of withholding some
all of the personal income tax payable by thelr

idea s not new. It was examined at length and
by the Carter Commission in 1966. For that matter
can claim to have seen the light myssll as far back as

%ﬂ E

17
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we imust list and probe its arguments in some detail. We
sall begin with those relating > general economic elfic-
wncy, and then look successively at equity conslderations,
administrative matier, international repercussions, and
firally, a number of rmiscellaneous

Committee argues for the efficiency advantages of
full imtegration on several familiar grounds. A system of
taxing companies and individuals separately s likely to lead
o aver-retention of profits, o over-rellance on debt finance
and to the favouring of the non-corporate sector generally.
50 for all three reasons distortions are introduced; and these
could all be avoided by full integration. One or two other
efficiency arguments are alw mentioned but the above are
the principal ones,

The first observation is that the Commiti=e pays very
little attention to the possibility of company tawes being
shifted forward on to purchasers rather than being borne by
shareholders - in fact astonishingly little, given the wvast
amount written on this subject. wever, in this particular
context that element of neglect is not critical.  For example,
cof parate enterprise is discouraged relative to umincorporated
enterprise whether the separate tax system leads to rises in
the prices of goods and services produced by companies or to
reductions in the net rate of return obiainable by their share-
holders; and those companies with high equity/debt ratios
will be at a disadvantage compared to those with low ratios
whichever way the separate company tax seeps through the
sy stem.

There are, however, & number of efficiency drawbacks to
full integration as proposed by the Committes. Firat of all,
it has w0 be remembered that this Cormmittees proposals are
unlikke those of the Carter Commission in one important res-
pect: they are advocated in the context of the generality of

¥ Preat, AR, Public Finance in Theory & Practice, Firmt
Edition, Weidenfeld & Nicholson, London, 1960 p. 334,
e e e et 1
n L] L
1977; and McClure Jr, C.E., (editor), Must Corporate

Income Be Taxed Twice?, Brookings Institution,
Washington DC 1979,

3 )
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|
|
?
|

Commitiss 23] B opposed o the allocation of losses 1o
individuals on the well-known grounds that trafficking in such
mmp:wwmﬂmm But consider
the effliciency consequences of not allocating losses. Com-
pany A malkes profits of 100 in each of two successive years;
MMLEMIwInmIMIMHIH
of 100 in year 2. tion of losses to shareholders
will mean that the tax base for years | and 2 combined will
be 200 in the A case but 300 in the B case, when it should
clearly be the same in both. Nor is this all. Essentially the
same problem can arise if dividend payments exceed profits

that i the system of full integration reduces the tax yleld
below that obtaining under a separate system, it is necessary
to ask how one compensates for the revenue shortiall and
what will be the efficiency comequences of the relevant tax
= It might be noticed on this point that the Commit-
mE. 218 In. 12) thought that the net tax cost of full
integration would be no more than 1-2% of current total
income tax revenue; an estimate for Canada put the cost of
full tion at 13% of personal income tax revenues in
1977 would seemn to be a major discrepancy here,

¥ Bird, .M., Taxing Corporations, Institute for Research
on Public Policy, Montreal, 1980 p. 28,

L1
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There are standard equity arguments for muiull
Committes makes them clear

Committes also correctly notes that full tion would
necessitate basis amendment in the event any gereral
capital gains introduced though it does not make clear
whether there be corresponding amendments for
negative profit retentions or any clement of indexation In
these adjustments.

It is not that full in tion could be
implemented tely and the Committes envisages a

phasing=in period. During that time companies would
continue to be taxed at (the current rate of) % of profin
but this would now be a withholding tax on shareholders®
income (cash dividends plus imputed retentions) and not a
company Income tax as such. Sh-rnlmjmu..uemu:n;

rate in excess of 56% would pay additional tax but those
paying tax at a lower rate w.uld t receive any refund on
the grounds that they would benefit m:r ¥ the con

rom Vers

sion of the two taxes into ane. ly, the withho
ﬂmmﬂhrﬂuﬂlmﬂﬁww’ it s not ﬂlﬂh
how this would operate in detail nor whether it is env lu.p-d
that the withholding rate would ultimately fall still

One can see the reasoning behind this approach. Dmu
of a withholding rate must take account of such factors as
the need 10 keep down the number of cases where further tax
payments will be needed and must also be chosen with an eye
on the treatment of inward investment. And it s perfectly
reasonable o argue thal the benefits of integration o lower
income groups should be phased in slowly. At the same time,
there are some awkward matters which the Committes does
not face properly. One is the treatment of zero-rate
personal taxpayers such as charities who (unlike low tive
llhmjrmr:hmlhnuﬂtuiﬂﬁrh'h % rate
interim withhalding period.  The somewhat complaisant
attitude adopted by the Committee to this anomaly 231-
17} & unlikely to commend itsell to the bodies alfected
thereby. Nor is any explanation given of why the withholding
rate should be reduced later from 6% to 32% rather than,
say, keeping the #6% rate but gradually introducing a system
of credits to lower-rate taxpayers.

The proposition that any company tax burden on
shareholders would have been capitalised in share prices long
ago and that those who then lost in the process are unlikely to

43
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be the same people as those who gain today from integration
is ackmowledged but not developed by the Committes. |

would have t that this I3 a much more important squity
point than the mittes allows, given the absence of any
comprehensive system of taxing gains.

the switch to Integration does not result ln ‘unshilting” we
then not only have capital galms for as opposed to
earlier shareholders but also capital gains which do not
correspond to capital losses at any « The
Committee shows no signs whatever that it a tes such
subthrties.

Another topic absent from the Committee’s discussion is
that of cash-flow. Wt has long besn recognised that full

tion may invelve higher tax payments than cash
divi whether through rich shareholders investing in
companies with low payout ratios or through prior claims of
preference aver equity shareholders.' It must be recognised
that, however logical, economists have never been very
successful in persuading laymen that tax payments in excess
of cash-flows are appropriate. [t does the Committee's case
no good at all © be completely silent an this subject.

Fimally, it should be noted that il lormulated with care,
proposals for integrating the taxation of dividends, whether
of the split-rate or imputation form, can go quite a long way
in froning out horizontal inequity (and for that matter
resoyrce misdirection) even they are not as effective
on the vertical equity side as full ration. But the reader
who i3 not an expert n these matters would certainly not get
that impression from the Committee’s discusslon on pp. 213-
16,

On adminkstration the Committee does make an attempl
o sketch in the major issues and the possible solutions. One
quesiion s the day of record, ie. how does one allocate
profits to & shareholder who has held his ahares [or less than a
full year; others relate W the re-opening of company and
individual tax acoounts as & result of audit or tax appeals and
others to the appropriate treatment of inter-company
dividends under a system of full integration. The Committes
ﬁﬂurnumddrumhwhnpuﬂdmmuunm

this Report though | would strongly suspect thal an inguiry
in depth by experts in tax administration would be needed
before the suggested reforms could be put into practice.

¥ See e.g Prest; AR loc. cif, and Shoup, C.5, Public
Finanece, Aldine, Chicago, 1969 p. 319,

§
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One would need, for irstance, to look at phasing-in very
closely. I can reasonably be that it might make
sense o start with full integration for private companies; on
the other hand; the cash-flow difficulties mentioned earlior
might well be more pressing in such cases, given the lesser
marketability of private company shares compared to public
ofes.

One of the the major hesitations which most people have
about recommending full integration relates 1o the treatment
ﬁMMdt? outward investment in a country, It mm{P. h}

that si page of dscussion in the Heport 232
allays such MIEE

First of all; the Committee confines itsell to matters of
inward investment. It does not lace up o more general
issues such as what the world would be like Il all countries
adopred full-integration. The pure logic of the approach
would imply that taxes would be all levied in the country of
shareholder residence and none &t all in that of profit
origin. For the world as a whole that would produce a
situation of capital export neutralitly but alss substantial
shilts in tax revenue to net invedtor countries. One need
only mention such an outcome to visualise the screams ol
protest which would be made at every International forum on
the face of the earth, One can understand the Committee's
desire not to stir up that particular hormets nest but its
omission ol any reference whatever 1 outward [nvestment
from Australia and how the system of full integration is
supposad to apply In that case i {ar les excusable. How, for

such corporationsT And it might be noted that McClure,
after considering how the US system of foreign tax credits
might be attributed to individual shareholders rather than
corporate enterprises came to the conclusions® ‘it does not
seem 0 be a viable alternative’.

On the sub which is considered by the Committes, Le.
irward investment, the general line taken i3 that in effect the
existing systern of 6% corporate tax plus
{ either 3% or 13% on dividends paid abroad
malntained. Logic would require no
investment income; mwwamwnl
substantial
we all know what line governments take in these clroum-

i
2
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would be much more reasonable 0 apply the same with-
holding rule (initially %6%) at corporate level to all
shareholders domestic and fore and then not to impose
any additioral dividend wi tax on loreign
shareholders. And in practice the Committes [ simply

cimself i v seriously thinks it could get away with
such as those proposed. To see this, one
need anly al the way the UK has had to extend credits to
shareholders resident abroad and more recently in respect of

certain { companies since [t introduced the imputation
system in 1973, In short, this part ol the Report noeds to be
taken back to the drawing board.

In this final section on company tax integration we must
mention some of the omissiora [rom the Committes's
arguments and try o put them in historical perspective.

One approach is to look at the various issues raised by
H:ﬂw-ﬂid&nmh-nlrumilnﬂmﬂ-r:lm:
headings in his book’ as follows:

* Pasis adjustrment for capital gaina mx
* Apportionment of corporate income among different
classes of stockholder

Treatment of tax prelerences (o companies
Inward and outward investment

Cash-flow problems

From our preceding discussion, it can be seen that the
Committes either omita some af these topics or does not
divouss them adequately.

It must alwo be recorded that the Committee did not
make any detailed estimates of the consequences of
mnmu‘-nm;um“ﬂ-m:unﬂmuw There
are weli-known examples of such exercises® and one might at
leasl have expected some attempt at quantification on these

{ el 216-7.
" ﬂp' 'i'mu-m Feldsteln, M.S,and Frisch, D,
"En'purllt Tax Integration: The Estimated Effects on
Capital Accumulation & Tax Distribution of Two
!n tion Proposals’, Nationol Tax Joumal, March
i another very recent example is Fullerton, D., King,
H».T.,Slmleﬁmd'l“hﬂhr 1, 'Corporate Tax
Integration in the United States: A Gu-ral Equillibrium
Approach’ American Economic Review, September 1981,

i
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or alternative links,

We relerred esarlier o the lack of poatice done to
inputation and split-rate systems, Another alternative,
nowhere discussed, is the fow of funds approach endorsed by
the Meade Committes,” MNor does the neutrality claim for
mwﬂhminﬂ to ithe usual n:'ntﬂmﬂmul
Arrangement interest deductibility accelerated
depreciation pravisions) get any wind at all. i

One t also wish that Committee had been a little
moFe ul of history in these matters. The Carter
Commission's proposals for integration fell flat on their face
in Canada. And although the Committee does refer on
numerous occasions o the Asprey Committes reports in
Auvstralia,'® it does not explain why it felt shie to put the
argument for integration so strongly when the judgement of
the earlier Committee was 3o decisively agaimt it.''  And
unless the Australlan Treasury has performed a remarkable

volte<face since that time their attitude s alw quite clearly
hastile to such a proposal.'®

To date, no country has implemented a completely
integrated tax system partly, it is understood, because
of administrative complexities and partly because of
difficulties in the international tax area.

I¥. OTHER PROPOSALS

Afrer the discussion in depth of one of the Committee's maln
Incal proposals we can be content with some very brief
observations on some of the others,

I. Life assurance superannuation funds

The regulatios affecting investment ol funds (the "30/20
rube’) are discussed in Chapter 10 and the details of currest
and proposed famxation arrangements in Chapter (3. Both
chapters are clear [n description snd In recommendations.
But there i no attempt 1o analyse the 30/20 rule for what it
s - a form ol compulsory lending to government which is an
implicit form of taxation. This 3 a subject which has been

¥ Meade, 1.E., et al, The Structure & Reform of Direct
Taration, Allen & Unwin, London, 1978, ter 12,

O prel Report (1978) and Full (1979 of
Taxration Committes, AGPS, i

Y1' Full Report, p. 2.

" Preasury Taxation Paper No 9., 1974, p. 1,
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analysed from time t© time I the literature and the
Committees exposition would have been Improved il it had
exprenly looked at these regulations in that way.

reference o the pon-taxability of Imputed income from
OWTEr -DCCupied The Committes might well argus
that |ts concerm was with finance rather than housing

or not but would feel happier if the Committes had devoted a
- and for that matter to

quashing the idea that non-deductibility of mortgage interest

s a perfect substitute for taxing imputed income. More

generally one has to think about implicit subsidies as well as

the implicit taxes arising under 1.

) Stamp duties

One can applaud the Committee's condermnation of these
current [lical practices and the exposure of their
consequences in Chapter 6.  But it i worth remembering
that Ricardo observed in his Principles in 1317 that such
mehmﬁanﬂﬂfmhﬂMMﬁdh
the moast beneficial t© the community® and that 1A,
Hobson'* condermned them in the UK in 1919 in that for the

-£:
§
g
i
z

8. Wflation
Tr-munn-uru-mm uﬂuhﬁ,&nwmim-

the
inﬂm;rmdﬂu-f.mpun 1L, I7 and &3 rup-:uulﬂ
m&r.ﬂwﬂ#ﬁuﬂthwmmmmumﬂu

'Y Hobson, 1.A., Tarxation in the New State, Methuen,
London, 1919, p. 125,
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expasition of the principles at msue t 1o observe that
for completensss - and it makes no serae if one does not have
completeness - one has ™ think about inflation-adjustment to
indirect taxes as well as those described.

5. Small business

The favoured form (p. 700) of special asslstance is to make
subscriptions to shares In small busingss Inveatment
companies deductible against personal income tax. This s
presumably an snalogous idea to that of the Business Start-up
scheme introduced in the UK in 1981 (though, no doubt, too
late for the Committee to refer tol.  Analytically, such
schemes lie very uneasily within the ambit of a personal
income tax as distinct from a personal expenditure tax
structure. And all sorts of nasty questions arise such as the
tax treatment of the funds withdrawn from such enterp-
rises. One cannot help feeling that the Committes did not
think all the ramifications of that particular idea.
Those who otherwise should read the relevant section of
the UK 198] Finance Act.

V. CONCLUSION

In conclusion, one can certainly admire many features of the
Report. It is written with a unity of purpose, indeed almost
a sense of mission, and it drives through with gusto to firm
and clear-cut recommendations ower & wide range of scono-
mic activity. Moreaver, when one looks at the fine print it
becomes clear that the Committess bark is worse than its
bite and some of its proposaly are hedged about 30 that they
are not quite as uncompromising or brash as they might
appear at first sight. It will undoubtedly be remembered for
4 long time to come whenever these topica are discussed and
even when they are not. It may be that the ald Scottish
waming The Campbells are coming' will acquire a new mean-
ing for those who have been cocooned [or (oo in various
activities sheltered by myriad government tions and
controls.

But looking at the fiscal proposals in particular one can
also see variows drawbackis, There i sometimes a fendency
to mistake shadow for substance and spend unnecessary time
on less important lsoei.  Some proposals are not argued in
sulficient depth and some objections to the Committes's
ideas are swepl aside without adequate consideration. The
Committes certainly doss not pay sulficient attention 1o the
reasons advanced on previous occasions againgt some of it

L]
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pet ideas. It s also inclined to forget the old adage that the

But it would be totally uniair 1o the immense labours of
the Committee members if | were o conclude my remarks
withowt ing that they really are the product ol a
rush job. A final ment requires muoch more extended
study than has been possible [n the time avallable, And what
better tribute could any Committee want than that?
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Thw Ky Concent in the Campbel Repont
Tem Comgoion

L INTRODUCTION

Major public policy debates are often resolved by a search for
comensus,  Governments, unshle to declde the merits af
l:nm'ﬂl.t positions, attempt to establish & middle ground in
i the outcome, if not ideal; b at least more or
J.uu ulu:hlz for all. This almost inevitable characteristic
of political decision-taking suggests the debating strategy of
presenting a well-defined, coherent and apparently extreme
case in order to shift the middle ground in a desired
direction.  The achievement of the Campbell Report is to
have done precisely this. By arguing for a thorough
liberalisation of the Australian financial system, without any
compromise of it Iree market stance, it has changed the
imtellectual environment in which [uture discussion will take
place. A more cautious and diffident report could not have
had the same impact. The many special inferests which
benefit from the existing repulatory framework are now
cbliged to use the vocabulary and to counter the proposals of
economic liberals. They are necessarily on the defensive.
Perhaps the most persuasive ides advanced by the
Campbell Committes i competitive neutrality. Introduced
early in the Report, it s categorised as one objective of
government intervention. The crux of the idea i that
government actions, by maintaining ‘comsistency in the
regulatory and tfaxation burders |mposed on  dilferent
intermediaries, should have ‘a falrly neutral impact on fund
flows'. This is very difficult to oppose. There is a strong
appeal to those not directly involved in the debate because
the emphasia on the uniform application of a regulatory
system seems impartial, even-handed and logical. Compe-
titive neutrality brings to mind other principles, such as
uhlmﬂrhi.MﬂmmmMnlm

it s no exaggeration to say that competitive
mhlhruﬂuw:imdmmulw
In the list of objectives of intervention, efficiency and
diversity of choice are mentioned separately, but in truth
both are subsidiary to [t. I we take efficiency first and
interpret it in the allocative sense, the reasoning s

3
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straightiorward. In a [inancial system where certain inter-
mediaries are alded by government money or other privileges,
resources are channelled towards those ntermediaries at the
expense ol other intermediaries. Because the [avoured
intermediaries attract some fraction of the avallable
resources not because of their true profitability, but purely
because of the subsidies they recelve, these resources are
wastefully used and mballocated.  Efficiency & clearly
undermined, -

The same line of is readily extended 1o
demonstrate the ¥ adverse effect of official
discrimination on diversity of choice. As resources are
directed to  inefflicient Intermediaries by artilicial
Bovernment assistance ito them, [ewer resources are avallable
to efficient intermediaries and their costs rise. In
eonsequence, they may not compete in as many parts of the
mﬂmﬂmﬁnuﬂwml ise would, leaving badly-run

alten government-owned) organbations free to exploit
the consumer, The comsumer' diversity of choice is reduced
by the reluctance of wwll companies 1o enter an
area of business because they will not be allowed to compete
on equal terms with established high-cost concerns.

The connection between competitive neutrality, elfi-
ciency and diversity of choice s basic w0 the Campbell
Report. Much of the Report becomes meaninglul only if the
interdependence of the three concepts i understood and
remembered, For example; the nesd for neutrality B noted
repeatedly in the chapters on the taxation of financial
intermediaries. I relevance here hardly needs 1o be
emphasised. But the three concepts are asked to do the maost
work - and are also at thelr most effective = in twa particular
sections, one on ‘Government-Owned Financial Institutions’
and the other on "Sectoral Finance', In the first part of my
paper, 1 shall discuss and defend, if with some reservations,
the Reporfy recommendations in thess Two sectiona.

But the Report is not periect. Although one of it
greatest strengths i the advocacy of equitable treatment for
financlal Intermediaries, as required by competitive
neutrality, |t & not aliogether consistent on this theme. At
several points there seems to be a misunderstanding of the
proper relationship between & central bank and private
commercial banks.  This misunderstanding gives rise to
proposals, notably for & variable reserve ratio on banks; which
woull disturb equal competition between different types ol
intermediary. The second part of the paper s therefore
devoted to an analysis of central banking lunctiond which
argues that balance sheet ratio controls of any kind on
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private banks are undetirable and that manetary policy can be
conducted succesafully in the abserce of such contrals.

Finally, the problems of tramsition from the present
arrangements, in which competitive neutrality i violated by
many institutions in many ways, b 3 more liberal system
need to be appraised. The Report frequently says that there
will be problems; it rarely says what they will be. This s
surprising as much can be learned from the experience of
ather countries, notably the USA and Britain, where major
programs of financial liberalisation have been implemented in
recent years.

Although the I Report's recommendations on
ROVETTIMIENT =SLpgHor financial institutions are likely to
arouse great hostility, they oughl 1o be i least contro-
versial. mummw to be lowd, not because they
are well-f but because they come from specific insti-
tutions with employees and customers directly allecied by
the Reporis proposals. Some of these employees and
customers can and will make a nolse. What are the Report 's
recommendations?  And why should the government ignore
the naise?

Over the years several government-supported financial
intermediaries have developed in Australia. They fall into
two categories. First, there are a miscellany of small imti-
tutions which either cater for special interests or are meant
to further something deemed to be a 'good cause' like h
technology or new, risky businesses, These include
Primary Industry Bank of Australia (PIBAJ, the Rural Credits
Department of the Reserve Bank and the Australisn Industry
Development Corporation (AIDC). In all cases, thelr
purpose, often stated quite explicitly in thekr charters, 8 15
fend at least part af their resources to an ldentified interest-
group (larmers, primary producers) on non-commercial
criteria. The Raport mmkes a comsistent line on these
institutiomns.  They should be disposed of to private sector
imerests or wound up.

Secondly, there i3 the Commonwealth Banking Corp-
oration, a large group which contains the Commonwealth
Trading, Savings and Development Banks. The Common-
wealth Trading and Savings Banks are managed as profit-
making concerns;  the Commonwealth Development Bank
(CDB) s regarded, an the other hand, as being net primarily a
commercial enterprise’. The Reoport favours the eventual

o
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absorption of CDB into the Commonwealth Bank in
order to end ity non-commercial activities. s in
harmony with the recommendations on amall government-
supported institutions. But, once the whole Commanwealth
Banking Corparation is commercial, the Report does not want
it o be sald off and denationalised. Instead a number of
performance criteria are lald down to ensure parity o
treatment, and hopefully equality of competition, betwesn
htﬂ‘pﬂr“hllﬂiuptlnuﬁ-aﬂﬁ rivals.
for the sale or winding-up of govermmani=
fimancial institutions rests on  the unfair
wuum they provide against privately-owned institutions
and the consequent misuse ol society's scarce resources. It
quite clear that a loan or investment proposal turned down
a private bank may, in certain circumatances, be acoepted
by concerns such as the COB or the PIBA. This |eads to two

.E'H'

and administrative time spent on risk assessment in a non-
cominercial organisation which could have been better used in
the profit-maxim environment of a private bank. This
inefficiency b specific to the financial sector.

Bat thers @ also, and much more imporiantly, the
damage to resource allocation outside the financial sector.
When a loan is granted to a farm or a small business, the farm
or amall business obtaina command over resources ol labour
and capital. These resources are devoled to the particular
end

:
!
:
E
-
:
;
i
:

the gquantity of resources a society has avallable for
investment is lixed, 1o help one sector 18 simultaneouws]y and
necessarily to penalise others, The more [oans are recelved
by rural industries or small companies, the fewer lcans can be

25



The case for the sale or winding-up of small government-
supported financial institutions b compelling. I must be
hoped that the Australian authorities accept the Campbell
Raport's recommendations on this subject in thelr entirety.
Howewer, the Raport s far more equivocal about the
Commonwealth Banking Corporation. Although at one stage
it judges that, once i3 recommendations have been
implemented, there would ‘cease to be justilication on
elficiency grounds for contineesd government awnership of
banks', it does not come down in favour ol private ownership
for the Corporation. Some quaii-political objections, such as
the cormpeting jurisdictions of state and federsl authorities in
the banking field, are raised against deratioralisation. It is
difficult for a non-Australian to assess these objections, bun
they do not seem convincing. Paragraph 27.16, which refers
in a sympathetic way two the legislation governing the
Commonwealth Banking Corporation, is by far the worst in
the Report. There must be a suspicion that the real reason
for the Reports tame recommendations is that It does not
wish to antagonise the Corporation, which accounts [or nearly
30 per cent of all deposits in Australla, and invite the
accusation of attempting the ‘politically impossible’. To
quote the craven language of paragraph 27.18, “Public
sentiment and opinion will bring further influence o bear,
and the Committee s mindful of all these elemanta.’

NL COMPETITIVE NEUTRALITY AND THE
IMPLEMENTATION OF MONETARY CONTROL

However radical its proposals on  government
fimancial inatitutions, the Campbell Report 8 reassuringly
orthodon on monetary control, It considers that the

ko
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authorities should as at present, Tormulate, announce and
-ﬁu:ﬂdm-muﬂt‘ On the whole, it inclines
measure, such as M), l“ the
mpruu whhh,ll there are some [riendly
.FF WT inkng alternatives to MY and monetary
hllmml. Since M) is dominated by bank deposits, the
Reports recommendations Imply that monetary control is
muhmumﬂuﬂ:mdm
In Chapters ) to &, which deal with these
mmhumm“dmﬁﬂuumﬁtp
reasonable deduction s that the Committes does not think
there 3 much overiap between it views on MONELEry control
ﬁﬂﬂhlﬂ-ﬁﬂhﬂ#jmhﬂnlﬂrﬂ
Bank towards privave financial institutions. In fact, there |
an important area of overlap and the Commitiee is wrong o
neglect it.  Unlortunately, we need to discuss monetary
mmhmhmh!mhmﬂmﬂh
ve neutrality becomes clear.,

5 a characteristic textbook account of monetary
control. Tt starting point s the familiar observation that
banks maintain a certain proportion of their assets in the
form ol cash [or near-cash) reserves. The ratio ol thess
reserves 1o deposits is relatively stable, but can be varled by
the central bank if it so wishes. As cash b a lability solely
of the central bank, it can [ix the amount held by the
banks. This power, with the option to vary the
reserve/deposits ratio, enables the authorities to determine
the level of bank deposits and so the money supply. The
reserve/depmsits ratio therefore seemi to provide an ideal
handle for monstary control The Campbell Commities
agrees with this verdict and proposes that 'a varisble reserve
ratio on banks should be available o the suthorities as an
instrument of monetary control’. It is of the essence in this
proposal that the reserve ratio, at whatever level it is set, be
& mandatory minimum beneath which banks are now allowed
= fall

Alumntmnlhh!ﬂmdrnhl Banks must
keep a certain proportion of their deposits in Statutory
Reserve Deposits (SRDs) with the Reserve Bank. From time
to time the SRD ratio i wvaried for monetary policy
The banks have criticised the SRD ratio because
pald on the money they leave with the Reserve
arrangement which reduces their profitability. (An
on p. 67 is that the ratio 'coats’ the banks 5 [/« for
100 of deposits.) The Committee sympathises with
and urges that ‘s near-market interest rate should
pald on required deposits with the Reserve Bank'. As long

100
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as such interest is paid; it seems o have no serious doubts
about the desirability of a mandatory reserve ratio or about
the elficiency of variations In the ratio as an instrument of
monetary control. The Committes also considers that ‘the
precise determination' of the interest rate on reserves is a
subject on which it is "not necessary o comment”,

The whale approach to the regulation ol bank depoaits
(which may be termed the banking multiplier theory) sullers
from an analytical flaw. [t is taken for granted that deposits
will be whatever multiple of banks' cash the suthorities
decide.  This multiple is viewsd as the determinand of
administrative fiat, as a purely mechanistic relation between
one quantity and another. There ks no attempt to understand
the behavioural influences on the reserve ratiop there 3 no
awarenzss of the functional role performed by cash in bank
operations. The Commities [ails t© ask two |mportant
questions "why do banks hold cash reserves™ and ‘what amount
would they want o retain i they had the freedom 0
choose™ We must provide our own answers.

Banls keep reserves because a deposit ia an obligation to
repay cash when the due notice (If any) has expired. There
are two ways in which depositons ask for repayment - by cash
withdrawal over the counter and by writing out cheques. (A
cheque & an instruction to move cash from a bank account 1o
its recipient. In practice the recipient unally wants it
credited to his bank account and it passes through the cheque
clearing.) Both forma of claim on their cash have to be
anticipated by banks which therefore have a continuous need
for reserves. [ their cash dropped too low, they might not
have enough to meet their repayment obligations. However,
cash pays no interest. 50 any excess of cash over the banls'
busines reguirements invalves them in a losa of profits
because this part of their resources could stherwise have
been invested in interest-besring assets. The amount of cash
& bank wants 1o hold is determined as a compromise between
two infleences - on the one hand, the need to satisfy
obligations arising from deposit withdrawals and chegue
clearingt and, on the other, the premsure to maximise
prafits. The desired cash reserve therefore rl,-ﬂ!cw
amd

by the banks themselves. The banlka may comply
with the request, but they have an excess supply of
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reserves.  The typical response is to enter a diferent fleld of
financial intermediation, such as consumer finance through a
new subsidlary or offshore lending by an overseas branch,
where the exces reserves can be put to some use. (Offshore

i
form of black marketeering. A mandatory reserve rat
l:igurm“ﬂuhmh':hﬂrﬂ ratio has precisely the same

ecty 85 an artificially controlled price bensath the

equilibrium level. It does not supply, but drives
business away from a familiar natural outlet to more
clandestine channels.

The Committee shows some recognition of these
difficuities. Paragraph 8.8] admits that a variable reserve
ratic vestricts the form of the banks' portfolios to some

requirement, through the loss of interest, may act effectively
a5 & tax on the banks. But the Committess remedy, the
payment ol infterest on reserves, is nalve and unsatis-
factory. i a near-market interest rate were paid on
reserves, the situation would be the exact opposite of that
described in the last paragraph, but a variable reserve ratio
would still be unhelplul as & monetary policy instrument.
The point s that the banks, instead of having an excess supply
ol ressrves, would almost certainly have persistent sxcess
demand. A dollar held at the Reserve Bank enables a bank to
lend ocut many more dollars on which it sarms a return above
the cost of funds; the possession of a reserve ja the key to lts
profit-maximisation. H banks are to be given a near-market
interest rate on reserves, they will gain a profit not only on
their loans, but on their reserves too! They will therelore
sesk to attract as large a reserve as possible, with the desired
reserve ratio definitely much abowe any level »0 far mandated
by the authorities as a control device. Banks' balance shoets,
and = their deposits, might grow explosively in such an
environment. To prevent this the authoritles would have to
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fix the rate on reserves much beneath the market rate. Only
by this mears could they retain leverage over the bankos'
operations.  An implication s that the Committes, if it
want it recommendations to hold water, must necessarily
comment on ‘the precise determination' of the interest rate
on reservet. ﬁl“ﬂ'ﬂﬂﬂ,ﬁmlf‘rw-lﬁ
which no interest s pald - are quite senaibie.

We seen o be in a dilemma. Mo matier what the
Reserve Bank does, whether it imposes a particular reserve
ratio or pays interest on balances left with it, there i labls
to be excess demand for or excess supply of ressrves, Rt
would be sheer fluke if the mandatory reserve ratio laid down
by the Reserve Bank matches exactly the bania' true
functional demand for cash, S0 how can the authorities
make progressT  How should the Reserve Bank implement
maonetary control?

The first part of the answer (s 1o emphasise that
aftempts 1o exercise monetary control through an official
reserve ratio are misguided. There should be no mandatory
cash ratio on any financial Institution, bank or non-bank,
whatsoever. The amount of cash a bank wants ta hold
depends on the extent of (i Involvement in money
transmission and cheque clearing. As sach bank has |ts awn
specialised pattern of business, the probability that all banks
will have the same desired reserve ratio s negligible,
Competitive neutrality is therefore served by having no one
ratic applied to every bank. Moreover, the absence of an
ﬂllmmrlﬁlﬂﬂhdmhlﬂhﬂr‘:}
systern as a whole will have an excess dermand for or supply
cash, This also is in conformity with the requirements of
competitive neutrality. The Campbell Report i quite right,
in paragraph .62, to regard a cash reserve requirement as a

! The reader may object that the Reserve Bank could easil

i

prevent the situation described in the text. [t should be
able to fix the quantity of ts held with it by the
Reserve Bank at it own d ion, 3o how can a
scramble to build up reserves develop? The trouble is
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tax on the banks; [t B quite wrong elsewhere 1o downplay the
significance of this tax as a distortion of competitive
forces. Aside from the evidence mentioned in a lootnote on
77 that SRD policy has adversely affected the returns on
shares, it is clear that non-bank financial intermediaries
have captured a larger market share in recent years, The
bullding societies, in particular, seem o have grown at the
banks' expense.  Table 37.1 shows that the permanent
societies’ share of housing mortgage debt climbed

from 159 per cent in 1970 to 33.) per cent in 1980,

The impartance of |eaving the banks free from a
mandatory reserve reguirement s reinforced by the
Committee's view that such a requirement should not be
extended to non-bank financial intermediaries. Curiously,
the Commitiese's hostility to extersion stems from two

i3 we have already outlined as of great relevance Lo
the banks themselves, The first s ‘the administrative
complexity of defining and enforcing the controls, given the
varlatlen in the compmition of the balance sheets of
different intermediaries’; the second is ‘the incentive which
the controls would provide for the growth of institutions and
inarkel outside the network of cantrals’, combined with 'the
obvious efficiency costs' of ‘any widespread tendency o
“disintermediation®.' [t is purzling that the Report should
enunciate thess arguments in respect ol non-bank Tinancial
intermediaries comsidered in isolation and virtually
them in respect of competition betwen them and the banks.
This s a comspicuous and unjustified departure from the
principle of competitive neutrality.

I the suthorities forsook a variable reserve ratio as a
monetary palicy instrument, competitive neutrality would
clearly be strengthened. But we have not yet explained how
monetary control could be implemented without it. The
prerequisite for such control s that the Reserve Bank have
the ability 10 smanipulate interest rates. In most [inancial
syatems the central hank has this power as a by-product of its
manopaly over the supply of cash ressrves. Our brief
description of commercial bank operations demonatrated that
banks have a [unctionsl demand for cash which can be
quantified at a particular level at any particular time. [
their cash drops beneath this level, they must rebuild their
haldings a3 soon as posilble or face the possibility of not
meeting obligations to depositors.  In this situation they
appeal to the ceniral bank for cash asiistance. The terms an
whach help b supplied st Interest rates in the short-term
money markers. Even i the system has surplus cash, the
central bank can enforce it interest rate goals. All it has 1o
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do s to sell paper to institutions in the money markets,
withdrawing cash untll a shortage has been created. The
central bank's sovereignty over interest rates arises because
the private commercial banks must have cash and, In the [inal
analysis, the central bank is the only place they can obtaln |t

The wmtructure of the Australian paymenis system,
described in Chapter 23, conforms closely with that in other
firancial systems, The Reserve Bank should therelore have
little trouble in manipulating interest rates. The main
operational problem is to assess when the banking svstem is
short of cash since it is only then that the Ressrve Bank s
definitely able to exert sway over interest rates, In Britain,
where the banks are not subject 1o cash ratio control in any
meaningful sense, the solution has been for the clearing banks
to inform the Bank of England of the size of their target
balances.? The Bank's money market managers bear this In
mind when they conduct open market operations to influence
interest rates.  But, in principle, the central bank could work
without special information. It could tell by inspection of
maney market rates, aided by its extensive knowledge of
banks® past cash management practices, whether the system
was short or not.

As many more banks are involved in cheque clearing in
Australia then in Britain, arrangements even more informal
than those in Britsin may be appropriate. Once banks are
free to decide for themss|ves the size of Reserve Bank
balances, there is no need to pay interest on therm. The
possession of a Reserve Bank balance [s a prerequisite for full
participation in the payments system, including the right o
uaue chegues, As the Report notes, the provision of
payments system facilities ‘makes it easier for an institution
also to provide related financial {acilities . . . particularly so
at the retal end af financial markets where the convenlence
and time saving involved in ‘one stop’ banking offer powerful
attractions.’ To be more explicit, banks are compensated for
the interest Joss on Reserve Bank balances by their
competitive muscle in payments services and the resulting
access to low-cost sight deposits from the general public.

#  Banks in Britain must keep a non-interest-bearing balance
at the Bank of England equivalent to i per cent of eligible
liabilities. Bug this has no monetary policy function and
is instead regarded as an explicit, If very modest, ‘tax’ to
pay for central banking services. There have been few
complaints from the banks about this levy, because it is
so small, and no tendency for financial institutlons to
disintermediate in order to escape it.
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Competitive neutrality between banks and non-banks is
Wﬂﬂm:iﬁluumﬂmmlunmhthufﬂni
their own usiness circumstances, 10 weigh the oot of non-

Reserve Bank balances against the

supply {rom Tnmmdhhﬂ'ndmﬂtﬂ!mﬂinﬂi
the banking multiplier theory the money supply
interest rate management is a necessary associate J raney
supply targets. We earlier why the multiplier
theory, with i inevi practical tendsncy o create
excest demand or supply in banks' cash reserves;, s
umatisfactory. Our conclusion s that monetary contral
should be Implemented by Interest rate management.

To summarise, & variable reserve ratlo i liable 1o have
serioon  discriminatory effects on competition between

" The thinking here is that Interest rate changes affect the
credit counterparts to bank deposit growth. The implied
theary of the money supply process |s very different from

the multiplier found in textboolks and monetarist
writings. For an account of how the systemn warks (I not
very well) in Britain, see » T.G., Monetary

Cantral in Britaln, Macmillan, 1982,
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different banks and, more [importantly, on

between banks a3 a group and non-bank
intermediaries. It should not be used as an inatrument of
monetary control, in which role it would be inefficient
anyway,; because it would conflict with the requirements of
competitive neutrality. An important merit of interest rate
management as the rain technique for regulating the money
supply is that it allows full scope for fres competition
between all kinds of financial intermediary and s, therefore
whally consistent with competitive neutrality.*

V. THE INTRODUCTION OF GREATER COMPETITIVE
NEUTRALITY

At present the latary framework of the Australian
financial system is far from ideal. The Campbell Report
recommends such comprehensive reforms that it 5 almeost
Impossible o predict how the structure ol the system would
evolve i they were all carried out. However, similar
reforms have been introduced in other countries. Despite
the problems of comparison, there are interesting lessons, and
perhaps some yseful wamings; for Australia.

*  For ressons of space, no comment has besn ventured on
other balance sheet regulations discussed in the Report.
Two briefl remarks. First; the Report & correct to
criticise a fixed government security tranche as a
requirement on the banks. Nevertheless, the Ressrve
Bank wants to be confident, for prudential reasons, that
banks have adequate liquid assets for sale o it in an
EMmeTEency. The appropriate ratio B not unigue, but
depends on each bank®s business and should be determined
by negotiation between the Reserve Bank and individual
banks o certain recognised  criteria.
Secondly, the authorised dealers should not be required 1o
Inwest at loast 70 por cent of their portfolios in
Commonwealth securities with terms to maturity of up to
five years, as on p. 1E6. The important point
Is that author Mmh.wmﬂlchmllqudplpﬂm
sl to the Reserve Bank for cash whenever banks are
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The twoa advanced countries where [iberalisation has
most rapldly in recent years have been the USA

and Britain. There were certain common features in both
cases. Firmt, interest rate regulation and direct restrictions
on bank credit were abolished or relaxed. Agairat a
background of obstinately high inflation e
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have been perplexed by the rapld monetary expanalon, as it
v depressed conditions in the
real ecopomy. [(This B not intended as a critichhim aof the
authorities, whose dilemma has been wvery understandable.)
With inflation persisting, and a wish W safe in their
monetary management, the authoriti=s have kept Interest

rates extremely high by past standards.
These high interest rates have played havoc with the
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traditional relationships between manetary aggregates,

in
form, As a result, [ast growth of M2 in the USA or M3 in
Britain has olten been accompanied by slow growth of MI,
mmumm”ruuﬁ;mwm

amusement of sceptics about monetariam, the
many advocates of irresponsible financial policies have been
delighted. There is a genuine, [ remote, danger that money
supply targets - and sound money policies more ¥ =
will be scolfed out of sconomic policy formation of
technical difficulties with the various aggregates.

The Campbell Committes does not want this to happen in
Australia. It states withoul equivecation that, "Monetary
policy - and indeed general economic palicy - should have, as
one of |t principal objectives, the maintenance of long-term
price stability.," Aa a move owards competitive neutrality
would almost certainly favour the banks, some once-for-all
upward adjustment 1o the money stock Is likely. To avold
the resultant presentational difficulties, the right approach is
o estimate in advance how much a particular act of

tion will increase the money supply. Such estimates
can then be incorporated in the formulation of money supply
targets. This procedure may seem makeshilt and
unsatisfactory. Perhaps it i, but even worse would be to
pretend that the money supply targets should be [mmutable
and unrelated to imatitutional developments in the financial
system.  Inevitably, monetary policy during the transition
period will have to be guided by signals from the real
economy and the inflation rate, as well a3 more purely
financial indicators. The haziness of monetary policy s a
temporary, U unfortunate, cost of progress towards

competitive neturality.

¥. FINANCIAL LIBERALISATION AND ECONOMIC
PROGRESS IN A FREE ECONOMY

The financial liberalisation recommended by the Campbell
Report would lead to a closer approximation o competitive

' In Britain interest-bearing sight deposits are a
constituent of MI, but they are small compared to non-
interest-bearing current accownts.

o9
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neutrality. hmuwmmwuurnm
government-supported and private financlal institut t
would put bank and non-bank intermediaries on a more equal
footing in their contest for market share; and it would
reduce the numerous entry restrictions which prevent
financial companies {rom seeking new business ocutside their
traditional fields of activity. The one major departure from
competitive neutrality in the Report's recommendations i ita
advocacy of a mandatory reserve ratio to be varied according
to the needs of monetary policy. This paper has argued that
a more desirable, i more radical, arrangement would be to
dhmukhnﬂhlunﬂmﬁnﬁmnﬂnmhm
imc a cash reserve ratio

Financial liberalisation would enhance competitive
neutrality and competitive neutrality would contribute to fair
play between rival financial institutions. This is a weighty

in public debate because of it appeal o equity and
justice. The Campbell Report will encounter opposition
where itn proposals would cause wisible damage to an
identiliable wminority group with considerable political
clot, The debate may therelore assume the character of
‘fair competition versus vested interests’, which should help
the Report's reception. However, many public policy
questions are decided not by what is to the advantage of the
community as a whole, but by a wish to avoid great harm to
any particular section. Professor Corden has formalived this
political behaviour in terms of a ‘conservative wellare
IWMMHWHMMMMM
very high weights o decreases. i the government does
hlld the lobbying of those numerically small groups who
would lose [rom financial liberalisation, the gains that would
otherwise have been possible for the majority of Australiana
will never materialise.

h the rum, Minancial liberalisation should make &
valuable ibution to faster economic growth. The social
function of the linancial system I8 to allocate scarce
resources o their most productive uses. An inelficient and

regulated financial system cannot perform this role.
In the literature of development economics, the concept of
Yinancial repression’ has been advanced to characterise the
hindering of profitable Investment by pﬁllill::lﬂf—-—'rﬁﬂ-‘ll.ﬂ'l'ﬂ-

interference with financial intermediation.” Although
* Corden, W.M., Trode Policy and Economic Welfare,
Oxford University Press, Oxford, 1974, p. 10,

' McKinnon, R.1., Monsy and Capital in Economie
mant, Brookings Imtitution, Washington, 1973, p. 5.
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intended 0 apply ™ underdeveloped countries, there is no
Hm-tiﬂhmﬂﬂw:mwmuhmn
developed nations, the Britain and Australia.
If liberalisation continues, nations may in future be able
hmumﬂmm

s lucky to have been given in the Campbell
Report a reasoned agenda for financial reform, probably more
comprehensive in scope and more persuasive in content than
any prepared clsewhere in the world, It will be even luckisr
i the Australian government decides to implement the
Report’s recommendations.
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