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1 Introduction

A tundamental problem with the Rural Adjustment Scheme (RAS) is that the specific goals,
mechanisms, and criteria puiding the 'implcmmmim of the seheme are not clearly stated, This
presents problems for assessing the scheme on both efficieney and welfare grounds, as it is not only
difficult to know what the RAS has achieved in“ objective terms, but it is also difficult o know what
criteria by which to measure these achievements,

While there is widespread apreement on the current vmpham on u.fhw,nny considerations,
there are a number of areas in which the RAS could be mmr(wcd 80 48 tecachieve cmufzncy goals
even more effeetively. Tmplicit in any defence of the RAS on efficioney grounds must be the
beliel that there exist market impertections that impede efficient ~i‘um.£mtﬁng and restructuring of
the agricultural sector, While there may imlm,l exist market impeifections, more éffort should be
made to clearly identify these perceived failures. This would have the benefit of foeusing attention
on the source of problems crusing farm milum rather than on their cnnseqxienccx. That is, such an
approach is more conducive to development of policy ta prevent farm failure, rather than correct
it ex post as RAS secks 1o do. Moreover, there is genctally wide scope for disagreement on the
extent of market failures, and a clearer statement of the pm‘céiv;:d Taflures would facilitate debate
about the validity of the basic premises of the scheme. |

There has been an inereasing recognition of the importance of separating out the welfare and.
efficiency goals of the scheme, although ** is avgued that this separation bas not yet gone far
enough. For instance, interest subsidies appear 10 be totivated by both goals, but are inappropriate
for achieving either, Further disentanglement will § mprove the effectiveness with which problems
are targetted, and also result i less confusion about the purpose of the scheme.  Although the
question of how best to design a wellare scheme for small husiness (in particular, 'nan»»wagc‘;
earners) s highly relevant 1o the RAS, this is not discussed here, |

The main chan&cq advoeated here are that § interest subsidies on commercial finance should he

climinated-~they cannot he supported on wclf‘um or efficiency grounds, Slm]ﬂé but lmpuriamt



changes should also be made to the eligibility criteria for skills and re-establishment grants, While
RAS funding to assist the adjustment of regions, rather than individual farms, may be justified in
order to ensure adequale levels of public infrastructure, the greater suseeptibility of such projects
to polineal lobhying means that clear ohjeetives and performance measures arc even more erucial
tor such projeets,

In addition to offering & eritigue of the main speeilies of the RAS, the paper also focuses on
one the impheit efficiency goals of the scheme: {unding long term viable fwrmers to improve
thew nisk mianagement skills, 1t is desirable that the RAS be integrated with other policies and
mechanisms that are designed o improve risk management and reduce the likelihood of ever
having to rely on RAS support. For example, farmer incentives to adopt new and improved risk
management teehnigues could be increased by making cligibility to RAS funding conditional on
previous adoption of some level of tisk munagement, The current low Jevel of knowledge of the
henehits of a number of market based management tools sueh as futures may also indicate a role
for government involvement in rescarch and extension in this ares,

The objectives of the scheme are examined in section 2, then the individual components of the
scheme are discussed in m tion 3. Deawing on experience from the U.S. and Canada, in section 4
alternative meusures are discussed that may improve the ability of farmers (o manage risk. In
particular, the potential role for multi-peril erop yield insurance, income averaging and carry-back

of tosses for tax purposes, and futures markets are examined. The paper is summarised in scction 5,

2 Objectives of the Rural Adjustment Scheme

The stated goals and irmplcmcnmﬁnn of‘ihe RAS are examined bricfly here, ‘The objective of
the scheme is to ensure ‘more effective adjusiment measures for Farmers and a more productive,
efficient and competitive rural sector', Eligibility for assistance is based on *sﬁstainablc, long
term profitability, the merit of the proposed &s:vcl’opmc}m: projeet, and need' (Commonwealth

Government of Australia, 1992), The paradox in the cligibility definition is well understood-—
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farmers who are financially sound in the Tomg tevm should not hive trouble obtuining comereial
credit unless there sre ynefficiencies in the market for rural eredit, n order to elearly rationalise the
exstence of the scheme, it is incumbent on the government to identify where these market failures
lie. Furthermare, correcting these Giilures should be the ermphasis of :my government initiative, not
make-shift funding to deal with the resulting problems as they oceur, Clenwr and explicit statements
ol the objeetives, tationale, and meehimisms to be used to implement the RAS wre crucial in order
to make the scheme transparent, decountable, ind to help foeus on the murcckn{:‘ existing problems
rather than their symptoms. ' ,

The interest subsidy program is perhaps the bost example of problems discussed above, There
18 no literature on the RAS which clearly explains why interest subsidies. as opposed to other
mechanisms, are offered. I¥ these subsidics re designed to inercase the cltieicney of agrenlture,
the underlying market faifure is nof evident. A more likely explanation is that the subsidies are
motivated by a desire (o make transfers to some farmers, The procedure for determining eligibility
for assistance, ‘long term viahility', has also not been clearly articuluted, While determining short
term need is nut diffieult, assessing long term viability raises more difficult questions, How long
is long? How will the farmet’s on-firm business and the general economic environment change in
the long term? While there are cerfainly henefits to huving fexibility in rules, there appears not to
have been any attempt to formulate transparent cligibility rules or even guidelines for determining
cligibility. ‘

There is also a polential problem with using long term viability as the criterion for c‘ligibility
for assistanee, A ‘moral huzard' problem arises if there is a positive correlation between risk aid
profitability over the relevant range of profitability, as is vficn conjectured, This implics that risk
management comes af & cost in terms of long ferm expected profitubility, A farmer who adopts a
strategy that is both mote profituble and risky may require periodic assistance due to low levels of
hquidity when the downside of the risk is realised, Howevet, under reasonable definitions of long

term viability, sueh a fartner could qualify for assistance heeause his operation has a high expected



return over e long tertn, Access (o RAS assistance effeetively truncates the downside risk for this
tarmer. Thus, paradogically, the RAS may actually provide incentives for (risk-averse) farmiers to
increase the level of risk they bear, This suggests taat the definitioo of long term Vi.:xbility should
include considerition of a farmer’s likelihood of having to require assistance in the Tuture, as (his

may not necessarily deerease us Jong term profitability inereases.

3 Components of the RAS

The four main components of the RAS are discussed here: interest subsidies; grants for skills
enhancement; grants for re-establishment; and tegional adjustment. In most cases eligibility for

assistance requires that u farmer can display short term need while also being long term viable,

3.1 Interest Rate Subsidies

The trend in government policy his been a shilt away (rom transaction-based subsidies (im l“ml‘dct.
transport ete.} 1o concessional finanee in times of drought, Morcover, there is #n expeetation
that the RAS interest subsidy sclieme (an example of concessional finance) will be climinated
by the year 2000, ‘This reflecis the gro wing belicf that the agricultural sector should be wholly
reliant on the commercial financial seetor for its financial needs, This view is justified and it is not
passible to rationalise imzcmét subsidies, regardless of whether they are dcsigncd to achicve welfare
or cfficicncy objectives, Interest rate subsidies distort the price of credit, resulting in excessive
investment in agriculture relative to other seetors, ‘The eligibility criteria also mean that it results
in overinvestment in financially distressed farms relative to healthy farms,

In prineiple, there are several possible justifications on efficiency grounds for interest subsidics,
Projects which generate signiﬁt:mxt positive externalities, such ds environmental reclamation and
disease and resistant species containment, will be undczrizwcstuiinwilh’ouigavcmma_ntintcfvcutiom

Lump sum grants for positive externality generating activities, rather than interest subsidies, are
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# better way for the guwﬁunem 1o inerease investment in such petivitics, sinee they are less
distortionary, - Mareover, such distortions should be redressed independently of the degree of
finaneial distress of the farmers involved. Both theory and practice indieate that underinvestment
i these projects will oceur independently of the profitability of the farmers, One might even
argue that sinee Tinancially sound farmers typieally operate larger farms, @ may in fact be even
more importint o ke funding available to finuncially sound farmers than to those that are ot
However, the extermility argument is of limited relevance to interest subsidies, First, it does not
apply to interest subsidies oblained for projects Tor which the henefits are whiolly intersialised by
the farmer. Scenndly, there are a range of other government initiatives (e,g, Landeare) designed to
deal with environmental externality prohlems,

For investments that do not mvalve an exiernality, the only »::‘umpt:llki ng reason for offering inter-
est subsidies i that the private finaneipl market charges [arpers interest rates that are incfficienty
gh. That is. cither the market is not competitive, or lenders over-estimate the risk n!’ ugrioulfural
loans. The latier seems unlikely, as the major private and public banks have # .!mig history of
direet involvement 1n the agricultural scetor, with rural branches speeinlising almost entirely in
farm loans, Morcover, financial deregulation has increased competition and has foreed barks to
improve their assessment of the quality of Joans, since Jower profit marging mean that bad debt is
more difficult to carry. The U.S. experience has shown that one of the effects of fnancinl dereg-
ulation is that it increnses the preparedness of banks to bear risk as competition increases (Blank,
Sicbert and Wyaty, 1993y, Thus, for i number of different reasons, financial dercgulation should
have decreased the need for interest subsidies, Bven if the private rueal eredit markel does charge
inelficiently high interest rates, il is unlikely that government officials are betier informed s to the
efficient leve) —for likely reasons see Buffier und Metternick-Jones (1995),

There is an optimal level of learning about quality of loans by lenders, beyond which the
additional expecied savings from lower defiult rates is smuller than the additional tearning cost.

Thus, incomplete information about the quality of Toans is not inconsistent with efficiency, 1£ it is ‘



deemed that Tenders are investing too litle in learning about farm Toan quality, not only should tl;é
underlymg logic ol the argument be clurified, but interest subsidies ure not the correct response, Tt
there 15 4 market failure here that is specific to the yarket Tor farm loans, then government stiould
seeh 1o lower the cost to private lenders of Tearning more about the agricnltural sector so that they
can more efficiently set e eost of agriealineal credit, 1t is well known that information cul!,cctiﬁn
and research activities have i public good aspeet - both theory mnd prietice suggest that firms have
an meentive to Hree-ride on their rivals etforts on these achvities. 11 this, or some othier fetor!, s
the source of market fmtuse in-the marked for farm lonns, then government should seek to redress
the source of the problen, One approach would he to Tower the cost of informativon eolleetion and
researeh to private lenders so that the price ol eredit s set more efficiently.?

In summary, the efficiency arguments for interest subsidies are weak, The subsidies are better
viewed 18 an instrument to achieve unstuted wellare gouls, However, sinee lump sum grants of the
type used for the other compunents of the scheme would better achieve these wellire godls (as they
don’t mredduee price distornons), the wellare arguments for interest subsidies re also weak,

Some additional potentinlly adverse elfects of interest subsidies due to moral hazud problems
are now briclly discussed. First, it is well understood that limited lability eun induce botrowers to
bear an inefficiently high level of risk when near bankruptey, Downside risk is of little consequience
to such a borrower as they expect bankrupiey anyway, while they may require a very high payoff
i order to remuin solvent, Thus risky projeets (where the payoff may be either very high or very
low) are atiractive o these horrowers, [ risk and expected payoff are positively correlated, near-
hankrup! borrowers ean be expected to undertike investments with an inefficiently low expecied
payof! {from socicty's viewpoint), To the .cx,mni. that interest subsidies are offered only to farmers
under finanein) stress, this incentive effect is of phvious relevance, That is, inferest subsidies cun

he expected to incrense the incentives for farmers under finuncial stress fo implement excessively

k Alwrnmimly‘ the withdrawal of bank hranchies fropt surol communitics may result in a dectine in the expertise of
loans officers. , - ; o ,
“Strengthening property rights to reduce the public good nature of information docs not seem realistic.
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risky projeets,

The subsidisation of interest tes on cxi*zling loans is a purticularly nndesirable feature of the
RAS, as this ean distort the investment incentives of farmers not even currenily under stress, Such
subsidies encourage the formation of expeetations that future assistance will he wvailable if { needed
on the servieing of current debt. A Tagger range of projeets will appear profitable under such an
expectation, resulting in distortions in hoth the quantity and quality of f arm investment undertiken,
The extent o which these incentive probletis affect actiual i nvestment elenrly depends on he ubility
of RAS officers t neeurately diseern the quality of Farm investments, It is unclear whether the
public servants responsible for implementing the RAS can he expeeted to Ium the expertise 1o
assess the quality of onefarm investments, 1f not, interest subsidies may inercuse the average level
of tisk assumed by farmers, thus workig against one of the basic principles expounded by the
RAS.

Another possibly undesirable effect of interest subsidies is Ut they artificially inerease furm
values. 11 some non-viable furms are able ta aceess these subsidies (through errorin impiementation
of RAS), then they will have the effeet of impeding rationslisation of the industry, That is, viable
. mers are requived to pay more for non-viable farms than thcy would in the ahsence of the subsidy,
The rationale and desirability of the RAS provision for ‘exceptionul eircumstunces Lo he declared,
in which case more generous interest subsidies are nvailable, is now diseussed,

The *‘exceptional cireumstunces’ provision in the RAS is now diseussed. This provision allows
for subsidies ol iterest payments of up to 100% of the commercial cost, und the declaration of
exceptional eireumstances is at the diseretion of the Minister for Primary Industries und Energy, A
central tension in the RAS is that between maintaining fexibility in eligibility eriterin und smting
clear, explicit rules, While the former is impnrmm for ensuring that program funds can be most
cfficiently used ex post, it also encourages ad hoe implumcmaﬁrm, which cun resull in i ua{‘ﬁcwm ~
and incquitable use of funds, The exceptional circumstanees provision secks to make RAS funding
flexible, However, this fexibility cun make the scheme more suscept iible to politicul lobbying, as



if furmers believe aid will be fortheoning in times of distress, then this diminishes their it entives
w insure against tisk, The significance of this moral huzard problem will of course depend on
the degree of certainty that farmers feel they can rely on sueh *bail-outs® and their risk aversion,
The 1mportance of this problem has been seen in the U.S., where it is widely nccepted Ut the
palitical inevitahility of disaster assistance s s mujor factorexplaining the low participation rate in
the Federal Crop Insuranee Corporation program. The U8, government bas recently rcmgniscd
thas problem and now condition eligiility for disaster assistance on previous purchase of erop
msurance, Thus, it must be recognised that fexibility in RAS funding is not condueive to giving
farmers incentives fo acdopt more effective risk iranagement strategies, '

In fact, it could be suid that the government's assertion that drought Yis part of the Jarmer's
normal operating environment' (Commonwealth Government of Australia, 1992) is inconsistent
with the need for an ‘exceptional cireutnstances’ clause. Recent history has shown that drought
v the most likely source of “exceptional cireumstances', To mitke any sense of this seeming
contradietion, it must be inferred that there are virying infensities of dronght, But what then is a |
normal, as opposed fo exceptional, drought? ‘The inherent ambiguity in this guestion is the source
of potential inefficieneies due to the incentives that it gives furmers to Jobby for ussistance, The
clause has also heen invoked for woolgrowers following the collupse of the reserve price scheme.
Given that the eurrent eircumstances in the wonl industry are largely self-imposed, being the result
of an ill-conceived atlempt to exereise market power, one might question the wisdom of allowing
the industry to qualify for special circumstances, 1t only serves as u subsidy to poor management
in this case,

Lastly, the fact that larger interest subsidies ure obluinable under exceptiona) eircumstances
simply exacerbates the moral hazard problems discussed in the previous section, Both the logic
and the implementation of the ‘exeeptional eircumstances® clause s difficult to rationalise with
the basic principles of incrensed efficiency und risk munagement, As is the case with standard
interest subsidies, the ndditional subsidy under exceptional circumstances ean ‘bnﬁly be reasonably



mterpreted as a welfure transfer to farmers who sufler loss of wealth due o adverse conditions,
‘This may well be consistent with n broad desire by the communisy for ineome equity, However,

the government shonkd not to rationalise this transfer on efficiency grounds,

3.2 Re-establishment Grants

These are Tump sume grants designed Lo assist farmers who are exiting irming and seeking o
establish themself in new arens of employment. Tigibility for the grant is obviously conditional
on exiting the industry and is subject W an ussets test,

If purely a welfare measure, one might ask why other small businesses, which ulso have high
(uilure rates, do not have aceess to such grants. Typically, there is litle published lilerature
explaining the motivation Tor the grants, making it difficult to know against which eriterin to
assess the grants, The grants may solve inelficiencies due to Iabour market frictions by facilitating
the movement of kihour to new geographic nirkets, Furmers ‘lmwii)g the industry, unlike nrban
dwellers, typically must relocate o cities o larger luwns sume distance nway to find employment,
This presupposes, not unteasonably, tat such farmers are unable to obtaih commercial eredit to
fund re-establishment,  Incomplete information on the part of lenders mﬁy result in eredit for
re-establishment being unobtainable, If farm skills nre under-valued by the non-farm seetor, due fo
the informational problems ereated by Farme: s having no formally recognised and speeific teaining,
then the skills of Tarmers leaving the sector will he under-utilised by the economy, This inefliciency
could be partially redressed by rmsmbiishmcnt grants since they inerense the fncentive Lo invest
effort in finding ullernutive employment by defraying some of this cost,

There is scope for revision of the rules of eligibility for grants, Setting n threshold level of
assets above whicl grants cannot he nbmim:d. results in parvﬁsma incentives, Under cuirrent rules,
a farmer with $8O000 worth of net farm assets is ineligible for grant and has an incentive to run
the value of farm assets down 1o $45,000, sinee a grant of up 45,000 is then possible, Thus, the
current rules may result in inefficiencies for two relted teasons: they encouruge inefficient farmers
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to remain in farming longer than necessury; und they encournge furmers to run down the value of
the.r assets. Comparing the threshold to the average of the value of assets held over 4 number of
years (and possibly other farm linaneist decisions) prior to dcpmzmrﬁ: may mitigate this problem, ns
this will decrense the incentives for short-term manipulation ol usset value,

Itis also unclear why pumum&’l pssets are excluded from the ussctrﬁ test, us these constitule puﬁ,
of a farmer's wenlth, The current rules effectively imply (hat farmers should not be expeeted to
draw upon personal wealth when feaving the industry, Given the arbityary nature of the distinction
hetween farm wnd personal wealth, the mmivm.im'u for this distinetion appenrs unwatranted, It
provides incentives for farmers to convert furm assets into personal assets in anticipation of leaving
the indusiry. An sssels test based on total assets seems more appropriate than the eurrent lest

While there is a case for retention of the re-estublishment grants, there s room for modification,

3.3 Skiils Enhancement Grants

These grants ure not tied (o the usual RAS eligibility eriteriu and are available for training and
professional finaneinl ndvi‘;:';. They might be argucd Tor on efficicney grounds, being consisient
with the widely held view that human eapital is an important driver of inereased economie pm? :
ductivity (Mankiw, Romer and Wiel, 31992). However, it should be clarified why it is believed
that farmers who ate long term vible-—particufatly those who are not under short ferm financial
stress- -need assistance o fund training or advice, One widely neeepled view s thal the credil
market for investment in human capital (.. training) s iperfeet due to the diffieulty that lenders
fuce in ohtaining collateral (since slavery isn’t an option) from potential lenders with low wealth,
However, since  defining charaeleristic of f‘zirmi‘ng is its ussel-rieh nature, which means physical
colluteral is abundat, it seems unlikely (hat this argutnent is unlikely to be valid for viable lnrmers.
for whom commeteial eredit can he ass«med (0 he availuble. If these Farmers pereeive the cost
to be too high, then, assuming elficiens capital markets, it must be concluded that investment i
the training or financiul udvice is socially inefficient, As urgued previously, if cﬁpil’al mirkets are
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ine. ficient, then priority should go to identilying the souree of the inefficiency and i‘cmcdying it,
Regardless, it scems difficult to justify grants for teaining or financial advice for viable Farmers.
Farmers who are nm long term viable shonld have i ghest priority to gmuts to fund professional
financial advice, The reason is simply that efficient utilisation of assets involyes rapid identification
of farms that are nof long term viable and acilitation of their exit from the -i,nd,usu{y, With regard
to grants for the enhancement of furm skills, requiring that Farmers he uhder short term siress but
able to dyemumtrmc long term 'vi::i";?ja.y: is é}csit‘ﬁblc. as cleirly investment in enhancing l‘fmfmin_’g'
skills is inefficient Lor those wlmwm saunbe leaving tl‘ie"industry‘ Farmers suffering shorl term
financial distress may not have sufﬁcicm collateral o qual‘ify for eredit, due to 4 high level of
‘prcac}&isliﬁg debt, Thus the imrkct failure argument discussed above may indeed more applicable
{0 such farmers. Nate that the atguments here are pot speeific to i'm'rhcl'sw:~llxc:y could equally be

applied to any profession.

3.4  RAS and Regional Adjustment

Regional, rather than farmer-by-farmer, Strzucgics Lo assist rural udiustmclll may be necessury
to assist adjusting communitics wilh respeet 1o provision of public capital such as health and
education services. The deeline in the population of a community inevitably results in Joss of
infrastructure and u consequent incrense in cost of providing services, For exumple, declining
student numbers results in loss of teachers and thus possibly z‘xbdeclfuc in the quality and scope of
the education providch Similurly, the ‘pc:r‘cnpi fa cost of 111*(3\'i<1i11g doctor services increases, since
doctors require (o be compensated their opportunity cost, which is the income they could carm in
a city, where demand is usually higher, While loss of publie services might be rationalised as
an efficient cconomic aulcome, the welfare of these communitics undoubtedly suffer as 4 result
The basic pﬁ)iﬂt here is that the govcrmﬁcm should be awzim of the chinging nceds of adjusting
communities in respeet fo pmvision of pixh‘i’ic infristructure, If the government is typieally unable

to keep abreast of the changing demands of adjusting regions, then there may indeed be a need for
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a regional :1dJ\lslmt'l\l companent to the RAS,

Lllicieney considerations may also underlic R AS lundmz, of public eapital provision in adjusting
communities, The productivity of the ,l'*x\rn'xin)g industry rcli‘cs,. like any other, upon a healthy
and well-edueated workloree. -farmers need to keep abreast of i‘nctcasingly rapidly cmerging
technologies in order to remmain elficient. Mﬂumgh shortlalls in rurnl educational services can
be bridged by aceessing schools in cities, this is expensive and may require oblaining credit, As
argued previously, the eredit market for investment in human capital is likely imperfect and may
ration against efficient foans, Tt has been argued that there may well be scope for RAS funding of
regional initiatives invol,ving provision of public eapital and infrastructure, However, the argument
has focussed only on s role in the provision of 1ypicullk y public goods such as health and education,

Regional programs that intervene it teaditionatly private murkets, such as distorting tactor
input prices in order (o save otherwise non<vinhle local industrics, are more difficult o justify,
1t 1s incumbent on the govermment and the rcginb to clearly explain why normul murket forees
cannot adequately address the restructuring process in these cases, Also, all RAS funded regional
imtiatives need to be elearly motivated and defined, sinee regional projects are tmore vu!nc’ra.ble to
political lobbying than the individﬁual farmer measures of the RAS. In summary, while there exist
plausible reasons for regional initiatives, in order to aid assessment of their value they should be

clearly defined and motivated,

4 Risk Management Strategies

As already indicated, there is scope for ,inmgmtiug into 'ﬂm RAS preater incentives for farmers to
usc improved risk management strategies, In (his section, a tange of risk m:'m,ngcmcm tools which
do not directly relate to the RASw(hc‘y are availuble to all farmers—te diseussed. Specifically,
Income Equalisation Deposits (IED's), futures markets, and crop yield insurance are discussed, To
the extent that these tools have been developed Lo improve risk ni:xnagemcn,t‘, there is room for ‘bét(cr

integrating them intw the RAS since both have the commion goal of improving risk management by
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farmers. For example, cligibility for interest subsidies and grants could be conditional on farmers

previously having used TED's or equivadent income smoothing mechanisms,

4.1 Income Equalisation Deposits

Income Equalisution Deposits (IED's) and the newer Farm Management Bonds, both referred 10
herealter generically as IED's, offer similar benefits us the incomne averaging provisions of the
tax code, bul are superior i an xmpm tant espeet, The “tax incqnity’ suffered by people with
highly variable incomes under a progressive lax system can be reduced by both IED's and income
averaging. However, IED' have the important addnmn.xl advantage that they allow income to
be mtertemporilly transferred and henee do ot ﬂ(:.hlbliﬁhe‘ cash income in the way that income
averaging does, Thus, IED's facilitate risk management while income avt:mging tends to actually
increase risk.’ The government regards IED's as an froportant risk management too) since they
promote ‘income smoothing and ereation of reserves’ (Commonwealth Government of Australia,
1992).

Perhaps the most puzzling thing about 1ED's is why so few larmers use them and why income
averaging is so popular, given the discussion above. This may suggest that tax inequity is a
more important determinant of farm viability than visk management, In December 1994, Jess
than 1% of the annual cash costs of the rural seetor were invested in IED's, being in fewer than
7,000 accounts (Buffier and Metternick-Jones, 19951, A number of different factors appear to be
responsible. Frequent past chunges in the structure of TED's may have c‘rcaicd an expectation by
(armers of future changes, thus causing them to discount their value due o uncertainty, A luck
of undersianding of the actual benefits of 1ED’s by farmers and their advisors may be another
reason for the Tow utilisation of them. Howeyer, if they are properly undesstood, then Tarmers’

revealed preference for income averaging suggests that they uttach litle value o IED's us an

HIncome achng affects only the tax ability, smoothing i over time, '!'hua, more tax is paid in years of low
income than wnum be puid i the absence of incoine averaging,
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income smoothing mechanising and thus it the government has a Nawed understanding of the
risk requirernents of {armers, Increased effort to obtain a better understanding of IED's may shed
vatuable new light on the netual risk management needs of farmers, Not only will this haye spill-
over henefits for the design of the RAS, it will also allow the g g.,uvcmmcm to better integrate 1ED's
and other risk management toos mm the RAS. ;

While there is some evidence indicating that the henelits from using, 1ED's are smaller than
widely thought (Maon, Peterson, Kokie and Douglas, 1995), the fact that banks operating in the
rural sectar believe the potential benefits (v he Lage leads one o question the robustness of this
conclusion {Buffier and Mettermick-Jones, 1995). It appears that the low demund for IED's can
he attrbuted to the details of their design: Lor example, personal discussions with un sccountant
idicate that the interest rite paid on deposits is not very attractive, Also, it is unlikely that 1ED's
will ever be widely used until they are betfer integrated into the tax code. Since IED's can be
used to redue tiax ins:quity, there is litthe reason (o retain income averaging. The income averaging
provision was elitninated from the 1.8, tax code in 1986 and more recently in Canada with no
apparent adverse effects, |

Previous suggestions toincorparale carry-hick of losses should also be examined carefully (i‘iuf’ﬁc
and Mf:mernic;‘,}cahmcs, 1995: Douglas and Davenport, 1993). Farmers (and other Busincsscs} cun
carry back losses for three vears or forward for fifteen years in the U.5., where this is a widely used
provision, Carry back of losses is more conducive to income smoothing, since it is refrospective
and does not require the saime degree of anticipation of future conditions as earry forward of profits
does. Thus, introducing this priwisinn' is likely to improve the risk management options for farmers
vand possibly reduce even furthet the demand for 1ED's). To the extent that these and any other
measures cun break the I1istxwﬁc:xi (but undesirable) link between taxation considerations and the

timing of furm capital investment decisions, they will be valuable,
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4.2 Crop Insurance

Multi-peni] erop insurance is a rueans of insuring against drought. While such insurance is still
offered m Canada and the U.S, there is mueh evidence that Iliit‘s is not un appropriate risk man-
agement too} for the main grain crops in Ausiralia, First, the climatic conditions, characterised by
nghly correlated weither aeross regions, appear imsui!ml (o support a commercial multi-peril crop
insurance mdtml,ry (Bardsley, Abbey and Davenport, 1984 Quiggin, 1986). Moreover, the U.S,
expenence with government subsidised mulfi-peril crop insurance program has not been positive.
Over the period 1988 to 1994, the loss ratio {indemnities/premiums) ranged from 1.2-2.4 for the
U.S. program. Indetunines exceeded premivms by one billion dollars in 1988, Despite an an
average subsidy rate vf over 50%, the progeam has not attracted more than u 40% participation
rate (Harwood, J. and C. Jagger, 1994). Moreover, there is evidence that insurance has heen
purchased as a meuns of making money (by manipulation of the scheme) rather than as  risk
management tool (Sumner, 19933, In summary, there appear 1o he important _p“mbmm of moral
hazird, adverse selection, poor actuiial design, and a tendency by the government to offer disaster
assistance on an ad hoe basis (Chambers, 1989; U.8. General Accounting Office, 1987; Hyde und
Vercammen, 1994),' Secondly, surveys suggest that demand for such insurance by Australian grain
growers may not be very high (Fraser, 1992). It must be concluded that there is"tit’tlc evidenee that
multi-peril crop insurance is a feusible risk mupagement strategy for Australian farmers, and thus

it has no vhvious link with the RAS.

4.3 Futures Markets

Hedging on futures markets can also be nsed to smooth income within yeats, Wool futures bave
been traded on the Sydney Futures Exchange since the 1960's and wheat futures and options
have been introduced more recently, However, few farmers trade on these markes and trading is

gencrally thin. Low levels of farmer teading have ulso been observed in U.8, and Canadian futures

A hoe disnétcr assistance his wveruged in excesy of one billion dollars per year since 1988 (A. und Skees, 1994),
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markets (less than 10% of farmets), suggesting that these instrumeits are no ivherent v;ﬂu‘é ‘u&
most farmers, the costs of using them learing and transaction costs) are too high, or fhat Farmers
are wgnorant of the henefits that futures markets offer for tisk management (Shapiro and Brorsen,
1988). However, historical marketing areangements, both in Australis snd abroad, have given
tarmers little incentive to hedge on these markets: the purpose of the buffer price scheme for wool
and the guarantecd minimum payments and compulsory nirketing and pooling of wheat and other
grain sales 15 fo reduce price variability, |

It 1s coneeivable that farmers will become more willing to hedge on futures markets as they
hecome more familisewith less regulited marketing environment - farmersare already inereasingly
ustng forward confracts to nuarket grain. Although itis difficalt 1o see why a private broker market
would not emerge fo provide farmers with information about hedging on tutures markets if the
demand exists, there may be i limited estension e for government here in alerting farmers to the
pussible benelits of using these markels. The recent development of yield fulures and opfions on
the Chicago Boatd of Trade may prove to be o useful risk management tool, and similar futures
could be offered on the Sydoey Futures Eschange in the ease.” ield, rather than price, tisk is the |
more important eause of grain income volaifity in Austealis, and thus interest by farmers in yield
tutares should be greater than for prive lutures,”

An insight into the possible future importance of futures market hedging for Australia’s grain
farmers can be ohtained hy examining the logal colton industry, which hedges on the U.S. futures
markets. While impottant ditfercnees in the production technology of wheat and cotton may
partially explain the higher fevel of hedging by cotton farmers, industey structure may also be
an important factor, Cotton is dominated by lurge corporate farms, which tend to ;sdc:pi more

sophisticated risk management strategies than smaller family farms.” Also, the cotton industry has

"Five different corn yield futures are now offeted, epeh based on the average yield for o different midwester state,

“The value of yield futurey coniracts depends in part on the covariance between o farmer's yield and the contgact
yield. IT the risk minimising hedge is o short (ong) hedge, then an inerease in the covariance between an individual
farmer's yield and the conract underlying yield increases (deereases) the benefit from hedging using both price and
yteld futures rather than just price futures (Viking. 1996). ‘ :

"Phe tendency of larger farms to hedge using futires and options more than small farma has been observed in the
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not been subjeet (o government inferventions to stubilise price ns the wheat industry has, The dual
temds of inereased farm size and inereasingly derepulated markets indicate that risk nunagement
technigques by whieat, wool and other farmers iy sooft Jook mare similay to those of cotton farmers

m then usage of Tuture miackets.

4.4 Overview

Whether Austratian Tarmers in general, sl in partientar Garms wnder financial distress, lack risk
management skills s unslear. A study of Tarmerain Catitornta has indicated that they éngage in oo
Nitle risk mamagenment, but only hecause nn» tools nlfered wre not *nmmpmm. to their needs (Blank
ot al, 1993), This tmay well he the case in Australin, where, although off- Farm inceme is of
mereasing tmportanee, on- G production smmgm ate still probably the dominant approinch to
rsk management. The pofential nsk management benefits {rom using TED's and hedging with
yield tututes is currently Tutle wnderstond. viluable, the msk management goals of the RAS
could he better realised by including use of these instruments in the RAS cligibility eriterin, The
use of market hised nstruments o manage risk is dmr)y preferted to government provided (s
subsidised) mstruments, as it satisties the eall for Tarmiers to be self-relinnt, Henee, the developments

in the market for yield futures should be witehed elosely,

5 Summary

The move 1o trnsfer and infegrate the wellare component of RAS into existing soeial secutity
structures is approprise. Sinee it is difficult to argue that agricalture should in general receive
special wreatinent relative o ofher industrics, the renaining (efficiency-bused) aspeets of the RAS
which do not serve u elear efficiency objective need to be carefully nssessed and disenrded if
not justifiable, There remains considerable scope for further clarification of ihe purpose of the

B ST v g i BRI

us. (I}Lmk cl nl ]9”3}.
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components of the seheme, and for further rofining it so that it betier uchieves sts:téd goals.
The nterest subsidy provision is perhaps the least delendable part of the scheme, as it has weak
cificiency justifications, it is an inappropriate means vl implementing welfare transfers, The general
objective of improvi ng visk management would benefit from making eligibility for RAS funding
conditional on previous risk management practices, That s, ideally preventative and corrective
rsk management policy should be linked, The potentil risk munsgement benefits from using
mstruments such 1s 1IED’s and futures am‘nﬁucm are still lavgely unknown and the rurpl seclor is

likely to benefit from further research in this area.
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