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The Rural A.d,justment Schem.e: An J£conomic Attalysist 

Charles l~ .. llydel 

Juutmry 15, 1997 

Abstract 

The Ruml Adjustment Scheme (RAS l is assessed in rclalion t:o its stntcd 8.ouls, and suggcstiotts 
made fot: how it should be changed so ns to hcHer achieve~ Utc•sc goals. lmpntUmt t)arts of the 
prognun m·c still 'Ptmdy ttwtivatcd and slmuld be tcnmvcd ot· t·cstJ:uctw·cdf lt is argued that 011c of 
the nmin cfficicnt:y gQuls of the RAS irnprovcd risk m:nu:tgcment···' would be facilitated by better 
h1tcgtuting existing risk manngcmcnl sB·;ll.cgics into the eligibility cr·Hcria of' the scheme. This 
would help prevent fu.nn ruilurc nml thus reduce the need fot' RAS. Unfortunately, however, there 
is u hu·gc grtp in out understanding of the potential valu<: of instrumcuts such us futures contracts, 
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c<>ilsulhml hn~ the Vich>rhm Dcp:~rtmem l>f N~thmtll~esources Md the .EnvirmunetH. ThQ vicwg exprC$¢d h!!r~.ar~> my 
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'l'hc Rurnl Adjustanent Scben1c: An Econottti.c Analysist 

Absttact 

The Rural Adjusttncnt Schetne (l~AS) is assessed in H:!lrtUml to Its :stated gouls~ nud suggcsHuns 
made for how it should bo changed ~o u~ hl b(lt\cr uchicvc these goals. htl)mrtatH parts of the 
pro~rum nrc ~till pnndy motivated nnd ~huuJd be tcnmved m~ tcsttuct.utcd. n is urgucd that uuc of 
the main cfflcicncy gunls of the HAS···,, improved dsk tliUJ1agctl1ctH··,.,·~would he ('ucilhntcd by b~~tlct" 
integrating existing; risk mmmgcmcnt strulcgics intu the eligibility criteria of the schcn1c, This 
would help prevent futtn fuilnrc and thus tcducc the need for RAS. tJnl'ortunutclyt howc:vct·. thcte 
iq a lar!!c gap hl our understanding of lhc potential vnluc of instruments such as futures cotlb'acts, 

.J.E.L. ClassiflcaUou Numb~•·s: QJ 3t Ql4, QlR 



1 Introduction 

A rumlamcntal ptohk•m with the Rurnl Adjustnlcnt St~h.;!t1le (l~ASJ is that the sp~cHic gonls, 

nh'~·hanisms, and cdtcda p.uiding the~ im)1lcmcntnUon nf the s~hcmc arc not clcnrly stntcd. This 

pn.·~rni.S prnhlctllS for HSS\~S~ing the schCttlC 01\ both cmGiCilCY al1d WClfat•c gt'OUi1ds, a~ it iS hOt <>lll)' 

dtffkult to know whnt the RAS ha~ achieved in uhjc:~ctivc turtns; hut it is nlso Jlifflcult to know whnt 

Ltitc.·nn by which hJ lllcasurc tht"'ie nchitWC'tnt>lltS. 

\Vhik thl\l'C is Wi~Jcspn.\~nl HP,l'CCtnr,mt <lll the CUt1·cnt t~tnplmsis f\J) cfHcictlcy considctations, 

t h~.·rr arc n numbe-r of areas in which the RAS could he improved sn <~~ trr nchicve cfflGicncy goats 

~.~vcn murc effectively. Implicit in nny dl-'rl~Uct' of the HAS <'h efHti.;·Hcy grmmds must he the 

he lie{ that th,~t·c exist nmtkct impcrfcclinn~ Umt impede efficient fun~.lhltting nnd tcstruct.uring of 

the agriculmral sc(.~tot~ \Vhil~~ there may indeed cxi"t market hll}1CI r~~t:lions, tnm·c cffbrt should be 

made to clearly id~.mtify tht~sc J1ct'ct:ivetl failures. '11\i~ would. have· the hcncrit offocul)ing aWmtion 

on the ..;ourcc ofprnhlem'i cau~ing: fan11 tailut'c~ ralhcr than on thcit· cnnscquctlccs. That is, such lHl 

approach l'\ mnrc conduciVt" tn dcvelopntctlt or pnlicy tn prevent rann fnihn~c, l'ttthcr Uum ~Oli'¢¢(: 

1 t ex post as RAS seeks to do,. Moreover~ there is gcncndly wide scope for disagreement on the 

extent of market fnihll-c"St und a cJem·cr ')latcnvmt of the JiCt'CC)Ycd f(tilUl'CS· WOUld rucilitatc debate 

ahnut the validity of tlH! basic tWcmis~q of the sch(~tl)~. 

'l11crc hn~ been an h1ctcar{inp,rc.cng.nHion of the Imrort.mce of scpnt,ning out the welfare tU1d 

efficiency goals (lf the scheme~ although !, is nrgucd that this s~pnrnthm has not yat gone :fat 

enough. P'or instance. i11tcrcst suh5idic~ appcnr to be u:mtlvtttcd by both gmds~ but: arc imtppt:optiat~ 

ror achieving cith<:H~ Putthcr tHscnUtnglcmcnt will hnpmvc the cffectiVGfiCSS whh which rwoblcms 

m·c targcttcd. and fll~o result in l~s~ confusiotl nhout the purpose of the scheme. Although the 

yucstion of l10W best to design r~ welfare schc111c fm~ srtudl bu.sincss (in J1il.t'Uculnr, Jl()h"Wage, 

earners) is highly t:clc.vruH to the RAS~ this is not discussed hctc. 

·ntc main changes mlvocatcd her('! ate thnt httcr:cst suhsi.dics on c;!ot:tttl'tetcial fit1ancc should he 

dirninatcd-they enunot be ··mpportcd on welfare ot· cfficic:mcy grounds~ .Simple. but: impl~rtant 



chan~c..; 5lmuld also he tnade tn the cliglbUity cdtcJ·iafor skill~ nnd tc·cstnhHshmcmtgrantH,, While 

R AS funding ln nssist the adjustrmml or tcgions. rather than individual f1•rms, may be ju~tificd h\ 

unh ... r to ensure ndcqualc levels of public infmstt·ucturl!, the greater susceptibility of such i1tojccts 

ttl polincallnhhying n1cnns that dcnr objectives at1d pcrlhrmancc. mcusnrcs ~u·c. even mmt~ crucial 

1 t ,, ~uch pnlJCCl ~. 

In addition to ofl(!rtl1!! u crttiquc nf the 111:1iu spccilics nf tlm RAS, the pnpcr nlso focuses on 

PtH: the tmphcH l''ftlctcncy p.nnl~ nr lhc St;hCll1C! runding. long tctm. vinhlc furmcts t.o improve 

thl'lt n<ik mmulgcmcnt skills. lt is <lcsit'ahlc th:Jt the RAS h~ itltcpxntcd with other policies and 

mechanism~ that ate designed In imprnv~ ri.~k mnnng:cmcnt and reduce the likelihood of ever 

having tn rely un t~.AS support. P'nr cxnn1plc~ l'i.trmcr hwentivcs to udnrtt new nnd improved tisk 

managcm<. .. nl techniques cnuld he in(!rcnscd hy m:fking cJig'ihilHy to 'RAS funding condi.tional on 

pre\ wuli adnpt.inn nf some lev~~~ uf ti~k t1mttttgcmcnt. 'l'h~"! cturcllt low level nf .,know'lcdge oft he 

hl'nclits nl n number nf murkrt hlt~cd nuu,Ht!!Cmc.ml hmls su~h a~ rutut'~~ n1:ty also indicate n. role 

lllt govt~nuncnt involvement 1nrc~carch un~l cxtcn~iml in this urea. 

Tht' ohjcchvc-; of lhc ~chcmc nrc examined iil section 2~ then. the lndlviduid cmnpouents or lh~ 

~chC'rnc arc di~cu~l'.lccl iu sc~ 'inn3. l)rnwin!t nn cxpcdcncc frorn t.hc tJ.S, und Cntmda4 in scctioh 4 

altcrnntiv<.~ mcu.surcs nrc dic;cusi)Cd thnt may improve the ahiJity of fnrrncrs to manage dsk. lo 

pnrticular. the J1oh:mtlul rol~ for tllUJti .. pctil cmp yield insut'Ul1CC, income averaging and catcy,.;httck 

,, t lo~~c't fnr tnx. purposes* and ruttu·c'\ mnrkcts nrc cxnmmcd. '11lc papct is sum mad sed in. section 5, 

2 Objectives of the R.ural Ad.iustmcnt Scheme 

The stated gon.ls nnd ituplcmcntnthm of the ltAS nrc examined bticOy here~ the' objective ot 
the ~chcmc is to cnsutc ftllot-c crfcctivc ndjnShll<!tlf lncosurcs for n~ttncts nod U nwr¢ ptoductivc, 

efficient and competitive rurol sector•. llligibilHy rm~ usslsHmcc "is based on ~susUdnablc. long 

term profitabilityr the merit of the prnp(1SCd devctoptllcllf project, Jtnd need' {COltU1tonwcalth 

Government of' Austrnlhh 1992). The pnrudox in the eligibility definition. is wclllmdcrstood·-



far nwr~ whn utt! lhnuwiitlly suund iu lhl: long tctm ~huuld not have truuhl~ rlhh•hting cotmm::t·chtl 

I.Tl'lhl unh:~~ th~n~ m·c \U(~i-Hcit~ncit~~ in the nmrkl!t for rurul ctl'dH~ In otdct tu clt!ttrly ttdiotudiso the 

,:Xl'\ll'I\CC or the sch<:rtlc. His incumbent on the govcnuncnt to identify where these tn:u·k.ct raihm:~s 

Itt•. Furtht•rtnOI'Ct CClrn!cting lh(~SC fnHurr'S ~hould he the t'tllt>hnsis or nny governtucnt initillliVc,.llOt 

make· ~hift funding to deal with the rcsuttiug JWohlcms u~ they ncr,:u.t·. Clcnr und explicit statcnJetlts 

ol the objccttvu~. nttium~k\ and rncchnni~m~ t.o h<: n~'~d In implcrmmt th~ RAS m·c cntQinl in otdcr 

tn make the 'cltt .. tnc r.nmspntcut~ nccmmtohle, and h> help rmms on t.hc snun:c of:' existing pmblcrns 

rathc.•r than their sympt.um~. 

·nlC intcrclil s.Ub'iidy pt·ngrmn is pcrhnt1~ t.hc hcst cxarnJ1lc nf ptohlcms discussed nbovc. '"l1Ict·~ 

tl\ nn literature otl the: RAS which <.~lcurly explains why interest. ~ubsidics·. us opposed to other 

lltl.?chanisrn~t nrc nff~rcd. rr these suhs1di{~s nrc dcsigucd to increase the cf;lcicncy of ogticuttw·c. 

the underlying market failure is rnH t.Widcnt. A nHli'C likely L~XplanutiNl is that the subsidies arc 

mot1vatcd hy n d<1sirc to tnnkc t .. mn")fcrs to sumc fnt'ttlcf~s, 11tc procedure fot dclt:l'tl1itJir1g eligibility 

tor a'isJc;tancet •long tcrnl vinhHily'. hns nlso not: been clearly articulutml. While dct.ctminlng short. 

term need is not difficult~ usscssing lung tcnn viahilit.y ntiscs nmrc difflcult questions, How l<mg 

iii lou!!'! llnw will th~ furrnc.w's on .. farnl business and the gcttctnl economic cuvirotuncnt chnngc h1 

the long term'! While there urc ct:r:tnhtly hcncllts to having flexibility itt nrlcs; there uppcnts not to 

have hcen ntty nttcmpl to formulate trnn.spm·cnt cHgi.hility t\llcs ot· even guide lilies fot dctctmh1ihg 

cligihility. 

There is also a pulcntittl problem wHh usi11g long tcttn viability as the ctitcl'ion. fot' eligibility 

for assistance. A Jmnml huzard' pt•oblcm al'iscs if' thct~c is u. positive cotrelaUon between tisk nnd 

profitability over the rclcvnntnmgc nf profitnbiHty, us is often cotljccturcd, This fmplic:; thttt dsk 

management cotncs at a c()St. in tcrtns of loflg term cxp~etcd pt'ofiHtbility. A farmer who udopts ~( 

"tratcgy that is both nw1·c proOl.ublc nnd risky muy require l'cdodf~ ;tssist.nncc due to low levels c>f 

liquidity when the dr>Wnsidc of the tisk is rcnus~~d. HoW<WCI'; undct tcttSOr)ftblc dcf'initious <lf: long 

term via hili ty, such n furmcw could qunl i ry felt- nssistm1cc because his opcr~•Uou has n high expected 

3 



return over tn~ long: tcttn. A~~ct~ss IP RAS nssistrmcc effectively tnmcntcs the downside risk for th~s 

farmC"r. TI1us, patndnxi<,mlly. the RAS tnay acnmlly provide incentives for (risk ... nvetsc) fnt·mcrs to 

increase the level urrisk they bear. *l11is sug!tt~sts h1ut the dctinh1,HJ of long term vlnhHity should 

tndudc cunstdcmtion ur a farmct:''s Hkdihuod of hrtving to t·cquirc nssistance in the future •. us this 

may not necessarily dcctcn'ie us long tcnn prolitnbility hJctc:tscs. 

3 Contponent:s of the RAS 

TI1c fnur main cmnponcnJs (\f the t{AS nr~. discussed hc,"r(!: iutcrcsl: subsidies; grants for skills 

enhancement; grant~ for rc·c~tnbH;.;hmenn tUJd t~giunal ucUustnumt.. In most: CU$CS. eligibility ror 

as-;istancc requires tlmt n farmer cnn rlisplny short term ne-ed while ulsn b~ing lung term vinblo, 

3.1 Interest Rate Subsidies 

The 1rcnd in guvctnmt~nt pnlicy has been a shift nwny from tr;m!:m,·tion .. hased ~ubsidics (on rodder.. 

transport etc.) tn c:ntwcsshmnl (itHm~~ in times or urought. Moreover~ Jhcre is :m expectation 

that. the RAS interest subsidy scheme can example or conccssim1ol finance) will be cUtninMcd' 

h)' the year 2(}()0, 'l1li~ reflects t.hc gmNing belief thut the agricultural sector should he wholly 

reliant on the cmnmcr·chlllhmncial sector rot its fitHmcinl nc.c:ds. This view isjuRtiOed tmd Hi$ uol 

pus~iblc to mtintlttlise intcr!.'!st subsidies~ regardless ot:whcthcr lhcy otc designed to uchicvc wcl.fnre 

or efficiency objcctiVC.i. Jntcrcsf taf.C subsidies distc>rt. the price or trcdit. t'¢$Ulting itt ¢XCeSsiv~ 

invc~itrncnt in ugricult.urc relative to other sccrot·s, tfhe .eUgibtlily criteria ftlso menu that it result$ 

in overinvestment in finnncinlty disfl'csscd fatms tchtUVc tu hcnUhy ffttfilS; 

In principle. thcre llt¢ several possiblcjustillcnUmts mt cffichmcy grounds tor interest $Ubsidics, 

Projects which gcncrntc significant positive cxtcnutlitics, such as cJWironmcntttl tcclumutkm ;lnd 

diseuse und tesistant species contaimncnt. will be undcrlnvcstcd. in WiUJout govc.tnrncntlllt¢tvcmion­

Lump sum gt4ltlts for positive externality gcnctMing nctivit.lc$. rather th:m int¢tesl sub$~dies, ate 

4 



a better way for th~ government tn increase investment in such ncHvitie.s. slucc they nrc less 

t.h'itortwnary. .Mtm.mvcr, such distortions should be redressed indcpcmlcnUy of t.hc dcgrt:c or 
financia.l dtstr'il~s of th!! fnrtncr~ involved. Uoth theory and ptucticc indicrttc th:tt utnlcnnvcstrtlchJ 

m tln•sc projects wiU occur independently of tho JlruntnbiUty of the furroers. One might even 

ar~uc that ~incc Ihmncially suund .. Bttmcrs typically opcmtc lnrgct· fMms. it nmy in fact he even 

more nnpurlant w m~kc ruuding avnHahlc to fimmciall~ suund furrncts thfUl t.o those; that ate not. 

1 hm~.~vc.·r. the ~_~x.t"~rtntiHy nrgumcnn is of limned relevance tu 1ntetcst suhsidh!s. First .• it docs not 

·•rrl} to nucrc'it subsidies uhtmncd fur prnj~:o(.;tli lot whi~:h t.hc benefits are wholly iuternaliscd by 

the fanner. S(~Condl,)\ there UfC H l'UUP,C nf other guH\f'tlfUCtll JJlitiat.iVC~, (c~g. i,.undcnrc) designed to 

den I vdth cnvirnntncntal cxtcrnnlity prohlctn~. 

For 1nvc~trncnls thnt dn not mvulvc utl cxrcrnahty. the- unly compclling.rca£nt1 fbr o(feringJutcr .. 

,,.,, 'luh'iahc~ 1s that the p.t ivatc Hnunc.if!l market cht.rgc~ Iarrncr'i intcm'>t rates ttmt nrc .incfficiemly 

lll!!h. 'llmt is. either .the nmrkt•t ict nut co.tnpctHivc+ ut·lcnd~rs uvcr .. cstinmtc the rlsk of ugticnHurnl 

lmm'li. ·111C hHtct: seems Utlli.kcly. us the major p.tiVHf~ and puhfic btmks have U lung histc>ry or 

dm:ct uwnlvcmcnt m l.he ngricultuml S4ctur., with turul brunclH!s- spccintlsing a1tnost: crnircly in 

farm loatt~. Mun~ovcr~ litmncnd dcregulaUun has, .increased c:mnpctilhm ttnd hitS fot~ed bunk.s to 

unpruvc their nttS\!\j~rncnl of lhc qmdity nf loan'). since lnwcr profit ttmrgins m~anthai bud debt is 

more difllcuh tu curry. The U.S. <~xpcricncc lm!i sbuwn Hmt ntm of the: .eff~eets of fimulc.~inl dctcg .. 

ulatinn i" Umt U incrc;t~us the prcparcdncsll of hank'\ tn hcnt t:hk ns cum.r,etil.hm iucrcus~s .(.llhmk. 

Siebert and \Vyatt. 1993>. ~r·hus. for u numh~t· ufdiiTcrcnt n:nsum;. fimmehd dcrcguhHf.on should 

have dccrca~cd the fl~cd fo.t interest subsidies. llvcn if thu prlvutc rutnl ct·cdit ttlfttk.cl docs chnrge 

mcfflcicntly high interest rates. His unlikely tlmt govcrrunent. nfllchtls lite better informed as w the 

efficient lcvcJ 4 ,.~.fnr likely rcmsrms see Huffier und McUctnick .. Joncs (1995). 

·n1cre is un opthrml level nf lc:ntning ubout quutify uf hmns by lt:!ttd¢ts. beyond wbicb th~ 

ndditionnl expected :~laving$ frutnlnw~r defuult: rnt¢S is sm»llcr dum th., nddHiotud lc~Jtobt~ co$t. 

·nHJ~. incomplete infotmathm nbout the quuJHy or lmms is not inconsistent with efficiency, lf if; ls 



ch~1.mwd thnt lenders ar'-" Jnvcstittg wu lint"~ ill b!lJtniug uhom fnrm tmm quality, mu nnly should the 

uudcl'lym!! logic ol the mguun.ml be cturHicd. hm inwn~~t subsidies m·c nut the. cort'cct t·csponsch lf 

then- ~~ u rnut;kcl failure hNt" that i~ ,-.pccinc tn rhc runrket for [tn:m lonn\1~ thcttgovcrHtnont .should 

~ed .. to lower the:.* custto 11l'ivutr luude.rs of knmiug mm:t~ nhmH the ugricultuml scct.or ~m th(H they 

t:an mml• eUicimttly srt the co"t, uf Ul!ricultumJ ctt!(lil. It i!{ wen known dun iu.f'cmnutinn GolloQti()n 

and n.~sc-arch m;l.tvillt"~ haven puhHt.· goud n~p~~ct lmlltlh~ury nnd prnclicc ~uggcst dun firrns lmvc. 

an mc,mttvt~· to .trc~:H·idt~ on then ri.val~ti" l~Unth un tht'~<~ ncu.viltt!t1. ll thi.'{~ ot sume nthut rnotor1, is 

the \ourct" ol t.uark<~l fathiU' tn Un· mutkttt leu runn Innll'l, tluln ~nvtn·mm.mt should ;;,cck to rcdrt}SS 

the .. ouru· nl Uu~ prnhktn. One nppt'nach would lH~· tu lnwcJ.' lhc c.tnsl. of infornmUun coHccticm und 

rl''\carch to pnvutc- l.cudt~r~. ~o t:hnt the prict• nl crttdH l~ "t~t mort~ cWch.mtly.~ 

In sununnty. th,~ '~flicicucy nt!ltnmmt" lm ifHct~!st suh'lidic~; at" wcnk. ''the suh~hlics nt'c bcUcr 

vt~wcd us un iustrumtml to 11chit~v(~ unlit a ted wcl1m1~ p,oal~. Howcvctr sinac lump sum gt!tnts of the 

typt~ ul)ed for the nHtcrcmnpum~nts nl U"! sclwrmlt would h~:Ue!r tlchicvc lhcs:c Wt~mu·egoals (us they 

don't mtrudm:c- prir;.;c drstcwtmn'il. the: Wr!llUI'l' ur~umctlf"i ihr iutcrc~t substdics nrc nbm wcuk. 

Sntm• nd.dHtnnnl rmtctHmlty udvct·~c «~!Teets uf interest subsidies due In rnotc.l hutard. problems 

art· now briefly <Hscu~~cd. Firl\t~ it i~t wcH understumllh~U.limitcd UuhiHty mm induce borrowers fo 

hcur ;m mcfficicntly high level nfril{k whcnm.mr hunkruptc:.y. Dnw.ns1dc t~isk is nf Utile cfmscqucuce 

to ~uch u hm·rnwcr nt; tht~Y expect hnukmptcy uuywxty. while they uwy rc<tutn: n very high tHtyofr 

m order tn remnhl solvent. 'rJtus risky project~ cwhcrc the Jlnynff mny he e.ithcr very high <U' very 

low J arc nHrncuv(~' to these horrowurs. IT risk und expected payoff nrc pusitivcly corr~lu~cd. naur .. 

hnnkrupt borrowers cnn he t~·xpcct.cd tn umlcttukc hwcstmcnts with IHl in~ffiQ.hmtty low cxtH!(!ti!.d 

payoff c from society* I) vicWJminn. 1h the .cx.I.CJH that itiWrcst sub:iidics nrc offered only w rarntct'S 

under nnuncinl !ittc~s. this inccnt.iv~ c;ffcct is uf obvious l.'clevunce. Thnt. is1 lntcrc~n :;ubsidtcs cJUl 

he expected tu tucrcw::e the inccnHvcs fm· f1lrtncrs \tndct· Jimmciul stress to implcmcm cxce~~fvcly 

·~f· ~,. >. • •• Jo.,.., t ;,~W:I':..X:.'• ,.._ 'i>t-A.Cm~:l'i\:! :';;,.,',"t;ll';'.'<~.:.f!<..!.;-A'!, _;.,t.Jt;t..;>',l'ti...!~;)'i<)l\.•__:>(~~··•:e. ~~V;; lJJt !# 

"Altcm1Hiv¢ly. the wnhdrnw~tl rif b~ulk hrMI:!hl$ rmm run;t t:omnumiiJe.<J mny r~'iUit in n decline in the c~Jl:Ctll*~ of 
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n '{ky proJects. 

The suhsidisalion U( iiHcrcst tnl~!S UU cxisliHg luuns is U purtitmlur!y Urtdcsirtthlc f(mtlltc of' the 

RAS. us this cnu distort the lnvesuncnt inc.cuHvcs ol' hwmers not even cutr<:ntly und<:t~ ~ttc~i!:i. Such 

~~~h~tdtl~s en emu ngt! the fntmntiun nf cxpcctuHons thnt ft.thH'c assistam:e will he flVt~Hnblt! if needed 

on the scrvi<.:ing, or current dcht. A lnt:f!1-1r rmtgc ur projects will upvciU' pwfHnble tmdc~· such un 

cxpcctntion. t•csuhiug. jn distorlitnls in holh th'~ qmmtHy nnd quulity of fftl'm invcsttnc:mt mnf(!rtukcn. 

The ,~xlt'nt to which thcst" incl'*UUV(~ fli'nhlctu't aff(:ct ncl!.ml irtvcsuncnt clcndy dcpcn.ds on the nbility 

ol RAS offic,~t·s W nccutntdy discern tlu' quatit)" uf rarm investments~ lt: i~~ uuclcm~ Whcthct· the 

puhlu: ~ct vants ;.·csponsihtc rot: hnr)l~tncnting the RAS cnn he cxp.;ctml tu hnvc the expertise to 

a~'lc""' tht! quality nl' un"fm.·n1 htvl~Stnll~nts. H nut. interest subsidies may inctCUI{C the JlVPt'ngc lcvul 

nl nsk assumed by fattncts, thus wnrkmg· ngninst nne nf the bnsic print!iplcs oxpoWldcd hy the 

RAS. 

i\notht~r po.ssihf.}' undc!strnhlc 4~fll.:'ct ut int~~t·asl suh:;idics is tlmtlhcy artiHcially inctciHJl~, fnrm 

valul~''· H "'OtllC~ nuu~vinhlc lttrtn'i on• uhlc ttl ncct~s~ Ut(~'i<! suhsidic~ nhrough crrnrln imt)ltJI:llctlUttimt 

ot RAS ), then they wilt have tlu• effect nf hupt!dittg t•nllmmlisulion of UJ(.'; indus~ty* ~rhat inil vinblc 

, mcrs nrc rcquhl!d to puy llHH'c~ fot· uon"vmblc furtn'i thnn l,hcy would in the nhsc1u~c of the l{Uhsidy, 

The tuttonale und dcsitnbUity nfthc l~AS ru·nvisiml nw lcxceptimml ch·cumstnnccs* to he dcclnrcd, 

in which cuse rnorc gc:mtlt'ous illtct'cst suhsidics nrc uvniluble •. is nuw discw1scd. 

The lexccr,tionul ch·cumstances' provision in thr.t RAS is now discussed. 'l"hfs ptov.isinu nllc>ws 

lor suhsidiC't Ull hHCtcSt J1UYfllUillS nf' llfl to 100% uf the CuttUtJct:cinl cmn. Ulld the dcchttntiott Of 

cxccptionnl circutnSU:U1Gt!S is nt the: discnHion nf the Minlstct' nw Pdtruu·y h\dUstrics uud anergy. A 

c'mtml tension in the RAS is tJmt butwc.:m nwinmining n~x.lhilH.y h1 eligibility cdtctht und ahtting 

clc.mr, explicit tulos. WhUc the fo.rmct is fmpnrumt for cnsurlns Umt program funds ~nn be motn 
efficiently used ex pu:itt it nlsn .cncmu·ugcl> ud hoc hnplcr:mmmtinn, which cun resuH. in inefficient 

nnd incquitublc usf.! of funds, 'rhe uxccpdunnl citcUt1l»Wtlc¢s provisiotts¢cks to mnke AAS ruudiug 

flexible. Hnwcvcr;, litis nexihiUty mttt make the Hchctne murc sust(!)Jtlblc to politicur Jobb~h1gt l,u~ 
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if lurmcrs bcliev~ aid will b~: forthc.o\O'ing in times uf distress, then this diminishes their h1 't:mtivtes 

to in~urc ugainst f'isk. Tht~ signilicrmcc nf this mm·nl hnumJ prnblcm wUl or cm.trsc depend on 

the dc-grcc of CCt'lninty lhtH fnrm~rs feel they CUU tcly on ~uch •bail .. nuts* tUld their tbk ltVct~ion, 

nu.• uupurtml(;,.:~ of this rtnhltmt has 'hccn seen ln lhc: U.S .• where His widely ucccptcd thalthc 

pohttcal inevHuhilH;y ofdisnstct w~~istnncc ls a mujm· fnctm;expluining the low ruuiJ~iputiun .rat~ in 

the Fcdcntl Crop fnsumm.:~ C''nqmmtion progrnm. The U.S. t!ovcrnrncnt lms recently rucoghiscd 

tht' prohhnn aml mm· ~undition eligibility nn· disaster ns~i~tuncc on pr~vimls purchnsc uf croft 

m"'urancc. Ttms. u must. he H~(;ogniscd tlml nr~>l.ihilify in RAS funding is not conducive to giving 

tanm.•rs tncctHivcs tu mlnpt nwrt~ cflc,tivf~ risk,, .. 1nnp.cmcnl sfruJegics. 

In fuel. it could he snid thut 11m govcrntncnes w~scrlion that drougl!l 1iS part of lhro !'.u·mer•s 

nnnnal opcrulillg cnvn·onmenl* {('ommunwenlth CJovcr·mncnt uf Austmlhlt 1992) it~ i.ncnnststctlt 

with tht." m!(!d fn.r utl •cx.cc~ptiumd cit:cum~lnncc~· duusc. R~.:~cctlt histot·y hns 'ihowtt that dtought 

'' the most likely ~uurct~ nf icxccptinnal c.ircurnstum:es•, J'ro mnke ~my s~.;nse of this seeming 

~ontrwJicti.on, H must. he jnfen:cd tlutt than! UH! vnrying intensities uf dn>ught, nut whtU. then is u 

normal. a~ opposed lu cxcc!pt.ional. drought'! The inherent nmhiguity in this question islhc source 

of potential inefficiencies: due tu lin": im:cnHvcs thut it giVC,!S fu.rtncrs t.o lobby fot• ussishmcc. 111e 

cluu"ie ha'i nhn been invoked for wuulgruwt~r~ following tltc: collapse of the reserve price scheme. 

G1vcn thnt tho c:utt'crH circurnstnnccs ht.th~ wont industry nrc largely st!lf~irnposed, being tho rcsuU 

of un i 11-conccivcd uu.cmpt: to <~xcrcisc trmtkcl power, one might qucst.ion the wf.sdmn of allowing 

the indu')try to qualify for spcciul circutnsttuwc~-,« h only ser'V(!S ns ll subsilty W poor munngcmcnt 

:n this cusc. 

Lastly. the fuct 'hnt latgcr interest subsidjes uro nhtnh1uhJe undct oxccpUonnl circumsHtnccs 

simply cxucctbntcs tlm nmt~al hnttu·d prohlctns discusst;d in the prevlous section. l'Jf)th the logic 

and the implenlctltutinn nf the 10Xccptiomd. ~f,tcumst•mccs' cltlUSc is dtfflcuU to r;ttiottaHs~ v1Hh 

the husic pducipJes of fncrcn,Sud ct'Hcicncy und risk. munugcm~nt, A~ is the: C~lS(} witb sumdnrd 

interest subsidies. the uddiUonnJ subsidy umJcr exceptional cit'CUttl~Umccs can only be reRsonably 
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Jnt,!rprctcd ns a wclfm·c ttunsfcr to rnrmcrs who sufJct·lnss ot• wcnlth due lo ndvcrsc Ptllldttions, 

Thi~ mny w,~n he consist.ent with a bruml dcsiru hy tht~ cnnmluni.ty for hwunm cquit.y, l·luwcVI.!t, 

tht• v,ovc.~rmncnf. shunld IHll tn mtinnnlisc I his trnnsfot· uu cftlcicncy g1·ounds, 

l'hcsc un~ lum[l sum grunts (}(,~signed to n~sist fnnncrs wlm nrc uxll.ing rm~rnfug nnd seeking tn 

~·,tuhli.,h thc-ms~lf in n~w urcnli of c•mpJnyme'nt. Hliglhili.ty fbt the gn11tt is nhvhmsly cnuditiorml 

on cx1ting the indusu~y and is suhjt'ct tu nn usi\Ct'i tc'it. 

I r purely u wet fun: mcn!lun,\ nne might ask why nthc1· small hushU!IlSCih which ulso lmve high 

tallun! rntcs, dn not lmv~ ncccss In "uch gmnN.. ;IYpicnllyj there is Htlle pubH$llud lilct·ftttn:(l 

cxplilining the.~ mutivntion ftw the !tlnltls, nmkill!! it diffi<:ult to knnw ugninst which crilcriu. to 

a~t'll'"~t the gnmts. ~ll1~ grmWt tnny 'iolvc hmfflci.tmci~~s. due l.n lnhnur ;nnrk"l fdctions by fucHUuting 

the movement nf lahmu tu new geogrnphic rnarkci~I. Fu1·mcrs lcn.villg the indusu·y; unlike urbun 

dweller~. typicnlly Jlntst rch•cnl(~.l.o cities nr larg'w luwns smm.1 di~tntlr.:~ nway tn find CtllJlloymctlt. 

This pr\,~suppo~cs. not unnml)onnbly, Uml. sm:h (.tU'trJCJ'S. UJ'f! unnhlc tu uhtuin crltntncrciuJ cttldit to 

lund rc·c~lahJishmcrH. lncumpfclc infonnnlirm un thl~ pmt nf lenders mny result in credit fm• 

t'l• cstuhlishmcnl: being unnhtainubiQ. JJ' fmtn skills HI'C UIHJct·..,vntuml by fh~ non~fntm 8~Ct(W, OHC to 

the informutinnal rrnhlcms created by nmnt' having nu fnnntdty recognised and specifl~ training, 

then the skill~ or farmer~; Jcnving the sector will he umh::t·--utiHStld by the cconnmy. 'fhis im;fflci¢ucy 

could h'! parUully rcdrcs~cd by rc .. astnhHshlmmt gmnts sine~ lhcy im:rcusc ''U! inccnUvuto invest. 

cl'for·t in finding nllcrnulivc crnpluyment: by di.1frnyfng som~ nf this cuSlt 

Thc•·"l is scope fm· rcvj~ion or the rules or eligihility fht· gJ'ntHs, Setting n tbt'GShl>ld lfwcl o.t1 

aliscts ulmvc which grnllts cnnnot he ubtnincd. results in pervcrnc fncmttivc~h Undca: cut·.tcnt rules, 

u fanner wUh $8tM)()() worth of nul funu asset~ ls fn~lfgiblc rm·n grunt nnd lnu; un iuccuUvu tu J'UU 

the value nf fm'ln assets down tu $45,CX)0,. sJncc n. gmnt or up to Jh45.0fK) is then pc>ssiblc, TJHI$, the 

"utuJtlt l'ulcs nu~y result in hJ<::fflcicnch~lf for two rchttcd t¢uscma~ th~y ~ncmn·~igc hn~f!iclmH farmCt.$ 



to rcrnnin In farming long~~·· thnn llCt!C.SSIU'Y~ nnd they cncm\Jtnge ftU'tl'JUJ'S t.o tml uown. thQ value ~)r 

tlu.·~~· nsscts. Cnmpal'ing the threshold tu the; nvcmgo of th~ vuln(~ ur uss¢ts held over n numb~t' of 

year~ cund possibly othc;· fnrm Hnnucihl decisions) prior to depm·t.ure may tnHigntc this pt•oblcmt. us 

thitii will dcct·cnso l.he! incentives fm· ~hort .. ft!l'ltl munipulat.ion or ussot vnluc. 

It iq alsu nnctcm· why pcrsunnl usscts nrc excluded from tho usscts tost,. us these ccmstHutu part 

of a rarmcr•s wcullh. Tho current tulcs f!ffcctlvcty i.mply thnt rm·mcr·s slmuld not be cxpcct<::d to 

draw upon pct··mtml wcuHh whcnlcnving the iuduqU:yJ Given the HJ'hitrnry nnt.un~, or the dlstlnction 

hl'twccu rurm uml pt~nmnnl wealth*. the mnli.vuUun rur this distinction uprcnrs unwnrruntcd. It 

provide'\ incentives for fnt·tncl's to cunvcrl l'urtn ns~cts lntu ptwsonnl n~sols in nnti~ipnHnn orlcavirtg 

the !nduslry. An usscts test bn::;cd on tutnl nsscts scmns mot~c npm·otwhtle thnn the currellt tc~L~ 

Whik· thrl'c is u cnsc for n::tctnlnn or lhc t·c .. cstablishmcJH grntltS; lhcrc ii{.J'OOtn f<)r modiOcution, 

Thc-ic grants nro nut tied to the usuul RAS eHgihiHty crltcrtu. und m.·c nvnUub)e fur trninh1g nnd 

professional fimmciul udvi;1c. They tnight. be ul'gucd fol' otl cffickucy grounds, being Gonsist<ml 

with the widely held view thntlnmmn cnpital is nn itnt1nt'lnl1t dtiv~w uC incrcnscd ccmwmiP pro.­

ductivity rMuukiw, Romer nnd Wicl, l992). However. H should be clntHlcd why it is believed 

thut funnct·s whu nt·c f.ong term vinhJc., .... pm·ticulnrly those who urc not under $hmt lct·m Ommciul 

qtrc~s-· .,need ussistmwa to fund lt·ulning o.r· udvicc. One widely u~ccptcd view is that the credit 

mnl'kct. for invcslmcnt in human cnpitnl (e.g. u·ui.ning) ·is itnpt'rfcctduo to me dffOculty thut. lcmdcrs 

fucc in ohtainjng cclllut~~~nJ (since shwcty Jsn•t n.n upUon.J fmm pnt~nUullcndctn wHh low WcHlth. 

However, since u tlcftnlng chnrnctcl'istic of fut·miug Is Hll u.ssct.-dch nu(urc, which m<!nns physicnl 

collutcral is nbumJwlt, H t1r.cms unlikely that this urgutnc.mt is Utilikcly tn be vuHd f'ot• vlublc fntmcrs~ 

for whom cmrunct·cinl credit con he uss·mtcd to he nvnHab1e. If these fttrmcrs perceive the cost 

"' be too high, t.hcn, ltssutning cftlcfcrn cnpHal mUI'kQHh H must be concluded thnt itwcstmcnt ht 

the training ()t: JinnuciuJ ndvh.m Is goci,tHy Jncfllcicnt. As m·gucd previously, if cnpitnl mutkots nre 
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inc~ Hcieut; then p.t'iotity should go lo identifying the source of the in~fficicn.cy und remedying it. 

Rcgartlk\ss, it seems difficult to justify grants fot· ltuining tW Htutltcialudvicc for v.iablc fatmcrs. 

F1.1rmcrs who urc m>l lnng term viable should have highest J1tiodty to gl'nnts to fund ptofcssi.onu.t 

Hnuncial ndvic<.~. The rcusnn is shnply thnt efficient utllisntiouof usscts hwolvcs rapid idcnJUicntion 

of fnuns that nrc not long term viable and faciHluHon ol' thch· exit frmn the indusu·y. With rcgurd 

to grunts fur the CJlhunccmcnt of rm·m skills~ r·cquitlng Umt ftu:'fll(~rs he under short tcnn stress but 

able to demon~tratc tong term vinl·,. ~!~·~! is desirable~ as dearly investment ht cJihanciug futmh1g 

skills i.s inei'Hcit~nt for those who wHl soon' be leuviug the industry. Fnt'llll~ts suffering short tctm 

fiuanciul distn~ss ruay not havt'! sufficient collatcnd to qualify for credit, due to u high level of 

ptc .. cx.isting d'~btv Thus lhc mutkct fuHurc :u·gtuncn~ discuss'"~d above rnay indeed more nppUcablc 

to suc;h Htrt.nct·s. Nu!c that the atgumcms here ntt~ Hot specific to farmcrs-.,·lhcy could cqu:dly be 

applied to any profess ion. 

3.4 ltAS and Regional AdJustnlcnt 

Rcgiomd, t·uthcr thu.n fat'l1lct· .. by ... t)u·mct', strategies to ussist rutal adjustrncut may he necessary 

to n~sist adjusting communiti.cs wilh l'CSllCct to ptnvision <)f public cupitul such as. health aud 

cduc;nlion services. rrhc decline in the pupulalinn ot a cmnmunit.v incv.itably results in loss of 

i.nl'J·uslruclm·c and a cons(~qucnt incrcusc in cost of pt'ovkHng scz-viccs. l~ot example, declining 

student numbers results ill Joss or tcuchcrs and thus possibly n decline in the quality and scope of 

the education pwvi.dcd~ Similarly, the l''~t· capita cost of .11roviding doctor services increases. since: 

doctots f(;:quire to be curnpcmmtcd their opJH>rtunity cost. which is the income they could cun1 in 

n cityi where dcmaud ls usually higher, While loss of public sctviccs might he l'tttionnliscd us 

an cf1icict1t ccotmmic outcome; the wclfum or these communities undoubtedly suffer a.s u tcsult. 

'"the basic point here is that the govcmmcnt. should he aware of' the ch1mgh1g uceds of udjusLin~ 

cmnmunities jn tcspccl to pnwision of tmhlic infn.structun~t Jf the govcmmcnlls typic.uUy unable 

to keep ahrcust of the chungh1g dcmtmds of adjusting rcgiotts) then there may iudced be a need for 
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a regional ndjustmcnt component to the RAS. 

Erticicncy considcrat ions may at so umlcrlic I~ AS l\tnding ur pub I i.e.:. cnpitnJ provision j n ndju~ting 

communities. The productivity of the fnthlillg indu:;try tclics, like any Olhct, H(JtHl ll healthy 

ami wdl"ctlucntcd workforce .. ,fanners m~cd to keep n.hrcast or increasingly rapidly ctncrging 

tl'chtwlog;ics in nt•dcr to rcmniu t!l'ncicnt. Alth()ugh shnrtfaHs in rurnl educational services cun 

hl' hridgcd by accessing sclwot') in cities, thls is cX)1CUsivo nnd muy require obtainhtg credit. As 

aqwed prcviou')lY~ the credit mnt·kct fot invcst.rncnt in humnn cupitnl. is likely hnpcl'l'cctand may 

ratwn against cfticiciH loans. It hns bct'll argued thut there rnay welt be scope l'or RAS funding or 

regional initiatives itwol.ving )Trovisinn ofpuhlic cnpitnl and inft:ustructutc. Howcvct·; the argument 

has focussed only ml its role in the pt·ovi!{hm of typically pt\blic good.s such ns health und cduc~ttion. 

Rcghmnl progrmns that intervcm~ itt trndithmally ptivnfc tnnrkets~ ,~uch as distorting factor 

input pticc") in order ln save othet·wise: Jwn .. vinhle lucal industt'ics, nrc more difficult to Justify, 

It ts incumhont on the government nnd the region to clearly explain why normul mutkct ftwccs 

cannot adequately uddrc~s the t(!su·uctudug process in these cases~ Also, nil RAS ttmdcd rcgi(mul 

imti.o!1ves need to hr. clearly tnotivntcd atld deriilc(t since regional ptojc,:ts utc mote vutucmblc to 

political lobbying than the individual rurtncrlncnsurcs of the RAS. In suunnn1'y, white there exist 

plau~iblc reasons for rcgionnl init.iat1vcs, in ntdcr tel nicl ;tsscssmcnt of their value tltcy should be 

dearly defined and motivated. 

4 Risk M'anagement Strategies 

A~ alrcndy indicated, there .is scope fm· intt~gt;\ling into the. RAS gtcutcr iuccntives tor farmers to 

usc improved risk mnrmgctncnt strategies~ ln this sccti<HJ, a t'Ul1gc of risk m:uutgcmcnt tools which 

do not. directly t·clutc to the RAS-.. thcy arc avuihtblc to aU fatmors-arc discussed. SpcciJically, 

I ncomc EqunHsaHon Deposits (lEO's); fotutcs mntkcts~ and cto[J yield it1gUftlticu tlte discussed. To 

the extent that these tools have been developed to itntuovetisk tlmnagcmcn.t, th~tcis room fotbcttcr 

integrating them into thcRAS stnc" .. both have the corn111ot1 gonl <>fimptoving risk numugctncnt by 
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fanners .. For exam ph~, eligibility for hllcrest ~ub'iidit's ;ltld grants <:ould be condilionnl Otl farmers 

previously having; used lf!{)'s ot cquiv4tlcnt. .income sn1oothing mc<.1l1anisms. 

4.1 Int~ornc lt<JtUtlisati<nt Deposits 

lm:ome EquaUsnlion Dc)'O'{itS UBJJ•s) and the newel' Farm Munugemenl: Bt)li<JS, both rcfctTed to 

ht'tcartcr generically us lBfY~, offct· shnilar hcncflts us the itlcnmc uvcrnging pn1vish:ms ut~ the 

lax cudc. but. urc sut;crior it~ nn important H!spcc.·t. 1~hc 'tax incquHyt suffered by people with 

lnghly v1uiablc incmncs under u progrc~~ivc tux syskrn can he tcdm:ed hy both lEJ:)'s aud income 

a\craping. Hnwcvct\ lED's have the important ttdditiumtl ndvantagc that they allow incotne to 

he mtctlernpurully transferred nnd hence do not dc'>tablUsc cash income in the way that inc~mJc 

avcrap:ing docs. Thus, IJ!t)ts facilitut~ d~.tk management while .incorne uvcragiug tends to actu~tlly 

mcrcusc risk. 'T1t(~ gcwctntrK~nl regard~ IHfYs a'> au important risk mnuugcrmmt tool since they 

promote 'income stmmthing nmJ crcuHon of' t·cscrvc~· (Cumtmurwealth Oovctnrncnt of Australht; 

1992). 

Pcrhap'> the most puz1:Hng: thing ah,mtll~D*s is why so few furmetsusc them and why income 

averaging is so popular, given lhc discussion nbovc. 'l1lis may suggest, that tax it1cquity is u, 

more important determinant of fnrm viabUity than dsk management. ln Dcc~mbcr 1994) less 

than 1 r,~ of tho antnml cash cnsls of the rutul sector were invested in IEfYs~ being in fewer thau 

7.000 accounts 03ufficr· und .Mcnctllick·Joncs, 1995J. A numb~r of diJl'ctcut factots appear to be 

rc~Jpon-;iblt"!. Frcypcnt p~lst ch~tttgc.,, in the structure or JEI)'s nu.ty huve created ar) cxpeclatiou by 

farmers of future chungcs. thus cnusing them tn discmmt their value due to uncct1aiutyt A luck 

of undcrs~nnding of the nctuat benefits of U3t)'s by farmers und their ~•dvisots may he another 

reason for the low utilisation .nf them. Huwcvcrr lf they arc properly understood, then farmers' 

rcvcal(;"d preference for income averaging suggests thut they uttnch little value to lED's us an 
_.._.,. ___ ,_~ •••. ,.~~~~~·~·.',l;..flli'.:l'l;llr-AA#~~,#>''>' ... 11 

a Income llVcraging uffccts mtly rhe lQx;. UuhHily. Sli1(.)ot.hitlg it over Ume. 'flws, more tax: h~ p;Ud in ye~ or low 
income than would be pult.J Ht the nbscnce of' ltlcouw twer4tging. 



income smuoiJliug; mcclunlismt nnd thu~ tlmt the govetnrnc::m hus .a .fluwcd uuclctsttutding of the 

rt'\k rrquh·cnHmts of hu1ncr·s. Increased effort to obtain u. bcUct· undcrstutldiug ot lED's muy shed 

valuuhll" rww light on the nclual risk nm.tmgcrmmt m~cd~ nf fnrttmt·s. Not onJy will this huvc; spilt"' 

mC'r hcm.•fil.s for the d(~'):ign ur tht~ RAS. it will nl~u ntlow tht! guvern.mcnt t.o buncr inlcgr;nc li~D·~ 

and other risk rrmnngcrmml hm}'t into the RAS. 

\Vhilc there is sumc cvidcnc;c indicutin~ thai. the hcncfit') from usittg U!IYs arc smnUcr thun 

wtdcly thouglu (Moon. l't~tctsnn. Kokjc; and f)ouglust t 995). the fnct that hunks operating. in the 

rural ~ct:ttlt' hcliCVC the flOl<:'ntiul bcncflt'l (H he }at'J..!C Jeuds Oll.C \U question tbC fUhUSlrlCSS of this 

condUiilOH ( Buffil"!.' und Mcttcmh.:k .. Jnuc'i. 1995). n uppcnrs that tlm Juw dcmund for lEIYs ctU) 

ht· attnhutcd ln the detail~ nf th!!it· design: lut c.~xampl<+, pttr~omtllti~:;cuqsions with nn uccouobtOt 

mdkat.e thut the interest t~tlc pnid on dcpu~lf~ iii nut very aHtrtcllvc. Also, it i'{ unlikely thut lED's 

wtll ever he widely used unt.U they ntc better intcgnned into th¢ tax code. Since lED's cntt be 

u~cd to nxlu::~c: tax i.m:.quit.y* thc~rc i~ little reason to retain incume averaging. 1110 income avctagiug 

provi~iun was chtuinatcd ft'otn dH:· U.S. tnx (;ode in 19Hn und nmrc recently iu Cunmht with no 

appmcnt advcr11c effect~. 

Prcv mus ~ugg.csuous to incurpnrnlc carry~back uflnssclj 'ihould also bcCXiuttillcdcarcfully (Buf'ficr 

am' Mcttcrnici~·Joncs. 1995; f)nugJul!) and l)uvcnpnd~ l993J, Furmors (and other hllsittcsscs) can 

<.:any huck JnS'ICS f(lr fht·cc yeal'9 or forward f<H' !iftuetl yent·.~ in lhc (!,~,t Where this is a WidcJy USed 

pmv•~inn. Cm1·y hnck of losses i~ more C'Otlducivc to income smoothing, since .it is .retrospective 

and docs nut n~4ltlircthc SiHt.c degree nfanticipnltntl nffuturecondhimtsascn.try forwa.tdofprofHs 

dm~s. Thuq. intruduciUH th.is provision i~ likely tn improve the risk rnunugcmcnt options fotfnrrocrs 

, .mel pnl)'iihJy tcducc oven further the demand fnr lliO's}. To the t!Xtcnt that these uud uny other 

rnensurcs can btcak. the historical (but. undcsirnhlc) Httk hctwcctt UlKUtion Gousidcru.tions and the 

timing of furrn c,mpitul hwestment decisions, the~ wiU be valuubJe. 
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4.2 (!rot> lnsurnnce 

Mulll·pcnl crop insuruncc is n mc:ms nf insutring nguinst drought. While such insurance is still 

otTcn·d m Cnuudo. nml the U.S. there i~ HlUth cvid(mcc that this is not un upproptiutc fisk mun .. 

a~cmc.ml tool fut the main gf'nln cropq in AuslraHn. r::ir~t •. the cHHliiUc C(>Udilions,. c:hnractct'iscd by 

lnJihly corrdnlcd wcuthet· acr·nss tc~tiuns, npJlcar unsuited to support a cmruncrcinl muJti ... pcril ct·op 

m..,urancc mdustry tf3unl!)tcy. Abbey umlDtw<Hl(1(Ht t 984~ Quiggitlt 1986). Motcc.wct"t the U.S. 

t•xpcnence \Vith govcmnJI!nt iiUhl)idist~d mulli·{H!rU crop in~urnncc program hns not been positive. 

Ch<~r th,~ period t 9~8 to 1994~ the Juli'i tutio OndctmliticslprcmiurusJ ranged from L2· 2.4 for the 

l'.S. program. ludcumitlc\1 t~Xct:'cdcd rncmimn~ h)' ntH!• hilliuo doUars tn '1988~ Despite an :ttt 

avl'nt!!C ~uh~idy tntc uf 'lYt.~l 5(}l~f • the prog.nllll hns not Ulh'nctcd more than H 40'A> particiJllltiOn 

ratt• (J larwoud~ J. uno c. J;I!!~Ct', l9<J4 }. .Moreover. there i~ cvidCilCC Umt. insurance hns been 

purcha"ed Ul) n mean~ or making rnoncy Cby umnipulntinn nf the scheme) rather thatt us a tisk 

mamlg<'mcnt tuol tSutlHH.~1·~ l()9~1 l. Jn smnuulty. there nppcar to be· irnpurtunt J>roblcrns of rnnml 

h;uard. ndvcr~c 'iCicctimlt poor nc.~tum·lal design, m1d a tendency by t.he government to offer disaster 

a~"ltlitnnc~;.• on an ml hnc ha.sis CCJmmhcr9, 19H9; U.S. Gcncrnl AccnunHug orncc. '1987; Hyde und 

Vcr<.:ammcn, 1994 )j 1 Secondly. surveys suggt~st that dcwund rot such insurance by A"'sttulhthgraitt 

growcrli may nul. be very high a:mscr* l992). n must, he concluded llmt. there .is little evidence that 

multi-peril crop imnmmcc is n fcuslblc tisk tm.mugcmcnt. ~rrutcgy for Australian farmers. und thus 

it ha~ no obvious link with the 1lAS. 

4.3 Jrutures M~trkcts 

Hedging on futute~ umr.kcts ~an nl.so be used to snmoth income within ycnrs. Wool futures btlV¢ 

been traded OJ1 the Sydm;!y .Puturcs Exchttugc since tln~ 1960's and whcul rututes und options 

have been introduced more rccc.nUy. However, few fhrmcrs tr~uJc tHl these rm•rkcts und ttnding· is 

generally thtn, l .. ()W levels or futmcr {rttdiug 1uwc ulsobccn observed in u.s .. ~md Camtdhm fMhlrcs 

1 Ad't;{;'"'di;~(~;;~w;;;t;;iVCf',i~~tJ in ¢XC¢$H or ()J)¢ billion doUttfl{ JX:r y¢at.8hl¢e l988 (A. "t;d Sk¢e;;, '! 994). 



rnarkt~t;; Ocss than l{lf}f. uf formCI'I}), snggcsling; tlmt these hlsh'UtllC:ilts nrc no hlhctcht vtllue h> 

mol\1 tm·m~.~rs. thP> custs uf U'ling tlwm tlcnmint,t; and tt·nmmction costs) nrc too hi~~h,. or that. farhlcrs 

arc.· tgnonmt uf tltt~~ hcndits thnt 1\Jtm'C<l rmn·kcts nll.'cr~ fot: tisk HliUJngcmctH <Shttpiro nod Brotscn, 

19KH L Ilnwcvt'!l'• hi"lmicul ttutrkl"ting m1·nnge.n1~nts. both in Austn•lin ~md nbroud, hllVG· given 

Iarmer~ little incentive tu hlldgc nn these ;lmu·kcts: the ptH!'US<!· of the buffet price scheme fm• wool 

.md Uu.' guamnt~·~~d minimum payments nnd. cutnput~ury nutrkcting and puoHng of wheat nnd othct· 

!!' mn !\ales ts tu reduce pd(!C v•~riahilit~. 

It t\) conccivahlc HnH fnrtncr~ wHJ hccum<~ rnut''* willing h.l hedge on ruuwcs nmtkcts us they 

het:nmc more fnmilinrwHh It-s~ rcgulat<.ttl mntkctingenvtllUHncnl - lili'IH!:tsnre already inc,·cnsingly 

usmg forward ct>nltnct!l tu J'tuu-kct gmilt Although it JS difficult tu sec why u: pri.vntc btokcr .m:trket 

Vvnukl not CtllC)'!!O tu .rrnvidc fnt'n1CI'S· WHh infnrnmiiotl nhout hedging Hit hHUrcs mnrkC1S it' the 

dc.'numd exists, thc1·c mny hi! n limHed extension rnfc for govettlmc.rH here in alctth1g ftu·mcrs to the 

pos.,thlc benefit\\ ofu~mg thc\)c tl'lnfkcts. The recent dcvelopmerH uf yield futures nnd opthms on 

'he Chicugo Boatd uf *rt·ndc rrmy twovc tu lR~ u uscrnJ rhk mnnngct11~1tlt tool. nnd similut futures 

'-'ould he uffe.t·cd un the Sydney Ftnm·cs t!xchnngc iu the cnsc/' Yield, t·nthct Umnt'riec. risk is the 

mort- important cuusc of gmhl income vnlnlilily in Austtaliu, and thus interest hy fanners lu yield 

t uturcs shuuJd be grontt!t than fnr price futures/' 

An insight into the pt>.~sihle future itnpm1nncc or.ruturC$ mntkct hedging f()t Australia's grain. 

farmers can be ohtaiucd by examining the lucol Ct>ltotl industry,. which hedges outhc U.S. futures 

murkcts. While impnrmnt dHT¢i'Ct1CCS in the pn,ductiun tcclumlogy or wheat ;md (:()U()J\ nuty 

partially cxphtin the higher level nf hcdghH~ by CCitttJn furmcrs. industry struclute trmy nlscJ he 

an important fncwr, Cuuon is domhmtcd by lurgc cotportttc filtms, which tcmd to Ud(>pt nwro 

~ophisticutcd risk managct1l¢ut strntcgics thnn stnallct fumily furm5.1 Also, the ~MUon i~1dustry bus 

r, f-i~~-dlrtit~~tc~;;;yj;,Jd,.fUt;ttCSru:~"'tmWi.;ffr.fd(l. Cll¢h b;\..;!!d on the 3\'Ct~\g¢ yi¢1~ for R dift¢tcnl.I'JiidW¢i{f¢ffi .~lnle. 
''The vnhtc c)ryicld futures co1Hr;w:ts dcpcndtl in fHtrt. on the cov~ariar1cc bf!~Wc~m a fwmcr'n yield aud. th.e ~,mt~t 

yield. If lhe risk n1inlmining. h~dsc i,; il short {l(tUg) hedge, then ¢)1l in~rc;~<;c in the covurinn~c bctwe¢il ~" .lnd•Vidual 
farmer'H yield rmd I he C(mtrac:~ utulctJYirl~ yield incrc~c.~ (dctlrc&~) the b¢n~fif from lu.:dgillg U$h1g bolh prie¢ D.nd 
yu:ld future.~ r:tther !lum JmH price fu1utc.~ (VukitHI• 1996)~ 

7'l11c lcn<hmey of lotgcr farn~" ((> hcdl~c U$itJg (utur¢s ttnd opUonti more lhart ti11llill t;•rt»H ht41 ~o of;Hcrvcd in th¢ 
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not lll·<~U o;uhj~~ct to gnvrtnHWtll intt>rV<~tHinns tn StnbiUS~' [lric~ US the Whcnl illdUSttY hns. 111c dual 

ttt•nd~ nl im:nmscd lnnn sJ/t~ uml hlcn:m'iill!~ly dct'cguhtlcd matkcts htdicnte tlmt: tisk tlmttngcmcht 

tt~,hmqu.:" hy wh~ilt, woul umt nUH~t' fnrm<~rs tnny soon lnuk Jm••·e simiJur tn those nf ~~ouon t1n:mct·s 

m 1 ht•Jt u'iaJ:.t'• nf I Uhtrt~ ll1!lrkt•t ~:~. 

\VIwlht•r Awitrulinu rmmt+r'4 m Jtl.mcntt and m particular rnnn~ ltmk~r Htmncinl tli'\lt'C'{S, lack rbk 

mamll!l'mcut sktlts t~ umh!Ht'. A "'wdy nl lmnwr~ in Cnhfmnm hn~ indicoh!tllhnt they tmgngc in trm 

htll~.· n~ik tmmttgL~tnt'tlh htH only bf.lc:au~t' tlw tuol~ nllcl't•d nr"~ nut tttlllt'Oprinle tu theirtu~cds (Uhmk 

,., al.. 199.3 ). ~l1t\s tnH)' w'•ll IK' llu~ t>W$C in Au'itrnlin~ wlH!te. nHhnugh uff .. fhnn iocnmc is nf' 

m~:rl~.a~lnp. tmpurt;.•llt:t1- •Hl,farm pmdm:Hon qu·atcp.i~,~~ ut'f.~ stiH j1ruhrthly the dmnHmtn npptonch to 

rliik mmutl!t•mt'nt "l1tc t1uttmttnl n~k tmuwp,ctncnt h(~ucfH"i rrmn using lHO's nnd hedging with 

~tcld l ututcs i~ clnn•ntl~· ltHh~ tll1dCt'itnnd. U vahmhlc. lh~. nsk nnnmgcmcnt gmt1~ nf th4! I~AS 

l.:IIUid he h<!tler r,•nlh,•d hy IU<;huhng, US(1 ur Lht'\C' i.rt"ilnnncnts in the RAS cligibUUy c:rHcdn. 'rhe 

U\l' ol mntkl~t hal)cd Ht'ilrmncuh tn JJHUHl!tl.' ti~k is ckm!Jy pr~fcrrcd In gnv<.mmlcnt provided tnnd 

"uhstdiscd) tu\)tnmn•nt~. n~it 'i!llt'ift(~S tlwcaU fnt t:mucrstuhl' llc;t'lf'rtt,liuut.l:lcncc,thcdcvdupmcnts 

tn the mal'k~t for yjcld lulut·c'l ~hnuld h~ wntchcd clnscly. 

5 Stunn1ury 

ThC' •nove l.u u-uu~fcr um.J intcgrutu lhc wdfure cmnr,mn,mt of RAS into existing sncinl sccudty 

~ttt·ucturcs i~ ~·'i~PI'Ol1tintc. Sine.:.: if i.s diftlcult t.o nt1~uc. tlutt. ngticullum should lu gcm.wul tcc~dvc 

sr,~cial u·cnnncm rclnlivc ln nthct·lndustdcs. tlm t·crnuining (cfflcicncy .. bJtscd) nspe~~rs. ol: lht RAS 

which do not scr·vc u cl(!UJ' efficiency objective uccd .to he cnt~fully usscssed nud disctltdcd if 

nol justUluble~ 1~hctc rctunlns comddctabte scope fot nu·thct clutHlcntiotl of Ute rmm.osc or the 
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curnponcnts nf lhe schcn1c. ntuJ fnr furthott tetlniug it so lluH .it hc:ttcr: uchicvcs SU\lC:tl gou,ls. 

·nu.:- mtcrcst ~mhsi~ly pnwisinn is pt~dm}1S the lonsf defcncluble pm·t or 1hc sohcmc, nq it hus weak 

d f tctc.•ncy JustHicnlimts, it is ntt innpprnrwint.t~ mcnns nl'implcrmmt ing wei run~" trnm~fcts, ·rhe geu~nil 

ohjectrv<~ of inlprm;iug risk rrmmigcm,m.t would hQncfH from making eligibility fot· RAS funding 

t:nttditwnnl on previous t·isk manngctn.cnt prncticcs. 'l'hut ls, id<mtly prcvct~tutivc und 'mtrcctive 

rt~k manngemcmt tmHcy »lmuld be linkt'd. 'rtm putcntinll'isk mnrwgcrncnl benefits JJ·orn using 

mstrum,mts such n~ lr£f)'s und futures cnntructs nrc still lnrgcly unlumwn ;tttd the t·m·1t1 sector is 

hkdy tu hcnC'fit from furtlwrrcs,mrch ht thi'l mcu. 
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