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The Special Account as zn instrument of monetarv control

During the war period, the Special Accounts were used to immobilize
the additional bank reserves which were created through central bank accom-
modation to the Treasury. Between July 1939 and July 1945, the deposits of
the commercizl banks had increased by £A 255 million, as shown in Table I,
but some £A 234 million had been called up into the Special Accounts. It was
during this war period that the Special Account procedure operated virtually
as an experiment in 100 per cent reserve banking.

With the end of hostilities, it was clear that the rigorous cur-
tailment of bank lending imposed during the war through the Accounts would
have to be relaxed if the banks were to provide funds to finance industry's
peacetime requirements. The liquidity of the banks was increased, in part,
by allowing them to dispose of war-accumulated government securities; these
were a source of reserves independent of their specizl deposits. At the
same time, the authorities substantially reduced the proportion of new assets
called into the Special Accounts: in fact, between July 1945 and July l% 8,
the Commonwealth Bank called up only about 45 per cent of new deposits.
Because the rate at which the commercial banks expanded their loans was un-
even, however, certain banks found by the middle of 1947 that their security
holdings were at a low level. Hence, they requested that the Bank permit
releases from their Special Accounts.

Following these requests, the Bank introduced greater flexibility
in the procedure without, however, making releases from the Accounts, Flex-
ibility was attained by allowing the banks to obtain short-term loans from
the central bank at a 3-1/2 per cent rate. Through this temporary accommo-
dation, the commercial benks were given time to adjust their lending poli-
cies and were not forced to refuse essential requests for loans by their
customers., With this innovation, therefore, a penalty rate at which com-
mercial banks could obtain urgently required reserve funds was introduced
into the monetary organization. This device was for purely short-term ac-
commodation, however, because the authorities insisted that the growth re-
quirements of the economy were to be financed by relesses from the Special
Accounts and that the releases would be authorized on a scale sufficient to-
support a level of bank lending deemed by the authorities to be appropriate.
The Bank made it clear that the commercial banks "will be expected to adjust
their operations so as to conform to this general level. "%

1/ Report of Commonvealth Bank for year ended June 30, 1949, p. 30.
2/ Ibid, p. 32.
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During the war, the Treasury had to depend upon the central bank
for short-term accommodation. Had the 100 per cent call-up against new
deposits not been in force, the resultent expansion in centrsl bank credit
would have produced a substantial secondary deposit expansion. Since the
called-up funds remained to the credit of the commercial banks, the amounts
in the Special Accounts were so large when the war ended thuat relesse of
the funds was not a prectical alternative. In this sense, the Special
Accounts system tended to be self-perpetuating. The system also tended to
block the development of an active moriey market by impounding banking funds
which might, under other circumstances, have become available to support
such a market.l/

However, cduring the war period when Treasury borrowing from the
banking system was the major inflationary force, the Accounts facilitated
the rapid return to the central bank of funds created by the banking system
on behalf of the Treasury.g/ At that time, the public retained part of its
augmented income in the form of savings deposits; these funds were returned
rapidly to the Treasury as the savings banks made bond purchases. To ensure
the rapid collection of funds deposited with the commercial banks was a
major function of the Special Accounts.

Immediately after the war, the principal source of monetary ex-
pansion shifted to the extension of advances by the commercial banks. To
facilitate the conversion to peacetime production, the authorities reduced
the proportion called up against new deposits., To offset this expansion
in private credit, the authorities reduced govermment borrowing from the
banking system.

When, after mid-1948, the primary source of inflationary pressure
was the rapid rise in Australia's foreign exchange holdings (London funds),
the Aecounts did not, nor were they designed to, sterilize the inflow of
funds. A rise in London funds expands deposits in Australia, whether the
increase comes from hezvier export earnings or capital inflow. Such an
increase means that Australian banks sell Australian pounds and buy foreign
currency, in the first stsge, by the creation of deposits in favor of the
foreign currency holder. A 100 per cent Special Account call-up prevents
a multiple deposit expansion but not the primary increase: it cannot be
used to sterilize an influx of foreign funds.

1/ See Plumptre, op. cit., pp. 82-3 and "Influences in Australien Banking"
in Financial Times, International Banking Supplement, April 24,1950,p.x.1i.
2/ In England the funds accumulated through the Treasury Deposit Receipt went
to the Treasury's account end not to the credit of the commercial bank in
reserve deposits at the Bank of England; this was & major difference
between Britain's Deposit Receipt and Australia's Special Accounts.
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Purchase of foreign exchange by the central bank increases the
reserve deposits of the commercial banks; this expansion in centrazl bank
credit comes into being not at the initiative of the monetary authorities
but as the capricious consequence of a favorable foreign balance. Despite
their formidable array of power, therefore, the Australian monetary author-
ities were unable to control or effect%j7ly offset the movement in London
funds by means of the Special Accounts.t This difficulty continues to be
the major source of weakness in their control over the internal money supply.

In this connection, it is interesting to note that the authorities
have a greater degree of freedom in using the Accounts to offset a decline
in London funds than to counter the effects of a rise. A fall in London
funds leads to a contraction in deposits and in the Special Accounts of the
commercial benks; on the other hand, a rise in London funds leads to an
expansion in deposits and in the Special Accounts. The contraction in de-
posits accompanying & fall in London funds can be offset by a release of
reserves to the commercial banks from their Speciel Accounts; the effective-
ness of such an offset would, of course, be governed by the public's willing-
ness to borrow. The Special Accounts procedure could, however, eliminate
the deposit expansion accompanying a rise in London funds only if the banks
were forced to reduce other earning assets through the call-up to the Ac-
counts of more than 100 per cent.

A limitation of the Special Accounts in coping with an expansion
due to an external surplus is illustrated in Table II where the initial
monetary effects of a £A 10 million rise in London funds are shown under
assumptions of a 100 per cent reserve ratio (Case A), central bank sales of
securities to the banking system (Case B) and central bank sales to the
public (Case C).ED Only under Case C assumptions is the capital inflow
completely sterilized: the central bank's assets are not enlarged and the
balance sheet of the commercial banks is undisturbed. The monetary effects
are substantial, however, in Cases A and B. The major difference between
these two ceses illustrates the significance of the Special Accounts. It
will be seen that additional high-powered money is created in Case A but
that these reserve funds are effectively impounded by means of the Accounts.
Despite the expansion in the central bank's assets in Case A and not in
Case B, therefore, the expansion in the assets and liabilities of the com-
mercial banks is the same in the two cases.

1/ The authorities would, of course, be confronted with identical difficul-
ties in the case where a Treasury deficit were fincnced by central bank
credit; but the resultant expansion in high-powered money would in
normal times presumably be the deliberate objective of Treasury policy.

2/ An expansion due to a Treasury deficit financed initially by the central
bank would, of course, produce an identical growth in the money supply
under each of the three assumptions.
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Table II.

Monetary Effects Resulting from an Increase of £4 10 Million
in London Funds under Hypothetical Conditions
(In millions of £4)

Case A Case B Case C

a/ b/ </

I. Central bank:

Assets:
Foreign exchange +10 +10 +10
Securities -10 -10
Liabilities:
Special Accounts or reserve balances +10 - -

II. Commercial banks
Assets:
Securities - +10 -
Special Accounts or reserve balances +1.0 - -
Loans
Liabilities:
Deposits +10 - +10 -

ITI. Holdings of publiec:
Deposits +10 +10
Securities - +10

e a———— o —
— o

a/ 100 per cent call-up to Special Account,
b/ Central benk sale of bonds to commereial banks.
¢/ Central bank sale of bonds to public.

The fact that the deposits of the public are enlarged in Case A
points to an additional major limitation of the Accounts as a device of mone-
tery control; despite the Accounts, the expansion in money incomes continues
to have a multiplier effect on Australia's domestic income. Higher incomes
increase the demand for loans and intensify the difficulty faced by the
monetary authority in holding bank lending in check, since the number of
loen requests from good customers will grow as incomes move to higher levels.

In a technical sense, these limitations are weaknesses of the
Special Accounts as an instrument of monetary technique but, more broadly,
they illustrated the limited effectiveness of a stringent control over com-
mercial bank lending unsupported by supplementary measures, particularly in
the monetary and fiscal field. For example, the inflation growing out of
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higher export earnings could be restrained by means of a more rigorous fiscal
policy, by enlerged private purchases of bonds from the centrel bank or by
currency appreciation. Any of these steps would bolster, and in no way in-
terfere with, the effectiveness of the Special Accounts. Nonetheless, the
Accounts should be recognized primarily as a device to control commercial
benk lending; they are not designed to absorb credit created by the central
bank (either to purchase foreign exchange or to finance a Treasury deficit)
or to negate the pressures generated by expanding domestic incomes.

Sources of post-war monetary expansion

The progress of the post-war Australian inflation is indicated by
the annual per cent changes in major statistics shown in Table III. Recently
the rate of monetary expansion has accelerated, following virtual stabiliza-
tion in 1946-47, and has been accompanied by substantial rises in wholesale
prices and retzil prices/wage rates. Until mid-1948, advances of the nine
trading banks expanded more rapidly than their deposits, but since June 1948,
when the foreign balances began to rise, their advances have lagged behind the
increase in their non-interest bearing deposits. The important increases in
the export price index occurred during 1947-48 and 1949-50. The perceptible
quickening of inflationary pressure from mid-1948 to early 1950 was signifi-
cant since, until just before the invasion of South Korea, a general stabili-
zation of prices was taking place elsewhere.

Table III.
Australia - Per cent Changes in Selected Statistics
June to June Comparisons or Annual Averages
(Tn per cent)

1938-52]1943-44|1945-46]1946-4711947-4811948-49
to to to to to to
1943-4411945-4611946-4711947-48]1943-49]1949-50
1. Total money supply +38 +24 + 1 + 6 +10 +16
2. Nine trading banks:
a. Non-interest deposits +111 +30 +11 +10 +20 +27
b. Advances -20 -10 +23 +26 +12 +12
3. Export price index +14 +28 +33 +42 +16 +46
4, Import price index +92 + 5 +14 +16 + 4
5. Wholesale price index +38 + 1 +1 +11 +14 +14
6. Retail price index +23 + 1 + 2 + 8 +10 + B
7. Hourly wage rates +27 +1 + 6 +17 +15

Sources: (Commonwealth Bank Monthly end Monthly Review of Business Statistics,
published by Commonwealth Statistician.
Item 1.- lonth of June comparisons.

Items 2, 3. 4, 5, 6, 7.- Annual averages.
gcns have been used where the June 1950 figure is available.
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With respect to the money supply, the changes in the major sources
of monetary expansion during the post-war period, based upon month of June
comparisons, are shown in Table IV. 1In the early post-war years, a fiscal
policy under which government borrowing from the banking system was reduced
made possible a peace-time expansion in bank lending to business without the
creation of additional funds. Up to June 1949, the annual increases in ad-
vances were virtually offset by reduced bank holdings of securities. However,
the dramatic expansion in London funds, which had begun to emerge as a major
inflationary force by June 1948, was not offset by a curtailment im bank
lending or an additional decline in the bond holdings of the banks.

Table IV.
Australia - Annual Changes in Selected Financial Statistics

June to June
(In millions of £4) .

1946 a/| 1947 | 1948 | 1949 | 1950

I. Sources of monetary expansion:

1. Government securities -2 -76 -26 -61 +41
2: Gold snd foreign balances +7 -17 +75 | +178 | +187
3. Bank advances +21 +76 +89 +59 +91
Total change +25 -17 | +137 | +176 | +319
II. Assets of nine clearing banks:
1. Cash - +2 +12 -6 +11
2. Treasury bills and government
securities - -68 =17 -5 +42
3. Special Account deposits - +17 +18 +88 +62
4, Advances - +66 +59 +35 +44
Total change - +17 +72 | +112 | +159

a/ September 1945 to June 1946 only.

Sources: Commonwealth Bank, monthly =nd annual reports and monthly
"pustralian Banking Statistics" by Commonwealth Statistician.

I.1.- Security holdings of the Commonwealth Bank, the nine trading bznks
ard all other check-paying banks.

I.2.- Holdings of all banks on last Wednesday in June; these figures tend
to be larger than the average for the month of June.

I.3.- Advences of nine clearing banks and other check-paying banks.

The accelerated monetary expancion during the past fiscal yeor
is particularly striking. Not only did London funds rise sharply, but the
Treasury resumed borrowing from the banking system, after three years of
debt reduction, and private bank lending expanded slightly. The credit
expansion in 1949-50 from internal sources is attributed to the "high and
rising level of business activity" and & doubling of capital expenditures
by the government.
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The flexibility with which the Special Accounts have been used to
control private lending is seen in the annuasl (month of June) changes in
the assets of the nine large commercial benks shown in the lower half of
Table IV. Up to mid-1948, bank lending was encouraged and the annual in-
creases in the Accounts was small compared to the expansion in bank advences;
thereafter, as London funds rose rapidly, the authorities became more restric-
tive. During 1949 and 1950 the additions to the Accounts exceeded new benk
advences, BSince mid-1948, in fact, the year-to-year increases in bank lend-
ing have not been 2 major source of monetary expansion. Egually significant,
the recent resumption of government borrowing emerges as the major change in
the asset structure of the nine banks during 1949-50 compared to the chenges
during the previous year.

The problem of inflation control

With the external surplus as the principal inflationary factor,
Australia has undergone a substantial monetary expansion during the last
two fiscal years. The inability of the authorities to use the Special
Accounts or other device to sterilize inflowing funds and the heavier demand
for bank credit as incomes have risen illustrate the limitations of the
Accounts as sn instrument of monetary control. On the other side, however,
it is significant that the huge increase in London funds has not been allowed
to give rise to a large secondary expansion in deposits and that bank lending
has not recently been an important source of monetary expansion.

Since mid-1948, the balance-of-payments surplus has been large.
Primarily as a result of the disproportionate increase in export prices rel-
ative to import prices (the volume of trade being relatively stable), Aus-
tralia earned a current-account surplus during 1948-49 of £A 33 million,
had 2 capital inflow of around £A 167 -million, and thus achieved a balance-
of-payments surplus of £A 200 million. During 1949-50, a sharp increase in
the volume of imports, largely from Britain and other soft-currency countries,
reduced the trade surplus and produced a current-account deficit. However,
the balance-of-payments surplus was maintained at a high level because of an
enlarged capital inflow.

Despite the reduced trade surplus in 1949-50, export income rose
by 14 per cent from £A 543 million in 1948-49 to £A 617 million in 1949-50.
The higher export earnings were mainly the result of higher export prices:
between the second quarter of 1949 and of this year, the export price index
rose by 46 per cent; the priece of wool increased by 75 per cent between
September 1949 and June 1950. The continued record output of wheat, which
was sold at the maximum International Wheat Agreement dollar price, led to
higher incomes for wheat producers, especially after the Australian pound
was devalued in September 1949,
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Another externzl source of inflationary pressure during the past
two years has been the unprecedented infiow of foreign capital. The Common-
wealth Bank estimates that during the past four year around £4 150 million
out of a capital inflow of £A 450 million represents genuine capital invest-
ment. In addition, there have been short-term capital movements due to the
speculative response of traders to rumors of appreciation of the Australian
pound. That is, foreign purchasers hive made pre-payments or transferred
funds to Australia in anticipstion of early purchases, while Australian
importers have shown a tendency to delay payments for imports as long as
possible. Despite official warning that withdrawals would be controlled,

a portion of the £A 300 million is no doubt in the form of speculative funds
awaiting possible appreciation. The Bank instituted on December 1, 1949,

a statistical reporting system on sterling transfers (similar to reports on
non-sterling movements) in order to be able to analyze better the capital
flow.,

Restoration of the Australian pound to parity with the British
pound has been widely discussed as one method of protecting the Australisn
economy from these external influences. A major block on the political
level to revcluation is found in the opposition of primary producers and
local manufecturers.l

From a strictly economic point of view, the main arguments in
favor of appreciation are:(a) the domestic monetary and income expansion
resulting from higher export earnings would be reduced and the expansion
from the inflow of hot money would be eliminated; and (b) the higher ex-
change rate vould encourage heavier imports and reduce the internal cost
of imported products.

Powerful economic arguments have also been raised against reval-
uation including the following: (a) Australia's balance-of-payments position
does not warrant an appreciation; (b) the unevenness in price rises among
the various export commodities means that revaluation would imposé great
hardship on many export producers without eliminating a large part of the
recent inflationary rise in export prices for wool, lead and zinc; and (c)
since Austrelia's inflation is also being fed from internal sources, domestic
stabilization measures are more necessary then an exchange adjustment.

Evicence that Australia's external position no longer justifies
currency appreciation is found in the current-account deficit rezlized in
1949-50 and the continued need for stringent import controls against dollar
purchases at the present exchange rate. In addition, since price rises in
major export commodities have been uneven, Australian exporters of products
other than wool, lead znd zinc vould undergo substantial hardship if parity

1/ See, for exsmple, "The Australian Pound Conflict," Financial Times,
July 5, 1950, p. 4, and "Will the Australien Pound Be Revzlued,"
Financial Times, September 2, 1950, p. 4.
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with sterling were restored at this time; further, appreciation would con-
centrate the edjustment upon the export industries while other sectors of
the economy would be less directly affected.

The fact that internal factors are a major source of inflationary
pressure is the final objection to appreciation. Capital investment on
government and private account expanded during 1949-50, and meny investment
plans were held back only because dollar difficulties and delayed delivery
of foreign ecuipment made postponement necessary znd beczuse supplies of
lebor and meterials had already been fully committed. Enlarged money in-
comes, which reached record levels during the past year, and the large immi-
gration and government investment programs are in large measure responsible
for the internal buoysncy.

Imposition of special export levies on certain products had been
widely discussed as an alternative to currency appreciation. In mid-September
there were newspaper reports of a Cabinet decision to impose taxes of at
least 25 and possibly 33-1/3 per cent on wool, lead and zinc but not on
wheat.

The proposed export taxes ran into opposition from the affected
industries and their criticism kept alive discussion about exchange appre-
ciation. Following the freeing of the Csznadian dollar on September 30,
revaluation rumors were revived and speculative purchases of Australisn
currency were renewed.

To bring this speculation to an end, the Prime Minister issued on
October 6 a formel Cabinet denial that the currency would be appreciated.
Instead, the Prime Minister ennounced that a broad enti-inflation program
would be introduced with the new budget, including the following points:
(1) imposition of 2 peace-time excess profits tax together vith excise taxes
on luxury products; (2) restoration of control over capital issues which
had been removed in January 1950; (3) a 20 per cent reduction in public work
expenditures; (4) curbing of bank credit for capital facilities; (5) emphasis
on increased production in an attempt "to produce as much in forty hours as
in forty-four"l{ and (6) the granting of cost-of-living and other subsidies
amounting to £A 25 million on cheese, butter, milk, tea, wheat, coal, pre-
fabricated housing and woolens. In addition, the Prime Minister stated that
a plan for wool would be set forth in the budget which "will be perfectly
fair to wool growers but protect the rest of us.™

The 1950-51 budget, introduced in Parliament on October 12, pro-
vided for sufficient additional revenue to eliminate the deficit of the
previous year, despite a £A 30 million increase in defense expenditure and

1/ The forty-hour week was introduced into Australia following an
Arbitration Court award in 1947.
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£4 50 million allocated for stockpiling.l/ The new wool scheme provided
that wool growers are to pay one-fifth of their earnings to the Taxation
Department and receive credits to be available against future tax liabili-
ties. The terms of the pre-payment scheme on wool earnings were more
moderate than had been expected in many quarters end certainly cannot be
considered to be equivalent, in their effect on the incomes of exporters,
to a currency appreciation.

On the other hand, & decision of the Commonwealth Arbitration
Court was announced on the day of the budget speech which provided for a
higher basic wage and will result in general wage increases early in 1951.2/
In addition, the recent $100 million World Bank loan will be used to fa-
cilitate imports of capital eguipment from the dollar area and these develop-
mental projects will make demands upon various types of Australian resources.
Australia's investment expenditures, together with the announced target of
200,000 immigrants set for the current year, ensure that inflationary pres-
sures from domestic sources will continue active during the coming year.
At the same time, world prices for major Austrulisn exports continue at
high levels end heavy export earnings are in prospect. Maintenance of an
external surplus should lead to a continued expansion in incomes &nd in
money supply. By means of a rigorous application of the Special Accounts,
the suthorities may be able to eliminate any secondary expansion from the
external surplus. Since commercial bank lending to private business has
made only a modest contribution to the Australian inflation since mid-1948,
the success of the anti-inflation program will, therefore;, be determined
primarily by the effectiveness of the new fiscal measures.

1/ A budget deficit of £A 25.5 million is shown for 1949-50 but transfers
between current and trust accounts obscure the true picture. One
analyst suspects an actual surplus of £4 2 million. (See Bank of New
South Wales Review, August 1950, p. 13.)

g/ Australia's basic wage structure, under which wage adjustments are made
by Arbitration Courts on the basis of changes in the cost-of-living,
operates as a nation-viide escalator clause. By providing an automatic
link between wages and cost-of-living, the system has brought about a
continuous rise in money wages in the post-war period and encouraged
the development of a wage-price spiral.
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