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= 13 - Australian Balance of Payments

accomplished by means of releases from the Special Accounts, 1/ Funds
from the Special Accounts were released at such a rate in 1952 that
the ratio of these accounts to total deposits was reduced from 39 to
12 per cent, With the accumulation of foreign exchange and the rise
in deposits early in 1953, the Bank exercised restraint in its calls
to the Special Accounts, though at the same time increasing the ratio
of the Special Accounts to deposits from 12 to 18 per cent,

Part of the deliberate increase in bank liquidity in 1952
was caused by a change in central bank poliey concerning the use of
the Special Accounts. In its report for 1952-53, the Bank noted that
the commercial banks had sufficient liquid funds to meet seasonal de-
mands for cash, and declared that the Special Accounts were therefore
to be reserved for regulating the impact of goverrment finance and
fluctuations in the balance of payments on the liquidity of the bank-
ing system., 2/ The role of the commercial banks was made more precise
in the following report:

"eee it is the view of the central bank that a ratio
of liquid assets (comprising cash, deposits with the
central bank, and Treasury bills) and Govermment -
securities to total deposits of about one quarter,
allowing for seasonal and other short-term variations,
would be generally appropriate." 3/

In leaving to the commercial banks the responsibility for maintain-
ing a proper liquidity rstio, the central bank restored to the com~
mercial banks a degree of independence in the management of their .
funds, which they had lost through the operations of the Special £
Accounts during World War IT. :

With the rise in domestic activity and assisted by the
comfortable liquidity position of the banks, bank advances began
to increase in mid-1953 and this trend continued throughout 195).
Central bank policy became more restrictive in the early months of
195h, as judged by the raising of the Special Accounts to equal 22 f
per cent of deposits, By mid-1954, the Bank felt constrained to |

1/ The "Special Account" is a form of reserve requirement employed

T in Australia whereby the commercial banks may be required to
lodge up to 75 per cent of any increase in deposits over a given z
date in a "Special Account" with the central bank, ]

2/ Commonwealth Bank of Australia, Annual Report 1952-53, p, 26,

3/ Commonwealth Bank of Australia, Annual Report 1953-54, p. 2L.
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say that the rise in advances over the previous twelve months ",.. may
well have beem more than was required to maintain employment and pro-

vide for the growth of the eccnomy, 1/ Despite this call for credit

restraint, bank advances continued to rise during the remainder of

the year as earlier commitments were called upon,

Later in 1951, deposits declined as the flow of foreign ex-
change was reversed and the liquidity position of the banks became
increasingly strained, The banks were forced to sell their security
holdings to the Central Bank to pay the maturing import bills of their
customers; their position was only slightly eased by releases from the
Special Accounts, Accordingly, money and credit became increasingly
tight during 1934, lMarket yields on short-term government securities
rose from 2,99 to 3,48 per cent.

In the capital market, security issues more than doubled
in 195} following the abolition of capital issues control in December
1953. The consequent competition for funds resulted in the consistent
undersubscription of local authority loans, and in December only three-
fourths of a Government loan of 34,50 million was subscribed,

The tools of monetary policy -- The inability of the Central
Bank to curb rising bank advances calls attention to some limitations
of present techniques of monetary control in Austrelia, arising mainly
from institutional factors and from custom. In the first place, the
commercial banks operate on the overdraft principle, and the usual
practice is for lines of credit to be established for a year at a
time. Since the unutilized portion of existing overdraft facilities
may always be called upon, a policy of monetary restraint can prove
effective only by influencing the extension of new bank commitments,

Moreover, two techniques available to monetary authorities
in financially developed countries are not used by the Australian
authorities., First, the narrowness of the Australian money market
prevents the effective use of open market operations as a means of
influencing monetary and credit conditions; for example, sales of
securities could only to a limited extent support the operations of
the Special Accounts in neutralizing an inflow of foreign exchange,
Secondly, interest rate changes are rare in Australia for social
and political reasons: the last change took place late in 1952,

In 195L, because of the rigid interest rate policy, companies finance
ing installment credit, which have grown rapidly in recent years and
whose activities are outside the purview of the central bank, were
able by means of higher interest rates to channel funds away from

1/ Commonwealth Bank of Australia, Annual Report 1953-5l, Pe 23.
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- the banking system. 1/ A shift in preference from debenture to equity

investment may also in part be ascribed to the rigid interest rate

4  Consequently, virtually the only effective instrument of B
monetary control in the hands of the central bank, outside of "moral -
suasion,” is the Special Account, While this is an extremely flexible
technique able to prevent a multiple expansion of credit based on a
rise in deposits, it cannot offset the primary expansion of money in-
comes arising from, say, an inflow of foreign exchange, Furthermore,
the Centrel Bank has deliberately limited the function of the Special
Eecounts without developing alternate methods of credit control. '

In view of the reluctance of the Australian monetary
authorities to attempt the use of open market operations or changes
in interest rates and because of the inability of the Special Account
system by itself to restrain credit expansion, the role of monetary
policy as a means of correcting the trade balance was necessarily
limited. These circumstances induced the Australian authorities to
resort to import restrictions in order to protect the country's for-
eign exchange reserves.

i/ It was for this reason that a small (p.25 per cent) increase in

the fixed deposit rates of the banks was allowed at the beginning
of 1955,
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