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COMMONWEALTH O AUSTRALIA.

Gronox TiE Fier, by the Grace of God of Great Britain, Ireland and the
British Dominions, beyond the Seas King, Defender of the Faith, Emperor ot
India,

To Qur Trusty and Well-beloved—

The Honourable Joux MELLIS NAPIER, & Judge of the Supreme Court of
South Australia; N

Tiowiw Van-bER-vonrp NINON, Esquire, COLG:;

Professor Riciarp Cutantes JMiLig;

‘e Tonourable Josepn BDNEpICT CHIFLEYS :

Hexey  Awrnun Prer, Eequive, CALG., OB.E., Director of Finance,
Victorian State Treasury; and

JosErit PALMER ARBBOTT, Esquire.

Greeting:

Kvow Yr that We do by these OQur Letfers Patent, ‘issued in Our name by
Our Goternor-General in and over Our Commonwealth of Australia, acting \\'ilil
the advice ot Our D'ederal Exeeutive Couneil, and' in pursuance of the:Constitution
of Our snid Comonwealth, the Royal Commissions Aot 1002:1833, and all olher
powers him thercunto enabling, appoint you to be Commissioners to inquire into
the monetary and banking systems at present in operation in' Australia, and to
report whether any, aud if so what, alterations ave desirable in the interests of
the people of Australin as 1 whole, and the manuer in which any such alterations
should be effected:

AXD WE AProInT YOU the said Joux Mernis Napmn to he the Chairman of
the said Commissioners, and as such to have a deliberative, and, in the event
of an equality «f voles, n easting; vote, in all matfers counsidered by the
Commission:

AND WE pmEcT THAT for the purpose of inguiring into and taking evidence
upon any matter entinsted to you, Our said Commissioners, any four of you, Our
sald Commissioners, shall be sullicient to constitute a quorum:

ANp Wi riQUisg You with as little deluy as possible to report to OQur
Governor-General in and over Our said Commonwealth the result of your
inquiries into the nmtters entrusted to you by these Qur Tetters Patent:

Ix TESTIMONY WiERROF WE have cansed these Onr Letters o be made patent
and the Seal of Ouwr said Conunonwealth to e thereunto aftixed. ¢

WrrNess Our Right Trusty and Well-beloved Counsellor, Sir TsAac ALFRED
Isancs, Knight Grand Cross of Our Most Distinguished Order of Saint
:\lic!mel and Saint George, Governor-General and Commander-in-Chief
in and over Our Commonweslth of Australia, this. fifteenth day of
November, in the year of Our Lord One thousand nine hundred and.
thirty-five, and in the twenty-sixth year of Our Reign.

(Sgd.)  ISAAC A. 1SAACS |
Governor-General. ”

By His Exeellency’s Command,
(Sgd.) Jo AL TYOXS
Prime Minister.
Lntered on Record by me, in Register of Patents, No. 60, page 339, thie
fifteenth day of November, One thousand nine hundred and' thivty-five.

(Sgd.) TF. STRAMAN.
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To  His Eaxcellency Brigadier-General ihe Right Ilonouradle
Alexandor Gore Arkwright, Baron Gowrie, o Member of His
Magesty’s Most Ionourable Privy. Council, Iinight Grand Cross
of the Most Distinguished Order of Saint Michael and Saint
George, Companion of the Most Honourable Order of the Bath,
Companion of the Distinguished Service Order, upon whom has
been conferred the Decoration of the Victoria Cross, Governor-
General and Commander-in-Chief in and over the Commonwealth
of Australia. ~

May 17 Prease Your EXCELLENCY :

We the Commissioners appointed by Letters Patent dated the

15th day of November, 1985— .
to inquire into. the monetary and banking systems at present
in operation in Australia, and to. report whether any, and. if
so what, alterations are desirable in the interests of the people
of Australia as a whole, and the manner in which any such
alterafions should be effected,

have now the honour to submit our report.

INTRODUCTION,

The first public session was held at Melbowrne on the 15th
January, 1936, when we began the hearing of oral evidence, for
whieh purpose we held 105 sessions. These sessions were held in
Sydney, Melbourne, Brisbane, Adelaide, Perth, Hobart and Laun-
coston, and in all 200 witnesses were examined. In addition, we
have received numerous written communications from individuals
and organizations interested in the subjeet of our inquiry.

At the first public session, an announcement was made with
respeet to the course of our inquiry. Pursuant to this announcement,
evidence was taken from representatives of the Commonwealth Bank,
the trading banks, and other institutions concerned with the issue
and supply of eredit. When we were satisfied that we were in
possession of adequate information with respeet to the existing
system, we proceeded to take evidence from economists, representa-
tives of industry and commerce, and the publie generally.

In order to give cvery' opportunity to the public to present
criticisms of the system, and proposals for its amendment or reform,
an invitation was issued through the press, prior to the sittings of

. the Commission in each city, to organizations and individuals desiring
to be heard. All who intimated their desire to appear before the
Commission were given an opportunity to present their views.

We desire to acknowledge the help that we have reecived from
many different sources. Questionnaires were addressed to. all the
banks, and to other financial institutions and organizations concerned
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in the issue or supply of credit, including pastoral finance companies,
assurance societics and companies, trustee companies, building
soeieties, and stock exchanges in the various States. Questionnaires
were also. addressed to organizations which we regarded as repre-
sentative of the users of credit, as for instance; to chambers of
commeree and of manufactures, and assoeiations of primary producers
and of retailers, Representatives of all these institutions. and
organizations attended before us, and were examined upon their
answers. In addition, questionnaires were addvessed to economists
in all States, and we obtained valuable assistanee from their evidence,
We are indebted to all these and to other witnesses, who attended
at our request, or voluntarily, for the time and thought devoted to
the preparation of their evidence, To supply the information which
we have obtained from the banks and other financial institutions has
involved them in detailed investigation and exhaustive analysis, We
vecord the fact that all the information for which we have asked
has been supplied. '

We wish to acknowledge the services of Mr. E. R. Reynolds, who
was appointed as Counsel to assist the Commission, during the early
stages of our inquiry.

‘We are deeply indebted to our seeretary, Mr. W, T. Harris, and
to our economist, Mr. J. G. Phillips, for their assistance. throughoux
our inquiry and in the preparation of this report, and we desire to
express our appreeiation of the services rendered by the assistant
seeretary, Mr. W. J. Swan, and the other members of the staff

“a

| PART L

CHAPTER 1—THE AUSTRALIAN ECONOMY.

CHAPTER 0.—THE MONETARY AND' BANKING
SYSTEM 1901-1936.

CHAPTER HI.-THE CAPITAL RESERVES AND
PROFITS OF THE AUSTRALIAN
TRADING BANKS 1893-1936.
SAVINGS AND STATE BANKS.
BANK FAILURES. ’

CHAPTER IV.~THE FINANCIAL SYSTEM IN 1936.
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THE AUSTRALIAN ECONOMY.
1. In order to understand.the working' of the monetary and

- banking system, it is essential to consider the characteristics of the

Australian gconomy, of which it forms part. Australia comprises a
large territory with a highly diversified and scattered production.
The main productive areas -are: Queensland (south from lat,
16), New South Wales, Vieloria, Tasmania, South Australia (as far
north as lat. 33), Western Australia (the south-westerm corner
and & belt, 300 miles wide, along the coast northwards, also the gold-
mihing areas, which ave farther inland), and the Northern Territory
¢in a few areas mostly within about 300 miles of the coast). There
is a4 large area in the interior of Australia in which production is
negligible.

2. The productive areas differ greatly in soil, rainfall, tempera-
ture and other conditions, and even within these aveas there are con-
sidérable variations. Many of the coastal vegions, especially in the
Bastern States, bave a rainfall of about 40 inches or more, but as the
distance from the coast inereases the rainfall diminishes, and, exeept
in Tasmania, the average annual rainfall in the inner productive areas
is generally from 10 to 15 inches, with high evaporation. In these
inner areas, the rainfall is uncertain, at times there are scvere
droughts, and. the return from a given area is much lower than in
distriets where intensive production is possible. It has been neeessary
to construet many miles of railways, carrying but little traffic, so that
marketing of the products of these areas may De possible.
The interior is gemerally best adapted, and is mainly used,
for sheep-raising or wheat cultivation, and sometimes for eattle.
Where the rainfall is greater, and other conditions permit, production
is more intensive, and dairy products, sugav, tropical and
temperate fruits, and forage, are produced; also fat stoek and
farmyard produets.

3. The minernls principally produced arve gold, coal, silver,
lead, iron, tin and copper, whicl are obtained as follows:—

Gold—in all States, but mainly in Western Australia.

Coal—in all States except South Australia, but, mainly in
New South Wales.

Silver and lead—in New South Wales, Queensland and
Tasmania.

Iron ore—mainly in South Australia..

Tin—mainly in New South Wales, Queensland and Tasmania.

Copper—in Queensland and. Tasmania.
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4, A very large proportion of the primary production is
exported, and the value of these exports forms a large propgrtion
of the total value of production. The Australian economy is therefore
materially affeeted by variations. in overseas prices.

5. The first settlement was in New South Wales, towards the |

close of the 18th century. Conditions proved to be particularly
favorable for pastoral production, and the foundation +as laid of
the wool industry, which, has since developed into the most valuable
export industry of the Commonwealth,

6. Wool was the prineipal product of the continent wntil 1852,
when gold took the first place. The discovery of gold in New South
Wales and Victoria' attracted immigrants—especially to Vietoria—
and the population of the continent inereased from- 405,000 in 1850
to 1,146,000 in 1860, contained mainly in New South Wales (349,000).
and Vietoria (538,000), From 1859, the pgold yield began to
deeline, and the downward trend continued till about. 1893, when
wold was discovered in lavge quantities in Western Australia, Dwring
the ten years 1901 to 1910, gold produection reached its lighest point.
Production seriously decreased until 1980, since when, there-has been
2 substantial inerease..

7. Shortly after 1860, the value of wool produetion in Australin
exceeded that of gold, and it has maintained that position ever since,
The production of wool is now second in order of value, being exceeded
by manufacturing and followed by agrieulture.

8. From about 1860, demands for closer settlement of the land
became insistent. In Vietoria the demands were emphasized by the
need to provide employment for those rendered idle by the decline
in gold-mining. Since that time inercasing attention has been directed.
to the development of agrienltural and pastoral resources. These
forms of production in many cases have been extended into marginal
areas. The importance of rural industries will be seen from the:fact
that, aceording to the census of 1933, the:persons directly employed in
those industries numbered 548,000, out of a total of 8,156,000 bread-
winners, and that for 1934.85 the net value of rural production was
£128.72m. out of a total net production of £301.75m,

9. The unemployment resnlting from the decline in the gold yield
after 1859 was greatest in Victoria, and in that State land settlement
policies were supplemented in 1867 by tariff measures, designed to
encourage the development of secondary industry, and to relieve
unemployment as well as to provide a more balanced economy,

10. Tariffs had also been impoged in the other States prior to
Yederation, but they were designed more for revenue purposes and
less for “protecfive” purposes than the Vietorian tariff, With
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Federation, the power to impose customs duties passed to
the Commonwealth, and the encouragement and protection of manu-
facturing industries' has. been an important feature of Common-
wealth legislation. Manufacturing produetion has now become in
value the prineipal form of production in Australia.

11. Most of the secondary industries are coneentrated in Sydney
and Melbourne and adjaeent areas. This development has been due
to several causes. These capital eities have always been the most
populous centres, possessing a greater supply of labour and a larger
local market than other places. Their growth as manufacturing
centres has been facilitated by Government poliey, which has provided
for the convergence on them of most of the railway systems com-
municating with the interior, and for their development as ports.
The general trend towards concentration of manufacturing units
has also strengthened their position, The relative importance of

- Sydney and Melbourne as manufacturing centres has inereased sinee

Federation, and they are the main supplicrs of Australian-made
goods to the rest of the Commonwealth, In other States the same
considerations have contributed towards the establishment of
secondary industries in or near the capital cities. About 47 per cent.
of the population is contained in the capital cities of the States.

12, The establishment of banking and other financial institu-
tions followed settlement in New South Wales and Vietoria. The
wealth, obtained' from wool and gold in those States provided large
supplies of capital for the development of Australia, and provided
the means for the opening in other States, in addition to the smaller
banks established there, of branches of banks whose head offices or chief
Australian offices were in Sydney or Melbourne. Some of these
smaller banks have since amalgamated with the Iarger institutions,
and the importance of Sydney and Melbourne as banking centres has
thus been increased. The factors that have brought about coneentra-
tion of banking have also operated in the case of some other financial
institutions and these cities have thus become the main eentres of
the financial system of the continent.

13. The tables in the appendices (pages 347-354) illustrate the
growth of the Australian economy during the present eentury.

Public Finance.

14. The monetary and banking system of Australia is materially
affected: by government finance. The loan policy of governments, the
budgetary position, taxation, interest payments, and sinking’ fund
provisions and operations, are all of importance to the system:

15. Tt is convenient to begin with a consideration of the public
debt, At 30th June, 1936, the debts of the Commonwealth and
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States amounted to £41,403,320,000 (including overseas debt, at rate
of £stg.100 == £A125), or about £A207 per head of the population,
The following table shows the internal and external debt at 30th, June,
1936 :—

Total Dedt,
{In millions of pounds Australian.)
— Australin, London. g New York. : Total,
£Am., £Am, £Am, EA
Commonwealth .. " 218,40 195,36 20.44 4‘3‘?.“2‘0
States .. - v | 44726 | 48572 36,14 [ g69.12
Total . 665.06 681.08 56.58 | 1,403.32

16. The overseas debt amounts to. about 33 per cent. of the
whole. The following table shows the movement of this debt over
five-yearly periods since 30th June, 1901.

Ouerseas Debt.
(En millions of pounds sterling.)

Ingreaso fn oversens debt Total overseds
{Qecrease shown ), at :nd of ;’;‘#«ki‘?‘nm
Common-

weatth, | States. | Total, | Comuen| gtares | goray,

£8tgan. | £8tg.m. | €8tgon, F £Stg.m. | £Stgm, | LStg.m.

At 30th Juno, 1901 . 17
308 June, 1801 ' 177.89 | 177.89
lsfr Julyl, mla“m’ to 30th ' '
une, . . 12.62 2. U ‘ i
Ist July, 1008, to 30th 12.02 190:81 100,51
Juno, 1911 3.82{ —3.6¢] .18[ 3.82 ] 186.87 | 100.60

It July, 1011, to 30th |

June, 1916 .. .. ] 33.20 | 46.88 .

’“f, Julyi Yo 10 i - 46.88 | 80.17 | 37.11 | 233.75 | 270.86
e, 1021 .. .| 65.48 . | .

1o e O i 36.14 | 100.00 | 102.57 | 268.89 | 371.48
June, 1926 .

43.00 | 88.80 | 132,76 1 146,47 | 357.75 | G04.922

Ist July, 1926, to 30th
1 28.12) 60.70 | 94.91 | 174.50 | 424.54 | 5op.13

une, 1931 .., o
st July, 193), to 30th
June, 1936 .. oo | 106 | —~7.08 | —9.01 | 172.04 | 437.48 | 580,12

tl‘he overseas debt outstanding at the end of any finantial year reached
its maximum of £601.61m. sterling in 1932, By the 30th June, 1936
it had been reduced by £11.49m., sterling to.£590.12m. sterling. '

17. The overseas indcbtedness at 30th .Tune, 1936, includes
§90.7411\. sterling on account of the war, of which £79.72m, sterling
is dne‘ to the British Government for moneys borrowed and expendi-
ture incurred on behalf of Australia. The debts to the British

13

THE AusTrALIAN EcoNoMY.

Government were consolidated in 1921 under an arrangement (the
“ Funding: Arrangement ™) which fixed the total amount due at
£92.48m. sterling, and provided for an annual payment of £5.55m.
sterling, to cover interest and a sinking fund to cancel the debt in
about 35 years. By agreement with the British Government, no
payments have been made since the financial year 1930.81, The
sinking fund payments, made under this Arrangement, reduced the
amount owing by £12.76m. sterling to £79.72m. sterling, The
remainder of the overseas war debt amounts to £11.02m. sterling.

18, The following statement shows the direetions in which loan
moneys have been spent:—

TOTAL  LOAN EXPENDITURYE, COMMONWEALTH AND STATES
. TO 30ru JUNL, 1936,

£m.,
GENERAL—

Railways . . . “ . 36773
Roads, hridges, harbours, rivers .. .. .. . 85.55
Tramways .. . e .. . 13.76.
Water supply .. . - . . i 76.43
Sewerage . . . . - . 22,75
Flectricity supply .. . - . . 25.62
Public buildings . . . N . 31.36
Past office, telegraphs, telephones .. . . .. 41,04
Housing .. - . . .. . 1030
Loeal Government loans and unemployment velief .. e 43.50
Federal. Capital Territory . . . 778
Defence . . . . . . 7.85
Other public works . . .- . .. 21.25
. 700,73

PRIMARY PrODUCTION—
Land settlement, including advances . . we 81,94
Water conservution, irrigation and drainage . 28.10
Agrieulture, inchuding agricultural banking . .- 2228
Mines, minerals .. . . . . 5.80
Other primary produetion . - . . 6.74
157.95
War Punposes e e .- . . . 367,08
Oruer Purvosks .. . o . o 27.84
DrscouxT AND Frorarioy EXPENSES .. .. . N 3547
FunoiNe oF Derieits .~ - . . . §2.03

: 1440.10 .

(NoTE—The toinl. of 11iz statement differs from that of the public debt, ax it
inglndes ail expenditure from loans, whether the louns have becn pnld off, or are
othll -outetanding. The publle debt stntement shows only the mmount outstanding
ond, cach Joan ig shown thereln af the amount repayable at maturity and not at
the amount available for expenditure.)
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19, The total annual interest payable on the debt at 30th June,
1936, was £450.18m., of which £424.21m. was payable on internaf
loans and £A25.92m. (£20.74m. sterling) on external loans. The. total
of £AG0.13m, inclndes £AT.98m. for interest on war loans,

20, Against the intevest bill, however, may be set the excess
of receipts over working costs of government enterprises, less sinking
fund contributions. In a few government undertakings, wm'kian
expetises and receipls are not brought into the consolidated revenue
funds and these figures are not available. The figures available for
1935-36 show an excess of receipts over working costs of £A20.54m.
After dedueting £A9.10m. for sinking fund' contributions {which
includes contributions on all loan expenditure, whether in respeet of
these enterprises or for other purrposes), there remains £A11.44m, to
be set off against the lotal interest bill of £A50.13m. This leaves a
net figure of £A38.69m. or a little less than SA6 per head of popula-
tion, to be met by taxation and from other sourees, o

21, Phe net \_'nluc of the production® of Australiz for 1935.36
was 'uhnut CA32m., of which about 8 per cent, was required to
provide the intevest payments, amounting to £A25.92m., to overseas
bondholders. '

22, Ahthough the direct return from government loan expendi-
t_m‘c as & whole is insufficient to pay the total interest and sinking
luud. euntx:ibntions, there are indirect compensations. ‘The inercased
tacilities and better living conditions provided by means of this
expenditure have enabled the country to increase‘ produetion and
support a larger population. From a national point of view it has
hoen eonsidered that large aveas capable of being made productive
could not be left idle, although the direet return might ot suffice
to pay charges on the debt ineurred. -

2. It was generally belioved that the community’s interests
con'ld best be served by the State providing facilities, e rajilways,
whieh othc:rwise might not have been provided at all, urlwo:'xll,d not )xasw,:
b‘con provided by private enterprise as rapidly or to the same extent.
For these reasons a great deal of capital '\vhicll might otherwist;
have been invested in private enterprise has been invested in
Australian government seeuritics. The holders of these sceurities
h.:wv regularly received interest on their investment, and their pl‘fn-
cipal has been seeure. Where similar activities have ’been undertaken

*Nore.  The value of vroductfo
; A ction queted {s g vl
?‘?l“,‘ \‘}SSR"}‘;‘,‘ ;;)l_"ﬁ\.:lgtt’l;;}ln;)xll’hthtn’tls,tlulnns. For th?;l r‘e‘ns:::trf llémi‘ix?'nl:\thg;‘}x‘n I?\rﬂ:lce‘ '131”3:’
ol Grond vilue (ommerion 1 shed far the venre prio= to 1933-34, whicﬂ was based
and” marketing, 7 b eonty 1 b
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by private enterprise, investors have, in many cases, suffered a
reduction or‘loss of income, or a loss of eapital, 'The security of the
capital values of their government investments has given to large
Australian institutions a degree of stability which has been of benefit
to- the community. ’

24, The extent’ of State enterprise in Australia is indicated by
the proportion of the total assets of the community owned by the
various governmenis, The latest detailed investigation into the
wealth of Australia was published in 1934 by the Commonwealth
Statistician, and relates to- the year 1929. He estimated the private
wealth in Australie, irrespeetive of domicile. of owner, to be
£A3,351m. The loan expenditure of the Commonwealth and States at
that date, excluding war debt and revenue deficits, amounted to
about £A790m. In addition, there had been some expenditure from
revenue on works for capital purposes; and also local government
capital expenditure to the extent of about £A135m. It is difficult to
say what valuation eould be placed on the assets represented by the
cxpenditure of Commonwealth and State Governments; some of the
assets will have depreeiated, some, such as land, will have appreciated
in value; others will have disappeared. Another factor which has to
‘be taken into account is that the value of money has vavied from time
to time. Although there must be considerable assumption in making
an estimate, it woultd appear that in 1929 the total assets in Australin
could be valued at about £A4,000m,, and that between one-fifth and
one-sixth of the total was then represented by assets directly provided
by government expenditure. There is no reason to believe that the
proportion has since appreciably changed.

25, Some idea of the part played by governments in the economy
is also shown by the proportion which the number of government
employees bears to the total of breadwinners.  According to the
census of 1933 the number of breadwinners was 3,155,621, At this
date about 218,000, or 7 per cent. of the total, were employed direetly
by governments. Statistics are not available to show the comparison
letween total earnings of government employees and all other
recipients of income; but in 1934-35, salarvies and wages of government
employees were about £A51m. out of an estimated national income of

£A518m.

26, As the loan expenditure of governments forms a very large
proportion of the total capital expenditure in Australia, the rate of
interest on government borrowings has an important influence on
other money rates, which in turn affects them. The following table
shows internal Toan issues made since Jume, 1931, and the rate of
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intervest paid, together with the ruling rate of interest on two. ycnm’
fixed deposits with the trading banks at the time of issue:—

INTERNAL LOANS AND INTEREST RATES, 1932.1037,

' Effective ‘ -
v Tradi .
b, | Amoumeor | Igermt |l |y | Tiean
al, Ter cont. Includiug Wnturiy. leul Dcpoalt
Redewption, Tate
. " Per cent. £ . Por cent.
I\ovemb'or,m.}- 33 316 ¢ 1942, . 3
Moy, 1088 .. 33 315 © 1942 3
S $oliny o |
Novomber, 1934 3 30 5 1948 ]
Juno, 1935 . 33 | 3856 1949 2
Novonin 1635 d [ smel| | ¥
Novo.mbcn 1!]36 i 33 L 310 4 1051 3
May, 1987 .. 3% 3191 1948 3

27. 1t will be seen that, since November, 1934, the differences
between the rates of interest on the loans raised and the rates on the
fixed deposits of the trading banks are greater than the differences
prior to that. date, although the amounts of the loans raised since then
have generally been lower and the position of government finances
has much improved.

28. The sources of invesiment in gov ernment securities are
indicated by the following analysis of the lmldmgs, at 81st December,
1936, of long-term government securities maturing in Australia :—

HOLDINGS OI LONG-TERM GOVERNMENT SECURITIES.*

Held by Amount of haldings
(at face value).
£Am. £Am,
Commonwealth Bank— . .
General Banking qurtmcut . . 2747
Savings Bank . . .. 8383
—_— 11130
’.l‘rmlmg banks .. o 2029
Savings banks, other than Commom\cnlth Snvm"s B"mk ..o d2.82
Trustee eompanies {mainly trust funds) . . .. 3832
Insurance companies .. . . . .. 0188
Superannuation fuuds .. . 15.02
Governmental trust funds and semi, m\’crﬂmmtu] nuthormes 20.20
Friendly societies and trade unions . . - 140
Other institutions and general publie . . .. 27641
587.07
Bonds—unclassified i . . .. 2600
Total ., . . .« 612,16

nm; NoTe—This table does not include treasury-bills snd other short-terrs indebted-
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29, The monetary and banking system is affected not only by
government loans. but by government revenue finance, The following
table shows the position of the revenue aceounts of the Commonwealth
and States from the financial year 1929-30:—

GOVERNMENT REVENUE ACCOUNTS, 1929 30, 'TO 1936 37.
(Surplus +  Deficit —.)

—— 1020-30;) 1930-81. | 1031.32. 10(&-33'10.’{((4!{

2235, | 1985 Ilhumm.
1024-53. ' 193536 | obmate

£Am. | £Am. | £Am.
Commonwenith | —1.47] —10.76| -+ 1.31
States oo | —8.23 —14.90 ~18.31

£Am, £:\m £Am,
4+ T + .05
Za Sl —~2.44) —1.34

—J.lO‘ 4113 ~1.20

’:

Total .. | —8.70; —25.66 —17.00|

30. The eflects of the depression on government finances led to the
adoption by the Commonwealth and State Governments, in June,
1981, of the “Premiers’ Plan ", by whieh all governments undertook
1o bring into cffect the following measures, with a view to rehabilita.
tion of the finances in such a way as would distribute as equally as
possible the reductions in incomes involved :—

(@) A reduction of 20 per cent, in all adjustable government
expenditure, as compared with the year ending 30th
June, 1930; ineluding all emoluments, wages, salaries,
and pensions paid by the Governments, whether fixed by
statute or otherwise, sueh reduction to be equitably
cffected ;

() Conversion of the internal debts of the Governments on
the basis of a 22} per cent. reduetion of interest;

(¢) The securing of additional revenue by taxation, both Com-
monwealth and State;

(d) A reduction of bank and savings bank rates of interest on
deposits and advanees with the co-operation of the
banks;

() Reliet in respect of private mortgages.

These proposals represented the greatest effort in eeonomy and
taxation which it was considered safe to attempt. It was anticipated
at the time of the Plan that, as a result of these measures, the total
estimated deficits for 1981-32 would be reduced from £A41.08m. to
£A14.65m. Tt will be seen that the actual deficits for that year
totalled £A17.00m.
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81, During the year 1929-30, the Qovernments issued treasury-
bills in Australin as a means of providing funds to meet revenue
deficits as well as for loans for public works. The amount of the
treasury-billa outstanding, and the rate of discount at the time
of issue are as follows:—

TREASURY BILLS IN AUSTRALIA.

30th June—~ Amonnt outatanding, Rare of discount,

£Am, . Ter cont.

1930 . . 2,30 63

1031 . . 20.62

1932 . . - 44.08 4

1933 . . . . 48.87 2% and 23

1934 . . . . 48,47 .2}

1936 - . . 45.12 13

1936 . .. . . 47.01 - 13

32, The following table shows the combined revenue accounts of
Clommonwealth and States for the year 1935-36 :—

REVENUE. EXPENDITURE,
£Am. £Am.
Taxation— Interest—
Customs duties (Commeon-~ Overseas .. .- .. 2801
wealth) . .. 2807 Australia .. . o 2418
Excise duties {Common- _—
wealth) .- . 1337 51.04
Income tax o .. 2172 Sinking Pund .. 6.07
Land tax .. - .o 278 In\uh(i and old-age pens)ons
Suecession duties .. 5.46 {Commonywealth) .. .. 1280
Sales tax (Gommonwealth) 943  War pensions dand rep’\hnt)on
Unemployment tax (States) 8.17* {Commonwenlth) .. < 885
Flour tax (Commonwcalth) 115  Defence (Commonwealth) o 4.34
Other taxation . . 9.4 $Unemployment (States) o 518
-——— Tducation (States) .. 10.22
Total taxation .. . 9924  QCharitable and health (Statcs) 5.52
Territorial (States) .. <. 420 Police’and penal (States) o 388
Interest on loans to loeal bodies. Mines, lands, agriculture and
{States) .. . . 841 forestry (States) .. . 289
Other revenue— Miscellaneous (States) .. 10,58
States .. IR .. 7.83  Administrative, territories,
Commonwenalth .. .. 833 bounties, public works and
miscellaneous {Common-
' wealth) .. . .. 838
Curried forward .. 122.81 Carried forward .. .. 130.03

* Bxcluding, in the case of Queensland, £2.49m. which was pald: to a speclal fund.
¥ Bxcluding, in the case of Queensland, £2,85m. which was paid from a speclal fund.
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REVENUE. EXPENDITURE,

Brought forward 122.81 Brought forward .. . Lisad

Business undertakings—~ Business undertakings {exelu i
Post Oflice .- .o 1487 sive of interest and sinking
Railways and Lramways .. 45.58 funds)—

Other {States) . PR X1 Post Offiee
Railways and tramways
Other (States)

Total Business undertakings 66.50 ‘Total Business undertakings ’ 4
Grants and payments by Com- Commonwenlth Grants to States {T()Z
monwealth to States .o 1702 Amomnt  of  Commonwenlth

grants to States paid by
States to speeial funds, eg.,

Sinking Fund - PP A ]
Total expenditure .. .. 205.20
Surplus .. o o L3

33. The proportion of the estimated national income whieh was
tuken in the form of income and unemplovuwnt relief taxes was s
follows :—

1930-31 . . . . A
w382 . . . . . N
193598 .. . . . . Y

The Financial Agreement.

34, The Financial Agreement, of 12th December, 1927, between
the Commonwealth and State Governments, was the result of efforts.
cxtending over several years, to bring about more satisfactory finan-
cial relations between the Commonwealth and the States, and it
marks an important development in Australian government finance.

35, In the first instance, the scheme was adopted by the various
governments, and eertain of the proposals were brought into effect.
in respect of the period from Ist July, 1927, to 30th June, 1929, by
the statutory ratification of the various Parliaments in 1928. But
in order to give permanent effeet to the provisions of the Agreement.
it was necessary to amend the Constitution by conferring upon the
Commonwealth the powers now given by Scetion 105a. This amend-
ment of the Constitution was approved by a referendum taken in
November, 1928, and the Financial Agreement was finally validated
by the Financial Agroement Validation Act 1929,

36. The Agreement covers. a varviety of matters and has far-
reaching effects. The most important provisions' are those which
relate to ‘the consolidation of the public debt, the regulation of
government borrowing, and the sinking funds.
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37. The prineipal pérmanent provisions are as follows:—
1. Consolidation of public debt.
(ay On 1st July, 1929, the Commonwealth took over

“(i) the balance then unpaid of the gross public
debt of each State existing on 80th
June, 1927; and

(ii) all other debts of each State existing on the
1st July, 1929, for moneys borrowed by
that State whieh by this Agreement are
dcemed to be moneys borrowed by the
Commontealth for and on behalf of
that-State—

* and will in respeet of the debts so taken over
assume as between the Commonwealth and the
States the liabilities of the States to bondholders ™.

The interest on these debts is. paid by the Com-
monwealth and collected from the States, less the
sum of £7.58m. per annum, which is. provided by
the Commonwealth for a period of 58 years,

i
I7. The regulation of government borrowing.

(¢) The Australian Loan Couneil is established. 1t
consists of representatives of the Commonwealth
and of cach State.

(b) The Commonwealth and the States agree that they
will from time to time submit to the Lioan Courneil
their loan programmes for each financial year.

(c) If the Loan Council considers that. the total amount
of the programmes cannot be borrowed at reason-
able rates and conditions, it determines what
amount shall be borrowed. By a unanimous
décision, this amount ean be allocated between the
Commonwealth and the various States, but in
default of a unanimous deeision, a formula is
provided for that purpose.

(@) Revenue defieits which require to be funded must be
ineluded in the loan programme, but borrowings
for “temporary purposes” need not be included.
Borrowing by the. Commonwealth for defence
purposes. is not subject to the agreement.

(e) Subject to the decision of the Lioan ‘Council, the Com-
monwealth is to arrdnge for all borrowings, includ-
ing those for conversions, renewals, and' redemp-
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tions, but the Commonwealth or a State is at liberty
to borrow in the following eireumstances:—

(i) The Commonwealth or a State may borrow
for “ temporary purposes ” by overdraft or
fixed or special deposit subject to maxi-
mum limits (if any) deeided by the Loan
Council for interest and other ¢harges.

(ii) The Commonwealth may borrow within the
Commonwealth, or a State within its terri-
tory, from authorities, bodies or institu-
tions, or from the public by counter sales
of securities, and it may use any public
moneys which are available. But the
mnterest and other charges must not exceed
any maximum deeided upon by the Loan
Council’ from time to time, and any
amount so borrowed is to be considered as
part of the borrowing programme for the
year; any excess is to be considered as part
of the programme for the ensuing year.
The seeurities issned for moneys so bor-
rowed are to be Commonwealth sceurities,
to be provided by the Commonwealth on
terms to be approved by the Loan Couneil.

(iii) A State is at liberty to borrow overseas if
the Lioan Counecil by unanimous decision
so decides. In that event, the Common-
wealth is to guarantee the performanee by
the State of all its obligations.to its bond-
holders,

[II. Sinking Fund provisions and other payments.

Contributions to the sinking fund in respect of the debts
taken over by the Commonwealth and of any other loans
raised, subsequently by a State or by the Commonwealth
for and on behalf of a State are as follows:—

(a) On the net public debt of the States at 30tk
June, 1927—£641.35m.—7s. 6d. per cent. per
annum, of which the Commonwealth pays
2s. 6d. and the States 5s. Contributions are to
be continued for a period of 58 years com-
mencing on st July, 1927, except in the case
of New South Wales, in which that State’s
contributions commenced on 1st July, 1928.
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Where ‘there is an obligation under law or con-
tract to provide a sinking fund in excess of
the rate of 7s. Gd. per cent. per annum, the
excess is. provided out of the National Debt
Sinking Fund.

() On loans raised by a State or by the Common-
wealth on behalf of a State after 30th June,
1927—10s. per cent.per annum, of which the
Commonwealth pays 5s. and the State 5s.
Contributions ave to continue for 53 years,
commeneing from the date of the raising of the
loan, except in the case of New South Wales,
in which the commencing date for that State’s
contributions in respeet of loans raised in the
year 1927-28 was 1st July, 1928, Provision is
made by which the sinking fund contributions
by the States may be inereased on loans raised
after 30th June, 1927, in the case of expendi-
ture of the loan moneys on wasting assets.

98, In respect of loans yaised' after 30th June, 1927, by a State,
or by the Commonwealth for a State, to-meet revenue defieits accruing’
after that date, the Commonwealth is under no obligation to make
sinking fund contributions and' the State is required to provide for
the redemption of the loan by making contributions at the rate of 4
per cent, per annum.

39. The sinking funds cstablished under the agreement are under
the control of the National Debt Commission, an authority constituted
under Commonwealth legislation (the National Debt Sinking Fund
Aot 1923-1934) and consisting of the Treasurer of the Commonwealth
the Chief Justice of the High Court, the Governor of the Commoni
wealth Bank, the Scerctary to the Commonwealth Treasury, the
Solieitor-General for the: Commonwealth, and a representative o’f the
States. All contributions in pursuance of the: agrceinent are debts
payable to the Commission.

40: All moneys and seeurities standing to the eredit of sinking
fuuds of a State at 30th June, 1929, were transferred to the National
Debt Commission unless there were statutory or contractual con-
ditions precluding the transfer. In that event the funds remained
under the-control of the State or trustees concerned, and the National
Debt Commission makes to the States or the trustees all future
sinking fund payments..
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41, Sinking fund contributions made under this agreement, and
sinking funds transferred to the National Debt Commission, are ot
aceumulated but are applied to the redemption of the public debts
of the States, or to the purchase of securities issued in respeet thereot;
but if deemed inexpedient at any time by the National Debt Com-
mission to apply sinking funds in this way, the Commission may
temporarily invest those funds in authorized seeuritics. The purchase
of securities by the National Debt Commission is arranged through
the Commonwealth Treasury.

42, When a security issued in respect of a public debt of a
State or of a loan raised by the Commonwealth for a State is
repurchased or redeemed by the National Debt Commission, it is
cangelled. From the date of canecllation and for the full period
during which sinking fund contributions are payable, the State on
whose account the seeurity was issued must make a further sinking
fund contribution at the rate of 4} per cent. per annum on the face
valne of the caneélled seeurity.

43. Phe terms. of the agreement are legal obligations binding
on the Commonwealth and the States. These obligations cpnnot be
released or altered without & new Agreement which would require
the approval of all the Parliaments. .

44, The seeurity which the Financial Agreement has given to
investment in government loans has had a favorable influence upon
the terms of mew borrowings and conversions. Prior to the Finaneial
Agreement there was no general obligation to provide sinking funds
on State loans, and even where sinking funds had been established,
the investor did not. have the security which he now possesses,

45. The establishment of the Loan Couneil, its power to decide
whether the. total amount of the Commonwealth and States’ loan
programmes can be borrowed on reasonable terms, and, if necessary,
to decide the total amount to be borrowed, remove the possibility of
competition in borrowing between the different governments, which,
jf unchecked, would result in higher interest rates.

46. There is no provision in the Agreement to eover loans raised
by local government bodies which, under State law, have power to
borrow, but the States concerned have now arranged that these Joans
shall not. be raised withont Loan Couneil approval.

47, The amendment of the Constitution in 1928 (See. 1054)
enabled the Commonwealth Parliament to make agreements with
the States. for the conversion of debts, and this power made possible
the legislation in 1931 for the conversion of the internal public debt
at lower rates of interest, in accordance with the resolutions under
the “ Premiers’ Plan”.
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Commonwealth Sinking Funds.

48. The Financial Agreement does mot apply to sinking fund
payments. in respeet of loans raised by the Commonwealth for its
own purposes. Under the National Debt Sinking Fund Act and
other Acts, the Treasurer is required to pay into the National Debt
Sinking Fund each year in respect of debt, excepting war debt due to
the British Government, contributions of 30s, per cent. on debt
raised for the Postmaster-General’s. Department and 10s, per-cent. on
other debt, together with 5 per cent. on the receipts of the sinking
fund in respeet of contributions on Commonwealth debt.

National Debt Sinking Fund Receipts.

49. The reeeipts of the National Debt Sinking- Fund to 80th
J une; 1936, were as follows :—

In vespect Inrespectof | .
— Cnmmom\z-um\ States Total,
dobt. debt.
. £Am, [ £A £Am,
Prior to Ist July, 1930 .. . 32.00 ! 8/ ?S‘) g 40A.l1n9'
Financinl Year— \

1930-31 .., - 3,07 | 3.61 | 6.58
1631-32 ‘e . 3.37 3.83 7.20
1932-33 3.88 4.08 7.76
193334 3.76 4.44 8.19
1934-35 . . . 3.02 4.07 8.59
1935-36 .. . .. 419 | +.91 9.10
Total to 30th June, 1936 .. vor 53,98 33.63 87.61

In addition to payments to the Natiopal Debt Sinking Fund, the
Commonwealth has redeemed debt to the amount of £A15. 6m out
of Consolidated Revenue
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THE MONETARY AND BANKING SYSTEM 1901-1936.
THE CURRENCY SYSTEM 1901-1936,

50, At the inauguration of the Commonwealth in 1901, the
Australian eurrvency consisted of coins and bank notes, exeept in
Queenslaxid, where Treasury notes had taken the place of bank
notes.

, Comvaee.

51. The gold coins were sovercigns and half-sovereigns, which
were minted by the Royal Mint in England or by branches of the
Royal Mint whieh, under Imperial Orders in Couneil, had been
opened in Sydney (1855), Melbourne (1872), and Perth (1899..
Wherever minted, these gold coins were identical in weight and fine-
ness. Those minted in. Australia were British curreney, and all were
legal tender in Australia for the payment of any amount. Token
coinage consisted of silver and bronze. The usual silver coins were
the half-crown, the florin, the shilling, the sixpence and the three-
pence.. The bronze eoins were the penny and the halfpenny. Until
1910 oll these were British coins minted in England and imporied
into Australia,

52. Under the constitutional power to legislate with respeet to
coinage, currency and legal tender, the Federal Parliament passed
the Coinage Act 1909, which left the gold coin unaltered, but provided
for the issue, under the eontrol of the Commonwealth Treasurer, of
a separate coinage in silver and bronze, though with the same degree
of fineness as then existed in the British coinage. In 1910 these
coins, with a distinetive Australian design, were minted in England,
but in 1916 the work was given to the Melbonrne Mint, The Coinage
Aet 1909, made no provision for the half-erown, and this coin gradually
disappeared. The silver coins are legal tender up to 40s. and the
bronze to 1s. Under the Coinage Act 1936, provision was made for
the issue of a new coin, the crown, which has since heen minted.

53. When the Australian silver and bronze coinage was intro-
duced in 1910, an arrangement. was made with the British Govern-
ment under which British silver coins were withdrawn from circula-
tion in Australia at the rate of £100,000 per annum. The coins were
sold to the British Government at their face value and were handed
over to the Australian Mints, where they weve melted down. The
bullion. was purchased by the Treasury, and used for minting
Australian silver coins. The arrangement for withdrawal only applied
to the British coins which were of the same silver content as the
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f

Australian. Until 1920, British and Australian silver coins were of

925 millesimal fineness. The British coins, issued after that date,
were reduced to 500 millesimal fineness, but the Australian coins have:
remained linaltered,

54. The disappearance of gold coihs' during the war, and later
the falling-off in the production of gold, led to the closing of the
Sydney Mint in 1926, and in September, 1981, Australian mints
ceased to mint gold coins. In September, 1981, the Commonwealth
Bank made an arrangement, which is still in force, whereby the
mints were to buy gold as agents of the Bank, at a price fixed weekly
by the Bank on the basis of sales effected overseas, At present both
the Melbourne and the Perth Mints assay and refine gold, and the
former provides the token coinage. The British Government appoints.
the officers of the mints, but the State Governments of Victoris and
‘Western Australia, respectively, own the lands and buildings, receive
the revenues, and bear the expenses of the establishments. Owners
of gold pay for the services of assaying and refining it, and the
Commonwealth Treasury pays for the work of minting the silver
and bromze coin., From. these sources the two States. meet the eost
of the mints and make any profit or loss arising in this way. Since
the face value of a silver or a bronze coin is greater than the value
of the metal from which it is made, a profit arises from the token
coinage, and this forms part of the revenue of the Commonwealth
Government.

55.. The following procedure is observed in connexion with the
minting and issue of the token eoinage. The Treasury estimates the
amount of new coin required for circulation, as well as for any
reserve which it deems necessary to hold. The bullion is then
purchased by the Treasury, and orders ave given to the Mint for its
coinage. As the coins are minted they are delivered to the Common-
wealth Sub-Treasury, Melbourne, When coins are required by any
bank, it notifies the Commonwealth Bank, which purchases from the
Sub-Treasury any necessary supplies.

NoTEs.

56. In 1901, the bank note currency consisted of notes, payable:
in gold coin and issued by trading banks in all States except Queens-
land. Some restriction upon the issue, or other provision for the
protection of the publie, was generally contained in the charter or
statute of incorporation, or in the general statute law. Bank
notes wete never legal tender except in New South Wales, where
the motes of certain banks had been made legal tender for a brief
period during: the crisis of 1893. Al the States imposed a tax, upon

27

TaE MoNETARY AND BANKING Sysrea 1901-1936.

the issue of the notes, usually at the rate of 2 per cent. per annum
upon the average eirenlation. There was only one form of Govern-
ment paper eurrency in circulation, namely, Queensland Treasury
notes. These had been issued by the Queensland Government, tem-
porarily in 1866, and continuously from 1893. They were legal
tender in that State, where they had, from 1893, supcrseded banl
notes.

57. In 1910, the first step was made from the system under which
a number of trading banks issued notes, towards the present system
under which a single bank has a monopoly of the note issue. In
Septembex of that year, the Australian Notes Aet was passed, pro-
hibiting banks. from issuing or eivenlating State notes as money, and
giving the Governor-General in Council power to authovize the
Commonvwealth Treasurer to issue Australian notes. The Aet eame
into force by proclamation on Ist November, 1910, and notes were
issued forthwith, To supplement this Act, and to put an end to the
cireulation of bank notes, the Bank Notes Tax Act was passed in
October, 1910, imposing a tax of 10 per cent. per annum “in respect
of all' bank notes issued or re-issued by any bank in the Common-
wealth after the commencement of this Aet and not redeemed ”, This
Act came into force by proclamation on Ist July, 1911,

58. Under the Australian Notes Act 1910, it was provided that
the Australian notes should be *payable in gold eoin on demand
at the Commonwealth Treasury at the seat of Government”, and
that the Treasurer should hold in gold coin a reserve of an amount
not less than one-fourth of the notes issued up to £7m., and an
amount equal to the excess over £7m. In 1911, this latter provision
was amended, and the Treasurer was required merely to hold in
gold coin not less than one-fourth of the total amount of Australian
notes issued. Under the Australien Notes Act 1910, notes might be
issued in denominations of 10s., £1, £5, £10 or any multiple of £10;
and were to be legal tender “throughout the Commonwealth and
‘throughout all territories under the control of the Commoniealth .

59, These two Aects effectively put an end to the issue of notes
by trading banks and by the Queensland Treasury. In 1910, control
of the issue of Australian notes was vested in the Commonwealth
Treasury. In 1920, control was transferred to the Note Issue Depart-
ment, a separately-managed department of the Commonwealth Bank.
It was. provided that notes should “ bear the promise of the Treasurer
to redecm the notes in gold coin . . . on demand at the Head
‘Office of the Commonwealth Bank” In 1924, the Note Issue Depart-
ment ‘was brought. under the authority of the general Board of the
Bank. The Treasury, however, continued to control the isgue of token
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coinage. TUnder the Act of 1920, the Note Tssue' Department has
power to issue 5s. notes in addition to those: authorized by the det
of 1910, but this power has not been exercised.

60. In July, 1915, a proclamhtion was issued by the Governor-
General prohibiting the export of gold speeie or bullion from
Australia, except with the consent of the Commonwealth Treasurer.
This proclamation was repeated in February, 1922, but both pro-
clamations were revoked in April, 1925, when Australia whs once
more on & gold standard. Gold coins, which had ceased to be eurrent
during the war, did not, however, return to circulation. The gold
standard lasted only until the end of 1929. The Commonwealth
Bank Act 1929, gave the Treasurer power to authorize the Bank to
obtain particulars of gold coin and bullion held in Australia, and to
require the exchange of the gold for Australian notes. The rate to
be paid by the Bank was one pound note for each’ sovereign, and.
£3 17s. 10}4d. per ounce standard of the bullion. Australia once more
Jeft the gold standard and has not sinee returned.

61. In June, 1981, a change was made in the legislative pro-
visions governing the note reserve. In place of the statutory obliga-
tion to hold in gold coin not less than one-fourth of the total amount
of Australian notes issued, the Commonwealth Banlk Act 1931,
provided that the reserve shonld ‘be—

(a) for the two years ended 30th June, 1933, not less than
15 per eent.;

(b} to 30th June, 1934, not less.than 18 per cent.;

(¢) to 30th June, 1935, not less than 213 per cent.;

(d) thereafter, not less than 25 per cent. .

62. In May, 1932, a further change was made in the note reserve
provisions. The Commonwealth Bank det 1932, provided that the
reserve might be held “in gold or in English sterling or partly in
gold and partly in English sterling”.  English sterling for this
purpose “means currency which is legal tender in the United
Kingdom, and includes—

(a) balances standing to the credit of the Bank at the Bank
of England or at.any other of its bankers in London;
(b) Bills of exchange, or advances secured by bills of. oxchange,
which-- -
(1) are payable in the United Kingdom in eurrency
which is Jegal tender in the United Kingdom;
(i) will mature in not more than three months, and
the security for the payment of which bills is, in. the
opinion of the Bank, satisfactory; and
(¢) Treasury-bills or other securities of the United Kingdom
which will mature in not more than three months,”
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The Act also abolished the provision that the Australian note should
bear the promise of the Treasurer to rederm it in. gold coin, Notes
are now issued without any such promise, and are merely expressed
to be legal tender in the Commonwealth and the territories under its
control.

68. Australian notes are nof printed for the Note Lssue Depart
ment at the Note. Printing Braneh of the Commonwealth Dank in
Melbourne. Notes are ‘not issued direetly to the public, but only to
the General Banking Department of the Commonwealth Bank When,
for example at Christmas time, an expansion of the issue is required,
the Note Issue Department transfers notes to the Banking Depart-
ment in exchange for Government securities at their nominal value.
conversely, in the case of a contraction, the Banking Department
transfers notes to the Note Issue Deparlment in exchauge for
securities. After additional notes have bren issued, they find their
way into circulation when the trading banks, and other customers of
the Commonwealth Banlk, draw on their deposits with the General
Banking Department. Until they find their way into cireulation, they
play little or no part in the monetary system. Notes held by the
Note Issue Department are not included in the note issue. In 39
cities and towny in Australia, there are offices of the Commonwealth
Bank, which, in addition to their other activities, serve as note issue
branches, Trading banks may, without expense, lodge Australian
notes at any of these branches, and immediately withdraw from any
ather such branch a corresponding amount. -

CURRENCY SYSTEM~—SUMMARY.

64, Durjng the period 1901 to 1936, there have thus been several
changes in the composition of Australian curreney. TUntil 1914 gold
coin was the ehief form of ecurrency. In .\ustralia, the trading banks’
“eash 7, and the publie’s “cash ” also, then included gold, notes, and
token coins. Betwecen 1914 and 1929 the note issue became pre-
dominant. Gold ceased to be current, and the circulation of notes
was greatly increased, providing not merely a substitute for the gqld,
but alse additional curremey. Apart from token coins, the trading
banks” holdings of “eash” were still gold and notes, but the latter
had become more important, and the public’s holding of “cash”
consisted almost entirely of notes. In 1929, however, the Common-
wealth Bank took over from the trading banks most of their gold, and
the note issue hegan to play a less important part in the monetary
system. 'The trading banks took payment for the gold in the fqrm
of deposits with the Commonwealth Bank. Apart from token coins,
trading banks’ “cash” now consisted mainly of notes and deposits
with the Commonwealth Bank, The public’'s “cash”, as before,
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consisted almost entirely of notes. Prior to 1929, the obvious way
in whiclv an expansion of the “cash ” of the system came about was
through an inerease in the note issue,. which. would be shown at once.
After 1929, however, it was possible for an inerease to take place
in that part of the trading banks’ “ cash * which cousisted of deposits
with the Commonwealth Bank, without affecting the note issue.

65, Changes have taken place, too, in the character of the note
issue reserve. Tt was originally established to ensure a supply of gold
to keep the Australian note convertible and to maintain an effective
gold standard. The legal requirement to hold a reserve was faith-
fully met even during the war period, when the gold standard had
been abandoned, for the gold reserve never dropped below 30 per
-cent. of the total note issue. When, in 1931, the legal minimum
reserve was temporarily reduced below 25 per cent., some of the gold'
was used to meet overseas obligations. The permission given in 1932
to hold the reserve in gold or English. sterling enabled the Bank to
decide how much gold it would hold for this purpose, and the present
funetion of the reserve, in relation to the note issue, is to set a legal
limit to its expansion,

THE BANKING SYSTEM 1901 TO 1936.
. TRADING, BANKS.

66. Since 1817, when the first Australian banlk, the Bank of
New South Wales, was founded, private trading banks, incorporated
by charter or by statute or under the Companies Aets, have earried
on the business of banking in various parts of Australin. Some of
these banks were incorporated and owned in Australia and others in
England, with head offices in London—a distinetion which has
remained important to. the present day. Awustralion banks adopted
the system of branch banking. There was no legal restriction imposed
upon the spread of banking, either within a State, or from one State
to another, although some banks confined their operations to one
State. Most of the banks possessed and exercised the right of issuing
notes. In this respeet they were subjeet to the conditions of their
charters or special acts and to the general law, but some provision
was generally made for the protection of wote holdexs,

67. In the 19th century the itrading banks experienced some
vieissitudes of fortune such as avose from various erises in the early
days, from the discovery of gold ip 1851, and from the troubles of
the late *sixties, but it was not until the erisis of 1893 that the banking'
system was involved in serious. difficnlties. The: preceding boom: was
associated with a large influx of capital on private account and with
wild speeulation in land, $o which some banks contributed. The
slump was associated with the collapse of tlic Jand boom, a serious
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decline: in export prices, and a falling-off in overseas lending accom-
panied by a. withdrawal from Australian banks of deposits owned
in the United Kingdom. . In New South Wales the Government
declared the notes of certain banks legal tender and guaranteed their
payment for a period of about six months. In Vietoria the
Government declared a moratorium of five days from the 1st to
5th May, 1898. The crisis was most severe in these two States.
Some banks remained open, but many suspended payment, Of those
which closed, a few coriparatively unimportant banks failed
altogether; but the majority re-opemed and subsequently reeon-
strueted. The period from 1893 to 1901 was one of slow and painful
recovery, and at Federation some of the reconstructed banks were
still working under their various schemes,

SaviNes Banks.

68. Savings banks were established very early in Australia. for
the encouragement of thrift. For example, Campbell’s Bank, the
first savings bank, was opened in New South Wales in 1819, in order
to remedy “the extravagance and improvidence which the paor
settlers, mechanies, and labourers of this Golony bave fallen into,
by reason, first of their having no cncouragement to save their
carnings, and secondly of their having no place of safe deposit
for those earnings ”, In 1833, this hank was teken over by the Savings
Bank of New South Wales, established by an Act of Parliament in
1832. In South Australia a savings bank was cstablished in 1848
“for the encouragement of frugality and that persons possessing
small sums of money beyond what they require for the supply of
their immediate wants, should be afforded an opportunity of deposit-
ing the sume on. good security to accumulate at interest”. A feature
of this Bank from its inception was that the whole profits of the
Bank, after deducting expenses and the sum set apart for the Security
Fund, were to- be appropriated to the payment of interest at a rate
decided from time to time by the Trustees. In other States, savings
banks were. established: The Commissioners’ Savings Banks .of
Victoria, which dated from 1842; the two Savings Banls of Tasmania,
the Launceston Bank for Savings, 1835, and the Hobart Savings
Bank, 1845; and the Queensland Savings Bank, 1865. Some of these
were government-owned and econtrolled, others were managed by
Boards of Trustees, over whose appointment governments. often
exercised some control, .

69. Another type of savings bank was the Post Office: Savmg.;s
Bank, fitst established by Western Australia in 1864, and l'ntex.- in
most of the other States: These were separate government institutions
except in South Australia where the Post Office Savings Bank was
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nierely an ageney for the Savings. Bank. In Vietoria the Post Office
Savings Bank, established in 1865, was absorbed, in 1897, by the
Commisstoners’ Savings Bank, which became known in 1912 as the
State Savings Bank of Victoria, In New South Wales a Post Office
Savings Bank was established in 1871

70. All these banks made steady progress, and emerged unseathed
from the Qisasters of the ’nineties. The Post Office Savings Bank
of New South Wales had, throughout its existence, been a. govern-
ment bank and its deposits, in 1893, showed an increase over those
of 1892. The Savings Bank of New South Wales neither sought nor,
received government assistance, but was able to méet all its
obligations, and its deposits fell only slightly. The Vietorian Govern-
ment guaranteed the Commissioners’ Savings. Banks of Vietoria and

the deposits were larger in 1893 than in 1892. In South Australia.

the' deposits of the Savings Bank in 1893 were greater than in any
previous year.

71. The cstablishment of the Commonweaslth Savings DBank
Department of the Commonvealth Bank in 1912, under the Act of
1913, led to considerable changes in the system of savings banks in
Australin. In the first place the Commoniwealth Savings Bank
deeided 10 use as its agent the Post Office, which had been transferred
from the States to the Commonwealth, and the Savings Banks of
the States could no longer carry on business through the Post Office.
They had to find other premises, and any savings bank previously

condueted through the Post Office which was not alrcady a branch

or agency of an existing savings bank, became the Savings Bank
of the State. The New South Wales Post Office Savings Bank had
become, in 1906, the Government Savings Bank. In 1914 this bank
absorbed the Savings Bank of New South Wales, which had been
established in 1832, In the next place the Commonwealth Savings

Bank began a process of absorption by taking over, in 1913, the
Savings Bank of Tasmania, and, in 1920; the Queensland Government.

Savings Bank., Various proposals were made from time fo time for
taking over other Savings Banks, but nothing came of tliem wuntil
the recent .depression, when two State Savings Banks, which found
themselves in difficulties, were absorbed by the Gommonwealth Savings

Bank, The first was the Western Australan Savings Bank, which.

was absorbed in November, 1931, In New South Wales, the Govern-
ment Savings Bank was forced to suspend. operations on 23rd April,

1931, It was. reconstructed and opened for the transaction of new

business in September, 1931, and was amalgamated with.the Common.
wealth Savings Bank as from 15th December, 1931.
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RURAL AND AGRICULTURAL BANKs.

72. These banks. were ereated to promote rural settlement and
development by affording to primary producers financial assistance, by
means of long-term loans, greater than is usually obtainable from
other Institutions, but their activities have been extended also in
other directions. There are two main types, those closely assoeiated
with Savings Banks and those established independently. The Credit
Foneier- Department of the State Savings Bank of Vietoria was
estublished in 1896 to give assistance to farmers. In New South
‘Wales,.an Advanees to Settlers Board was established in 1899, and its
activities were transferred, in 1906, to the Advance Department of
the Government Savings Bank. In 1920, the Rural Bank Department
of the Government Savings Bank was established to take over and
extend the seope of the operations of the Advance Department.” In
both States these .departments were under the control of the Com-
missioners of the Savings Bank, but the aceounts were kept separate
from those of the ordinary savings bank department. In 1931, when
the Government Savings Bank of New South Wales was amalgamated
with the Commonwealth Savings Bank, the Commonwealth Bank
took over the liabilities of the Rural Bank Department which was, in
1938, reconstituted by the State as the Rural Bank of New South
Wales. The other type is the bank specially created for the purpose.
Exawples of this type are the State Bank of South Axstralia, and the
Agricultural Banks of Tasmania, Western Australia and-Queensland.

78. In 1925, the Rural Credits Department of tlie Common-
wealth Bank was cstablished “to facilitate the marketing of primary
produce in an orderly manner ”. The department was authorized to
‘make advances for one year, upon the security of primary produce
placed under the legal control of the Commonwealth Bank, to the
Commonwealth. Bank or other banks, co-operative associations, and
corporate: or unincorporate bodies speeified by proclamation,

THE CoMMONWEALTE BANE OF AUSTRALIA,

. 4. By the Commonwealth Bank Act 1911, the Commonwenlih
Bunk was established as a trading bank and a savings bank in com-
petition with the existing trading and savings banks. During several
of the erises of the 19th eentury proposals had been made in Australia
for 2 public bank which should have sole power fo issue notes. After
Pederation, the iden of a Commonwealth Government Bank toak
form, and some held the view that. it should not only be a competitor
with the trading banks, but dlso in some sense a central reserve bank.
For itistance, the scheme adopted by the Brisbane conference of
the' Tabodr Party, in 1908, ineluded the provision “thdt the bank

“F.2581.2
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shall be a bank of reserve. for the deposit of reservés of the banking
companics operating in the Commonwealth”, But by ‘the time the
bill for the establishment of the bank.came before the Federal Parlia-
ment in 1911, the ides of & central reserve bank was: Iess. prominent,
and the sole power to issue notes, usually conferred upon a central
reserve bank, had already been vested in the Commonwenlth
Treasurer.

75. No Board of Directors was provided for the Bank, The
management was left in the hands of a Governor, appointed for a
period of seven years, who was not subjeet to political control.except
in some minor matters, The Governor appointed in 1911 was Mr.
(later Sir) Denison Miller, who was re-2ppointed jn 1918 for & further
period of seven yenrs, but died in office in 1923, -

754 The powers given to the Bank were the following:—

(a) To earry on the general business of banking;

(b) To acquire and hold land on any tehure;

{¢) To reccive money on deposit, either for a fixed term or on
current account; .

(@) To make advances by way of loan, overdraft or otherwise;

(e) To discount bills and drafts;

(f) To issue bills and drafts, and grant letlers of exredit;

(9) To deal in cxchanges, specie, bullion, gold-dust, éssayed
gold, and precious metals;

(k) To borrow money; and

(i) To do anything incidental to any of its powers.

76. The Commonwealth was made responsible for the payment
of all moneys due by the Bank. The capital of the Bank was fixed
at £1,000,000, to be raised by the issuc of debentures, and the Common-
wealth Treasury was authorized to make advances.to the Bank out
of Consolidated Revenue. Authority was also given for the-establigh-
ment of a Savings Bank Department.

77. The net profits were to be allocated as follows:— .

(¢) Half to the Bank Reserve Fund to be available for pay-
ment of any labilities of the Bank;

(b) Half to the Redemption Fund which might be used to
repay money advanced to the Bank by the Treasury, or
to redeem debeéntures and stock issued by the Bahk,. or
to redeem Commonwealth debts or State debts taken
over by the Commonwealth,.

78. On 15th July, 1912, the Act came into force by proclnmatmn,
and the Bank began' savings bank business, but did not commence
general bank business until 20th January, 1913. No- debentutes were

isgued, but, for the Bank's initial expenses, the Treasury made an-

$
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advanee of £10,000 which was quickly repaid. On the 20th January,
1913, when the aceounts of the Commonwealth Government were taken
over, that Government made deposits of £2,327,550. The Government
aceounts of Tasmanid and of Western Auatmlm were taken over
in 1914 those of South Australia in 1916, and those of Quecnsland
in 1920. The New South Wales Government does not bank with the
Coifimonweéulth Bank, and the Government of Vietoria divides its
accounts between seven trading banks.and the Commonwealth Bank.

79. The Commonwealth Bank Act 1914, gave the Bank power,
with the approval of the Treasurer, to take over the business of any
other corporation carrying on the business of banking., This Aet
authorized' the issue of an additional £9m. of capital, making £10m.
in all, but no action was taken under this authority, Debts due
to the Bank by any corporation carrying on the business of banking
were given the same priority as debts due to the Commonwealth,

80.. The Bank began its career shortly before the War, and the
arrangements. for war finanee increased the Bank’s power, developed
its financial technique, and enhanced its prestige. The Bank assisted
the Treasury in the flotation of Commonwealth loans in Australia.
Sinee the first few months of 1915, it has managed the Commonwealth
Inseribed Stoel Registries Tn Australia, and sinee 1916, in London.
In addition, the Bank. assisted in the financing of many war-time
pools and other marketing schemes for primary produets.

81, In the first twelve years of its existence, the net profits of
the Bank amounted to over £43m. Although it began with no eapital
it had the use of current deposits, from the Commonweaith and
from some of the State Governments, on which it paid no interest.
During the war, and for some years afterwards, these current deposits
were largely inereased by the balances of loans then floated. The
following table is. compiled from figures published by the Treasury
in the Commonwealth Gazette. It shows that from Mareh, 1916, to
December, 1920, inclusive, the quarterly balances in Australia, except
on five occasions, never fell below £10m. and often greatly exceeded

this amount.

TABLE.
COMMONWEALTH TREASURY BALANCES WITH COMMONWEALTH BANK.
£m. £m.
1015—March .. .6 1918—Mnreh . . o2
June ., .8 June . .. 18.8
September 3.0 Sepwmber . .. 27.8
December 8.1 December . .. 20.8
1916—Maroh .. 8.8 1919—March .. . . 27.8
June .. . 18.5. Juno . . .. 20.2
September 20.2 Septombet . .o 23.2
Dccember . 18,1 December . o107
1817~March . . 220 1020—March .. . . 1.9
une .. . 16.8 June . . .. 8.6
Soptembor 9.4 Saptombcr . .. 102
December 2.y December: . .. 6.0
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82. In 1920, a step was taken which prepared. the way for the

Commanwealth Bank to become 2 central reserve bank, It was then
deeided to remove the note issue from the control of the Treasurer.
A Note Issue Department of the Commonweslth Bank was established,
managed by a board of direclors ecomposed of the Governor of the
Bank who was ex-officio cliairman, an officer of the Commonwealth
Treasury, and two other dircetors. Its only funetion. was the control
of the nole issue, and the new department of the Bank was distinet
from all other departments, whieh still remained in the sole charge
uf the Governor.  The assets and, liabilities of the Commonwealth
Treasurer under the Australian Notes Aet were transferved. to the
Note lssue Department Reserves against the note isswe were still
requived to be gold coin of not less than one-fourth of the amount
of the notes issued, but the remaining assets of the- department might
be held (a) on deposit with any bank; or (b) in secutitics of the
United Iingdom, or of the Commonwealth, or of a Stale; or (¢) in
trade bills with a enrreney of not more than 120 days. The net
profits of the note issue were required to be paid into the Consolidated
Revenue of the Commonwealth, and ihe Act provided that in case of
emergency the control of the note issue might be transferred to the
Treasurer by proclamation, for the period and to the extent specified
in the proclamation.

83. In 1924, the Act was further amended with a view to providing
the legislative framework in which a central reserve bank could
operate. The amending Act made a radical alteration in the manage-
ment of the Bank by substituting control by a board for control
by a governor. Eight directors were provided for in the Bill, namely,
the Governor of the Bank, and the Seeretary to the Commonwealth
Treasury, two chosen for their knowledge of currency mgtters, and
four who were or had been associated with some form of commerce o
industry. During the progress of the Bill through Parliament, the

provision for two. “enrrency ¥ divectors was deleted, and the Act

provides that the Board shall consist of the Governor, who is the
chief executive officer, the Secrctary to the Treasury, and six others
“who are or have been actively engaged in agriculture, commerece,
finance or industry ™. It was further provided that these six divectors
should retire in rotation. The election of a chairman was left to the
members, and up to the present time the offices of governor and
chairman have not been combined, The Bonrd was given anthority to
appoint an executive commitice of any three directors to corry on the
business of the Bank between meetings of the Board, and this autliority
has been exercised. The Act provides also for a Board of Advice in
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London, but no board has been appointid. The Note Issue Depart-
ment was vetained, but its management was transferred to the Bank
Board, and the provision for the transfer of the note issue to the
Treasurer in case of emergency was repealed.

84, Under thie Act, authority was given to increasc the capital
of the Bank to £20m., but no action has been taken apast from the
transfer, s provided in the Aect, of £4m. from the Bank Reserve and
Redemption Funds to the Capital Fund. The net profits of the Bank,
apart from those of the Note Tssue Department, which still went to
the Treasury, were to be allocated as follows:—Half to the eredit of
the Bank Reserve Fund, and half to the National Debt Sinking Fund ~
on Cofmuionwealth account, The Act provided that after a date to
be proclaimed, the Board should fix and publish from time to time
the rates at which it would discount and rediscount bills of exchange,
but, up to the present, no date has been proelaimed. It was also
provided that from a date to be fixed by proclamation the banks
should setile their infer-bank balances by cheques drawn on the
Commonwealth Bapk, but there was no eompulsion on a banlk to keep
any partieular amount on deposit with the Commonwealth Bank, The
trading banks voluntarily opened accounts with the Commonwealth
Bank, and no proclamation under this power has been issued. The
Bourd' was given authority to issue Australian notes in exchange for
sterling or sterling securities lodged with the London branch of the
Bank, All banks were required to furnish fo: the Treasurer statisties
of quarterly averages of their Habilities and assets within' Aunstralia,
on a basis similar to that used previously in furnishing statisties to
State anthorities. '

85. By the Commonwoalth Bank (Rural Credits) Act 1925, it
was provided that 25 per cent. of the net annual profits of the Note
lssue Department should be paid into the Rural Credits Department,
until the amount paid reached £2,000,000, This amount was reached
in Septeinher, 1932, .

86. The Commonwealth Bank Act 1927, provided for the transfer
of the savings bank business to a separate institutiozi——the Common-
wealth Savings Bank of Australia—which was established by the
Act, Provision was made for its managenient by the Commonwealth
Bank Board until a commission. of three should be appointed upon a
resolution: of both Fouses of Parliament. No action has yet been
taken for the appointment of the commission, and the management
of the Savings Bahk reinafns with the Board of the Commonwealth
Banh. '
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THE SYSTEM IN OPERATION, 1901 ro 1936,
(a) Pre-War 1901 ro 1914,

87. From 1901 up to the outbreak of war in, 1914, eredit poliey
was in the hands of the trading banks, including the. Commonwealth
Bank from the time of its establisl t, Tl hout. the war period,
and for some time afterwards, eredit policy was considerably affected

by the Government’s methods of war finance. As the. influence of

war finance flisappeared in the post-war period, eredit poliey onee
more rested with the banks, This continued nntil 1929, for the
Commonwealth Bank canuot be said to have became in any real sense
a central bank before that year.

. 88. Throughout the greater part of the period 1901-1936, the
international reserves of the banking system were held largely by
the t.mding banls, partly in gold in Australia, and partly in gold or
sterling in London. In this respect there was little change until
1929, and, except for the periods 1914 to 1925 and after 1931, sterling
was cquivalent to gold.

89, thil 14th July, 1915, Australia was on a gold standard.
The meaning of this may best be illustrated by a simplified deseription
oi:.' the pre-war gold standard in England, and an indication of any
differences between it and the Australian gold standard,

90. In England, the monetary unit, the pound sterling, was '

legally equivalent to 113.1 grains of fine. gold, or 12327 grains of
standard gold. The weight of standard gold in a sovereigm was
128.27 grains, and an ounce of standard gold, therefore, was worth
£3 17s. 104d. Complete freedom was allowed, in dealing with gold,
There was no limit to the extent to which it, might be imported or
exported, coined or melted down, sold to or bought from the Bank
f’f England. Gold sovereigns and half-sovercigns were then current
in England, but this circulation was not essential to the gold standard

In order to maintain the gold standard it was necessary that holder;
of notes should be able to get gold for them at the official. rate so
that the value of the pound should not fall below its offleial value in
gold. Again it was neeessary that holders of gold should be able to
get notes for it at the official rate, so that the value.of the pound shonld
not rise above its official value in gold. The legal provision in itself
was not_enuugh to keep the value of the pound and the value of the
fixed weight of gold equal. Action was taken by the Bank of England
to ensure that the standard was effectively maintained. In ,then first,
plaeg; the Bank held a stock of gold sufficient to meet emeréencies

and in the next place the Bank took steps to avoid heavy \vithdrawal;
of gold or abnormal accretions. ’ o
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91, The other chief countries of the world were also on a gold
standard. The British sovereign contained 113.1 grains of fine gold,
and the American dollni-; for instance, contained 23.22 grains, A
sovereign was therefore equal in weight of fine gold to 4.866 dollars,
and this relation of their respective weighis was known as the gold
parity between them, and was the rate at which the pound sterling
normally cxchanged for dollars. Any serious departure from this
fate would make it profitable to ship gold from one country to another.
‘When, for example, the exchange rate moved so that the pound
sterling exchanged for more than 4.866 dollars, it might be profitable
to ‘buy' gold in the United States with dollars, and ship it to London
where it could be sold for pounds sterling. Conversely, when the
exchange rate moved in the other direction, it might be profitable to
ship gold from London to the United States. In either case, the
shipment of gold would only be profitable if the difference from the
gold parvity was at least enough to cover the cost of the fransport,
insuranee, and loss of interest involved. 'The rates above and below
gold parity at whieh it paid to ship gold were ealled the gold points.

'92, One cause of & drain of gold from England or of an influx
of gold to England, was a movement in English price levels in relation
to the priee levels of other gold standard countries. If, for example,
Inglish price levels moved upwards in relation to those of the United
States, foreign. purchases of the highly-priced English commodities
would tend to decline, and Englisk purchases of less highly-priced
American commodities would increase. This would mean g greater
demand for dollars, and unless it were offset, for example, by
American investors wishing to invest funds in England, the exchange
rate would fall below 4.866, and, if it fell far enough, gold would be
exported from England. Conversely, if prices moved far enough in
the other direction the exchange rate would rise, and gold wounld he
imported into England,

93, The Bank of England had developed a technique of eredit
contraction and expansion which enabled it to keep England on the
gold standard.. The guide followed was the movement in the exchange
rate. If, for example, the sterling-dollar rate went to the gold export
point, and a drain of gold was threatened, the Bank endesvoured to
check it by initiating & credit contrdetion, This was ususlly brought
about by raising the Bank rate, ie., the minimum rate at which the
Bank was. prepared to discount first class bills of exchange, The
Bank sometimes supplemented this action by the sale of securities
on the open market. The result of such measures was a rise in interest
rates, becanse the banks were accustomed to follow the lead of the
Bank of England; a restriction of credit; and a tendency for prices
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to fall. The higher interest rates tended to encoum;,e foreign invest-
ment in England, and uny fall in prices to dlscoxuage 1mports the
demand for sterling increased, and the rate moved towards parity.
Tf there were an influx of gold the Bank mlglxt lower the Bank raie,
and, if necessary, purchase securities; leading to a fall in. interest.
rates, an expansion of credit, a rise in prices, and a movement of the
cxchange rate back towards parity,

94. The Australian pre-war gold standard was elfectnely main
tained by somewhat different methods, The Augtralian pound was
legally cquivalent to 123.27 grains of standard gold, as was sterling.
The Australian sovereign was identical in weight and fineness with
the English sovereign, so that the normal rate of exchange hetween
the two currencies was parvity. Trading bank npotes, Queensland
‘Treasury notes, and, after 1910, Australian notes; cireulated alongside
the gold coinage, into which they were freely convertible. There. was
no restrietion upon the export or the import of gold, nor was there
any limit to the amount of gold which any one could sell to an
Australian Mint at the fixed price of £3 17s. 103d. per ounce standard
(ie, 11/12ths fine). Any one who deposited gold at the Mint, in
amounts of not less than 1,000 ozs., could have it minted there, subyect
to the charges for assaying, reﬁmng and minting. There was a
regular export of gold produced and very little import. No. gold
points wore formally recognized, but the cost of shipping gold was
generally from 80s. to 85s. per cent. There was, howéver, no central
bank to take action as the Bank of England did, and Austraimn banks
had developed their own method of maintaining the gold standard,
giving parity of exchange with England and corresponding rates.
with other gold standard countries.

95. Until the depression, the Australian pmmd and the English
pound were generally regarded as identical. In exchange transactions,
English sterling was quoted at a premium or a discount, Foxr example,
the quotation “Sydney on London. Buying 5s. per cont. discount.
Selling 13 per eent. premium”, mesnt that an Australian’ bank
would buy from a customer £100 sterling for £99' 155, in Australian
eurrency, and would sell to a customer £100 sterling for £100 15s.
in Australian currency. The difference of £1 was the bank’s chatge
on the two transactions. This method of quotation serves to illustrate
the faet that pavity with sterliny was vegarded as normal. No
permanent or serious disparity between Australian currency and
British currency appears to have been eonsidered possible. The
sterling exchange rate was in some mensure controlled: by common
action on the part of the banks, and was not determined: in: 8 com-
pletely free market. Had it been so-determined, the rate must have:
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been moie responsive to movements in London funds, as the overseas
balanees of the Australian banks are usually called, If, for example,
the value of exports had risen, the greater supply of London funds
would: have tended to force sterling to a discount. Conversely, a fall
mvalue would have tended to foree sterling to a premium, To prevent
such movements of the exebange rate, it was essential that the banks
should continue to buy or sell sterling in unlimited! quantities at the
ruling rafes. In order to do this the banks had to allow their London
funds to fall when sterling was tending to a premium, and, con-
versely, to rise when sterling was tending to a discount. So long as
the banks held sufficient funds in London, and were willing to permit
these fluctuations, they could control the exchange market. = The
banks had; in fact, developed a technique which enabled “them, in
normal periods, to maintain adequate funds in London to control the
exchange rate, and Australia was thus kept on a gold standard, with-
out special shipments of gold to and from Australia, sueh as are
usually associated with a gold standard.

96. Current Australian banking practice is to pay aftention to
the ratio of cash to deposits, the ratio of liquid resources to total
liabilities to the public, and the ratio of advances to deposits. There
is no general agreement as to the order of importance of these ratios,
and there is some difference of practice as to what is regarded as cash.
While Australia was on a gold standard, cash ineluded ecoin, bullion.
and Australian notes. Some banks included money at short call in
Liondon, and others did not, just as some now include: Commonwealth
treasury-bills and others. do not. Liguid resources included cash,
British treasury-bills, money at short call and bills receivable in
London, British government securities, and Australian government
securities. Lvery bank had its own opinion as to what were satisfac-
tory ratios from the point of view of profit and liquidity, and shaped
its poliey accordingly. These ratios were never rigidly adhered to
by the banks. On the contrary, they were prepared to let the ratios
alfer within wide limits, But.in the long run, every bank endeavoured
10 keep its ratios within fairly well defined limits.

97. In order to meet seasonal requirements, the banks accumu-
lated large sums in London during the export season, and allowed
them to decling gradually during the remainder of the year. From
the point of view of a single bank, an inerease in its London funds
over its normal holding, without a corresponding decrease in Aus-
tralian funds, tended to improve its Hquid ratio, and therefore its
power 1o lend; conversely, a decrease in its London funds without
a corresponding increase in Australian funds, tended fo reduce its
power to lend. If one bank found that its holdings of Tiondon funds
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were teo large, or too small, it adjusted the position by selling to, or

buying from, other banks through exchange brokers. In either case,

its liquid resources would remain unchanged in amount,

98, For the banks. as a whole, of course, it. was not possible to.

meet the position. in this way. A. general increase in London: funds,
without a corresponding decrease in Australian funds, meant a
general increase in the liquid resources of the system. Since no one
bank know accurately the amount. of any holdings of London funds
exeept its own, it. could not be certain as to. the extent of the
increase in London funds, but it would be a matter of common
knowledge, for example, that export values.had inereased. In these
circuimstances, genervally speaking, the banks, finding their liguid
resourees® inereased,, were in a position to lend more. Conversely,
when Tondon funds. decreased without a corresponding increase in
Australian funds, they were inclined to lend less. ‘Whenever xeceipts

from exports were high, or government overseas borrowing inereased,,

or imports fell off, the liqmd resources of the system tended to vise,
and an cxpansion of eredit could be cxpected, Whenever receipts
from exports were reduced, or government overseas bofm\‘ving
slackened, or imports rose, the liguid resources of the system tended
to fall, and a contraction of eredit could be expected.

99, If the banks were in such a. position that their eash ratios,
liquid ratios, and ratios of advances to deposits weve satisfactory,
and & net inerease or decrease in London funds altered them, the
steps taken by the banks would restore the ratios and lead to the
necessary adjustments in London funds. When, for example, the
course of export values inereased the London funds of the banks, it
simultancously increased the Australian deposits, or redueed the
advances, of those eustomers from whom the banks had bought export
bills. The first effect of this was that the ratios. of advances to.
deposits would fall, and the ratios. of cash to deposits and liquid
assets to liabilities would rise. If this change in the ratios were large
enough the banks would be prepared to increase their advanees, thus
raising the advance-deposit ratios. Any increase in advances would
tend to inerease deposits. Cash ratios and liguid ratios would then
£all.  Further, the expansion of credit in this way would tend fo
ineredse the aggregate money income of Australia and to stimulate
imports, which would in due course reduce London funds. Con-
versely, a net decrease in Liondon funds leading to a change in- the
ratios would. generally result in a restriction of adyanees, which would
tend to restore Liondon, funds through a decline in imports..

100. In this way the Australian banks met the strain imposed on
the stability of the exchange rate by movements in London funds, and
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maintained parity between English and Australian eurrency. So
suceessful were they that up to 1915, and from 1925 to 1928, there
were only very small movements in the rate. Even during the period
1915-to. 1925, when Australia. and England were both off gold, sterling
was hever at a greater discount than £3 10s, per cent., nor at a greater
premium than £2 10s, per cent. There was, however, no exact relation
between an inerease or decrease in London funds; and an expansion
or contraction of eredit in Australia, The banks had no means of
estimating accurately how the demand for imports would respond to
thé expansion ov contraction of credit. At times it might happen,
in the case 6f an eéxpansion, that the cffeets upon imports would be
to reduce Liondon funds to a level lower than was convenient; at
other times a contraction might have the opposite effect. In either
case the movement in Dondon funds would serve again as an indicator
to the banks.

(5) War-mime, 1914 ro 1920,

101. During the war Australia abandoned the gold standard and
adopted many financial measures which caused alterations in the
monetary and banking system. In July, 1915, the export of gold
from Australia without the consent of the Treasury was forbidden
by proclamation. It was not found necessary to pass any legislation
giving further power to the Treasury to-control the use and disposal
of gold. All through the war period, and indeed until the end of
1929, the Australian note was legally convertible into gold, and there
was no legal limitation on the freedom to deal with gold other than
the prohibition of export from 1915 to 1925. But the Tréasury
did not exchange gold for notes, and the Australian note became
in practice inconvertible. The banks ceased to cash cheques in gold,
and undertook not to present notes to. the Treasury for gold. The
general public was vefused gold except in small amounts. The
Mints, however; adhered to the practice of buying any gold offered at
£3 17s. 103d. per ounce standard, and of issuing sovereigns to any one
who- deposited 1,000 ounces or more of gold. In fact, the right to get
sovereigns was exercised only by the banks.

102. The measures of war-time finanee helped to produce an
expansion of credit from 1914 to 1920, which was accompanied by
rising prices. The main features of these monetary ehanges were that
nétes were substituted for gold held by the publiec and by the banks,
that additional notes' were issued and lent to Governments and to
banks, and that banks were given the right to get further notes under
certain conditions. Much of the gold held by the public eame to
the ‘banks and wa$ not paid out again. Immediately upon the out-
break of war the banks voluntarily brought large sims of ‘gold to
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the I'reasury to exchange for notes. In.Oectober, 1914, the Ireasury
arranged that the banks should surrender 10,000,000, sovereigns in
exchange for notes. In September, 1916, tbe banks agreed to pronde
in exchange for notes a further 5, 000 ,000 sovereigns for. export,
The stoeks of gold accumulated by the Commonwculth Treasmy raised
the note reserve from £4.Im. in June, 1914, to £17.7m: in 1918, and
to £24.3m. in 1919. These exchanges of gold for notes did not alter
the volume of legal tender ewmrreney. The notes issued merely
replaced the sovereigns withdrawn from circulation.  But the
inereased gold holdings of the Treasury made possxble & congiderable
inerease in the volume of legal tender eurrency within the limits of
the note reserve requirements,

103. The legal power to issue additional notes backed by this
additional goid was. used very early by the Treasury, In October,
1914, the Commonwealth Government agreed to lend to five of the
States (excluding Quecnsland) £18m. for public works, on condition
that they would not raise new loans. for a year. In order to make
the loan the Treasury inereased the note issue by £18m. Subis¢queéntly,
further sums amoeunting in 4dll to £4m. were similarly lent to the
States. The exchange of gold for notes did not directly afféet the
cash position of the banks; but the expenditure of the lean money
by the States increased, sooner or later, both the deposits and -cash
resources of the banks, and raised the ratios of cash to deposits.
The note issue jumped from £9.6m. on 30th June, 1914, o £32.1m. on
30th June, 1915,

104. A more direet, but in the result a less importaut, means
of inereasing the-cash resources of the banks was the grant of rights
to obtain notes from the Treasury. In Oectober,. 1914, the Govern-
ment gave to the banks the right to get £3 in notes.for every sovereign
presented by the banks at the Treasury. Two-thirds. of the amount of
the notes so issued were treated-as a loan to the banks, which were
required to pay interest at the rate of 4 per.cent. per annum, and to
repay the. prineipal not later than twelve months after the end of
the war. Similar rights were given to the banks when they handed
over 5,000,000 sovereigns for export in Sepmmber, 1914. In 1919
the hanks advanced up to £6m. to provide cash in lieu of 53 per cent.
war gratuity bonds for special classes of recipients. For this service
the banks were entitled to obtain advanees gt the same rate from the
Treasury up fo the total amount provided. The 1920.21 harvest was
financed by the banks in thé four wheat-growing States by advanees
at 6 per cent. interest. Every bank which made such an advance had.
the right to borrow at 53 per éent. from the Treasm'y up to the full

amount outstanding. R .

»
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. 105..Another method of finance was the arrangement made for
the war and peace loans raised in Australia from April, 1918, to
September, 1920. The plan as applied to the sixth war loan was as
follows. In order to enable their customers to subscribe to the
war loan, the banks agreed to offer overdrafts up to 90 per cent. of
the subscriptions, the rate of interest on the overdrafts to be 4 per
cont. per annum.. As the war loan carried interest at 43 or 5 per
cent., the conditions of the overdraft proposal were attraetive. On
its part the Treasury undertook to make to any bank a loan of notes,
if nieeded, up to the amount of overdrafts granted to customers and
still outstanding. 'The interest to be paid by the banks for these loans
was fixed at 8 per cent. Similar arrangements with different rates
of interest applied to the other Joans, The extent to which the banks
made use of these varvious facilities may be gauged from the fact
that up to December, 1920, the sum of £12.04m. had been advaneed in
notes by the Treasury to the banks, of whieh £6.97m. had ‘been
repaid.

106, In these ways, during the war period and for some time
afterwards, the effect of movements in London funds on the expan-
sion and contraction of eredit in Australia was outweighed by
governmental action which increased the volume of the cash resources
of the banks and enabled an cxpansion of credit to take place. This
in turn was followed by a rise in prices, During the whole of the
war period, and even later, the additional notes issued were backed
by gold fo considerably more than one-fourth of their value, but this
did not prevent a fall in the purchasing power of money in Australia.
A strain on London funds, due to overseas expenses of war, was
pwveqted by borrowing abroad and by the high prices of exports,

(e} Posr-war 1920 zo 1929,

107. The Board of Direetors of the Note Issue Department, or the
Notes Board as it was commonly ealled, took over control of the
note issud in December, 1920, and aimed at preparing the-way for
a return to gold as soon s circumstances permitted. At the time
when_ the Board assumed control the note circulation was £55.24m.,
and by December, 1923, it had fallen. by £3m, The Board had
assumed the liability of the Treasury to make notes available to. the
banks under 4he various agresments. No rights were eancelled by
thq‘Board, but some. expired by efftuxion of time. As wheat and other
temporary advances were liquidated, the banks repaid advances to
the Board and the proceeds were 'available to reduce the note
cireylation. To assist in financing exports the Board offered the
banks .advances-to the extent of £3m. in 1922-23, £3m. in 1923-24
and £5m: in 1924-25, but- only very small advances were ‘actually
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made. The rights under the war gratuity arrangements would' have
expired in May, 1924, when approximately £4m. in notes had to- be
paid to the banks. in consideration of amounts provided by them.
The Notes Board, however, anticipated this pdymerit and issued the
notes two or three months emrlier, causing a rise of some £4m. in
the note issue. The net effect on the note issug, of all these trans-
actions, was that when the Notes Board was transferred to the control
of the Commonyealth Baitk Board in Octobet, 1924, the note issue
stood at £56.89m. ’

108, A recession in trade began in 1920, and this was accom-
panied by exchange and eurrency troubles. Those who were expect-
ing a revival of trade had placed arders. overseas for large guantities
of goods, and these, with many' orders placed in London before the
end of the war, were unexpectedly filled. Tmports, which had been
£102m. in 1918-19, and £99m, in 1919-20, inereased to £164m. in
1920-21. London funds were reduced, sterling went to a premium,
credit was contracted, and imports deereased.

109, In 1924 further exchange and curreney troubles arose.
Owing to large publie borrowing abroad, the investment of overseas
capital in new indusiries in Australia, an influx of capital brought
by immigrants, and the aceumulation in London of Bawra profits
for remittance to- Australia, the 1920-21 position was reversed. There
was a great inerease in Liondon funds, the exchange rate was altered,
and: sterling was quoted at a discount .amounting in QOctober to a.
maxintum of 3% per cent. Tt was commonly stated that “money
could not be transferred ” from London to Australia, The fact was
that sterling could have exchanged ‘for Australian currency if
only the discount had heen allowed to increase sufficiently.  The-
banks, however, did not take this course. In May, 1924, they asked
the Notes Board to issue notes sceured by gold, cash balanees in
London, or approved British Government seenrities, The. Board
oftered to do this with a limit of £3m., subsequently raised to £5m.
The banks were oppoesed to any such limitation and negotiations
continued. In August, 1924, the banks complained' of a shortage
of eurrency, but, the Board denied the shortage, and asserted that
there was.no evidence to support the banks” contention. In October,
1924, when the Commonwealth Bank took over the noté issue, it was
empowered to issue notes, if nécessary, against the seeurity of London
funds. The Bank Board offered to issue notes up to £15m. on
condition that interest was paid at the Bank of Bngland rate, that
75 per cent. of the advances should be repaid by 81st August, 1925,
and the remaining 25 per cent. at a date to be fized by further
negotiations. Under this-arrangement ddvances' were made by ‘the

»,
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General Banking Department of the Conunonwealth Bank without
any increase in the note issue. The maximum amount of advances
outstanding at any time was £2.8m., and all the advances were repaid
by June, 1925. The trading banks also converted some of their
London funds into Australien fands by importing approximately
£10.5m. in gold between February and May, 1925, This may have
been. done because the banks thought the gold would serve as eash

.if notes could only be ubtained ia the form of a temporary advance

on conditions; or it may have been o means of replenishing their
gold stock in view of the expec.ed return of Australia to a gold
standard.

110. On 30th April, 1925, Australia, along with Great Britein
and' New Zealand, returned to a gold standard, snd the exchange
rvate moved to parity with sterling, The new gold standard estab-
lished in England differed in one respect from the pre-war standard,
From thig time.gold eould only be obtained from the Bank of England
in the form of bars of not less than 400 fine ounces at the fixed price
of £3- 17s, 103d. per ounce standard. Gold coins, too, which had
practically disappeared in war time, remained out of cireulation.
The new gold standard established in Australia was similar to the
old exeept in one important respeet. The prohibition of the export
of gold was withdvawn; but, although the Austrglian note still bore
on it§ face the promise of the Treasurer to redeem it in gold coin
an -demand, in practice it remained inconvertible. The Mints were
still prepared to buy gold at the fixed price, and to issue sovereigns
to any one who deposited 1,000 ounces or move of gold. Indeed, this
practice was only abandoned in September, 1931, when the Mints
ceased to mint gold ecins.

111. The period 1919 to 1929 was on the whoele one of rising
industrial acti\'rity, which reached its peak in 1927. Many indexes
show the growth of this activity. Over the period factory employ-
ment substantially increased. Unemployment, as measured by the
Commonvwealth Statistician’s figures, reached the lowest post-war
figure at the end of 1926, although it had risen sharply again by
the middle of 1928. Share prices by 1928 had risen to a. level
50 per cent. above the depressed level of 1921-22. Frem 1919 to
1928 export prices fluctuated, but the average was some 50 per cent.
above pre-war prices. Imports and exports both rose in value. For
the five years 1919-20 to 1923-24, imports of merchandise averaged
£128m. and exports £125m. annnally. For the next five years 1994.25
to 1928:29, imports averaged £150m. and exports £141m. annually.
Public borrowing, both overscas and internal, continued on a scale
only slightly less than that of war.time borrowing. In the ten years
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befween 30th June, 1919, and 30th June, 1929, the net addition to
overseas public debt was £225m,, and to. internal debt £178m. The
greater part of these sums was spent by Awustralian Governments on
publie works, There are no figures available whick show how many
people were dependent for their livelihood upon this expenditure.
But, as the anmual average of loans raiséd at home and abroad was
approximately £40m., employment dependent upon public works
finnneed by loans must have been considerable.

112, The deposits of the trading banks vose steadily from
£193.4m., in the June quarter of 1919, to.£302.3m. in the June quarter
of 1929. This increase oceurred mainly in fixed deposits, which rose
from £104.5m. in 1919 to £192.1m. in 1929. Cuwrrent deposits, which
were £88.9m. in 1919, jumped to £114.8m. in 1920, .and thereatter
remained fairly eonstant, being £110.2m. in 1929.  There was an
inerense in the trading bank advances from £161.8m. in the June
quarter of 1919 to.£267.8m. in the June quarter of 1929, about equal
to the inerease in total deposits. The note issue Eell from: £56m.
towards the end of 1925 to £44m, in June, 1928, and £42m. in June,
1929. It might appear from these figures that the volume of currency.
had greatly decreased, and that, with the expansion: of bank -deposits
during the period, the banks’ eash position. in Australin had
deteriorated: But, after 1024, the note issue oceupied a.less significant
position. in the monetary system, and deposits held by the trading
banks with the Commonwealth Bank increased in importance. After
the passing of the Commonwenlth Bank Aot 1924, the trading banks
began to settls their clearings through their nceounts at the Common-
wealth Bank. The banks had previously condueted these clearings,
after they had ceased to use gold for the purpose, chiefly by means
of £1,000 notes. After 1924, these notes were largely replaced by
deposits with the Commonwealth Bank, which retired the notes by
exhanging them for seeurities held in the Note Tssue Department..
In this way, between June, 1924, and June, 1928, the issuc of £1,000
notes decreased from £21m. to £7m., a fall of £14m., which was rather
more than the total decrease in the note issue between these dates.
One result of this process, as of any other which involves a transfer
of seeurities from the Note Issue Department to the General Banking
Department, was to decrease the revenve of the former and to inerease
the revenue of the latter:

113. In the period 1925 to 1929, industrial activity in Australia
was stimulated by. high export priees and heavy overseas borrowing.
Neither of these two influences could be relied on to continue
indefinitely at the same strength, and somie recession was to -be
expected when they weakened. This point of view was emphasized by
some observers, but few forcsaw the imminence of depression, and

¥
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still fewer contemplated that its severity would be aceentuated by a
world-wide slump. It has sometimes been elaimed that thé Australian
banks, foresceing the depression, issued general warnings to the
public, There is little substance in this claim, for the warnings
regulindy given in the annual speeches of chairmen of some trading
banks amounted to. little more than protests against exeessive publie
borrowing and governmental extravagance.
(@) Derression anp Rucovery, 1929 To 1936,

134, The onset of the depression was marked by the complete
cessation in Junuary, 1929, of long-terns government borrowing from
abropd, and by a decline in the prices of Australian exports,
beginning in the middle of 1928, and beeoming rapid from the early
part of 1929.  These changes resulted in a severe drain on London
funds. The value of exports of merchandise (cxeluding gold) fell
by £40.3 sterling between 1928-29 and 1929-30, but the value of importy
fell by no more than £12.5m. sterling, turning an excess of imports
off £5:6m, sterling into an excess of imports of £33.4m, sterling. Over-
seas interest on public debt, including local government debt,
amounted 1o about £28m. sterling. Great diffienlty was found in
meeling this obligation, and drastie sieps had to be taken to provide
the funds medessary (o meet the interest and to pay for imports. In
October. 1929, and again in April, 1930, the Commonwealth Govern-
ment. with a view to reducing imports, imposed prohibitions upon a
number of hmports, and raised the duties on a still greater number;
and in July, 1930, a primage duty of 2% per cent. was imposed on
all imports, Gold was mobilized and exported, £27.7m. in 1929-30
and: £13m, in 1930-31, drawn mainly from the cash reserves of the
banking system. This process was facilitated by the Aect of 1929
which enabled the Commonwealth Bank to acquire gold from any
holder; by the Aet of 1931 which temporarily reduced the note issue
reserve; and by the Aet of 1932 which allowed the Commonwealth
Bank 1o hold the reserve in sterling. Other measures were directed
towards securing funds in London for government needs, including
repayment of overdrafts. Although long-term lending had ceased,
the Govermuents were able to arrange for short-term loans, ineluding
overdrafts, in London amounting at 30th June, 1931, to £38m.
sterling. . .

115, Towards the end of 1929, the exchange rate with sterling
had risen above the gold export point, and Australia. had definitely
left the gold standard. Throughout the whole of 1930, persisteznt
efforts were made to keep the rate as near as possible to par with
sterling. Trading banks were prepared to sell Londop funds to their
customers ai a rate somewhat higher than par, but in the effort to-
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preserve the rate they rationed exchange. In deciding what amounts
they would ‘sell to importers, they paid some attention to the kind
of imports which the funds were to purchase, but for the most part
they exercised a general restriction, and allowed the importer to
decide how to use the limited supply. In August, 1930, in order to
ensure that the requirements of governments and local government
bodies for the payment of overseas interest would be.met, a voluntary
exchange mobilization pool was established by agreement between the
governments, the Commonwealth Bank, and the trading banks. For
this purpose each trading bank undertook to hand over month by
month to the Commonwealth Banlk, at slightly less than the published
rate, a proportion of its gross cash receipts in London. The Com-
monwealth Bank also ‘contributed to ‘the pool on the same basis as
the trading banks. The amount agreed to be provided was originally
£3m, sterling a month, but as overseas interest declined'it was reduced,
and now amounts to £2.4m. per month. In the first week of each
month, trading banks contributing to the pool inform the Common-
wealth Bank of the amount of their gross receipts in London for the
previous. month. On this information the quota for each bank for
the month is determined. .

116, Notwithstanding all these measures, it was found impossible
to hold the sterling exchanpge rate, which had moved by slow stages
from 101.6 at the end of 1929, to 108.5 in Oectober, 1930. There was
great reluctance on 2ll sides to admit that the Australian pound was
not identical with the English pound. All the force of tradition
was behind the view that the two currency units were one. The
Governments were anxious, too, that no serious disparity between the
two pounds should arise, because a higher rate of exchange meant,
iminediately at least, higher taxation to meet overseas interest. It
seemed to many people that any serious depreciation of Australian
currency as compared with sterling, would lead direetly to uneon-
trollable inflation and preeipitate a flight of capital, of which there
was alveady some evidence. In October, 1930, an alteration in the
method of quoting the exchange rate emphasized the fact that the
twe curreney units were not identical. Sterling was no longer quoted
at a premium or at a discount, but the price of £100 sterling was

quoted in terms of Australian pounds, For example, instead of

yuoting, “ Buying 8} per cent. premium, selling 9 per cent. premium »,
banks quoted “Exchange on Liondon on the basis of £100 London:
Buying £108 10s,, selling £109 ”,

117. Exchange rationing. was, in effect, an attempt to control both
the price and the quantity of the commodity sold, which in this case
was sterling. A bank which rationed exchange was willing to seli
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only a'limited quantity to a customer at a fixed price and eustomers
who offered higher prices were necessarily refused. Tt beeame clear
towards the end of 1930 that the banks controlled a deereasing propor
tion of the total sierling ofiered. Exporters who had been paid in
sterling found that they could get a better price than the banks
were offering by selling it to importers, who were unable fo get from

,the banks all that they wanted Tn these cireumstaneces, opportunity

arose for exchange operators, outside the banks, to act as middlemen
between exporters and importers, and to make a free market for
sterling outside that controlled by the banks. Exchange rationing
broke down because of the inlerent diffieulty when the monopoly of
supply is not possessed by those who attempt to ration.

118. In' December, 1930, when the banks' buying rate for £100
storling was £108 10s, Australian, the outside market was offering
#110 Australian. The disparity between the two priees. inereased
in the early part of January, 1931, when the outside market rate was
#£116. Australian, On 6th January, the Bank of New South Wales
altered its rate to £115 Australian, the other banks followed suit, and
the outside market rose.still higher. The banks then vigorously
competed with the outside market by raising the official rate within
three weeks to £118, £125, and, on 20th January, to £130. The outside
market then beecame quiescent, and the last rate remaingd unehanged
until. December, 1981,

119: In October and November, 1931, it looked as if the rate might
come nearer to the old parity. Export prices then were higher than
they had been since the middle of 1930. Tmports of merchandise
had been eut in half, falling from £130.8m. sterling in 1929-30 to
£60.6m. sterling in 1930-31. Exports of merchandise had only fallen
from £37.4m. sterling to £76.3m. sterling, and an excess of imports
of £33.4m. sterling had been converted info an excess of exports
of £15.7m. sterling. London funds of the trading banks were
accumulating at a season when, for the past fwo years, they had
shown a tendency to decline. There was some expectation that Eng-
land’s departure from gold in September would be followed by a
downward movement in the Australia-London exchange rate. Tn
November, 1931, for example, the outside market was quoting £127
as compared with the offieial rate of £130, and forward exchange was
being quoted at £126. At the end of the month the outside market
rate had fallen to £125 5s. In these cireumstances, some of the
trading banks began to fear that the official rate might fall and
involve ‘them in loss,

120, A conference was held in Sydney on 23rd November, 1931,
between the general managers of the trading banks and the Chairman
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and the Governor of the Commonwealth Bank. The Commonwealth
Bank tabled proposals of which the following were the prineipal:—
“(1) The Commonwealth Bank, in conjumetion with the
' trading banks, is prepared to maintain the presont tele-
graphic {ransfer carded rates, and will not depart from
this arrangement without notifieation and' consultation

with the trading banks;”

“(2) The undertaking of the Commonwealth Bank in respect )

of number (1) is conditional upon all of the trading
banks jointly entering into. the same arrangement with
the Commonweslth Bank?;

“(5) The Commonwealth Bank will undertake to. continue to
buy exchange from its regular trade custoners at earded
rates conditionally upon the trading banks agreeing io
the same conditions ”.

After discussion, the trading banks were unwilling to aceept Clause
No. 5 as it stood, and it was deeided that the following amendment
should be submitted to-the Commonwealth Bank Board at its meeting
on Ist December, 1931:— .

“(5) The Commonwealth Bank will undertake to buy and
sell exchange from its regular customers including the
trading banks at carded rates conditionally upon the
trading' banks agrecing to buy and sell all exchange
offered to them at carded rates .

121. The Board, however, at its meeting, rejected the amendment
of its proposals and the original offer lapsed. On the following day,
the Board announced “that the Commonwealth Bank will buy from
the gencral publie without restrictions and from the banks con-
ditionally upon the banks furnishing all returns required by the
Commonwealth Bank any surplus of Liondon funds over the amount
held by them on 30th November, 1931, at rates to be fixed by the
Commonwealth Bank from time to time ”. The undertaking to pur-
chase the surplus Tiondon funds of the trading banks still exists
although the basis for caleulating the surplus was later changed to the
amount held on 3lst August, 1932, At the same time the Board
announced: that it was prepared o buy exchiasnge on London at the
rate. of £125 Australian for £100: London, and: to. sell at the rate
of £125 10s. Australian. for £100 London, Some at least of the
trading -banks were surprised. by this step. Had the modified pro-
posals proved aceeptable to the Bank Board, no-alteration in the rate
would: have been made “without notification and consultation with
the trading banks *. The Bank Board claimed that its proposals were
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merely tentative, and took the view that the clauses were interdepen-
dent, and that, since elause 5 had not been accepted as originally
drawn, the other elauses did not operate. The rates established on
2nd December, 1931, have remained unchanged up to the present.
Before that dale the usual practice had been for the exchange rate to
be determined by the banks in cobsultation, and the rate fixed
continued to apply until a change was announced. Sinee that date
the Commonwealth Bank has aunounced the rate every PFriday
without consulting the trading banks,

122, The middle of 1932 is usually recognized to have been the
period of deepest depression in Australia. Export prices began to
vise in May, 1933, and, although there was another serious decline
in 1934, the tendency sinee the beginning of 1935 has been upwards.
These'movements have been reflected in exports of merchandise, which
rose from the lowest depression figure of £75.2m. sterling in 1931-32
to-an annual average of £83.2m. for the next three years. Imports
vose from their lowest figure of £44.0m. sterling in 1931-32 to an
annual average of £62.9m. sterling for the next three years, giving
an average gnnual surplus of exports of £20,3m. sterling, The. most
rigid item in the balanee of payments, namely, interest on overseas
debt, was reduced by the suspension of payments of war debt and by
the. conversion of overseas debt at lower rates. of interest. The
corrective measures taken, and the rise in export prices, have helped
to make the problem of the balance of payments no longer acute,
although the fluctnation. of London funds has at times cansed some
uneasiness.

128. The course of the depression disloeated publie ﬁn'unuc, and
led to measuves which produced important effeets upon the monetary
and banking system. The fall in the incomes of exportevs, the
eessation of public works financed from long-term overseas borrowing,
and the conseguent decline of other incomes, led to a serious reduction

_of national income. With prices falling rapidly it was diffieult to

adjust costs, and business depression and growing unemployment
added to-the difficulties of the Governments. Revenues fell with the
decline. in national income, but expenditure conld not easily be
reduced. Bome of the more rigid items of the Budgets were those sink-
ing fund contributions which since 1928 have been constitutionally
binding on the Governments, and overseas interest payments. Tn
addition, new responsibilities had to be undertaken by Governments
such as relief of uncmployment. As a resnlt, the combined deficits
of the Commonwealth and Siate Governments greatly inereased
between 1929-30 and 1930-31.
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124, The situation was met by increases in taxation, reduced

expenditure, and by external and internal borrowing. Between Junc,

1929, and ‘June, 1981, although several internal loans were floated
for conversion purposes, only £1%m. of new money was raised by
long-term loans. In these circumstanecs, recourse was had to short-
term borrowing from the banks both in Australia and in London.
On 2nd April, 1981, the Conimomwealth Bank advised the Loan
Council that a. point was being approached beyond which it ‘would
be impossible for the Bank to- provide further financial assistance for
the Governments. At that date advances on' treasury-bills made to
the Governments by the Commonwealth Bank were £25m. in London
and £23m. in Australia. It was estimated that the: combined deficits
of the Commonwealth and the States would' amount to £31m. in 1930-31
and £41m, in 1931-82. After a series of conferences, the Common-
wealth and the State Governments unanimously adopted, in June,
1981, the Premiers’ Plan. It was expected that the adoption of the
Plan would eliminate deficits within a few years, and borrowing
by treasury-bills or otherwise was approved as a method of finaneing
them in the meantime. C

125, Treasury-bills are three-month promissory motes issued
through the Commoniealth Bank by tie Commonwealth Govermnent
on account of itself and State Governments. In Australia there -has
never been any system eifher of' tendering or of sale in the open
market, but, when am issue of treasury.bills is made, the Cominon-
wealth Bank diseounts the bills at & fixed rate, using its discretion
as 10 what volume it will sell. to the trading banks, and- what volume
it will retain for itself, There has been no definite basis of allocation
to the trading banks, but a rough guide followed by the Common-
wealth Bank is the amount of deposits whieh g trading bank holds
with it. Treasury-bills are not sold to branches of foreign banks
such as the Cowptoir National d’Escompte de Pavis and the Yokohama
Specie Dank, .

126. The treasury-bills issued prior to October, 1929, were all
temporary issues, and were repaid at maturity, For example, in
1927, bills were issued at a discount rate of 4 per cent. per annum
to provide cash to redeem the unconverted portion of the Common-
wealth Government loan of £4.25m, whieli matured at the end of
May of that year. Tor this purpose, the Commonwealth Bank took
up. bills to the value of £530,000, and, subsequently, sold some of them
to- the trading, banks. In February, 1928, a further issue of £1m. at
a discount rate of 4% per cent. was taken up by the Commonwealth
Bank in conjunction with the trading banks,.

127. In London, short:term accommodation for the Australian
governments was arranged- by means of treasiry-bills and short-dated

G
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debentures. These have undergone various changes as to amou'nt,
rate of interest, and even form, sometimes being termed treasury-bills
and sometimes debentures. The following five original issues were
made

: ogt |
y @ w
Timeof Twue, [ Amount. | Form, ?mg"")’c‘: oo Purpose.
cent,
£ £
1. September, 5,000,000 | Treasury | 6
1929

8 d.
2 8| Publie.. |} To meeb London ro-
quirements of Com-
]
0

2 8, 000 ! Treasury [ 5 7 Public .. {{ monwealth and
- Nq:gg{l)hor, 000, Bills N certain States
0 Trading | Toreducooverdraft ot

5 b
3. Noyomber, | 580,000 Ttg;lsl‘;ry Banks Westminster Bank

u ' 19,580,000
Ju,i%l;.{y ! 0,58 l Dehen- 3 and 3} | Common- | For overdraft accom-
+ February, 545,000 _J turcs ) per cent, wealth modation * for
1931

Bank Governments
£ s d I
5, April, 193 5,000,000 | Treasury | 4 O 0} Westmin- | For balance of over-
. April, 19 | 000 .

Total .. | 38,075,000

128. The first issue was taken over by the Commonwealth Bank
in Mareh, 1931, Six months debentures were issued gnd were
periodically renewed, the rates being reduced by stages to 23 per-cent,
in September, 1932, In Deecember, 1936, the issue was replaced by
three-months' sterling treasury-bills in Anstralia at 2} per cent.

129. The seeond issue was taken over by the Commonvwealth Bank
in June, 1930, which sold bills to the public in July. These were
renewed in December, 1930, and met in June, 1931, by Common\.vealth
Bank overdraft, In August, 1931, a six-months (lvbcntur(.a was ISS’L}Qd
to the Bank, payable in March, and was rencwed periodically. The
rite of interest was reduced by stages to 23 per cent. in August, 15{32.
In February, 1987, the issue was replaced by three-months sterling
treasury-bills in Australia at 21 per eent.

130. 'i‘he third issue was dealt with as follows: —Tn July, 1.‘)?2.
the trading banks. exchanged one-half of these bills fox- h-ozfsury‘bllls
issued in Australin. The other hall was paid to tche trading bar}ks
in London by the Commonwealth Bank, which received troasm-y-bll.ls‘
issued in Australia. Thus, £2,950,000 was transferred to Australia
and became part of the Australian short-ferm debt to. the amount of

. £3,705,000.
131. Rates on the fourth issue weve later increased to 4% and
5 per -cent,, and still later reduced by stages to 2 and 2} per cent.
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£500,000 was paid off and £17,134,000 has been replaced by three-
months sierling treastivy-bills in Australia at’ 21 per cent.
£2,491,000 remains as short-teim debentures in London, at 2 per cent.

132, The rate on the fifth issue was inercased to 63 per cent. in
September, 1931, and reduced later to 4%, 83 and finally 3 per cent.
£1,500,000 was paid off at different times, ‘and. in June, 1934, the
balanee, £3,500,000, was taken over by the Commonwenlth Banlk.
In September, 1934, three-months debentures were issued in Australia
at 2% per ecent.  These have been renewed periodieally, but £250,000
has been paid off, Tn September, 1936, the issue (£3,250,000) was
replaced by three-months sterling treasury-bills in Australin at
23‘. per eent.  Of these £700,000 are held by the National Debt -Com-
mission a8 a temporary investment.

1325, The present position is—

. £

Sterling treasury-bills in "Australia 30,384,000 at 2} per cent.
Shori-term debentures in London 2,491,000 at 2 'pei‘ cent.

32,875,000
2,250,000

2,950,000
. 88,075,000

Paid off .. .. ‘.
Now part of Australian short-term
debt .. .

v

. 138. In October, 1929, treasury-bills were issued in Australie
instead of a publie loan, but at the end of the year a total of £2.5m.
was outstanding. In December, 1980, this sum had inereased to £9m.
At a conference between the Commonwealth Bank and the trading
banks in that month it was decided that future banking accommoda-
.tion to the Governments should be provided only by treasury-bills
issued under the authority of the Lioan Council, Roth Commonwealth,
and State Governments had previously borrowed fnoney for temporary
purposes by means of overdrafts either from the Commonwealth Bank
or from trading banks. To the banks which Teld them, treasury-bills
at' this time' were merely short-term government seceurities, but in
June, 1931, a step was taken which altered their significance for the
tmdi'ng banks, In accordance with the Premiers’ Plan, government
deficits .continued to be financed by treasury-bills, but in order to
make the bills more acceptable. to- trading banks, the Commonwealth:
.B.'mk on 30th June, 1931, undertook to meet the bills at maturity
if necessary, and to rediscount them at o rate differing not more than
1 pei ccnt‘._from the rate at which they were issued. At this date

ihe balance ‘outstanding amounted to £20.6m. Tt increased gmdnally'
to abont £50m. at the end of 1932, a figure about which it fluctuated
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for the next two years. The rate of discount, which was 6 per eent.
per annym in 1930, was gradually reduced to 1} per cent. by January,
19‘35,‘ where it has since remained. Treasury-bills were n-ed botl
for the. purpose of government deficits and fo provide finance for
government Joan expenditure. Sinee February, 1933, however, by
arrangement with the Loan Couneil, treasury-bills have not been used
for the latter purpose. In June, 1934, the Commonwealth Bank
Board agreed to finance the 1934-35 deficits only on the understanding
that bills of an. equivalent amount would be retired during the
finaneial year. At the same time, the Board announced that there-
after it would not be prepared to finance deficits in this way, but only
the normal lag in revenne. The Board also withdrew its guarantee
to meet the bills at maturity and its undertaking to rediscount them
at 4 fixed fate. Af present the position is that the Bank will quote
to-the holder of a bill, upon applieation, a rate at whielt it is prepared
to_ rediscount. :

184. The conversion of the whole of the internal public debt of
£558m. had been suceesstully carried ont by September, 1931, relieving
the budgets considerably of payments for interest. One of the items
of the Commonwealth Budget was an amount comprising interest. and
vepsyment of principal on account of the war debt owing to the
British Government. Early in 1930 the British Government
suspended the repayment of prineipal, and in 1981, after the Hoover
Moratorium, .suspended the interest payments as well. The total
relief' to the Commonwealth Budget on this account way £5.5m.
sterling, or about £ATm. In October, 1932, the first conver-
sion of Australian overseas public debt was negotiated in Liondon, and
since then a sum amounting to £198.5m. sterling has been converted.
resulting in an annual saving of interest of approximately €Adm.
Ag recovery has progressed and national income has grown, govern-
mental revenues have recovered. In 1935-36, the combined revenues
of G wealth and States showed a slight excess over expenditure.

. DeveELopsENT oF CENTRAL BANKING,

135, ‘Central banks arve of comparatively recent origin. and there
is no universally recognized technique of central banking. The first
central bank was the Bank of England, which developed powers and
.practices suitable to the peeuliarities of the monetary and banking
system within which it had to work. The chicf funetion of a central
bank may be said to be the regulation of the volume of eredit,
including currency, and in performing this function the Bank of
England made use of the bank rate and of purchases ov sales of
securities on the open market. The successful working of these
‘powers depended nupon the existence of a specializod short-term m’nnpy
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market and upon ‘the fact that the banks and the money market

g:;?%:?;:?:g;pﬁhiﬂf the,}:,i worked rendered English practice to
o6 icable, and different i [

regulating the volume of’ciedit. i methods were employed for
camle{ifil.l e progress of the Commonwealth Bank as a central bank
underl thir%];fgrt throlz;,;;lx the exercise of powens: which it possessed

: monwealtlh Bank Act 1911-1924, and in al
degree through. powers, adq i o e Jss

) , ed by later legislation, No great us

. . se
;m;;i: of t‘hese Powers untl! the depression forced upong the banki‘:;
rz' al:]l ai Seeogmtlon of t}xelr nacessity, and the Commenwealth Danlz
X glx?; 7s . 29 as the year in which it began to-act as a central bank, )
it R :11 .1930, Mr, Theodore, Treasurer in the Seullin Government,
ges :rvtc% n;to 1{;11(1:l Federal Parliament 4 bin to establish a Centruf

ank of Awustralia, The bill proposed to tra

rve Barn ansfer to th

10113:‘; ;n;t;:;utwn som'tfi of the Commonwealth: Bank’s powers ang t: atdlg
wers considered essential for the '

, purposes of a
1Iftesdolz.rve bBank. The Co.mmonwealth Bank was to be left wi:{lltri;‘;
blg;::ﬂ'lsnilidm[’;k émwell;s: unimpaired to compete with the other 'trading

s © be subjeet, as they would be to tb
Ceritral Reserve Bank, The C X avings D s
r g ommonwealth Savings Bank wa
;em:e[ztm under the eontrol of the Commonwealth Bank.g The cap\;tasl 3‘
B;ez;kes‘?;‘;;i ]imtlk wa;tto})e £2m,, transferred from the Commonywealth
: ¢b profits from the note issue were still to be pai
+f i a d
the ‘Commonyealth Treasury. All other profits were to beppllnc::l)

Reserve Bank was to- be m4
! managed by a Board a ointed
glzvglenor;Genetra],hconsisting of & Governor, two DeI;)I;ty Govzfn::;e
cretary to the Treasury, and five other dir .
e T eetors “who are o
iw:'ll:;:l s]:ave Peen act’ljvely engaged in agriculture, eommerce, ﬁnancer
ty or labour ¥, The Governor was to he the Chairm;.n‘ of the’

as also was the power, confery
L . erred on the Commonwealth Bank i
fl;)ZbQ, to require the exchan.ge of gold for notes, Trading bnnksn;eﬁ:
ﬂmne eftl)npelled to kteep with the Reserve Bank balances of not Jesg

. ber cent. of demand deposits and 3

of time deposits, Trading banks were also to furnishpe;o:te;]t:
as well as quarterly, returns to the Reserve Bank,,covering)
)

amongst other matters, particulars of their London funds
3
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and after a date to be proclaimed they were to settle their
clearing balances through the Reserve Bank. Powers were given to
the Reserve Bank to buy and sell exehange and to buy and sell
securities; to make advances to banks or to rediscount for banks;
to accept current deposits without interest; and to make secured
adyances to any one, or unsceured advancees to any Australian
government, The Board of the Reserve Bank was also required to
fix and publish from time to time the rate at which it would discount
and rediseount approved bills of eschange and short-dated govern-
ment seeurities, The bill passed the Ilouse of Reprosentatives in
June, 1930, but in July the Scnate referred it to a Seleet Committee.
After taking evidence the Committee, in December, reported adversely
upon the Bill. In April, 1931, the Senate resolved that the bill be
read 4 sceond time “this day six months”, and the Bill Japsed.

138. In Mareh, 1931, a Fiduciary Notes Bill was introdueed into
the Tlouse of Representatives by the Treasurer, Mr. Theodore. The
Bill provided machinery to enable the Government to demand from
the Commonwealth Bank an issue: of additional curreney up to the
amount of £18m. The issue was to take the form of Treasury notes,
whieh. would be legal tender for any amount. Not more than £6m.
were to be used for relief of wheat-growers, and not more than
£12m. for reproductive public works. The deecision as to the time
and amount of each issue rested with the Governor-General in Couneil,
but the £12m. for public works were to be issued at a rate not
exceeding £1m. per month, The Bill passed the House of Representa-
tives, but was rejeeted by the Senate in April, 1931

139. It may be said that, for Australia, any power which enables
the Commonwealth Bank to exercise control over the volume of eredit
is a central bank power, irrespective of whether the power in
question has been used by any other central banlk, or is appropriate
to any other central banking system. It is not to be expected that
the regulation of the volume of eredit in Australia could be achicved
by a central bank which merely copied the methods appropriate to
a. different and much more highly-specialized monetary: and banking
system. But it is possible to trace the development from 1929 of the
Commonwealth Bank as a central bank, and show how it has
exercised its powers, without attempting to draw too clear a line of
demareation between powers which are normally considered essential
0 a eentral bank and those which are not,

I—The Note Issue.

140; The note issue in Australia i an essential part of the
monetary cirenlation. Consequently, unless it were controlled by
the central bank, steps taken by the bank to increase or reduce the
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cash of the banking system, witli a view to regulating the volume
of eredit, might be nullified by action in the opposite direction by
the authority controlling the note issue, Sinee 1924, the Common-
wealth Bank has possessed complete control over the note issue,
subject only to the statutory requmirements as to reserve. By the
legislation of 1931 and 1932, the Commonwealth Bank’s control over
the note issue was extended, The Bank was free to reduce tem-
porarily the reserve of the note issue and to hold it in sterling or
gold. It is to be noted that the legal maximum of the note issue
is now affected by the exchange rate with sterling, for if the value
of gold or sterling included in the reserve is expressed in Australian
curreney {as is the present practice of the Commonwealth Bank),

any rise or fall in the rate automatically varies the legal limit, of the
note issuc,

I1—~Trading Banks' Deposits with the Central Bank.

T41. It is usnally considered essential to the suecess of a. central
bauk that it should hold the eash reserves (other than till-inoney) of
the trading banks, It is clearly more convenieni for them to hold
their cash reserves not in the form of legal tender eurrency, but as
deposits with the central bank. Instead of holding large amounts
in notes they can draw upon their deposits with the central bank
for their cash requivements, and for the settlement of inter-bank
transactions. The practice inereases the prestige of the central bank,
heeause the trading banks are more likely to regard it as the * bankers®
bank *, or the “lender of last resort™, if their veserves are held with
it. In Australin the form in which the trading banks keep their
reserves is a matter of some importance to the Commonwealth Bank.

. If they are kept in the form of deposits with the Commonwealth

Bunk, the assets and liabilities of the Bank are then increased, The
Bank has, therefore, greater strength arising from its control over
the disposal of a. larger volume of assets and from its inercased
sources of revenue. If tle trading baunks were 6 hold their reserves
i the form. of treasury-bills or of London funds instead of deposits
with the-Commonwealth Bank, the Bank would suffer & loss. of assets
dnd a loss of profits in either casé. IR one case, too, there would be
& loss of a particularly important form of assét, namely Irondon
funds. If the trading banks were to hold' their eash reserves in the
form of notes, the amount of the note issué would require to be much
larger than would be necessary if the trading banks held deposits
with the Commonwealth Bank. With g Jarger note issue, the
Commonwealth Bank, in order to comply iwith the statutory require-
ments; would have to keep earmarked a larger reserve of gold or
sterling, which would immobilize more London funds. Althongh,
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in this case, the assets and liabilities of the Commonwealth Bank as
a whole would remain unchanged, a transfer of London funds and
government securities would have taken place within the bank,
causing the Note Issue Department to gain assets and profits at the
expense of the General Banking Department.

142, Before 1924, some of the trading banks had maintained
deposits with the Commonwealth Bank, but these balances formed a
very small proportion of the cash reserves of the banks. The section
of the Aet of 1924 which compelled the banks to settle their clearings
through the Commonwealth Bank has not been proclaimed, but since
the passing of the Act all the trading banks have held balances there
In 1926 the average balances held by trading banks was £6m , whieh
by 1928 had increased to £11.8m. Tn 1928 the Commonwealth Bank
requested the trading banks to keep their reserves with it, and gave
an undertaking that if this were done, these reserves would not be
used in eompetition with the trading banks. A signifieant inerecase
in these balanees, from £9.8mn. in 1929 to £16.7m. in 1930, came afler
the Commonwealth Bank took over £12m. sterling of gold from the
trading banks. Since 1930 these deposits have formed the chief part
of the trading banks’ eash in Australia  \fter gold had been taken
over from the trading banks, the Commonwealth Bank held a greater
proportion of the gold and sterling whieh form the international
reserves of the Australian banking system. The trading banks ceased
to hold gold and held only their ordinary London funds, while the
Commonwealth Bank held in sterling the reserve against the note
issue, and such other London funds as were left to it after the
balanee of paynients had been adjusted.

II1.—Relalions with Governments. )

143.. It is essential for a central bank that its relations with the
Government responsible for monetary poliey should be close and
cordial in order that there should be consisteney between Government
finaneial operations and those of the Bank. It was not until the
PFinancial Agreement concentrated borrowing power in t.he hands
of the Loan Couneil, from 1927 onwards, and the depression neces-
sitated short-term as well as long-term borrowing, that the influence
of the Commoniwealth Bank in this respeet beecame fmportant, From
1912 the Commonwealth Bank held the Commonwealth Government.
aceount, and by 1920 those of most of the States. Dy doing so the
Bank was betler able to avoid the dislocations which might be
associated with large government operations in the money x}mrkqts
and with, any lag of revenue behind expenditure. By holdmg.the
G wealth Government account, the Bank was brought into
closer relation with the Government responsible for monetary poliey.
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The legislation of 1929, enabling gold to be mobilized by the Common-
wealth Bank, was introduced on the recommendation of the Bank, as
also was. the legislation of 1931 and of 1932, relating to the note issne
reserve.

144. Australian governments have sought to- relieve unemploy-
ment and to hasten recovery by means of long-term internal loans
for the purpose of public works, The Bank has acted as adviser to
the Loan Council in regard to all loan finance. It is consulted by
the Loan Couneil as to amount and terms of loans, and: the time of
issue; but the advice of the Bank has not always been taken. The
Losn Council has always looked to the Bank to underwrite govern-
ment loans in Australia, and the Bank has frequently proposed
limits of underwriting which it has subsequently agreed to extend:;
but on the whole the Bank has been a most important influence in
regulating public long-term borrowing. Between November, 1932,
and November, 1936, all but one of the loans floated were under-
written by the Commonwealth Bank, The total amount underwritten
was £84.3m., and, together with the Commonwealth Savings Bank,
it subseribed £152m. to loans in the same period.

145. Treasury-bill finance affords a good example of the power
of a central bank to expand eredit. A simplified example of move-
ments in the balance-sheet of the Commonwealth Bank, on the
supposition of an issue of £10m, of treasury-bills followed by govern-
ment éxpenditure of the proceeds, and subsequently by the funding
of £7m., should make the working of the mechanism clear.

Liabilities, ! Asacts,

— y Doposita- ' .
Govern- by Other Tatnl  fo. 9

. ; . . Iteeasury [ Other | Total

D;'I‘,‘;'!‘[”“' 11{:1;‘\:{2.; Tiabily Tiuitle | B, | Assots. | Asscts,

£m, £m. £m, £m, £m. £m., £m,
Stage 1L.—Position before !

any Treasury bills. are
fssued’ .. e - 20 a5 80 . 80 80
Stage 2.—Position after the
issue  of  £10,000,000
Treasury bills. . e |
Stage 3.—Position after the
Government  has  ox.
pended tho proceeds ., 3 30 55 2 [ 10 8 ' 90
Stage 4.—Position  after :
floating public loan of
£7,000,000 .. |
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£7,000,000 Treasury bills
have been paid off
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146. When the Commonwealth Bank discounts treasury-bills for
{he Government, the Bank is lending funds to the Government, and
taking in return short-dated government securitics, The Bank’s
assets and lisbilities both incPease by an equal amount, as shown in
stage 2. Government deposits are credited with the value of the
treasury-bills and government securities are inereased, The Govern.
ment then has a right. to draw cheques on the Ci wealth Bank
cquivalent to the inereased amount of its deposits. As the Govern-
ment. proceeds to spend the money either in ordinary expenditure, as
when the treasury-bills are used to finance o deficit, or in publie works,
it pays its creditors by cheque. The ereditors pay in the cheques

“ to-their accounts 4t the trading banks, thereby increasing the dep0§its
* (or reducing the advances) of the trading banks, When the trading

banks' present the cheques to the Commonwealth Bank, the deposits
which they hold with the Commonwealth Bank arc thereby inercased.
The. Government’s deposits with the Commonwealth Bank are corres-
pondingly redueed. (Stage 8.) Since the trading bank deposits with
the Commonwealth Bank are the equivalent of cash, the cash of the
trading banks has been inereased when the process is completed. The

. net result of the issue of treasury-bills bas been that deposits of the

trading banks have increased (or their advances have been reduced),
and their cash has increased, so that they are in a more liquid position
than when the proeess hegan.

147. Correspondingly the position of the trading banks may be
rendered less liquid by the process of funding treasury-bills, ie., the
substitution ‘of a long-term loan for the short-term bills, I, _t‘or
example, a public loan is floated in order to redeem treasury-bills,
the first effect is that those who subscribe to the loan pay the Govern-
ment for the new securities by cheques drawn on their deposits with
the trading banks, which reduces the deposits (or ineveases the
advances) of the trading banks. When the Government pays these
cheques into the Commonwealth Bank, its deposits there are increfxsed,
and the deposits of the trading banks held there are correspondingly
reduced. (Stage 4.) When the bills mature, the Government meets
them by a. cheque on its account which reduces the government
deposits with the Commonwealth Bank, and the bills are f:uncelled.
(Stage 5.) The net result of this proeess is that the _deposus of the
trading banks have decreased (or their advances mcregsgd) and
their cash has deereased, so-that they are in a less liquid p(.)SIthIl‘ tl}an
when the: process of funding began. The only case in which fux'xdm,E;
would not render the trading banks less liquid is “ private funding ”,
i.e,, where the Commonwealth Bank subscribes the full amount of the
funding loan, and, in efféct, takes from the Government the new
securities in plage of the treasury-bills,
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148. The rate of diseount on treasury-bills has been controlled by
the Commonwealth Bank, and the bank has seeured the reduetion of
the rate from 6 per cent. in 1929, which was in line with the overdraft
rates of that year, to 13 per cent. in January, 1935. Moreover, the
Bank has. been concerned to restrain any tendeney for the issue of
treasury-bills to inerease beyond what it has considered to be a reason-
able amount. This is shown, for example, by its decision in 1933 not to
discount treasury-bills to finance publie works, and by its policy in
1934 in regard to defieits and rediseount. Further evidence is to be
found in the Bank's attitude towards funding. In July, 1932, the
Bank Board took the view that a beginning should be made in funding
the internal floating debt. When the Loan Couneil et in October,
1932, the Board, holding that the large volume of treasury-bills
menaced its control of eurrency and eredit, offeved to und.cvwrite a
loan of £20m. at 4 per cent. at par, of which £12m. was to. be used
for funding treasury-bills and the rest for public works, The ufier
was not aceepted, but a loan of £8m. at 33 per cent. at par, under-
written. by the Commonwealth Bank in conjunetion with the teading
banks, was raised, half of which was used for funding treasury-bills
and half for public works. During 1933, the Board eontimied to urge
that the inereasing volume of treasury-bills should be checked, and
the Loan Couneil agreed that thece should be a gradual funding of
the bills by loans raised in the market as and when conditions per-
mitted, Conscquently, in November, 1933, £5m. out of & loan of £10m.,
and in June, 1984, £3.5m. out of 2 loan of £12m. were used for funa-
ing, but the amounts funded were practicglly offset by the issue of
additional bills for revenue deficits. In October, 1984, the Bauk
Board proposed to the Lioan Couneil that treasury-bills should bhe
funded by means of a public loan, and in the alternative offered to
fund £5m. of bills by private funding. The Loan Couneil, however,
was unresponsive to this advice, and consideration of the question
of funding by either method was postponed,

149. On 28th February, 1936, after disoussion with the trading
banks, the Commonwealth Bank annmmced an offer to the publie of
£hm, treasury-bills from its own holding. The bills were repayable in
three months, the rate of discount was fixed at the existing treasury-
bill rate of 1} per cent., and tenders were to elose on 19th Marel.
At the same time the Bank made the following statement .—

‘Treasury-bills have fn the past been issued ouly to banks, hul it is now
thought that the opportunity shoult be given to the public to utilize this form
of gilt-cdged short-dated investment. The first issue will be for £1.000,000~—
at 1% per cent; and full rights {0 re discount at any time will apphy, at the
current yate at the date of re discount. Such rate will he based on market
conditions.

65.
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At the date of the qffer the mate allowed by the trading banks for
three mouths deposits was 13 per cent. and by the Commnonwealth
Bank, 1 per cent. On thc same day, 28th I‘ebrunry, two conversations
tuok ‘place betwcen t]le Chairman of the Commonwealth Bank Boaid
anid the ‘Geneial Munugcr of the Bank of New South Wales with
respect to deposit rates, which the latter thought should be vaised
As to the tenor of the first conversatiom: their views differ, the latter
holding that he recowed approval for his proposal to raise the rates,
and the Fformer holdmg that he gave mno approval. We
are sutlsﬁed that nq approval clearly understood by both
parties, to bé such was ever given. There is mno doubt
as to the tenor ‘of ﬂ’le secoqd conversation later in the same
day, when the Chn.nmml of the Commonwealth Bank Board made
plam his dlsapproval of the proposed rise, and the General Manager
of the Bank of New South ‘Wales stated that he had already sent
oyt his instruetions, and' could hardly reverse the decision he had
taken earlier in the day to raise deposit rates. On the 2nd March
the Bank of New South Wnles announced a rise of } per cent.
ail' deposit: rates, bringing the rate for three months’ deposits nlmve
the rate at which the treasury bills were being offered to the public,
and on the 3rd March the Bank of Adelaide followed. In a press
statement of 3rd March, the Chairman of the Commonwealth Rank
said— L .

“ Untit thc‘ next meeting of the Board an official pronouncement. regarding
deposit rates cannot be iade. The propricty of any increase or decreass n
mf.ercst rates is o matter of ‘individual opinion, and sction by any financial

ioh must be infl d largely by the particular policy which that
institution desires to adopt”

Bills to the amount of £315,000 were tekén up by the public. and
issued on 16th March. On 18th March, the Chairman issued a state-
ment which included the following:—

“The CommSnweulth Bank does. not desire inferest rates to rise unless it
is abundantly clear ﬂmt such mcrense has heeome nccessary through general

nomi¢ and fi

With & view to at least avoiding eny rise which can be avoided, and taking
into account the above facts, the Commonwealth Bank proposes to refrain from
making any increase. in efther its deppsits or overdraft rates, provided' the
trading, banks which have nlready raised their rates. will revert to the former
basis, It is obvious that if this is not dome thoso banks which have not
alrendy raised their rates will’ be forced to do so, just as it is obvious that
the Commonwealth Bank caunot maintain indefinitely o lower rate than that
whiéh the banks as a whole. are offering for' deposits.

With a view to bringing nbout this desirable condition of affairs, vepresenta-

, tions have been made to.the banks who have not yet altered their published rates;

arid'an underteking hasibeén givén by them to refriin ‘fromr tiking definite action
F.2681.—8



13

TrE: MONETARY AND BANKING-Sveren 1901-1936:
until’ 28rd: March, and thercafter provided the other banka revert to ‘the. old
rates, fixed deposit rates as ruling on lst Murch will ve continucd bject of
course, to review from. time to time in the light of exlsting conditions.”

No reduction in rates h - was made by the ‘two banks n.nd on
24th March -the Commonwenlth Bank and the remaining tradmg
banks raised their deposit rates, to the same. level.,
‘ IV —~The. Ea:bhange Rate,
150, It §s important that a central bank should. havu power to

regulate: the exchange rate; otherwise attion whmh 1t mxght take.

to control thé volume of aredlt mlght be hindered by an altemtmn of
the cxchange rate. The control of the e “_ ge rate: ied by the
Commonwealth Bank in December, 1931, gave some con{rol over the
volume of credit. For instance, if Londen funds were falling, the
trading banks would tend to restrict credit. In these clrcumstances,
if' the ‘Cominonwealth Bank wished: to maintain, the volume of credit

or 0 expand it, the rate could be raised, for exatiple, from. £125 1o

£130. 'The effect of such an alteration is to stimulate exports and to
diseourage imports. Insofar as tlis-occurs, Tondon findy and: depostts
tend to rise, the ratio of advances to deposits to fall, and the. posﬁmn

of trading banks becomés more hquxd Correspondingly, a.inoveinent.
of the exchengé rate in the opposite du‘ectton, would, by dlseouragmg,
export.s and encouraging imports, serve to make the posntmn of the

trading banks less liquid. The amount. of this eontrol over the

volume of ¢redit depends upon the magnitude of the alteration-in the.

exchange rate. A few points oné way or the other would have little
effect upon the liquidity.of the trading benks, In practice the Com-
monwealth Bank bas wot used its power over the exchangc ‘rate. for

the purpose of controlling the volume-of credit, but, sinee. Degember,.

. 1931 has maintained eomplete stability of exchange
151, When the serious movement in the exchange rate ‘eame in
January, 1931, its tendency was to- assist in nd,]ustmg the balafice
of peyments. Exporters’ returns in Australian  cufrenoy Viere
inereased, and this encouraged export industries to increase the
volume of .exports. Imports on the other hand were dlscouraged
because they were correspondmgly dearer in Australian. currency.

It is always possible for 2 country, by depresiating its eurrency it

the attempt to. adjust,its:balance of payments, to gain for a time a
competitive advantage for its ‘'exports, provided that other countries
do not take counteracting measures. For some timé aftér January,
1931, some: markets were, because of this depreciation, more readily

aceessible: to: Austrolian exports. The actual rate at which the.

exchange was fixed in January, 1931, was influenced by the. rates

ruling in the outside exchange market at the time, but the-export '

P
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sedson sk then at its height, and' use was being made .of ‘holdings
of gold, otk of which ‘helped. to increase London funds. Had the
‘banks held' the rate for another three months, and then. attempted
‘to pursue tlie outside market at a.time when neithier-of these factors
Was operahng, the rnte injght have gone considerably higher than
£130.

152. When .the rate was 1cduced from £130::to £125 i1 was in
conformity with quotations of the outside market. The Common.
wealth Bank was. afraid.of a “ collapse of the exchange ”, ie., a large
movement of the rate from £130 nearer to the old. parity, and. in its
report of 9th, March, 1932, the-Bank claimed that.it was * instrumental
in preventmg the collapse. which might otherwise have occurred”.
‘The Chairman of the Bank, too, in: a letter of 13th January, 1932, to
the Prime mester, expressed the fear that the Bank was taking a
risk by aceumulating, London funds even at the rate of £125 “ unless
it has a: relmble prospect. of bemg able to dispose of them without
serions loss, n The weekly announcement of the rate, and the aban-
donment, of the practice of consulting the trading banks were merely
ineidental changes, and not really relevant to the fundamental change
in December, 1931, which was that the Commonwealth Bank began
to buy and sell exchange freely at a rate quoted by itself. So long
as it can do this, the Bank is in control of the rate: It is to be noted
that the outside market was only important, while the buying rates
quoted by the banks were lower than the buying rates quoted outside.
1£ the banks offered to buy sterling at £130 while the ontside market
offered £125, there would be no difficulty in bolding the rate provided
that the banks were prepared to: biy at £130°all sterling offered to
them, ""The banks could only lose in. this way if it were deeided to'

‘rediice the #dté, The Commonivealth, Bank could have held the

exchange at £130 or higher if 1t had chosen to take the risk of
acguthulating more London funds, which would have meant loss
only x‘f‘ the Bank had' itself subsequéntly lowered: the rate..

. V.—O0pen Market Operations.

153. Open market operations .consist of sales and purchases of
seeurities by-the central.bank with a view to contracting or expanding
the volume of ‘trading. bank cash. Whenever ‘a central bank sells
securities on the open market, those who buy the securities normally
pay for them with eheques-drawn on the trading banks. When these
cheques dre- cleared, the: deposits of the trading banks are reduced
(or their advances increased) and their deposits with the central
bank are reduced.” The tendeney of sueh an operation is- to lower
the liquidity of the treding banks. Conversely, where the central
hank buys seeurities on the market,, the effect is to.increase the.trading
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bank deposits (or to reduce their advances), and to increase the
trading bank deposits with the central bank. The Commonyealth
Banlk has made little use of open market operations for the purpoge
of regulating credit. 'The Bank considers that, in Australia, these
operations are difficult beeause of the sensitive and Limited nature of
the bond market, and because of the risk of affecting the priee and
vield of government securities,
VI~Rediscounting: : .

15¢. The power to vary the rate at whieh it will rediscount bill,
i useful fo a.cenfral bank if it ean thereby bring ahout corresponding
changes in other interest rates, which will have their effect in expand-
ing or contracting eredit. If a central bank wishes to contract credit
by this means, the appropriate action is to raise its vate of rediseount,
so that those who wish to borrow from it against bills which they have
discounted, will have to pay a higher rate of interest. Section: 294
of the Act of 1924 which would require the Bank to fix and publish
from time to time its rates of discount and rediscount of bills of
exchange has not been proclaimed, and a rate has nevér been.
published. Nor would publication of the rate be effective, beeause
there is no internal bill market of importance in Auistralia, and no
practice of rediscounting by the Commonwealth Bank, The nearest
approach to 5 rate of rediscount is that on treasury-bills. Occasionally
small amounts of treasury bills have been rediscounted by the Com-
monwealth Bank, but neither the rate nor the fact of rediscount has
been of any importance, : .

VII—Advances to Banks.

155. Where it is customary for a. central bank to make advances
to trading banks, and for trading banks to borrow from the central
bank on any large seale, the central bank has a further means of
controlling the volume of evedit. For if the central bank wishes to
expand credit, it might induce the trading banks to aceept further
advances. This would bave the same effect as an increase in their
deposits with the central bank, This inerease in their cash would
tend to make their position more liquid, and to allow them to vxpand
eredit. Conversely, if the eentral bank wishes to eontract credit, it
might withdraw in whole or in part.any advances made to-the frading
banks and thereby reduce their cash, A trading bank may borrow
from the Commonwealth Bank when it is temporarily short of cash
and does not wish 1o realize assets. Occasionally some trading banks
have obtained advances to finanee seasonal or abnormal demands from
customers, and to assist in taking up government loans. But, even
during the depression, these advances were negligible, and from 1927
40 1936, the quarterly average has never exceeded £2m.

o
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VIl ~Tradiig Bank Powers.

156, It a central bank possesses trading bank powers, it may
make 1se of them as a means of controlling the volume of credit.
It it"wisliés to contraet credit, it may attempt to attract deposits
from the publie, for example, by offering a higher rate than that of
the trading banks, If, as a result, the public transferred deposits
from the trading banks to the central bank, the. position of the trading
?'mnlis would be rendered less liquid, for the transferor would draw
a cheque on his deposit ‘with the trading bank and pay it into the
ceritral bank. This would reduce the deposits of the trading banks
and also their balances with the central bank. Since cash and deposits
are reduced by the same amount, the cash ratios of the trading banks
will fall, and the tendency will be for a contraction of advances
The trading banks may take action to prevent transfers of deposits by
raising, their rates. In that event, no contraction will occur unless
the rise in advance rates, whicli normally follows the risé in deposit
rates, produces & contraction of advances, On the other hand, if
the central bank wished to expand ¢éredit, it might bring about the
transfer of private deposits to the trading banks by offering lower
rates than the irading banks. The central bauk might also contract
or expand eredit by reducing or inereasing its advances.to the public.
An increase in advance rates would tend to. reduce advanees, and a
decrease tend to. expand them,

157, The Commonwealth Bank has taken the view that its central
bank activities are of paramount importance, and that its develop-
ment as a central bank should go hand in hand with some limitation
of'its trading activities. Since 1930, at least, it has not ‘been a serious
competitor of the trading banks. Neither has the Bank made much
use of its trading activities for the purpose of expanding or contract-
ing eredit. It is difficult to analyse movements in the quarterly
average figures of private interest-bearing deposits with the Com.
monwealth Bank from 1929 to 1936, b the: deposits doubled
in December, 1931, when the Commonwealth Bank took over
approximately £11m. deposits from the Rural Bank Department of
the GQovernment Savings Bank of New South Wales. But the general
trend has been a slightly upward movement until the end of 1934,
and a slightly downward movement since then. The quarterly
average figures of private advances before 1931 cannot be separated
from advances to governments, but since that date they bear out the
contention that the Commonwealth Bank has not pressed its trading
activities. The figures, too, show no trace of expansion during' the
early years of the depression and no trace of contraction during the
latter part, but rather point in the opposite direction,
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158. A central bank may also exercise some\control over eredit if
it has power to vary rates of interest, If contraction is d‘esirgdi the
appropnate movement in rates. i a mse, and if cxpansion is desired,
a fall. Variations in rates of interest are likely to follow open. mnrket
opemtmns or changes in the rate of redlscoun If, for exumple a
central bank buys seeurities, pmces oE thcse securi tend to- -rise and
theu yield, or the rate of interest on this type of investment, to fall,
leﬂurly, salcs of securities tend, to depress their prices, and to cause
their yxekl to rise. The Commonwealth Bank, as prevmusly pmnted
out, has rnrely undertaken open market operations, or redlscountmg
but has used other povers to affect interest rates. If the Bank wishes
to contraet credit, one of the means at its disposal is to rmse‘the rafes
of interest which it pays on fixed deposits. It would be diffieult for
the trading banks not to follow, and the rise in their deposlt rates
would in time lead to a rise in advange rates, Correspondingly, if
expansion is desired, it might be sought by a reduction in deposxt
rates of the Commonwealth Bank, Tlus method. ig ‘slow and some-
what uneertain, beeause, when tlmes are prospetous, a small pise in
interest rates will bardly serve to check expansign, and. in times
of depression a small fall will ‘offer little inducement.to enterprise.

159. The Premiers’ Plan contempl ted “a red of bank and
savings bank rates of interest on -deposits and advinces”, but
preseribed neither the amount of reduction nor the machinery by
which it should be brought about. It was decided at:a -conference
of bankers with the Federal Treasurer in 1931, that rates ou fixed
deposits and on advances should be reduced by an average of 1'pex
cent. Reduetions in the rates offered for new fixed: deposits were to
take place at onee, and those on advance rates were to be made: with
reasonable expedition, the method being left: to- the banks individually.
On 26th June, 1931, fixed deposit rates. were reduced 1 per cent. by
the Commonwealth Bank and all the trading banks. In the beginning
of July, the Commonwealth Bank reduced its maximwin rate om
advances from 63 per cent. to 53 per eent., and by 1st October, 1931,
the reduetion of 1 per cent. in the average rate on advances had been
completed by all banks. In the further fall in.fixed déposit.and advance
rates after 1931, the Commonwealth Bank and the trading banks on the
whole moved together, although some banks reduced rates earlier than
others. In December; 1934, when the C wealth Bark reduced
its three montbs and six months dep051t rates, the trading banks
did not follow. In March, 1936, the rise in fixed deposit rates was
initiated by some of the trading banks, and the Commonwealth Bank
and the other trading banks followed.. When the trading banks
inereased their advance rates after March, 1936, the Commonwealth
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Bank did not raise its advance rates. The Commonwealth. Savings
Bank rates, too, were reduced from a maximum of 4 per cent. prior
to- July; 1931, to 8 per cent. on the st July, and gradually to 2 per
cent, in June, 1935, The other savings banks followed the general
trend. of this reduection. -

i)

IX.—Savings Bank Powers.
160. The faet that the Commonwenlth Bank coutrols the Common-
- wealth Savings Bunk which is by far the largest savings bank in
Australia, gives it n0 new powers to regulate credit but strengthens
its existing powers. As has already :been pointed out, the: Common-
wealth' Bank basi some power to-cause the rates of interest to vary
in: the direetion appropriate to its poliey of éxpanding or contracting
credit by-altering the rates which it pays on fixed deposits or charges
on advances. -As.a supplement to this action the Bank may bring:
into line with its: policy the rates of interest on deposits with the
Commonwealth Savings Bank. Further; the controli which the: Com-
monwealth Bank exercises over the disposal of the assets of the Com-
monwealth Savings Bank is of practical importance in relation to
the exereise of its eentral bank powers, The deposits in the Common-
wealth Savings Bank have usually increased each year, and its invest-
ment policy is governed By the Commoniealth Bank Board. The
Commonivéalth Savings Bank holds larpe amounts of government
seeurities, somé of whick eould be used for open market operations,
and any net addition to deposxts ‘may be invested, for example,
in government secufities, or be Held on deposit with*the Common-
wedlth Bank. The Comimonweslth Bank, therefore, has the oppor-
tinity of increasing or decreasing the rate at which the Common-
wealth Savings Bank will buy government securities or subseribe to
néw government loans. If it wishes to contraet eredit, the appropriate
policy is to sibscribe less to government 6ans through the Savings
Bank, sell securities, dllow muturmg Toans made by the Savings
Bank to be fepaid, and invest the Savings Bank money, which would
otherwise have gone in these directiong, on deposit with the Common-
wealth Bank. The tendency of any 6f these nieasures is to reduce
the liquid’ position of the trading banks, The sale of securities, the
repayment of loans made by the Savings Bank, and the reduced
subseription to new loans, all tend to reduce the deposits of the trad-
ing banks, from which usually comes the money for the purchase of’
thé securities sold, for the repayment of the maturing loans, and for
the: subseriptions' to the new loans. Conversely, if expansion is
desired, the Commonwealth Savings Bank ean subscribe more to
government loans, renew maturing loans, and deposit less with the
Coriimonwealth Bank.
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161. Prior to the Commonwealth Bank Act 1927, it was the prac-
tice, of the Commoniwealth .Savings Bank to place money on fixed
deposit with other banks. While this practice existed it was possible
for the Commonwealth Bank to cause these deposits to vary in
accordance with its credit policy. But the Act provided for deposits
to be placed with the Commonwealth Bank, and made no provision
for deposits with other banks so that this practice ccased as the
deposits with other banks matured. .

162. Although little use has been made of open market operations,
in the second half of 1935 the Commonwealth Bank, through the
Commonwealth Savings Bank, bought securities.in the market, mainly
to offset the effects on interest rates of sales of securities by trading
bﬂlﬁ‘ts. An examination, however, of the figures.of the Commonwealth:
Savings Bank suggests that, at least sinee 1932, no great use hag been
made of savings bank activities for the purpose of regulating: eredit.

X.—Co-operation,

163. A system of central banking assumes that there are trading
banks as well as a central bank. It is important that a central bank
should secure the willing co-operation of the trading banks, because
the suecessful exercise of many of its powers necessitates action by
the trading banks. If the trading banks, for one yeason or another,
flo not eo-operate with it, the central bank will have greater difﬂculhi
in carrying out its task of regulating the volume of credit. In Aué-
tralia, there has been no formal or regular method of consultation..
tl‘hef 'Commonwealth Bank has met the trading banks, either
m_dxvxdually or collectively, as occasion required, and has discussed
wtxth tl'xem matters of common interest. From these meetings and
discussions, co-operation has frequently resulted. Recent instances
of such co-operation have been the action of the trading banks in
a§ssshfxg to underwrite government loans, in taking up tressury-
bills, in voluntarily maintaining deposits with the Commonwealth
Baz'ﬂ:, and in contributing to the exchange mobilization pool. The
policy of lowering interest rates was followed in co-operation by all
banks for the greater part of the period from June, 1931, onwards.
On the other hand, the conduet of the trading ,ban.ks in
not reducing deposit rates in December, 1934, and of those
banks which initiated the rise in deposit rates. in Mareh
1936, ias regarded by the Commonwealth Bank as evidencé
of lack of co-operation. The Bapk states, too, that it has

P

73

Tug. MoNgTARY AND BANKING SysTEM 1901-1936.
been hampered in its efforts to build up London funds by refusals
on the part of some trading banks to scll at current rates, but that,
ii 'many dircctions, co-operation has been satisfactory. From time to
tine sinee 1931, in view of its additional responsibilities as a eentral
bank, the Commonwealth Bank has requested additional information
froin the trading banks, which, in most cases, has been supplied.

X1—General.

164, The Commonwealth Bank vregards its central hanking
function as being to regulate, in the interests of the community, the
aggregate volume of credit: (and eurreney) in Australia, It dis-
tinguishes between the volume of eredit and the base upon which that
volume is built, The credit base consists of “cash, deposits with the
Commonwealth Bank, treasury-bills and London funds, and varies
mainly with the rise and fall of London funds”. All, in its opinion,

“that the Bank can do to inercase or reduce the credit base is to

“add to or subtract from the effect that movements in London funds
have on the eredit base in Australia”, Further, the volume of.credit
is dépendent upon other factors than the size of the eredit base, and
it may be aflceted, for example, by the trading banks allowing their
ratios to vary within wide limits, or by the willingness or unwilling-
ness of borrowers to use bank loans, During the depression, the
eredit base was expanded by the use of treasury-bills to a size not
consistent, in the opinion of the Bank Board, with a desirable credit
poliey for Australia. “The credit policy of the Board since 1920
has therefore been to prevent the credit base from being increased
more than was cssential to meet the immediate emergency ”.

165. The Commonwealth Bank keeps in touch and exchanges
information with other eentral banks such as the Bank of England
and Dominion central banks; It receives the confidential fortnightly
Jetter sent by the Bank of England to all the Dominion central banks
containing information as to world monetary conditions, prices, &e.
The Commonwealth Bank seeks, from the best source available, any
adviee or information which it requires. The Commonwealth Bank
may ask for the Bank of England’s opinion, and it may or may not
act on it. The Bank of England never offers the Commonwealth
Bank adviee, and there are no grounds for the suggestion made in
evidence that the policy of the Commonwealth Bank is dictated by
the Bank of England.
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TraDING BANKS,

166, In a system of central banking the central bank is responsible
for regulating the volume of credit and the trading banks are

ponsible for distributing that eredif ngst different industries,
Their obligations to depositors force trading banks to keep a propor:
tion of their assets in liquid form. In copducting their business,
trading banks wateh movements in their assets and liabilities, and
pey attention to changes in the ratios of cash to deposits, liquid
assets. o total labilities to the public, and advances to deposits.
Banks regard as unsatisfactory too low a cash or a liquid assets. ratio,
or too high an advance-deposit ratio, beeause they may be unable to
mecet the demands made upon them by their depositors. On the
other hand, they regard as unsatisfactory too high a cash or a
liguid assets ratio, or too low an advance-deposit ratio beeanse
relatively idle money means less profit.

167. There is uniformity in the practice of the banks as to what
is.included in the items of deposits, advances, liquid assets, and total
lisbilities to the public, but there are differences in regard to cash.
The déposits comprise both fixed and’ current deposits. The advapces
include bills discounted and sonie other small items, bt by far the
greater part of the sums lent consists of advances by way of over-
draft; bills discounted are now only about 1 per cent. of the total,
and other items about 4 per cent. For many years there has been
a continuous decline in bills discounted, whick fell, for example,
from about £10m. in 1926 to about £3m. in 1986. The practice of
trading banks in Australin when lending on overdraft is to charge
interest only on the debt outstanding at the end of the day. Conse-
quently, if an advance is arranged, only that pait actually used by
the borrower will appear in the figures of the advances. At all times,
thercfore, the aggregate amount of advauees outstanding is less than
the aggregate amount arranged, but ag a rule no attention is paid

to the margin between the amount of advances made and the limits

of overdraft allowed. Some banks review the aggregate Hmits
periodically, others do not, but all agree that the relation between
the two is not important.

168. There is. no general agreement ag to the items covered by
the term “cash . All banks include coin, bullion, Australian notes,
and deposits with the Commonwealth Bank. In"addition some include
treasury-bills, some include part of their Liondon funds, and some
inelude both. Some banks which inelude London funds do not eonvert
them into their equivalent in Australian currency;
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169. Liquid assets include cash -and all the other assets exeept
advances and landed property. All banks thus include in liquid
assets Australian government securitiés whether held in London
or Australia, There i§, therefore, little difference between the banks
as to-what they regard as liquid' asséts, but the portion of these which
they. vegard as eash differs materially as between banks, The total
liabilities to the public consist almost entirely of deposits, together
with a small amount on account of notes and bills in cireulation. and
balances. due to’ other banks.

170. The Commission has been furnished with a detailed state-
ment of the assets and liabilities in Australic of each of the nine
trading banks from 1926 to 1936 inclusive, and of their London funds
From ‘these. items have 'heen caleulated certain ratios for each bank
and for all the banks taken together. In order to examine the opera-
tidns of thé trading banks diring depression and vecovery, it is
necessary to refer to these ratios, and, if the position as a whole is
to ‘be surveyed, it is necesiary to use aggregate figures. No diffieulty
arises with the advance-deposit ratio, nor with the liquid assets ratio.
The ratio of advances to deposits is the percentage ratio of the
aggregate advanees to the aggregate deposits. The liquid. assets
ratio is the percentage ratio of the aggregate liquid assets to the
total liabilities to the public. But the “cash ratio” ecannot be so
simply determined, because of the différerice in practice in regard
to what i included under “pash”, ‘We have, therefore, seleeted. s
cash for this purpose, those items which are eagh in themselves (coin,
bullion, and notes) and thiose. which will be turned readily into. cash
by the Commonwealth Bank (deposits with the Commonwealth Bank,
treasury-bills, and London funds). We have not regarded as London
funds Australian government securities held in London, The amount
of these, however, is so small that their excelusion affects the ratio
very little. The London funds included as cash are taken at their
value in Australian currency at the time to which they relate. Tt
is true that no one bank uses precisely these items in caleulating its
cash ratio, but in our view the ratio which we have adopted is the
most important indieation of the liquidity of the system as a
whole. It might be confusing to eall the ratio either “cash ratio ",
oi “liquid ratio”. .The items include more than cash in the striet
sense of the word, and less than the total lquid assets taken®into
acecount by the banks for purposes of their lignid assets ratio. For
convenience we shall refer to it as the “cash reserve ratio” and to
the aggregate cash, treasury-bills, and T.ondon fands a3 “cash
reserves ”, ' .
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TABLE.
NINE TrADING BANRS—AUSTRALIA.

Movement in Percentage Ratio of -Cash, Treasury-bills, and London. Funds to
Total Deposits.

INOREASE. (4} OR DECREASE (—), FROM SECOND QUARTER TO -SECOND QUARTER.

(The banks-are arrunged differently in each year, nccording to the magnitude- of
change in ratio.),

1926 | 1927 ( 1028 | 1020 | 1930 | 1091 | 2002 [ 2003 | 2034 | 2035
— to to to to to |' to to to to
1027, | 1928 | 1929, | 1090, | 1981, | 1932, | 1033, | 1034, | 1035. | 1936,
%1% %1% %t %% |.%]%]| % .
—~ 1.7|4+14.4|~ 0.8’+/4.4 -11.4]4-11.21- '/2.2 +/7.'5 ‘-dAl).li 4 /33
~ 3.5+12.8{— Z.214 2.14:11.2{411. 0.7+ 3.1[— 3.8+ 1.8
—~ 4.0|+11.8]— 3.7[— 4.0|4-11.1}4 9. 0.1+ 2.8l 4.08/4 1.3
— 6.0+ 5.9(— 4.8|— 4.0]+ 9.4~ 7 0:5/4+ 1. 8.9]4-
— G.4(+ 5.0~ 5.7— 4.2 8:0]+ 8, 1.4l 0.9]-10.21'+ 0.4
— 6.8]4 4.9]— 9.1i— 4.4+ 5.6/ 4. 2.4+ 0 1.0(~ 1.3
— 7.0]4 4.8]— 9.8]— 5.8[+ 4.8{% 3. 3.114- 0 4.1}~ 2:8
~ 7.6+ 1.8/— 0.9/— 7.8/4 2.8]4. 3.3l 3.6/~ 1.0]-15,3}— 3.2
~ 8.5~ 0.4/—12.8/—10.9+ 2.4:+ 2,3~ 6.6/— 3.3 6.6|— 4.9
All - Trading ' 8
Banlks) : i 1 L '
{aggregate) 't~ 5.11+ 7.7~ 6.} 5.3|4 8:4]4 6:6]— 1.5 8.8+ 0.2

Movement of Perccniagc Ratio of Total Advances, de., to Total Deposits.

INCREASE () OR DECREASE ('—), ¥ROM BECOND QUARTER TO SECOND' QUARTER,

(The banks are arranged differently in each year, according to the magnitude of
change in ratio.)

1026 | 2027 | 1028 | 1920 | 1030 | 108t | 1032 | 1033 | 1934 | ‘ifsn

— ta to 1o to | to ! _to

1027, | 1928, ] 1020 | 1030, | 1031, | 1032 | 1033, | 1084, | 105, | 1086,

BN %Y %)% %] %] % |9 Y

4 5.4{~+11.0[-+-15.8[+ 0.5[— 3.9]+ 6.2] I‘él +14';.8+/g.8
— 3.9(+-10.5] -+ 0.5/— 5.0[+ 6.8|— 3,114-12.2|4 5.8
~ 4.2+ 7.2 — 2 8.3+ 3.6|- 3.4]+ 8.3|4+ 3.9
~ 4.3{+ 5.1 8.8+ 3.1|— 3.5{+ 6.6+ 3.6
~— 5.6+ 5.0] 9.5[4 2.7)— 3.9]4- 4.7[4- 2.2
— 8.3|4 4.7 0.8/ 2.6{— 5.3[4- 2.3[4- 0.2

- — 6.8{- 4.3 2.204 2.4[— 6.7+ 1.8{ Nil
- 9.5 2.2 2.8+ 2.1{— 6.0|+ 1.0l— 0.2
~11.0]— 3.2 2.9|— 0.9|— 7.4/+ 0.3|~ 3.3

All  Trading
Banks

(aggregate) |+ 6.0~ 7.00+ 5.5/4-11.1j~ 5.5/—10.1+ 2.6/— 5.3+ 7.9+ 3.3

7
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171. An cxamination of the ratios of any onc bank discloses a
wide range of fluctuationi around the average. A comparison of the
ratios of different banks shows that the average ratio differs con-
siderably as. between banks, and that the range of fluetuation is
greater for some banks than for others, but on the whole, as the table
above shows, the ratios of the banks moved in the same direction.
The. ratio. of cash reserves to deposits is shown by the graph in the
appendix, which is based upon the aggregate figures of the nine trad-
mg banks for the period 1926 to 1936. It will be seen that the ratio
varies within wide Hmits. Tt is to he borne in mind in considering this
ratio that the period which the graph covers includes years of acute
disturbane, It should not, therefore, be accepted as giving an
aceqrate view of the limits within which the trading banks’ cash
reserve ratio has varied in less-disturbed times. If we look, for
example, at the years 1926, 1927 and 1928, which preceded the
depression and included a period of slight business recession, it will
be seen fhat the variation is not as extreme as in the later years.
For example, the cashi reserve ratio then varied from 24 per cent.
to 34 per cent., the liquid assets ratio from 30 per cent. to 41 per
cent,, and the advanee- deposit ratio from 79 per cent. to 91 per cent.,
whereas in the suceeeding cight years of depression and recovery, the
cash reserve ratio varied from 19 per eent. to §9 pex cent., the liquid
assets yatio.from 25 per cent. to 45 per cent., and the advance-deposit
ratio from 79 per cent, to 98 per cent. :

172. For a considerable period prior to 1929 scasonal movements
in banking figures had been diseernible, due fo the production and
sale of the principal exports. For example, the cash reserve vatios
and liguid ratios were usually at the lowest point in the third quarter
of the year:  During that quarter, advances inereused, deposits
decreased and cash reserves tended to fall. In the first quarter of
the year deposits. reached their highest point and advandes were low.
The expectation arigsing from these movements was that up to
September deposits would gradually decrease and advances be higher,
throughout the fourth quarter deposits and eash reserves would hoth
be rising, and that in the first quarter the cash reserve position would
be restored with the growth in deposits and the slackening off of
advances.

173. The changes in the banking figures and ratios before the
depression may be illustrated for the three years 1926 to 1928,
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TABLE.
TRADING BANKS—AUSTRALIA.

gml ‘ Devents | con JAg
i ) by | Lo Wi ValCE--
Quaster, n;rx?utﬁ'u. At | Tosaecss |+ fondon Compien-| - Gold, | Reserve § Dapolt
Fu‘x"ﬂj‘.‘v. | Bank.'
. £Am. | £Am. | f£Am, | £fAm. | $Am. | £Am. |Per:cont:|Pef cent.
926— ¥ 56
st .. | 259.3| 204.8 86.5 33.1 5.7 2.0} 83.0 8.9
2nd 258.2 | 210.6 81.3 32.4, 6.2 24,4 31.51 -8L.6
3rd 254,2 | 220.0 80.5 10.5 8.7 24,4 273 86.6
4th 268.7 | 231.0 63.1 13.2 1.4 24.8 2.4 803
1927— g
lst .. 266.1 | 231.4 73.1 20.0 } 8.24 2501 921.8 87.0
2nd .. | 203.4| 232.2 9.6 21.0 8.2 241 204 88,2\
3rd .. | 258,56 234.6 08.0 18.2 | 9.4 23.8 26.3 90.7
Ath ., 263.4 | 232.9 74.0 21.7 11.2 23.8 28.1 88.4
1928 ! L
lat .. | 276.3 | 223.4 91.6 35.8 13.7 23.7 33.3 81,1
2nd 273.5 | 222.0 93.3 '41.3 12.9 23.5 34.1 +'81.2
3rd 206.9 | 228.2 8.6 29.2 1 10.4 23.6 20.4 85,6
4th 275.2 | 236.0 80.4 27.6 | 13.0 ) 23.7 I 20.2 88.0

T T T T
174, The most variable element in the cash reserves of the trading
butiks in pre-depression years was the item of Tondon funds,
Quarterly average figures of London funds for the years. 1926 fo 1928
show a fall between the first quarter and the fourth quarter of 1926
from £33m. to £13m. London funds remainéd low throughout 1927,
but rese again to £41m. in the second quarter of 1928, 'There were
no offsetting movements in other forms of eash réserves, so that these:
changes were reflected in the ratios of the banks as n whole. When.
London funds fall off suddenly, it is diffienlt for the banks to effcet
an immediate reduction of their advances to conform: withe the fall.
The result is that the cash reserve ratio falls, the advance-deposit
retio rises, and the position of the banks beeomres. less liquid, W hen
the fall in London funds took place in, 1926, the ratio of cash. resclves
to deposits, which had been 33 per cent. in the first quarten, fell, to’
24 por cent. in the fourth quarter, and the advanee-deposit ratio rose
from 79 per cent, in the first quarter to 89 per cent. in the fonrth
quarter. Throughout 1927, the banks as a whole were faced with the
position of a high advance-deposit ratio and a low cash reserve ratio,
It was some time; however, before the low level of Liondon funds in
1927 brought about a reduetion in advances. ILiendon funds rose
again to £4Im. in the seeond quarter of 1928, and the cash reserve
ratio to 34 per cent. Advanees which had risen sharply in 1926 from
£205m. in the first quarter to £231m. in the fourth quarter, rergained
high during 1927, but were brought back to £222m. in the second
quarter of 1928. Deposits had steadily increased over theé wholé
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period; and the advance-deposit ratio fell: to:81 per cent, by the second
quarter of 1928. During the period, too, the trading banks inereased
their holdings of long-term government securities: from £11m. to
£17m. .
1929—First Havr.
TABLE.
‘TRADING BANKS—AUSTRALIA..

- fotal Doposits

Cush |0
N Total | TOWY gy Tondon | T with Cash [, Advanco
Quter o) v, | i) Find | B0 g, 0ot e | R
' Funds, ank.
: Per Por
05— £Am. | £Am, | £Am. | fAm: | £Am. | cent. | cent.
19: g .
lat . 01.8 | 35.8 0.3] 13.7 23.7| 33.3| 81.1
2nd 03.3) 41.3 0.3 12.0 ) 23.5) 34.1| 8L2
8rd 78.6 | 20.2 n 10.4 | 23.8] 20.4| 85.6
4th 80.4 | 21.5 . 13.0 | 23.7} 28.2| 86.0
1020—
1at 90.0 | 34.8 15.1 23.6 31.3| 83.3
2nd 78.8 | 82.8 9.5 | 23.0) 28.0; 86.7

175. In the first half of 1929 the outlook for the future showed
some disquieting features, but was by no means bad. It is true that
no long-term overseas loan was raised after January, 1929, and a
decline was already to be noticed in export prices, but it was not yet
certain that overseas borrowing had ceased entirely, and although
the drop of 20 per cent. in export prices between May, 1928, and
May, 1929, brought them to a figure lower than any since 1922, there
was always hope that the trend might. be reversed. Unemployment
for Australia as a whole, according to the figures of the Common-
wealth Statistician, based upon trade union returns, had risen from
6.4 per cent. in the gecond quarter of 1927 fo 10 per cent. in the
second quarter of 1929, but this again was a movement whieh might
be reversed.

176. Bank deposits. in the first quartm of 1929 were seasonally
high, and there was the usual drop in the second quarter. For
several years fixed deposits had regularly increased and the scasonal
changes took place in current deposits alone, Bank advances had
risen: from £287m. in the fourth quarter of 1928 to. £247m. in the
gecond quarter of 1929, and there wag not the usnal seasonal fall in
the: first. quarter. London funds, which had reached a high point
of £41m..in the second quarter of 1928, dropped to £27m, in the fourth
quarter, but followed the normal upward trend in the first quarter of
1929, and stood at £33m. in the second quarter. Deposits with the
Commonwealth Bank, which were not yet an important proportion of
the trading banks” eash.reserves, fell from £13m. in the fourth quarter
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of 1928 to £9.5m. in the second guarter of 1929, The cash reserve
ratio in the first quarter of 1929 was a little-over 31 per cent., not as
high as in the early part.of 1928, but still satisfactory. The advance-
deposit ratio was 83 per cent., not high enough to eause any apprehei-
sion, Bven in the sccond quarter of 1929, there was only a slight
deterjoration in the eash reserve ratio, which fell from 31 per cent. to
28 per cent., and in the advance-deposit ratio, which rose from 83 per
cent, to 87 per cent. The position of the trading banks was beecoming
slightly less liquid, but similar movements had oceurred before and
had righted themselves.
1929—Szeconp MaLp,

TABLE.
TrADING BANRE—AUSTRALIA.

quarter, | Totat | ot Tecnenr London | Trensury e w, | aSuh | ddvauce
usirter, ‘ - i | Leensury tiold. serve |
P i) bt | Wl o | W[y ol | earte | Dol
Tunds, Bank.
: Per Per
1928 £am, | £Am. | £Am, | £am, | £Am, | £am. [ £Am. | cent. | cont.
3rd .. 78.6 1 20.2 . 10.4] 28,8 85.5
Iﬂg;h . 804§ 27.6 f 18.0 | 28.7 86.0
Ist .. [ 287.1) 230.2{ 80.0| 34.8 - 15,1 | 23.6 83.3
2nd .. | 284,51 246.7 | 0.6 1 32.8 0.5 ] 23,0 80.7
3 0 ]277.2 | 260,21 81,1 17.8 o 7.8} 21.6 93.5
dth .. [ 275.2 | 269.5 ) 63.2 9.3 1.5 8.61 19.1 97.9:

177. Towards the end of 1929 it became elear that Australia was
entering a depression. Export prices had fallen another 10 per cent.
between May and December, and the wool sales had opened badly in
Seplember. Unemployment was definitely vising, and the figure of
10 pet- cent. in the second quarter of 1929 became 13.1 per cent. in
the fourth quarter. Bank deposits fell from £284m. in the second
quarter to £277m. in the third quarter. This fall might have been
accepted as seasonal, but instead of the usual rvise in the fourth
quarter, there was a further £all to £275m. Most of this change was
due to movements in eurrent deposits, which followed their seasonal
trend downwards but did not rise again. There was a slight check,
too, in the general upward trend of fixed deposits. Advances rose
from £247m. in the second quarter to. £269m. in the fourth quarter,
a rather steeper vise than usual. The holding of government sceuri-
ties by the trading banks. fell off from £17m. in the second quarter to
£13m. in the fourth quarter.

178. The chief strain, however; came on London funds, which
fell from £33m. in the seccond quarter to £18m. in the third. In
itself, this fall was little worse than had happened in 1926, but in

‘t'a
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the fourth guarter there was a further fall to the very low figure of
£9ra. There 'was also a fall from £23m. to £19m. in the amount of
gold held, which oceurred before the Act of that year empowering
the -Commonwealth Bank to acquire gold had time to take offeet.
The cash reserve ratio fell fro