PAPERS ON MONETARY POLICY, CREDIT
CREATION, ECONOMIC OBJECTIVES .AND
THE RESERVE BANK

R. S. DEANE

Reserve Bank of New Zealand
Wellington

Research Paper No. 9 December 1972

Copies of Research Papers are obtainable free of charge on application
1o the Economic Department, Reserve Bank of New Zealand, Box 2498,
Wellington.



CONTENTS

Page
PREFACE 5
ASPECTS OF MONETARY POLICY®™ .. . . . .. . 7

THE CREDIT CREATION PROCESS: BANKS VERSUS NON-BANKS 19

THE OBJECTIVES OF ECONOMIC POLICY . 25
THE FUNCTIONS OF THE RESERVE BANK® 31
-

(1) Reprinted from the Reserve Bank of New Zealand Bulletin, November 1972.
(2) Reprinted from the Reserve Bank of New Zealand Bulletin, September 1972.



PREFACE

This Rescarch Paper differs froin previous Papers in
that although it uses the saine format, the material pre-
sented is essentially and deliberately of a non-technical
nature. The Reserve Bank’s elernentary text describing
the New Zealand financial system, Money and Banking
in New Zealand published in 1963, has been out of print
for some time now and is in fact likely to be superceded
by more up-to-date treatments which are scheduled for
publication shortly, one a Report by the Monetary and
liconomic Council and the other, a textbook prepared
by Professor I'. W. Holmes of Victoria University of
Wellington. Accordingly, the Reserve Bank has no plans
at this stage to publish a new edition of Money and
Banking. On the other hand, occasional papers on mone-
tary matters are prepared by Bank staff for presentation
to various audiences, and this Research Paper brings
together four such articles in one volume in the hope
that the material may be of some assistance to students
and others who are interested in the New Zealand finan-
cial system. It is for this reason that the exposition in
the present studies is pitched at what is hopefully a fairly
straightforward level.

The first paper in the series discusses some aspects of
monetary policy, including some introductory material
on policy objectives and credit creation. The recent his-
torical development of the major deposit-accepting finan-
cial institutions and the tools of monetary policy are
briefly summarised, following which the present policy
weapons are discussed and analysed. Some suggested
unprovements with respect to monetary policy are also
mentioned.

‘I'he process of credit creation, touched on in the first
paper, 18 developed in a little more depth in the second

stucly. In particular, the discussion centres on the factors
which help determine relative growth rates as between
banks and non-banks—size, cash and/or government
security ratios, and the degree of competitiveness in
attracting deposits. The last factor is shown to be highly
important and some implications for policy are drawn
which are, of course, consistent with the suggestions in
the first paper.

‘The main conclusion of this analysis is that the
achievement of a more ecffective monetary policy is
largely dependent on a change in emphasis with respect
to the major policy tools: in particular, a movement
away from reliance on direct controls and towards a
more active interest rate policy would seem to be highly
desirable. In a broad macroeconomic sense, this implies

that the potential of monetary policy can only be fully
realised if the authoritics can influence in a ‘meaningful
way the attractiveness of financial assets vis-a-vis real
assets. Within the financial system itself, the conclusion
suggests the need for a more competitive banking sector;
one which should be fully able to hold its own in com-
petition with non-bank institutions and other inter-
mediaries. Otherwise monetary policy will continue to
be frustrated by rapid growth in intermediation beyond
the influence of the monetary authorities. These points
are dwelt on at some length in the first two papers.

The third paper discusses the major objectives of
economic policy, as mentioned in the first study, and
offers an elementary explanation of what the objectives
mean and how they are generally measured. Some illus-
trations of potential conflicts among the objectives are
offered and a summary of jthe available policy instru-
fments is given, to provide Jome guide to the economic
policy weapons available to government in its pursuance
of the various objectives.

Finally, the functions of the Reserve Bank of New
Zealand are set out in a non-technical fashion in’the
fourth paper. The variety of administrative and policy
functions is emphasized, with the latter being developed
in more detail than the former.

!

There is a minor amount of overlap between the four
papers, but this has not been eliminated in order to allow
each paper to stand as an entity. The complementarity
of the papers can be illustrated, for example, by pointing
out that the surnmary of the Reserve Bank’s monetary
policy function in the fourth paper {can be expanded
‘by refereice to the fuller treatment of the first paper.
Similarly, the economic objectives noted in the first and
fourth papers are discussed in more detail in the third
paper. The second paper is essentially a further develop-
ment of some of the ideas presented in the first paper.
The first and fourth papers are being reprinted from
recent issues of the Rescrve Bank’s monthly Bulletin,
while the second and third papers have not heen pre-
viously published.

Although I am grateful for the comments of various
people on the papers, and particularly the suggestions
of Mr P. R. Coney, formerly Chief Economist of thc
Bank, it should be made quite clcar that the views
expressed are my own 'responsibility. They do not purport
in any way to represent those of the Reserve Bank.

R. S. Deane.



ASPECTS OF MONETARY POLICY

(Reprinted from the Reserve Bank of New Zecaland Bulletin, November 1972)

T'his article was prepared to provide background information for addresses to the Bankers’ Institute of Australasia

1972 lecture meeting for the Wanganui area held in Wanganui on 11 October 1972 and the annual Bank Officers’

Course held at Paraparaumu from 26 October to 10 November 1972. The paper is being published by the Bank

in order to make the material available to a wider audience, although it should be emphasised that the views remain
those of the author, Dr. R. §. Deane, Assistant Chief Economist of the Bank.

1. THE OBJECTIVES

In New Zcaland, Government economic policy appears
to be directed primarily towards the promotion of:

Economie growth;

Full employment and efficient allocation of all
resources; :

Internal monetary stability (meaning stable prices) ;
Balance of payments equilibrium (with adequate
overseas reserves) ;

An equitable income distribution.

In particular, from the point of view of the monetary
authorities, these objectives suggest the need to main-
tain a level of spending sufficient to keep resources fully
employed while avoiding rapid changes in the price level
and preserving international solvency. If aggregate
monetary demand falls short of the total output of goods
and services at current prices, there is likely to be un-
employment. On the other hand, if spending outstrips
productive capacity, prices are likely to rise and imports
to increasc. Price rises can have disruptive effects on
trading both in the domestic economy and with overseas
countries. They can also penalise particular sections of
the community. As for increases in imports, these must
be matched by higher levels of exports or alternatively
the country must resort to overseas borrowing or run
down its reserves of overscas exchange. As New Zea-
landers well know, there are limits to the use of each of
these latter alternatives.

Accordingly, the principal objective of monetary
policy is to influence spending decisions. If it is to achieve
this aim, monetary policy should be designed to:

Influence the overall availability and cost of credit;
Influence decisions regarding the holding or dis-
posing of liquid assets;

Affect future expectations about each of these
factors;

Ensure that the monetary system meets the needs
of both savers and borrowers in an efficient manner.

The need for monetary policy to regulate the supply
of credit and to influence holders of liquid assets arises
from the fact that some entities in the economy spend
less than they earn while for other units expenditure

will exceed income in the same given period.(!Y The
latter, known as excess spenders or deficit units, have a
deficit which may be finanted in a number of ways.
They can borrow, thereby incurring additional liabilities,
run down existing cash balances, convert other liquid
financial assets into cash, realise securities, or persuade
their debtors to repay debts. On the other hand, surplus
units (those which spend less than they earn) run a
surplus which enables them to build up their cash
balances, accumulate liquid assets and securities, and
repay debts.

Obviously entities which run surpluses finance the
deficits of excess spenders. This financing may be carried
out directly, such as a direct loan from one company to
another, or indirectly via a financial intermediary, which
may accept deposits from a wide range of individual
units and in turn lend to another group of entities. The
intermediary may be a financial institution (e.g., a bank,
insurance company, stock and station agent, etc.) or an
individual, such as a solicitor or a sharebroker. The cost
of this financing by the borrower, or the return obtained
by the lender, is the interest rate. Hence policy is con-
cerned not just with the volume of financing, but also
with its cost. The higher the interest rate, the greater
the discouragement to borrowing and, of course, the
higher the reward for lending—which means foregoing
present spending. In New Zealand, the major net bor-
rowers are the centra] government, local authorities,
many companies and farmers, and those private in-
dividuals who borrow to finance the purchase of houses,
cars and consumer durables. An effective monetary
policy must affect the ability of these units to obtain
credit.

By contrast, fiscal policy—the other major instrument
of economic control—atternpts to influence expenditures
by changing the level of Government expenditure or the
rates of taxation on incomes or commadities, thereby
affecting current disposable incomes and the prices of
goods and services. In New Zealand, as in most coun-

(1) In this context, earnings or income refers to the process of
obtaining funds by playing some part in production. The
definition includes wages, profits, rent and interest hut
excludes gifts, borrowing and the like. Spending constitutes
the purchase of goods and services for hoth current con-
sumption and capital formation. It excludes the acquisition
0}5 financial claims, such as bonds, securities, debentures and
shares.



tries, fiscal policy is the prime coﬁccm of the Treasury
whereas monetary policy is the major responsibility of
the Reserve Bank.

2. CREDIT CREATION

(a) Trading Banks

It may be as well to consider briefly the nature of
the credit creation process. This can be illustrated by
the use of an arithmnetical example, in which it can be
assumed for the sake of simplicity that Table 1 repre-
sents a succession of summary balance sheet positions for
all banks combined, these being the only financial inter-
mediaries in a simple economy in which increases in
credit or bank advances are fully reflected in correspond-
ing changes in deposits. If there was a single reserve
ratio(® (the proportion of total deposits to be held in
the form of statutory or frozen cash balances at the
Reserve Bank) the position could look something like
that in Table 1. ‘

Case 1 In this initial position statutory requirements
are $10 million, or 10 percent of total deposits, and free
cash is $5 million. Thus the banks are in a position to
expand their lending assuming (a) no official restriction
in the form of, say, ceilings for bank advances and
(b) an adequate demand for overdrafts from credit-
worthy customers.

(2) The single ratio is a simplifying assumption. In practice in
New Zealand there are two ratios; one applicable to demand
deposits, the other to time liabilities. Furtiermore, it should
be remembered that the reserve ratios in New Zealand have
in the recent past been supplemented by a rather compli-
cated formula for determining penal borrowing, the details
of which are set out later in the paper, If the reserve ratios
were to be replaced by an orthodox reserve assets ratio
covering, say, government securities as well as cash, the
principles discussed in the following section would still be
much the same.

Case 2 Suppose advances increase by $30 miillion,
this being fully reflected in a hypothetical corresponding
rise in deposits. Now frozen cash is 10 percent of $130
million, or $13 million, and free cash is $2 million
($15 miillion less $13 million). This illustrates how credit
expansion leads to a rise in the money supply, via the
increased deposits, and a decline in banks’ free cash
(given a stable reserve ratio).

Case 3 A further $20 million expansion in advances
in this simple model results in deposits now totalling
$150 million, reserve. requiremerts $15 million and nil
free cash. The maximum expansion of deposits thus
equals the initial free cash multiplied by the reciprocal
of the reserve rato (known as the credit multiplier),
i.e. $50 million = $5 million X 10. The ratio is 10 per-
cent, or 1/10; the multiplier 10. In practice, of course,
the position is rather more complex than this as leakages
occur because of the existence of an overseas sector and
Government.

Case 4 1f the authorities decided that the $115 mil-
lion level of advances was too high, they could penalise
the banks by raising the reserve ratio to, say, 12 percent.
Now the minimum statutory requirement would be $18
million, but the banks have only $15 million cash. Hence
they could be forced to sell their investments, reduce
their holdings of overseas exchange or, as assumed-in
this case, borrow fromn the Reserve Bank at a penal rate.
The Bank’s discount rate is currently 6 percent but
during the last period in which the trading banks were
subject to penal borrowing the penal rate was deter-
mined on the basis of a sliding scale ranging from
7 to 10 percent. Such a penalty is designed to encourage
the banks to reduce their lending to a level more accept-
able to the monetary authorities. It should be remnem-
bered that the maximum permitted average rate of
interest on bank advances is 6 percent.

Case 5 This demonstrates how a balance of pay-
ments surplus may improve the banks’ position. In this
example deposits, and hence the money supply, rise by

TasLe 1

TRADING BANKS'’ AMALGAMATED BALANCE SHEET

($ million) Case 1 2 3 4 5 6 7
LIABILITIES
Deposits .. - 100 130 150 150 160 160 140
Reserve Bank Borrowing —_ — — 3 — — —
Total Liabilities 100 130 150 153 160 160 140
ASSETS
Cash — Notes ) 5 5 5 5 5 5 5
Frozen )* . 5 8 10 13 11 15 9
Free 5 2 — — 4 — 1
Total Cash .. 15 15 15 18 20 20 ; 15
Advances .. 65 95 115 115 115 115 115
Overseas Assets .. 10 10 10 10 15 15 10
Investments 10 10 10 10 10 10 —
Total Assets .. - . 100 130 150 153 160 160 140
(Reserve Ratio %) . - (10) (10) (10) (12) (10) (12.5) (10)

* Reserve requirements, which include notes, as determined by the reserve ratio.
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$10 million, while the banks’ overseas reserves go up by
$5 million and cash increases by $5 million, as a result
of sales of some of the additional foreign exchange to
the Reserve Bank. Given a reserve ratio of 10 percent,
statutory balances increase also, from $15 million in
Case 3 to $16 million in Case 5. But the banks still gain
some extra free cash ($4 million) and theoretically
could expand their lending if the reserve ratio remained
unaltered.

Case 6 If such an expansion was not desired by the
Reserve Bank, the reserve ratio could be raised to 12.5
percent to absorb all the free cash in frozen balances.

Case 7 Assume the Government ran an internal
surplus in the public accounts (revenue exceeding expen-
diture), thereby reducing bank deposits by $20 million
and draining banks’ cash. In this illustration, the banks
have met the position by a combination of measures: a
sale of $10 million investments and $5 million foreign
exchange to the central bank and accepting a $5 million
decline in their cash as such. Note the need for a reduc-
tion in the reserve ratio if the banks are not to be forced
to borrow from the Reserve Bank.

These illustrations suggest a number of principles of
relevance to monetary policy:

(1) Reserve Ratios: Changes in these affect the level
of banks’ free cash and, in fact, the ratios can be raised
to levels which force the banks to borrow from the
Reserve Bank at penal rates. This is sometimes called
“placing the banks in the red”. But not all changes in
the ratios reflect a change in policy. In practice, many
of the changes can be attributed to seasonal fluctuations
in banks’ cash, although at all times there is some under-
lying policy, e.g. to allow the banks a reasonable margin
of free cash or, if advances are considered too high, to
keep the banks “in the red” by a specified amount. The
practical operation of the New Zealand system since
1969 has varied from this textbook style approach be-
cause of the operation of a formula system for deter-
mining penal borrowing, as discussed later, Furthermore,
it is possible that in the future some type of reserve assets
scheme may be introduced under which liquid assets
other than cash could come within the ratio require-
ments.

(i1) Banks’ Cash: For the banking system as a whole,
the cash base can be affected by factors outside the
direct control of the banks themselves. For example, an
overseas exchange transactions deficit would normally
be expected to reduce their cash, as would a cash surplus
in the Government accounts if it involved a net transfer
of funds from the private sector to the Government. In
addition, for an individual bank, a loss of cash would
occur if it expanded its lending more rapidly than the
systern. Similarly, a gain of cash would accrue to an
individual bank which was able to compete deposits
away from its counterparts.

(iii) Money Supply: This is usually defined in a
narrew sense as notes and coins plus demand deposits -
of trading banks. The arithmetical examples implied
that several basic factors would affect the money supply:
credit creation by the banks (increased lending in tumn
being reflected in higher deposits), a change in the over-
seas exchange transactions outcome (a current account
surplus, for example, would tend to increase the money
supply), and a surplus or deficit in the central govern-
ment sector (for instance, a public account internal
surplus may tend to reduce the community’s deposit
balances, thereby also reducing the money supply). In
reality, these influences are inter-related and ‘work to-
gether with other factors, such as Reserve Bank credit
to marketing authorities, to help determine fluctuations
in the money supply. On the other hand, the com-
munity’s demand for money also needs to be borne in
mind. This demand will reflect such influences as the
community’s income or wealth, and the advantages of
holding money as compared with alternative financial
and real assets, including a consideration of the relative
rates of interest available.

(b) Non-Banks

In principle, non-banks can create credit in a manner
similar to banks. These - deposit-accepting institutions
include the various savings banks, stock and station
agents, filnance companies, money market dealers, and
so on. But there are some distinctions between banks
and non-banks which are of significance for monetary

policy.

(i) Non-banks generally do not hold their cash in the
form of balances at the Reserve Bank—instead their
cash is trading bank deposits. Accordingly they can only
expand their cash, and hence their lending, if they can
attract a greater share of bank deposits. In other words
non-banks must persuade the public to deposit with them
by offering competitive terms, thereby initially reducing
the public’s deposits with banks and increasing non-
banks’ cash (their bank deposits) by an equal amount.
Total bank deposits need not change, although sub-
sequently the velocity of turnover of these will increase
of course.

(ii) The structure of' non-banks’ liabilities tends to
differ from that of trading banks—generally the non-
banks’ deposits exhibit a much lower velocity of circula-
tion or turnover with a higher proportion of the total
being held for longer time periods. This makes for
greater stability in most cases, with the deposits con-
stituting a less liquid type of financial asset in the hands
of the holders. :

(iii) The relatively high turnover of bank deposits,
which is related to the fact that the trading banks oper-
ate New Zealand’'s payments system, has the further
implication of a higher return flow of funds for banks
as compared with non-banks. This means that when a



bank makes a loan, it can normally expect a higher
proportion of the advance to flow back in the form of
increased deposits than can a non-bank, other things
being assumed equal. This suggests rather different
“credit multipliers” for the different financial institu-
tions.

Apart from the private sector deposit-accepting finan-
cial intermediaries already mentioned there are of course
further institutions which ofler a varied range of finan-
cial services and have a significant effect on the flow of
funds in the ecconomy, especially in relation to the
building and local authority sectors. These include the
building socicties and life insurance companies and, in
the Government sector, the National Provident Fund
and the State Advances Corporation, Full descriptive
and historical details of New Zealand’s financial institu-
tions are readily available elsewhere.(®

3. A LIQUID ASSETS FRAMEWORK

It is the ability of both trading.and central banks and
other non-bank financial intermediaries to create credit
which provides the justification for the exercise of
monetary policy by Government. The process of credit
creation leads to an accumulation of liquid financial
assets (demand and time deposits) in the hands of the
public which in turn facilitates additional spending. As
observed earlier, the principal objective of monetary
policy is to maintain a reasonable balance between the
level of spending and the economy’s total real output.

One useful way to look at the changing structure of
the New Zealand financial system is to consider move-
ments in the money supply and other major liquid assets
of the public. Logically, one would expect to find a close
relationship between the community’s holdings of liquid
assets and their incomne, and thus of course their spend-
ing and saving.(¥ Table 2 provides an analysis of
changes in these liquid assets between 1955 and 1972.
It is in effect a summary of Appendix Table A.

Part (a) of Table 2 shows how the trading banks’
share of the public’s deposits with financial institutions
declined from 39.0 percent to 31.1 percent between 1955

(3) See, for example, The New Zealand Financial System,
Monetary and Economic Council Report No. 10, March
1966, and Money and Banking in New Zealand, Reserve
Bank of New Zealand, Wellington, 1963,

(4) These relationships have been tested statistically by the
Reserve Bank and found to be very strong. In addition to
income, one would also expect other factors to have some
influence on holdings of financial assets—for example,
interest rates on those liquid assets and returns on other
forms of financial and real assets. The relevance of each
of these factors is confirmed by econometric analysis by
Deane, R. S. and Lumsden, M. A., in 4 Model of the New
Zealand Monetary Sector, Research Paper No. 2, Reserve
Bank of New Zealand, Wellington, December 1971. Simi-
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and 1972. During the same period, the popularity of
the savings banks increased significantly, due in no small
measure to the success of the investment account scheme.
Taken as a group, the savings banks increased their
relative share from 47.8 percent to 54.0 percent, although
within this category the relative decline of the Post Office
Savings Bank has been the subject of some misgivings
by Government. Other non-bank intermediaries—finance
companies and money market dealers—also improved
their positions. Nevertheless, deposits held by trading and
savings banks still represent the vast bulk of the liquid
assets shown in the table (85.1 percent at the end of
March 1972).

There appeared to be two major causes underlying
these changes. First, the nature of monetary policy in
the past has been such that the main impact of official
action has fallen upon the trading banks which have
been subject to a variety of direct controls. This has been
the case for economic, political and social reasons. Tradi-
tionally, as the operators of New Zealand’s payments
system, the banks have issued a large volume of highly
liquid claims (demand deposits) and have been the
major lenders of short-term funds through the medium
of the overdraft system. Hence control has been con-
centrated upon bank advances although this has been
associated with the regulation of interest rates, on both
deposits and overdrafts, and at least until recently severe
restrictions on the structure of trading bank assets.

The second important influence, and one which is
sometimes overlooked by the critics of monetary policy,
has been the marked change in the public’s preferences
away from cash and current deposits in favour of
interest-bearing demand and time deposits. The change
was stimulated by official action in 1962 when Capital
Issues Control was largely abolished and the Interest on
Deposits Order revoked. Part (b) of Table 2, which
provides an ‘analysis of the liquid assets series on a
functional rather than an institutional basis, demon-
strates the relative decline in the significance of the
money supply (cash and largely non-interest-bearing
bank demand deposits) and the correspondingly rapid
increase in ‘“other” demand deposits (mainly interest-
bearing current accounts, such as those held with savings
banks) and term deposits.

larly, the importance of linkages between the monetary and
real sectors or, in other words, between the money supply
and spending, can be confirmed by econometric analysis,
such as in tge quarterly model described in Deane, R. S,
Lumsden, M. A. and Sturm, A. B., Some Preliminary Simu-
lation Experiments with a New Zealand Model, paper pre-
sented to the New Zealand Association of Economists’
Conference, Massey University, Palmerston North, 23.25
August 1972 (to be published as a Research Paper). In this
model the financial variables, themselves influenced by
general economic activity as well as policy considerations,
have an impact on a range of expenditures, including those
on consumer durable goods, dwellings, other (commercial)
buildings, plant and equipment, and imports. However, it
should be observed that there remains considerable con-
troversy about the precise nature of the transmission process
between the monetary and real sectors, and any model can
only represent a particular point of view.



Within this context, it has usually been the non-banks
which have been able to offer the more competitive terms.
This has enabled them to gain a greater share of bank
deposits, thereby expanding their cash base and encour-
aging them to increase their lending capacity at a more
rapid rate than the banks have been able to achieve. For
many years the situation reflected the inability of the
banks to offer sufficiently high interest rates on their
own fixed deposits. Similarly, the more extensive the
regulation of institutional interest rates generally, the
greater are likely to be the funds available for direct
lending, such as between large industrial companies, and
non-institutional flows of funds, e.g. through solicitors
and sharebrokers. These activities imply an acceleration
in the turnover of the existing total of trading bank
demand deposits and facilitate the financing of addi-
tional expenditure. This reduces the effectiveness of
monetary policy. It also encourages funds to flow through
channels which may be more expensive and less efficient
than those provided by the trading banks.

Turning from the factors underlying variations in
institutional shares of liquid assets to causes of changes
in the aggregate series, a similarity with the earlier
analysis of the money supply can be observed. Liquid
assets or deposits of the public represent the liabilities
of financial intermediaries. The assets held by these
institutions represent in turn their claims on other
sectors. Appendix Table B illustrates the composition
of these claims: some are held in the form of net over-
seas assets by the banking system, while others constitute
credit advanced to Government and local bodies (both
represented largely by holdings of securities), the market-
ing authorities (Reserve Bank lending to these organisa-
tions) and private sector lending, such as trading bank

advances and discounts, term loans, and so on. The
annual changes in each of these items, shown in Appen-
dix Table C, sum to the change in total selected liquid
assets. These figures provide a convenient base for
monetary analysis. For example, fluctuations in New
Zealand’s overseas exchange transactions are reflected in
changes in overseas assets; the outcome of the Public
Account, indicative of Government's fiscal action, is
embodied in changes in claims on Government, an item
which includes Reserve Bank advances to and deposits
of Government; and, of special importance to monetary
policy, the variations in liquid assets attributable to
institutional private sector credit creation are indicated
by changes in claims on this sector.

4. THE DIRECTION OF POLICY

It was recognised quite some time ago that one of the
most important implications of these factors—the per-
sistent " control over trading banks combined with the
changing institutional patterns just described—was the
decline in the influence exerted by monetary policy over
the flow of funds in the economy. In recent years,
Government has endeavoured to avert the problem in
three major ways:

(a) First, by extending its influence over financial
intermediaries beyond the trading bank system.

A series of voluntary arrangements for the diversion of
funds to the Government sector were introduced and
utilised during the mid-sixties, with one such arrange-

TasLe 2

SELECTED LIQUID ASSETS OF THE PUBLIC

1955 1972
(As at 31 March)
$m. % m %
(a) On an institutional basis
Trading Banks .. - - - - - 535.7 39.0 1,054.0 311
Private Savings Banks .. - - - - - —_ — 352.2 10.4
Sub-Total - - - - - 535.7 39.0 1,406.2 41.5
Post Office Savings Bank .. - - - - - 554.9 40.4 962.6 28.4
Trustee Savings Banks - - - - - 101.1 14 514.7 15.2
Stock and Station Agents - - - - - 39.4 29 74.9 22
Finance Companies - - - - - - 12.0 0.9 187.1 5.5
Official Money Market .. - - - - - — — 42.7 1.2
Notes and Coin .. - - - - - - 130.0 9.4 203.1 6.0
Total Selected Liquid Assets - - - - 1,373.2 100.0 3,391.3 100.0
(b) On a functional basis
Money Supply - - - - - 570.8 41.6 907.5 26.8
Other Demand Deposits .. - - - - 552.2 40.2 1,364.4 40.2
Sub-Total _—_ - - - - - 1,123.0 81.8 2,2711.7 67.0
Time and Fixed Deposits .. - - - - - 250.2 18.2 1,119.6 33.0
Total Selected Liquid Assets - - - - 1,373.2 100.0 3,391.3 100.0
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ment, that with the insurance companies, still in opera-

tion; the proportions of savings banks’ deposits which

must be invested in government securities have been
varied at times; Capital Issues Contro]l was applied to

finance companics in February 1967 to restrain their

rate of growth although this was replaced in June 1969,
with a -variable government stock ratio requirement;
and hire-purchase regulations have been altered as the
cconomic situation appeared to demand. In addition,
the 1969 Budget provided the opportunity for some
rejuvenation of the Post Office Savings Bank through the
introduction of new savings schemes.

The commitment to government security ratios as a
means of regulating non-bank intermediaries was amply
confirmed by the 1970 Budget when building societies
and private superannuation funds were brought within
the official framework and an announcement made to
the effect that an agreement would be sought with the
firc and general insurance companies to invest a pre-
scribed amount of their new funds in official securities.
However, the official short-terrn money market dealers,
who had been feeling the effects of a more competitive
trading bank system, were granted permission to adopt
a more flexible portfolio of assets in October 1970,
through being able to hold longer term stock and a
higher proportion of local authority securities. Simi-
larly, in order to assist the competitive position of the
trustece and Post Office savings banks, the 1972 Budget
promised legislation to provide cheque facilities and, at
the same time, higher interest-bearing deposit limits
were announced for all groups of savings banks. It is
also of interest to note that in 1971 the Government
approved the establishment of merchant banks, a new
formn of intermediary for New Zealand.

Variations in the now widespread government security
ratios have been used fairly actively by Government
over the last few years as a means of regulating the
activities of the non-bank institutions and, in particular,
to influence the proportions of their funds which are
directed to the private and Government sectors respec-
tively.

As part of a package of wage/price direct controls
introduced in March 1972, and designed to ease the
rapid inflation of the preceding two years, Government
decided to impose maximum rates of interest on funds
borrowed for relending. The Interest on Deposits Regu-
lations 1972, administered by the Reserve Bank, laid
down a scale of maximum deposit interest rates ranging
from 4.5 percent for call money to 7.25 percent for
six-year deposits. Obviously, these controls will exert a
significant constraint on the degree of competition
between both bank and non-bank intermediaries during
the period for which the Regulations apply. An expiry
date was not specified in the Regulations.

(b) A number of significant liberalisations have been
introduced in so far as the trading banks are concerned.

12

In 1963, the banks entered the term loan field; in -
1964 they were permitted to open savings banks which,
as Table 2 shows, have helped restore their relative
position when taken in conjunction with the trading
bank activities; in 1965 the banks were enabled to com-
pete more actively for fixed deposits and to invest in
government securities to some extent; and in the same
year they were authorised to take up sharcholdings in
hire-purchase finance companies. In an endeavour to
improve further the competitive position of the banks,
the 1969 Budget provided freedom for the banks to
compete actively for large term deposits, by removal of
interest rate control for fixed deposits of $25000 and
over, and an incentive to rilove in this direction through
being able to become fully invested, meaning that instead
of holding large amounts- of idle balances during the
seasonal liquidity build-up, the banks are now able to
invest much of this spare cash in official securities, thus
earning additional income to meet the higher interest
rates on fixed deposits. The introduction of Treasury
Bills was announced in the same Budget—these are
essentially short-term (3 and 6 months) negotiable
government stock, designed to provide an outlet for
seasonal liquidity, especially for the banks and money
market dealers.

As part of the continuing effort to improve the rela-
tive position of the trading banks a number of further
changes were made in the October 1970 mini-Budget.
For instance, fixed deposits for terms in excess of two
years were freed from interest rate control, regardless
of amount. Deposits of less than two years but for
amounts in excess of $25,000 also continued to be exempt
from official regulation. The maximum rate of interest
on term deposits of less than two years’ duration and
less than $25,000 became 4.8 percent (raised from the
4.25 percent rate ruling prior to October 1970). At the
same time, the Government introduced a scheme where-
by for every $1 million of additional fixed deposits for
periods of more than two years, a bank could increase
its non-priority lending ceiling by $0.8 million, or 80
percent. The success of this latter scheme lead to its
revision in March 1971, when the qualifying increase in
fixed deposits was restricted to those with terms in
excess of three years; the 80 percent proportion still
applying. The 1970 mini-Budget also saw the inclusion
of term loans within the ordinary bottom tier ceilings
policy. In addition, penal borrowing rates were moved
on to a sliding scale basis, ranging from 7 to 10 percent
and the minimum period for borrowing from the Reserve
Bank in its lender of last resort role to meet the normal
reserve ratios was reduced from 10 to 3 days with the
automatic entitlement ceasing after 21 days. The usual
interest rate applicable for this type of b_brrowing 18
6 percent, the current Reserve Bank discount rate.

More recently, since April 1971 to date, the trend in
trading bank lending has been such that the banks have
been able to comply with official policy and hence there



has been no penal borrowing from the Reserve Bank.
This situation has diminished the relevance for current
purposes of some of the changes just described including,
for example, the “80 percent scheme”. At present then,
the banks are opcrating under an overall guideline for
bank credit, although the two-tier breakdown is retained.
On the other hand, the monthly apportioning of ceilings
among individual trading banks ceased in mid-1972.
Another measure approved for the banks, at the end of
1971, was the introduction of transferable certificates of
deposit and the 1972 Budget stated that these were to
be made exernpt from stamp duty, thus enhancing
their attractiveness to the community and providing the
banks with another useful competitive device. Currently,
the trading banks are of course subject to the Interest on
Deposits Regulations 1972 mentioned above.

(¢) Thirdly, since 1967, fiscal policy has been em-
ployed more actively by Government as a means of
inflluencing aggregate monetary demand. This has eased
some of the burden formerly imposed upon monetary
measures and has resulted in a better balanced and
probably more effective mix of policy instruments.

5. PRESENT POLICY TOOLS

With somcthing of the empirical and theoretical back-
_ground in mind, it may be uscful to list in summary
fashion the present tools of monetary policy.

(1) Trading Banks

Under the ceilings system for bank advances, ceilings
hawe normally been set officially at monthly intervals for
some 6 to 12 months ahead. Priority has usually been
given to the so-called export sector which is defined to
include all farmers, stock and station agents, meat freez-
ing companies, woolbuyers and special export finance
for manufacturers. In practice, the main policy attention
has been directed at the remaining lower priority cate-
gories which include all non-export advances, such as
those to retailers, wholesalers, local bodies, most manu-
facturers, building firms, and private individuals. If the
official ccilings are excceded, the banks are penalised
unless the excess is due to an acceptable (greater than
anticipated) expansion in the export sector or perhaps
to some special factor. Over recent years there has been
a fairly direct relationship between the extent of penal
borrowing and the excess of low priority bank lending
over the corresponding ceiling. For many years the
system involved increasing the reserve ratios to a level
which eliininated the banks’ free cash and forced them
to borrow from the Reserve Bank to meet the increased
statutory requirernents.
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As from October 1969, the system worked a little
differently in a technical sense, mainly as a result of the
1969 Budget changes. These gave the banks the right to
take up government securities to the extent their cash
exceeded the “normal minimum” reserve ratios of 8 per-
cent of demand deposits and 3 percent of time deposits.
Under this arrangement, individual banks were given
what amounted to monthly ceilings for non-priority
advances. The penalties imposed for non-compliance
with these ceilings were distributed among the banks
according to a formula agreed upon between the trading
banks and the Reserve Bank.(3) Each bank was required
to borrow for one month from the Reserve Bank the
amount by which its non-priority lending exceeded the
ceiling in the previous month. The banks were charged
the appropriate penal borrowing rate for this borrowing.
Thus the basic weapon has been a blunt but reasonably
effective one—if bank advances were reduced to a level
acceptable to Government, an adjustment was made to
eliminate the penal borrowing. If advances contiriued
to exceed the ceilings, the penalty simply persisted. As
already noted, the current position is such that no penal
borrowing is necessary and, once again, aggregate ceil-
ings for trading bank advances are being used without
any apportioning exercise.

Now that the banks have been given authority to
become fully invested it seems likely that the cash ratio
system may at some stage be supplemented by some type
of reserve assets system under which a specified propor-
tion of deposit liabilities would be held in the form of
liquid investments, such as Treasury Bills and govern-
ment securities. However, any moves in this direction
are likely to be complicated not only by the usual diffi-
culties of getting all the parties concerned to agree on
a suitable scheme but also by substantial practical
problems such as large seasonal fluctuations in banks’
cash and significant differences as between individual
banks with respect to their New Zealand liquidity posi-
tions. Bank investments have of course been controlled
by Government for many years. But between 1941 and
1965 the control was of a largely negative character—
banks were, with one minor exception, simply not per-
mitted to expand their security holdings. Attitudes
towards this area of bank activity are now somewhat
more enlightened.

Similarly, and particularly since the mid-sixties, atti-
tudes have changed with respect to anothcr major area
subject to official regulation, that of interest charged

(5) The main features of the formula were: (a) statutory
reserve ratios were not in normal circumstances raised above
8 percent of demand and 3 percent of time deposits;
(b) each bank was given month by month a ceiling for
non-priority advances, the ceilings being calculated by apply-
ing each bhank’s average percentage share of non-priority
lending over the previous four years to the all-banks’ current
ceiling; (c) the ceiling of any individual bank as calculated
in (b) was adjusted up or down to the extent that its per-
centage share of all-banks’ deposits exceeded or fell short of
its average percentage over the previous four years,



and earned. Although the March 1972 interest rate con-
trols interfered with the process of liberalisation for
reasons associated with the need for a stronger anti-
inflationary policy, there was clear evidence of a desire
to permit the trading banks to improve their position in
the field of term deposits. For example, prior to the
introduction of the Interest on Deposits Regulations
1972, interest paid on fixed deposits of less than two
years’ duration and for amounts of under $25,000 was
restricted to certain levels depending on the terms with
an overall maximum of 4.8 percent. But for all other
fixed deposits the banks were completely free to deter-
mine their own rates.

Mention should also be made of selective advance
control. This is now administered by the trading banks
under a general directive from the Reserve Bank to the
effect that advances to exporters should be encouraged
while lending for importing and speculative or personal
reasons should be discouraged. These aims are also
formally encompassed in the ceilings system.

Open market operations is a technique little used in
New Zealand. The standard official reason for the reluct-
ance to experiment in this field has always been the
small size and immaturity of the official bond market.
But, ironically enough, the authorities themselves are in
part to blame for this latter situation. There have been
several factors at work here: the inability of the banks
to deal in securities for many years, the extensive captive
market arrangements for government securities and,
allied to this, the reluctance of Government to offer
interest rates which match market conditions. Despite
the introduction of Treasury Bills and the move to permit
the banks to become fully invested, it is doubtful whether
much hope can be held out for real progress in this area
in the foreseeable future.

(b) Non-Banks

The Government security investment ratio seems to
have emerged as the major regulatory weapon applied
to non-banks. These have always been applied to savings
banks. At present the minimum proportions of these
institutions’ assets which must be held in the form of
official securities range as follows: Post Office Savings
Bank, 100 percent of all deposits; trustee savings banks,
54 percent of all deposits; private savings banks, 100
percent of investment accounts and 63 percent of all
other deposits. Furthermore, the Post Office Savings
Bank and private savings banks (the trading banks’
subsidiaries) have special issues of stock to cover their
ordinary deposit requirements which earn a minimal
return of 3% percent. In addition, interest rates payable
on all savings banks’ deposits have always been subject
to Government control.

Under the variable government stock ratio require-
ments applicable to finance companies, these institutions
are currently obliged to invest in official securities 10 per-
cent of an amount calculated by taking the proportion
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which total borrowings bear to total liabilities, applying
that percentage to total private sector lending (advances,
leasing, factoring, etc.) and deducting the $50,000
general exemption. The formula is designed to provide
equitable treatment for all companies, regardless of
whether they are engaged clearly and exclusively in
finance company business or whether borrowing and
lending activities represent only a small portion of their
overall operation. The regulations include stock and
station agents. A security ratio is also applicable to
building societies, although these institutions, being
additionally subject to their own Act, have some limit
effectively imposed on the nature of their business. As
for the official money market dealers, since their incep-
tion in 1962 these companies have been obliged to invest
all their funds in official local and central government
securities, beyond their holdings of cash and bank fixed
deposits. In the 1970 Budget it was announced that
separately constituted private superannuation funds
would be required to hold at least 30 percent of their
total assets in the form of government and local auth-
ority securities in_order to qualify for exemption from
income tax.

There are one or two other methods employed by
Government which fall within the ambit of monetary
policy. A favourite during the mid-sixties, and one which
continues to be of significance, was moral persuasion.
This involves discussions with various financial inter-
mediaries, sometimes followed by agreements as to which
policies they should adopt. The major informal agree-
ment in existence at present is one under which the life
insurance companies have been persuaded to invest 30
percent of their new funds in public sector securities.
Another measure popular with Government is its power
to vary minimum initial deposits and repayment periods
for the purchase of motor vehicles and a range of con-
sumer durables under the hire-purchase regulations.
Finally in this section, it should be remembered that
interest rate controls have been important on occasions
as a means of regulating the maximum rates of interest
payable by financial intermediaries. This was true, for
example, prior to the abolition of the Interest on
Deposits Order in 1962, and again in 1972 when the
Interest on Deposits Regulations were introduced.

6. THE OPERATION OF POLICY

Monetary policy ideally involves measures which in-
fluence the overall supply and cost of credit in order to
affect the community’s spending power. In New Zealand
over recent years this has involved a combination of
monetary actions. In the trading bank sphere an endea-
vour has been made to set ceilings on advances at levels
which appear consistent with achieving reasonable
internal and external stability. If bank lending expands
too rapidly, this leads to additional expenditure by bor-
rowers as well as the accumulation of financial assets by
other units in the economy, thus facilitatiing additional



spending in the future by these groups too. Accordingly,
limnitations on the ability of banks to create credit are;
designed to help regulate the growth of expenditures
and, in particular, to keep these in balance with changes
in real output.

In the case of other “non-bank” financial institutions,
the Governinent has sought co-operation under a serics
of “voluntary” agreements and some extension of legis-
lative power. The basic idea in this area is the simple
one of redirecting funds which would normally flow to
the private scctor into the hands of Government, thereby
supposedly reducing the overall level of private expendi-
tures. Of course, the effectiveness of this type of policy
depends upon Government resisting the temptation to
re-spend all the newly acquired funds. The major pro-
blem with investment ratios is that they tend to work
only on one side of the market, restricting the supply of
funds from institutions subject to the ratios, while failing
to dampen the demand for loans. As with most direct
controls, they do not get to grips with the basic problem.
In this case, the central issue i1s the price of money.

The casc for a more active interest rate policy rests
on a number of basic premises. For example, it can be
argued that in inflationary circumstances, higher interest
rates make borrowing more expensive and thus tend to
discourage some people from increasing their spending
as rapidly as might otherwise have been the case. Some
investment projects may be delayed if the cost of the
finance (the interest rate) is pushed up to a level which
exceeds the anticipated profit (the rate of return on the
project). Relative interest rates also aflect the institu-
tional pattern of borrowing. Thus, if trading bank
deposit rates are fully competitive with rates offered by
other intermediaries the expansion of the latter can be
more easily restrained. Again, if Government offered
relatively more attractive rates on official securities it
may succeed in diverting funds from the private to the
public scctor and, if a portion of these funds was “frozen”
at the central bank, the community’s total immediate
spending power would be reduced. In summary, higher
interest rates would increase the attractiveness of finan-
cial assets vis-a-vis real assets, thereby persuading people
to purchase or continue to hold the former and to
restrain their spending on the latter.

7. A BRIEF ASSESSMENT

Too often in the past it seems that monetary policy
has been thought of largely in terms of control of trading
bank credit. Yet monetary policy should influence both
the overall supply and cost of credit—on the one hand,
bank advances represent only one part of the supply and,
on the other hand, the cost of credit (interest rate policy)
has sometimes bcen given scant attention. Hence the
effort by the Reserve Bank during the sixties to develop
a wider range of financial statistics and to place increas-
ing emphasis on a broader concept of liquidity, including
both banks and non-bank financial intermediaries. Fur-
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thermore, the Bank has consistently advocated a more
flexible interest rate policy. Among other reasons, this
is because the ability of non-banks to expand depends
primarily on the degree to which they can compete
successfully for bank deposits, although relative size,
cash ratios and government stock ratios also play some
part. This means that if the banks are competitive
enough, i.c. can offer and earn high enough interest
rates, some indirect limitations will be imposed upon the
rate of expansion of both non-banks and non-institutional
credit flows. Within this context, the trading banks
themselves are already amenable to reasonable restraints.

Although the changes of recent years represent further
official efforts to improve the position, too much should
not be expected from monetary policy. Adequate co-
ordination with fiscal policy, as has sometimes been the
case over the last few years, remains absolutely essential.
Fiscal and public debt policies are probably the more
potent weapons and if anything significant is to be
achieved they must work in the same direction as
monetary policy. In each of these areas there will no
doubt always be room for improvement.

As for the future, further detailed regulations and
controls over banks and non-banks should ideally be
avoided. These only lead to the establishment of
additional (non-controlled) institutions; further non-
institutional flows of funds; distortions within the finan-
cial system; inequities as between institutions and their
customers; and difficult and arbitrary administration.
Direct controls normally fail to get to the core of the
problem. Hence the Government’s bias towards invest-
ment ratios and other direct controls rather than a more
active, interest rate policy is regretted .by some econo-
mists.(®) ‘

Orthodox economic theory suggests that efforts should
be made to develop a more efficient system based to a
greater extent on market forces. This does not imply an
unrealistic advocacy of complete freedom for all inter-
mediaries to operate as they please, which would clearly
be out of the question given New Zealand’s institutional,
political and social framework. Rather, the ideas de-
veloped in this paper confirm the need for a commit-
ment to the use of monetary policy in such a way as to
remove imperfections in markets rather than to create
them. History has illustrated that direct regulation has
not been as effective or efficient as some perhaps hoped,
and there must be a presumption in favour of market
forces doing the job of funds allocation at least as effec-
tively, and probably better, than the somewhat arbitrary
processes which are involved with extensive and detailed
direct controls. The assumption is that the consumer of
financial services would gain more from being allowed
to express his preferences more freely. Within this con-

(6) Such as the Monetary and Economic Council in their Report
No. 23, Economic Trends and Policies, June 1972, pp. 97-98.



text, financial institutions need to be able to respond
quickly and efficiently to changing preferences. It is
suggested that they might be able to do this rather more
satisfactorily in a rather different environment from that
with which New Zealand has become familiar in the
past. In particular:

(a) It would be helpful if Government could move
towards paying market rates for its funds, thus gradually
easing some of its present sources out of a fairly onerous
captivity and creating a genuine market for official
securities. This would strengthen the ability of the con-
trolled deposit-taking institutions to compete with flows
of funds through other channels, thereby improving the
efficiency of the financial system and enhancing the
effectiveness of monetary policy.

(b) This would also raise the possibility of introducing
open market operations as a policy tool in New Zealand,
one which has not been employed in the past but which
offers considerable potential if the experience of other
countries is any guide. But such operations are obviously
dependent upon the establishment of an appropriate
securities market. The major advtange of open market
operations is that they enable the authorities to exert an
influence through participating in the market instead of
imposing controls on the market.

(c) Open market operations imply some emphasis
on interest rates—the price of money—as an effective
policy weapon. This idea could profitably be extended
to greater flexibility of interest rates for the major con-
trolled institutions with respect to both their assets and
liabilities. As discussed earlier, interest rates are import-
ant not only in terms of their economic impact generally,
especially on spending and saving, but also from the
point of view of influencing the flows of funds through,
and the degree of competitiveness of, various financial
intermediaries. Hence they are an important policy tool
and one which, it has been argued, is likely to be more

effective than cash and investment ratios. Certainly, the '

efficiency of the latter is impaired without the active use
of interest rates,

(d) These types of policy changes are unlikely to be
acceptable without some change in attitudes towards
interest rates in this country. Perhaps it is unrealistic to
expect such a change, but the issues could certainly be
clarified if some of the apparent misunderstandings
could be resolved. For example, it has to be recognised
that, almost by definition, interest rate policy will be
meaningless when rates are pitched at levels similar to
or below the rate of price changes. Thus if Government,
and the electorate, are prepared to tolerate relatively
high rates of price increase, interest rates must be pitched
considerably higher than at present if changes in them
are to be expected to have a greater impact on expen-
ditures. Similarly, the persistent emphasis on interest as
a “cost” overlooks the equally important idea of interest
as the reward for saving or the foregoing of present
consumption in favour of current capital formation and
greater future consumption. Attitudes towards banks
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(and bank profits) are also too often based on mis-
understandings and misconceptions. It needs to be borne
in mind that the creation of credit, regardless of who
creates it, is by no means the cost-free process that some
people seem to believe.

(e) As far as the trading banks are concerned the
preceding points are vitally ifnportant. In fact, the ques-
tion of competitiveness—the ability to earn and pay
realistic interest rates—seems to be of greater long-term
relative importance to the banks than the problem of
finding the most appropriate form of direct control. It
is essentially the contention of this paper that the use-
fulness of an extension of the old cash reserve ratio
system to a wider reserve assets scheme would be much
reduced if interest rate controls restrain the ability of
the banks to compete vigorously, not only in attracting
deposits but also in offering advances. Hence the need
for acceptance of realistic rates of growth of bank lend-
ing and the elimination of the arbitrariness and spurious
precision inherent in the two-tier ceilings system for
bank advances. Nevertheless, overall general guidelines
would probably need to be employed in some circum-
stances along with the operation of some form of
liquidity ratio for the banks. The process of introducing
and operating such a reserve assets scheme could be
considerably eased by the introduction of quarterly tax
payments for companies and non-salary and wage
earners. It is also suggested that greater flexibility in the
range of penalties should be applied to the trading
banks. In the past the banks have faced what would
appear to many overseas bankers to be the strange posi-
tion of being forced to borrow from the central bank
while still maintaining intact their investments. Penal
borrowing has its place but in addition variable central
bank buying and selling prices for government stock
could no doubt make a useful contribution.

8. CONCLUSION

It has been the object of this paper to discuss some
aspects of monetary policy and to employ conventional
economic analysis to derive some suggestions as to how
the financial system could possibly shape up more
effectively to the future. However, economic arguments
for change must inevitably be modified at the imple-
mentation stage, if not before, by political, social and
institutional considerations. Furthermore, economists
face barriers of imperfect knowledge and foresight.
Added to these problems is the fact that financial matters
in New Zealand have often been subject to misunder-
standings and various prejudices. Hence any changes
which take place must involve compromises which in-
variably represent departures from the results of analysis
based on economic factors alone. Nevertheless, it is
important that such economic analysis be made clear in
the decision-making process.



APPENDIX — TABLE

A

MONEY SUPPLY AND SELECTED LIQUID ASSETS OF THE PUBLIC

MARCH YEARS
(3 million) 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972
Notes and Coin .. - 1416 1522 1416 1426 1480 1410 1388 1384 1342 143.5 168.7 1722  203.1
Trading Bank Dcmand )
Deposits .. .. 5232 537.2 508. 5345 5809 6042 5644 567.4 551.2  569.1 595.4 6300 704.4
MONEY SUPPLY .. .. 6648 6894 649.7 677.1 728.9 7452 703.2 7058 6854 7126 764.1 8022 9075
Other Demand Dcponu
Private Savings Banks .. — —_ — — — 35.4 754  100.7 125.1 147.2 166.2 1848  209.5
Trustee Savings Banks .. 123.7 138.2 149.3 166.5 189.7 2152 2397 2543 2725  295.1 812.1 3380 373.6
Post Office Savings Bank . 5510 5922 6128 641.7 6823 698.5 6983 6793 6657 6584 6468 6506 659.6
TOTAL SAVINGS BANKS .. 6147 7304  762.1 808.2 8720 949.1 10134 1,034.3 1,063.3 1,100.7 11,1251 1,173.4 1,242.7
Stock & Station Agents 339_ 30.2 30.7 30.8 38.1 40.7 42.7 82.7 39.7 46.5 48.3 51.2 51.7
Finance Compama 4.0 4.0 5.0 7.0 8.0 8.7 8.7 8.7 10.4 12.6 19.2 24.1 35.4
Money Market* .. . 2.0 4.0 6.0 20.3 32.0 37.8 25.1 217 36.0 50.4 38.2 30.4 34.4
TOTAL OTHER DEMAND
DEPOSIT . 7146 7686 8038 8663 950.1 10363 10899 1,102.4 1,149.4 12102 1,230.8 - 1,279.1 1,364.4
TOTAL DEMAND .
DEPOSITS AND
MONEY SUPPLY . . 13794 14580 14535 15434 1679.0 1.781.5 1,793.1 1,808.2 18348 19228 19949 2081.3 22717
Time & Fixed Deposits:
Private Savings Banks .. — — —_ — — 18.1 50.8 825 1122 138.3 160.6 167.6 1427
Trustee Savings Banks .. 18.0 20.8 22.4 27.6 37.6 53.0 68.7 83.2 94.1 105.6 119.8 132.9 141.1
Post Office Savings Bank 126.2 1284 1275 1326 1443 157.2 178.1 197.4 2135 2289 2755 2956  303.0
TOTAL SAVINGS BANKS - 1442 149.2 1499  160.2 181.9 2283 2926 3631 4198 4728 5559  596.1 586.8
Trading Banks .. .. - 88.9 98.3 96.7 96.0 100.2 96.4 99.5 109.2 113.1 1399 2028 2552 3496
Stock & Station Agents 6.0 6.0 6.3 9.9 2.3 15.0 15.8 13.9 14.5 158 183 20.3 23.2
Finance Companies* 12.0 16.0 18.0 220 25.0 25.7 35.3 50.0 50.9 59.6 73.1 111.0 151.7
Money Market* .. 2.0 3.0 5.0 12.1 9.7 10.5 6.3 10.4 10.0 8.4 10.0 5.2 8.3
TOTAL TIME AND
FIXED DEPOSITS .. . 2531 2725 2759 3002  329.1 3759 4495 5466 6083 6965  860.1 987.8 1,119.6
TOTAL SELECTED
LIQUID ASSETS .. . 1,625 1,730.5 1,729.4 1,843.6 2,008.1 2,157.4 2,242.6 23548 2,443.1 26193 2,855.0 3,069.1 8,391.3
® Finance companies estimated up to 1964 ; money market dealers ¢stimated up to 1962.
APPENDIX - TABLE B
CLAIMS OF MONETARY INSTITUTIONS BY SECTOR
MARCH YEARS
($ million) 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972
CLAIMS ON:
Overseas . 200.3 107.7 1155 178.7 179.6 161.1 62.3 17.4 68.4 958 183.1 1793 3745
Government .. . 909.2 9480 9678 1,023.1 1,0929 1,1452 1 251 3 1,311.8 1,3809 14483 15156 1,561.0 1,603.4
Local Bodies ... 20.8 23.0 24.2 26.1 29.3 323 7.2 39.2 408 46.0 50.2 60.4 63.1
Marketing .. 41.1 73.3 90.3 89.3 80.4 94.6 - ll7 9 1325 162.3 1734  180.5 1739 1763
Private Sector 501.8 619.5 591.4 588.7 671.7 752.8 818.9 836.3 826.2 927.1 1,069.2 1,2349 1,347.9
Other .. - . —40.7 —410 —598 -—623 518 —286 -—450 4176 —355 —71.3 —143.6 —1404 —1739
TOTAL . 1,6325 1,730.5 1,729.4 1,843.6 2,008.1 2,157.4 22426 23548 2,443.1 26193 28550 3,069.1 3,391.3
APPENDIX — TABLE C
CLAIMS OF MONETARY INSTITUTIONS BY SECTOR
MARCH YEARS
ACTUAL CHANGES
($ million) 1960/61 1961762 1962/63 1963/64 1964/65 1965/66 1966/67 1967/68 1968/69 1969/70 1970/71 1971/72
CLAIMS ON: )
Overseas - 926 + 78 + 632 4+ 09 — 185 — 9838 - 49 4 510 + 274 <+ 813 — 38 41952
Government + 388 <+ 19.8 + 553 <+ 69.8 <+ 523 41061, + 60.5 <+ 69.1 4+ 674 + 673 + 454 4+ 424
Local Bodies + 22 + 1.2 + 19 + 32 + 30 + 49 4+ 20 4+ 16 + 52 4+ 42 4+ 102 + 27
Marketing + 322 + 170 - 10 — 89 + 142 + 233 + 146 + 298 + 111 4+ 71 - 66 + 24
Private Sector +117.7 — 28.1 - 27 + 890 + 751 <+ 66.1 + 174 - 10.1 +1009 +142.1 +165.7 +113.0
Other - 03 — 188 - 25 4 105 + 232 — 164 + 626 — 53.1 — 358 — 723 + 32 -— 335
TOTAL + 980 - 11 +1142 +164.5 +1493 + 85.2 +112.2 + 883 +176.2 +235.7 +214.1 43222
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THE CREDIT CREATION PROCESS:
BANKS VERSUS NON-BANKS®”

INTRODUCTION

The principal objective of monetary policy is to influ-
ence spending: decisions. If this influence is to be mean-
ingful and widespread the tools of monetary policy
should be such as to enable Government to influence
positively the flow of funds as between the public and
private sectors. At present this can perhaps be achieved
most satisfactorily through fiscal policy, or through
establishing a desired relationship between Government
receipts, from both taxation and net borrowing, and
expenditure. In the present New Zealand context this
is perhaps a more potent weapon than monetary policy
and should be actively employed in this light.

On the other hand, monetary measures can undoubt-
edly act in a most useful complementary role. In the
past the major policy tool in the monetary sphere has
been the reserve ratio system. By effectively freezing a
specified portion of trading banks’ assets (determined as
a pereentage of deposit liabilities) the system has resulted
in a leakage from the circular flow of funds, thereby
inhibiting the banks’ ability to create credit. In principle,
so long as the banks remain as the only, or at least by
far the major, financial institutions and assuming all
financial flows to be via the banking system, the applica-
tion of reserve ratio requirements of itself imposes a
limitation upon the extent to which increased liabilities
can be reflected in correspondingly increased non-cash
assets, these being chicfly advances. By definition, in a
closed economy the higher the reserve ratio the lower
the “credit multiplier”, itsclf the reciprocal of the reserve
requirement,

(1) The views expressed in this paper are the author’s own;
they do not purport to represent those of the Reserve Bank.

The existence of overscas trade and Government
implies further leakages from and injections to the finan-
cial flows (and hence the importance of fiscal policy).
But beyond this, and of particular significance for mone-
tary policy itself, account must be taken also of the
existence of financial institutions other than banks. For
the larger is the non-bank(?) segment of the institutional
structure and, it follows, the greater the proportion of
flows through non-institutional channels, then the greater
is the likelihood of leakage from banks to non-banks. It
is the object of this paper to concentrate attention upon
the nature and extent of this type of leakage, the factors
underlying it, and the type of policies required to remedy
the deficiencies arising in monetary policy as a result
of it.

BACKGROUND

For present purposes the historical position can be
largely taken for granted. It is a fact that the relative
position of the trading banks within the financial system
has deteriorated, in so far as their trading bank opera-
tions are concerned, and that this has in large part re-
sulted from some of the restrictions placed upon the
banks. But it needs to be borne in mind, and this is
especially true if one attaches any weight to the rather
elusive concept of “equity” that in terms of the banks’
total operations (trading and savings) their relative posi-
tion has actually improved in recent years to a stage
where, in fact, total deposits held in March 1972 repre-
sented 41.5 percent of the Reserve Bank’s overall liquid

(2) For simplicity of exposition “non-banks” are defined as those
financial institutions whose principal business is the accept-
ing of deposits—all the savings banks, the stock and station
agents, the finance companies and the official money market
dealers, i.e. those institutions included in the Reserve Bank
liquid assets series, other than trading banks.

TOTAL DEPOSITS HELD BY VARIOUS INSTITUTIONS AS A
PROPORTION OF TOTAL LIQUID ASSETS
(As at 31 March)

Percentage 1955 1960 1965 1970 1972
Trading Banks .. 39.0 37.2 32.5 27.9 311
Private Savings Banks — — 2.5 114 10.4
Sub-Total e 39.0 37.2 35.0 39.3 41.5
Post Office Savings Bank 40.4 41.7 39.7 32.2 284
Trustee Savings Banks 7.4 8.7 124 15.1 15.2
Stock and Station Agents 29 2.5 26 2.3 2.2
Finance Companies* . 0.9 1.0 1.6 35 55
Official Money Market* — 0.2 2.2 1.7 1.2
Notes and Coin .. . 9.4 8.7 6.5 5.8 6.0
Total Liquid Assets 100.0 100.0 100.0 . 100.0 100.0

* Estimated prior to 1965.
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asscts serics, a figure in excess of their 1955 position. In
other words, the deterioration of the early sixties has now
been offsct by the improvement brought about by the
introduction of private savings banks. In addition,
through their shareholdings in finance companies, the
banks have shared in the latter’s growth. Finally, the
banks’ term deposits have shown a marked recovery over
recent years.

The table deinonstrates also the extremely rapid
growth of the trustee savings banks in both absolute and
relative terms, particularly during the sixties, and the
parallel decline in the Post Office Savings Bank’s posi-
tion. Another relevant point is that in terms of total
liquid assets, the stock and station agents, the finance
companies and the money market are relatively small
deposit-taking institutions, despite the very rapid growth
of the latter two groups during the sixties. Given a
certain set of competitive conditions, it would not seem
unreasonable to expect to see a greater degree of stability
as between institutions over the next few years than was
the case during the decade of the 1960’s (the latter
having been, of course, a period of marked institutional
changes).

Apart from changes of an institutional and structural
character—on the basis of shares in deposits accepted—
the liquid assets series can be interpreted in terms of
changes in institutional claims on various sectors. This
is summarised below:

Claims of Change in

Monetary Liquid Assets by
($ million) Institutions Sectors of Origin
Sectors 1960 1972 1960/1972
Overseas . 200.3 374.5 + 174.2
Government 909.2 1,603.4 + 694.2
Local Authorities 20.8 63.1 + 423
Marketing

Organisations 41.1 176.3 + 135.2

Private 501.8 1,347.9 -+ 846.1
Other Items —40.7 —1739 — 133.2
Total 1,6325 3,391.3 +1,758.8

The very substantial proportion of the increase in
liquid assets directed to the Government sector over the
12-year period re-emphasises the importance of fiscal
and public debt policies in exerting any influence over
liquid assets movements. In not one of these years did
institutional claims on Government fail to rise. On the
other hand, claims on the private sector, excluding
marketing organisations, demonstrated a greater degree
of flexibility. For example, downward movements were
recorded in three of the 12 years. With private sector
claims constituting about 40 percent of total liquid assets
(as defined for statistical purposes) it is clear that too
much hope should not be held out for monetary policy
as applied to private sector credit unless adequate co-
ordination is forthcoming in the fiscal sphere. The statis-
tics also show the importance which should be but is
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sometimes not attached to Reserve Bank lending to
marketing organisations. Data such as these prove quite
conclusively the futility of pursuing unco-ordinated
policies.

SOME THEORETICAL CONSIDERATIONS

The tools of monetary policy have to be considered
in a broader sphere than that of their immediate impact
in controlling credit movements of particular lending
organisations. Take the reserve ratio system for example.
The fact that the non-banks have grown more rapidly
than the trading banks over the last decade or so is not
simply due to the fact that the latter were subject to
control by the ratio system while the former group
enjoyed relative freedom. The crux of the matter does
not lie in different cash ratios, but rather in the ability
of the respective groups to sell their liabilities. It is this
competitive element, and in particular the official con-
trols over the banks’ ability to compete, which has been
the prime factor behind shifts in relative positions. The
controls have often been all-encompassing: at various
times they have covered interest rates on both liabilities
ahd major assets (advances) as well as restrictions on
investment patterns through reserve ratios, with no
return on frozen funds, and until recently restrictions on
investments in government securities, Apart from com-
petition, the other major determinant of institutional
shares in any expansion or contraction is,, of course,
relative size. [

The simplified arithmetical demonstration of these
facts employed by the Canadian Royal Commission on
Banking and Finance (1964) and others can be adjusted
and used for present purposes. Examples of the type
which follow serve the useful purpose of illustrating
general principles and, in addition, may remove suspicion
of sectional interest attached to the arguments when pro-
pounded by one group (such as the trading banks).

SOME ARITHMETICAL EXAMPLES
(a) Banks

Consider first the banking system; two banks (1 and
2); each with total deposits D (= total liabilities);
assets of cash, C, and other assets, A ; so that D = C 4 A.
Let x be the cash or reserve ratio so that C — xD. Let a

change in, say, D be symbolised by D.
Assume an initial position—
D, = D, = $1,000
X, =.12 x,=.04
Therefore, total cash reserves (C, + C;) = $160.

Now consider an increase in reserves of, say, $8 all of
which accrues to bank (2) (achieved by a reduction in
other assets, e.g. sale of securities to the central bank).
Assume the competitive position is such that the two
banks each gain deposits in shares equivalent to
D,/ (D, + D;) or in this case they share equally as



D, == D,. Let the multiplier process work itself thrc;ugh.:
C, + —Q2 =x, D, + X D,

8 = (.12 4+.04) D,

D,=D, =50

Now
Therefore
From which
Thus, despite different cash ratios, and assuming

equal size, the distribution of the gain depends entirely
on the relative abilities (assumed equal in this case) to

attract new deposits. Each bank expanded total assets’

by 5 percent.

To develop the case, and consider a change in public
preferences, take the assumed initial position, the same
increase in reserves, but assume bank (2) is able to offer
more competitive terms than bank (1) so that it gains
75 percent of the increased deposits. It may be able to
do this because of higher asset yields (this could be the
case if “cash” represented non-interest earning deposits
with the central bank, bearing in mind the higher cash
ratio of bank (1)) or because it is relatively more
efficient (lower cost).

Now 3D, = D:
Again C, -+ C:=x, 131 + X2 D,
Thus 8 =.12D,+ .04 (3D,)

From which D, 33 and D2 = 100

Il

Clearly, the relatively more competitive bank (2)
gains more of the cash reserves at each stage of asset
expansion and is therefore able to grow more rapidly,
not simply because of a lower cash ratio, but (possibly)
because that ratio enabled it to obtain a higher yield on
its overall investment.

To take the analysis a stage further, assume bank (1)
drops its cash ratio from 12 percent to 10 percent. Thus
x; = .l and x, = .04. In the initial position cash
reserves were $160. Given the change in x,, they need
only be $140. In effect, from the initial position, an
expansion can take place on the basis of “free” cash of
$20. Thus, if the gains were again evenly distributed
(banks equally competitive) :

Cl+62 :X]_ﬁl +X2]—jz
20 = (.1 4+.04) D,

From which D, =D, = 143

Thus, a reduction in the cash ratio of one bank does
not simply mean that it becomes relatively bewer off. If
the process worked itself right through, each bank would
end up with total assets of $1,143. Bank (1) would hold
reserves of $114 (10 percent of $1,143) and bank (2),
$46 (4 percent of $1,143). Total cash remains at $160,
and the systemn’s cash ratio would decline from 8 percent
to 7 percent. Given uniform officially-imposed ratios,
group expansion can be denied by the authorities so that
xt')eserves lost by one bank represent a gain to the other

anks.

(b) Banks and Non-Banks

The process is rather different if one considers two
groups of financial institutions, banks (1) and non-
banks (2). Again, when bank liabilities increase, non-
banks will share in the expansion to an extent deter-
mined by their ability to attract deposits. But in this
case, because the non-banks’ reserves form parti of the
entire pool of bank deposits (and are not deposited with
or determined by the central bank) these institutions are
able to increase their cash by successfully competing for
a larger share of the public’s deposits. To do this they
must be able to offer more attractive terms on their
liabilities. Thus, institutional growth rates are determined
by the balance of liability competition, and not simply
by different cash ratios. The extent of any expansion of
the whole financial system, ignoring non-institutional

flows, will therefore depend upon the size of the non-

banks relative to the banks, their cash ratios and, most
significantly, the movements in public preferences.

The points can be illustrated in a manner similar to
that already employed. Using hypothetical but not un-
realistic figures as far as New Zealand is concerned, the
following initial positions can be assumed:

$ million
(1) Banks
Deposits— v .
Public 675 Cash 150
Non-Banks 75 Othe1 Asests 600
750 750
(2) Non-Banks
Deposits 1,500 Cash
(bank deposits) 75
" Other Assets 1,425
1,500 1,500
Assume reserve ratios: x; == .2, x, — .05.
Let Py = Pubiic’s deposits with banks (P, = D,).

z = Change in non-banks’ cash after some
assumed initial change in competitive
positions.

w = Change in non-banks’ total liabilitics after

some assumed initial change in competi-
tive positions.

Now, assume the non-banks were able, through com-

. petition, to gain additional deposits of $10 million so
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that the public would then hold $1,510 million claims
on non-banks and $665 million bank deposits. The addi-
tional “cash” held by the non-banks would thus enable
them to expand their lending and, if the preferences do
not change again, the process would be represented by:



C, =x: D, or 85 —z=.05 (15104 w)
r, P4z 665 665 4z

— =% ~—————  Oor —- =

P, P +w 1510 1510 4w

From which 7z = 8.53 and w = 19.37.

After the change had worked itself out in this (simpli-
fied) fashion the non-banks’ assets would have expanded
by 2.0 percent (from $1,500 million to $1,529.4 million,
made up of $76.5 million cash (5 percent) and $1,452.9
million other assets), the banks’ assets would of course
remain unaltered (although the composition of their
liabilities would have changed—a loss of public deposits
to the extent that non-banks’ deposits rose, in this case
by $1.5 million), and the assets of the system would
have increased by 1.3 percent. The significance of the
competitive assumption as compared with the cash ratio
assurnption can be illustrated by assuming a non-bank
cash ratio of 10 percent (instead of 5 percent). This
would give an increase in non-bank assets of 1.8 percent,
only marginally below that in the 5 percent ratio case.

On the other hand, a change in the competitive
assumption would make a substantial difference—
assume a similar process to the one described but with
bank assets of $1,500 million rather than $750 million
(i.c. banks equal in size to non-banks rather than half
the latter group’s size). Here, a competitive bid for $10
million additional deposits by non-banks (with x, = .2
and x; = .05) would lead to an expansion of their assets
by 1.3 percent; the system’s assets by 0.7 percent (com-
pared with the higher rates of 2.0 percent and 1.3 per-
cent respectively in the first example).

Similarly, an expansion of the system can take place
if non-banks reduce their cash ratios, say from 5 percent
to 2.5 percent. The important considerations are again
the size and competitive positions of the non-banks
(which determine the return flow of cash (bank deposits)
to them) and the extent of the ratio change. Given the
change mentioned, and the same initial position as
before, a 5.3 percent expansion of non-bank assets could
take place, other things being equal, and combined
deposits would rise by 3.5 percent. The deposits of the
gublic with the banks would rise also by 5.3 percent,

ut this would be offset by a reduction in non-banks’
deposits held at the banks.

Thus, even ignoring other leakages (for example, via
the overseas exchange transactions) and offsetting action
by the banks or monetary authorities, the processes
described will automatically bring themselves to a halt
given certain competitive conditions, institutional sizes,
and cash ratios. Moreover, the banks themselves can
" impede the expansion if they are able and willing to
take offsetting action through competitive bidding for
deposits. This is more important than the form and
level of cash reserves.
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CONCLUSION

Despite their obvious limitations, these arithmetical
examples help clarify some basic principles. In particular
they demonstrate the limited impact which can be
expected from a monetary policy based on a cash
{(and/or government securities) ratio system applied to
a banking system which, because of official intervention,
may be unable to adjust itself fully to the changing
preferences of the public. In inflationary circumstances
the movement of reserve ratios in such a way as to
eliminate effectively the banks’ frce cash will certainly
restrict their ability to expand. If such a policy is com-
bined with restrictions on the returns the banks can
offer on the claims they issue (and on those they can
earn on their own assets) then competitive bidding for
deposits by non-restricted (or at least more competitive)
non-banks will fead to an expansion of the whole system,
the growth being concentrated in the non-bank sector
and its extent being determined primarily by the extent
to which non-banks can persuade the public to vary
their preferences and accept additional claims on non-
banks,

On the other hand given certain initial positions in
terms of relative size and non-bank cash ratios, growth
of the type just described can be impeded if the banks
are able, for example, to vary their interest rates in step
with those offered (and received) by non-banks. The
crux of the matter is the ability of the banks to maintain
their competitive stance. Thus, apart from any impact
interest rates may have on aggregate financial savings
and the community’s level and pattern of spending, they
undoubtedly have significant effects on the institutional
pattern of claims held by units in the economy which
hold surplus funds. Similarly, the greater the restrictions
imposed upon financial institutions generally, the more
likely it is that non-institutional flows will increase in
significance.

The logical conclusion of this analysis must be an
unambiguous endorsement of an active official interest
rate policy. This suggests the potential usefulness of
open market operations, a policy weapon which has been
virtually ignored in New Zealand. A further implication
is that the effectiveness of cash ratios or government
security investment ratios as monetary policy tools(3)
must be greatly impaired in a situation of full or partial
interest rate regulation, and especially where the controls
affect the trading banks more seriously than the non-
bank institutions, as they usually have done in the past.
The natural corollary to each of these conclusions is that
government security interest rates, and in particular the
long-term bond rate, have a crucial role to play in any
movement towards a monetary system which relies more
on policy influences working through the market system
(via interest rates) than being imposed largely by means
of direct controls. Finally, in a broader sense, it is only
by influencing the attractiveness of financial assets rela-
tive to real assets that monetary policy can be fully
effective.

(3) As distinct in this sense from tools for public debt manage-
ment,



THE OBJECTIVES OF ECONOMIC POLICY®

INTRODUCTION

Although economic policy is obviously a very import-
ant aspect of governient policy, it must be remembered
that frequently the mnain objectives are other than purely
cconomic ones, as for example in the case of defence,
forcign afTairs, social welfare and environmental matters.
The balance of objectives is the essence of politics:
wealth may have to be sacrificed to defence on some
occasions; cconomic growth to social equality. The
weighting or priority of the various objectives, some of
which may conflict, is a political matter about which the
cconomist bas no more expertise than any other man
in the street. Thus, although people may attach import-
ance to the achievernent of high production or price
stability or some other economic objective, other counter-
balancing considerations must always be taken into
account. Some people will attach more significance to
one objective, others to another; the function of the
government in a democracy is to reconcile these and to
design a policy which ammounts to consensus.

THE MAJOR OBJECTIVES

The major objectives of economic policy in New Zea-
land can probably be conveniently summarised as
follows:

1. Full and eflicient employment of all resources.

2. Stability, which is usually taken to mean a rela-
tively stable domestic price level.

3. Balance of paynients equilibrium, including some
concept of an adequate level of official overseas
reserves.

4. Economic growth, or satisfactory increases in real
gross national product per head.

5. An equitable distribution of income.

The first and second objectives are primarily con-
cerned with questions of internal stability, and frequently
the problems raised by them are regarded as questions
of short-term demand management. The third objective,
relating to the balance of payments, is a matter of
external stability. In this case the primary consideration
is the relationship between internal and external price
levels. On the other hand, economic growth is generally
treated by policy makers within the framework of a
longer term perspective.

(1) The views expressed in this paper are the author’s own;
they do not purport to represent those of the Reserve Bank.
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THE MEANING AND MEASUREMENT
OF THE OBJECTIVES

1. Full Employment

It is all very well for economists to talk about full
employment, but what is really meant by this concept?
For example, in New Zealand for many years, in fact
for much of the time since the major depression of the
thirties, this objective has probably been the most im-
portant one. Generally speaking, the government has
been concerned if the numbers of people registered as
unemployed have exceeded more than several thousand
and, In most years over the past decade or two, the
figures have tended to average several hundred rather
than several thousand. On the other hand, New Zea-
land’s total labour force has for some time now been in
excess of one million persons. Accordingly, the rate of
unemployment, which is the usual measure adopted in
this area, has often been only a fraction of 1 percent.
But by international standards this is a good perform-
ance.

In the Urited States the percentage rate of unemploy-
ment has tended to vary over the years between a mini-
mum of about 3 percent and a maximum of about
7 percent. The United States Government has on more
than ‘one occasion stated that a satisfactory level is
4 percent. No doubt this would be totally unacceptable
in New Zealand although apparently Americans are
prepared to tolerate the social and economic problems
associated with what New Zealanders would regard as
a relatively high level of unemployment.

Unemployment is a problern which causes social stress
and hardship as well as being economically ineflicient.
Unemployed resources fail to contribute to increased
output and, if all other things are equal, the rate of
growth in real production would normally be less the
higher the level of unemployment. However, although
unemployment is popularly assumed to relate mainly to
unemployment of labour—and this is certainly the prime
social problem—economists try to emphasise the need
to achieve full employment of other resources such as
capital and land as well. This is why many countries
collect statistics on the degree of capacity utilization in
various productive sectors, especially manufacturing.

On the other hand, if the objective of full employ-
ment is pushed to its limnit, there 1s the quite serious risk
of creating overfull employment, which implies a high
level of job vacancies and a substantial shortage of
labour. This in turn can lead to problems of inflation
and balance of payments deficits. Apart from this, the
recent experience of many countries has demonstrated
that domestic inflation and high unemployment may
unfortunately occur simultaneously.
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2. Price Stability

There is considerable argument over whether absolute
price stability is really desirable or whether a country
should be prepared to tolerate a mild degree of inflation
each year, say of the order of 1 to 2 percent annual
price incrcase, as a policy objective. It is sometimes
argued that mild inflation has a favourable psychological
cffect on businessmen and economic activity generally.
Whether or not a country is achieving relatively stable
domestic prices is usually judged by the annual percent-
age change in some major price index such as the con-
sumer price index, or the national income price deflator.
In the decade ended about 1967 the compound average
rate of increase in the consumer price index in New
Zealand was about 3 percent. However, after that time
the rate of increase stepped up markedly to a stage where
it reached the very high level of over 10 percent per
annum in 1971. This was the result of a number of
factors such as rapidly rising import prices following the
1967 devaluation and was a result also of other coun-
tries’ inflationary problems. In addition, it reflects New
Zealand's own domestic wage/price spiral. The latter is
related not only to domestic inflationary pressures gener-
ally, but also to changed attitudes and relative bargain-
ing strengths as between unions and employers.

If a country fails to achieve relative price stability it
runs the risk of this having unfavourable effects on the

distribution of income within the country and on its

external trade position. Those who suffer as a result of
inflation are people on fixed incomes, or those who are
living off past savings. Savers are especially penalised if
interest rates are relatively stable, as in fact they often
tend to be in New Zealand. Furthermore, debtors are
favoured at the expense of creditors, and borrowers at
the expense of lenders.

In a country which is highly dependent on external
trade, such as New Zealand where exports represent
about one quarter of our national product, the effect
of inflation on a country’s export trade can be very
serious indeed. This is because New Zealand is a small
country exporting a narrow range of primary products,
the prices of which are determined predominantly by
overseas market factors beyond domestic control. It thus
becomes very difficult for an exporter to influence his
return in the short run. In the longer run he may pos-
sibly respond to reduced profit margins by increasing
his productivity and hence his output. However, if over-
seas prices have to be virtually taken as given, and if
domestic costs are rising rapidly as a result of internal
inflation, then profit margins in the major export indus-
tries will be reduced. If this situation persists for any
significant period of time, investment in the export
industries will decline and exporting generally will be
discouraged. This situation is quite the reverse of what
may really be required in a domestic inflationary situa-
tion where an excess demand for imports can frequently
create balance of payments deficit problems.

In summary, the failure to achieve price stability
hampers economic efficiency, leads to forecasting pro-
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blems particularly in relation to long-term investment
projects, has an unfavourable effect on intome distribu-
tion, and creates uncertainty about the value of the
domestic currency. Because of this, inflation may itself
generate further inflation as people attempt to spend
currently in order to avoid future rises in prices, but by
so doing they would probably be adding pressure to an
already over-extended supply situation, thus driving
prices up even further.

3. Balance of Payments

All countries must meet this objective at some stage
or other although if a country is large enough, holds a
high level of overseas reserves, and engages in a level of
foreign trade which constitutes a relatively small pro-

_ portion of its total output, then it may be able to put

aside its balance of payments problems for a fairly
lengthy period. The case of the United States over the
past decade or so is a good illustration of this point. But
where a country is relatively small and is not wealthy in
terms of overseas reserves, but nevertheless engages
actively in overseas trade—the case of New Zealand—
it is rather more difficult for it to accept persistent
balance of payments current account deficits. Balance of
payments equilibrium can be thought of rather loosely

‘as the achievement of reasonable stability over a span

of, say, two or three years. This implies that during this
period deficits should more or less offset surpluses.
During the past twenty years New Zealand has more
often than not run balance of payments current account
deficits. These have been caused primarily by two fac-
tors: first, the problem of a long-term decline in the
terms of trade, that is the ratio of export prices to import
prices, and secondly, internal inflationary pressures which
have frequently lead to an excess demand for imports.
In this sense an excess demand means that New Zealand
wishes to import more commodities and services than it
is able to pay for in terms of total export proceeds. These
problems have persisted in spite of the application of
import licensing of varying degrees of stringency as
applied over many years. However, since a series of tight
monetary and fiscal measures were adopted in 1967,
along with devaluation in November of that year, the
New Zealand balance of payments position has been
much strengthened on average and could currently be
judged quite satisfactory.

In the short term a country can finance a current
account deficit via its capital account by either running
down its overseas reserves or borrowing abroad. This
borrowing may take the form of official government
borrowing overseas, or private direct overseas invest-
ment in New Zealand. In each case there are some
servicing costs which have to be met in terms either of
interest payable or profits remittable, and also capital
repatriations. Accordingly, there are limits to the extent
to which a small country, or even a large country for
that matter, can borrow overseas and there are limits



too on the extent o which foreign agsets can be run
down,

So in the longer run o country must solve its balance
of payments problems even if it decides to take some
tme over the adjustnent process. New Zealand ran
quite large deficits during the early-mid 1960's, and even

bhefore the substaatial drop in the price of wool in late
1966 cut $100 million ofl overseas receipts in the space
of a year, the conntry was ranning a deficit which some

people found distrbingly high, In carly 1967 the posi-
ton was so serious that the government was left with
little option but to take appropriate remedial action.
This type of action normally involves disinflationary
domestic monetary and fiscal policies and possibly an
exchange rate devaluation.

4. Economic Growth

The original National Development Conference in
1969 suggested that New Zealand should endeavour to
achicve wn annual rate of growth in real Gross National
Product of 4.5 percent per year between 1967/68 and
1978/79. 'T'his implied a rate of increase in G.N.P. per
head of population of about 2.7 percent in the first half
of the decade and 2.5 percent in the second half. It is
interesting to compare these target rates with what
actually occurred in New Zealand in the previous
decade. Between 1957/58 and 1962/63, real G.N.P. per
head rose by only 1.5 percent on average. In the sub-
sequent fivc-year period ended 1967/68, the comparable
average increment was 2.5 percent. It is clear that the
targets required a considerably improved performance
from the economy. The projected rates of growth im-
plied the need to achieve a structural shift in the New
Zealand economy in such a way that investment should
be lifted from 25 percent to 27 percent of G.N.P.
Accordingly, the rate of domestic savings also needed to
rise well beyond what was customary in the preceding
decade.

At the second National Development Conference in
March 1972 the above targets were judged too optimistic
in view of the problems experienced by the economy in
the late 1960’s-carly 1970°s period. The Targets Advisory
Group pointed out that in the first four years of the first
five-ycar target period, real G.N.P. expanded by only
3.5 percent per annum on average (instead of the origin-
ally planned 4.5 percent). However, the Group did state
that “provided inflation is contained, export growth
prospeets are sufficient to support an average annual real
CG.N.P. growth rate after 1972-73 of 2.7 percent a head
(4.5 percent total)”. Furthermore, it was made clear
that the most important changes required for the achieve-
ment of this rate of expansion are in the following
critical areas:

Control of inflation.

Improved industrial relations.

Improved productivity.

Increased savings and investment (as a propor-
tion of G.N.P.).

Measures to improve the terms of trade.
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‘The 'method used to measure gn'owth—-}—thc percentage
change in real G.N.P. per head-—is an orthodox one
which is widely used throughout the world, but it is
certainly not without its deliciencies. For example, 1t
takes no account of transactions which do not pass
through a market. There are some aspects of our stand-
ard of living which New Zealanders undoubtedly regard
as important, but which fail to be detected by changes in
G.N.P. These include the whole range of environmental
matters, availability and use of leisure thne, and so on.
International comparisons of growth rates as between
various countries are not always casy to interpret because
different countries use different methods of measure-
ment, include or exclude different items, and have dif-
ferent degrees of sophistication and specialisation in their
domestic market structures.

Although the preceding three objectives, those relating
to full employment, price stability and the balance of
payments, can theoretically if not practically be solved
by short-term demand management policies, the achieve-
ment of a higher rate of growth often involves rather
different structural-type problems. Unless there are for-
tuitous increases in export prices or changes in some
other exogenous factor, a country like New Zealand can
only increase its rate of growth by being prepared to
increase the proportion of its current output which it
devotes to savings and investment and thus foregoing
some present consumption. In addition, higher growth
may be stimulated by changes in labour productivity
and technological developments.

5. Income Distribution

In a general sense the pattern of income distribution
can be measured by the degree of variation of individual
incomes around the mean level of income. New Zealand
is frequently quoted as a country where this variation is
relatively small, whereas for example in North America
there are greater extremes of wealth and poverty.
Governments can strongly influence income distribution
through the medium of both their expenditure and taxa-
tion policies. On the expenditure side social welfare pay-
ments such as those made in relation to unemployment,
universal superannuation and family benefit are import-
ant. In addition, the extent to which government pro-
vides free services in the form of education, hospitals and
pharmaceutical assistance are obviously relevant. On
the other hand, looking at the tax structure, it will be
clear that the degree of progressiveness in the income
tax schedules and the scale of estate and death duties
are important considerations. What actually constitutes
an equitable distribution of wealth and income is really
a matter for governments to decide.

SOME CONFLICTS AMONG THE
OBJECTIVES

The combination of imperfect knowledge, imperfect
economy theory, and imprecise statements of thc econo-
mic objectives and the weights attached to them by
government, leads to great difficulties in trying to attain
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all the objectives of economic policy simultaneously. It
may be useful to discuss in this section a few of the more
typical types of conflicts between the various objectives.

In endeavouring to attain full employment, New Zea-
land governinents have at times run the risk of over-
shooting the mark and ending up with a situation of
overfull employment where there is an excess demand
for labour rather than a balance within the labour
market. Overfull employment can lead to inflationary
pressures building up in a number of ways. For example,
where there is a shortage of labour, unions find it rela-
tively easy to have their wage demands met and em-
ployers, because they are keen to get labour in a highly
competitive market, tend to adopt a weaker bargaining
line than they might otherwise do. If the unions’ claims
are successful, as they frequently are in an inflationary
environment, domestic prices may be driven up unless
the country is fortunate enough to be achieving a rate
of growth of productivity which will match the increased
demand resulting from higher personal incomes, On the
external front domestic inflation can be reflected in a
high demand for imports, thus leading to the possibility
of balance of payments deficit problems. As mentioned
earlier, inflation also causes problems for exporters by
cutting into their profit margins. The objective of econo-
mic growth may well be impaired to some extent by the
high labour turnover and expensive employee training
that is associated with overfull employment.

Just as the achievement of full employment can lead
to difficulties in achieving the twin objectives of internal
and external stability, so too can an insistence on balance
of payments equilibrium create problems for the full
employment objective. If imports are high relative to
exports it is normally necessary to cut back domestic
demand and hence domestic incomes in an endeavour
to reduce the demand for imports. But a reduction in
incomes and expenditures can lead to a fall in output
which, in turn, will be associated with a decline in the
demand for labour and also perhaps a lower degree of
utilization of plant and equipment. The conflict between
these objectives has been illustrated on occasions in the
New Zealand context where the governments have
endeavoured to apply stringent import control in an
cndeavour to reduce the level of imports and thus ease
the balance of payments problems. However, when a
manufacturer has his import licence cut he may be
forced or can at least threaten to reduce his output and
his labour force with the consequent threat to the
government’s full employment policy. The officials then
face the tricky decision of whether or not to ease the
licensing position in order to avoid creating some
unemployment.

Higher economic growth, an objective which has
gained much more attention in New Zealand in recent
years, implies a sacrifice of current consumption in order
to generate higher capital formation which leads to
higher productive capacity and supposedly to increased
consumption in the {uture. But lower present consump-
- tion may well be resented by some sections of the com-
munity as penalising them in favour of future genera-
tions, thus raising the possibility of a conflict between
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the desire to acliieve ecconomic growth and the need for
an equitable distribution of wealth and income. In other
words, future growth means some sacrifice in terms of
present standards of living. "The latter are measured not
just by the total amount of goods and services available
but also by the way in which they are shared among the
community.

An equitable distribution of income is somectimes
defined by cynics as an equal distribution of income.
They go on to claim that if income inequalities are
reduced too far, (too far is not usually defined) incen-
tives to save and work may be adversely affected. The
claim essentially amounts to a correspondence between
the ideas of an équitable income distribution and medi-
ocrity in terms of enthusiasm to work and save. Obvi-
ously the issues involved in this area are far from clear
and will undoubtedly always be highly debatable.

Perhaps the most difficult conflict for governments to
handle is that between growth and stability. The pur-
suance of higher growth through higher expenditures
being used to stimulate increased output is dependent
for its success upon an adequate supply of output being
forthcoming. The latter in turn depends on the avail-
ability of the various factors of production, such as
labour and capital. Any constraints on the supply of
these factors, and inevitably there must be such con-
straints especially in the short run, will inhibit output
growth. Accordingly, if expenditures rise too rapidly
relative to actual and potential production, the excess
monetary demand will be reflected in domestic inflation
and possibly a balance of payments current account
deficit. It is thus important to retain a reasonable balance
between aggregate national supply and demand, or out-
put and expenditure.

POLICY INSTRUMENTS

While it is not the purpose of this papér to provide
any detailed analysis of the use and effectiveness of the
various policy instruments employed by government, it
may nevertheless be useful to list these out in summary
fashion to complement the rest of the text:

1. Meonetary Policy

The principal objective of monetary policy is to in-
fluence spending decisions in such a way as to ensure
that resources are fully employed while, at the same
time, avoiding rapid changes in the price level and
preserving international solvency. If it is to achieve these
aims monetary policy should be designed to influence

.the overall availability and cost of credit; to influence

decisions regarding the holding or disposing of liquid
assets; to affect future expectations about each of these
factors; and to ensure that the monetary syster meets
the needs of both savers and borrowers in an efficient
manner. The principal weapons of monetary policy as
employed in New Zealand include ceilings on the expan-
sion of bank credit, enforced by a system of reserve
ratios and penal borrowing rates (more recently supple-
mented by a special formula to determine penal borrow-



ing), government security investment ratios to help
rcgulate the expansion of a wide range of non-bank
financial intermediaries and also to ensure an adequate
flow of borrowed funds to government, hire purchase
regulations with respect to minimum deposits and maxi-
mum repayment periods, direct controls over a number
of important interest rates, and moral persuasion.

2. Fiscal Policy

In contrast to monetary policy, the government
attenipts through fiscal policy to influence private sector
expenditures by changing the level of government ex-
penditure or the rates of taxation on incomes or com-
moditics, thereby affecting current disposal incomes and
the prices of goods and services in New Zealand. As in
most countries fiscal policy is the prime concern of the
Treasury, whereas monetary policy is the major respon-
sibility of the Reserve Bank. Changes in both the total
tax flow to government and its expenditure have multi-
plier effects on the circular flow of incomes and expen-
ditures generally.

However, fiscal policy is not concerned solely with the
absolute levels of government expenditure and taxation
receipts, for it is the Budget deficit or surplus which is
often of prime importance in determining the impact of
this type of policy on the economy. In particular the
internal deficit or surplus, that is the position before
overseas borrowing and investment _transactions are
taken into account, is most relevant. It should be borne
in mind that a large part of government expenditure is
of a relatively permanent nature, making it difficult to
achieve substantial cutbacks in a short space of time.
Large scale capital projects, such as the building of
lhiydro-electric dams, are a good example of this. Accord-
ingly, the more potent weapon in the hands of the
government is its ability to change tax rates, such as
direct income tax rates and rates on various classes of
indirect taxes including sales taxes.

3. Direct Controls

A variety of direct controls have been used in New
Zealand over a fairly lengthy span of years. Quantitative
import restrictions and exchange control were introduced
in 1938 in order to control the level 'of imports and
other overseas payments. In the event, their major
purpose has probably been to protect domestic industry.
This is especially the case with respect to import licen-
sing. Extensive price control was introduced during the
second world war and since then has been gradually
phased out. However, even today a significant number
of major commodities remain subject to official price
control. At various stages such as during the 1960’s the
government has employed building programming re-
strictions in an effort to regulate the rate of expansion
of the building industry. o )

Currently, of course, the government is endeavouring
to operate a wage stabilisation scheme and a price sur-
veillance system. These too can be classified as direct
controls. Similarly, the application of official maximum
rates of interest to deposit-accepting intermediaries
through the Interest on Deposits Regulation 1972, and
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the attempt to hold company dividend payouts at pre-
vious years' levels via the Companies (Limitation of
Distributions) Regulations 1972, fall within the same
type of category. The present controls over wages, divi-
dends, prices and interest rates were part of the govern-
ment’s package of measures designed to ease the seriously
high rate of inflation experienced during 1970 and 1971.

The major deficiency of direct controls in practice is
that they too often fail to get to the core of the problem.
For instance, the high levels of imports which New Zea-
land has frequently experienced in the past were chiefly
attributable to domestic inflationary pressures. By
attempting to regulate the supply of imports through
licensing the government is essentially operating on one
side of the market only. In this case the basic cause is
an excess demand for imports but licensing of commodi-
ties does nothing to ease this demand. It is for this sort
of reason that import controls have basically been a
failure in solving New Zealand’s balance of payments
problems. They are now being phased out and currently
only about one-third of the country’s imports are subject
to licence. :

4. External/Internal Relative Prices

The major way in which the government can affect
the relationship between domestic and external prices is
by changing the exchange rate for foreign currency. The
elimination of a balance of payments current account
deficit can be assisted by devaluation which is designed
to ‘stimulate exports and discourage imports. But un-
fortunately devaluation can aggravate other problems,
such as inflation. This point can be illustrated by tracing
through the effects of devaluation on imports. Import
prices will rise, thus leading to increases in domestic
price levels which in turn would normally be expected
to stimulate unions’ demands for wage increases. If a
country already enjoys a relatively full employment
situation, these wage demands are likely to be met, thus
defeating at least in part the purpose of devaluation.
Devaluation, to be successful, depends on 4 redistribu-
tion of incomes accruing in favour of exporters relative
to the rest of the community. If the rest of the com-
munity can restore the pre-devaluation income distribu-
tion, much of the point of devaluation is lost.

I

CONCLUSION

It will be clear that government and its economic
advisers face many problems in attempting to achieve
simultaneously all the objectives of economic policy.
Because of shortages of statistical data and time lags in
this material becoming available, it may take quite some
time to recognise the nature of an economic problem.
Once it is recognised the problem requires analysis, and
so there will be a decision lag. Implementation may take
further time and, finally, there will be delays in any
policy change becoming effective. Sound policy judg-
ments require good data, good forecasts and fine judg-
ment in terms of the timing and magnitude of action.
Accordingly, management of the economy is often less
than perfect.



THE FUNCTIONS OF THE RESERVE BANK

(Reprinted from the Reserve Bank of New Zealand Bulletin, September 1972.)

The paper on which this article is based has been used as background material for a number of student seminars over

the past two years. It is published in an updated form with the intention of making available a brief non-technical

description of the functions of the Reserve Bank. The views contained in the article are those of the author,
Dr. R. S. Deane, Assistant Chief Economist of the Bank.

THE BACKGROUND

The Reserve Bank is New Zealand’s central bank, a
bankers’ bank as distinct from a commercial or trading
bank. It does not carry out normal commercial banking
business in the generally accepted sense, and in fact
prefers not to do so.

Originally most central banks were established as
independent monetary authorities in response to a need
for better monetary control of the economy. Recognition
of such a need usually arose from some financial crisis,
such as the problems which developed after the First
World War (e.g. Germany, South Africa) or as a result
ot the depression of the thirties {e.g. Canada, India).
Financial crises of this type led to a change in political
attittudes—the old belief that state intervention in the
free working of the economic system should be kept to a
minimum was increasingly becoming supplanted by the
idea that Governments should pursue more positive
policies if they were to hope to achieve reasonable
stability along with economic growth.

As in other countries, so too in New Zealand was it
recognised that if a repetition of the mass unemploy-
ment of the depression was to be avoided then the role
of Government had to be a more positive one. Thus,
largely as a result of a major economic crisis, and the
change in attitudes which accompanied it, the Reserve
Bank of New Zealand was set up in 1934 with the job
of controlling the internal currency and managing the
external reserves. These are still among the Bank’s
responsibilities but control of policy has tended increas-
ingly to be in the hands of the Minister of Finance—
almost anywhere in the world—as people demanded
“more positive Government”. At the same time the
Bank’s advisory functions, especially in the field of
economic policy, are continually growing—the Govern-
ment takes responsibility for policy but it needs good
advice.

THE PRIMARY FUNCTIONS

Today the Reserve Bank operates under the Reserve
Bank of New Zealand Act 1964 which sets out the
primary functions of the Bank (Section 8):
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(1) To act as the central bank for New Zealand.

(2) To advise the Government on matters relating to
monetary policy, banking and overseas exchange.

(3) Within the limits of its powers, to give effect to the
monetary policy of the Government as communi-
cated to the Bank by the Minister of Finance or by
Parliamentary resolution.

The Act also makes it clear that Government’s
monetary policy should be directed to the maintenance
and promotion of economic and social welfare in New
Zealand. Although the concept is not specifically defined,

" it is stdted that the policy should be related to the

‘'desirability of promoting the highest degrce of produc-
tion, trade and employment and of maintaining a stable
internal price level. In effect then the policy should aim
at the achievement of the basic economic objectives
of Government, such as:
(1) Economic growth.
(2) Full employment.
(3) Internal stability.
(4) Balance of payménts equilibrium,

The means by which the Bank is to fulfil these objec-
tives are through the regulation and control of:
(1) Money, banking and credit.

(2) Rates of interest.

(3) Overseas exchange transactions.

SOME SUBSIDIARY FUNCTIONS

Beyond the general exercise of monetary policy, to
which reference will be made again shortly, the Bank



also has 2 number of subsidiary functions of a more
particular nature. Among these are:

(1) The Management of the Note and Coin Issue

These are supplied to the public on demand, not
pushed into circulation. They are printed in England, so
there is no printing press in the Bank’s basement! They
form only a very small part of the total money supply—
less than one quarter—so the level is not very significant
from an overall point of view. On the other hand, since
the public’s demand for notes does fluctuate in response
to both seasonal and general economic influences, the
monctary operations of the Reserve Bank can affect the
level of demand for them. Hence adequate supplies must
always be on hand.

As for coins, the Bank issues these as agent for the
Trcasury. This distinction between note and coin issues
is mainly the result of historical accident. The issue of
coin, and the taking of the profit on it, has always been
the prerogative of the Crown. However, bank notes were
first issued by the forerunners of the banks, such as the
goldsmiths of London, and in most countries with de-
veloped banking systems, notes continued to be issued
by the trading banks until central banks took over this
function. This was the casc in New Zealand, and now
something like one-fifth of the Bank’s total staff of about
500 is engaged on the note and coin side. They come
within the Chief Cashier’s Departinent.

(2) Management of the Public and Local
Authority Debt

The Bank undertakes thic issue and management of
loans on behalf of Government or any local authority in
New Zealand. This function includes the holding of
stock registers, recording transfers, paying interest and
organising the flotation of Government loans by public
subscription, and their redemption or conversion. The
Bank also plays some part in deciding issue terms,
amounts to be raised, timing of issues, and so on. These
operations are a major function of the Chief Account-
ant’s Department of the Bank.

(3) Banking Funections

As its name suggests, the Bank has a number of bank-
ing functions. Tts Banking Office looks much like that
of a trading bank, with tellers, ledgers, machines and
customers, though the-last are not generally members
of the public.

The Bank’s most important single client is the Govern-
ment. Al tax receipts are paid into the Public Account
at the Bank, and all expenditure on such things as social
services and capital works are met out of this account.

32

In addition the Bank acts as banker for the trading
banks, who can square up with each other each night
through heir accounts at the Reserve Bank; for various
Government trading organisations, such as the Post
Office; for the Govermmment insurance offices; and for
the primary produce marketing authorities such as the
Dairy Board and the Wool Commission,

(1) Exchange Control

The Bank is the agent for Government in administer-
ing (with the assistance of the trading banks) the system
of foreign exchange control. Under these controls the
proceeds of all export receipts must be returned to New
Zealand through the banking systemn (thus increasing
the country’s overseas assets) and a range of overseas
payments require official approval. Over the past few
years an improved balance of payments position has
facilitated some significant liberalisations in the area of
exchange controls. Again, this task falls within the ambit
of the Chief Cashier’s Department of the Bank.

Since 1966, the Exchange Control Regulations have
required New Zealand residents acquiring overscas sterl-
ing area securities with New Zealand currency, to
deposit the resulting scrip with the Reserve Bank as an
“approved depository”. Depository sections recording all
transactions made by brokers and holding scrip in safe
custody, on behalf of shareholders, are located in the
Chief Accountant’s Department and at the Auckland
and Christchurch branches,

(3) Overseas Reserves and Exchange Rates

The Reserve Bank is the statutory holder of the coun-
try’s exchange reserves, a substantial proportion of which
are held in the form of deposits at the Bank of England,
British Treasury Bills (short-dated Government stock)
and investments in sterling securities. Of course, the
trading banks hold overseas assets as required for normal
day-to-day working purposes. In more recent years some
efforts have been made to diversify official holdings of
overseas reserves among currencies other than the tradi-
tionally important sterling investments. New Zealand’s
reserve position in relation to the International Monetary
Fund and holdings of Special Drawing Rights also are
important. It should be noted that some of the country’s
reserves arc held by the Treasury, although the propor-
tion varies from time to time.

In addition, the Bank fixes the rates at which New
Zealand currency can be exchanged for other currencies,
with the proviso that the par value of the New Zealand
dollar in terms of the Articles of Agreement of the
International Monetary Fund is determined by the

" Minister of Finance after consultation with the Governor

of the Bank.



(6) Finance Companies and Other Regulations

During the early 1960’s finance and hire purchase
companies expanded very rapidly in New Zealand to the
point where, at the time of the 1966-67 balance of
payments crisis, it was felt necessary to restrain their rate
of growth by Capital Issues Control. However, this was
regarded by Government as a measure of short-term
. expediency and when these controls were abolished for
finance companies in 1969 it was decided instead to
Impose a permanent and variable government security
investment ratio. Ratios of this type, under which finan-
cial institutions have a statutory (or moral) obligation
to invest specified proportions of their assets or deposits
in government bonds, are now common to all the major
institutions. The finance companies’ requirements are
of particular interest to the Bank, however, as the
administration of the relevant regulations is handled by
the Bank’s Chief Accountant’s Department. This work
involves collection of comprehensive information to
ensure that all finance companies comply with the
official ratios unless exempted by the regulations. Two
basic ideas seem to underlie ratio requirements of this
type: first, the need to exercise some control over the
expansion of non-bank credit and, secondly, the desire
to ensurc a reasonable flow of borrowed funds to Gov-
ernment to help finance its operations.

The Regulations Office of the Chief Accountant’s
Departinent also administers the Interest on Deposits
Regulations 1972, which specify maximum rates of
interest payable on depesits. These Regulations were
introduced as part of the Government's March 1972
package of wage/price control measures, the object of
which was to ease the rate of inflation in New Zealand.

Another portion of this package—the Companies
{(Limitation of Distributions) Regulations 1972, which
replaced the Limitation of Dividend Regulations 1972—
was designed to limit the distributions which may be
made by companies to their shareholders. Although a
Government-appointed Appeal Committee handles
appeals with respect to these Regulations, the Economic
Department of the Bank provides the necessary secre-
;i)r_,int. These Regulations are due to expire on 27 March

(7) Foreign Investment Policy

Following the June 1969 Budget a special section was
created in the Chief Cashier’s Department of the Bank
to administer the various financial regulations affecting
overseas investment in New Zealand. The centralisation
of this administration in one institution resulted from a
desire to simplify the rather complex procedures facing
potential foreign investors. Accordingly the Bank has
general oversight of the Overseas Takeovers Regulations
and the Capital Issues (Overseas) Regulations under
which foreign owned companies must seek official
approval before they can take over a domestic enterprise
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or borrow nioney or raise new capital within New Zea-
land. The foreign investment section is thus the major
initial point of contact for overseas investment inquiries,
providing both general information and liaison facilities,
such as with other Government agencies. The Bank
endeavours to administer this important areca of policy
in line with the Government’s desire “to attract worth-
while foreign investment, especially where it will earn,
save, or generate a substantial amount of foreign ex-
ckange relative to its use of domestic resources. A liberal
and flexible attitude will be adopted” (to quote the 1969
Budget).

A committee with one representative from the
Bank (as Chairman), the Treasury and the Department
of Industries and Commerce, has been set up to advise
the Government on foreign investment matters. The
committee meets weekly and proposals of major import-
ance are referred to it by the Bank for the committee’s
views. In effect the committee acts as an intermediary
between the Bank and the Minister of Finance.

(8) Economic Research

In order to be able to offer sound economic advice
to Government it is essential that the Bank should have,
first, as full a knowledge as possible of what is actually
happening in the economy and, secondly, be able to
interpret this information in such a way that predictions
can be made as to what is likely to happen in the future.

It is on this forecasting that policy is largely based.
Thus, the Bank collects a wide range of financial statis-
tics—not only from the trading banks but also from the
finance companies, stock and station agents, insurance
companies and other financial institutions—and carries
out research work with the object of interpreting these
data. In addition, other most useful information is com-
piled, such as the figures of New Zealand’s overseas
exchange transactions, a share price index, and an
analysis of public company balance sheéts. A by-product
of this work is the publication of the monthly Bulletin,
the various domestic and overseas news reviews and a
number of textbooks, such as “Money and Banking in
New Zealand”, and “Overseas Trade and Finance”.

To assist with short-term forecasting and policy
analysis the Economic Department is currently engaged
in a major research project to construct an econometric
model of the New Zealand economy. This is a computer
based set of mathematical equations which are designed
to help improve understanding of the nature of the
inter-relationships between various kinds of economic
activity. For example, a model might help to answer
such questions as to what extent will consumer spending
and imports increase as a result of a rise in incomes, or
what impact will a specified change in Government
expenditure or interest rates have on economic activity?



Other functions of the Economic Department include
regular analysis of activity in the monetary sector (in-
cluding both trading banks and non-bank financial
institutions), the capital market, and the current and
likely future position of New Zealand’s overseas exchange
transactions and hence the course of movements in
foreign reserves. The Bank is involved in offering policy
advice to Government in each of these areas.

MONETARY POLICY

With this general background in mind it is con-
venient to revert to the major and perhaps most interest-
ing function of the Bank, that of monetary policy.

From the point of view of the monetary authorities,
the economic objectives mentioned earlier in this paper
suggest the nced to maintain a level of spending sufficient
to keep resources fully employed while avoiding rapid
changes in the price level and preserving international
solvency. If aggregate monetary demand falls short of
the total output of goods and services (at current
prices), there is likely to be unemployment. On the other
hand, if spending outstrips productive capacity, prices
are likely to rise and imports to increase. Price rises can
have disruptive effects on trading both in the domestic
economy and with overseas countries. They can also
penalise particular sections of the community. As for
increases in imports, these must be matched by higher
levels of exports or alternatively the country must resort
to overseas horrowing or run down its reserves of over-
seas exchange. As New Zealanders well know, there are
lirmits to the use of cach of these latter alternatives.

Accordingly, the principal objective of monetary
policy is to influence spending decisions. If it is to
achieve this aim, monctary policy should be designed to:

Regulate the overall availability and cost of credit.

Influence decisions regarding the holding or disposing
of liquid assets.

Affect future expectations about each of these factors.

Ensure that the monetary system meets the needs of
both savers and borrowers in an efficient manner.

By contrast, fiscal policy—the other major instrument
of cconomic control—attempts to influence expenditures
by changing the level of Government expenditure or
the rates of taxation on incomes or commodities, thereby
affecting current disposable incomes and the prices of
goods and services. In New Zealand, as in most coun-
tries, fiscal policy is the prime concern of the Treasury
whereas monetary policy is the major responsibility of
the Reserve Bank.
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Given this framework, it may be useful to list in sum-
mary fashion the present tools of monetary policy.

(a) Trading Banks

Under the ceilings system for bank advances, ceilings
are set officially at monthly intervals for some six to
twelve months ahead. Prionty is given to the so-called
export sector which is defined to include all farmers,
stock and station agents, meat freezing companies, wool-
buyers and special export finance for manufacturers. In
practice, the main policy attention has been directed at
the remaining lower priority categories (all non-export
advances, such as those to retailers, wholesalers, local
bodies, most manufacturers, building firms and private
individuals). If the official ceilings are exceeded, the
banks are penalised unless the excess is due to an accept-
able (greater than anticipated) expansion in the export
sector or perhaps to some special factor. Over recent
years there has been a fairly direct relationship between
the extent of penal borrowing imposed under the reserve
ratio system and the excess of low priority bank lending
over the corresponding ceiling. For many years the sys-
tem involved increasing the reserve ratios to a level
which eliminated the banks’ free cash and forced them
to borrow from the Reserve Bank to meet the increased
statutory requirements. However, from October 1969,
the system worked a little differently in a technical sense,
mainly as a result of the 1969 Budget changes. These
gave the banks the right to take up Government securi-
ties to the extent their cash excecded the “normal mini-
mum” reserve ratios of 8 percent of demand deposits
and 3 percent of time deposits. In effect, individual
banks were given what amounted to monthly ceilings for
non-priority advances. The penalties imposed for non-
compliance with these ceilings were then distributed
among the banks according to a formula agreed upon
between the trading banks and the Reserve Bank. Each
bank was required to borrow for one month from the
Reserve Bank the amount by which its non-priority
lending exceeded the ceiling in the previous month. The
banks were charged for this borrowing on the basis of a
sliding scale of penal borrowing rates. More recently,
bank advances have been within the official ceiling and
penal borrowing has not been required. At present
(September 1972) the trading banks are simply oper-
ating under an overall official guideline policy for ad-
vances and the! technique of setting individual bank
ceilings is not being utilised. The basic weapon usually
emploved is thus a blunt but reasonably effective one—
if bank advances are reduced to a level acceptable to
Government, an adjustment is made to eliminate the
penal borrowing. If advances continue to exceed the

_ ceilings, the penalty simply persists,

Now that the banks have been given authority to
become fully invested it seems likely that the cash ratio
system may in time be supplemented by a broader
reserve assets ratio scheme under which a specified
proportion of deposit liabilities would be held in the
form of liquid investments, such as Treasury Bills and
government securities. However, any move in this direc-
tion is likely to be complicated by the substantial sea-



sonal fluctuations in banks’ cash. Bank investments have
of course been controlled by Government for many
ycars. But between 1941 and 1965 the control was of a
largely negative character—banks were, with one minor
exception, simply not permitted to expand their security
holdings. Attitudes towards this area of bank activity are
now somewhat diflerent. This is true also of another
major area subject to official regulation, that of interest
charged and carned. In particular, during recent years,
the banks have enjoyed nore freedom in the determina-
tion of fixed deposit interest rates and have thus become
much more competitive institutions. Mention should also
be made of selective advance control. This is now admin-
istered by the trading banks under a general directive
from the Reserve Bank to the effect that advances to
exporters should be encouraged while lending for import-
ing and speculative or personal reasons should be dis-
couraged. These aims are also formally encompassed in
the ceilings system.

(b) Non-banks

The Reserve Bank is interested not only in the regula-
tion of the trading bank system but also in the exercise
of restraint, where necessary, over the expansion of non-
bank credit. In this latter area, the government security
tnvestment ratio seems to have emerged as the major
regulatory weapon. Such ratios are currently applied,
cither through legislation or moral persuasion, to all
savings banks, building socicties, finance companies,
official money market dealers, stock and station agents,
private pension funds, and life insurance cormnpanies.
There are one or two other methods employed by
Government which fall within the ambit of monetary
policy. A favourite during the mid-sixties, and one which
continues to be of significance, is the already mentioned
moral persuasion. This involves discussions with various
financial intermediaries, sometimes followed by agree-
ments as to which policies they should adopt. Another
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measure popular with Government is its power to vary
minimum initial deposits and repayment periods for the
purchase of motor vehicles and a range of consumer
durables under the hire-purchase regulations. The March
1972 interest rate controls can also be regarded as a
regulatory weapon with respect to financial inter-
mediaries.

CONCLUSION

The functions of the Reserve Bank are clearly many
and varied. They are a genuine mixture of administra-
tive tasks and policy formulation. Given the importance
and degree of interest associated with the policy role,
this article has concentrated on providing rather more
detail on the policy side of the Bank’s operations. To
sum up, it may be useful to observe that the Bank
appears to recognise the inadequacy of policy techniques
in some areas and is continually seeking ways and means
of improving them. In particular, the Bank would no
doubt like to see some reduction in the complexity of
the present battery of controls, especially in relation to
the complicated system of determining and enforcing
ceilings for trading banks’ lending. Furthermore, the
Bank has consistently advocated the use of a more flexi-
ble interest rate policy. It has also expressed its concern
about the nature of the widening “captive’” market for
Government securities. In other words, it appears to see
a need for a commitment to the use of monetary policy
in such a way as to remove imperfections in financial
niarkets rather than to create them. But change takes
time. This is, of course, especially true of an area where
there has in the past been much misunderstanding and
emotional prejudice. Today, imperfect knowledge and
foresight still remain formidable barriers to progress in
this area. ’
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