
Box -1 B26

REPORT
OF THE

ROYAL COMMISSION
ON

MONETARY, BANKING,
AND CREDIT SYSTEMS

1956

BY AUTHORITY:
R. E. OWEN, GOVERNMENT PRINTER, WELLINGTON, NEW ZEALAND-1956





This eBook is a reproduction produced by the
National Library of New Zealand from source
material that we believe is not currently covered
by copyright. Additional physical and digital
editions are available from the National Library
of New Zealand.

The original publication details are as follows:

Title: Report of the Royal Commission on Monetary,
Banking, and Credit Systems

Author: New Zealand Royal Commission on Monetary,
Banking, and Credit Systems

NLNZ Identifier: 443311

URI: http://natlib.govt.nz/records/20573462

Published: Government Printer, Wellington, N.Z., 1956



B. 31956

REPORT
OF THE

Royal Commission on Monetary,
Banking, and Credit Systems

Presented to the House of Representatives by
Command of His Excellency

BY AUTHORITY:
R. E. OWEN, GOVERNMENT PRINTER, WELLINGTON, NEW ZEALAND.—1956





CONTENTS

Section Part Paragraphs - Page

One .. 1-20 Preface .. .. .. ..
.. 13

Two .. 21-37 Objectives of Economic Policy .. .. 18
Three .. 38-149 Economic Review, 1934 to 1955 .. .. 21
Four .. 150-233 The Monetary, Banking, and Credit Systems, 44

1934 to 1955
Five .. 234-311 Inflation in New Zealand ..

..
.. 63

Six .. 312-358 The Welfare State and its Effects on the Economy 79
Seven .. 359-421 Assessment of the Present Monetary, Banking, 87

and Credit Systems
Eight .. .. Representations Made for Reform—

.. I 422-426 General Comments .. .. .. 103
.. II 427-446 Should the State Have the Sole Right to 103

Create or Destroy Money?

.. III 447-502 Social Credit Submissions ..
.. 108

IV 503-546 Submission of Mr H. J. Kelliher and the 118
Mirror Publishing Co. Ltd.

V 547-549 Commodity Currency Proposals .. .. 128
Nine .. 550 Commission's Views on Reform and Comments

on Proposals for Reform—
.. I 551-597 Recommendations for Improvements in the 130

System of Controlling Bank Credit
.. II 598-602 Trading-bank Profits in New Zealand .. 142

.. III 603-608 Charges Made by Trading Banks in New 142
Zealand

.. IV 609-612 Finance for Dairy Products Marketing Board, 143
Apple and Pear Marketing Board, and
Other Statutory Marketing Organisations

.. V 613-645 i Interest-rate Policy .. .. .. 144
..VI .. Control of Borrowing by the Public—
.. .. 646-649 A: Capital Issues Committee .. ..

150
.. .. 650-654 B: Hire Purchase ..

.. .. 151
.. VII 655-692 The Stimulation ofPrivate Savings .. .. 152

..VIII .. Need for New Financial Institutions—
.. .. 693-696 A: Postal Clearing Service .. .. 157

.. .. 697-704 B: Short-term Money Market .. .. 158

.. .. 705-714 C: Industrial Finance .. .. .. 159

.. .. 715-726 D: Local Government Capital Finance ..
161

.. .. 727-728 E: Rural Finance .. .. .. 164
.. IX 729-731 New Note Issue .. .. .. .. 164

.. X 732-733 Overseas Trade and the Monetary, Banking,
and Credit Systems—

.. .. 734-775 A: The Balance of Payments and Overseas 164
Exchange Reserves

.. .. 776-797 B: Protecting the Economy from the Effects 172
of Price Changes Overseas

.. .. 798-812 C: Overseas Borrowing.. .. .. 177
.. .. 813-851 D:The International Monetary Fund and 180

the International Bank for Recon-
struction and Development

.. XI .. Better Information as the Basis for Policy—
.. .. 852-856 A: Statistical Information .. .. 188

.. .. 857-858 B: Statutory Returns by the Trading Banks 189

.. .. 859-871 G: Forward Exchange
.. .. .. 190

.. .. 872-882 D: Proposal to Establish an Economic Re- j 193
search Institute

1*



B. 3 4

Section Part Paragraps Page

Nine XII .. Co-ordination of Policy—
.. .. 883-905 A: Statutory Definition of the Relationship 195

Between the Government and the
Reserve Bank

.. .. 906-917 B: Proposal to Establish an Economic 199
Advisory Council

.. .. 918-951 C: The Relationship of Monetary Policies 201
to Budgetary and Other Economic
Policies

Ten .. 952-1048 Summary of Main Findings and Conclusions .. 208

Appendix A: Witnesses and Counsel Who Appeared at the Public Hearings .. 223
B: Persons or Organisations Who Made Written Submissions to the 226

Commission
C: The Definition of "Money" and a History of the Monetary, Bank- 235

ing, and Credit Systems in New Zealand from 1934 to 1955
D: Part I—Opinion of the Solicitor-General on the Subject of 334

"Creation of Credit" by the Trading Banks
D: Part II—Extracts from the Authorities Regarding Creation of 337

Bank Deposits, i.e., "Creation of Money"
E: Social Credit Submissions ..

..

.. .. .. 345
F: Submission of Mr H. J. Kelliher and The Mirror Publishing 401

Co. Ltd.
G: Commodity Currency Proposals .. .. .. .. 432
H: Statistical Tables .. .. .. .. .. 439

Index .. .. .. .. .. .. .. .. 495



B. 35

Royal Commission to Inquire Into and Report Upon Matters Concerning
the Monetary, Banking, and Credit System of New Zealand

Elizabeth the Second, by the Grace of God of the United Kingdom,
New Zealand and Her Other Realms and Territories Queen, Head of
the Commonwealth, Defender of the Faith:
To Our Trusty and Well-beloved the Honourable Mr Justice Arthur

Tyndall, c.m.g., of Wellington, Judge of the Court of Arbitration;
William Gordon Victor Fernie, of Chnstchurch, Company
Manager; Ronald Macgregor Hutton-Potts, of Invercargill,
Managing Editor; Clement George Trotter, of Hawera, Manag-
ing Director; Gordon Graham Gibbs Watson, of Wellington,
Barrister; and Ernest Dawson Wilkinson, of Auckland, Public
Accountant: Greeting:

Know Ye that we, reposing trust and confidence in your integrity, know-
ledge, and ability, do hereby nominate, constitute, and appoint you, the
said

Arthur Tyndall,
William Gordon Victor Fernie,
Ronald Macgregor Hutton-Potts,
Clement George Trotter,
Gordon Graham Gibbs Watson, and
Ernest Dawson Wilkinson

to be a Commission to receive, inquire into, and report upon the matters
hereinafter set forth with a view to fostering a greater degree of stability
in prices, maintaining full employment of labour, ensuring the healthy
development of natural resources, and promoting generally the economic,

financial, and social welfare of the people of New Zealand, that is to say,
to receive, inquire into, and report upon representations regarding:

(a) Any monetary, banking, and credit proposals that may be suggested
as suitable for application in New Zealand;

(b) The present monetary, banking, and credit system in New Zealand
and the advisability or otherwise of any changes in that system,
and

(c) Any associated matters which should be deemed by you to be

relevant to the general objects of the inquiry:
And we do hereby appoint you, the said

Arthur Tyndall,
to be Chairman of the said Commission:

And for the better enabling you to carry these presents into effect you
are hereby authorised and empowered to make and conduct any inquiry
under these presents at such time and place as you deem expedient, with
power to adjourn from time to tune and place to place as you think fit,
and so that these presents shall continue in force, and the inquiry may at

any time and place be resumed although not regularly adjourned from
time to time or from place to place:
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And you are hereby strictly charged and directed that you shall not
at any time publish or otherwise disclose save to His Excellency the
Governor-General, in pursuance of these presents or by His Excellency's
direction, the contents of any report so made or to be made by you, or
any evidence or information obtained by you in the exercise of the
powers hereby conferred upon you except such evidence or information
as is received in the course of a sitting open to the public:

And it is hereby declared that the powers hereby conferred shall be
exercisable notwithstanding the absence at any time of any one or any
two of the members hereby appointed so long as the Chairman, or a
member deputed by the Chairman to act in his stead, and three other
members be present and concur in the exercise of such powers:

And we do further ordain that you have liberty to report your
proceedings and findings under this Our Commission from time to time
if you shall judge it expedient so to do.

And, using all due diligence, you are required to report to His
Excellency the Governor-General in writing under your hands and seals
not later than the 31st day of August 1955, your findings and opinions on
the matters aforesaid, together with such recommendations as you think
fit to make in respect thereof:

And, lastly, it is hereby declared that these presents are issued under
the authority of the Letters Patent of His late Majesty King George the
Fifth dated the 11th day of May 1917, and under the authority of and
subject to the provisions of the Commissions of Inquiry Act 1908, and
with the advice and consent of the Executive Council of the Dominion of
New Zealand.

In witness whereof we have caused this Our Commission to be issued
and the Seal of Our Dominion of New Zealand to be hereunto affixed
at Wellington, this 16th day of March in the year of Our Lord one
thousand nine hundred and fifty-five, and in the fourth year of Our
Reign.

Witness Our Trusty and Well-beloved Sir Charles Willoughby Moke
Norrie, Knight Grand Cross of Our Most Distinguished Order of
Saint Michael and Saint George, Knight Grand Cross of Our RoyalVictorian Order, Companion of Our Most Honourable Order of the
Bath, Companion of Our Distinguished Service Order, upon whom
has been conferred Our Decoration of the Military Cross and Bar,Lieutenant-General on the retired list of Our Army, Governor-
General and Commander-in-Chief in and over New Zealand; actingby and with the advice and consent of Our Executive Council.

[L.S.] C. W. M. NORRIE, Governor-General.
By His Excellency's Command—

S. G. HOLLAND,
for the Minister of Finance.

Approved in Council—
T. J. SHERRARD,

Clerk of the Executive Council.
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Extension of Time Within Which the Royal Commission to Inquire Into
Matters Concerning the Monetary, Banking, and Credit System of

New Zealand May Report

Elizabeth the Second, by the Grace of God of the United Kingdom,
New Zealand and Her Other Realms and Territories Queen, Head of

the Commonwealth, Defender of the Faith:
To Our Trusty and Well-beloved the Honourable Mr Justice

Arthur Tyndall, c.m.g., of Wellington, Judge of the Court of
Arbitration; William Gordon Victor Fernie, of Christchurch,
Company Manager; Ronald Macgregor Hutton-Potts of lnver-
cargill, Managing Editor; Clement George Trotter, of Hawera,
Managing Director; Gordon Graham Gibbs Watson, of Welling-
ton, Barrister; and Ernest Dawson Wilkinson, of Auckland,
Public Accountant: Greeting:

Whereas by Our Warrant dated the 16th day of March 1955, issued
under the authority of the Letters Patent of His late Majesty King
George the Fifth dated the 11th day of May 1917, and under the
authority of and subject to the provisions of the Commissions of Inquiry
Act 1908, and with the advice and consent of the Executive Council of
the Dominion of New Zealand, you were appointed to be a Commission
to inquire into and report upon the matters in Our said Warrant set out
being matters concerning the Monetary, Banking, and Credit System o
New Zealand:

And whereas by Our said Warrant you were required to report to His

Excellency the Governor-General not later than the 31st day of August
1955 your findings and opinions on the matters aforesaid, together with
such recommendations as you might think fit to make in respect thereof:

And whereas it is expedient that the time for so reporting should be

extended as hereinafterprovided:
Now, therefore, we do hereby extend until the 30th day of November

1955 the time within which you are so required to report without
prejudice to the continuation of the liberty conferred upon you by Our
said Warrant to report your proceedings and findings from time to time
if you should judge it expedient so to do.

And we do hereby confirm Our said Warrant and the Commission
thereby constituted save as modified by these presents:

And it is hereby declared that these presents are issued under the
authority of the said Letters Patent of His late Majesty and under the
authority of and subject to the Commissions of Inquiry Act 1908 and
with the advice and consent of the Executive Council of the Dominion of
New Zealand.

In witness whereof we have caused these presents to be issued and the
Seal of Our Dominion of New Zealand to be hereunto affixed at Welling-
ton this 17th day of August in the year of Our Lord one thousand nine
hundred and fifty-five, and the fourth year of Our Reign.

Witness Our Trusty and Well-beloved Sir Charles Willoughby Moke
Norrie, Knight Grand Cross of Our Most Distinguished Order of
Saint Michael and Saint George, Knight Grand Cross of Our Royal
Victorian Order, Companion of Our Most Honourable Order of the
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Bath, Companion of Our Distinguished Service Order, upon whom
has been conferred Our Decoration of the Military Cross and Bar,
Lieutenant-General on the retired list of Our Army, Governor-
General and Commander-in-Chief in and over New Zealand; acting
by and with the advice and consent of Our Executive Council.

[L.S.] C. W. M. NORRIE, Governor-General.
By His Excellency's Command—

JACK T. WATTS,
Minister of Finance.

Approved in Council—
T. J. SHERRARD,

Clerk of the Executive Council.

Second Extension of Time Within Which the Royal Commission to
Inquire Into Matters Concerning the Monetary, Banking, and

Credit System of New Zealand May Report

Elizabeth the Second, by the Grace of God of the United Kingdom,
New Zealand and Her Other Realms and Territories Queen, Head of
the Commonwealth, Defender of the Faith:
To Our Trusty and Well-beloved the Honourable Mr Justice

Arthur Tyndall, c.m.g., of Wellington, Judge of the Court of
Arbitration; William Gordon Victor Fernie, of Christchurch,
Company Manager; Ronald Macgregor Hutton-Potts, of Inver-
cargill, Managing Editor; Clement George Trotter, of Hawera,
Managing Director; Gordon Graham Gibbs Watson, of Welling-
ton, Barrister; and Ernf.st Dawson Wilkinson, of Auckland,
Public Accountant: Greeting:

Whereas by Our Warrant dated the 16th day of March 1955, issued
under the authority of the Letters Patent of His late Majesty King
George the Fifth dated the 11th day of May 1917, and under the
authority of and subject to the provisions of the Commissions of Inquiry
Act 1908, and with the advice and consent of the Executive Council of
the Dominion of New Zealand, you were appointed to be a Commission
to inquire into and report upon the matters in Our said Warrant set out
being matters concerning the Monetary, Banking, and Credit System of
New Zealand:

And whereas by Our said Warrant you were required to report to His
Excellency the Governor-General not later than the 31st day of August
1955 your findings and opinions on the matters aforesaid, together with
such recommendations as you might think fit to make in respect thereof:

And whereas by Our Warrant issued on the 17th day of August 1955
we did extend until the 30th day of November 1955 the time within
which you were so required to report:

And whereas it is expedient that the time for so reporting should be
further extended as hereinafter provided:

Now, therefore, we do hereby extend until the 31st day of January
1956 the time within which you are so required to report without
prejudice to the continuation of the liberty conferred upon you by Our
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said Warrant of the 16th day of March 1955 to report your proceedings
and findings from time to time if you should judge it expedient to do so:

And we do hereby confirm Our said Warrant of the 16th day of March
1955 and the Commission thereby constituted save as modified by Our
said Warrant of the 17th day of August 1955 and by these presents:

And it is hereby declared that these presents are issued under the
authority of the said Letters Patent of His late Majesty and under the
authority of and subject to the Commissions of Inquiry Act 1908 and
with the advice and consent of the Executive Council of the Dominion
of New Zealand.

In witness whereof we have caused these presents to be issued and the
Seal of Our Dominion of New Zealand to be hereunto affixed at Welling-
ton this 22nd day of November in the year of Our Lord one thousand
nine hundred and fifty-five, and the fourth year of Our Reign.

Witness Our Trusty and Well-beloved Sir Charles Willoughby Moke
Norrie, Knight Grand Cross of Our Most Distinguished Order of
Saint Michael and Saint George, Knight Grand Cross of Our Royal
Victorian Order, Companion of Our Most Honourable Order of the
Bath, Companion of Our Distinguished Service Order, upon whom
has been conferred Our Decoration of the Military Cross and Bar,
Lieutenant-Genera] on the retired list of Our Army, Governor-
General and Commander-in-Chief in and over New Zealand; acting
by and with the advice and consent of Our Executive Council.

[L.S.] C. W. M. NORRIE, Governor-General.
By His Excellency's Command—

JACK T. WATTS,
Minister of Finance.

Approved in Council—
T. J. SHERRARD,

Clerk of the Executive Council.

Third Extension of Time Within Which the Royal Commission to Inquire
Into Matters Concerning the Monetary, Banking, and Credit System

of New Zealand MayReport

Elizabeth the Second, by the Grace of God of the United Kingdom,
New Zealand and Her Other Realms and Territories Queen, Head of
the Commonwealth, Defender of the Faith:
To Our Trusty and Well-beloved the Honourable Sir Arthur

Tyndall, c.m.g., of Wellington, Judge of the Court of Arbitration;
William Gordon Victor Fernie, of Christchurch, Company
Manager; Ronald Macgregor Hutton-Potts, of Invercargill,
Managing Editor; Clement George Trotter, of Hawera, Manag-
ing Director; Gordon Graham Gibbs Watson, of Wellington,
Barrister; and Ernest Dawson Wilkinson, of Auckland, Public
Accountant: Greeting:

Whereas by Our Warrant dated the 16th day of March 1955, issued
under the authority of the Letters Patent of His late Majesty King
George the Fifth dated the 11th day of May 1917, and under the
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authority of and subject to the provisions of the Commissions of Inquiry
Act 1908, and with the advice and consent of the Executive Council of
New Zealand, you were appointed to be a Commission to inquire into
and report upon the matters in Our said Warrant set out being matters
concerning the Monetary, Banking, and Credit System of New Zealand:

And whereas by Our said Warrant you were required to report to His
Excellency the Governor-General not later than the 31st day of August
1955 your findings and opinions on the matters aforesaid, together with
such recommendations as you might think fit to make in respect thereof:

And whereas by Our Warrant issued on the 17th day of August 1955
we did extend until the 30th day of November 1955 the time within
which you were so required toreport:

And whereas by Our Warrant issued on the 22nd day of November
1955 we did further extend until the 31st day of January 1956 the time
within which you were so required to report:

And whereas it is expedient that the time for so reporting should be
again extended as hereinafter provided:

Now, therefore, we do hereby extend until the 31st day of March
1956 the time within which you are so required to report without
prejudice to the continuation of the liberty conferred upon you by Our
said Warrant of the 16th day of March 1955 to report your proceedings
and findings from time to time if you should judge it expedient to do so:

And we do hereby confirm Our said Warrant of the 16th day of March
1955 and the Commission thereby constituted save as modified by Our
said Warrants of the 17th day of August 1955 and 22nd day of November
1955 and by these presents:

And it is hereby declared that these presents are issued under the
authority of the said Letters Patent of His late Majesty and under the
authority of and subject to the Commissions of Inquiry Act 1908and with
the advice and consent of the Executive Council of New Zealand.

In witness whereof we have caused these presents to be issued and the
Seal of New Zealand to be hereunto affixed at Wellington this 9th day
of January in the year of Our Lord one thousand nine hundred and
fifty-six, and the fourth year of Our Reign.

Witness Our Trusty and Well-beloved Sir Charles Willoughby Moke
Norrie, Knight Grand Cross of Our Most Distinguished Order of
Saint Michael and Saint George, Knight Grand Cross of Our Royal
Victorian Order, Companion of Our Most Honourable Order of the
Bath, Companion of Our Distinguished Service Order, upon whom
has been conferred Our Decoration of the Military Cross and Bar,
Lieutenant-General on the retired list of Our Army, Governor-
General and Commander-in-Chief in and over New Zealand; acting
by and with the advice and consent of Our Executive Council.

[L .S.] C. W. M. NORRIE, Governor-General.
By His Excellency's Command—

JACK T. WATTS,
Minister of Finance.

Approved in Council—
T. J. SHERRARD,

Clerk of the Executive Council.
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ROYAL COMMISSION OF INQUIRY INTO
MONETARY, BANKING, AND CREDIT SYSTEMS

To His Excellency Sir Charles Willoughby Moke Norrie, Knight
Grand Cross of Our Most Distinguished Order of Saint Michael
and Saint George, Knight Grand Cross of Our Royal Victorian
Order, Companion of Our Most Honourable Order of the Bath,
Companion of Our Distinguished Service Order, upon whom has
been conferred Our Decoration of the Military Cross and Bar,
Lieutenant-General on the retired list of Our Army, Governor-
General and Commander-in-Chief in and over New Zealand.

May it Please Your Excellency,—
We, the undersigned Commissioners appointed by Warrant dated

16 March 1955, have the honour to present to Your Excellency our
report under the terms of reference stated in that Warrant. We were
originally required to present our report by 31 August 1955, but this
date was extended by later Warrants to 31 March 1956.

We have the honour to be,
Your Excellency's most obedient servants,

A. Tyndall, Chairman.
William G. V. Fernie, Member.
R. M. Hutton-Potts, Member.
C. G. Trotter, Member.
G. G. G. Watson, Member.
E. D. Wilkinson, Member.

Dated at Wellington this 28th day of March 1956.
Note—Mr G. G. G. Watson was not present when this report was

signed. Before he departed from New Zealand on 17 February 1956 he
requested that the following statement made by him should be appended
to the report:

"I have read carefully all papers for this report and discussed
them with my colleagues. We have agreed in principle on all matters
of importance and accordingly I have authorised the Chairman on
my behalf to sign my name to the final document."
Pursuant to the foregoing authority the report has been signed by the

Chairman on behalf of Mr Watson.
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REPORT
Section One

PREFACE
l.At an initial meeting held in Wellington on 31 March 1955 the

Commission decided that a general invitation should be extended to all
interested persons or organisations to place their views or proposals before
the Commission. It was also decided that interested persons or
organisations should be given the opportunity of appearing personally or
of being represented at public hearings conducted by the Commission if
they so desired. Suitably worded advertisements were accordingly inserted
in all daily newspapers, and copies of the advertisement were sent by
letter to all organisations considered to be interested in making
submissions.

2. As a first step in the public inquiry the Commission invited the
Reserve Bank, the Treasury, and the Associated Banks in New Zealand
(the trading banks' organisation) to prepare and submit statements
covering the present monetary, banking, and credit systems. Subsequently,
similar invitations were extended to other organisations dealing or con-
nected with particular portions of the present systems.

3. In Appendix A we list the seventy-two witnesses and the counsel who
appeared at the public hearings. Thirteen of the witnesses appeared in
response to direct invitations from the Commission. The other fifty-nine
witnesses volunteered personal submissions or presented the views of
organisations which desired to make submissions.

4. In view of the specific wording of its terms of reference, the Com-
mission considered that its primary duty was to report upon representa-
tions received regarding any monetary, banking, and credit proposals.
After broad outlines of the present system had been presented by the
respective institutions concerned, early steps were taken to hear such
representations in public, and accordingly the hearing of a number of
invited statements covering many aspects of the existing system was
delayed till a later stage in the proceedings.

Procedure
5. Public hearings began on 28 April 1955 with a statement by the

Commission on the procedure it intended to adopt. The more important
sections of the statement read:

The Commission does not propose to recognise any parties to the inquiry, as no
person or institution is on trial or in jeopardy.

The Commission is not being supplied with any form of legal assistance, but
expert personnel is attached to the Commission to help it in elucidating the various
matters falling within the scope of the order of reference.

Persons appearing before the Commission will be expected to read any written
submission.

Any person wishing to cross-examine a witness before the Commission should
apply to the Commission for permission to do so, and at the same time should give
the grounds for or the purpose of his application.
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As a general guiding principle the Commission, in the light of the foregoing

statements and having regard to the shortness of the period available for its work,
proposes to limit the right of cross-examination as far as possible to the following
cases:

(a) Where the person applying or an institution which he represents has been
attacked or criticised by a witness; and

(b) Where statements made during the course of the proceedings by or on behalf
of the person applying have been challenged in any way by the witness or
the person calling him.

Any witness who is being cross-examined will be permitted if he so desires to
take time to give a considered answer to any questions at a later stage of the public
hearings.

Persons appearing as advocates and calling witnesses in support of their sub-
missions will not be subject to cross-examination, which will be reserved for the
witnesses they call.

Advocates who do not propose to call witnesses and who do not themselves take
the witness stand will be in the position of having no evidence to support their
submissions.

Rights of Cross-examination
6. At the opening of the public hearings it was suggested by certain

advocates and counsel that the rights of cross-examination were too
restrictive, and that the Commission did not possess sufficient powers to
enable the inquiry to be as thorough as was desirable. So far as the
rights of cross-examination are concerned, the Commission has formed
the opinion that the procedure adopted provided every reasonable
facility for interested persons and organisations to examine witnesses. As
an indication of the extent to which witnesses were cross-examined, it is
pointed out that approximately one-quarter of the total time taken up
by public hearings was devoted to such cross-examination.

Power to Require the Production of Information
7. The second point raised before the Commission at its first public

sitting concerned the powers of the Commission to require the production
of certain information. Reference was made to section 21 of the Banking
Act 1908, which provides that, on the application of any party to a legal
proceeding, a Court or Judge may order that such party be at liberty to
inspect and take copies of any entries in the books of a bank for any of
the purposes of such proceeding. Some persons who initially appeared
before the Commission therefore sought to be joined as "parties" to the
proceedings, and indicated their intention to apply for orders under
section 21 of the Banking Act. At the same time it was submitted that
the Commission did not possess adequate powers to make such orders in
that the Chairman of the Commission was not a Judge of the SupremeCourt and consequently could not exercise the powers vested in a Judgeof that Court by section 21 of the Banking Act and by section 13 of the
Commissions of Inquiry Act 1908. Certain suggestions were made under
which it was contended the powers of the Commission shouldbe extended.

8. After immediate consideration of these issues, the Commission
asserted that it proposed to give all reasonable opportunity, within the
scope of the terms of reference, to all persons appearing before it; that it
adhered to its decision not to recognise parties to the inquiry; and that
if any lack of necessary powers to perform its functions became apparent
it would consider the situation further and would take any steps necessary
to enable it adequately to fulfil its purpose.
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9. Reference was made at various stages of the public proceedings to
this alleged lack of powers, but the Commission wishes it to be placed
clearly on record that at no stage of its hearings or subsequent delibera-
tions has the situation arisen where any additional powers have proved
to be necessary to obtain essential information. A number of confidential
questions was directed by the Commission to the trading banks, and
these were always answered promptly in written form and as frankly as
the Commission could wish. Viewing the situation since the conclusion of
our hearings, we are satisfied that all information that could reasonably
be sought was obtained by the Commission. Further, we are satisfied that
the persons appearing before the Commission had adequate opportunity
of eliciting all the information that could be regarded as reasonably
necessary for the proper presentation of their views. Indeed, we art

strongly of the opinion that the procedure adopted by the Commission
under which representatives of the Reserve Bank, the Associated Banks,
and the Treasury initially presented informative statements at the public
hearings and submitted to cross-examination was of great value and
assistance to all who followed.

Confidential Nature of Advice Given to Government
10. During the course of the proceedings a further important point

arose concerning communications between the Reserve Bank, the
Government, and the Treasury, and concerning advice given by the
Reserve Bank to the Government. The Governor of the Reserve Bank
declined to answer questions relating to those matters, on the grounds
that the Reserve Bank was banker for the Government and the Treasury,
and that it would be a breach of confidence on his part to disclose com-
munications that might have passed between bank and customer over a
period of years. The Commission was asked to give a direction that the
witness should answer such questions.

11. In its decision on this point the Commission held that the objection
to a possible breach of confidence between banker and customer was a
perfectly proper objection for the Governor of the Reserve Bank to raise,
but that the point did not need to be decided on that ground alone. The
Commission was concerned with the monetary, banking, and credit sys-
tems, and it had emerged in evidence that, under the existing systems,
consultations and discussions took place before decisions were made. The
decisions themselves were important, but the Commission was not con-
cerned with the details of the discussions which may have led to those
decisions.

12. In the Commission's view it would have been most improper that
details of advice tendered to the Government by persons holding respon-
sible positions such as Governor of the Reserve Bank and Secretary to the
Treasury should be disclosed and discussed in public when the knowledge
of the details would not assist the Commission in the performance of its
functions.

Details of Public Hearings
13.As previously noted, the public hearings began on 28 April 1955,

and continued until 30 September 1955, with short adjournments from
time to time. Eighty-seven sitting days were involved. The transcript of
proceedings covered 4,926 single-space foolscap sheets of typing. With the
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written submissions included, this made a total of nearly 7,000 sheets,
containing some 2,250,000 words. Most of the hearings were held in
Wellington, but the Commission also travelled to Auckland for a sitting
of nine days, and to Christchurch for a sitting of two days. Reasonably
adequate opportunity to appear before the Commission was afforded to
all persons who desired to do so. Special procedures were adopted in a
number of cases to shorten the time of the public hearings, e.g., by taking
as read certain documents which had been submitted in advance.

Written Submissions
14. In addition to the representations and proposals of the many

witnesses who appeared in person, the Commission received and con-
sidered eighty-nine written submissions where no appearance was sought.
Appendix B to this report contains the names of the persons who made
such submissions, together with a brief note of the major proposals made.

General
15. The great variety of subjects covered in the submissions reflects the

wide scope of the terms of reference. The Commission found that some
of the representations made were clearly irrelevant but, as it adopted a
liberal interpretation of the terms of reference and as practically everywitness readily co-operated, very little difficulty was experienced in this
aspect of the Commission's work.

16. In this report we use statistics, where available, up to 31 December
1955. It will be noticed that yearly figures quoted are sometimes those ofcalendar years, sometimes of financial years, and sometimes are taken
to another point in each year. Further, when comparisons are made
between years the base period selected is not always the same. In each
instance we have selected the time of termination of each year's figure,and the basic period for comparisons, which are most appropriate to thestudy then being undertaken. In this way it is possible to avoid compli-cations such as occur, for example, through seasonal movements in trade
or finance. In some instances the statistics we would have liked to use
were not available, and, in some tables, rounding off results in totalsdisagreeing slightly with the total of individual items shown in the tables.

17. Our comments, criticisms, findings, and recommendations are based
on the evidence and submissions made to us and on our knowledge of
events up to 31 December 1955. Where matters arising since that dateare relevant to any section of our report, they are recorded by way of anote inserted at the appropriate point.

18. Short quotations taken from statements, submissions, and examina-tion of witnesses are set in the text in italics within quotation marks.Lengthy quotations are set in smaller type in block form. We consider
it very desirable in these instances to quote the actual words used so that
no question of misquotation can arise.

Staff Assistance
19. We wish to record our deep appreciation of the services renderedby the staff attached to the Commission. In particular we would warmlycommend the great assistance given by Messrs A. McGregor andF. W. Holmes, whose services were made available to the Commission
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in a technical capacity. We would also specially mention our indebtedness
to the Secretary, Mr J. C. Redward. Both he and the reporting and
administrative staff under his control performed their arduous and exact-
ing duties in an exemplary manner and thereby facilitated the work o

the Commission.
Form of This Report

20. In this report we adopt the following general approach to our
consideration of the submissions received:

(a) Examination of the economic objectives as outlined in our terms
of reference.

(b) A general economic review of the period 1934 to 1955.

(c) An analysis of the nature of "money" and a review of the monetary,
banking, and credit systems from 1934 to 1955.

(d) A discussion of the causes of the inflation which has been experi-
enced over recent years.

(e) Consideration of the Welfare State and its effects on the economy.
(f) General comments on the present monetary, banking, and credit

systems.

(g) An examination of the question of State monopoly of credit
creation.

(h) Reviews of the submissions made by Social Credit advocates, by
Mr H. J. Kelliher and the Mirror Publishing Co. Ltd., and by
Mr Colin Clark.

(i) Views on reform of the present systems, and comments on proposals
made for reform.

(j) To keep the main body of the report within reasonable compass,
a number of subjects have been dealt with in greater detail in
appendices.

(k) Statistical tables appear in Appendix H.
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Section Two
OBJECTIVES OF ECONOMIC POLICY

21. Before discussing the general objectives of economic policy laid
down in our terms of reference it is necessary to mention some of the
basic geographical and other conditions which govern very broadly the
lines of economic development in this country.

22. New Zealand is geographically isolated from the main centres of
world population, yet her economy is closely interdependent with that
of the United Kingdom and with the other countries which buy her
exports and supply her imports.

23. Apart from coal and lime, New Zealand's known mineral resources
are meagre. It follows that her manufacturing and processing industries
are heavily dependent on imported raw materials, except where they are
based upon agricultural and pastoral production, or upon forests.

24. New Zealand is very largely dependent on overseas markets for the
sale of her wool, dairy produce, meat, forest products, and other exports.
She is also dependent on overseas countries for a wide range of imports,
including consumer goods, industrial and other machinery, phosphatic
fertilisers, industrial raw materials, and motor spirits and oils. More than
a quarter of all goods and services used in New Zealand is imported.

25. Of New Zealand's area of 66 million acres, only 20 million acres
can be described as "improved" land. About 2 million acres consist of
field crops, gardens, orchards, and plantations. The other 18 million acres
of improved land are in sown pasture. Of this 18 million acres
about 6£ million acres of flat or low contour country have been cultivated
and ploughed before sowing pasture. It is from this area, representingonly 10 per cent of the total land in New Zealand, that by far the
greatest part of farm production is derived. The natural fertility of most
of this land is relatively low. Its very high productivity is the result of
skilful farming and of scientific land use including the extensive applica-
tion of fertilisers.

26. New Zealand's economy is thus to a major extent based uponagriculture and especially upon grasslands farming. It has been said that
her most important resource is her climate, which includes an amplerainfall well distributed throughout the year.

27. New Zealand's total population, at present 2,165,000, has shown
a rapid rate of increase in recent years. Of her total labour force (about
802,000) only 152,000 are engaged in farming and other primary
industry. Over 90 per cent of the population is of British descent.
Between 6 and 7 per cent is Maori.

28. The form of government is parliamentary with only one chamber,the House of Representatives. The Government has full sovereignty and
there is no written constitution. General elections are normally held atintervals of three years.
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29 The basic facts of geographical isolation, favourable conditions for
agriculture, dependence on overseas trade, relative smallness of popula-
tion and internal market, and the institutions of parliamentary govern-
ment, comprise the broad framework within which the objectives or our
economic policy must be pursued.

Objectives Set Out in Commission's Terms of Reference
30. Under its terms of reference the Commission was required to have

regard to these general objectives in the course of its inquiry:
(a) The fostering of a greater degree of stability in prices.
(b) The maintaining of full employment of labour.
(c) The ensuring of the healthy development of natural resources.
(d) The promoting generally of the economic, financial, and social

welfare of the people of New Zealand.
31. Our terms of reference do not refer to stability in prices in the

absolute sense, but to a greater degree of stability in prices. In a country
such as New Zealand, the level of prices is affected to a major degree
by changes in prices overseas. Policies designed to secure a greater measure
of stability in New Zealand should therefore be directed towards
correcting price instability arising from causes in New Zealand, and
towards limiting the effects in New Zealand of price changes occurring
outside New Zealand.

32. "Maintaining full employment of labour" is not an expression
capable of precise interpretation. There is no generally accepted
definition of full employment. The term does not mean that no one
should ever be out of employment, because in any progressive industrial
economy there will always be a number of workers in the process of
changing from one employment to another. A reasonable approach to
this objective would be to aim at a state of affairs where the interval
between leaving one job and beginning in another need not be prolonged,
and where the number of employment vacancies approximates the
number of persons seeking employment.

33. "Ensuring the healthy development of natural resources" includes
encouragement of farm production and utilisation of forest, mineral,
and other natural resources. Because of the importance to New Zealand
of her export trade, this objective must also include keeping production
costs in our export industries at least competitive with those in other
primary producing countries. A necessary corollary of this objective is the
promotion of manufacturing and other secondary industries on an

economic basis and the provision of adequate power, transport, and other
services.

34. "Promoting generally the economic, financial, and social welfare
of the people of New Zealand" is a very wide purpose. We interpret it
as including the objectives of increased productivity leading to higher
living standards, the promotion of overseas trade (including the main-
tenance of adequate reserves of overseas exchange to cushion the effects
of fluctuations in overseas earnings), and the fostering of arrangements
designed to facilitate international trade and to remove trade barriers.
Broad social objectives also fall under this heading - the equitable
distribution of the national income and the relief of the individual from
some of the financial burdens of family responsibility, sickness, old age,
and unemployment.
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Conflicts Between Objectives
35. A policy designed to further any one of these ends may at the same

time adversely affect some of the other objectives. For example, over-
emphasis on full employment of labour may cause inflation and so
frustrate the achievement of greater stability in prices. Similarly, conflict
may arise between the objectives of developing natural resources and of
maintaining adequate reserves of overseas funds. A further conflict may
arise between the desire for higher living standards immediately and the
need to divert resources to capital expenditure and so build up productive
capacity in the future.

36. It follows that, in considering its economic, monetary, and fiscal
policies, the Government must from time to time balance the favourable
effects of any proposal on one objective against its unfavourable effects
on one or more of the other objectives.

37. The manner in which the objectives of price stability, full employ-
ment, economic development, productivity, external trade, and social
welfare have been given different emphasis in the changing conditions of
war and peace is shown in the next Section which traces the main trend
of economic events in New Zealand over the last twenty-one years.
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Section Three
ECONOMIC REVIEW, 1934 TO 1955

38. It is about twenty-one years since the last general inquiry into

monetary and banking systems in New Zealand. The report of the 1934
Parliamentary Committee reviews events prior to 1934 and the opera-
tion of the banking system before that time. In 1934 the Reserve Bank
of New Zealand, established by the Reserve Bank of New Zealand Act

1933, began business and the New Zealand banking system took its

present general form. It seems appropriate, therefore, to confine this
review to the period since 1934.

39. During this period Governments have accepted in varying degrees
and in different ways much wider responsibility for management of the
whole economy in the national interest. In New Zealand the establish-
ment of the Reserve Bank as part of this development gave the Govern-
ment the means to co-ordinate monetary policy with its own fiscal
policies. A notable change reflecting the acceptance of this wider respon-
sibility in New Zealand was the establishment of the social security

scheme, with its provisions designed to assist the discharge of family
responsibilities and to give protection against vicissitudes of unemploy-
ment, prolonged illness, and old age. Other legislation made provision
for a guaranteed price for the dairy industry and the forty-hour week.

40. This new responsibility has had to be discharged in circumstances
of particular difficulty. Like other countries, New Zealand had to take the
strain of a major war just as her economy had emerged from a depres-
sion and had then to face the problems of post-war readjustment. And
New Zealand has also her own special problems. Because she is highly
dependent on overseas trade her economy is very susceptible to influences
beyond her own control. Over the last twenty-one years rising prices in
overseas markets have been reflected in buoyant incomes in New Zea-
land and in a rising internal price level. As a young country New Zea-
land has to face the problem of two conflicting demands on her re-
sources of labour, materials, and overseas exchange; that is, the demand
created by her standard of living, and the demand for capital develop-
ment to meet the needs of a growing population and an expanding
economy.

41. Problems such as arise from the fall in the purchasing power of the
New Zealand pound, from the impossibility of meeting all demands for
imports, and from the shortage of labour in New Zealand, should all
be examined in the light of the circumstances of the last twenty-one
years.

42. The general outline of economic events for the greater part of
that period has been set out in The New Zealand Economy 1939 to 1951,
the first of the official Economic Surveys, and in the subsequent annual
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surveys. There is therefore no need for a detailed account of economicevents since 1934. Those events and changes have been selected whichseem useful in making clear the broad economic background againstwhich our monetary, banking, and credit systems have operated anddeveloped. And an assessment has been made of the main economicforces operating in the last twenty-one years with an analysis of themeasures taken to control and influence the economy during that periodThe development of the monetary, banking, and credit systems sinceIJJ4 is dealt with in Section Four of this report.

43. In this review the period since 1934 is treated in four main
sections:

(a) 1934-35 to 1938-39: Recovery from depression.
(b) 1939-40 to 1945-46: World War 11.
(c) 1946-47 to 1948-49: Post-war reconstruction and recovery.
(d) 1949-50 to 1954-55: The recent period of accelerated populationincrease and higher capital investment.

1934—35 to 1938-39: Recovery from Depression
44. A ready in 1934 there had been some recovery from depression.

Unemployment had fallen considerably. Meat and wool prices had im-proved. The indexon a New Zealand currency basishad risen by 12 per cent compared with 1931, and the index of value inNew Zealand currency of total exports had risen by 35 per cent. Be-tween 1931and 1934ofvolume of exports rose by 25 percent. New Zealand's recovery between 1931 and 1934 was thereforeaided by substantially increased production for export as well as byhigher prices for exports In 1933-34, value of factory production roseby 8.6 per cent and in the following year it increased by a further 10.5per cent. Recovery was also aided by Government expenditure on publicworks, on employment subsidies, and on housing and social services,including unemployment benefits.
45. The next few years saw further gradual recovery, due chiefly torising overseas prices for. New Zealand exports, and to The continuationand expansion of the deliberate policy of increased Government spendingand increased lending by the State Advances Corporation.
46 The following figures of gross capital investment (excluding changesin value of stocks) point to the degree of recovery by 1939.

47. Between 1933-34 and 1938-39 the volume of factory productionrose by 69 per cent. In 1938-39 unemployment had been greatly reducedalthough some 24,000 men were m subsidised full-time employment.
(Earnings of overseasexchange rose from £49 million in 1933-34 to£69 million in 1937-38, then fell to £63 million in 1938-39.)

Year Ended March Private Government Total Percentage of Gross National Income

£ million £ million £ million
1933 .. .. .. 4 6 10 9
1939.. .... 17 22 39 17
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48. In 1936 the Government took full control of the Reserve Bank.
In this way it acquired, as the then Minister of Finance later
explained, "full control of banking and currency within the Dominion".
In the same year the forty-hour week was introduced. In 1937 the
Government introduced the guaranteed price scheme for dairy produce,
and in 1939 the social security scheme began to operate.

49. Most of the increasing Government spending in the four years up
to 1938-39 was financed by taxation and by borrowing from the public.
But in 1938-39 the Government was unable to obtain enough money from
non-banking sources to finance its expenditure, including its expanding
works programme, and therefore its net indebtedness to the banking
system rose by nearly £18 million.

50. The following extract from the 1939 Budget shows that, although
expanded Government expenditure (partly financed from bank credit)
assisted in overcoming unemployment, it also led to balance of payments
difficulties: "Action along the lines indicated produced quick results,
but in the absence of an equally rapid expansion in production it led
to an increase in imports and a drain upon the sterling resources of the
Dominion".

51. In the calendar year 1938 the net overseas assets of the banking
system fell from £23 million to £7£ million. Among causes of this
serious deterioration in the country's reserves of overseas funds were a
fall in export income accompanied by higher demand for imports,
Government borrowing from the banking system, and substantial capital
remittances from New Zealand.

52. To meet this balance of payments crisis comprehensive import
and exchange controls were introduced in December 1938.

1939-40 to 1945-46: World War II
53. The import and exchange controls introduced in 1938 stopped the

drain on overseas funds by restricting the supply of imports. But since
there was no corresponding reduction in purchasing power in New
Zealand it also accentuated the internal inflationary pressures. From this
and other causes, including the enlarged Government spending, there
now existed a greater demand than could be met for locally producedand imported goods and services. The war brought a diversion of labour,
materials, and industrial capacity from production of consumer goods
and services in New Zealand to war production. A similar diversion of
resources dried up the supply of imports from the United Kingdom and
other countries. Yet, at the same time, incomes in New Zealand were
maintained and increased through spending on war production. The
result of all these factors was to build up inflationary pressures still
further. An excess of overseas receipts over payments of £28 million for
the calendar year 1944 and of £43 million for 1945 generated stronginflationary pressures in those years.

54. The national income statistics illustrate the diversion of resources
to war purposes between 1939 and 1945. Personal consumption fell from70 per cent of gross national income in 1938-39 to 47 per cent in 1943—
44. Current Government expenditure on goods and services in that periodincreased from 13 to 43 per cent, including an increase from 1 to 35 per
cent for war purposes.
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55. Wartime budgets were designed to absorb as much as possible of
the surplus purchasing power, a policy described in one Budget as "to
tax to the economic limit for war purposes and borrow for essential
production works and for any balance of war requirements". The objec-
tive was to finance at least half of the cost of the war from taxation. This
objective was more than achieved with total taxation for war purposes
at £263 million (including £38 million transferred from the Consolidated
Fund to the War Expenses Account) and net borrowing for war purposes
£239 million. A remarkable and commendable feature of New Zealand
war finance was the relatively minor use of bank credit by the Govern-
ment. Between August 1939 and August 1945 net Government indebted-
ness to the banking system rose by only £23 million or about 3 per cent
of the total Government expenditure for war purposes.

56. The lend-lease scheme considerably eased some of the problems
associated with war finance. New Zealand received goods and services
valued at £112 million as reciprocal aid and provided to the United
States and Canadian authorities assistance valued at £82 million. If New
Zealand had been required to pay in overseas funds for lend-lease
assistance'from the United States and Canada, the position of her
external reserves, which rose from £10 million to £87 million at the end
of the war, would at that time have been much less favourable.

57. Price control and other measures introduced up to the end of 1941
proved ineffective in preventing price increases. A more extensive stabi-
lisation scheme, including additional price controls, control of maximum
salaries and wages, and price subsidies, was therefore introduced in 1942.
In the same year Governmentcontrol of industrial manpower commenced.
Stabilisation was considerably assisted by international schemes for con-
trolling raw material prices and supplies and by the co-operation of all
sections of the community.

58. Early in the war the Government adopted the policy of compul-
sory bulk purchase of the main exports which were sold to the United
Kingdom on a Government to Government basis. From 1943, payments
to primary industry stabilisation accounts ensured that increased export
incomes received under those agreements were not spent by the farmers,
but were set aside for later use for the benefit of the industries. These
industry accounts became an important source of Government borrowing
during the war and post-war years.

59. Apart from the effects of the stabilisation scheme and of fiscal
policies, an important contribution to stability in the war years was the
high level of private savings. Small savings, including savings in the Post
Office and trustee savings banks, and national savings accounts and
bonds, increased by £92 million during the war.

60. Between 1939 and 1945 the retail prices index rose from 990 to
1170 (1926-30=1000), i.e., by approximately 18 per cent or about
3 per cent per annum. This was a relatively small increase compared with
the rise of 35 per cent, or an average of about 9 per cent per annum, in
New Zealand retail prices during the 1914-18 war. During World War II
retail prices rose by 28 per cent in the United Kingdom, 29 per cent in
the United States, and 22 per cent in Australia compared with the 18 per
cent in New Zealand.
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1946-47 to 1948-49: Post-war Reconstruction and Recovery
61. The years immediately following the war brought their own

difficulties. Labour, materials, and industrial capacity had to be devoted
in large part to capital works such as hydro-electric schemes and housing
which it had been impossible to undertake in wartime conditions. As a

result, sufficient goods and services for everyday use could still not be
provided to match the available spending power which included sub-
stantial accumulations of wartime savings.

62. The increasing diversion of resources to meet the need for capital
works is shown by the fact that the total of Government and private
capital investment programmes rose between 1946 and 1949 from
£49 million to £87 million. The percentage of gross national income
absorbed by capital works increased from 12 per cent in 1946 to 18 per
cent in 1949. In 1933 the corresponding figure was 9 per cent and in
1938 it was 15 per cent. In 1943 diversion of resources to war purposes

and shortages of imports of capital goods had reduced the percentage of
gross capital investment to 5 per cent.

63. Some man-power controls were released in 1945, and those remain-
ing were lifted in June 1946. Most of the wartime direct controls remained
until 1947, and held in check the tendency to increasing prices and to
a high demand for imports, so that monetary policy played only a minor
part in management of the economy. Selective control of bank advances
channelled some investment according to Government policy. Increases
in the farm industry stabilisation accounts continued to provide an
important source for Government borrowing.

64. In 1946 the family benefit of 10s. per week was made universal
The Government reduced purchasing power in the hands of the public
and restrained inflationary pressures by taxation and borrowing in New
Zealand to repay overseas loans. For example, during the three years
ended March 1948, the Government in this way financed repayment of
£62 million in New Zealand currency. The repayments in London had
to be made in United Kingdom currency (£50 million), which came
from the accumulated overseas funds held by the Reserve Bank.

65. However, in 1948-49 this substantial reduction in overseas indebted-
ness was followed by an increase of £18 million in Government
indebtedness to the banking system in New Zealand. This arose because
in 1948-49 overseas transactions showed a deficit, trading-bank advances
decreased slightly, small savings fell, and the money market became
tight. The Government was then unable to attract sufficient savin's to
finance its capital works programme.

66. The extent to which the New Zealand price level was held
down during the war and early post-war periods by the stabilisation
scheme and other measures is illustrated by the fact that, by the middle
of 1948, the cost of imported items in the wholesale prices index had
risen by over 90 per cent since 1939, whereas wholesale prices of locally
produced items had risen by a little more than 40 per cent and retail
prices by about 33 per cent. In 1948 the New Zealand retail prices
index stood at 1314 compared with 990 in 1939. During the calendar
years 1946 to 1948 retail prices index figures were as follows:
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67. The success of the war and post-war stabilisation programme was
an important factor in making possible the appreciation of the New
Zealand pound in August 1948. Until then £100 United Kingdom
currency had been equivalent to £125 New Zealand currency. Before
the appreciation, exporters received £125 in New Zealand currency for
each £100 United Kingdom currency from sale of exports and New
Zealand importers had to pay £125 in New Zealand currency for imports
costing £100 in United Kingdom money. After the appreciation, trans-
actions were conducted approximately at £100 New Zealand currency
equals £100 United Kingdom currency.

1949-50 to 1954-55: A Period of Accelerated Population Increase and
Higher Capital Investment

68. As the war and post-war stabilisation scheme was gradually dis-
mantled, prices rose. The index of retail prices moved as follows:

69. Before 1948 a variety of direct controls prevented inflationary
pressures from having their full effect on prices. In the years following
removal of these controls, price increases were more pronounced than
they otherwise would have been because the previously suppressed
pressures were then allowed to be fully reflected in price increases.

70. The 1948 adjustment of the exchange rate reduced the amount
of annual accretions to the primary industry stabilisation accounts. The
diminution of this source of borrowing, combined with the decline in
saving and other factors already discussed, led to an increase of
£15 million in Government indebtedness to the banking system in
1949-50.

71. In 1950-51 the Korean War brought a remarkable increase in
demand for international commodities including wool and, as a result,
incomes in general in New Zealand increased substantially. But imports

CalenderYear Index(Base:1926-30=1000 Percentage IncreaseCompared With Previous Year

1946 .. .. .. 1180 0.9
1947 .. .. .. 1217 3.1
1948 .. .. .. 1314 8.0

Calendar Year Index(Base:1926-30=1000) Percentage Annual Increase Over Previous Year

1949 .. .. .. 1336 1.7
1950 .. .. .. 1411 5.6
1951 ..

.. .. 1566 11.0
1952 .. .. ..

1688 7.8
1953 .. .. .. 1765 4.6
1954 .. .. .. 1847 4.6
1955 .. .. .. 1892 2.4
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did not immediately rise sufficiently to absorb all this additional purchas-
ing power. To reduce the sudden increase of purchasing power it was
agreed between the wool growers and the Government that one-third
of the gross realisation, with some minor exceptions, should be frozen
in individual accounts of the growers at the trading banks or with stock
and station agents. However, although spending by individual growers
was curbed by the wool retention scheme, no special steps were taken
to restrict the lending capacity of the trading banks by raising the
reserve ratio and thus immobilising part of the additional bankers' cash
held by them at the Reserve Bank.

72. The extra overseas exchange arising from the high wool prices
enabled the Government to dispense with a wide range of import
controls, particularly on imports from sterling area countries.

73. The very high wool prices did not last long and the average
price of wool fell from 138d. in February 1951 to 38d. in August 1951.
But other causes of inflation remained. Export incomes other than for
wool rose considerably.

74. Private investment showed a marked increase from £57 million or
11 per cent of the gross national income in 1949-50 to £101 million or
13 per cent of the much higher gross national income in 1952-53 and
further increased to £129 million or 14 per cent of the gross national
income in 1954-55.

75. After the wool boom in 1950-51 private imports rose from
£125-5 million in the year ended June 1950 to £148-3 million in 1951
and £249.4 million in 1952. Between the June years 1950-51 and
1951-52 the balance of external trade and other overseas transactions
changed from a surplus of £39 million to a deficit of £51 million, a total
change of £90 million. The following table summarises New Zealand's
external receipts and payments for the three years ended 30 June 1952:

(£ million)

76. The very substantial deficit in overseas transactions in 1951-52 led
to the exchange allocation scheme, operated by the Reserve Bank from
April 1952 until December 1954, but latterly with reducing severity.

Year Ended June

1950 1951 1952

RECEIPTS
Wool .. .. ..

.. 63.4 116.2 96.2
Other exports ..

.. .. 104.3 107.1 140.5
Receipts other than for exports .. .. 21.1 20.0 28.7

Total receipts .. .. 188.9 243.3 265.4

PAYMENTS
Private imports .. ..

.. 125.5 148.3 249.4
Government imports

..
.. .. 17.8 21.9 25.0

Other payments .. .. .. 39.3 34.0 42.3

Total payments .. .. 182.6 204.2 316.6

Surplus (+) or deficit (—)
.. .. +6.3 +39.1 —51.3
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77. In 1953-54 the economy showed an easing of the employmentsituation. Recorded vacancies for employment in industry had fallen
from 34,000 in 1950 to 20,000 in April 1953. In 1954, however, the
pressure returned. Payments for private imports had averaged £15.7
million per month for the first half of 1954. This figure rose to £20.6
million for the second half of 1954 and was £19.8 million for the first
half of 1955. From June 1955 to December 1955 the average monthly
rate was £21.2 million. Ruling wage rates and employment vacancies
both rose. In 1955, imports and other external payments exceeded over-
seas earnings (including Government overseas borrowing of £7.3 million)
by £26.5 million.

Significant Developments, 1934 to 1955
78. The foregoing is a review in broadest outline of economic trends

in the twenty-one years between 1934 and 1955, divided into significantperiods. A number of other developments and changes can be more
appropriately examined over the whole twenty-one years.

Population
79. For our purposes the most important aspects of population are its

annual rate of growth from natural increase and from immigration,
and its division into age groups. Between 1934 and 1939 total population
rose from 1,552,000 to 1,629,000, an increase of 5 per cent in five years.
In the five years to December 1955 the increase was from 1,909,000 to
2,139,000, an increase for the five years of 12 per cent. This change in
rate of increase has an economic significance because of the consequenthigh demand for a wide range of capital works, including housing,
schools, transport facilities, and industrial buildings and machinery to
meet the needs of a rising population.

80. The annual rate of population increase of over 2 per cent in the
five years to December 1955 is a very high rate of population increase
compared with population growth in other countries. On page 31 of
the 1955 New Zealand Official Year Book there is a table showing the
average annual percentage increase in population for some twenty-onecountries for recent intercensal periods. The average annual percentage
increase for New Zealand is greater than for any of the other countries
shown in the table except Australia.

81. Two main factors are directly responsible for the rising rate of
population increase. The birth rate has shown a rising tendency since
1935, and net migration has become important in the post-war years.The change in the birth rate per 1,000 of European population since
1935 is illustrated by this table:

Calendar Year Per Birth Rate Per 1,000 of Mean Population Calendar Year Birth Rate Per 1,000 of Mean Population

1935 .. .. 16.17 1950
..

..24.67
1940 .. .. 21.19 1954 .... 24.63
1945

.. .. 23.22 1955 ..
.. 24.85
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82. Migration as compared with natural increase has had a relatively
small effect on recent population growth in New Zealand, as the fol-
lowing figures show:

83. Even in the year ended March 1953, a year of exceptionally high
immigration, the increase in population from migration did not reach
two-thirds of the natural increase, while in 1954-55 the proportion was
about one-fifth. Although migration has a relatively small effect on total
increase in population, it makes its own special demand on the economy,
because the adult migrant must immediately have somewhere to live,
and very often some place to work in and some industrial equipment
to use. In this way immigration adds directly to the demand for capital
expenditure, and adds temporarily to inflationary pressure.

84. Changes in the age distribution of the population-particularly the
proportion of the population in the fifteen to sixty-four age group-have
had important economic effects. In 1934 this age group (which is

generally taken as an indicator of the potential labour force) comprised
67 per cent of the population, compared with 60 per cent in 1954. The
following table shows the changes which have taken place:

85. The provision of universal and other age benefits becomes a greater
burden on the rest of the community as the proportion of the population
over sixty-four years of age increases. However, that burden is reduced
to some extent if more people continue working after the age of sixty-
four, as many now do. The higher birth-rate since 1935 may be expected
to result in a higher proportion of population in the fifteen to sixty-four
age group in the next few decades.

Year Ended March Natural Increase Migration Increase

Number Percentage of Population Number Percentage of Population

1939 .. .. .. 15,164 0.93 5,071 0.31
1952 .. .. .. 31,731 1.60 15,479 0.78
1953 .. .. .. 33,158 1.63 20,334 1.00
1954 .. .. .. 34,136 1.64 15,047 0.72
1955 ..

.. ..
35,380 1.66 7,376 0.35

Population (Age Group) Calendar Year, 1934 Calendar Year, 1954

Mean Number Per Cent Mean Number Per Cent

Thousands Thousands
0 to 14 .. .. .. 419 27 648 31
15 to 64 ..

.. 1,039 67 1,257 60
Over 64 .. .. 92 6 190 9

1,550 100 2,095 100
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Labour Force
86. The following table compares the labour force and its estimated

distribution in 1939 with the estimate for October 1955:

87. The proportion of the labour force employed in fanning and
related industries has fallen from 27 per cent in 1939 to 19 per cent in1955, while the percentage employed in secondary industry has risen
from 28 to 35. Over the last five years the number employed in primaryindustries has been virtually stationary at about 150.000.
The National Income

88. The national income is the total of all labour and property income
earned in producing the national output of goods and services. It is the
total incomes earned by wage and salary earners, plus interest, profits,
rents, and royalties. From another viewpoint it is the net value of goods
and services produced in a year, valued at the prices ruling in that year.

89. Since 1935 the national income of New Zealand has risen throughincreases in two important elements, the volume of goods and services
produced in New Zealand and the prices of those goods and services.

90. The following table shows the gross national income (1), both at
current prices for the respective years and converted to the basis of1954-55 prices, at five-yearly intervals since 1935:

(£ million)

(1)Note. —The gross national income is the national income as defined above, together withdepreciation allowances and indirect taxes (minus subsidies).

1939 1955 (October)

Number Per Cent Number Per Cent

Thousands Thousands
Primary industries (mostly farming) .. 179 27 152 19
Secondary industries (mostly manufacturing and building construction) 187 28 278 35
Tertiary industries

.. .. 284 42 362 45
Armed Forces .. .. .. 3 .. 10 1
Unemployed .. .. .. 19 3 .. ..

672 100 802 100

Gross National Income( 1) at —

Year Ended March Current Prices for Respective Years 1954-55 Prices

1935 ..
.. 136 310

1940 .. ..
.. 248 463

1945 .. .. .. 379 606
1950 .. ..

.. 552 763
1955 .. ..

.. 927 927
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91. The figures for gross national income at current prices reflect both
increases in production and price increases, while in the column headed
"1954-55 Prices" a rough attempt has been made to eliminate the effect
of price increases by correcting the annual totals for changes in the
retail prices index number. Gross national income in 1954-55 at current
prices is about seven times what it was in 1934-35. Corrected for price
changes in this way the gross national income is three times what it was
in 1934-35.

Volume of Production
92. Since 1935 farm production in New Zealand has risen by about

one-third. The most pronounced increase has been in the last decade and
especially in the last five years. Between 1934 and 1939 volume of
factory production rose by two-thirds. Since 1939 the total increase has
been 111 per cent and in the last ten years the increase in volume of
factory production has been 64 per cent.

93. The following index numbers of volume of total production per
head were supplied by the Government Statistician:

(1) Provisional
94. In considering the relative stability of the volume of production

per head of population between 1949-50 and 1953-54 allowance should
be made for the fact that these are years of rapid population increase and
of a high birth rate.

95. The following table shows the farm livestock population in New
Zealand, at intervals since 1930, expressed in terms of livestock units
(a statistical unit devised to measure total livestock population). The
human population and the number of livestock units per head of
population are also shown:

YearPerHead ofPopulation(Converted to Base: 1946-47=100fromBase:1938-39=100) Per Head of LabourForce (Base: 1946-47=100)

1946-47 .... .. 100 100
1947-48 .. .. .. 103 102
1948-49 .. .. .. 106 107
1949-50 .. .. .. 109 110
1950-51 .. .. .. 110 113
1951-52 ..

.. .. 110 113
1952-53 .. .. .. 110 114
1953-54(1) .. .. .. 110 115

Year Livestock Units Population Livestock UnitsPer Head of Population

Thousands Thousands
1930 .. .. .. 7,323 1,493 4.9
1935 .. .. .. 7,607 1,562 4.9
1940 .. .. .. 8,054 1,637 4.9
1945 .. .. .. 8,510 1,695 5.0
1950 .. .. .. 8,801 1,909 4.6
1955 .. .. .. 10,278 2,139 4.8
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96. It would seem that the productive flocks and herds of New Zea-
land have been well maintained in proportion to the human population
over the last twenty years.

97. During the last five years particularly, increased carrying capacity
has caused the farmer to withhold from the market stock which could
otherwise have been sold. The country, therefore, has not yet had the
full benefit of the increased carrying capacity through higher exports,
except in the case of wool.

External Trade
98. During the past twenty-one years there have been times when

changes in overseas transactions have exercised a powerful influence
upon incomes and prices in New Zealand. It has already been remarked
that during the war and early post-war years substantial surpluses
of exports and other receipts over imports and other payments arose
because it was impossible to secure a flow of imports corresponding to
buoyant export incomes. A similar surplus arose from the wool boom in
1951. The following figures show the fluctuations during the six years

ended June 1955:

99. The following table shows that since 1935 the volume of New
Zealand's external trade has risen by approximately 76 per cent:

Volume Index of External Trade
(Base: 1936-38=100)

100. Between 1935 and 1954 the index of the volume of imports has
risen by 143 per cent while the index of the volume of exports has
increased by 331/3 per cent-a much smaller proportionate increase.

101. The main reason why New Zealand has been able to expand
the volume of her imports without a fully commensurate increase in the
volume of her exports is that, over the whole period since 1935, exportprices have risen proportionately more than import prices. In other
words, New Zealand's terms of trade with the rest of the world have
improved considerably since 1935. This is shown by the following table:

Year Ended June Surplus(+)Dificit(-) Year Ended June Surplus(+) Dificit(-)

1950 .. .. +6.3 1953
.. .. +34.71951 ..

.. +39.1 1954
.. .. +25.2

1952 ..
.. -51.3 1955

.. .. -42.3

Calendar Year Imports Exports Total Trade

1935 .. .. .. 72 96 85
1940 .. .. .. 79 108 95
1945 .. .. .. 64 94 80
1950

..
.... 141 122 131

1953 .. .. ..133 129 131
1954 .. .. .. 175 128 150
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Index Numbers of Import and Export Prices and Terms of Trade

(Base: 1954=100)

102. New Zealand's terms of trade deteriorated substantially during the
depression years, reflecting the marked slump in prices for agricultural
and pastoral produce. In 1933 the index (base: 1954= 100) was 59;
it improved considerably to 92 by 1937 but declined again during the war
to 67 in 1944. Since 1948 there has been substantial improvement, as
follows:

Index of Terms of Trade
(Base: 1954=100)

The years 1950 and 1951 reflect the effect of the wool boom.

Retail Prices
103. Much attention was focused during the sittings of the Commission

on the rise in retail prices, the index of which has more than doubled
since 1935. The following table shows the movement in five yearly
periods:

104. The two periods where the least increase is shown are the war
and post-war reconstruction periods, during the greater part of which
relatively rigid price and other direct controls were operating.

2

Calendar Year Import Prices Export Prices Terms of Trade

1935 .. .. .. 35 25 73
1940 .. .. .. 43 36 83
1945 .. .. .. 62 44 71
1950 .. .. .. 84 92 110
1954 ..

.. .. 100 100 100

Calendar Year Index Numbers Calendar Year Index Numbers

1948 ..
.. 80 1952 .. .. 811949

.. .. 85 1953 ..
.. 96

1950
.. .. 110 1954 .. .. 100

1951 ..
.. 111

Calendar Year Retail Prices Index(Base: 1926-30=1000)Increase Per Cent During Five Years Average AnnualPercentage Increasefor FiveYears

1935 .. .. .. 837
1940 .. ..

..
1035}24 4.8

1945 .. .. .. 1170} 13 2.61950 .. .. .. 1411} 21 4.21955 .. .. .. 1892} 34 6.8
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Wage Rates
105. A survey of the economic history of New Zealand during the

past two decades would be incomplete without an examination of wage
rates. Statistics are available showing the changes in minimum wage
rates fixed by awards made by, and industrial agreements filed in, the
Court of Arbitration, and fixed by orders of certain other tribunals
having jurisdiction to determine rates of wages.

106. The following table shows index numbers of annual averages of
nominal minimum weekly wage rates for adult male workers from
1935 to 1955, and also index numbers of effective weekly wage rates
for adult males which arc derived by dividing the index numbers of
nominal wage rates by the corresponding all-groups index numbers
of retail prices and multiplying by the base value of 1000.

(Base : 1926-30=1000)

107. In 1931, pursuant to the Finance Act of that year and as a
consequence of the depression, rates of remuneration prescribed in
awards and industrial agreements were reduced by 10 per cent under a
general order made by the Court of Arbitration and operating from
the first week in June 1931.

108. From 1 July 1936 wage and salary rates were in general restored
to pre-depression levels by the Finance Act 1936.

109. In 1937 the Court of Arbitration made a wage pronouncement
fixing new standard hourly rates for skilled, semi-skilled, and unskilled
adult male workers. This pronouncement had no immediate effect on
wage rates, but during the ensuing two years the minimum rates
prescribed in new awards and industrial agreements were progressively
brought into line with the Court's standard rates.

110. Following upon the outbreak of war, and with the object of
providing machinery to enable minimum wage rates to be adjusted
promptly to meet rapid economic changes, the Rates of Wages Emergency
Regulations 1940 were brought into operation. These regulations
empowered the Court, after taking into account the economic and
financial conditions affecting trade and industry in New Zealand and
the cost of living, to make general orders increasing or reducing all
rates of remuneration prescribed in awards and industrial agreements
for the time being in force. Two general orders were made by the Court

Index Numbers
of Nominal Minimum Index Numbers of

Calendar Year Weekly Wage Rates Effective Weekly Wage
(Adult Males) Rates (Adult Males)

All Industrial Groups

1935 .... .. 858 1025
1940 ..

.. ..
1130 1092

1945 .. .. .. 1381 1180
1950 .... .. 1793 1271
1951 .. .. .. 2039 1302
1952 .... .. 2143 1270
1953 .. ..

.. 2284 1294
1954 ..

..
..2459 1331

1955 .... .. 2545 1345
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under the regulations, one which increased all rates by 5 per cent and
operated from 12 August 1940, and the other which also involved an
increase of 5 per cent, but with certain limiting conditions, and which
operated from 7 April 1942.

111. The Rates of Wages Emergency Regulations were superseded
on 15 December 1942 by the Economic Stabilisation Emergency Regu-
lations 1942. Under these regulations all rates of remuneration were
stabilised, but the Court of Arbitration was empowered under certain
conditions to make general orders increasing or reducing minimum
rates. Later the Court was also authorised to make standard wage
pronouncements. Such pronouncements had no operative effect in them-
selves, but the regulations empowered the Court to vary immediately
all awards and agreements by individual amendments to bring the
minimum rates prescribed therein into line with the standard rates named
in a pronouncement. This system enabled a reasonable relationship to
be maintained between the minimum rates of remuneration prescribed
in approximately 550 awards and agreements. Standard wage pronounce-
ments were made in 1945, 1947, 1949, and 1952. General orders were
made in 1950, 1951, 1953, and 1954. The 1951 General Order prescrib-
ing an increase of 15 per cent incorporated the 1950 General Order
which was of an interim nature and which provided for an increase
of 5 per cent with limitations following upon the withdrawal of Govern-
ment subsidies on several classes of widely used goods.

112. An increase of 10 per cent with certain limitations was awarded
in the 1953 General Order to operate from 15 September 1953, and
in 1954 this figure was increased to 13 per cent with similar limitations
to operate from 18 November 1954.

113. The regulations were amended on numerous occasions. In 1950
they were revoked, and their place was taken by the Economic Stabilisa-
tion Regulations 1950 made under the Economic Stabilisation Act 1948.
These regulations abolished the power of the Court to amend all awards1
and industrial agreements simultaneously with the making of a standard
wage pronouncement and at the same time abolished control of maxi-
mum rates. The former power was restored by the Economic Stabilisation
Regulations 1952,but was again withdrawn by the Economic Stabilisation
Regulations 1953 which are still in operation.

114. In making general orders increasing or reducing rates of
remuneration under the current regulations, the Court is directed to
take into account:

(a) Any rise or fall in retail prices as indicated by any index pub-
lished by the Government Statistician;

(b) The economic conditions affecting finance, trade, and industry
in New Zealand;

(c) Any increase or decrease in the volume and value of production
in primary and secondary industries of New Zealand;

(d) Relative movements in the incomes of different sections of the
community;

(e) All other considerations that the Court deems relevant.
115. In reviewing our economy, however, it is not sufficient to

examine the changes in minimum wage rates only. Total wage costs
which have ultimately to be met by consumers are a reflection of tile
actual earnings of workers. It is well known that actual wages paid in

2*
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industry have advanced more rapidly since the end of the war than
minimum prescribed rates. Statistics disclosing the exact position are
not available; but it is believed that the general trends are roughly
indicated in the following tabulation which compares the average
prescribed minimum rates for adult male workers with the average
weekly payout to all classes of workers:
Average Prescribed Minimum Rates of Adult Male Workers Compared With

Average Weekly Payout to All Classes of Workers (Males, Females, and
Juniors)

(1) Includes retrospcctive payments following Court's General Order of 1953.
( 2) Excluding retrospective payments following Court's General Order of 1953.

116. In April 1946 there were many workers receiving wages in excess
of the prescribed minimum rates and an appreciable amount of overtime
was being worked. It happened that at that date these factors were just
sufficient in their effect to bring the average earnings of all workers
(males, females, and juniors) up to a point very slightly in excess of the
average minimum prescribed weekly wage rate for adult males.

117. Since that date, however, an ever-increasing margin has been
established by the average actual weekly payout for all workers over
and above the adult male rate. It will be seen that, whereas in April 1946
the margin was 1Od. per week, by October 1955 it had expanded to
£1 18s. 3d. per week. This amount does not represent the average
additional sum being earned today in excess of minimum prescribed
rates, because, as has already been mentioned, many workers were, in
April 1946, receiving wages in excess of minimum rates, and also
working overtime.

Average Weekly Wages

Nominal Minimum Average Weekly Payout
Half Year Ending Weekly Wage for Adult (Including Overtime) for

Males as Prescribed Male, Female, and
in Awards and Junior Worker? Combined

Industrial Agreements in a Week Ending
as at End of in the Mid-month

Preceding Mon'h Pay Period

£ £
April 1946 .. ..6.250 6.292
October 1946 ..

..6.375 6.416
April 1947 .... 6.433 6.663
October 1947 ..

.. 6.492 6.954
April 1948 .. ..6.950 7.375
October 1948 ..

..7.008 7.388
April 1949 .... 7.150 7.733
October 1949 ..

.. 7.613 8.071
April 1950 .. .. 7.625 8.225
October 1950 .. .. 8.042 8.788
April 1951 .... 8.982 9.758
October 1951 .. .. 9.196 10.154
April 1952 .. ..9.300 10.392
October 1952 ..

.. 9.725 10.650
April 1953 .. .. 9.746 11.071
October 1953 .... 10-741(1) 11.104(2)
April 1954 .. .. 10.748 12.121
October 1954 .. .. 10.818 12.350
April 1955 .. .. 11.230 12.758
October 1955 .. .. 11.286 13.200
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118. From a close examination of the foregoing table it will also be
seen that the widening of the margin between the two sets of figures has
been spectacular during the past eighteen months.

From April 1954 to October 1955: While adult male rates rose by
10s.9d. per week, average actual payout increased by 21s.7d. per
week.

From October 1954 to October 1955: While adult male rates rose
by 9s.4d. per week, average actual payout increased by 17s. pet-
week.

From April 1955 to October 1955: While adult male rates rose by
1s. 11/2. per week, average actual payout increased by 8s.10d.

per week.
119. It is very significant to find that during the last six months

average actual payout has increased eight times as fast as prescribed
minimum adult rates despite the fact that a credit squeeze is declared to
be in operation. We do not think that much of this increase can be
ascribed to working more overtime.

120. The sum of £1 18s.3d. per week, referred to above, when spread
over all employees in the country represents over £50 million per annum,
a sum equal to about 11 per cent of the total wage bill for 1954-55.

121. It is obvious that the outstanding feature of the wage situation
during the post-war period has been the progressive increase in the size
of the margin between prescribed minimum rates and actual rates, and
that the latter at the moment are increasing much faster than the
former. No doubt the position is directly due to over-full employment
which, in turn, is due to factors other than the operations of wage-
fixing authorities.

122. Wages being the principal constituent of costs, it is manifest that,
while such conditions continue, it is impossible to expect stability in
prices of locally produced consumer goods and services.

Capital Investment
123. This table illustrates the marked changes in the level of capital

investment since 1933:
Gross Capital Investment (Excluding Changes in Stocks) as a Percentage of

Gross National Income

124. Here is shown the recovery from the depression, the fall in
capital investment during the war, the recovery during the post-war
years, and the comparatively higher rate of capital development in recent
years. The table also shows the relatively greater growth since 1938 of
private compared with Government and local authority expenditure.

Government,
Year Ended March Private Including Local Total

Authority

1933 .. .. .. 4 5 9
1938 .. .. .. 7 8 15
1943 .. .. .. 2 3 5
1948 .. ..

..9 7 16
1953 .. .. .. 13 10 23
1955 .. .. .. 14 9 23
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The Building and Construction Industries
125. Already in 1937 there was evidence of shortage of skilled labour

in the building industry. The 1938 Budget contained this comment about
the State housing scheme:

It was realised at the commencement that the progress of the housing scheme
would depend very largely on the availability of skilled labour. The operations
of the Department are, at the moment, being seriously delayed on account of this
factor. The average number of artisans employed by the contractors is only I*B
(per house). This' figure explains the long period required by many builders to
finish their contracts.
In November 1938 the figure of 1.8 had fallen to an average of 1.5
artisans per house under construction. To remedy this situation, special
arrangements were made to recruit building artisans in the United
Kingdom and Australia.

126. Since 1938 the building and construction industry has been under
considerable pressure and, at times, very great pressure of demand for its
services. The increased demand was reflected in higher prices and, to
some extent, the higher demand led to an increase in the labour force
employed in the industry.

127. From 1946-47 to 1954-55 the labour force employed in the
building and construction industry increased from 49,300 to 69,200 or
by approximately 40 per cent. In the same period the total labour force
increased by 14 per cent. In 1946-47 some 7 per cent of the labour
force was employed in the building and construction industry, and in
1954-55 the percentage was 8.6.

128. The changes in the volume of house building, an important
section of the building industry, are a striking indication of economic
conditions generally. These changes are illustrated in the following table
of building permits for urban districts:

Savings
129.There is no one statistical total of savings entirely suitable for

use as an indicator of the general level of savings in the community over
the last twenty-one years. The main components of total private savings
are:

(a) Small savings - i.e., Post Office Savings Bank, trustee savings
banks, national savings, etc.

(b) Corporate savings - i.e., undistributed profits of companies.
(c) Contractual savings - life insurance provisions, superannuation,

mortgage repayments, net repayments under hire-purchase
agreements, etc.

(d) Accumulations in farm industry accounts and wool retention
accounts.

(e) Savings of farmers and unincorporated businesses apart from those
included in (a) to (d) above.

Year Ended March Number Year Ended March Number

1933 .. .. 1,496 1953 .. .. 11,700
1938 .. .. 6,043 1954 .... 12,596
1943 .. ..863 1955 .. .. 15,443
1948 .. .. 9,854
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130. The following table shows the movement in "small savings" since
1934-35 as a percentage of gross national income:

131. Details of corporate savings (i.e., undistributed profits of com-
panies) are not available except for the following years:

132. Retention of profits is particularly important when the cost of
replacement of capital equipment is rising and when normal deprecia-tion rates may not ensure adequate finance for replacements. Because
the necessary data is not available it is not practicable to compare
recent undistributed profits with those of pre-war years.

133. Nor is there sufficient information available to enable a com-
prehensive comparison to be made of the present level of contractual
savings with that of earlier periods. However, a major part of these
savings consists of repayments of table mortgages. The following table
shows the total amount of repayments to the State Advances Corpora-
tion at intervals since 1939-40 in respect of residential mortgages:

134.Life insurance premiums contain important elements of saving.
The following table shows the total life insurance premiums payablein respect of life policies in existence at the end of the year at five yearlyintervals since 1935:

Percentage of
Year Ended March Amount of Gross Nationalincrease Income

£ million
1935 .. ..

.. 5.0 3.67
1940 .. .. .. —2.7 -1.207
1945 .. .. .. 26.8 7.07
1950 .. ..

.. 12.4 2.24
1955 ..

.. .. 14.0 1.51

Percentage of
Year Ended March Corporate Gross NationalSavingsIncome

£ million
1950

.. .. .. 19 3.4
1951 .. .. .. 26 3.7
1952 .. .. .. 25 3.5
1953 .. .. .. 20 2.7
1954 .. .. .. 30 3.6

Percentage of
Year Ended March Total Gross National

Income

£ million
1940

.. .. .. 1.17 0.47
1945 .. ..

.. 1.80 0.48
1950 .. .. .. 2.28 0.41
1955 ..

.. .. 5.80 0.63
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135. For a time accumulations in the farm industry reserve accounts
made an important contribution to total savings in New Zealand. The
following statement (which also includes the wool retention accounts)
shows the position during the war and post-war years:

Farm Industry Reserves (Including Wool Retention Accounts)

136. The decline in small savings and the cessation of accumulations
in farm industry reserves have been offset by a growth in Government
savings through a surplus of revenue over expenditure on current
account. The estimates of national income published by the Department
of Statistics show that in 1938-39 the Government surplus on current
account was £1.5 million or 0.6 per cent of the gross national income.
In 1954-55 the surplus on current account was £54 million or 5.8 per
cent of the gross national income.

137. The Commission does not consider that the detailed statistics of
private savings are sufficiently comprehensive to enable general conclu-
sions to be drawn, but there are indications of substantial decreases
during the post-war period in the proportion which certain classes of
savings, notably "small savings" and, in recent years, accretions to farm
industry accounts, bear to the gross national product. This decrease has
taken place during a period of high and increasing investment pro-
grammes when a high level of savings is essential to offset the inflationary
effects of capital expenditure.

r

Percentage of
Calendar Year Total Premiums Gross National

Income

£ 000
1935 .. .. .. 3,466 2.6
1940 .. .. .. 4,756 1.9
1945 .. .. .. 6,546 1.7
1950 .. .. .. 10,936 2.0
1953 .. .. .. 15,134 2.0

Increase as
Year Ended July Total Increase for Year Percentageof

Gross NationalIncome

£000 £000
1942 .. .. .. 750 750 0.26
1943 ..

.... 1,884 1,134 0.34
1944 ..

..
..5,384 3,500 0.94

1945 .. .... 13,835 8,450 2.23
1946 .. ..

..16,905 3,071 0.77
1947 ..

.... 23,249 6,344 1.50
1948 ..

.... 39,837 16,589 3.45
1949 .. ..

..54,254 14,416 2.95
1950 .. ..

..72,283 18,030 3.27
1951 ..

.... 118,823 46,539 6.68
1952 ..

.... 118,804 -19 ..
1953 .. .. .. 114,014 -4,790 - 0.64
1954 .. .. .. 108,832 -5,182 - 0.62
1955 .. .. .. 102,229 - 6,603 -0.71
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Summary of Main Periods
1934 to 1939

138. New Zealand's recovery in the years from 1934 to 1939 was partof a world recovery, it was assisted by internal policies includingincreased Government spending. By 1938 unemployment had been verysubstantially reduced. The expansion of Government and other spending
brought its own problems; production lagged behind expanded incomes
and the demand for imports exceeded export earnings. The drain on
overseas funds resulting from this increased demand and from substan-
tial remittances of capital from New Zealand led to the imposition of
import and exchange control in December 1938. Although the Reserve
Bank began business in 1934 and passed into full Government ownershipand control in 1936. no significant Government borrowing from the bank
took place until 1938.

1940 to 1945
139. The inflationary situation of 1939 was soon worsened by war

expenditure; by the diversion of labour, materials, and industrial capital
to war purposes; and by lack of imports for civilian use. During the war
years the general stabilisation scheme (in which all sections of the
community co-operated under the spur of war conditions) and sound
budgetary policies did much to curb the tendency for prices to increase.
Government borrowing from the banking system was comparativelyslight in the circumstances. Throughout the war, partly because of lack
of goods and services available for purchase, the level of savings was high.

1946 to 1949
140. The period 1946 to 1949 began with a shortage of houses and abacklog of Government and private capital works which had beennecessarily postponed during the war. Both Government and privatecapital expenditure expanded quickly. Some surplus purchasing power

was withdrawn from the public by high taxation and Government
borrowing, partly to finance purchase by the Government of sterlingfunds for repayment of overseas debt. Price increases were limited bysubsidies and by continuing some direct controls, which were also used
to limit imports. Compared with other countries New Zealand was verysuccessful in restraining price increases between 1939 and 1948. The
restoration of the New Zealand pound to parity with the United King-dom pound was a timely adjustment which curtailed rising exportincomes and limited the effects in New Zealand of rapidly rising importprices.

1950 to 1955
141. In the period 1950 to 1955 price increases were steeper than inprevious periods. Part of this increase arose from removal of stabilisation

measures which previously had restrained price increases. Other potentfactors were rising prices overseas and high and increasing public and
private capital investment for which an adequate supply of savings was
not always forthcoming. During this period and especially towards its end
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this lack of savings, coupled with the demand for loan moneys, led to an
upward pressure on interest rates. The wool boom of 1951 expanded
wool-growers' incomes, and brought an accession of overseas exchange
which enabled control of imports to be dispensed with until April 1952,
when the flood of imports led to exchange allocation.

142. In 1953-54, partly as a sequel to and as a result of the wool boom
during which some people had spent very heavily and others had over-
imported in relation to the immediate demand, there was a lull in
business. This was followed by a fall in demand for imports and by a

drop in the number of vacancies for employment in industry. About
mid-1954 there was a renewed demand for imports; there were increased
industrial vacancies for employment; and there were widening margins
between award rates and wages paid or offered by employers.

General
143. Using the base 1926-30 = 1000, the index of retail prices in 1934

had fallen to 808. This represented an increase in the value of the
pound from 20s. in 1926—30 to 24s.9d. in 1934. Between 1934 and 1955
the index rose to 1892 and the retail purchasing power of the pound
therefore fell to 10s.7d. on the 1926-30 basis of computation.

144. The Commission considers that the use of 1926-30 as a
base gives a more reasonable comparison than that given by certain
witnesses who compared the present purchasing power of the pound with
that of 1934 and put it at only 8s.5d. compared with 20s. in 1934.

145. Over the period 1934-35 to 1954-55 the gross national income
increased from £135-6 million to £926.8 million or from an average of
almost £80 per head in 1934-35 to £440 per head in 1954-55. It would
seem, therefore, that the increase in average incomes per head far more
than offset the fall in purchasing power since 1934—35.

Conclusion
146. The foregoing summarises the events of the twenty-one years

during which New Zealand emerged from a depression, and shared the
burden and stresses of a world war. Throughout almost the whole of
this period the country had the benefit of rising export prices. During
that time New Zealand's economy was adjusted to meet the needs of a
rapid increase in population, and at the same time major social reforms
were effected. In spite of the difficulties peculiar to a young country
dependent on overseas markets for its few principal products all this was
accomplished with orderly development. The principal strains evident
in the last few years have been those associated with a high degree of
prosperity and with buoyant export and other incomes.

147. In 1934, as in the four preceding years, capital investment, both
public and private, was very low. Because there were 50,000 unemployed,
total earnings were insufficient to provide an effective demand for all
that could have been produced or imported. Although export prices
had only slightly recovered from the very low level in 1931, overseas
funds had been accumulated owing to the lack of demand for imports.
Public confidence in the economic future was at a low ebb.
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148. In 1955, on the contrary, capital investment is at a high level,
and there are vacancies in industry for some 25,400 more people than are
available. The level of incomes is so high that there is a demand for
imports greater than can be met from available overseas funds. Export
incomes are buoyant; there is confidence in future prospects. In short,
the outlook has changed from depression to prosperity, from severe
unemployment to over-full employment, and from deflation to inflation.

149. We turn now to an examination of what constitutes "money"
and to an historical analysis of the monetary, banking, and credit systems
of New Zealand during the past twenty-one years.
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Section Four
THE MONETARY, BANKING, AND CREDIT SYSTEMS,

1934-55
Introduction

150. In Appendix C we examine in detail the definition of "money"
and how it is created and controlled, the causes of changes which have
taken place in the money supply in recent years, and the structure and
operation of the monetary, banking, and credit systems in New Zealand,
with particular reference to the period since 1934. In this section of our
report, we provide only a necessary outline.

Money and Credit
151. Money is anything which is immediately available and generally

acceptable in payment for goods and services or in settlement of a debt.
In New Zealand, there are three things which appear to us to satisfy
these criteria of immediate availability and general acceptability:

(a) The coin and notes in circulation:
(b) The deposits on current account standing to the credit of the

customers of the trading banks, or to the credit of the Govern-
ment and various marketing authorities at the Reserve Bank:

(c) The unexercised portion of overdraft authorities granted to

customers by the trading banks.
152. The two latter types of money are entries in the books of

a bank, recording the obligation of the banker to his customers, but the
banker, when he is directed to do so by cheque, will immediately transfer
to other people a sum up to the amount which stands to each customer's
credit or up to the amount by which he has authorised each customer to
overdraw his account. Nowadays, a very large proportion of payments
is made by cheques drawn against demand deposits or against overdraft
limits.

153. It should be noted that there is no universally accepted definition
of money. The Reserve Bank, for instance, includes notes and coin in
circulation, demand deposits of customers at the trading banks, and
deposits of the Government and marketing authorities at the Reserve
Bank, but does not include unexercised overdraft authorities in its
definition. The Australian authorities include all savings-bank deposits
as money. For reasons given in Section One of Appendix C, we believe
that the items listed in paragraph 151 above, and these alone, should be
regarded as money for statistical purposes in New Zealand. However,
since this view has not as yet been accepted, we shall adhere to the
Reserve Bank definition of the money supply in this report, although we
shall examine from time to time the importance of unexercised overdraft
authorities as a means of payment.

154. To grant credit is to make available money, goods, or services now,
in return for a promise to pay or repay in the future. Usually a charge is
made for the credit, in the form of an agreed rate of interest to be paid
by the debtor on the sum lent.
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Changes in the Money Supply in Recent Years
155. As the following table shows, the volume of money, as defined by

the Reserve Bank, rose from £46 million at the end of June 1935 to £317
million at the end of June 1955, an increase of £271 million, or about
600 per cent. If unexercised overdraft authorities are included, the
volume of money rose from £77 million in 1939 to £417 million in 1955.

Volume of Money in New Zealand, Together with Unexercised Overdraft
Authorities, 1935 to 1955

156. The table shows that the largest part of the supply of money is
that held by customers of the trading banks in their current accounts.
In addition, customers of the trading banks throughout the period have
had available for spending substantial amounts in the form of unused
authorities to overdraw their accounts. These two items together totalled
nearly £339 million in June 1955.

Causes of Changes in the Money Supply: General
157. The volume of money (on the Reserve Bank definition) is

increased:
(a) When a customer of the Reserve Bank or a trading bank lodges,

to the credit of his account, foreign exchange received from
the sale of goods or services beyond New Zealand, from gifts
or legacies from persons overseas, or from the proceeds of a
loan raised with an overseas lender.

(b) When the Reserve Bank or a trading bank buys securities or other
assets from an individual or firm and the proceeds are lodged
to the credit of the seller's account at a bank.

(c) When the Reserve Bank makes a loan to the Government or to
marketing authorities. At first, the borrower's deposits at the
Reserve Bank are increased, and when this money is spent, the
recipients may lodge part of it in their accounts at the trading
banks and retain part of it in circulation in the form of notes
and coin.

(d) When the customer of a trading bank draws on an overdraft limit
granted by the bank and the recipient of his cheque lodges it
to the credit of his account at a bank.

(£ million)
(Last balance day in June)

1935 1939 1943 1945 1949 1951 1952 1954 1955

Coin in circulation .. 0.9 1.4 2.3 2.7 3.2 3.6 3.8 4.1 4.3
Notes held by public .. 6.1 11.5 27.5 34.5 42.3 48.4 50.1 57.1 59.0
Demand Deposits at—

Reserve Bank .. .. 13.3 2.5 23.7 15.3 8.1 13.5 12.0 10.5 15.1
Trading banks ..

.. 25.9 37.3 79.0 96.9 153.6211.9 192.2240.6238.6

Total (Reserve Bank defi-
nition) .. 46.2 52.7 132.5 149.4207.2 277.4 258.0 312.3 317.0

Unexercised overdraft authori-
ies .. .. .. N.A. 24.0 36.2 38.8 58.7 76.4 68.8111.7 100.1

Total (including unexerci-
sed overdraft authorities) N.A. 76.7 168.7 188.2 265.9 353.8 326.8 424.0 417.1
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158. Conversely the volume of money (on the Reserve Bank definition)
is reduced:

(a) When a customer of the Reserve Bank or a trading bank buys, with
a deposit in his name at the bank concerned, foreign exchange
to meet obligations overseas.

(b) When the Reserve Bank or a trading bank sells part of its
holdings of securities or other assets to persons with credit
accounts at a bank.

(c) When the advances of the Reserve Bank are reduced, by the
lodgment of notes, coin, or cheques drawn on credit accounts.

(d) When the advances of the trading banks are reduced, by the
lodgment of notes, coin, or cheques drawn on credit accounts.

159. For the sake of clarity, it has been assumed in each of the trans-
actions in paragraph 157 above that the customer making the lodgment
at a bank was making it in a credit account. The position would be
different if he were working on a bank overdraft, for if he used the funds
to reduce his overdraft (or to buy overseas exchange) there would be no
increase in demand deposits and therefore no increase in the volume of
money. Similarly, the transactions outlined in paragraph 158 would not
result in a reduction of the supply of money if the funds used to buy the
exchange, securities, or other assets, or to reduce the advances, had come
from an overdraft account or from the lodgment of foreign exchange.

160. If unexercised overdraft authorities were included in the definition
of the supply of money, as we suggest, the supply of money would be
increased immediately a customer was granted an overdraft limit, for
the customer would then be in a position to draw cheques against the
overdraft authority to the amount of the limit granted to him. Again,
the transactions outlined in paragraph 157 would increase the volume of
money, even if the customer making the lodgment were working on over-
draft, as long as his overdraft limit was not reduced. For to the extent
that he repaid an advance, the unexercised portion of his overdraft limit
would be correspondingly increased. On the other hand, on the suggested
definition, the supply of money would be reduced immediately if cus-
tomers' overdraft limits were reduced.

161. It is important to recognise the difference in the effect on the
volume of money between lending by or the purchase of assets by a bank
on the one hand, and lending by or the purchase of assets by an individual
or firm on the other. In the latter case, the individual or firm making the
loan or buying the asset parts with his money to the borrower or seller;
when a bank lends or buys assets, however, none of those who already
held demand deposits before the transaction took place gives up his right
to use that deposit when he wishes; i.e., no part of the supply of bank
money existing before the transaction is withdrawn, but the borrower, or
the seller of the asset bought by the bank, usually receives new bank
money in the form of a deposit or of an increase in his unexercised over-
draft limit at the bank. An increase in bank lending or purchase of assets
therefore normally involves an increase in the total volume of money
available to the public.

162. Thus, during any period, the volume of money is likely to in-
crease :

(a) If the trading banks and/or the Reserve Bank increase their lend-
ing, or purchase more assets, during the period; and/or
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(b) If there is an excess of export earnings and other receipts from
persons overseas over import and other payments to persons
overseas (i.e., if there is a surplus in our balance of payments).

163. Conversely, the volume of money is likely to fall if lending, or
purchase of assets, by the Reserve Bank and trading banks declines, or if
there is a deficit in our balance of payments.

Creation of Money by the Trading Banks
164. The fact that a large proportion of our money supply comes into

existence as a result of the operations of the trading banks obviously
disturbed many witnesses who appeared before us. A number seemed to
think that this "creation of credit" by the banks was a relatively
phenomenon. In fact, the fundamental principles of our banking system
have remained much the same since at least the seventeenth century.
Nor is the fact that this "creation" takes place a very recent discovery,
as some witnesses implied. The quotations cited in Appendix D, Part II,
show this clearly.

165. Trading banks cannot increase their lending, and thus create
money, without limit and at no cost to themselves. Even if there is no
control by the Government or by a central bank, a trading bank obviously
cannot increase its lending if there are insufficient credit-worthy persons
seeking loans. But an even more important limitation on the expansion
of trading-bank lending is the necessity for each bank to keep an adequate
reserve of "bankers' cash" (i.e., notes, coin, or balances at the Reserve
Bank) and/or of overseas exchange. This reserve must be sufficient not
only to meet any conceivable demands by its customers for notes, coin, or
overseas exchange, but also to preserve their confidence in its ability to
meet their requirements immediately at all times. Many banks - for-
tunately mainly outside New Zealand - have been forced in the past to
close their doors because large numbers of customers, having lost faith in
a bank's ability to meet their requirements, began a "run on the bank",
seeking more legal tender money or overseas exchange for their deposits
than the bank could immediately supply.

166. An expansion of lending is almost certain to lead to a withdrawal
of bankers' cash from the banks concerned. This is particularly true in
the case of an individual bank competing with several others. If this one
bank does, say, one-fifth of the banking business of the country, it is
probable that four-fifths of any extra amounts which it lends will be paid
by cheque by the borrowers to customers of other banks. When these
other banks present the cheques to the original bank for payment, the
latter will have to transfer to them part of its reserve of bankers' cash.
Therefore, if one bank expands its lending more rapidly than its com-
petitors, it is almost certain to lose considerable amounts of bankers' cash
to them.

167. But even if one trading bank had a monopoly of the banking
business of the country, or all the trading banks acted in collusion, there
would still be limits to an expansion of their lending. For as their
advances increased, so directly or indirectly would their customers'
demand for overseas exchange to buy imports. Also, since the expansionof advances would stimulate business activity generally,morenotes and
coin would be required for wage and salary payments and retained in
circulation outside the banks. Both developments would reduce their
reserves of bankers' cash and overseas exchange.
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168. The primary duty of a banker - and a basic necessity if lendingis to be possible at all - is to safeguard the deposits entrusted to his care.
To this end, he must so restrict his lending that he retains a reserve which
bears a reasonable proportion to his customers' deposits.

169. The Chairman of the Associated Banks informed the Commission
that, in his opinion, under existing conditions, a reserve of "bankers'
cash" equal to about 20 to 25 per cent of his customers' deposits was
a "comfortable" reserve for a New Zealand banker to hold. This
means that a New Zealand bank can make loans and/or buy invest-
ments up to a value equal in total to several times its reserve
of cash. The banks can hold a reserve which is only a fraction of their
liabilities to their customers primarily because, in the absence of abnormal
economic developments, customers as a group tend to retain at the banks
a reasonably stable volume of deposits, even though they have the
right to withdraw legal tender money on demand in exchange for theirdeposits at any time. The volume of deposits remains relatively stable
largely because the bulk of the business transactions of the country is
financed by the transfer of deposits by cheque. Thus, payments made by
a customer of a bank tend to return as a deposit at the same or another
bank. On balance, deposits and withdrawals from each bank over anyshort period tend to offset one another, so that there is no net drain of
cash into circulation. If the banks' deposit liabilities had not become the
primary means of settling accounts in the economy, their ability to lend
would have been severely limited, for any expansion of lending wouldhave resulted in a substantial loss of legal tender money into circulation.
In other words, the trading banks' power to "create money" depends
on the fact that a large section of the community uses the banks'
liabilities as money.

170. Given the proportion of the customers' deposits which they deem
it prudent to keep as reserves of bankers' cash and foreign exchange, the
extent to which the banks may lend is dependent upon the amount of
reserves which they can acquire. This depends:

(a) On the balance of payments. The banks' reserves rise when there
is a surplus and fall when there is a deficit in the balance of
payments.

(b) On the extent of the lending of the Reserve Bank. The trading
banks' reserves rise when the Reserve Bank increases its lending
and fall when the Reserve Bank reduces its lending.

(c) On the proportion of the country's supply of money which the
community is prepared to keep in the form of deposits with
the banks, rather than in the form of notes and coin in circula-
tion outside the banks.

171. The attraction of the deposits which provide the bank with the
basis for its lending is not a costless process, even though the banks
pay no interest on deposits on current account. People place deposits
on current account primarily because the bank provides them with the
safe and convenient facility of being able to transfer their funds to otherpeople by cheque. In New Zealand, this service is rendered at a chargewhich by no means covers the direct costs involved, which are substantial.
(See paragraph 65 of Appendix C.)
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Control of Trading-bank Lending

172. In New Zealand, lending by the trading banks is also subject to

control by the Reserve Bank and by the Government.
173. The Reserve Bank has power to require the banks to keep a

minimum reserve balance at the Reserve Bank and, subject to the con-
sent of the Minister of Finance, to vary from tune to time the minimum

proportion which this reserve balance must bear to the demand and time

deposits of customers of the banks, provided that the proportions are not
reduced below 7 per cent of demand deposits and 3 per cent of time

deposits. If the Governor of the Reserve Bank thinks that the banks are
lending too freely, he is in a position, with the authority of the Minister
of Finance, to raise the minimum reserve requirements, so that the banks

are forced to borrow money from the Reserve Bank to maintain the
required minimum reserve. The Reserve Bank also has power to vary
the rate of interest at which it will lend to the banks. It can be seen
that these powers could be used, if the authorities wished, to make an
unwanted expansion of advances completely unprofitable to the banks
and to provide them with a direct financial inducement to keep advances
within desired limits.

174.The Government can also reduce the trading banks reserve
balances, and therefore their ability to lend, by collecting from the
public by taxation and borrowing during any period more than it spends
during the same period; for the cheques drawn on the trading banks by
taxpayers or subscribers to Government loans are paid by the Govern-
ment into the Reserve Bank, which takes payment from the trading
banks by reducing their deposits (i.e., reserve balances) at the Reserve
Bank.

175. During and since the war, the Government has taken other steps
to control the level and direction of lending by the trading banks. First,
since 1942, with the co-operation of the trading banks themselves, a
policy of selective control by the Reserve Bank of bank advances has been
in operation. Secondly, from 1943 onwards, as a matter of Government
policy, purchases of Government securities by the trading banks have
been restricted. (See paragraphs 188 to 190 below.)

176. To sum up, the extent to which the trading banks can lend or buy
assets, and increase the supply of money, depends on several factors:

(a) The amount of bankers' cash (i.e., notes, coin, and balances at

the Reserve Bank) and foreign exchange which they can obtain,
for they must keep a prudent relationship between these assets
and their liabilities to their customers. (In turn, their holdings
of cash and foreign exchange are influenced by the country's
balance of payments, the Government's fiscal policy, and the
extent to which the public wish to hold notes and coin in
circulation.)

(b) The proportions of their customers' deposits which they are
required under the reserve ratio system to maintain as balances
at the Reserve Bank.

(c) The other controls over advances and investments imposed by the
Reserve Bank and the Government.

(d) The demand by credit-worthy members of the public or by the
Government for bank credit. A bank cannot lend if nobody
wants to borrow.
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The Government and the Creation and Destruction of Money
177. It can be seen from the above that the Government, working

through the Reserve Bank, has far-reaching powers to curb unwanted
bank lending. Through its ownership of the Bank of New Zealand, which
in 1954 handled about 40 per cent of the advances and deposit business of
the trading banks in New Zealand, it can also, if it so desires, reinforce its
general policy as regards bank lending, and influence bank charges by
specific instructions to the Bank of New Zealand. Bank overdraft rates
have been fixed by agreement between the Government and the Associ-
ated Banks since 1941.

178. If the Government considers at any time that the supply of money
is inadequate, and the trading banks cannot or will not increase their
lending, it may itself borrow from the Reserve Bank, and no doubt, in
practice, set its own terms as to interest charges and repayment. Indeed,
if it wished, it could ensure, with its existing powers, that the trading
banks did not initiate any expansion of the money supply required in
the future, and that all new money was advanced by the Reserve Bank
to the Government. As we point out elsewhere in this report, we consider
that this would be most undesirable. However, the above remarks indicate
the extent of the Government's power to control the supply of money
and the terms on which it is issued.

179. Two factors which have always had to be taken into account in
determining to what extent bank lending should be expanded in NeW
Zealand are the country's overseas trade position and the level of its
exchange reserves. Before the Reserve Bank was set up in 1934, it could
be said that these were the primary factors governing the lending policy
of the trading banks, and, therefore, the supply of money in New Zea-
land. Inevitably, in a dependent economy, they must remain major
factors in the monetary policy of the Government and its Reserve Bank.
If the money supply is expanded, whether by trading-bank or by Reserve
Bank credit, it is probable that the community's spending will increase.
If persons are free to spend money overseas as they wish, New Zealand's
imports and other overseas payments may be expected to rise by an
amount equivalent to about 30 to 40 per cent of any increase in total
spending. This sets obvious limits to the extent to which the money
supply can safely be expanded, especially if the Government wishes to
permit a reasonable degree of freedom to citizens in their overseas
transactions.

180. The experience of the past two decades, when the supply of
money (on the Reserve Bank definition) has been expanded by £271
million without disastrous results, may seem at first sight to be incon-
sistent with this conclusion. But it must be remembered that, during this
period, annual export earnings also increased by over £200 million; that
there were recurrent shortages of imports during the war and early post-
war years; and that a comprehensive system of import and exchange
control was in operation between 1939 and 1950, and exchange alloca-
tion between 1952 and 1954. Balance-of-payments difficulties were
encountered in 1938, and (despite very high export earnings) in 1951-52
and 1954-55. These difficulties bear witness to the continued need for the
monetary authorities to prevent an unwarranted expansion of the moneysupply and more important, of domestic spending, if external trade is to
be left relatively free of restriction and our reserves of overseas exchange
are to be maintainedat an adequate level.
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Causes of Changes in the Money Supply in New Zealand Since 1935
181. The main direct causes of the increases which have taken place in

the volume of money (as defined by the Reserve Bank) in New
Zealand during selected periods between June 1935 and June 1955 are
given in the following table:

Causes of Change in the Volume of Money
(£ million)

182. The major increases in the money supply occurred during the war
years, mainly as a result of an excess of receipts over payments in our
external transactions, and in the period since 1950, mainly from increases
in trading-bank advances. An outline of the changes within each period
appears in Section Two of Appendix C.

183. Over the period as a whole, just over one-half of the increase in
the volume of money (£271 million) can be ascribed to increases of
£139 million in the level of trading-bank advances and discounts. The
second most important factor has been the surplus in overseas transactions
during the period which has expanded the money supply by £77 million
or 28 per cent of the increase. However, it is necessary to be cautious in
the use of these figures. First, when the level of bank credit and the
balance of payments are fluctuating markedly, the passing of one year
may make a considerable difference to the picture. For instance, if we
exclude the year 1954-55, and look at the causes of the rise in the volume
of money between June 1935 and June 1954, we find that the surplus
in external transactions is responsible for 42 per cent and the rise in
trading-bank advances for only 39 per cent of the increase. Secondly,
the major items mentioned as separate causes of the rise in the volume
of money are, as we shall see below, interrelated, a change in one
tending to give rise to a change in another.
Government Borrowing from the Banking System

184. The table above gives a slightly misleading picture of the extent
to which Government borrowing has contributed to the increase in the
money supply, in that its indebtedness at the end of June 1955 was
unusually low in relation to its indebtedness for the rest of the year. The
following table shows the Government's average indebtedness to the
Reserve Bank and the trading-banks during the calendar years con-
cerned:

Trading Shilts in
Overseas Government Bank Wool

YearsEnded Total Trans- BorrowingAdvances Retention Other
June Change actions from Banks and AccountsDiscounts

1935 to 1939 .. +6.5 -36.5 +17.0 + 9.9 .. +16.1
1939 to 1943 .. +79.8 +33.8 +56.2 -13.1 .. +2.8
1943 to 1945 .. +16.9 +39.3 -24.8 +10.6 .. -8.1
1945 to 1949 .. +57.8 +16.8 +6.7 +27.5 .. +6.8
1949 to 1951 .. +70.2 +43.3 -14.5 +52.7 -20.9 +9.6
1951 to 1952 .. -19.3 -48.7 -6.0 +40.3 -7.8 +2.9
1952 to 1954 .. +54.3 +64.6 -7.6 -23.6 +12.0 +8.9
1954 to 1955.. +4.6 -35.5 -7.5 +34.8 +5.8 +7.0

+270.8 +77.0 +19.5 +139.1 -10.9 +46.0
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Government Borrowing from the Banking System(1)
(£ million)

(1) Balances in the Public Account at the Reserve Bank are not taken into account.
( 2) Including holdings of State Advances Corporation stock of £11 million in 1954 and £11-5

million in 1955.
185. The most striking increase in Government borrowing from the

banking system took place between 1938 and 1944. There was a fairly
sharp rise in 1939 when the Government found itself unable to obtain
enough money from non-banking sources to finance its expenditure,
including its expanding works programme. Again, during the early years
of the war, it was found impracticable to avoid resort to the banking
system to pay for the Government's greatly expanded commitments,
especially for defence. After 1943, the Government set its face against
reliance on bank credit. By 1947, it had reduced its indebtedness to the
banking system by £30 million from the peak of £80 million reached in
1944.

186. However, this reduction was more than offset in the next two or
three years, and, by 1950, the Government's debt to the banking system
had risen to over £90 million. £20 million of the increase can be
attributed to an issue of Government securities to the Reserve Bank as
compensation for a loss which the bank incurred on its holdings of foreign
exchange as a result of the appreciation of the exchange rate in 1948.
This merely provided the bank with an interest-bearing security and
did not add to the volume of money in New Zealand. The bulk of the
remainder of the increase took place in the financial year 1949-50 to
finance part of the Government's works programme, due to a shortage of
investment money after the exchange adjustment of 1948.

187. Since then, with the exception of 1952-53, when the Government
decided not to raise a public loan in an endeavour to relieve pressure on
the limited funds then available, the Government's debt to the banking
system has been consistently reduced. Its average indebtedness in 1955
was £66 million, about £25 million below the average for 1950.

188. As the table above indicates, there have been important changes in
Government policy towards borrowing from the trading banks during
the period considered. Up till 1943, it was normal practice for the trading
banks to invest in Government loans, and from 1936 to 1943 their in-
vestments in Government securities rose from £5-2 million to £36-1
million. As from 1943, the Government decided not to permit the trading

Total Borrowing Trading-bank Total Borrowing
Calendar Year From Investmentsin FrQm

Reserve Bank GovernmentBanking System

Security
1935 .. .. 1.5 4.8 6.3
1936 .. .. 1.8 5.2 7.0
1938 ..

..
5.4 7.6 13.0

1939 ..
.. 16.1 11.3 27.4

1944 .. .. 43.9 36.1 80.0
1947 .. .. 29.6 20.9 50.5
1950 .. .. 79.1 11.7 90.8
1952 ..

.. 61.3 11.7 73.0
1953 .. .. 70.5 11.7 82.2
1954 .. .. 46.0 23.0( 2) 69.0( 2)
1955 .. .. 43.3 23.1(2) 66.4( 2)
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banks to subscribe to Government loans and repaid their existing securities

as they matured. As a result of this policy, the banks' holdings of Govern-
ment securities had fallen to £11.7 million by 1950, a figure very little
above that ruling in 1939.

189. The new Government continued the policy of preventing the banks
from subscribing to Government loans, but permitted them to maintain

their existing holdings at a level of about £11.7 million. Apart from a

temporary investment of £0.5 million by one of the banks in 1954, there
has been only one departure from this policy since 1950. In January
and March 1954 the banks were invited to invest a total of £12 million
in State Advances Corporation stock to assist in financing the Govern-
ment's housing programme.

190. The relative effects on the supply of money of borrowing from
the Reserve Bank and from the trading banks are considered in Section
Five of this report, and in Section Two of Appendix C. It will be
noted that additional borrowing from the Reserve Bank not only in-

creases directly the supply of money in New Zealand, but also, by adding
to the reserve balances of the trading banks, makes it possible for them
to increase their lending, unless prompt and appropriate increases are
made in the minimum reserve ratio requirements.

Trading-bank Credit and Its Control
191. In the light of the banks' relatively low holding of securities,

and in the absence of any short-term money market which would enable
them to invest in commercial or Treasury bills as can banks in countries
with more highly developed money markets, the banks have to rely
heavily on advances to customers as an earning asset.

192. We indicated in the previous section that trading-bank advances
had been responsible for £139 million or just over one-half of the total
increase in the volume of money of £271 million between June 1935
and June 1955. The following table shows that the bulk of the increase
in trading-bank advances has taken place since 1949:

193.We have seen that the extent to which banks can lend depends
on these factors:

(a) The ratio which the banks' basic reserves bear to their deposit
liabilities to customers.

(b) The ratio which they are required to keep between their balances
at the Reserve Bank and their deposit liabilities.

Change in Trading-bank
Year Ended June Advances and Discounts

(£ million)

1935 to 1939 .. .. .. +9.9
1939 to 1943 .. ..

..-13.0
1943 to 1945 . .

..
.. +10.5

1945 to 1949 ..

.... +27.5 }+34.9
1949 to 1951 .. ..

..+52.7
1951 to 1952 .... .. +40-3
1952 to 1954 .. ..

.. -23.6
1954 to 1955 .. ..

..+34.8 }+104.2
------

+139.1
------
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(c) The tightness of any other controls by Government or Reserve
Bank over their lending.

(d) The availability of credit-worthy borrowers wanting bank ad-
vances at the ruling rates of interest.

194. The question arises why trading-bank advances were responsible
for only £35 million or 22 per cent of the increase of £161 million in the
volume of money between June 1935 and June 1949. No shortage of
reserves prevented a substantial expansion of bank advances during this
period. Over the whole period 1935 to 1949 the banks' holdings of cash
and overseas assets rose by £70 million, but bank advances rose by onlyabout £35 million and securities by about £10 million. Thus there was
no multiple expansion of bank credit on the basis of the increased
reserves; in fact, the banks expanded their lending by an amount
equivalent to only two-thirds of their increased holdings of cash and over-
seas funds.

195. Nor was their lending restrained by the level of the statutoryminimum reserve ratios set by the Reserve Bank. The minimum balances
required to be kept at the Reserve Bank remained throughout at 7 per
cent of demand liabilities and 3 per cent of time liabilities respectively.The actual ratio maintained by the banks was always well above these
figures.

196.The policy of selective advance control probably exerted some
restrictive influence, but the main reason for the relatively moderate
expansion of bank advances during the period 1938 to 1949 was
undoubtedly lack of demand for them. Several factors were responsible
for this. First, the normal volume of imports for civilian consumption
was not available during the war and early post-war periods and theGovernment took a much larger share of the imports than before the
war; secondly, during the same period, the Reserve Bank took over thefinancing of the marketing of many primary products; thirdly, as men
were drafted into the forces, the level of business activity in New
Zealand declined to some extent and many firms engaged on war con-
tracts received advance payments from the Government; fourthly, manyactivities were subject to direct controls (e.g., the demand for advances
for private building purposes was low because building controls prevented
an undue diversion of scarce resources into this field); and fifthly, the
overall stabilisation policy prevented any marked rise in prices, wages,and other costs, which, if it had occurred, would have necessitated higheradvances.

197. Advances rose between 1946 and 1948 as imports increased, thebanks regained the finance of wool exports, business returned to a peace-time basis, and controls were to some extent relaxed. But, even in 1948,fairly comprehensive import controls, controls over domestic prices andincomes, and building controls remained; and the financing of meat, dairyproduce, and several other primary products remained with the ReserveBank, thus restraining the demand for trading-bank credit. And in1948-49, a small decline occurred in trading-bank advances, probablydue to the general disinflationary effect and, in particular, the temporarylowering in the domestic value of imported goods, caused by the
exchange appreciation of 1948.

198. The situation ruling in 1949, then, was that the banks were
holding large reserves of cash and foreign exchange in relation to theirdeposit liabilities, were subject to no restriction through the reserve
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ratio system, and had been unable to expand their advances greatly,
partly because of the selective advances control policy, but primarily
because of lack of demand for bank credit in the prevailing circum-
stances.

199. There has been a very great increase in the demand for trading-
bank credit since 1949, and the trading banks have had cash reserves
adequate to permit a rise in advances and discounts of £104 million
between June 1949 and June 1955.

200. The Reserve Bank has been counselling restraint in the provision
of credit throughout the period. Up till August 1952 it relied entirely
on its selective advances control policy and therefore on the voluntary
co-operation of the banks in achieving this end, but in spite of appeals
for caution in the granting of credit from October 1950 onwards,
advances increased by £93 million between June 1949 and June 1952.

201. There were many reasons for the upsurge of demand for bank
advances during this period. Import prices and export prices, particularly
the price of wool, rose considerably, and wages were subsequently
increased as a result of intensified competition for labour and general
increases granted by the Court of Arbitration. Many controls over
domestic spending, incomes, and prices, and over imports, were removed
or relaxed. As costs rose, manufacturers and traders sought more accom-
modation from the banks. The prolonged waterfront dispute of 1951
also forced some industries to hold produce in store for a considerable
time and increased the demand for finance from the banks. Moreover,
there was a general tendency for all producers and traders to expand
their businesses and increase their stocks to take advantage of the pre-
vailing buoyant demand. Bank overdrafts were the cheapest and most
convenient means of financing expansion. Finally, in the latter part of
1951 and early 1952, imports became available in unexpectedly large
amounts, due to increased production overseas and to the closing of
alternative markets by credit restraints and import controls. Without
assistance from their banks, many traders could not pay for goods which
they had expected to arrive over a long period in the future. In the
interest of New Zealand's credit standing overseas, the banks were
officially requested to provide such assistance.

202. The banks were able to expand their lending to such a con-
siderable extent because they had large reserves of cash in 1949 which
were maintained, despite their increased lending, by surpluses in the
balance of payments between 1949 and 1951. However, by March 1952,
after a substantial deficit in the balance of payments, their reserves had
fallen to a relatively low level in relation to their customers' deposits,
and restraint in lending had become necessary in their own interests.

203. Advances fell by about £50 million between April 1952 and April
1953, partly due to a more restrictive lending policy by the banks, but
mainly due to a decline in the demand for advances, as traders reduced
their excess stocks and the flow of imports was held back to some extent
by a system of exchange allocation introduced in April 1952.

204. From August 1952, use was made of the power to vary the
minimum reserve ratios, but until the second quarter of 1954 the banks
were left with wide margins of free cash, so that no restraint on their
lending capacity was imposed by this means.
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205. The demand for bank credit began to increase again towards the
end of 1953. At that time the banks were holding relatively high reserves
in relation to their customers' deposits and to the minimum reserve
requirements, and were therefore in a position to meet this demand.
The overdraft limits granted, and later bank advances, began to rise.

206. The ratios were raised to 25 per cent and 121/2 per cent in May
1954, and from then until February 1955 were varied to leave the banks
with a fairly narrow margin of free cash as their reserves fell, due to a
balance of payments deficit. The Reserve Bank's lending rate was also
raised twice, reaching 4 per cent in November 1954. However, advances
continued to rise, and by February 1955 were £36 million greater than
they had been a year previously. Up till this time, borrowings from the
Reserve Bank were small, and practically all confined to the Bank of
New Zealand.

207. The banks were assisted in meeting a substantial drain of cash
in March 1955 by special deposits by the Treasury and by a lowering of
the reserve ratios to 15 per cent and 71/2 per cent. From then until
December 1955 the ratios were gradually raised to 24 per cent and

71/2 per cent and the Reserve Bank's lending rate increased by three steps
to 7 per cent. This forced three banks to borrow continuously from the
Reserve Bank throughout 1955, and pay it £139,000 in interest between
1 April and 31 December. Some banks also borrowed in London or
sold sterling assets to the Reserve Bank to maintain the required
statutory balance. The interest paid or foregone by the banks was small
in comparison with their increased interest earnings on the higher
advances which they were now granting. But the Reserve Bank's policy
towards the banks was certainly firmer than it had ever been in the past.
It is impossible to say how far this firmer policy was responsible for the
gradual downward trend of bank credit which occurred during the
remainder of 1955; the banks' reserves of bankers' cash and overseas
funds were, in any case, such as to induce them to adopt a relatively
restrictive policy.

Overseas Transactions
208. As described in paragraph 162 above, the volume of money is in-

creased in New Zealand when there is a surplus in the balance of pay-
ments and reduced when there is a deficit. Overall, New Zealand has had
a substantial surplus in its balance of payments since 1935, and this has
added a large amount to the volume of money. The trends in the balance
of payments during the period are indicated in the following table
which shows the effect of overseas transactions on the volume of money
in the years concerned.

Effects of Changes in the Balance of Payments on the Volume of Money,
1935 to 1955

June Years £ million
1935 to 1939 .. .. .. -36.5
1939 to 1947 .. .. .. +99.3
1947 to 1949

.. .. .. -9.4
1949 to 1951 .. .. .. +43.3
1951 to 1952 .. .. .. -48.7
1952 to 1954 .. .. .. +64.6
1954 to 1955 .. ..

.. -35.5
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209 The causes of these changes in the balance of payments position

are examined in Section Three of this report. A surplus in the balance of
payments not only directly increases the volume of money, but also, by

adding to the basic reserves of the trading banks, makes possible
multiple expansion of trading-bank credit. A deficit reduces bankers'
cash and, unless the banks are holding excess cash reserves, forces them
to reduce credit by a multiple of the reduction in their reserves. The
expansion of bank advances which has occurred during the period which
we have surveyed would not have been possible in the absence of the
large additions which have been made to banks' reserves through sur-
pluses in the balance of payments.

210 Overseas transactions also have other indirect effects on t e
volume of money in New Zealand. Even if overseas receipts and over-
seas payments remain in balance, a rise in export and import prices islikely, in the absence of State intervention, to lead to an increase in the
volume of money. For those handling exportable or imported goods or
goods in the production of which exports or imports play a considerable
part are likely to require an increase in overdraft accommodation to

cover increased costs. And if, as often happens, wages are increased as
a result of the increases in incomes of primary producers and rises in the
consumers' price index generated by price increases overseas, there will

be a further general demand for advances to pay the extra wages,
the banks meet this higher demand, the volume of money will be

correspondingly increased. Since 1935 export and import prices have
increased by 300 per cent and 186 per cent respectively. In view of the
large part which imports and exports play in the economy there is no
doubt that these price increases have been an important cause of tie

expansion of bank advances and the volume of money since 1935. (A
fall in export and import prices would, of course, have the opposite
effect in the absence of State intervention.) Not only the prices, but
also the quantities of exports and imports, have increased since 1935. The

total value of external trade rose from £83 million m 1935 to £479

million in 1954. This being so, a large increase in bank advances to
persons directly or indirectly involved in external trade was inevitable
and essential. Whether, in fact, the increases in bank advances and in

the supply of money which have taken place have been excessive is the
subject of discussion in a later chapter.

211. The measures taken by the Government to attempt to counter

some of the effects of rising overseas prices are considered in Section Five
of this report and in Section Two of Appendix C.

New Zealand's Credit System
212. Any reasonably advanced economy, especially one based primarily

on the institutions of private ownership and enterprise, requires a large
volume of credit (and therefore debt). Credit is necessary to enable
private individuals or firms to obtain the expensive buildings equipment,
and stocks necessary for modern production and sale; to facilitate the
transfer of land and other assets from one person to another; and to
enable individuals to obtain houses and household equipment and their
local governments to obtain all the costly facilities necessary m an urban
area, without waiting until they have saved sufficient from their own
incomes to pay for them. The Central Government usually also chooses
to borrow, although it has the power to finance all its requirements by
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taxation or by requiring the Reserve Bank to issue new money to it.
Excessive use of the latter method would result in disastrous inflation;
and it is often more convenient and expedient for a Government to raise
part of its requirements through a voluntary loan than to raise all by
compulsory taxation.

213. In Appendix C we study in detail such information as can be
obtained on changes in the indebtedness of the major borrowers in the
New Zealand credit system and changes in the volume of credit granted!
by the major financial institutions which transfer to the borrowers the
savings of persons or institutions who wish to put aside temporarily some
part of their income. We also survey briefly the structure and operations
of some of these institutions and of some of the bodies which have been
set up to control the granting of credit. Here we shall merely summarise
the main conclusions of the more detailed study.

Borrowing by the Government
214. The total indebtedness of the Government rose from £313 million

in March 1934 to £731 million in March 1955, £281 million of the
increase taking place between 1939 and 1946. However, between 1934
and 1955, its overseas debt fell from £174 million to £100 million. As a
percentage of the country's export income, interest payments overseas
fell from 13.3 per cent to 1.1 per cent during the same period. Interest
paid on the total debt rose from £11.6 million to £20 million during the
period; but as a percentage of the gross national income it fell from 9.1
per cent to 2.2 per cent.

215. The bulk of the public debt in New Zealand is held by Govern-
ment-owned institutions, by savings banks and insurance companies, and
by reserve accounts set up for the benefit of the primary industries.
Interest payments on the debt, therefore, benefit, directly or indirectly, a
very large number of people.

Borrowing by Local Bodies
216. The total indebtedness of local bodies fell from £78 million in

March 1934 to £62 million in March 1950, and thereafter rose to £91
million in March 1955. Their overseas indebtedness has been continuously
and substantially reduced - from £25 million in 1934 to just under £4
million in 1955. Interest payments on loans and overdrafts have declined
markedly as a proportion of the total revenue of the local bodies - from
nearly 25 per cent in 1934 to just over 5 per cent in 1955.

217. Recurrent difficulties have faced local bodies since 1951 in raising
the finance required for their expanding works. A major reason for the
difficulties faced by the local bodies would appear to be that the
increases in interest rates approved for local body loans have not been in
line with the increased returns available from other avenues of invest-
ment. As a consequence, the local bodies have not obtained as much as
they would have wished from some of the institutions, especially the
insurance companies to which they have traditionally looked for funds.
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Private Borrowing
218. Information on borrowing by private individuals and firms is

limited and we make suggestions later in this report as to statistics which
might be collected and research which might be done in this field. A
summary of the information which is available is to be found in Section
Three of Appendix C, where there is an examination of the extent of
borrowing by industrial and commercial firms, by farmers, by individuals
requiring finance for housing, and by individuals requiring finance for
various consumer goods.

The Sources of Credit
219. The table given in paragraph 250 of Appendix C gives some

indication of the relative amounts of credit extended by major financial
institutions and the changes which have taken place since 1934.

220. The following notable features are shown by the table:
(a) There has been a considerable expansion of lending by practically

all the institutions, especially since 1950.
(b) Government-owned or Government-controlled institutions are res-

ponsible for a very large proportion of total lending and invest-
ment in New Zealand. The Reserve Bank, the Post Office
Savings Bank (including national savings), the Government
Superannuation Fund, the National Provident Fund, the Earth-
quake and War Damage Fund, the State Advances Corpora-
tion, and the Public Trust Office are all Government institu-
tions; the Government has a voice in the disposal of the primary
industry reserve accounts; it owns a trading bank which does
40 per cent of the advances and deposit business of the trading
banks as a whole; and it also owns important life and fire
insurance offices.

(c) The loans and investments of the trading banks are significantly
less than the total of those of the institutions collecting small
savings and, in most years, less than the total of the loans and
investments of the institutions providing facilities for insurance
and superannuation.

221. The importance of lending by the trading banks lies primarily in
the fact that an expansion of their lending normally leads to an expan-
sion of the supply of money. When other financial institutions expand
their lending, the existing supply of money is not increased; part of the
supply is transferred from one person, through the financial institutions,
to another person. However, an expansion of the borrowing and lending
activities of some of these other financial institutions does increase the
volume of "near moneys" available to the community. For example,
when there is an excess of lodgments over withdrawals in the Post Office
or other savings banks, total savings bank deposits increase. This excess
is nearly all lent by these savings banks, but no depositor forgoes his right
to draw out deposits on demand.

222. The reason why an expansion of trading-bank deposits has
greater economic significance than an expansion of savings-bank deposits
is shown in the following table, which gives a rough indication of the
extent to which the average amounts standing to the credit of customers
at different savings institutions and at the trading banks are used
during the year:
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Turnover of Amounts Available to Customers in Various Financial Institutions,

1954-55

( 1) Value of debit transactions.

223. It can be seen that sums lodged in the savings banks tend to
remain there for a relatively long period, e.g., the withdrawals from the
Post Office Savings Bank during 1954-55 were equivalent to little more
than one-half of the amounts the credit of customers at the beginning
of the year. On the other hand, withdrawals from the trading banks
during the year were equivalent to over sixteen times the deposits
standing to the credit of customers at the beginning of the year. Since
cheques may be drawn against unexercised overdraft authorities, it
perhaps gives a fairer comparison to include these unexercised authori-
ties among the amounts available to customers; even then, withdrawals
were nearly twelve times the amounts available to customers at the
beginning of the year. Sums lodged in trading banks, therefore, are
intended for use in the main in the near future, because trading banks
are the channel through which day-to-day payments are made. In other
words, a given amount of trading-bank deposits (and unexercised over-
draft authorities), because it is turned over so rapidly, finances during a
year a much greater volume of expenditure than does an equivalent
amount of savings-bank deposits.

224. The structure and operation of the various institutions providing
credit in New Zealand are more fully examined in Appendix C.

Interest Rates
225. Interest is the price which is paid for credit. If loan money be-

comes scarcer, rates of interest generally tend to rise; conversely, if loan
money becomes more plentiful, they tend to fall. The rates of interest
charged to different borrowers vary according to the lenders' assess-
ment of the relative risks involved in lending, the relative costs involved
in making the loans and collecting payments on them, and so on.

226. Since the Government is the major borrower in the credit system
in New Zealand, changes in the rate of interest at which it can borrow
give a broad indication of the relative ease or difficulty of obtaining loan
money. Government public loan issues between the years 1922 and 1932
were made at rates of interest varying between 5 and 51/2 per cent. The
conversion loan of 1933 was made in the main at 4 per cent. Subsequent
issues between the years 1934 and 1939 were made at 31/2 per cent and

Amounts Withdrawals Ratio of
institution Available to in year WithdrawalsCustomers at Ended March toAmounts

31 March 1954 1955 Available to
Customers

£ million £ million Per Cent
Post Office Savings Bank .. 205.9 112.8 55
Trustee savings banks ..

.. 41.1 26.2 64
National Saving ..

.. 65.5 10.3 16
Trading banks—

Total deposits .. .. 282.3 1.621Total deposits as above plus un- } 4,577( 1)
exercised overdraft authorities 385-8 {1,186
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4 per cent. Soon after the outbreak of the second world war, the rate
for long-term Government borrowing fell to 3 per cent, and continued
at that figure until about 1950. Controls and shortages during the war
and early post-war periods both held down effective demands for loan
money and gave many people no alternative but to save large amounts
of their expanding money incomes. In these circumstances it is not
surprising that interest rates remained generally low.

227. After 1950, for reasons outlined previously, the demand for loan
money rose substantially. So did the supply of money, but from 1952
onwards, the demand for loan money has tended to rise more rapidly
than the supply, and interest rates generally have increased (e.g., the
1955 Government loan of £10 million was issued on terms which
offered investors a return of nearly 41/8 per cent together with tax
concessions attractive to the larger investor, yet it was slightly under-
subscribed). Mortgage rates have followed a similar rising trend.

228. Since 1941, trading-bank overdraft rates have been fixed by
agreement between the Government and the trading banks at between
4 and 5 per cent. The average rate of interest earned by the banks in
1954-55 was £4 11s. 8d. as against an agreed maximum of £4 15s.

[Note.—In February 1956 the maximum and minimum limits
were removed, and the banks were given discretion to fix interest
rates for individual transactions, provided that the average return
to the banks over all transactions did not exceed 5 per cent.]

The Government has also for many years maintained direct controls over
the maximum rates which may be charged or paid for loans, or paid
for deposits, by several types of institutions. For example, the rate of
interest which local bodies may pay for loans is subject to regulation,
and has been maintained at levels which have made it difficult for a
number of local bodies in the last three or four years to raise adequate
finance. Maximum rates payable on deposits made with the savings banks,
local bodies, building and investment societies, and various trading com-
panies are also controlled.

229. By maintaining the rates of interest charged by the State Advances
Corporation at relatively low levels the Government has also exerted
a restraining influence over the general level of interest rates on mort-
gages.

Control of Credit
230. These controls over interest rates have been accompanied by

several measures designed to influence the demand for, or supply of,
credit. The various controls imposed on trading-bank credit have been
discussed earlier in this Section of the report. In addition, there has been
control over issues of capital by companies since 1940. In 1952, because
of heavy pressure on the credit market, a Capital Issues Committee was
set up to administer the regulations, still in force in much the same form
as during the war, except that issues of capital of less than £10,000 were
exempted from control. After adopting a fairly strict policy in 1952,
the Committee gradually increased the proportion of applications
approved, so that only 16 per cent of applications were declined or
deferred in 1954. However, in the first nine months of 1955 applications
declined or deferred rose to 43 per cent of the total applications made.
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231. The Government has controlled borrowing by local bodies since

1926, when the Local Government Loans Board was set up. In general,
the Board does not appear, until fairly recently, to have reviewed loan
proposals in relation to the complete investment programme, public
and private, of the country. In 1955, however, the Minister of Finance
directed the Board to have regard to the essentiality of the projects
concerned, when considering applications to raise loans.

232. Finally, a measure of control over hire-purchase transactions was
introduced in the 1955 Budget. Provision was made for minimum
deposits and maximum periods for payment of the balance owing under
hire-purchase agreements and credit-sales agreements.

233. After the examination of economic objectives and the historical
review of the economy and of the monetary, banking, and credit systems
in New Zealand covered in Sections Two, Three, and Four of this report,
we now consider the special problems associated with inflation in New
Zealand.
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Section Five
INFLATION IN NEW ZEALAND

Introduction
234. The main inflationary forces at work in New Zealand during the

last twenty-one years and the methods of combating inflation are
examined in this section. By 1938 New Zealand had substantially emerged
from the depression and had even begun to feel some inflationary pressure,
as evidenced by her balance of payments crisis in 1938-39. This situation
was commented upon in the 1939 Budget in which it was pointed out
that "the only permanent solution of the unemployed problem" was "for
men to find work in productive industry". In the meantime, Government
action in beginning works and subsidising an expansion of local body
work had produced quick results in "a rapid increase in consumer
purchasing power". But, as the Financial Statement pointed out, "in the
absence of an equally rapid expansion in production" this increase in
consumer purchasing power had "led to an increase in imports and a
drain upon the sterling resources of the Dominion".

235. Within a matter of months the second world war was to add its
own inflationary problems with production of consumer goods and
services quite insufficient to match the purchasing power available for
spending. As explained in The New Zealand Economy, 1939 to 1951,
"during the war, productive resources both in New Zealand and overseas
were diverted to war purposes. Shortages of shipping further reduced
imports for civilian consumption and there was some physical destruction
of goods destined for New Zealand. On the other hand money incomes
increased on account of the addition to the labour supply of more women
and elderly people, long overtime hours, upgrading of workers, and high
wage and salary rates. The need for Government spending for war
purposes was immediate and urgent; production for civilian consumption
was far below what people could buy with their higher money incomes.
A variety of controls was therefore imposed to prevent the expanded
demand from having its full effect in forcing up prices".

236. With the end of the war, conditions altered again. The pent-up
wartime demand for goods and the need for capital works which had
been delayed by the war began to make themselves felt. The gradual
removal of controls, when it began, allowed these pressures to cause
higher prices. The Korean War and the associated boom in raw material
prices, especially wool prices, brought substantial increases in incomes
and prices in New Zealand. Because of the special circumstances arising
from the war, attention naturally focuses itself chiefly on the ten years
since 1945.

The Nature of Inflation
237 Inflation is an expansionary condition of the economy in which

prices, incomes, public and private expenditure, and bank credit tend
to influence one another in an upward direction. The inflationary process
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may begin as a result of either external or internal factors. An essential
part of the inflationary process is excessive demand for goods and services
at current prices.

238. The basic problem which inflation presents is to keep within
reasonable bounds the total demand for goods and services, both locally
produced and imported. Inflation usually reveals itself through rising
prices, through a greater demand for imports than current earnings of
overseas exchange will meet, and through more employment vacancies
than can be filled.

239. Because a very large part of our national income is directly and
indirectly dependent on prices realised in overseas markets, and because
imports form such a substantial proportion of our available goods and
services, overseas factors exercise an important and at times even a
dominant inflationary or deflationary effect on the New Zealand economy.

Apparent Attractions of Moderate Inflation
240. Despite the very serious damage done by inflation, which we

discuss below, it cannot be denied that moderate inflation has certain
attractive features. A sellers' market means that goods and services are
easy to sell at rising prices. On paper, business profits rise faster than
costs. The money value of fixed assets such as land, buildings, and
industrial equipment tends to rise, and thus to provide further security
for borrowing by way of bank overdraft or otherwise.

241. There is the general feeling of prosperity given by higher wages,
salaries, and other incomes. People lose the fear of unemployment and
Governments are relieved of responsibility for seeing that unemployment
does not arise. "Balancing" both Government and private budgets is
made easy by buoyant revenues.

242. All debtors benefit from inflation because the real burden of debts
(including the public debt and private mortgages and other forms of
private debt) is reduced. Interest and repayment charges are paid in
money which pound for pound is worth less in terms of real goods and
services than the amount originally borrowed.

Damage Done by Inflation
243. These apparent advantages of moderate inflation are heavily out-

weighed by the damage done to the economy by the continued existence
of inflationary conditions.

244. Inflation brings a serious distortion in the distribution of incomes.
Those whose incomes are relatively fixed in terms of money are, in effect,
subject to an insidious but nevertheless real form of taxation and a
loss of real income.

245. The expansion of money incomes encourages personal spending
and stimulates business expansion beyond the point permitted by avail-
able physical resources and the labour force. Such conditions lead to
upward pressure on the prices of consumer goods and to strong
competition for labour. The result is a cumulative tendency for costs,
prices, and wages to rise. Particularly in New Zealand's circumstances, the
pressure on internal prices is accompanied by an increased demand for
imports.
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246. The real value of savings, and the incentive to save, are both
reduced as the value of money falls. Discouragement of saving is all the
more serious when it is associated with a strong demand for private and
public capital investment. When this happens there is an inadequate
performance of the economic function of saving, which is to withdraw
from the stream of purchasing power available for spending on consumer
goods and services an amount equivalent to the purchasing power
distributed through capital expenditure. This aspect of inflation is
referred to later in this section of the report. We are satisfied that
failure to achieve this balance between private and public savings on
the one hand and capital investment on the other hand lies at the root
of our inflationary problem.

247. Under inflationary conditions the ability of export industries to
compete in overseas markets is impaired, and so is the ability of local
industries to meet overseas competition. In New Zealand, inflation is
bound to cause balance of payments difficulties, including difficulty in
maintaining reserves of overseas exchange.

248. Earlier we referred to the reduction in the real burden of debts
brought about by inflation. This feature of inflation has another side, in
that long-term contracts in terms of money are falsified. This is a most
serious aspect, which of itself is sufficient to demand the avoidance of
inflation as far as is humanly possible.

Changes in the Purchasing Tower of the New Zealand Pound Compared
with the United Kingdom and Australia

249. The following table shows the changes in purchasing power of the
New Zealand pound, the United Kingdom pound, and the Australian
pound since the period 1926-30, which is commonly selected as a statis-
tical base because of the relatively stable economic conditions in those
years:

Purchasing Power Compared With 20s. in 1926-30

250. While a fall in purchasing power of the New Zealand pound from
20s. in 1926-30 to 10s.7d. in 1955 appears very considerable, it should
not be overlooked that the New Zealand pound has lost practically no
more in purchasing power than the money of her main customer, the
United Kingdom. In view of the very great influence of external trade on
the New Zealand economy, the purchasing power of the New Zealand
pound in comparison with that of the United Kingdom and Australia
must be regarded as reasonably satisfactory.

3

Calendar New Zealand United Kingdom Australian
Year Pound Pound Pound

s. d. s. d. s. d.
1930 .. .. .. 20 5 21 2 20 8
1935 .. ..

.. 23 11 23 0 24 21940 .. .. .. 19 4 17 8 21 01945 .. ..

.. 17 1 16 1 17 10
1950 .. .. .. 14 2 14 1 12 11
Quarter ended—

1955—December .. 10 7 10 9 8 3
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251. Another indication of the extent to which prices have risen since
the depression in New Zealand is to be found in the increase in the gross
national income between 1934-35 and 1954-55. Measured in money
terms the gross national income is seven times as great as it was twenty
years ago; but, corrected for price changes (i.e., roughly adjusted to the
lower buying power of today's pound) it is only three times as great.

The Main Causes of Inflation
252. The main causes of inflation operating in New Zealand during the

last twenty years emerge from the historical review contained in Section
Three of this report, as:

(a) Rising overseas prices for New Zealand exports and imports.
(b) High private and Government capital expenditure.
(c) Government expenditure on war and other military requirements.
(d) Inadequacy of voluntary savings to match increased capital invest-

ment.
(e) Expansion of the money supply through increases in Reserve Bank

and trading-bank advances.
(f) Wage and salary increases.
(g) The comparatively rapid population increase in the post-war years.
(h) Increased Government expenditure on social services and the

philosophy and policies commonly associated with the Welfare
State.

Overseas Prices
253. The general trend of overseas prices since 1934 has been upwards.

The following table shows the increases at five-yearly intervals to 1950,
and thereafter each year:

(Base: 1954=100)

254. Higher prices overseas mean, of course, higher prices withinNew Zealand for goods bought overseas, and higher costs for goods and

services in New Zealand which are dependent on imported equipment
or materials. (Rising prices for imports have brought a higher turnover in
money to traders and, therefore, if the percentage of profit on trans-
actions remains the same, have yielded higher profits.) Through their
effect on the consumers' price index, these higher import prices also
afford grounds for claims for higher wages through general wage orders,
new awards and agreements, and in private wage negotiations.

Index of Import Index of ExportCalendar Year prices prices

1935 .. .. .. .. 35 25
1940 .. .. .. .. 43 36
1945 .. .. .. ..

62 44
1950 .. .. .. .. 84 92
1951 .. .. .. .. 98 108
1952 .. .. .. .. 107 87
1953 .. .. ..

.. 101 97
1954 .. ..

.. .. 100 100
Quarter ended—

1955—June .. .. .. 100 100
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255. In 1934-35 total payments for imports were £33 million or
approximately 25 per cent of the gross national income. In 1954-55
payments for imports were £253 million or 27 per cent of the gross
national income. Where imports represent a very high proportion of total
goods and services available, changes in import prices must exercise a
powerful influence on the New Zealand price level.

256. As the above table shows, over the last twenty years New Zea-
land's export prices have risen more rapidly than import prices. Not-
withstanding this considerable improvement in our terms of trade
with the rest of the world, we have at several times since 1935, and
especially during the last two years, spent on imports and other external
payments substantially more than our greatly expanded external income,
with a consequent reduction in our reserves of overseas exchange. Such
a development is a definite indication of the presence of excessive
internal demand.

257. Except for the operation from time to time of factors such as
the guaranteed price in the dairy industry, the farm industry stabilisation
accounts, the wool retention scheme, or the lowering of the exchange rate,
increases in export prices are directly reflected in incomes in New
Zealand. During the war the stabilisation accounts exercised a powerful
restraining force on farm incomes, and the wool retention scheme
—begun in 1950—countered some of the effects of the wool boom. In
general, however, and apart from the effect of the stabilisation schemes,
the influence of higher export prices on the New Zealand economy has
been inflationary. An expansion of farm incomes is certain to be followed
by a diffusion of higher incomes throughout the whole economy. It is
true that higher export incomes provide the overseas funds to pay for
more imports, but there is usually a time lag before the arrival of a
higher volume of imports. Through the indirect expansion of other
incomes and stimulation of economic activity generally, total expansion
of incomes following an increase in farm incomes is apt to lead to a
greater demand for imports than can be satisfied from the enhanced
overseas earnings. This was the experience after the wool boom, and in
the last twenty years a similar sequence of events has occurred several
times.

258. During the war period particularly, and again as an immediate
result of the wool boom, New Zealand experienced substantial surpluses
of export and other overseas receipts over imports and other overseas
payments. During the war these surpluses arose because, while New
Zealand exports were well maintained and even increased, imports of
goods for civilian consumption were greatly restricted. The shortage of
imports arose mainly because, in the United Kingdom and other
countries, industrial capacity had been diverted to war purposes. In these
circumstances, the purchasing power distributed in New Zealand through
export incomes was greater than the purchasing power absorbed by the
goods and services imported.

Private and Government Investment Programmes
259. Especially in the post-war period the high and increasing levels of

private and, to a lesser extent, Government capital investment pro-
grammes have exercised a powerful inflationary influence. The proportion
of the gross national income devoted to private capital investment

3*
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(excluding increases in trading stocks) has risen from 7 per cent in
1937-38 and in 1938-39 to 14 per cent in 1954-55. For the year 1954-
55 the ratio of Government (including local authority) investment to
gross national income was 9 per cent compared with 8 per cent in 1937—
38 and 10 per cent in 1938-39.

260. In our historical survey we have referred to the great growth of
activity in the building industry. The very substantial proportion of
capital investment made up of expenditure on building is shown by the
following table:

261. The attempting of a greater volume of work than can be
carried out economically with the available resources of manpower,
material, and equipment, has been manifest in the building industry
throughout the post-war period. As a result there has been a constant
upward pressure on prices and wages in the industry, and this has also
exercised a strong inflationary influence on other sectors of the economy.

262. The effects of capital expenditure on the economy were not
understood by some of the witnesses appearing before us. The special
importance of capital expenditures as a cause of inflation arises from the
fact that capital works employ men, use materials and equipment and
involve the expenditure of overseas exchange. In this way they diminish
the pool of labour and other resources available for local production
and the exchange available to pay for consumer goods a.nd services, from
overseas. While capital works are in progress they distribute purchasing
power in the form of wages, salaries, profits, interest, and other incomes,
but not until the projects are well advanced or completed do they pro-
duce consumer goods and services. It is when the total volume of invest-
ment in relation to the gross national income is expanding or is main-
tained for a period at a relatively high level, as it has been over the
last four years, that strong inflationary pressures are generated.

263. To cite a well-known example, the Roxburgh Hydro-electric
Scheme is expected to cost in total about £23 million, a very substantial
part of which will represent wages and other similar payments. But, until
the generators are in operation and the project is supplying electric
power to the South Island network, the scheme will provide no consumer
goods and services to match the incomes being distributed. When the
scheme is in operation, there will be a substantial addition to electric-
power supply in the South Island. Similarly, a large capital work may
require heavy expenditure of overseas funds. In the meantime, the export
incomes distributed to farmers and others cannot be matched by

Total Gross Percentage
Capital of Building

Year Ended Other Total Investment to Total
March Dwellings Building Building (Excluding Gross

Changes in Capital
Stocks) Investment

£ million £ million £ million £ million
1952 .. 28 31 59 148 40
1953 .. 28 33 61 174 35
1954 .. 32 39 71 184 39
1955 ..

40 51 91 211 43
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imports of consumer goods without drawing on reserves of overseasexchange. The Murupara Pulp and Paper Scheme is another exampleof capital expenditure involving heavy diversion of manpower, materials,and overseas exchange during the course of construction. Later, animportant contribution in the form of increased production for exportand local consumption is expected to result.

264. From these examples it is clear that, while capital works are in
course of construction, incomes are distributed without a correspondingsupply of consumer goods and services. Although we have quoted the
Roxburgh Hydro-electric Scheme, which is a notable example from thepublic sector, it should not be overlooked that, in comparison with the
immediate pre-war years, it is in the private sector that capital invest-
ment has proportionately shown much greater and more rapid growth.

265. The effect on the economy of increased investment, especially
during the last few years, has been an expansion of incomes relative tothe supply of consumer goods and services, leading to a situation where
everything that can be produced or imported can be sold readily.Vacancies for employment, at increasing rates of remuneration,exist for far more workers than are available, and there has been
a greater demand for imports than could be paid for from
current export earnings. As we point out later, a higher capital invest-
ment gives rise to the need for increased voluntary savings or highertaxation to remove surplus purchasing power and thus reduce the
current demand for locally produced and imported consumer goods andservices. Capital investment may be expected to continue at a high leveland the need for increased savings and higher taxation is, therefore, alsolikely to continue.

Increased Government Expenditure
266. During the war, expenditure by the Government for war purposeshad much the same effect on the economy as a capital works programme,

except that war expenditure does not usually improve the productivecapacity of the country. In principle the process is similar, in that
resources of manpower, materials, industrial equipment, and overseasexchange are diverted to war purposes. At the same time as personalincomes are expanded by Government expenditure on war, the produc-tion and importation of goods and services for civilian consumption arecontracted, and there is a tendency for demand to exceed supply and for
prices to increase.

267. The effects of expanded Government expenditure on social servicesare dealt with more fully later. As is the case with capital expenditureand war expenditure any inflationary effects can be offset to some extentif the expenditures are financed from taxation. During the war,particularly, it was not found practicable for the whole of Governmentcurrent expenditure to be financed from taxation, and the result was avery large deficit on current account in the Government's transactions.
Such a deficit, which reached a peak of £69 million in 1943-44, meansthat money is being paid out by the Government, and people arereceiving incomes which are not matched by production of consumergoods and services. This process is, of course, highly inflationary andit was one of the main causes of wartime inflationary pressures in New
Zealand. As we have pointed out in our historical review, in comparison
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with other countries engaged in warfare, New Zealand was relatively
successful in avoiding this cause of inflation and in minimising its effects
on the price level during the war period.

Expansion of the Money Supply Through Reserve Bank and Trading-
bank Credit

268. We have already mentioned in our historical review how an
expansion of Reserve Bank credit by the Government was partly
responsible for an inflationary situation in 1938 and 1939. Use of
Reserve Bank credit is another example of the distribution of purchasing
power by the Government through its expenditure, without any increase
in the supply of goods and services becoming available, and without any
surrender of purchasing power such as occurs when expenditure is
financed from taxation or by borrowing from the public. When the labour
force is fully employed, financing of Government expenditure from
Reserve Bank credit is highly inflationary.

269. Apart from direct inflationary effects, expenditure by the Govern-
ment from Reserve Bank credit may have indirect effects. When the
Government spends money provided by the Reserve Bank, the recipients
of consequential payments lodge the Government cheques to the credit
of their accounts at the trading banks. The trading banks clear these
cheques through the Reserve Bank and, as a result, their balances at the
Reserve Bank are increased. Unless the reserve ratio is promptly and
appropriately adjusted, the increase in these balances may become the
basis for an expansion of trading-bank advances considerably greater
than the original spending by the Government from Reserve Bank
credit.

270. Taking the last twenty years as a whole, we do not consider that
the use of Reserve Bank credit has been a major direct cause of in-
flation, but on several occasions in the post-war period greater restraint
in its use by the Government would have been very beneficial, especially
having regard to the effects of the use of Reserve Bank credit in
expanding the lending capacity of the trading banks.

271. Trading-bank advances and discounts have risen from £44.6
million at March 1935 to £189.3 million at March 1955. Nevertheless,
we do not regard the increase of bank advances as having been one
of the chief initiating causes of inflation throughout the greater part
of the period which we are considering.

272. As a general rule, a rise in the level of trading-bank advances
takes place as a consequence of other inflationary factors, in particular
as a result of higher export and import prices and the rises in incomes
and costs which come in their wake. Such a rise in advances contributes
in its turn to the inflationary process by enabling the existing higher
demand for capital and consumer goods and services to be made effective.
In some instances, bank credit has been used to finance capital
expenditure directly.

273. Higher trading-bank credit was an important factor in the
excessive spending which followed the wool boom of 1950—51, and which
culminated in the introduction of exchange allocation in 1952. Similarly,
a large increase in trading-bank advances was a major contributory
factor to the excessive spending and balance of payments deficits which
took place throughout 1954 and 1955.
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274. It is clear that restriction of the level of trading-bank advances
is one of the most effective restraints which can be exercised in an
inflationary situation.

275. Nevertheless, as we have already stated in respect of trading-
bank advances, we do not regard expansion of the money supply as one
of the main initiating causes of inflation over the last twenty years. In
many instances we consider that expansions in the money supply have
been the result of other developments such as expanding export incomes,
rising import prices, wage increases, and so on.

276. An increase in the volume of money is important, however,
because it means that individuals, firms and public authorities have more
spending power available to them. They can therefore afford to buy
more goods and services at current prices (if the country has the re-
sources to produce or import them), or they can then pay higher prices,
wages, rents, or rates of interest than those now ruling. But, by itself,
an increase in the volume of money does not fully account for the
development of an inflationary trend. As we have seen, a change in the
volume of money may itself be an effect of changes in prices, production,
imports, or employment. Moreover, in any consideration of the impact
of money on the economic system, the speed with which money is spent
is at least as important as the volume of money in existence.

Velocity of Circulation of Money
277. That the speed with which money is spent may vary con-

siderably is indicated by the following table, which shows changes in the
velocity of circulation or turnover of trading-bank deposits for the
years 1936 to 1955:

Index of Velocity of Circulation of Trading-bank Deposits: Average of Monthly
Index for March Years

(Base: Year ended March 1939=100)

278. The speed at which bank deposits were turned over declined
during the war, the velocity of circulation in 1945 being about 50 per cent
below the 1939 figure. This was the result of a large increase in the
volume of bank deposits, due mainly to surpluses in the balance of pay-
ments and to Government borrowing from the banking system, accom-
panied by limited opportunities for spending money either on consumer
or capital goods. There has naturally been some increase in the velocity
of circulation since the war, but, even in 1955, it was still about 30 per
cent less than it was in the years immediately preceding the war.

Year ended March: Year ended March:
1936 .. .. .. 100.8 1946 .. .. ..52.61937 .. .. .. 104.3 1947 ..

..

..60.91938 .. .. .. 102.7 1948 ..
..

..58.71939 .. .. .. 100.0 1949 .. .... 57.71940 .. .. .. 88.6 1950 ..
.... 64.8

1941 .. .. .. 76.9 1951 .. ..
..69.71942 .. .. .. 69.5 1952 .. .. .. 69.3

1943 .... ..58.3 1953 .. ..

.. 65.81944
.. .. .. 54.4 1954 ..

.... 70.71945
.. .. .. 49.8 1955 .. ..

..69.7
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279. Thus the decisions of those who have money as to how rapidly

they will spend it are at least as important to the economy as the volume
of money in existence.

Wage and Salary Increases
280. We consider that wage increases have contributed to the inflation-ary process both directly and indirectly during the last twenty years, but

in general they have been the result of other and more fundamental
inflationary forces such as buoyant export incomes and rising import
prices. We refer in Section Three of this report to the tendency in the
post-war years for the margin of actual wages paid oyer award rates to
progressively widen, and to the recent great acceleration of the process.
This development is, of course, a very definite indication of inflationary
pressures because it means that increased wages are being sought and
conceded in the confident expectation that the increased payments can
be added to prices, together with an appropriate profit margin. Since
wages are a very important constituent of costs, it is manifest that, while
such conditions continue, it is impossible to expect stability in prices of
locally produced consumer goods and services.

281. When a general order increasing wages is made under conditions
of over-full employment, the amounts paid in industry to maintain
margins well above award rates are much more significant than the
direct and necessary legal effects of the wage order. These amounts
paid to maintain margins over award rates are, of course, added to
prices together with a margin of profit.

Comparatively Rapid Population Increase
282. In our historical survey we pointed out the relatively rapid rate of

population increase in the post-war period resulting from natural increase
and, at times, from immigration. A rapid population increase gives rise

to an accelerated demand for capital expenditure on houses, schools,
hospitals, transport facilities, industrial buildings and equipment, and
other similar purposes, and this tends to add to inflationary pressures.

Social Services and the "Welfare State"
283. The inflationary influence of increased Government expenditure

on social services and the influence of the Welfare State are discussed in
the next section of this report.

Measures to Combat Inflation
284. When factors such as those mentioned above are combining and

inter-acting to generate inflationary pressures the basic problem of
economic policy is to keep the total demand for resources within reason-
able bounds. A number of factors which help to keep or bring the level
of demand closer to the supply of goods and services becoming available
are now discussed.

Higher Production
285. The best remedy for inflation is a higher level of production of

consumer goods and services, provided it can be achieved without a
disproportionate expansion of income such as occurs when there is a
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general increase in overtime at high penal rates of pay. As a supplement
to local production, higher imports of consumer goods can make a
contribution towards stability. However, in the absence of overseas
borrowing, a higher level of imports is likely to exhaust reserves of over-
seas currency, and the use of import surpluses as a deflationary device is
limited by the extent to which reserves or borrowings can safely be used
for the purpose.

Savings
286. We have pointed out that higher public or private capitalexpenditure results in the payment of large sums in salaries, wages, andother incomes, without in the meantime providing consumer goods and

services on which these incomes may be spent. This is a highly inflationary
process unless it can be offset by reduced spending on the part of the
public, thereby reducing demand for the current supply of goods and
services. When capital expenditure is increased, inflationary pressureswill be generated unless the flow of voluntary savings keeps pace, or the
Government withdraws more purchasing power from the public.

287. The inflationary effects of the growing capital expenditure and
other factors would have been much less pronounced if it had been
possible in the post-war years to maintain the proportion of small savings,
or other private saving, to the gross national income, at a level nearer tothe wartime level, or even to the 1935 level.

Primary Industry Reserve Accounts
288. These accounts were a special device used during the war and

post-war years to ensure that the buoyant export incomes did not exertthe full pressure of demand on the depleted supplies of consumer goodsand services. The annual accumulations in these accounts were similar
in their economic effect to an excess of deposits over withdrawals in thePost Office Savings Bank. In the main the primary industry reserves wereinvested in Government securities and the proceeds were used to financeGovernment capital expenditure. In the absence of these accumulationsin the industry accounts, the inflationary effects arising from increasedGovernment expenditure on war and capital development would havebeen much greater.

Wool Retention Scheme
289. The Commission commends this scheme as both timely andappropriate to the circumstances of the boom in wool prices of 1950-51.Under the scheme, the wool growers and the Government both agreedto forego temporarily their respective shares of some £32 million of thevery high prices received for wool. The effect of spreading the returnto the grower over a period of five years enabled many farmers to carryout an orderly programme of development which, if it had all beenattempted in 1951, would have been beyond the labour and otherresources available. There was, of course, a benefit to the farmer in thatlower tax rates applied in later years when the funds were released andmany would also benefit because their relatively lower incomes in theyears following 1951 would place them in lower taxation brackets than

in 1951.
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290 Under the wool retention scheme, in contrast with the primary

industry reserve accounts, the amounts retained were not invested in

Government loans, but were held in special retention accounts at the
trading banks. The scheme, however, did not include any provision to
prevent expansions of trading-bank advances based on the accretions

which occurred to the balances of the trading banks at the Reserve Ban .

We think this aspect should receive attention in any future scheme of this

nature.

Restraint on Trading-bank Lending
291. This subject is dealt with extensively elsewhere in the report. The

over-generous granting and use of bank credit contribute to an infla-
tionary situation by making the process of financing higher wage
payments and holding stocks of a higher money value relatively easy. If
finance for these and other similar purposes is scarce, an expansion ot
private investment like that which has occurred in recent years is much
more difficult to carry out. Restraint on bank credit alone cannot be

expected to right an inflationary situation, but applied early enough and
firmly enough it can act as a powerful reinforcement of fiscal and other
policies designed to achieve that end.

Taxation and Government Borrowing
292. Higher taxation is one recognised means of reducing the volume

of purchasing power in the hands of the public. Provided the increased
taxation is not used for increased Government expenditure but leads
to a Government overall surplus, there are circumstances in which this
method can be most effective. A surplus so achieved would be
appropriately applied to reduction of the Government's indebtedness
to the Reserve Bank. It is important, however, that any policy of
budgeting for a surplus through higher taxation should be supported
by strict control of bank advances and by appropriate interest-rate
policy, otherwise increases in taxation may be reflected, at least in part,
in higher prices. In other words the inflationary process could be
stimulated and not curbed.

293. A Government surplus achieved by reducing expenditure is,
of course, likely to be more effective in curbing inflation because in that
case there will be a reduction of purchasing power in the hands of the
public and no added impetus to inflation from higher taxes.

294. Notwithstanding the reservation we have made that in an in-
flationary situation higher taxes may be reflected in higher prices,
we are firmly of the opinion that budgeting for a substantial surplus,
through higher taxation if necessary, is an essential part of any com-
prehensive policy of curbing inflation. We believe that in inflationary
circumstances the Government should finance from taxation as high
a proportion as possible of its total expenditure, including capital ex-
penditure. From the point of view of countering inflation we would
suggest the following order of preference for sources of finance for
Government expenditure (including works and other capital expendi-
ture) :

(a) Taxation.
(b) Borrowing in New Zealand.
(c) Borrowing overseas.
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295. Financing capital works from taxation is more likely to reduce

current expenditure on consumption of consumer goods and services
than is borrowing from the public in New Zealand. Nevertheless, we
consider that, in existing circumstances, the Government is fully justi-
fied in borrowing on the market in New Zealand to the fullest extent
practicable, even if as we suggested previously, any overall cash sur-
plus is devoted to reduction of Government indebtedness to the Reserve
Bank. This we regard as highly desirable in inflationary circumstances.
Competition by the Government for the money available on the market
is one means of putting a brake on too rapid expansion in other
sectors of the economy and especially in the private sector.

296. Borrowing overseas is justifiable when the level of capital
development is so high that it is necessary to augment the resources
of overseas exchange becoming available. In this way, overseas borrowing
can make a useful contribution by enabling the level of consumerimports to be maintained. However, Government overseas borrowing
should not be made a substitute for a withdrawal of purchasing powerthrough taxation and borrowing in New Zealand, when the condition
of the economy indicates the need for such a withdrawal.

297. We have not included the financing of Government works from
accumulated cash balances or from Reserve Bank or trading-bankcredit in the above order of preference because they are directlyinflationary in character and they should be avoided unless it is desired
to apply a stimulus to the economy. In other words, these methods offinance are more appropriate to depression conditions.

298. In the foregoing paragraphs we have laid special emphasis onthe importance of taxation as an anti-inflationary measure. We thinkthat much of the popular objection to such measures stems from amisunderstanding of basic economic processes and of the economicfunction of taxation. In the modern State it should be recognised that
a basic function of taxation should be to control the amount of
Purchasing power in the hands of the public and to reduce it when
purchasing power is in excess of the desirable level. We believe that ininflationary circumstances the principal means of dealing with excesspurchasing power should be higher taxation, supplemented by:

(a) A close check on public expenditure.
(b) A tight bank advances policy.
(c) Higher interest rates.
(d) Continued control on the level of private investment throughexisting controls.
( e) Appropriate adjustments of any arrangement for granting specialdepreciation allowances. Such allowances tend to acceleratecapital expenditure and their withdrawal would remove anincentive to such expenditure.

Exchange Rate Policy
299. Only one general alteration in the New Zealand exchange ratehas taken place during the last twenty years. This occurred in 1948

Zealand pound was appreciated from £(N.Z.)125 =

£(U.K.) 100 to parity with the United Kingdom pound. This adjust-ment had important disinflationary effects because it curbed effects of
increases in export prices and also prevented much of the rapid increase
in import prices from being reflected in New Zealand prices.
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300. A general alteration in the exchange rate results in an adjustment

of farm incomes and of import prices. It so happened that the particular
circumstances of 1948, when substantial additions were accruing to
stabilisation funds for meat and dairy produce and when both import
and export prices in terms of overseas currency were rising rapidly,
enabled the exchange adjustment to be accomplished with the maximum
beneficial effect and with a minimum of disturbance to the economy.

301. Major alterations in the exchange rate are a drastic and far-
reaching method of adjusting the economy to external circumstances,
through a redistribution of incomes in New Zealand. Although the
immediate effects of an exchange adjustment are apparent, the final
incidence of the alteration upon the different sections of the com-
munity is most difficult to measure. For example, much of any gain
to the farmers from an exchange depreciation will be offset by rising
import costs in terms of New Zealand currency and even by consequent
increased costs in New Zealand. Similarly, the immediate loss of export
incomes following an appreciation in the exchange rate will be com-
pensated for, in part at least, by lower or less steeply rising import costs
and also by lower or less steeply rising internal costs.

302. Although exchange adjustments do have important immediate
effects in redistributing incomes in New Zealand, such adjustments do
not affect the real national income, which comprises the goods and
services available during the year to the community. The real national
income can be raised only by an increase in production in New Zealand,
or by an improvement in the terms of our overseas trade which enables
us to import more in exchange for a given quantity of exports.

303. Because of the very far-reaching and disturbing effects on incomes
and prices in New Zealand we think it better that major adjustments of
this nature should be reserved for very special circumstances, such as
those which occurred in 1933 and in 1948.

Interest Rates
304. The need to make greater use of interest-rate policy to reinforce

other monetary and fiscal measures is discussed fully later in this report.

Direct and Indirect Controls
305. One method of dealing with inflationary pressures during the

last twenty years has been to control directly the effects of inflationary
pressures on prices, wages, profits, imports, and so on. The New Zealand
experience has been that a comprehensive system of direct controls is
very effective under wartime conditions, when operation of the con-
trols is reinforced by patriotic motives and by special wartime fiscal
measures. In peacetime any really comprehensive system of direct
controls would be unlikely to receive wide public acceptance.

306. In a peacetime economy, tendencies towards inflation are best
countered by a comprehensive combination of fiscal and monetary
policies. Neither fiscal nor monetary policies are likely to succeed unless
they both form part of a carefully concerted overall economic policy.
But general economic policies, as with wartime control measures, are
dependent to a considerable degree for their effectiveness on public
understanding of the need for them. This understanding can only be
achieved if the Government is prepared to provide adequate, clear, and
objective information.
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307. Application of moderate measures at an early stage may avoid the
need for drastic measures later. The need for such early action is not
always obvious and, if public understanding is to be achieved, the fullest
public explanation of policy measures is necessary. It is relatively easy
for the public to understand and appreciate measures designed to avoid
a slump. Anti-inflationary measures are less likely to be understood or
to be welcomed because they usually involve reducing someone's income
or preventing someone from carrying out projects which to that indi-
vidual appear advantageous but which, from the point of view of the
community, should be postponed or even abandoned in the interests of
economic stability and of making the best immediate use of available
manpower, materials, and other resources.

308. Under modern conditions the Government must assume an
increasing degree of responsibility for the general management of the
economy. To do this successfully requires an objective outlook on the
part of the Government and on the part of the public. We fully realise the
difficulty in reaching and maintaining such a viewpoint when the interval
between general elections and the period between appeals to the electorate
are as brief as three years. It is not within our province to make recom-
mendations about parliamentary elections, but we consider that, if the
parliamentary term were longer, there would be sufficient time for the
effects of longer-term monetary and other economic policies to become
apparent.

309. Whatever the parliamentary term, we are satisfied that, if the
modern economic system is to operate satisfactorily, the Government of
the day must be prepared to take measures to some extent detrimental to
short-term individual and political interests, but which are for the benefit
of the country. It is only by such measures that the modern Welfare
State can be managed satisfactorily and a reasonable measure of stability
achieved.

Summary
310. The following is a summary of the more important matters dealt

with in this Section of our report:
(a) Inflation is an expansionary condition of the economy in which

prices, incomes, public and private expenditure, and bank
credit all tend to influence one another in an upward direction.

(b) The apparent attractions of continued moderate inflation are
heavily outweighed by the damage it does to the economy.

(c) Compared with a value of 20s. in the base years 1926-30,
the retail purchasing power of the New Zealand pound was
10s.7d. in the last quarter of 1955. Similar computations for
the United Kingdom pound and the Australian pound show
a 1955 purchasing power of 10s.9d. and 8s.3d. respectively.

(d) The main causes of inflation operating in New Zealand during
the years 1935to 1955 have been:

(i) Rising overseas prices for New Zealand exports and
imports.

(ii) High private and Government capital expenditure.
(iii) Government expenditure on war and other military

requirements.
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(iv) Inadequacy of voluntary savings to match capital in-
vestment.

(v) Expansion of the money supply through increases in
Reserve Bank and trading-bank advances.

(vi) Wage and salary increases.
(vii) The comparatively rapid population increase in the

post-war years.
(viii) Increased Government expenditure on social services

and the philosophy and policies commonly associated with the
Welfare State.

(e) Apart from the drastic measures adopted during the war the
more important means of combating inflationare:

(i) Higher production.
(ii) Increased savings.
(iii) Restraint on trading-bank lending.
(iv) Higher taxation and borrowing in New Zealand and in

some circumstances borrowing overseas.
(v) Higher interest rates.
(vi) In special circumstances, arrangements like the primary

industry reserve accounts and the wool retention scheme.
(vii) In special circumstances, an appropriate adjustment

of the exchange rate.
(f) In a peacetime economy, tendencies towards inflation are best

countered by a comprehensive combination of fiscal, monetary,
and other economic policies, which for their effective operation
are dependent to a considerable degree on public understand-
ing of the need for them.

311. In the next section some of the effects of the Welfare State on the
economy are examined.
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Section Six

THE WELFARE STATE AND ITS EFFECTS ON THE
ECONOMY

Introduction
312. When falling export prices brought the world depression to

New Zealand in the 1930's, Governments for fifty years had
gradually been assuming on behalf of the community a degree of
responsibility for the welfare of the individual. The immediate result
of the depression was to extend this responsibility to provision for the
relief of unemployment. The experiences of the depression gave a fresh
impetus to social reform, and the advent of a new Government in
1935 was quickly followed by Government acceptance of a much wider

responsibility.
313. This acceptance of wider responsibility for individual welfare is

the basis of the philosophy of the Welfare State. The widespread
influence of some of the reforms introduced in New Zealand is indicated
by this International Labour Office comment to the Geneva Conference
of 1949 in a document entitled "Systems of Social Security": "It (N.Z.'s
Social Security Act of 1938) more than any other law has determined
the practical meaning of social security and it has deeply influenced the
course of legislation in other countries".

314. The purpose of the Social Security Act, as set out in its preamble,
is "to safeguard the people of New Zealand from disabilities arising
from age, sickness, widowhood, orphanhood, unemployment, or other
exceptional conditions"; to provide medical and hospital treatment to
all in need of it; and to provide "such other benefits as may be necessary
to maintain and promote the health and general welfare of the
community".

Redistribution of the National Income
315. The simple alleviation of distress, or prevention of undue hard-

ship, by expenditure from State funds, which was the earlier conception,
is no longer the sole aim. The Welfare State achieves some of its
purposes through a calculated redistribution of the national income.

316. This redistribution is not confined to payments to the sick, the
aged, and the needy, or to assistance to those who may be unemployed.
For example, subsidies are used to keep down some prices which affect
the cost of living, and the family allowance assists those with young
families. In both these instances there is no means test; therefore the
whole community shares the assistance, irrespective of income. In other
instances, such as the age benefit, a means test is applied.
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317. Government assistance towards the cost of housing is another
method of redistributing the national income. The 1937 Financial
Statement contains this comment: "A more just distribution of the
national income is linked up with the provision of adequate housing
facilities".

318. Not all this redistribution is accomplished through the Social
Security Fund. Family allowances are paid through the Fund, but
subsidies are not. Nor is Government-assisted housing or State housing
financed through it. And the Social Security Fund itself is augmented
each year from the Consolidated Fund.

319. Indeed, because the contributions are not invested and
accumulated for the future payment of benefits, the Social Security
Fund is not a "fund" in the actuarial sense of that term. Rather, it is
an account recording taxation collected and payments distributed
according to a recognised but changing pattern of benefits.

Greater Scope of Government Action
320. The enlargement of Government responsibility under the Welfare

State has been accompanied by widened scope of Government action.
The Government controls the Reserve Bank, which is charged with the
duty of using credit policy to promote and maintain economic and social
welfare, stability of internal prices, and production. It is charged
too with the duty of safeguarding the country's reserves of overseas funds.

321. The Government has, of course, also concerned itself with hours
and conditions of work and minimum rates of pay since the last century.
Here again, there has been a gradual enlargement of objective and
action to include a wide improvement in conditions and increased
leisure for all.

322. All these responsibilities involve the Government in a much more
deliberate and comprehensive management of the national economy
than was contemplated, or possible, under the more limited powers of
democratic governments of the past. It is difficult to decide exactly
where the Welfare State (as such) begins or ends and it is, therefore,
also difficult to isolate its effects on the economy and to distinguish
them from effects arising from other causes.

Economic Consequences of the Welfare State
323. However, it is possible to identify broadly certain economic

consequences which flow from the measures generally recognised as
being inherent in the Welfare State. It is with such measures in their
relation to the monetary, banking, and credit systems of this country
that the Commission must deal.

324. The Associated Banks in New Zealand, in a written reply to
a question from a member of the Commission, offered this comment:
"Although social services and social security programmes are desirable
in themselves, it must be realised that they involve social cost in other
directions." Mr Whyte, Chairman of the Associated Banks, under
examination agreed that, "One of the factors which today discourages
saving is what we would call the Welfare State".
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325 The Reserve Bank, in a document supplied at the request of the

Commission listing the causes of inflation in order of importance, gave

as No. 5: "The Welfare State philosophy which, though good in itself,

tends to produce:

(a) Heavy Government expenditure;
(b) Heavy taxation;
(c) Excessive protection to secondary industries
(d) A weakening of incentives;
(e) Free spending on consumer goods;
(f) A feeling that "nobody must be hurt" by economic forces or

political decisions."
326 Mr P. L. Porter, Chairman of the Capital Issues Committee,

in the course of a statement on inflation "The conclusion I came
to was that it was really the application of the Welfare State idea of
running our affairs that is causing the pressure. The method of
with social problems by handing out money was very laudable in

purpose but it doesn't seem to work out too well in practice." He also
said: "The restriction of bank advances, restriction of capital issues all

those sorts of things - are dealing with symptoms".
327. Measures for redistributing the national income may do more

than merely reduce the purchasing power of one section of the com-
munity and correspondingly increase the purchasing power of another
section By increasing the demand for consumer goods and services these
measures may create a buoyant market with a consequent stimulation of
industry and commerce. Buoyant demand m the market may m turn
encourage greater production, but under conditions of over-full emp oy-
ment it is more likely to lead to higher costs, profits, and prices without
increased output.

328. But even although measures to redistribute the national income

may cause some inflationary pressure, it is through such measures that

people are made more secure than they would otherwise be against

unemployment, the financial burdens of prolonged illness, and hardship
in old age; and are helped through other difficulties that might confront
them, such as the adequate education of their children. Reduced hours
of work ensure more leisure and should tend to produce better work

in the shorter hours. The forty-hour week is part of a long continuing

process of improvement in working conditions, and the increased leisure
thus acquired is, of course, an element in the standard of living.

329. A higher leaving age for school children, and the continuance
of the family benefit from sixteen to eighteen years for children
remaining at school, give a better opportunity for education to those
who will in time provide the labour force of the country. Those staying
longer at school should be better equipped for their work and for their
duties as citizens.

330. Assistance for home building or home purchase helps to better
the housing of the community and removes a large measure of avoidable
hardship.
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331. These things are not achieved without cost, direct and indirect,and it has become a responsibility of Government to take account of

such cost and to consider both the direct and indirect effects of Welfare
State measures upon the community.

The Cost of Social Services as a Proportion of Gross National Income
332. The increasing total payments from the Social Security Fund

are imposing a lessening proportionate burden on the expanding nationalincome, as the following table shows:

(1) Source: The Budget, 1952 and 1955.

333. Even when all social services are taken into account, includingthose paid for from the Social Security Fund, the monetary cost is still
not proportionately an increasing burden:

(1) Source: The Budget, 1952 and 1955.

334. However, the proportionate burden has lessened slightly in thelast few years only because the gross national income has risen fasterthan the expenditure on social services. If there should be any fallin the gross national income, or even if it should become stationarythe picture would be entirely different. In New Zealand, which is
so heavily dependent on overseas markets, this is a factor of realsignificance.

Social Gross Percentage of
Year Ended March Security National Gross National

Payments(1) Income Income

£ million £ million
1974 .. .... 36.8 424 8.681948 .... .. 40.4 480 8.42
1949 .... .. 43.0 488 8.81
1950 .... .. 46.4 55 2 8.41
1951 .... .. 49.4 696 7.101952 .. .. ..54.2 722 7.51
1953 .... .. 58.8 754 7.801954 .... .. 62.4 834 7.481955 .... .. 67.2 927 7.25

Gross Percentage
Year Ended March Expenditure of Gross

on Social National
Services(1) Income

£ million1947 .... .. 55.0 12.971948
.. .... 61.3 12.77

1949 .... .. 67.5 13.83
1950 .... .. 74.8 13.551951

.. .. .. 81.5 11.711952

.. .. .. 91.6 12.691953 ..
.. .. 102.0 13.531954 .... .. 109.8 13.171955 .... .. 117.1 12.63
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Indirect Effects of Welfare State Measures
335. Everybody contributes through taxation, directly or indirectly,

to the cost of the Welfare State. However, broadly speaking, the redistri-
bution of income involves taking money in taxation from those with
substantial incomes and transferring it through money payments or free
services to those on lower incomes or using it by subsidy to keep down
the cost of certain commodities.

336. In other words, money is taken especially from those who have
considerable capacity to save (including business concerns) and who
would be likely to save and invest money. Much of the money is trans-

ferred to those who have less individual capacity to save and are
more likely to spend it, or who, if they do save, are more likely to use
the savings for subsequent spending on consumer goods and services

rather than for long-term investment.
337. While the individual saving capacity of those in the lower income

groups is limited, they form so large a part of the population that, as
groups, their contribution to the total saving of the community can be
very important. Their total spending is of equal moment.

338. The sense of security derived from the State guarantee against
unemployment and hardship in old age or through prolonged illness
also leads to freer spending. The result of this freer spending is to

increase the demand on goods and services (including imported goods)
and to add to the upward pressure on prices.

339. In the above circumstances, the Government obtains larger
revenues from taxation on increased earnings and there is a tendency to
increase State spending. There is consequently keen competition between
the State and private individuals or business concerns for labour and
materials, particularly in the building industry. This competition again
increases inflationary pressures.

340. When housing is undertaken by the State, or given State help
through large supplies of credit on easy terms, this adds to the demand
on the building industry including the demand for skilled and unskilled
labour, and thus tends to increase costs and make it easier to secure
higher profits.

341. Shorter hours of work in industry generally, a feature of the
Welfare State, must result in lower production and higher prices
unless they are offset by greater effort or by improved methods of
production, including more efficient equipment. Other social reforms,
such as earlier retirement and a higher leaving age for school children,
tend to reduce the effective labour force.

342. The cumulative effect of all these aspects of the Welfare State
is to contribute to a higher level of demand for consumer goods and
services, both locally produced and imported. This higher level of
demand results in greater business turnovers and higher profits, also
in increased capital expenditure to meet the needs of expanding
businesses. In these ways, competition for labour is intensified and, in
minimum wage negotiations, resistance to high wage demands is lessened.
The Welfare State measures we have discussed therefore contribute to

inflationary pressures both directly and indirectly.
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The Revision of Welfare State Measures
343. Provisions for the redistribution of the national income need

adjustment from time to time to meet changing circumstances, and
they have been so adjusted. In 1947, for example, some subsidies were
removed and others were reduced. The same thing was done again in
1950. In 1953 the prices of certain commodities were allowed to rise
instead of being held by increased subsidies. Similarly, monetary benefits
under the Social Security Act have been varied in response to changed
circumstances. As an example, a cost-of-living bonus of 5 per cent was
granted in June 1950 in consideration of the removal of some subsidies
and thereduction of others.

344. The foregoing instances serve to show the close relationshipbetween different measures. This relationship was further exemplified,
in the first general wage order made after the reduction of subsidies in'1950, when the Court of Arbitration took cognisance of the effect of
the reduction on costs of living.

345. The part played by Government in management of the economyalso varies according to circumstances and needs. There have, for
instance, been significant changes in the disposal of dairy produce,
and in the provisions designed to assure the producer "of a sufficientnet return from his business to enable him to maintain himself and
his family in a reasonable state of comfort" one of the express purposes
of the Primary Products Marketing Act 1936.

346. In the marketing of produce of all sorts and in the safeguarding
of the primary producer, the Government nowadays plays different
parts according to the circumstances of the particular industry. In
some cases the Government acts jointly with the appropriate industryin marketing primary products.

347. As Michael P. Fogarty explains in his book Economic Control,
"The hall-mark of the Welfare State is, in fact not that the State does
everything but that it thinks about everything. Its business ... is to
direct, watch, stimulate, and restrain, and only incidentally to operate".

The Conflict Between Objectives
348. As we have pointed out in Section Two of this report, there is

inevitably, in a managed economy, a conflict between the'differentobjectives of Government, and it is necessary to examine the extentto which a policy will advance one objective of Government againstthe extent to which it may hinder achievement of another objective.
349. Such conflict makes it harder for the Government to keep the

total demand of the community within the capacity of its total physicalresources, which is necessary to a sound economy and to the preventionof inflation. The Government, however, has all the requisite powers to
accomplish its task. As the Governor of the Reserve Bank indicatedunder examination, there is nothing in the Welfare State conceptionwhich necessarily involves New Zealand in over-full employment orinflation to the present extent.
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The Welfare State and Productivity
350. Without making any allowance for sickness or absenteeism, but

taking account of holidays and rest intervals during the day, actual
productive hours of work at ordinary rates of pay probably do not

exceed 353/4 per week.
351. There has been a considerable reduction in the proportion of

males actively engaged after sixty-five years of age, as shown by these
census figures:

1936:40 per cent.
1945:30-7 per cent.
1951:26-5 per cent.

(The proportion of females actively engaged after sixty-five years has
always been negligible.)

352 The steady rise in the age benefit, which is dependent on a
means test, would seem to be reflected in the steadily reducing pro-
portion of males working after sixty-five years of age. A recent survey
shows on the other hand, that "nearly half of retired Government
superannuitants", who are not subject to a means test, are actively
engaged. There must be a number of men over sixty-five who would
work if there were no means test.

353. Overall productivity has increased considerably since 1936, but
part of this increase has been achieved by working considerable overtime
at penal rates of pay, which has added to costs. There has been no
attempt at the extensive use of shift work. The table contained in para-
graph 93 of this report shows that, since 1949, the index of productivity
per head of total population has been static, despite extensions to
factories, installation of new machinery, and recent notable expansion
of agricultural and pastoral activities.

Conclusion
354. There is no doubt that, during the last few years, the con-

siderable inflationary pressures which have been generated in the New
Zealand economy have been accentuated and aggravated by measures
based on the acceptance by the State of wider responsibility for
individual welfare, which is the fundamental principle of the Welfare
State.

355. The indirect effect of some of these measures has been to
stimulate private expenditure on consumer goods and services and to
increase the demand for capital expenditure, both Government and
private. At the same time the incentives to private saving have been to
some extent weakened by State provision of benefits designed to
protect the individual in adversity.

356. On the other hand (as we point out later when examining the
relationship between monetary and budgetary policies), measures which
the Government must use to control and eliminate inflationary pressures
usually involve some diminution of the purchasing power of individuals.
On the surface this appears to conflict with the aim of the Welfare
State, which is to promote the welfare of individuals. If the Welfare
State is to avoid chronic conditions of inflation, which would do much
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to harm both the individual and the economy, it must be understood
and accepted that the State which pays benefits may also find it
necessary to apply remedies involving curtailment of the purchasing
power of individuals through taxation and in other ways.

357. Management of the economy within the resources availablewould still be a problem without the Welfare State. In such
circumstances the responsibility of the Government would be less - but
so also would be its capacity for effective action, especially under the
threat of a recession.

358. In the next section of this report we assess the present monetary,banking, and credit systems of New Zealand before examining the
major proposals for reform.
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Section Seven
ASSESSMENT OF THE PRESENT MONETARY, BANKING,

AND CREDIT SYSTEMS
359. No complex modern economic system could function without

the generally acceptable medium of exchange, measure of relative
values, and store of purchasing power for the future, which money
provides. Nor could a modern economic system based primarily on the
institution of private ownership and enterprise survive without a large
volume of credit. Money, banks, and credit, in one form or another,
are vital to the continued operation of the economy of a modern
community.

360. In assessing the present monetary, banking, and credit systems, it
is necessary not to overestimate what could be achieved even by a perfect
and farsighted monetary and credit policy. The monetary, banking, and
credit systems are only some of the many factors which determine the
material standard of living which a country can achieve. More important
are:

(a) The proportion of the population able and willing to work.
(b) The quality of the labour force, which includes all those engaged

in production; their knowledge of advanced techniques, their
ability to devise better methods of production and distribution
(which implies a high standard of education and the devotion
of a proportion of our energies to research); and their willing-
ness to apply their minds and hands to production and distri-
bution (which involves good relations between management
and workers, incentives to work and willingness to make and
accept innovations).

(c) The quantity and quality of the natural resources available in the
country.

(d) The buildings, equipment, roads, schools, pastures, stock, and so
on, that is, the social and material capital built up in the past.

(e) The ability and willingness of the people to maintain, improve,
and add to that capital.

(f) The terms on which the country exchanges goods and services with
other countries.

361. There is at every point of time a limit to the amount which any
country can produce or can obtain by overseas trade for distribution
among its citizens. This limit cannot be escaped by any manipulation of
the monetary, banking, and credit systems, but only by increasing the
proportion of workers, improving the quality of the labour force,
making better use of natural resources, increasing the quantity and
quality of the country's capital, or by an improvement in the terms
on which goods and services are exchanged with other countries.

362. Even a perfect monetary system could not prevent some insta-
bility or insecurity in a world where new or improved products,
services, and techniques are constantly being devised, and where indi-
viduals and firms are allowed a large degree of freedom to choose how
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they are going to dispose of their money. The implications of this free-
dom of choice do not seem to be fully appreciated by many people. When
these implications are examined, what is surprising is not that the
economic system suffers from fluctuations from time to time, but that
the fluctuations are not more severe.

363. Those with money have a wide range of choice in deciding what
to do with it. The money incomes of private individuals, business, or
Government may be used to buy any of a large variety of consumer
goods, either imported or locally produced; to buy a section or a home;
to pay for services rendered by other persons; to purchase property,
equipment, raw materials, and other goods, either imported or locally
produced, for use in production or for sale. Some part of the money
incomes must be used to pay taxes or rates; some to repay debts; and
some may be saved.

364. If there is a decision to save, the money may be hoarded or left
on current account with a bank; placed on deposit to earn interest with
a savings or trading bank, or other financial institution; used to pay a
premium on an insurance policy; lent to an individual, a firm, a local
body, or to the Government; or used to buy existing securities. More-
over, in certain circumstances, it is possible to spend in excess of one's
income; the individual, the firm, the local body, or the Government may
use past savings, or the proceeds of debts repaid to them; may sell some
of their material assets or securities; may borrow money either in New
Zealand or overseas; or may obtain goods on credit from their suppliers.

365. With this wide range of possibilities it is not surprising that there
should be ups and downs of economic activity, not only in particular
sections of the economy, but also in the economy as a whole. There is
nothing to prevent the members of the community, if they so desire,
from spending less than before from their incomes, from borrowing, or
from past savings, on domestic goods and services, thus reducing the
sums paid out to producers and lowering the total money incomes
accruing to them. Again, if they wish, people may spend more on im-
ported goods and less on local goods, in which case local producers
again receive less income. On the other hand, it is possible for spending
on goods and services in New Zealand to increase through a reduction
of savings or through greater borrowing or use of past savings; or
because people begin to spend on local goods in preference to imports.
In these cases, total money incomes in New Zealand will rise. The real
benefit of such a rise in money incomes depends on how far domestic
production and imports can be increased to match the increased spend-
ing. As we point out elsewhere, restriction of spending and money in-
comes may be desirable when there is already excessive competition for
goods and services.

366. A further complication in New Zealand's case is that the freedom
of choice of people overseas may affect our real or money incomes. If
they decide to increase their spending on New Zealand's exports, money
incomes in New Zealand will rise; if they decide to reduce their spending
on New Zealand's exports, incomes in New Zealand will fall. Again,
if there is an increase in the prices of overseas goods which New
Zealand imports, we cannot avoid paying the higher price; but if there
is a decrease, New Zealand benefits.
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367. Thus, quite apart from the type of monetary, banking, and credit
systems adopted, New Zealand's economy is inevitably subject to dis-
turbance from the effects of new inventions, changes in the patterns of
spending and saving of the people, and economic fluctuations overseas.

368. The most that can be expected from the monetary, banking, and
credit systems is that they should certainly not aggravate these natural
instabilities; and that they should be capable of being used to
assist in the economic adjustments which are necessary to enable society
to reap the benefits, while countering any drawbacks, of technical and
economic changes.

369. The main criticisms of the present monetary, banking, and credit
systems made before the Commission were:

(a) That they had held down the standard of living of the country,
because they did not provide sufficient purchasing power for
people to buy the goods and services which could be pro-
duced. _

(b) That they had failed to provide the community with money which
remained stable in purchasing power.

370. For reasons given elsewhere in this report, we do not agree
with the first criticism of the systems. Production in New Zealand has
not been retarded in recent years by any shortage of money or spending.
Indeed, we believe that productivity might have been increased if
spending had been more effectively restrained, in that greater com-
petition would have provided more incentive to improve methods of
production and cut costs, and would have reduced the heavy turnover
of labour.

371. The second criticism is, of course, valid. For reasons given in
Section Five of this report, where the drawbacks of inflation are dis-
cussed, no one can view with complacency the fall in the value of money
which has occurred in the last fifteen years or so, even though the
majority of the people have managed to increase their incomes more
than sufficiently to offset the rise in the cost of living, as measured by
the consumers' price index. But the fact that we have not enjoyed
stability of prices under the present systems does not necessarily mean
that they should be drastically revised. For:

(i) In the circumstances, a great degree of instability of prices
may have been inevitable under any system.

(ii) The degree of instability may have been due not so much to
the systems as to the way in which they have been adminis-
tered.

(iii) Alternative systems which might have prevented such a degree
of instability of prices might have frustrated other objectives
to which the Government must have regard.

The problem is to find improvements which could be made in the
existing systems or their operation, or to find alternative systems, which
would provide greater stability of prices without frustrating healthy
economic development, full employment, and other desirable ends.

372. None of the major proposals for reform of the existing systems
put to the Commission seem to us to provide an acceptable solution to
this problem of instability of prices. Our reasons for this conclusion are
set out in detail in the next sections of this report.
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373. In our view, no radical reform of the existing systems is
necessary, although we consider that their administration could be
considerably improved.

374. It must be recognised that the fall in the value of the New
Zealand pound during the bulk of the period considered in this report
has been in conformity with a world-wide trend. Since 1935, our export
prices have risen by about 300 per cent and our import prices by about
186 per cent. We do not believe that there was any practicable means
of preventing this increase in overseas prices from generating a con-
siderable increase in prices, incomes, and the volume of money in New
Zealand. (See Section Five of this report.)

375. Nevertheless, we believe that the authorities have permitted
spending to expand unduly from time to time, with the result that there
has been excessive competition for the limited supply of labour and
resources available, a greater rise in costs and prices than was justified
by external factors alone, and recurrent balance of payments difficulties
despite large current earnings of overseas exchange and improved terms
of trade.

376. A major factor contributing to the unduly high domestic spending
was a large increase in the volume of money. In turn, one of the factors
leading to this increase in the volume of money was an expansion of
bank advances. This was not a particularly significant factor up till
1949; but advances were expanded excessively during the period from
1949 to 1952 and again in the period 1954-55.

377. The question arises why the undue expansion of advances
during these two periods was not prevented by the monetary authorities:

(a) Are there inherent weaknesses in the methods of control available
to the monetary authorities?

(b) Have the methods available not been used?
(c) Have they been used with insufficient speed and resolution?
(d) Have the policies of the monetary authorities been frustrated by

factors outside their control?
378. Variations of the statutory minimum reserve ratios and the

interest rate on advances to the trading banks, the major methods of
control available to the monetary authorities, have special limitations
arising from New Zealand's banking and economic system. We outline
later in the report some of these limitations. But we are convinced
that the failure of monetary policy to prevent an undue expansion of
advances in recent years has not been due primarily to weaknesses
inherent in the reserve ratio system. The main reasons for failure
have been:

(a) Tardiness in making use of the reserve ratios while direct controls
were being relaxed a few years after the war.

(b) Reliance by the authorities:
(i) On voluntary co-operation from competitive trading

banks which was not fully forthcoming; and
(ii) On the theory that leaving the banks with only a narrow

margin of free cash would induce them to restrict lending.
(c) Insufficient speed and resolution in effectively applying the

reserve ratio controls to changing conditions.
(d) Lack of co-ordination between policies designed to control bank

advances on the one hand, and fiscal, capital issues, interest
rate, and housing-finance policies on the other.
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379. In reviewing past events, we have the considerable advantage of
hindsight. The authorities are required to make decisions with no
certainty as to what will happen in the months ahead, and sometimes
with insufficient information on current trends. The difficulties in the
way of reaching proper decisions under such circumstances are obvious.
The Reserve Bank has been in operation for only twenty-one years.
When it raised the reserve ratios in 1952, it was using this weapon for
the first time, so that it had no experience of how it would work in New
Zealand. It is understandable that, in these circumstances, it should
feel obliged to follow a relatively cautious policy. These factors are in

our minds as we make the following analysis; but as our task is to formu-
late constructive suggestions for the future, we cannot avoid drawing
attention to measures which appear to us, looking back, to have been
inadequate.

1949 to 1952: Reliance on Voluntary Co-operation
380. We recognise that a great deal of the expansion of bank

advances between 1949 and 1952 was inherent in the circumstances.
There were sharp increases in export and import prices after the
outbreak of war in Korea, followed by increases in wages, the com-
plication of the waterfront dispute, and the sudden arrival in 1951-52
of large quantities of imports which traders had expected to receive
spread over a period in the future. Nevertheless, the expansion of
advances which took place was excessive. We are convinced that
greater restraint in the granting of overdraft limits between 1949 and
1951 would have materially restricted the expansion of gross private

investment, which rose from £71 million in 1949—50 to £123 million
in 1950-51 and to £132 million in 1951-52, and was thus a potent
factor in aggravating the existing inflationary situation. It would also
have prevented some of the strong demand for imports from becoming
effective and thus, perhaps, have avoided the reintroduction in 1952
of control of imports in the form of a system of exchange allocation.

381. The fact that advances expanded unduly in this period would
seem to us to have been largely due to the failure of the monetary
authorities to make use of the reserve ratio system. The danger of a
substantial increase in advances was inherent in the relaxation or
removal of direct controls which had previously restrained demand for
local and imported goods and services; in the increasing availability
of imported goods; and in the high cash reserves held by the trading
banks, reserves which were increased considerably between 1948 and
1950 by Government borrowing from the Reserve Bank and between
1949 and 1951 by balance of payment surpluses.

382. The Reserve Bank does not appear to have recognised the need
for imposing restraint until towards the end of 1950, for in May 1950
it relaxed its selective advance control policy to some extent. However,
in October 1950, and again in May 1951, the Reserve Bank asked the
trading banks to adopt a cautious attitude to all requests by customers
for increased accommodation. At this stage, in our opinion, the trading
banks did not give to the Reserve Bank the co-operation which the
circumstances warranted in restraining the expansion of advances.
Towards the end of 1951 a directive was issued to the banks under the
selective advance control policy, seeking to restrict advances for trading
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purposes and for imports, and to have the banks examine overdraft
accounts in cases where customers were obviously leaning too heavily on
bank finance. It was not until December 1951 that the banks were
advised that it was intended to raise the statutory reserve ratios, and
the first increase was not made until August 1952. In the meantime,
advances had risen from an average of £82 million in the calendar
year 1949 to £113 million in January 1951, to £159 million in
January 1952, and to £187 million in April 1952. By the last date, the
ratio of the banks' liquid assets to their deposits had fallen to a figure
which made it desirable, in their own interests, to restrict credit;
and a system of exchange allocations had been introduced to protect
the country's overseas exchange reserves.

383. Questions were directed to the Governor of the Reserve Bank
and to the Secretary of the Treasury during our hearings with the
object of ascertaining what factors had stood in the way of an earlier
increase in the reserve ratios. The following are extracts from the replies
made to these questions:

Question:
Why then was the reserve ratio policy not introduced until August 1952?
Mr Fussell:
I suppose one could trace many types of reasons but I think the underlying one

would be that we were operating actually direct controls, and although we started
thinking of ratios as direct controls began in post-war years to be diminished,
the time to make the transition did not seem to have arrived, but when we felt
it was coming along we took it up with the Government to inform them months
beforehand -we had to get the Minister's concurrence - and then informed the
banks months beforehand, because it was important that a system should not
have to adapt itself too suddenly to a new set of conditions and a new type of
technique but from the moment we mentioned the new ratio, it had in fact
been in force, because they knew from that moment they would have to restrain
themselves. At the same time direct control of manpower and materials had
receded into the past - all pointed to the transition from direct control to indirect
control, but to attempt to do it or even to run it in conjunction with the Import
Allocation System would, I think, have been unwise and double-banking, and
during the period of the Import Allocation System, or for the latter part, we
were introducing it, but the Import Allocation System had to come in regardless
of what was being done with indirect control.

Question:
Could you remember when you first suggested to the Government the reserve

ratio system should be introduced?
Mr Fussell:
I think it is mentioned in here. If I had to say offhand I would say it is

in October or November 1951.
Question:
It had been considered though before that time?
Mr Fussell r
It had been considered but we had not taken it up with the Government,

Question:
Why was the reserve ratio policy not exercised until 1952?
Mr Ashwin:
Well, for the most part prior to that it had not been necessary at all; it had been

under direct control; price control, import control, building control; you had the
whole thing controlled, under direct control, and there was no need to use the
more indirect and certainly more flexible controls through the monetary system.
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And again, I think we started about 1949-50 to dismantle them, and the question
may be we were a bit slow on going to work on the thing. After all there is no
right to assume that because the banks have a bit of leeway in their cash
resources that they are going to rush into trouble. They are, after all, responsible
people. Again they were a bit slow off the mark. The wool boom came in 1951,
and if the wool prices stayed where they were we would have had all that extra
sterling and extra buying ability, the advances would have been quite in order.

384. The following quotation from the Government's Economic Survey
for 1951 sets out two other factors which appear to have been regarded
at that time as obstacles to an increase in the ratios. Such an increase,
it said, "would be difficult to apply at the present time because trading-
bank deposits at the Reserve Bank are many times larger than the
required minimum, and also because these deposits vary greatly from
time to time and between one trading bank and another".

385. We do not regard the existence of trading-bank balances at the
Reserve Bank many times larger than the required minimum as an
obstacle to an alteration of the ratios; indeed, it makes an alteration
imperative when the existing situation is already inflationary. The vari-
ations of reserve balances from time to time and between one bank and
another present difficulties which will always exist in the application of
the reserve ratio system. However, as we point out later, these are not
insuperable and they are certainly not of sufficient magnitude to justify
a failure to impose any increase in the ratio at all. It would appear to
the Commission that the monetary authorities were slow to appreciate
the need of restraining bank advances, probably because no positive
monetary policy had been in operation for many years, while fairly
extensive direct controls had been in force. When the need for restraint
was recognised, reliance was placed on the policy of selective advance
control. This policy had not previously been directed towards reducing
total advances, but towards preventing the expansion of credit for
speculation and for other purposes inconsistent with the war effort, and
after the war to prevent, as far as possible, the use of credit for "non-
essential" purposes. The policy was strengthened in 1951 by requests
and finally a directive to the banks to tighten up their lending policies.

386. The experience of the period showed that it was unwise to rely
on this form of restraint in a situation where competitive trading banks,
holding substantial excess cash reserves, were confronted with a very
strong demand for advances from credit-worthy borrowers for purposes
which were not (at least until the end of 1951) inconsistent with the
principles of the selective control policy.

1952 to 1954: Tardiness in Raising Ratios in Light of Changing Con-
ditions

387. The first changes in the minimum reserve ratios were made when
the banks were themselves endeavouring to restrict credit and when
there was a temporary easing in the demand for advances as stocks were
run down from the high level they had reached early in 1952. At the
same time, substantial surpluses were achieved in the balance of payments,
which led to a large increase in the volume of money and to large
additions to the cash reserves of the banks. The minimum reserve ratios
were raised by two steps from 10 per cent of demand deposits and 5 per
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cent of time deposits in August 1952 to 20 per cent and 10 per cent
respectively in May 1953. But the actual balances held by the banks
kept well ahead of the amounts which they were required to keep at the
Reserve Bank. In 1953 the cash held by the banks averaged 39 per cent
of their deposits. Towards the end of 1953 the overdraft limits granted
by the banks were again increasing, although up till the end of the yearthere had been no significant expansion of advances.

388. By the end of 1953, it was evident that restrictive monetary and
fiscal policies had become necessary in the best interests of the country,
and that a rise in bank advances could only aggravate the existing
situation:

(a) Between January 1953 and January 1954 the volume of money
increased by over £40 million. This rise in the money supply
led to a substantial increase in the purchasing power available
to the community.

(b) There was a large number of recorded employment vacancies.
(c) Domestic prices were rising despite a falling trend of import prices,

and
(d) The exchange allocation control was being gradually relaxed.
389. Yet, despite the large amounts of free cash in the hands of the

banks, the minimum reserve ratios were not raised again until the end
of May 1954. By this time total bank credit granted was £16 million
greater than in January 1954. In our opinion, a firmer policy should
have been adopted in the latter part of 1953, e.g., by reducing the
margin of free cash available to the banks to a very low level and
indicating that the reserve ratios and the interest rate for borrowing
from the Reserve Bank would be raised speedily and considerably if
advances increased to any significant extent. Mr Whyte agreed, under
examination, that if the ratios had been substantially raised at that
time "the effect on trading-bank cash .

.
. would have been such as

to have lowered the level of advances".

May 1954 to March 1955: Reliance on Narrowing the Margin of Free
Cash

390. Between May 1954 and March 1955 the Reserve Bank appears
to have adopted a policy of leaving the banks as a whole with a relatively
small margin of bankers' cash above their statutory minimum require-
ments and of raising the interest rate to make borrowing by the trading
banks more costly. On the average, between June and November, the
actual balances held by the banks as a whole were about £9£ million
above the statutory minimum. Nevertheless, the Bank of New Zealand
was borrowing consistently from the Reserve Bank throughout this
period. Its need to borrow arose from two factors:

(i) Because it handles the Government's business outside of Welling-
ton, it requires to keep very large holdings of notes in
comparison with the other banks. The Reserve Bank has
estimated that the Bank of New Zealand requires to hold
additional notes to service Government business to an amount
of £5-5 million in December and £3 million for the rest of
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the year. For this reason, it has been agreed to allow the
Bank accommodation up to these amounts free of interest,
if required to maintain its statutory minimum balances.

(ii) It held fairly substantial assets overseas but did not sell these,
as did some other banks, in order to reduce indebtedness to
the Reserve Bank. (See Section Two of Appendix G.)

Since £3 million of the amount borrowed by the Bank of New Zealand
was interest free, this could really be regarded as an addition to the
free cash available to the banking system. Between December 1954
and March 1955, the free cash held by the other banks was sub-
stantially reduced - on average to a level of about £3 million among the
four of them - and the Bank of New Zealand remained in debt to the
Reserve Bank. The interest rate for borrowing from the Reserve Bank
was raised from 11/2 per cent (at which level it had remained since 1941)
to 31/2 per cent in April 1954 and to 4 per cent in November 1954.

391. However, despite the tighter policy adopted from May 1954
onwards, advances continued to rise from £148 million in May to £170
million in October 1954, and then, after a period of relative stability
until February 1955, there was a sharp rise to £189 million in March
1955. This sharp rise in March was due primarily to advances to

customers for payment of taxation and to higher advances than usual
in this period to marketing authorities owing to a change in the pro-
cedure for marketing primary produce. But the available evidence
indicates that the narrowing of the margin of free cash and the raising
of the Reserve Bank's lending rate in the second quarter of 1954 did
not have any restraining effect on lending by the trading banks. A fair
indication of the total credit granted by the banks to private customers
may be obtained by adding together their advances and unexercised
overdraft authorities. This total rose from £260 million in May 1954
to £280 million in October 1954 and to £288 million in March 1955.

392. There is no doubt that the expansion of bank advances made a
considerable contribution to the renewal of inflationary pressures and
to the consequent marked upsurge of private imports during this period.
Mr Whyte agreed that external factors were not exerting an inflationary
influence at the time, that the expansion of trading-bank credit was the'
major cause of the expansion of the money supply which took place,
and that it had been a factor in making effective the desire of the
community to increase their spending. (Between the years ended
March 1954 and March 1955 gross private investment - including
stocks - rose from £84 million to £159 million, personal expenditure on
consumer goods and services rose from £530 million to £610 million,
and private imports increased from £175 million to £232 million.)

393. The experience of this period indicates that, when the banks
are holding cash reserves well above what they would regard as a
prudent minimum, it is insufficient merely to reduce the free cash
of the trading banks to low levels and raise the interest rate for
borrowing from the Reserve Bank as a means of preventing any
significant expansion of trading-bank advances. The assumption under-
lying this policy is that the banks regard the necessity of borrowing
from the Reserve Bank as most undesirable and if they see the possi-
bility of such a situation arising they will take rapid steps to restrict
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their lending. Mr Fussell and Mr Whyte both stated in evidence that
trading banks disliked strongly having to borrow from the Reserve
Bank. But after May 1954 it should have been evident to the banks
that, if the prevailing level of the reserve ratios were maintained, and
if advances were increased, they would become quite heavily indebted
to the Reserve Bank, especially in March 1955. Yet they granted a
substantial amount of additional credit throughout the rest of 1954. (1 )

394. In fact, the banks were assisted to avoid any substantial borrow-
ing from the Reserve Bank up till the end of March 1955 by a
temporary lowering of the reserve ratios in September 1954, designed
to compensate for the drain of cash from the trading banks to the
Government as a result of the £10 million National Development
Loan and by a further reduction in March 1955 at the income-tax
period. On the latter occasion, the Treasury also deposited up to
£16 million temporarily with the banks at a low rate of interest in
order to prevent their being penalised by a loss of cash "for reasons
unrelated to their own lending policies". We are not convinced that the
difficulties of the banks on these occasions were entirely "unrelated to
their own lending policies".

March to December 1955: Putting the Banks "In the Red"
395. By March 1955, the ratio between the cash held by the banks

and their customers' deposits had reached a level which, in view of the
continuing deficit in the balance of payments, made it necessary for the
banks themselves, for reasons of prudence, to restrict their lending. The
following extract from the transcript of evidence makes this clear:

Question:
If there was no Reserve Bank restriction at the present time, would the banks

be following substantially the same attitude, or taking substantially the same
attitude, in overdraft lending?

Mr Whyte:
They would have to in self-protection if for no other reason, but they would

certainly do so in the interests of the country.

396. The authorities have also pursued a firmer policy since March.
Between March and October the reserve ratios were raised gradually
again by four steps to 24 per cent of demand deposits and 7i per cent
of time deposits and the rate of interest charged to the trading banks for
accommodation was raised by three steps to 7 per cent. As a result, the
average of the weekly figures of indebtedness of the banks as a whole to

( 1) Again, even after the Reserve Bank's interest rate for lending to the
trading banks had been raised to 7 per cent in October 1955 — still not necessarily
a penal rate to the banking system as a whole - the Bank of New Zealand has
preferred, as a matter of policy, to borrow from the Reserve Bank, at times, quite
substantial amounts, while maintaining a high level of overseas assets, some of
which could have been sold to the Reserve Bank to reduce its indebtedness. In
drawing attention to this fact, we are not criticising the Bank of New Zealand's
policy in this respect, but merely pointing out that trading banks do not
necessarily find indebtedness to the Reserve Bank, even at high rates of interest,
so undesirable as to induce them to avoid such indebtedness by changing their
policies.
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the Reserve Bank or Treasury(1) between 1 April and 31 December was
just over £10 million. The figure for December was nearly £14 million.
Judging by a statement by the Governor of the Reserve Bank when
the ratios were raised in October, the policy of the Reserve Bank
latter part of the year was to keep the banks as a whole "in the red" to
the extentof about £12 million.

397. In addition, there have been abnormally large sales of sterling by
some of the trading banks to the Reserve Bank - a total of £20-5 million
in 1955. The majority of these sales no doubt arose from a desire by the
banks to reduce their debt to the Reserve Bank to a minimum. Though
they thus escaped payment of interest to the Reserve Bank, they had to
forego the interest which might otherwise have been earned on short-
term investments overseas. It is impossible to assess exactly how far the
banks have been penalised indirectly in this way by the reserve ratio
policy, but they have undoubtedly been affected to some extent. Some
banks have also been borrowing overseas during the period, but the
amounts borrowed by the banks as a whole do not seem abnormally high
in comparison with previous years.

398. In assessing the importance of borrowing by the trading banks
from the Reserve Bank, the fact that, for reasons given above, the Bank
of New Zealand is able to borrow certain amounts free of interest, should
be borne in mind. Yet the figures of total indebtedness of the trading
banks (including the Bank of New Zealand) to the Reserve Bank have
been used, without qualification, to demonstrate to the public the severity
of the reserve ratio policy.

399. In fact, although the average of the weekly figures of borrowing
by the trading banks from the Reserve Bank and the Treasury between
June 1954 and February 1955 was over £7 million, nearly all of this
amount was borrowed by the Bank of New Zealand. Therefore, the
average indebtedness on which interest was payable was less than
£4 million. Some banks were also granted interest-free accommodation
by the Reserve Bank at the time of the National Development Loan
in 1954. The Bank of New Zealand was also responsible for over

(1) Some of the moneys deposited by the Treasury with the trading banks in
March 1955 were left with the banks until early in June 1955. Also in December
1955 the Bank of New Zealand borrowed £3 million from the Treasury on
fixed deposit at 21/2per cent per annum. In response to inquiries, the Commission
was informed that "the arrangement was concurred in by the Treasury on
representation from the Bank of New Zealand that its bank-note holdings for
the Christmas season requirements in respect of Government business, temporarily
and greatly exceeded the normal allowance made by the Reserve Bank by way
of interest-free loan. The deposit was made for one month only and was
regarded as a temporary adjustment not materially affecting the general
control of bank lending". It was considered preferable for the Bank of New
Zealand to meet this unusually large seasonal expansion of note requirements on
Government account by obtaining a short-term deposit of £3 million from
the Treasury, rather than by borrowing temporarily in London, where it had
adequate securities available. An understanding had been reached between the
bank and the Treasury some time ago that the bank would be assisted by the
Treasury in the event of funds being needed to fulfil the statutory reserve
ratio requirements. The assistance was to be related to overdraft accommo-
dation (involving considerable direct outlay of overseas funds) granted by the
bank to certain Government and semi-Government organisations at the request
of the Government. Treasury also deposited with the bank sums varying from
£2 million to £3 million between August 1954 and May 1955, in accordance
with this understanding.

4
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55 per cent of the borrowing from the Reserve Bank and the Treasury
in the last nine months of 1955 and 80 per cent in the last six months
of 1955. Therefore, the amounts borrowed must be similarly deflated
if a proper indication is to be obtained of the severity of the polcy.
We can see no valid reason why the existence of the arrangement be-
tween the Reserve Bank and the Bank of New Zealand should not have
been brought to the notice of the general public and, in view of this,
we must express our concern at the use, without qualification, of
statistics of indebtedness which could only mislead the public as to the
true extent to which the privately owned banks were being penalised
by the reserve ratio policy.

How Penal Has Reserve Bank Policy Been?
400. Although the amounts borrowed may seem large, the actual

interest paid by the banks has been small in relation to the additional
income made by the banks on their higher advances. Total interest
paid by all the banks to the Reserve Bank between 1 June 1954 and 31
December 1955 was £180,395. Of this amount, 60 per cent was paid by
the Bank of New Zealand. £138,543 of this interest was paid after
1 April 1955, reflecting the firmer policy adopted by the Reserve Bank
since that date. In addition, interest amounting to £81,669 had accrued,
but was not due for payment, by 31 December 1955. But the average
level of advances in 1955 was approximately £25 million higher than in
1954 and £45 million higher than in 1953. Assuming a rate of interest
on advances of 41/2 per cent the banks' annual gross earnings on advances
in 1955 would therefore be about £1.1 million greater than in 1954 and
£2 million greater than in 1953. Even allowing for any consequential
increases in administration expenses, and loss of income due to sales of
sterling, the banks' additional earnings obviously greatly exceeded the
interest payments made to the Reserve Bank.

401. The policy of keeping the banks as a whole "in the red" to the
extent of about £12 million, combined with the Bank of New Zealand's
policy of keeping relatively large holdings of overseas exchange in spite
of its having to borrow continuously quite large amounts from the
Reserve Bank, also had the rather anomalous effect of preventing the
intended measure of restraint on lending from operating with full
force on the other trading banks. Thus the policy of the State-controlled
bank operated, in the circumstances, to shield the private banks.

402. A further drawback of a policy of keeping the banks approxi-
mately £12 million "in the red" is that the financial penalty on the
banks is increased, not reduced, if they succeed in reducing advances,
at least until they have actually reached the figure deemed desirable
by the Reserve Bank. In addition, the Commission gained the impression
that the Reserve Bank had given the banks no clear objective at which
to aim in restricting credit. It would seem desirable to the Commission
that the banks should be given a clear, if necessarily tentative, indication
of the Reserve Bank's objectives, and a rather more direct incentive to
co-operate with its policy.

403. Advances fell from £189 million in March 1955 to £176 million
in December 1955, a figure £10 million higher than the level of advances
in the previous December. The total of advances and unexercised over-
draft authorities fell from £288 million in March to £272 million in
December, which was £7 million less than the previous December.
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There is evidence, therefore, that an attempt was made by the banks
in this period to reduce the total of their advances to some extent and it
is important not to minimise their achievement in restraining their
lending in the face of strong pressure for accommodation. How far
the reduction since March 1955 has conformed with the wishes of the
monetary authorities is difficult to assess in the absence of any clear
statement of the objective of their policy. Since the banks as a whole
have in recent months been put more heavily in debt at higher
rates of interest, one would assume that the authorities have not re-
garded the reduction achieved as satisfactory. Again, since it would
appear to have been in the interests of the banks themselves to reduce
their advances, it is impossible to assess whether the firmer policy
of the authorities has been to any real extent responsible for bringing
about the degree of reduction that has occurred.

The Need for a Co-ordinated Policy to Combat Inflation
404. Because the spending of the community was not sufficiently re-

duced by other anti-inflationary policies, a still more rapid reduction
in the level of advances would have been advisable in 1955. The con-
tinuing high level of private imports and of employment vacancies and
many other indications showed that the anti-inflationary policies adopted
had not been sufficiently effective up till the time of writing. Inade-
quate support from other policies has been an important element in the
lack of success in controlling advances over the past six years. Inflation
cannot be effectively fought on one front alone. The adoption of
appropriate policies in such fields as public finance (including housing
finance), interest rates, and capital issues would have considerably eased
the pressure on the banks for additional credit; pressure which it is
difficult for competitive banking institutions to resist, especially when
their own liquid reserves are at a high level.

405. Quite apart from making the control of advances more effective,
it is most desirable that, when reduction of spending is necessary to
control inflationary pressure, it should be effected through a series of
co-ordinated measures, covering a wide field of spending, rather than
through additional restrictions in one field of activity alone. In the
past two years, undue reliance has been placed on control of spending
by the restriction of bank advances, with insufficient attention to sup-
porting this control by other means. Should an expansion of spending
prove desirable at some future period, it can be achieved most effectively
by a variety of measures which ensure that the increase is spread
over the community as a whole.

Inadequate Attention to Stimulating Voluntary Savings
406. The best method of effecting a necessary reduction of spending

is to induce people to reduce their spending voluntarily. To do this
requires an aggressive effort by the Government and by financial
institutions to "sell" the advantages of saving, and to make available
adequate and attractive facilities for the accumulation of savings. We
do not feel that sufficient attention has been given to this problem and
we make suggestions later in the report as to measures which might be
adopted to increase voluntary savings.

4*
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407. However, after a period of rising prices like that through which
we have passed, many people will no doubt be sceptical of the advantages
of saving, unless it is made clear that the Government is determined to
take other action to maintain reasonable stability in the value of money.

408. The Government has not made adequate use in recent years of
certain measures which could have helped to restrain spending and
thus curb inflation.

Unduly Rigid Interest-rate Policies
409. Interest-rate policy has been too rigid. Although it would be a

mistake to expect any marked reduction of spending from a rise in
interest rates alone, we are convinced that they have an important part
to play in a co-ordinated programme to restrain inflation. A rise would
make saving somewhat more attractive and, more important, might
encourage those who are forced to borrow to reduce their stocks, to
re-examine their building and construction programmes, and to exercise
greater caution in buying goods on credit.

Non-banking Credit, Especially for Housing
410. Insufficient attention has been paid to the inflationary effects of

some types of non-banking credit. Government policy in the provision
of finance for housing, in particular, has not taken sufficient account
of the labour and resources available in this field. Although the policy
adopted has undoubtedly helped to increase the number of houses
constructed annually, it has done so at a heavy price. The effect of a
large expansion of credit in a particular field is similar to the effect
of a large expansion of spending in the economy as a whole. If labour
and resources cannot be expanded in step with the expansion of credit,
part of the extra spending made possible by the credit must be dis-
sipated in higher building costs or in higher prices for existing houses.
Average costs of dwellings have risen in the past eight or nine years
considerably more than most other costs and prices, as shown by
Table 55 in Appendix H. And the effect is not limited to housing, for
competition by builders for labour and resources raises incomes and
costs and leads to pressures for higher incomes in other industries.
Moreover, undue expansion of credit in a particular direction may have
effects not only on costs and prices in that field, but also on the balance
of payments, e.g., an undue expansion of credit for the purchase of
motor cars could cause a considerable expansion of imports. For these
reasons the Government must pay attention not only to the total
volume of money and credit, but also to the extent of credit granted in
particular sectors of the economy.

411. The housing programme has also tended to frustrate the Govern-
ment's anti-inflationary policies, either by reducing the overall budget
surplus achieved, or at times by necessitating recourse by the Govern-
ment or by the State Advances Corporation to the banking system for
finance. A recent example is the sale of £12 million of State Advances
Corporation stock to the trading banks. Similarly, it is probable that the
expansion of private credit, especially of hire purchase and of other
forms of consumer credit, has been financed partly by the extension of
bank overdrafts, with similar effects. The banks, under the selective
advances control policy, are enjoined not to give credit for this purpose,
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but is is quite impossible for them in many cases to check on the actual
use of funds advanced for other purposes. This is a further reason for
paying attention to credit granted by institutions outside the trading-bank
system.

Budgetary Policies
412. Although the desirability of using budgetary policy to restrain

inflationary pressure has been recognised in successive Economic Surveys,
the Government has not in fact made sufficient use of its power to
restrain private expenditure in an inflationary period by collecting more
from the public, by taxation and borrowing, than it pays out. Govern-
ments have, throughout the post-war period, been too ready to grant
taxation concessions which economically were in all the circumstances
inadvisable. From a short-term point of view, especially to the individuals
receiving the concessions, it might appear that the tax reductions were
beneficial; but, as pointed out elsewhere in this report, if labour and
resources are already fully employed, goods and services available for
purchase cannot be rapidly increased.

413. If in these circumstances spending is permitted to expand too
rapidly, aided by the tax concessions of the Government, it must lead,
in a reasonably free economy, to rising costs and prices and/or to the
dissipation of overseas exchange reserves. If costs and prices rise, the
temporary benefit of the concessions granted is offset, and perhaps more
than offset, by the depreciation of the purchasing power of money,
involving a much more haphazard and inequitable form of levy than the
taxation normally imposed by the Government. If the excess spending is
diverted to imports, the point must eventually be reached where reserves
have fallen so far that further reduction cannot be contemplated.

414. Thus, if it failed to curb domestic spending by appropriate
budgetary policies, the Government could find itself faced with the
unpalatable necessity of introducing vexatious controls over imports and
exchange. And even this step would not solve the root problem of in-
flation, which would then express itself in rising prices or, if suppressed
by controls over domestic transactions, in continued shortages of goods
and services. The relevance of these remarks to the current situation is
examined in a later section of this report.

Conclusion
415. We do not believe that any radical reform of the existing mone-

tary, banking, and credit systems is necessary or desirable. Certainly,
none of the major alternatives put to the Commission provides an
acceptable basis for reform.

416. In view of New Zealand's continued dependence on overseas
trade, some instability of prices and incomes in New Zealand must be
expected if instability occurs in our major markets and sources of supply,
as has been the case for the bulk of the period under review.

417, In the post-war period, Governments have permitted, and
through tax reductions have even encouraged, unduly high domestic
spending. This has led to avoidable shortages of goods and services, a
diversion of labour and resources from more essential to less essential
industries, an unnecessarily steep increase in costs and prices, and
recurrent balance of payments difficulties despite continuously high
export receipts.
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418. The control of bank advances has not been sufficiently effective,

primarily because of:
(a) Tardiness in introducing controls through the reserve ratio

system:
(b) Reliance on voluntary co-operation by the banks, which was

not fully forthcoming:
(c) Tardiness in raising reserve ratio requirements in the light of

changing conditions at the end of 1953:
(d) Misjudgment as to the deterrent effect on lending by the banks

of narrowing the margin of free cash available to them:
(e) Failure to impose an interest rate for trading-bank borrowing

from the Reserve Bank, that made it unprofitable for the
banks to expand their advances unduly:

(f) Inconsistency between policies designed to control bank advances
and other Government policies.

419. Greater attention should have been paid to stimulating voluntary
savings, and greater use should have been made of higher interest rates
and a more restrictive budgetary and housing-finance policy as part of
a co-ordinated policy to restrain spending.

420. No monetary, banking, and credit systems could create an
economic Utopia or fully counter fluctuations which occur for reasons
other than the operation of those systems. But we believe that, given
wise, timely, and resolute action by the Government and its monetary
authorities to counter inflationary and deflationary tendencies, the
existing monetary, banking, and credit systems will continue to con-
tribute to the healthy expansion of economic activity in New Zealand,
while maintaining the maximum possible degree of freedom for its
citizens.

421. Following this assessment of the present monetary, banking, and
credit systems, we turn to an examination of major proposals for
reform.
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Section Eight
REPRESENTATIONS MADE FOR REFORM

I. General Comments

422. In the Preface to this report we point out that, apart from the
thirteen witnesses who appeared at the public hearings in response to
the direct invitation of the Commission, a further fifty-nine witnesses
volunteered personal submissions or presented the views of organisations
desiring to make submissions. The Commission also received and
considered eighty-nine written submissions on which no appearance
was sought. Details of these appearances and submissions are contained
in Appendices A and B to this report.

423. Throughout the public hearings, and during the consideration
of the written statements, we were greatly impressed by the obvious
amount of time and trouble involved in the preparation of submissions.
Many of these were very detailed and carefully documented.

424. Substantial portions of some submissions were taken up by
historical or analytical surveys of the New Zealand monetary, banking,
and credit systems. In the earlier parts of this report, and in Appendices
C and H, we set out the facts and figures which appear to us to
provide the necessary background against which suggestions for reform
must be considered.

425. Suggestions for reform of the present systems were many and
varied as might be expected from the wide scope of the terms of
reference. The proposals which appear to us to justify special con-
sideration are discussed in the remaining sections of this report. In
some instances the persons or organisations mainly responsible for the
proposals are mentioned, but in most instances there is no direct
reference of this sort. In some cases, many individual submissions were
made on the same subject.

426. In this section of the report, before considering special aspects
of the monetary, banking, and credit systems, we deal with the following:

(a) State monopoly of the creation of credit.
(b) Social Credit submissions.
(c) The submission of Mr H. J. Kelliher and The Mirror Publishing

Co. Ltd.
(d) Proposals for a commodity-backed currency.

11. Should the State Have the Sole Right to Create or
Destroy Money?

Introduction
427. A number of witnesses contended that the State should have

the sole right to "create" or "destroy" money and that the trading
banks should not be permitted to do so. This contention was fundamental
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to the proposals of Mr H. J. Kelliher and The Mirror Publishing Co.
Ltd., and it received some support from the New Zealand Social
Credit Association and from a number of other witnesses.

The Origin of Creation of Money by Banks
428. The process called "creation of credit" or "creation of money"

is no new development. Its origin in England in the seventeenth century
as a development of the activities of the goldsmiths is described in the
following passage from The Theory of Credit by Macleod (first
published in 1891),Vol. II, Part II, at page 520.

When a customer paid in money to his account: and when they discounted a
merchant's bill: they simply gave them a Credit in their books: which in the
technical language of banking is termed a Deposit. Moreover, in order to diminish
the demand for actual payment as much as possible, they agreed with their
customers to make these Credits or Deposits as transferable as money itself:
and to pay any person to whom their customers had transferred their Credits,
in the same way as to themselves.

These Credits, or Deposits, were transferred by means of paper documents,which were of two forms—
1. Either the Goldsmith gave his customer a written promise to pay to himself,

or to his order, or to bearer on demand, such a sum as he asked for: these
notes were in simple writing: and were called Goldsmiths' Notes.

2. The customer might write a Note to the Goldsmith, directing him to pay a
certain sum to any person, or to his order, or to bearer, on demand: these
Notes were at first termed Cash Notes; but in modern language they are
termed Cheques.

These two forms of documents were thus as transferable as Money itself, and
produced all the effects of Money. And by experience, the goldsmiths soon found
that they could keep afloat an amount of Credit considerably exceeding the
amount of cash they kept to meet the demands upon them; and this increased
quantity of Credit was in all its practical effects exactly equivalent to an increase
of Money of equal amount.

People found it much more convenient to lend their money to the goldsmiths,
where they could have it whenever they pleased along with high interest, than to
lend it out on real or personal security. The goldsmiths soon received the rents of
all the gentlemen's estates, which were transmitted to town. Five or six stood
pre-eminent among their brethren, and Clarendon says that they were men known
to be so rich and of such good reputation, that all the money in the kingdom
would be entrusted in their hands. These goldsmiths, then, first came to be called
Bankers.

429. At page 870 of the same work, Macleod defines "banking" in the
following terms:

The business of banking does not consist, as is so commonly supposed, and as
stated in books and documents which might be supposed to be of authority, inborrowing money from one set of persons and lending it to another set: but in
creating and issuing Circulating Rights of Action, Credits or Debts, on a given
basis of bullion, several times exceeding the basis; according to the different
degrees of perfection on which the system is organised. These Circulating Credits
have exactly the same effects, in every respect, as an equal quantity of money.

430. The views of Macleod are supported by the following extract
from An Outline of Money by Geoffrey Crowther, (1948), page 26:

And finally, the goldsmith, now fully developed into banker, makes the discovery
that he can safely issue deposit-receipts in excess of his gold stock. It is immaterial
whether he does this by printing off more receipts and lending them to people in
need of accommodation (or indeed using them to pay his own household bills),
or whether he does it by allowing his customers larger "deposits" (on which they
can draw by cheque) than the value of the gold they have deposited. In either
case the crucial step has been taken. The principle of "creation" of money has
been discovered. At first, the goldsmith was doubtless cautious in his "creation".
Then later, with growing confidence, he went too far. But gradually he accumu-
lated experience about the proper proportion of actual gold to keep in reserve...
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But the unique function of the banker, and the one that makes him important
for this book, is... the provision of a convenient mechanism by which people
can make payments to each other without having to walk around to each other's
houses with bags of coin. And in providing this mechanism he also provides, or
"creates", the money itself. He has discovered the secret, for which the medieval
alchemists strove, of manufacturing money. So at least it seems, though we must
now examine more closely this apparently miraculous business of "creation".

431. The above extracts indicate that historically the creation of
credit has been inseparable from the business of banking. They disprove
a statement by Mr Kelliher that, "Nowhere in the literature is it authori-
tatively stated that the function of banking is to create money". Appendix
D, Part 11, to this report contains a number of further extracts which
indicate that the explanation of the creation of credit by banks has been
a common feature of textbooks on economics for many years.

The Legality of Creation of Money or Credit by Trading Banks
432. Mr Kelliher went so far as to contend that, in conducting their

operations as they do, the trading banks in New Zealand were breaking
the law because creation of money by the trading banks was a breach of
the Crown's prerogative, and because the creation of money or credit
was not properly part of the functions of a trading bank. Because of the
inadequacy of the legal argument both for and against these contentions,
the Commission requested the Minister of Finance to seek the indepen-
dent advice of the Solicitor-General, whose opinion on the issue is
attached to the report as Appendix D, Part I. In essence, this opinion
affirms that:

(a) The Royal Prerogative in respect to money matters "relates
primarily, if not exclusively, to the regulation of the coinage"
and has "no application whatever to the creation and issue of
'credit'".

(b) On the authority of the Privy Council in the case of the Attorney-
General for Alberta v. the Attorney-General for Canada (1947),

"it is not beyond the business covered by the word 'banking' to
make loans which involve an expansion of credit..."

(c) There is no doubt "that the 'creation of credit' is a legitimate
function of a trading bank which has been duly authorised to
carry on the business of banking in New Zealand, and that in
performing this function such a bank is in no way invading or
usurping the prerogative of the Crown or infringing any other
principle or rule of law".

433. After considering all the material before it, the Commission
rejects the contention that the operations of the New Zealand trading
banks under the existing banking system are illegal.

Creation of Money and the Public Interest
434. Apart from the historical and legal aspects outlined above, the

next question to be considered is whether it is in the public interest that
the power to create or destroy money or credit should be withdrawn
from the trading banks and reserved to the State or to institutions owned
by the State.

435. The burden of the contentions of those who sought to deprive the
trading banks of the power to create and destroy money was that the
trading banks for their own profit sometimes expand the money supply
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to an undesirable extent and so cause inflation, and in other circum-
stances, such as in times of economic depression, cause an undesirable
reduction in the money supply by reducing advances.

436. In the view of the Commission the Government possesses adequate
powers to prevent any undesirable expansion of trading-bank credit. It
can do this through the Reserve Bank under the reserve ratio system and,
if it is so desired, it could take special steps through the Bank of New
Zealand which it owns. The Governor of the Reserve Bank said in
evidence that the Reserve Bank could prevent the trading banks from
making any further expansion of advances if at any time it was con-
sidered desirable to do so.

437. The Commission does not regard the existing reserve ratio system
as a perfect instrument for controlling trading-bank advances, and later
in this report we make suggestions for improvements in the system. We
have no doubt, however, that it can be used to restrain lending by the
trading banks provided the Government and the Reserve Bank are
sufficiently resolute in their determination to restrict such lending.

438. There is, of course, the possibility of bringing about necessary
expansion of the money supply entirely by financing Government
expenditure from Reserve Bank credit, and by at the same time
preventing trading banks from expanding their lending through a rigid
application of the reserve ratio. We consider that the needs of industry
and commerce for additional credit can be more conveniently and
efficiently met by expansions of trading bank credit than by expansions
of Reserve Bank credit. The trading banks are in close touch with the
multitude of industrial, commercial, farming, and other businesses and
they are in a position to give attention to the needs of individual
businesses.

439. The Commission is convinced that there is no real danger of
the trading banks attempting to bring about an undue restriction of
trading-bank credit for their own purposes during a recession. It is in
the financial interests of the trading banks to see that their advances do
not fall unnecessarily since interest on advances is the main source of
the banks' income. In any event, the Government, having complete
ownership and control of the Bank of New Zealand, is in a position to
ensure that sufficient trading-bank credit is made available, providing
credit-worthy customers exist and are willing to borrow.

440. The trading banks in New Zealand are able to create and destroy
money through their lending transactions (subject to certain definite
limitations discussed elsewhere) basically because a very substantial
proportion of commercial and industrial business in New Zealand is
transacted by trading-bank customers through current accounts at the
trading banks, known as demand deposits, and because these deposits,
transferred by cheque, constitute a customary and generally acceptable
form of payment. Because so large a part of business is done through
the trading banks by this means, any expansion of advances by a
New Zealand trading bank is likely to result in some increase in the
total of demand deposits held by bank customers and therefore in the
creation of money. Similarly, a reduction of trading bank advances tends
to reduce the total of demand deposits and therefore to destroy money.
The trading banks can create additional money only if they have balances
at the Reserve Bank (including any amounts borrowed from the bank)
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more than sufficient to meet their reserve ratio requirements. Otherwise
they can expand lending to some customers only as other customers repay
their loans.

441. The essential ingredients in creation of money by the trading
banks are:

(a) Their ability to make additional advances on overdraft.
(b) The fact that they handle the bulk of commercial and industrial

business of the country through the cheque system.
(c) The fact that a large proportion of their advances is not with-

drawn in cash but is deposited within the trading-bank system.
442. To ensure that the trading banks do not create or destroy money

it would be necessary to prevent them from increasing or decreasing
the existing level of advances, because either an increase or a decrease
in total trading-bank advances will in part at least be reflected in an
increase or decrease in the total of customers' demand deposits. As
mentioned previously, it is practicable to place an upper limit on
trading-bank lending through the reserve ratio system, but below what-
ever limit the Reserve Bank imposes it appears to the Commission
impossible to prevent increases and decreases in trading-bank lending
from affecting the level of customers' demand deposits and thus creating
and destroying money.

Nationalisation of Trading Banks Not Advocated
443. One means of preventing privately-owned trading banks from

creating and destroying money would be to nationalise them. However,
neither Mr Kelliher nor the New Zealand Social Credit Association
favoured this course, although Mr Kelliher presented it as a likely con-
sequence if his own scheme were not adopted.

444. After reviewing all the evidence submitted, the Commission is
satisfied that the private trading banks operating in New Zealand are
providing an efficient service to the community at reasonable cost. And
the Government, through its ownership and control of the Bank of New
Zealand, is in a position to control the cost of banking services to the
public should it be found necessary to do so. In these circumstances,
there appears to the Commission to be nothing inherently wrong in
part of the process known as the "creation or destruction of money"
being undertaken by private institutions.

Conclusion
445. The essence of the matter is that insufficient or excessive credit

creation can have important repercussions on the whole economy and,
for that reason, control should be exercised by the Government through
the Reserve Bank and, if necessary, through the Bank of New Zealand.
Such control can be exercised under existing legislation. Furthermore,
the Government has itself adequate powers to create money through the
Reserve Bank or through its ownership of the Bank of New Zealand.

446. To concentrate the whole of the trading-bank activities or the
whole business of credit creation in a Government monopoly of banking
would, in the opinion of the Commission, lead to an undue and unneces-
sary aggregation of power in the hands of the Government. It would
remove "a highly desirable element of competition and it could not be
expected to provide as good a banking service as the commercial
community now enjoys.
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III. Social Credit Submissions
Introduction

447. The Commission received oral or written submissions from forty-
eight persons or organisations who claimed to be supporters of Social
Credit or who made suggestions which were closely akin to the principles
of Social Credit.

448. Much time was given to the submissions of the New Zealand
Social Credit Association, which were approved by the New Zealand
Social Credit Political League. They were presented by Miss M. H. M.
King and Mr R. G. Young, Vice-Presidents of the Social Credit
Political League, of which Mr Young was in addition acting-leader at
the time in Mr W. B. Owen's absence overseas. Both Miss King and Mr
Young were also members of the New Zealand Social Credit Association,
although without executive office. Almost eleven days of our hearings
were devoted to the reading of brief statements by these witnesses, lengthy
cross-examination on the statements, and the opening and final addresses
of the Association's counsel, Mr F. C. Jordan. Mr Jordan claimed that
together the Association and the League represented most of New
Zealand's social crediters (to adopt his own term). However, a number
of other witnesses who claimed to be social crediters made their own
submissions which differed in matters of substance from those of the
Association. The evidence of the Association's witnesses under examina-
tion was also in many respects inconsistent with the Association's
prepared submissions, in some instances to the point of withdrawal.

Differences Between the Social Credit Association's Submissions and the
Election Policy of the Social Credit Political League

449. The Association's submissions differed in important aspects from
the policy which the Political League submitted to the electors in 1954,
and Mr Jordan objected strongly to any questioning of the Association's
witnesses on this policy, or on Social Credit political literature. He ex-
plained that the political policy had aroused the "strongest resentment"
among some Association members, and that as a result it "had been recon-
sidered and "rectified" in certain matters. From Mr Jordan's explanation
it became clear that the case prepared for submission to the Commission
did not conform with what many people have come to accept as Social
Credit theory and policy.

Consideration of Social Credit Literature
450. Mr Jordan also at first objected to the examination of witnesses

on any Social Credit publications other than the Association's sub-
missions, but finally withdrew this objection. During the hearings the
Association's witnesses under examination and Mr Jordan in his remarks
rejected or substantially modified a number of important propositionscontained in Social Credit publications. For example, Mr Jordandescribed the A+B theorem as of only "academic interest", and MrYoung admitted important flaws in the A+B theorem and in the
examples of its application given in How Social Credit Works, compiledby Mr W. B. Owen, leader of the Social Credit Political League. Yet
the core of the Social Credit theory that there is a chronic gap between
purchasing power and prices, as conceived by its founder MajorDouglas, and as expounded in the past by the Social Credit movement,has been theA+B theorem.
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451. The Commission has not felt it desirable to trace and discuss

in the main body of its report all the inconsistencies with which it was

confronted. It has decided to consider here the principles and proposals
which seemed to be commonly accepted by most of the social crediters
who appeared before it. For a fuller account of the Social Credit
Association's proposals, for an indication of the significant withdrawals
and departures during the hearing from the original submissions of the
Association, and for a better understanding of the differences between the
various versions of Social Credit, a study of Appendix E to this report
is necessary.

Social Credit Analysis of ExistingSystem
452. The social crediters regarded the present system as inherently

defective They drew attention to the fact that public and private
debt, taxation, and the cost of living have all been increasing. They
claimed that there was no real security for the individual or the nation.

453. The basic reason for these defects they gave as a "chronic gap"
between the amount of purchasing power m the hands of the people
who want to buy goods and services and the prices which sellers must
charge to earn a fair return on the goods and services which they can
produce; that is, a chronic shortage of purchasing power.

454. A chief cause of the gap, they claimed, is that the banking system
has a monopoly of the creation and destruction of money, so that ail

money comes into existence as a result of interest-bearing loans to

producers from the banks. They argued that, since no money is

created to pay the interest charges on these loans, the members of the
community can meet them only by impoverishing one another or by
going more deeply into debt to the banks.

[Note—For convenience the term "gap" is used in the rest of this

report although, as pointed out elsewhere, we are convinced that no
gap in the sense postulated by the social crediters has existed in recent
years.]
455. This position, they said, is aggravated by the fact that persons

and business firms save part of their incomes.
456. For these reasons, in their opinion, at certain times there are

depressions while at others, as in New Zealand since 1936, the com-
munity bridges the gap by such means as the extension of the time-

payment system and the growth of public and local body debt, or by
struggling to find export markets overseas. Miss King claimed that the
growth of public and local body debt between 1933 and 1953 "measures
the extent to which depression is kept at bay by or local bodies
undertaking capital projects financed on debt money".
Social Credit Proposals forReform

457. To remedy this situation, the Association proposed that a
National Credit Authority should be set up first to ascertain, through
a national survey, the extent of the gap, and, secondly, to direct the
amount of extra purchasing power which should be issued "debt free"
to balance production and consumption. The extra purchasing power
could be issued in many ways, but the Association proposed that it
should be used by the Government to: (1) reduce taxation; (2) increase

social security benefits; (3) subsidise retailers who would reduce their
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selling prices to agreed figures; and (4) pay for public works of a non-
commercial nature. Other Social Credit witnesses did not appear to
think that a survey was necessary, and indicated that the Government
could henceforth finance all its expenditure with debt-free money,
thus avoiding the need to tax or borrow from the people.

Examination of Social Credit Analysis
458. The Social Credit view of the defects of the existing system lacks

perspective. For example, it is true that the absolute amount of the
public debt has increased considerably since the 1930's, but a balanced
assessment must take account of such factors as the changes which
have taken place in the national income and in the relative proportions
of the debt held overseas and in New Zealand since that time. When that
is done, it is evident that New Zealand's debt today is a very much
lighter burden than it was twenty years ago. In 1932-33, to take the
years chosen by the Association, the total public debt was more than
double that year's gross national income; in 1954-55, it was only
four-fifths of the gross national income. In March 1933, the Govern-
ment's overseas debt was £174 million; in March 1955, it was £100
million. In 1932-33, overseas interest payments used up £18 in every
£100 of overseas earnings; in 1954—55, interest payments used only
£1 2s. in every £100.

459. The growth of private indebtedness, which the social crediters
regard as another defect of the existing system, is largely a transfer of
purchasing power from one group of people to another. And, of course,
both public and private debt largely represent savings which have been
lent to the Government, to local bodies, to business concerns, and to
individuals, and have been put back into circulation by the borrowers.
What somebody owes somebody else owns. New Zealand's recent
prosperity and expansion have increased the opportunity to save and
the need and the willingness to borrow. Increased public and private
debt is very largely a reflection of rapid social and industrial develop-
ment financed from savings.

460. Similarly, taxation should be related to the national income and
to the purposes for which the taxes have been used. Taxation hasincreased since 1938-39, even as a proportion of the national income.
But the ratio of taxation to the national income has increased mainlybecause a larger part of the money collected through taxation is now
used to redistribute income through social security and other monetary
payments, and to finance capital works for which money was previously
borrowed. The vital fact is that the Government itself is using a
slightly smaller share of the nation's real resources than it did before
the war. And, as Social Credit witnesses so often pointed out, it is real
resources, not monetary values, that matter.

461. Again, there has been a rise in the cost of living in recent
years, and those people on relatively fixed incomes have suffered as a
result. But the average citizen has a substantially larger real income and
consequently a higher standard of living than before the war. Inaddition, the security of the individual has been improved by theextension of social security benefits, by the accumulation of substantial
reserve funds for the primary industries, and by the virtual disappear-
ance of unemployment in New Zealand.
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462. In short, the Social Credit witnesses gave a completely distorted
description of the state of the New Zealand economy, emphasising those
facts which gave colour to their arguments, but ignoring many other
facts essential for a balanced appreciation.

463. The Social Credit claim that all new money comes into existence

as an interest-bearing debt to the trading banks is contrary to fact. Only
about half (£139 million) of the increase m the volume of money [£271
million) between June 1935 and June 1955 was due to trading-bank
advances. About £20 million came from Government borrowing; from
the banking system (mainly from the Reserve Bank) and another £77
million came from overseas transactions. The balance of the increase is

accounted for by a number of other factors which individually are
relatively unimportant.

464. Reserve Bank lending, as we show later, does not involve borrow-
ing in the ordinary sense, and the increase in the volume of money from
overseas transactions does not usually involve borrowing m any sense
When New Zealanders obtain overseas funds, mainly from the sale of

exports, they sell this foreign exchange to the banks m return for the

equivalent in New Zealand money. On the other hand, New Zealanders
who have to make payments overseas, chiefly importers buy the neces-
sary foreign exchange from the banks with New Zealand money. When
overseas receipts exceed overseas payments as they did in the mam

between 1939 and 1954, the banks buy more foreign exchange than they

sell, and the volume of money in New Zealand is corresponding y in-

creased —without debt or interest.

465. In any event, payment of interest to the banks does not cause a

shortage of purchasing power, as the Social Credit argument runs

Nor does a shortage of purchasing power necessarily arise from business.
and private saving, another Social Credit contention. If bank interest,

reserves set aside by business concerns to provide for depreciation and
contingencies, and savings of private individuals all represented purchas-
ing power withdrawn from circulation, as the social crediters contend,
the national income would fall and the purchasing power of the com-
munity with it. But this money is not hoarded; it is normally spent into

circulation; and the assumption that it is hoarded is a grave, basic
fallacy in the Social Credit proposition.

466. The banks do not destroy or hoard their interest receipts. They
use them to pay wages and salaries to their staff and dividends to their
shareholders, and to make purchases from other firms which in turn use

their income in a similar way. Business concerns normally use within
the business the funds which they set aside as reserves, or sometimes use
these funds to buy shares and securities. _ Private individuals commonly
place their savings with some financial institution such as the savings

banks, which by this means are enabled to increase lending, or they also
acquire shares or securities.

467. In all instances the money is either spent directly or is made
available for borrowing by others to spend. TheAssociation's witnesses

finally conceded this point, and, incidentally, recognised that the lending
and borrowing of private savings is a basic necessity if a system of

private ownership and private enterprise is to be preserved, an objective
which they considered desirable.
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468. However, the Social Credit witnesses carried the argument one

step further. They claimed that the investment of savings meant the
reappearance of the same money in a fresh set of transactions which
included new costs but that no new money was made available to meet
these costs as reflected in prices. This is an instance of another basic
Social Credit fallacy-the fallacy that new money must be created to
finance every new transaction.

469. Most of the Social Credit witnesses did not seem to appreciate that
money circulates, that one bank note or bank deposit may be transferred
several times during a year, thus financing several transactions and
becoming part of the incomes and expenditures of several people. Some
of these witnesses implied that each unit of money was cancelled as soon
as if it had been spent and that fresh supplies of money were needed to
finance each new transaction.

470. A relatively small amount of money is enough to finance a very
large volume of business. There is no need-and indeed it would be
disastrous-to create new money for every transaction which takes
place in the economy. Yet that is what the Association's argument on
this aspect of the monetary system amounts to. This argument is totally
destroyed by a comparison of all transactions settled by cheque with the
volume of bank money available. For the year 1954, the value of cheque
transactions (excluding Government transactions) was £4,430 million,
but the average value of deposits and unexercised overdraft authorities
in that year was only £344 million.

471. We agree that if people hoard their savings instead of investing
them, or if financial institutions fail to find borrowers for the savings
placed with them, the community's spending is likely to fall, and the
national income also. But no deficiency of purchasing power need arise
if the saving of some individuals or business concerns out of their incomes
is matched by the spending of other individuals or business concerns in
excess of their incomes, either by the use of past savings or of borrowed
money. And, of course, there may also be times when purchasing power
is increased through the spending of some members of the community,
from borrowed money or from money saved in the past, exceeding the
current savings of other members of the community.

472. This is one of the fundamental and generally accepted explana-
tions of the ebb and flow of economic life in the past. But it provides
no foundation whatever for a theory that there is a permanent shortage
of purchasing power.

473. Growth of public and private debt provides no evidence of a
general shortage of purchasing power. For instance, examination of the
holdings of the Government's internal debt shows that most of the
increase which has taken place since the 1930's can be attributed to the
investment of savings by the public, either directly or through savings
banks, insurance companies, and so on. In other words, some people
have found it unnecessary or undesirable to spend part of their incomes
and have transferred the money temporarily to the Government in
return for an agreed annual interest payment. In addition, substantial
reserve funds have been accumulated by the primary industries —another
form of saving-and invested in Government securities. Similarly, private
indebtedness largely represents a transfer of income from one set of
persons to another.
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474. The Social Credit suggestion that our need to export primary pro-
duce is due to a deficiency of purchasing power in New Zealand is absurd.
The local market could not absorb all our wool, meat, and dairy produce,
and without imports, which can be bought only with foreign exchange
earned by exports, we could provide very little of the material and equip-

ment essential to our farming, manufacturing, and service industries. In-
deed without imports, the New Zealand economy, as we know it, would
cease to function. To give only one example, without petrol and oil all

forms of transport dependent on these fuels-motor cars, motor lorries,
passenger buses, farm tractors, and aeroplanes-would be brought to a
standstill, the transport system would collapse, and mechanical farming
would come to an end.

Examination of Social Credit Proposals for Reform
475. Under examination after they had heard a good deal of the

evidence put before the Commission, the Association's witnesses them-
selves seemed at least to have revised their estimates of the extent of the
gap and even to have begun to doubt its existence in recent years. It
does not require a national survey to prove to the Commission that, since
the war, spending has been generally in New Zealand in

relation to the goods and services available. Certainly some people have
had insufficient income to buy the goods and services which many people
regard as providing the basis for a reasonable standard of living, and
some have suffered from the continually depreciating value of their
savings or their relatively fixed incomes. But evidence that some people
have not enough purchasing power is not evidence that the community
as a whole has not enough purchasing power. All the evidence, in fact,
points to the existence of too much purchasing power. There has been
no undue accumulation of stocks; there has been a very large number
of employment vacancies; and prices have risen constantly. These
conditions would not have prevailed if there had been insufficient
purchasing power in the hands of the people as a whole.

476. The Association's counsel made it quite clear that "there is no

necessity for the creation of any money to balance available goods and
services with purchasing power...if the gap does not exist". Since
there is obviously no gap we cannot recommend any issue of debt-free
money at the present time.

477. It is recognised that more money will be required as our production
and population grow. If it seems expedient, the Government can use its
control of the trading banks through the Reserve Bank to prevent the
provision of this extra money by way of bank overdraft, which the
Association claimed increases the debt burden of the community. And,
if circumstances seem to demand that more money should be put into
circulation debt free, as the Social Credit Association urged, this also
can be done by financing Government expenditure through the Reserve
Bank. Today, when the Government borrows money from the Reserve
Bank it can set its own terms as to interest and repayment; it need not
repay the loans if it is felt desirable that the money should remain incirculation; and the Government even now pays the interest to itself (as
the owner of the Reserve Bank, the profits from which are paid into the
Consolidated Fund). That is not borrowing in the ordinary (and to the
Social Credit Association, objectionable) sense.



B. 3 114

478. Since the Government, therefore, already possesses all the powers
the Social Credit Association wishes it to have, the only question is
whether the issue of debt-free money is desirable or advisable.

479. The Commission is most strongly opposed to meeting the need
for extra money in the future through the Government issue of debt-free
money.

480. In normal times, when additional credit is necessary to finance
increased production, it is more appropriately provided through the
trading banks. They are in direct and frequent touch with farmers,
traders, and business houses of all sorts, and are in the best position to
judge the needs and estimate the resources of their customers. The
conditions of trading-bank advances-repayment when called upon and
the payment of interest-are in themselves some brake on excessive
demand for credit.

481. Even in these circumstances, too much may be advanced and too
much purchasing power may be made available. Through its ownership
of the Reserve Bank and its power to direct Reserve Bank action, the
Government can, however, limit trading-bank advances. In addition, as
the owner of the Bank of New Zealand, which handles two-fifths of the
trading-bank business of the country, the Government is in a position to
form its own opinion of, and to influence, trading-bank policy. These
important aspects of the monetary, banking, and credit systems are fully
discussed elsewhere in this report. Here it is enough to point out the
measure of Government control of credit within the existing system.

482. It might appear that costs and prices would be lower if all the
extra money required were issued debt free to the Government rather
than through trading-bank loans to industry. This idea is largely illusory.
As population and production grow, firms will need more working
capital; if they cannot get it from the banks, they will have to increase
their capital, borrow at interest elsewhere, or increase their prices. Like-
wise, the expenses of the trading banks will increase as the number of
depositors and the volume of deposits rise; if they cannot increase their
advances and investments, which are the main sources of their income,
they would probably have to raise their charges for keeping accounts.

483. The community's need for more purchasing power in ordinary
circumstances is vitally different from the need in a depression. A direct
increase in the incomes of consumers is urgently necessary in depression
conditions to enable what is produced to be sold and to maintain full
employment. At such a time a Government might properly issue money
through the Reserve Bank, and no doubt would. But even then it would
be unwise to use debt-free money.

484. If the Government adopts a policy of issuing debt-free money to
pay for its capital works, it enters into very one-sided competition with
the private sector of the economy for the labour and resources available,
and the community gets a completely false picture of the real cost of
such works. In our view, there is a grave danger that this false picture
would lead to pressure upon the State to take over from private firms
services which, in terms of real resources used, it could run no more
efficiently, but which, by reason of its favoured financial position, it
could supply more cheaply in money terms, at least in the short run.
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485. Similar considerations apply in the case of the use of debt-free
money for the payment of benefits or subsidies. If these must be financed
by taxation, there is a potent check on extravagance, in the form of
critical scrutiny by the taxpayers who are relieved of part of then
income to enable the payments to be made. If it is conceded that
benefits and subsidies may be financed by an issue of debt-free money,
this check is removed, and the pressure on the Government for extra
benefits must increase.

486. Thus, serious objections to reliance upon debt-free money to
expand the money supply as population and production grow are:

(a) It would give a false picture of the real cost of Government
operations;

(b) There would be pressure for the State to take over functions
which it could perform no better than private firms;

(c) It would be very difficult to keep the issue of debt-free money
within the bounds of prudence; and

(d) If an excessive issue were made, costs and prices would be
driven up very steeply and rapidly.

487. Among the uses suggested for debt-free money by the New
Zealand Social Credit Association were:

Tax reductions:
Increased social security payments:
Price subsidies.

488. This proposal reveals an immediate problem. If in one year
taxation were reduced and the reduction off-set by the issue of debt-
free money, in the following year taxation would either have to be
restored to the old level or more debt-free money issued to meet the
deficiency. Similarly, an increase in social security payments would
either have to be financed by more debt-free money in the second year
or the payments would have to be cut back to their old level. The
same would apply to prices; either more debt-free money would have
to be issued to keep them down by subsidy or they would have to be
allowed to rise again. The same process would have to be repeated year
after year.

489. If £80 million to £90 million of debt-free money were issued in
the first year of a Social Credit Government, as Miss King and Mr
Young at one time appeared to believe practicable, by the end of the
year the volume of money would have risen by about one-third.

490. Unless the debt-free money could be cancelled out of existence
the result of repeated issues of debt-free money of this magnitude
would be most serious chronic inflation. Although they recognised "the
utmost importance of cancellation" — Mr Young said that it was
fundamental to the Social Credit case - the Social Credit witnesses were
unable to show how the money could be cancelled. The Commission
can only conclude that it would never be cancelled.

491. Inherent in the Social Credit proposals is the belief that an
increase in the volume of money will bring increased production of
goods and services. Money is, of course, only power of demand over
goods and services; the issue of money will of itself produce nothing.
At a time like the present, when the resources of the community are
already fully employed, production can be increased only by acquiring
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more land, labour, or capital, or by making more effective use of the
existing supplies. The social crediters were unable to show us that the
issue of more money would in these circumstances produce anything
but higher prices.

492. Perhaps the belief that the issue of large quantities of new money
would be beneficial rests mainly on a confusion between what is good
for the individual and what is good for the community as a whole at a
time when resources are fully employed. We know that if, as individuals,
we won a lottery or received a substantial increase in pay we could buy
more of what we want. But, if an issue of debt-free money for tax
reductions or increased benefits gave us all the equivalent of a lottery
prize or a pay increase, no one would be better off at a time when
resources were fully employed. The extra money would of itself produce
no more goods and services.

493. It is not surprising that a doctrine like Social Credit should have
flourished during a depression, a time when the resources of the com-
munity were very far from fully employed. When large numbers of
people are unemployed, when wages and prices are falling, and when
stocks of goods stay unsold on shop shelves, to put more purchasing
power into the hands of the people certainly improves matters. But,
when business and industry are consistently many thousands of workers
short of their needs, when there are recurrent shortages of goods and
services, and when prices are continually rising, there is no advantage
but on the other hand real and grave danger in the issue of large
quantities of new money.

494. The extra money would not remain unspent; nor would it be
cancelled out of existence as soon as it was spent as some witnesses
appeared to believe. We would merely have more money chasing a
relatively constant supply of goods and services. Inevitably prices would
be driven up by extra competition for the goods and services available.
If the tax concessions and increased benefits financed by the new money
were continued in subsequent years-involving more and more issues
of debt-free money-New Zealand would be engulfed in rapid inflation
which would bring in its train economic, political, and social problems
of a magnitude which it is to be hoped New Zealand will never be
required to face.

495. It was made quite clear to us that, in the words of Mr Young,
"there is nowhere in the world where the financial technique of Social
Credit is in operation". Social Credit theory has, therefore, not been
put to the test of practical application.

496. In our view, the Social Credit analysis of the existing position
in New Zealand was falsely based, in that it:

(a) Grossly exaggerated the importance of increases in public and
private debt and in taxation.

(b) Assumed, contrary to fact, that all money comes into existence
as an interest-bearing debt to the banks.

(c) Wrongly assumed that bank interest and business and private
savings are hoarded and withdrawn from circulation.

(d) Ignored the fact that money circulates, a relatively small amount
of money being enough to finance a very large amount of
business.
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(e) Accepted the false premise that, because some people have not
enough money to meet all their needs, the whole community
must be short of money.

497. The Social Credit witnesses failed to produce any evidence of a
chronic gap between purchasing power and prices although, as they

admitted, the existence of such a gap is the whole basis of Social Credit.

Under examination, Mr Young agreed to this proposition: "No gap, no

Social Credit". A similar admission came from Miss King.
498. During the hearing the Social Credit Association witnesses and

the Association's counsel made very substantial withdrawals from
evidence originally submitted in proof of the gap. Mr Jordan admitted,
for example, that "increases in debts, public and private, are neither a

measure of the gap, nor conclusive proof of it". He finally went so far
as to say that the Association did not "postulate a chronic shortage of
purchasing power".

499. Under examination, Mr Young at first placed considerable
reliance on certain estimates of the gap published in New Zealand
Social Credit literature. Later he admitted that these computations
were full of serious errors. Indeed, he even admitted that the compu-
tation of a gap of £193.5 million, on the basis of which an issue of debt-
free money of some £80 million to £90 million was promised in 1954 by
the Social Credit Political League, involved comparisons of 1951-52
production with a total of salaries and wages for 1950—51 and company
and other incomes for 1949—50. It is obvious that such a computation is

worthless either as proof of a gap, or as a measure of its magnitude.
500. The Association's witnesses and counsel also retreated from the

original contention that the banking system's claim to own the credit it
dealt in was "a usurpation of the most important and powerful social
asset the community possesses". Mr Jordan committed himself to this
statement in the final address: "We do not allege...that the banks
have usurped the State's prerogative to create money. We allege that
they did and had until the passing of the Reserve Bank Act...but
we can see that nominally at least now the control of money is in the
hands of the Government".

501. The only positive Social Credit Association proposal for im-
mediate application that was sustained throughout the hearings was that
a National Credit Authority should be set up and a national survey
made to ascertain, inter alia, whether or not a gap existed.

Findings
502. After close examination of the Social Credit submissions and

evidence the Commission finds that:
(a) The Social Credit Association witnesses and counsel were seriously

at variance, not only with other social crediters who appeared
before us, but also among themselves. They made significant
withdrawals in matters of substance; even the A+B theorem
was virtually discarded (see paragraph 450).

(b) The Association's witnesses presented a distorted picture of the
present state of the New Zealand economy and their analysis
of New Zealand's existing monetary system was falsely based
and seriously erroneous.
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(c) They failed completely to substantiate their original submission
that there was a chronic gap between purchasing power and
prices (that is, a chronic shortage of purchasing power), which
is a fundamental proposition of Social Credit. They withdrew
during the hearing from their chief arguments in support of
thisproposition.

(d) The only positive Social Credit proposal for immediate applica-
tion sustained throughout the hearings by the Association
was that a National Credit Authority should be set up and a
national survey made to ascertain, inter alia, whether or not
a gap existed.

(e) Nevertheless, their whole submission rested on the assumptions
that the survey would undoubtedly disclose a gap and that
an increase in the volume of money was of itself certain to
bring increased production of goods and services.

(f) On the basis of these totally wrong assumptions, they envisaged
the application to the existing inflationary situationof remedies
devised for a situation of depression, like that of the 1930's
on which their theory appears to be founded. They did not
allow for the radical change in circumstances since then, and
they drew many of their examples of alleged deficiencies in the
present economic system from the conditions of twenty-five
years ago.

(g) There is abundant proof that New Zealand's present problem is
not a shortage of purchasing power, as in the 1930's, but an
excess of purchasing power. Nothing in the Social Credit pro-
posal was designed to meet such a situation. When, as now,
the resources of the community are already over-stretched,
further issues of money will produce nothing except further
pressure on the existing supply of goods and services-and
consequent higher prices and dissipation of overseas exchange
reserves.

(h) If made in the present circumstances, the large issues of debt-
free money contemplated by the Association and recommended
by other Social Credit witnesses would produce most serious
and chronic inflation and gravely disrupt New Zealand's
economy.

(i) The admitted ultimate objectives of Social Credit, the abolition
of debt and interest and the substitution of a national dividend
for the wage and salary system, would necessarily involve the
abolition of private ownership of property.

IV. Submission of Mr H. J. Kelliher and the Mirror Publishing
Co. Ltd.

Introduction
503. Mr H. J. Kelliher and The Mirror Publishing Co. Ltd. pre-

sented six volumes of submissions to the Commission. Many of the
matters raised were of a technical nature, including questions of
economics, accountancy, and banking. These technical matters have
been dealt with in Appendix F. Mr Kelliher did not himself enter the
witness box, but evidence was given on his behalf and on behalf of The
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Mirror Publishing Co. Ltd. by Mr W. S. Otto. Dr O. C, Mazengarb,
Q.C., appeared as counsel for Mr Kelliher and The Mirror Publishing
Co. Ltd The hearing of evidence, examination of the witness, and
addresses by counsel occupied nearly twelve days. Wherever we ascribe
matter to Mr Kelliher in the report, we are referring to the preliminary
documents placed before the Commission, to the prepared submissions,
and to the remarks of Mr Kelliher's counsel. Where Mr Otto is men-
tioned, we refer to his statements under examination, to his written

replies to questions put to him during the hearings, and to documents
presented in amplification of his evidence.

504. In his submissions, Mr Kelliher diagnosed the chief cause of the
inflation in New Zealand as the creation of new money by the banking
system in the expansion of its lending and investing operations. He also
put forward the view that deflation is caused by the reverse policy of
reducing lending and investment. He submitted what he described as
"a new concept in banking technique which will enable the banks to
lend and invest without creating or destroying the nation's money
supply" which he called "Loanable Funds". To supplement his main

proposal, the Loanable Funds Scheme, he also submitted a number of
ancillary proposals, such as schemes for insulation of the New Zealand
economy from the effects of overseas price changes, for control of capital
investment in New Zealand, for regulation of wage increases, and for a

number of other purposes.

Brief Explanation of the Process of Creation and Destruction of Money
505. Preparatory to a discussion of Mr Kelliher's proposals for reform

of the banking system, the next few paragraphs explain briefly the terms
"money supply", "volume of money", and "creation" and "destruction"
of money which are more fully discussed in Section Four of this report
and in Section One of Appendix C.

506. The term "money supply" and "volume of money" are synony-
mous. As defined by the Reserve Bank, they represent the amount of
money at any time in the form of com and bank notes in circulation,
and free (or demand) deposits available at the banks to the public or
to the Government for spending. It is an essential element of the
"money supply" that it represents money which the public (or the
Government) has an unqualified right to spend at will. For example, a
free deposit is an asset immediately available for spending by the
customer who owns it. A fixed deposit is also an asset of the customer
who owns it but it has been lodged with the bank for a definite period
and is therefore not available for spending until the end of that period.
For this reason fixed deposits are excluded from the official definition
of the money supply adopted by the Reserve Bank.

507. A bank overdraft is a liability of the customer to whom it has
been granted. He is liable to repay any amounts he has drawn, when
he is called upon to do so by the bank. Amounts drawn by customers
against overdraft accounts play an important part in determining the
total amounts held as demand deposits by bank customers. When a

customer exercises his right to draw cheques on his overdraft account,
such cheques will usually be paid to other people who then lodge the
cheques to the credit of their own bank accounts. As the number of
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customers' accounts in credit is greatly in excess of the number of over-
draft accounts, it may be expected that, in the normal course of
business, many cheques drawn on overdraft accounts will be lodged to
the credit of accounts which are in credit (i.e., free deposit accounts).

508. By this process an expansion of bank advances on overdraft
will usually lead to some increase in the total of free deposits, which
form the greater part of the money supply. Similarly, when bank
advances are reduced, there may be a reduction in free deposits and
therefore in the money supply. These increases and decreases in the
money supply are sometimes called "creation" and "destruction" of
credit or "creation" and "destruction" of money. The other causes from
which similar increases and decreases in the money supply may arise
are described in paragraphs 157 to 163 of this report and in Section One
of Appendix C.

Claims by Mr Kelliher for the Loanable Funds Scheme
509. Mr Kelliher claimed that his main proposal for banking reform,

the Loanable Funds Scheme, would have these principal advantages:
(a) Trading-bank lending and investment transactions would not

increase or decrease the money supply. He said: "What I
advocate is a new concept in banking technique, which will
enable the banks to lend and invest without creating or
destroying the nation's money supply". In this way Mr Kelliher
claimed that the Loanable Funds Scheme would cure what he
described as the "cardinal deject" in the existing banking
system.

(b) Inflation could be cured without restricting bank lending. In his
own words, "Monetary inflation has been the principal culprit
and major cause of price inflation. How then is the situation
to be rectified without restricting bank lending for private
and business purposes? I have endeavoured to supply the

answer". Elsewhere Mr Kelliher stated that he advocates a
"more elastic and vastly improved banking technique whereby

the trading banks would be enabled to lend from the existing
stockpile of money to the limit of credit-worthy borrowing".

(c) The trading banks would be prevented from "destroying the
nation's money supply" in a recession.

(d) The scheme would "revitalise free enterprise and enable all con-
trols to be dispensed with".

(e) The trading banks would "borrow to lend" according to the
principle "to which all Savings Banks and other financial
institutions must conform".

510. The Loanable Funds Scheme would begin on the basis of the level
of trading-bank advances existing at the time. Thereafter, in the main,
the trading banks would be limited in their authority to make advances
by their ability to attract additional fixed deposits or "savings" deposits
as Mr Kelliher calls them, together with any reduction in the former
total of advances. (Full details of the transactions which increase and
decrease the ability of the banks to lend under the Loanable Funds
Scheme are set out in paragraphs 23 and 24 of Appendix F.)
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Demonstration of Creation of Money Under the Existing System
511. As part of his explanation of the Loanable Funds Scheme, Mr

Kelliher gave a demonstration of the manner in which the money supply
is increased or decreased as a result of trading-bank lending and other
transactions. This demonstration was technically correct, and was in line
with the brief description of the mechanism of bank lending given above
and with the explanation previously supplied to the Commission by the
Reserve Bank when the hearings opened.

512. Mr Kelliher placed much emphasis on a statement made by Mr
Whyte, Chairman of the Associated Banks, under examination, that in
the course of their lending and investment operations the trading banks
"create money". Similar statements had been made previously to the
Commission by representatives of the Reserve Bank, the Treasury, and
the trading banks. As we have pointed out in paragraphs 428 to 431,
such statements have appeared in economic text books for the greater
part of the present century and, indeed, even before 1900. In the Com-
mission's view Mr Kelliher placed undue emphasis on this characteristic
of banking which has existed at least since the times of the goldsmiths
and which has been recognised and written about for many years. (See
Part II of Appendix D.) Mr Kelliher has attempted unsuccessfully to
remove this characteristic by means of the Loanable Funds Scheme.

Special Accounts Introduced by Mr Kelliher: "Bank Demand Deposits
Account" and "Loanable Funds Account"

513. The Loanable Funds banking technique introduces two new items
to the accounts of a trading bank called "Bank Demand Deposits" and
"Loanable Funds". Mr Kelliher in his submissions explained that the
"Bank Demand Deposits Account" was "the repository for New Zealand
money acquired by the various methods already referred to" ,

as, for
instance, the amount transferred by customers from free deposits to fixed
deposits, reductions in the total of advances to customers, etc. The
"Loanable Funds Account" he said was "the amount of New Zealand
money available for lending and investment". The former account was
treated as a liability and the latter as an asset. Both accounts would
always be equal in amount, as one was the counterpart of the other.

514. Under the Loanable Funds banking technique, when a bank
increased its loans to customers, the Bank Demand Deposits Account
would be debited with the amount of the increase and a corresponding
credit would be made in the Loanable Funds Account, thus decreasing
the credit balance in Bank Demand Deposits Account and decreasing
the debit balance in the Loanable Funds Account. On the other hand,
when a bank obtained a transfer by its customers of some of their free
deposits to fixed deposits or repayments of previous loans, the Bank
Demand Deposits Account would be credited with the total of these
transactions and a corresponding debit would be made in the Loanable
Funds Account. This entry would increase the credit balance in the
Bank Demand Deposits Account, and increase also the debit balance in
the Loanable Funds Account.

515. Mr Kelliher made a further and, in our opinion, quite improper
use of the Bank Demand Deposits Account by including its balance from
time to time in the specimen computations of the money supply he used
in his attempt to prove that under his proposals expansion or contraction
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of bank lending and investment would not cause any change in the
money supply. In doing this he violated the definition of the money
supply which he had previously accepted. It is only by this means
that he is able to produce an apparent constancy of the money supply
under the Loanable Funds Scheme.

516. The Bank Demand Deposits Account would merely show the
extent to which a bank may at any time increase its loans or investments.
It represents no more than a computation of the additional amount
which the banks could lend at any time, but in fact have not lent.
Clearly, therefore, the inclusion of Bank Demand Deposits in the
measurement of the money supply must produce a result which is
fallacious and wholly misleading. We have seen how Bank Demand
Deposits Account is expanded by increases in fixed deposits and by
repayments of existing advances and is reduced by the actual loans or
investments which the bank makes. Under the Loanable Funds proposals,
if customers of a bank transferred certain moneys from free deposits to
fixed deposits, the Bank Demand Deposits Account would be increased
by the amount of the transfer. As the free deposits have been reduced,
the amount of money available to the public for immediate spending has
been reduced correspondingly, because the fixed deposits are not avail-
able for spending. Consequently, there has been a reduction in the money
supply. Under the Kelliher Scheme this reduction is countered by the
inclusion of Bank Demand Deposits in the money supply.

517. On the other hand, when a bank makes a loan it will usually
result in an increase in the money supply. Under the Loanable Funds
proposal, the Bank Demand Deposits Account is reduced by the amount
of the loan, so that the inclusion of that account again creates an illusion
of maintaining a constancy in the money supply when in fact an increase
has occurred.

518. "Bank Demand Deposits" is a very misleading name for the
account which Mr Kelliher sets up, conveying as it does the false
impression that the account is similar in nature to the "demand deposits"
owned by trading-bank customers and available for spending by them,
which comprise the greater part of the money supply.

519. The Bank Demand Deposits Account does not represent deposits
payable by the bank to anyone. No one can "demand" repayment of
these sums in the same way that bank customers can demand repayment
of their deposits. Neither is this account in any sense a liability of the
bank or part of the proprietor's interest in the business. It is a memo-
randum record of the extent to which a bank would be entitled to
increase its lending and investment under the Loanable Funds Scheme.
Its counterpart on the assets side of the balance sheet, the Loanable
Funds Account, is in no sense an asset of the bank. It is merely a double-
entry counterpart of the other fictitious item Bank Demand Deposits and
is introduced merely to balance the books.

520. If the Bank Demand Deposits Account had been given a name
correctly describing its nature, such as "Unused Bank Lending Limit",
the error of principle involved in including it in the money supply would
have been apparent on the face of the examples submitted by Mr
Kelliher. The name "Bank Demand Deposits" conceals this error of
principle but does not remove it.
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521. After examination of Mr Kelliher's main proposal, the Loanable
Funds Scheme, the Commission finds that under it the process of
increasing bank advances leads to an expansion of the free deposits
available for spending by bank customers. The Commission also finds
Mr Kelliher's contention that his proposals would result in a stable
money supply to be demonstrably false even on the face of the
examples submitted in support of his claim.

522. These examples preserve an arithmetical constancy in the money
supply, but under examination this apparent constancy is shown to be
entirely spurious. As explained above, a constant total has been preserved
only by the introduction into Mr Kelliher's computation of the money
supply of a fictitious item specially created for the purpose. This fictitious
item is not part of the recognised definition of the money supply which
Mr Kelliher himself cited previously with approval. It does not represent
money available for spending by bank customers. Indeed, as pointed out

in paragraph 516, it merely represents the maximum permissible limit,
for the time being, to increases in bank lending.

The Meaning of the Term "Money Supply"
523. When he demonstrated that trading-bank transactions under the

existing system may increase or decrease the money supply, Mr Kelliher
adopted the Reserve Bank's definition of the latter term, but when he
purported to show that such increases and decreases in the money supply
did not occur under the Loanable Funds Scheme he gave the term
"money supply" a different and, in our view, fallacious meaning.
Under examination Mr Otto admitted that such a change in definition
had been made. When exactly the same reasoning and definition by
which he had proved that the trading banks at present create and
destroy money was applied to the Loanable Funds examples which Mr
Kelliher himself had supplied, it was found that the same increases and
decreases in the money supply (or creation or destruction of money)
still occurred. This also was admitted by Mr Otto. It is thus clear that
the argument by which Mr Kelliher sought to establish that his scheme
would prevent trading-bank transactions from increasing or decreasing
the money supply is fallacious. The main virtue claimed for the
Loanable Funds Scheme is therefore destroyed by the admission of
Mr Kelliher's own witness. The "cardinal defect" which he alleges in
the existing system is thus shown to continue in his own examples of
the working of the Loanable Funds Scheme, just as it did in his
examples of the existing system. (See Appendix F, paragraphs 39 and
40, for details of the admission referred to above.)

524. Mr Kelliher's contention that inflation could be cured under
the Loanable Funds Scheme "without restricting bank lending for
private and business purposes" is, in our view, without foundation. We
have already pointed out that, when bank advances are expanded under
the Loanable Funds Scheme, the same increase would occur in the free
deposits of customers as might be expected under the existing system.
We find nothing in the Loanable Funds Scheme to convince us that such
an increase would not have the same inflationary effects as a similar
expansion of advances would have under the existing system.
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Increases in Fixed Deposits as Main Limit on Trading-bank Lending
525. Under the Loanable Funds Scheme, the limit to which trading

banks could extend their advances would be determined mainly by the
additional amounts which they could obtain on fixed deposits. The only
manner in which advances could be greatly expanded would be through
a substantial accession of fixed deposits. Under the scheme the banks
would not be restricted in the interest rates they could pay for fixed
deposits. We doubt whether the trading banks could induce any worth-
while transfer of free to fixed deposits without offering relatively very
high interest rates.

526. To the extent that the banks could attract into fixed deposits
amounts from time to time standing to the credit of customers' free
deposits, they could make increased advances. Where free deposits are
lying idle, their attraction into fixed deposits would not of itself justify
an expansion of trading-bank advances. Under the Loanable Funds
Scheme, as under the existing system, increased advances might be
expected to result in increased free deposits, some of which in turn
would be placed on fixed deposit if the interest rates offered by the
banks were sufficient to attract them. Such a process, which involves the
creation of free deposits and therefore of money, would be technically
quite possible under the Loanable Funds Scheme. If, as seems unlikely,
the trading banks were able to attract a sufficient sum in fixed deposits
to enable an expansion of trading-bank lending "to the limit of credit-
worthy borrowing", the result would be, in the prevailing circumstances,
highly inflationary. A fundamentalflaw in Mr Kelliher's argument is that
under his scheme a mere change in the terms on which a trading bank
borrows money from its customers (i.e., from free deposits, repayable on
demand, to fixed deposits, repayable after three, six, or twelve months)
is made the justification for expanding trading-bank advances.

527. According to the evidence, unduly high rates of interest would be
necessary to enable the trading banks to attract sufficient fixed deposits
to permit a worth-while expansion of advances. Payment of unduly
high rates of interest would constitute a serious threat to the continued
existence of the recognised savings institutions. To the extent that
transfers of fixed deposits were achieved, they would permit a pound
for pound expansion of trading-bank advances. In our view it would be
quite wrong in principle to permit such an expansion of advances
especially if, as proposed under the Loanable Funds Scheme, the
existing control of trading-bank advances through the reserve ratio
system were to be discontinued.

The Money Supply in a Recession
528. As mentioned in paragraph 509 (c), Mr Kelliher claimed that,

under the Loanable Funds Scheme, the trading banks would be
prevented from "destroying the nation's money supply" in a recession.
In a time of economic depression business men take action designed to
reduce their financial requirements, such as reducing the volume of the
stocks they normally carry. This results in a reduction in bank over-
drafts and consequently in the money supply. Under the Loanable
Funds Scheme a reduction in bank overdrafts would result in an
increase of a corresponding amount in the Bank Demand Deposits
Account. To suggest that there has been no reduction in the money
supply is wrong. The actual reduction in demand deposits of bank
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customers is offset in Mr Kelliher's computation by the increase in
Bank Demand Deposits. In these circumstances, this increase merely
represents authority to lend which the bank is unable to exercise, because
either no one wants to borrow, or those who do are not credit worthy.

529. We have pointed out above that in a recession one of the reasons
why trading-bank advances decline, with a possible fall in the money
supply, is that customers of the banks are no longer willing to borrow
to the same extent. Indeed, on past experience, the banks would find
their fixed deposits increasing in a recession but would lack sufficient
willing and credit-worthy borrowers to enable advances to be maintained.
We find nothing in the Loanable Funds Scheme which would prevent
bank advances from declining in a recession if bank customers did not
wish to borrow or if the trading banks decided to restrict lending.

The Abolition of Controls
530. Mr Kelliher claimed that the Loanable Funds Scheme would

"revitalise free enterprise and enable all controls to be safely dispensed
with". Among his ancillary proposals, which we discuss at length in
Appendix F, there are suggestions which we think would do much to
stultify free enterprise and especially capital development rather than
to revitalise it. The proposal to restrict the annual capital expenditure
of a business to a percentage of its "shareholders funds" in our view is
a far more rigid and vexatious form of control than the existing Capital
Issues control. Mr Kelliher's scheme would apply not only to capital
expenditure from moneys raised on the market, but also to any capital
expenditure which a business was able to finance from its own resources.
A further example is a proposal for compulsory savings under which
"at least 25 per cent should be deducted from the income of every wage
earner under twenty-one years of age... such savings would be
available for drawing only on the attainment of twenty-five years or
earlier in the event of marriage or for any other approved purpose".
In our opinion Mr Kelliher's scheme would subject the economy to
a series of controls more rigid than those which he seeks to remove.

"Borrowing to Lend"
531. Mr Kelliher cited the present savings-bank system as exemplify-

ing a principle which he called "borrowing to lend", and which he
strongly advocated should be applied to the trading banks.

532. It is clear from the submissions that by "borrowing to lend"
Mr Kelliher means that, under his scheme, "creation or destruction of
money", or increases or decreases in the money supply, would no longer
occur through trading-bank lending and investment.

533. Mr Kelliher contended that the Loanable Funds Scheme was "the
most efficient means by which the provision(s) of the nation's money
supply may be divorced from the arbitrary lending and investment
decisions of hundreds of trading-bank branches throughout the country".
His proposal was simply "that the banks should obtain money to lend
from the existing stockpile of money, by means readily available to them
(which most people think they are doing already), instead of creating
new money to lend".
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534. We have already stated that the Loanable Funds Scheme does not
accomplish its primary objective of ensuring that the trading banks will
not create and destroy money. The fundamental reason why it fails to
achieve this purpose is that it retains the features which enable the
existing system to create and destroy money. These features are:

(a) Through the overdraft and cheque systems the trading banks
handle the bulk of the commercial transactions of the country
and their liabilities, "demand deposits", are used as a customary
means of payment and therefore are "money".

(b) Any expansion of bank lending may therefore be expected to
result in an increase in the demand deposits of trading-bank
customers.

(c) Any contraction of trading-bank lending is likely to lead to a
contraction of customers' demand deposits and therefore to a
reduction in "the nation's money supply".

535. It is quite clear from the examples of the Loanable Funds Scheme
submitted by Mr Kelliher that "arbitrary decisions of hundreds of
trading-bank branches throughout the country" would still have the
effect of reducing or of increasing the total of customers' deposits, and
the "provision(s) of the nation's money supply" would therefore not be
divorced from those decisions.

536. It appears to us that in advocating that trading banks should be
required to "borrow to lend" by operating on the same principles as
savings banks, Mr Kelliher has overlooked a most important question of
principle. Even if the present trading banks were constituted savings
banks, provided that they retained the overdraft system and payment by
cheque, their deposits at call would then constitute a customary means
of payment by bank customers and would therefore qualify for inclusion
in the money supply just as demand deposits at the trading banks do
now. In those circumstances increased lending by the new "savings
banks" would lead to increased "savings-banks" deposits and therefore
to the equivalent of increases in the "money supply".

537. These increases would occur whenever savings-bank customers
drew cheques on overdraft accounts and paid the cheques to customers
who had credit balances in their "savings-bank" accounts, thereby
increasing the total of "savings-bank" deposits.

538. The essence of the matter is that where a banking system handles
the bulk of the commercial transactions in a country, any expansion of
its lending is bound to result in increased deposits somewhere in the
banking system. If total demand deposits are increased in this way, there
is creation of deposits and therefore creation of money as a result of an
increase in advances.

539. The Loanable Funds Scheme does not embody any "principle to
which all savings banks and other financial institutions must conform by
prescription of law", which would prevent the creation and destruction
of money. As we have explained, the creation and destruction of money
is inherent in the nature of trading-bank transactions, even under the
Loanable Funds Scheme where creation and destruction of money still
occurs, but is concealed by the devices we have explained.

540. What the Loanable Funds Scheme does is to place a variable
upper limit on trading-bank lending, but it certainly does not enable or
require the trading banks to "borrow to lend" in the sense of eliminating
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the fundamental features of the present banking system through the
operation of which creation and destruction of deposits and money take
place.

Legality of Trading-bank Operations
541. Mr Kelliher's contention that the trading banks are operating

illegally is dealt with in the previous part of this section of the report
and in Part I of Appendix D. As already stated, after a review of all the
evidence and argument for and against this contention, the Commission
rejects it.

Ancillary Schemes
542. We have dealt in Appendix F and at other places in this report

with certain ancillary proposals submitted by Mr Kelliher for use in
conjunction with his Loanable Funds Scheme. Our examination of his
proposals for the insulation of the New Zealand economy, for the
control of capital investment, and for the control of wage increases
according to increases in productivity convinces us that they are entirely
impracticable for the reasons we give in the appendix. In some instances
their operation would be quite inequitable in its effects on different
sections of the community.

Comments on Loanable Funds Scheme
543. From the foregoing it should be clear that, in our view, the

principal claims made by Mr Kelliher for his Loanable Funds Scheme
have not been sustained. We are satisfied that the scheme would not
make any fundamental change in the nature of trading-bank transactions.
Neither would it alter the inflationary or deflationary effects of an
expansion or a contraction of bank lending. All it would accomplish is to
impose a somewhat arbitrary upper limit on increases in trading-bank
lending, mainly by restricting such increases to the extent to which the
banks are able to attract additional fixed deposits.

544. We are satisfied that the mere increase or decrease of fixed
deposits is not a satisfactory criterion of the extent to which it may be
desirable or necessary to expand or contract trading-bank advances.
Judged by the evidence given by Mr Fussell and Mr Whyte, there is
considerable reluctance on the part of holders of free deposits at trading
banks to invest such deposits for fixed periods, even to earn interest. If
this remained so in the future, the scheme could prove far too rigid to
enable the trading banks to meet the necessary requirements of trade
and industry in an expanding economy. It was apparent that Mr
Kelliher envisaged such a possibility, since he included in his submissions
a suggestion that in such circumstances the trading banks could be assisted
by loans from the Reserve Bank or by other Reserve Bank operations.
Assistance in this form would result in the creation of new and additional
money.

Conclusion
545. We acknowledge the high sense of public duty which prompted

Mr Kelliher to make his submissions and the great industry shown in
the detail in which they were compiled. Our conclusions on the sub-
missions are summarised as follows:
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(a) In his analysis of the economic system Mr Kelliher greatly
exaggerates the effects of increases in the money supply and
especially of trading-bank advances as causes of increases in
the New Zealand price level.

(b) The claim that trading-bank lending and investment transactions
under the Loanable Funds Scheme would not result in increases
and decreases in the money supply or in the creation and
destruction of money is not sustained. Neither is the related
claim that under Mr Kelliher's scheme the trading banks
would "borrow to lend".

(c) Apart from certain open market operations, which we do not
consider would be effective, there is no provision in the Loan-
able Funds Scheme by which an inflationary situation could be
remedied "without restricting hank lending for private and
business purposes". If trading-bank lending was expanded as
Mr Kelliher proposed "to the limit of credit-worthy borrowing",
the result in present circumstances would be highly inflationary.

(d) Under the Loanable Funds Scheme, contraction of trading-bank
credit in a recession would have the same effect on the money
available for spending by the public as it would have under
the existing system.

(e) The principal criterion for future increases in bank lending (i.e.,
increases in fixed deposits) is unsound in principle and, in our
view, would be likely to prove far too rigid in practice to
enable the trading banks to meet the needs of trade and
industry in an expanding economy.

(f) The contention that the trading banks are operating illegally in
conducting their lending and investment operations as they
do is rejected.

(g) The Loanable Funds Scheme would not "enable all controls to be
dispensed with". Indeed adoption of the ancillary proposals put
forward by Mr Kelliher would substitute a number of more
rigid controls in place of certain existing controls.

(h) In our view the ancillary schemes submitted by Mr Kelliher
in support of his Loanable Funds Scheme contain many
impracticable features and would have highly inequitable
results, even if they could be operated.

546. In the light of the foregoing conclusions we are completely con-
vinced that the Loanable Funds Scheme should not be adopted. Nor
do we recommend adoption of the ancillary schemes for insulation of
the New Zealand economy, for control of capital investment, and for
regulation of wage increases.

V. Commodity Currency Proposals
547. Mr Colin Clark, m.a., Director of the Institute of Agricultural

Economics, Oxford, England, and formerly Economic Adviser to the
Government of Queensland, who was visiting New Zealand, was invited
to give evidence. He advanced proposals for stabilising the value of the
currency by backing it not by gold, but by stocks of commodities. A
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