Overdrafts and Monetary Policy

It has been known for some time that the overdraft system of
bank lending can hamper monetary policy (1). In both the 1955
and 1960 booms in Australia, advances continued to rise while the
trading banks, unider central bank direction, were cutting back
new lending. In 1961 and 1962, while the authorities were effec-
tively encouraging the banks to pursue freer lending policics,
advances first continued to decline and then stagnated; by February
1964, advances, though much above recession level and continuing
to rise, accounted for little more than one-half of total overdraft
limits, a situation which gave rise to fears of an uncontrollable
“explosion of advances® in a new boom. -

So erratic has been the behaviour of the system in recent years
in Australia that there have been suggestions for its abandonment
or at least for reform (2). To decide whether anything needs to he
done, and what can or should be done, has not been easy because
of our ignorance of the working of the system. “ Nobody has made
a study of the nature and habits of the animal *(3). To remedy this
omission is the object of this article (4).

(x) CL H. C. Coomss, The Developmen: of Monetary Policy in dusiralia, B. 8. & A,
Rank Research Lecture 1954, University of Queensland Press, 1955, p. 15; FLW. Arwpr,
The Australion Trading Banks, 1st edition, Cheshire, 1957, pp. 62f,, 194f, A fairly extensive
scarch of the literatuce of money and banking outside Australia and New Zealand has un-
covered more than passing references to the subject of this article only in Lavineron's The
English Cupital Market (Methuen, 1921, p. 136), Knynes’s Treatise on Money (Macmiltan,
1930, vol. i, pp. qif., 236, vol. if, p. 35), and in the Report of the Irish Commission of
Inquiry into Banking, Currency and Credit {Dublin, 1938, p. 150%

(2) IL.W. Arwor, Joe. cft.; Financial Editor, Sydney Morning Herald, 15 Janvary xg61;
Australian Financial Review, 17 January 1964, 2 March 1954.

(3} Syduey Morning Herald, 12 November rgfo.

(4) 1 should like to thank several colleagues, including especially Dr. A.R, Har,
Mr, C. P, Harms and Professors Brian Tew, R.S. Savies and B. H. Bockeart, for helpful
comments on an earlier draft of this paper. None of these has any responsibility for opinions
cxpressed or for any remaining errors of fact,
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The overdraft is a Scottish invention (5). In the countrics of
the British Commonwealth (except Canada) it has for long been
the main form of bank lending, in contrast to the fixed loan which
is normal in North America and predominates in most other parts
of the world (6). The main differences between the two methods
are familiar. ‘

In the case of the fixed loan, the customer applies for, and the
bank grants, a Joan of a fixed amount which is at once credited to
the customer’s current account and debited to his loan account, and
on which interest is due from that moment. Whether the loan is
repayable over an agreed period or not, once repaid the loan (or
any part of it) dies and cannot be revived without new approval
by the bank. With the overdraft method, the customer in the first
instance merely seeks the bank’s approval to overdraw his account,
usually subject to an agreed “ limit 7. Actual borrowing takes place
only as the customer draws against the approved limit, and interest
is payable only on the daily debit balance, the “advance out-
standing .

The overdraft has obvious advantages to the customer. One
is its flexibility. So long as the limit is not exceeded, the debit
balance can be varied up and down without the need for renewed
approval. Although the bank will normally require security and
carefully investigate the applicant’s credit worthiness, the overdraft

(5) Cf. Apam Swmire’s account: * The commerce of Scotland, which at present is not
very great, was still more inconsiderable when the two first banking companics
blished; and those companies would have had but litde trade, had they confine
business to the discounting of bills of exchange. They invented, therefore, another metliod
of issuing promissory notes; by granting, what they called, cash accounts, that is by giving
credit to the extent of a certain sum (two ot three thousand pounds, for example), to any
individual who could procure two petsons of undoubted credit and good landed cstate to
become surety for him, that whatever money should be advanced to him, within the see
for which the credit had been given, should be repaid upon demand, together with the
legal interest” (Wealth of Natons, ed E. Canman, book i, ch. ii). See also, W.T.C.
Kine, History of the London Discount Marker, London, 1936; T. Bawocu, Studics in
Pinancial Organeation, CU.P., 1047, . 74-

{6) In the American banking systetn, 2 aumber of variants of the overdrafr are in
use, inchuding revolving credits subject to a commitment fee and confirmed lines of credit
but their share in toral bank credit is insignificant (cf. B. H. Beckeary {ed.), Banking Sys-
tems, Columbia UP., 1654, p. 871, and Basisess Loans of Commercial Banks, Ronald
Press, 1959). In some western European countries overdrafts are used under a variety of
names but, except in the Netherlands and in Ttaly, they account for a small or negligible part
of bank lending {cf. R. S. Sayers (ed.}, Banking in Western Europe, Oxford, 1962, pp. 18,

206, 276, 327, 366, 390}
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Ee;hgﬁ) si?ci; ,:Sdf to more informal arrangements — from a nod
The other advantage is that in the unused part of his limit the
customer obtains an addition to his liquidity which is as good as
cash but which is free of charge. This of course does nc;gt mean
that bank credit is necessarily cheaper under the overdraft method;
the average cost depends on the rate of interest and other tcrms:
and charges (7). Most of the Australian trading banks, morcover
some years ago introduced two types of charge related to the aver.
draft limit: an “establishment fee” and an “overdraft manage-
ment (or service) charge ” (8). But these were specifically designged
merely to reimburse the bank in part for the administrative costs
of an overdraft limit, the costs of investigation and valuation on
establishment in the case of the former charge, the costs of runnin
a logn account in the case of the latter. The charges are a smal%
fraction of the overdraft rate of interest and moreover graduated
so as to be negligible for large accounts, The fact remains, there-
fore, that while the full rate of interest is payable on the us::d art
of an overdraft, the unused part is almost a free good. P
From the point of view of the economy as a whole, and for
the purposes of monetary policy, three features characterise a bank-
ing system which uses. the overdraft, as contrasted with the fixed-
}‘oan, method of lending. First, a different significance attaches to
money supply ” as an indicator of liquidity. Sccondly, a different

loan l)(7) ’llh_c custoficr under ..thc fixed-loan system can reduce the net interest cost of the
i y placing on time deposit or reinvesting in the money market any temporary surplus
unds. In Australia the banks usually compensate customers who have to borrow by ﬁicd

]?an {such as some local authorities) or by the somewhat similar overdraft “ subject to reduc

— ” H H i

tion arrangement ® by granting an interest set-off, at or somewhat below overdraft rate, on
.

the customer’s daily credit balance on current account, up to the debit balance on lo
account. In the United States, on the other hand, it is still general practiée for banks :tn
;’::Imtt: borrowers to Leep on deposit with the lending bank a sum equal usually to( noi
b ,: no:;r&nj I-P;ile i;gntm(:ﬁr;:f loan. The effective cost of borrowing is thereby raised above
. (?) Scc‘: Comnfxercial Banking Company of Sydney, Annual Report i1962; also Austra-
dian Financial Review, 11 May 196r. The A.N.Z, Bank’s service cha-rge)was in rgbi
rtlzporrc:d to range from £z p.a, on Hmits up to [500 to a maximum of {10 p.a. on limits
‘:.lnove £50,000 (Me‘lboum.e Herald, 14 April 1961). No official information on these charges
has ever been: published in Australia, In New Zealand, the overdraft service fee, introduced
in Novr::.m-ber 1961: “is based on the limit or the highest actual advance .recorded’ {whichever
is the higher) during t.he. year ended 3t October and it rises in steps from £1 for limits up
to £r00, to f50 for limits aver [50,000 " (Money and Bunking in New Zealand, Rese
Bank of New Zealand, Wellington, 1963, p. 3). , "
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significance attaches to bank advances as an indicator qf the V(_Jlumc
of bank credit and of its effects on the level of spending. Finally,
and most important, the monetary authorities face an additional
difficulty in their cfforts to keep the economy on an even keel. We
will examine each of these features in turn.

Money Supply and Liquidity

The difference here is that, under the fixed-loan method, an
increase in bank credit granted is at once fully reﬂec'ted in an equal
increase in moncy supply in the form of bank chomts, while under
the overdraft method bank deposits come into existence only as and
when customers draw against their limits. Since a customer to
whom his bank has granted an overdraft limit is just as free to dra*.'nr
a cheque whether his account happens to be in credit or (up to his
limit) in debit, unused overdrafts are clearly ready spending power
no less than deposits (g). It has therefore often been suggested that
countries which use the overdraft method should include the volume
of unused overdrafts in their statistics of money supply. .

The New Zecaland Royal Commission of 1956 fc.nrthngh.tly'
defined the money supply in this way: “ Money is finyth1ng which
is immediately available and generally acceptable in payment for
goods and services or in settlement of a debt. I‘n New Zea!angi,
there are three things which appear to us to .s.atlsfy these criteria
of immediate availability and general acceptability :

(2) The coin and notes in circulation;

(b) The deposits on current account standing to the credit
of the customers of the trading banks...;

() The unexercised portion of overdraft authorities granted
to customers by the trading banks” (10).

One practical reason why this definition has nowhere been

officially adopted is that, until recently, statistics of unused over-
drafts have not been available. But even in New Zealand, where

(g) % Thus it is not in the least cssential to the efficient working of the cheque-money

systemn that any of those who have cheque books should also have deposits * (J. M. Kuvwes,
op. cit.,, vol. i, p. 41).

(10) Royal Commission on Monetary, Banking, and Credit Systems, Report, Govern-

ment Printer, Wellington, 1956, para. 151; of. also para, 160

L ST
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such statistics have been collected and published for many years,
the Reserve Bank has hitherto resisted the advice of the Royal
Commission. It explained in its evidence to the Royal Commission :
“ Unexercised overdraft authorities are not included in the volume
of money for several reasons. They are not freely transferable from
one person to another; some of them are merely nominal and may
never be used; and finally many bank customers could obtain
unexercised overdraft authorities if they desired, but this fact is not
recorded in the statistics ” (7). : .

These may not be entirely convincing arguments for excluding
unused overdrafts from the moncy supply. But they draw attention
to a point which has since then been much more emphatically
stressed by the Radcliffe Committee: that money supply, however
defined, is an inadequate measure of the liquidity of the public.
The liquidity of the public is important as a determinant of the
current and prospective level of aggregate effective demand. From
this point of view, what matters is not merely the money supply
in the public’s hands but all factors affecting its “ general liquidity
position ?, including its holdings of highly liquid and near-moncy
assets, and its current and expected borrowing facilitics. Whether
unused overdrafts are included in the money supply, or taken into
account among the no less important other aspects of the public’s
general liquidity position, does not thercfore matter very much.

For those, however, who continue to attach special importance
to changes in the money supply, the case for including unused
overdrafts remains powerful. It is worth noting in this connection
that the familiar “money formation table ” — like its more sophis-
ticated cousin, the flow-of-funds account — inevitably neglects
unused overdrafts because they do not appear as labilities in the
accounts of the trading banks, Paradoxically, the Australian trad-
ing banks meticulously record their “ contingent liabilities ” under
confirmed letters of credit, guarantees, etc. (x2), but never so much
as mention their much larger and very real demand liabilities in
the form of unused overdraft limits. Nor do these de facto liabil-
ities ever seem to have been brought into the reckoning in the rules
of thumb of British deposit banking, all of which have traditionally

€xx) Monetary and Fiscal Policy int New Zealand, Rescrve Bank of New Zealand, Wel-
lington, 1953, p. 32.
(12) Cf. FLW. Awnpr, The Australian Trading Banks, Cheshire, 1961, p. 113.
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run in terms of ratios of cash or liquid assets to deposits, rather
than to deposits-plus-unused-limits (13). The explanation no doubt
is that overdraft limits arc nominally revocable at will. No doubt
also the trading banks, in the practical management of their affairs,
pay due regard to their commitments under unused limits {14).

Limits and Advances

More important than the difference in the significance of money
supply under the two systems of bank lending is the difference in
the significance of bank advances.

Where bank advances take the form of fixed loans of the
American type, a rise in “advances outstanding” over a period
reflects the excess of new loan approvals over repayments of old
loans. This is not so under the overdraft system. Here we have
two distinct series, each reflecting the net balance of two opposing
forces: (a) limits (outstanding), a rise in which reflects an excess
of new overdraft approvals over reductions or cancellations of exist-
ing limits; and (b} advances (outstanding), a rise in which reflects
an excess of drawings (normally against existing limits) over repay-

{13} A notahle cxception, as so often, s Lavington who observed in 1921: * The
English banks make their advances partly by way of loan, partly by way of overdraft. A
simple statement of the ratio between their reserves and their lodgments, therefore, will give
an accurate idea of their ability to meet contingencies only if it is supplemented by informa-
tion as to the extent to which they have lent in one way or the other ™ (The English Capital
Market, Methuen, 1921, p. 136). The Irish Commission of Inquiry of 1938 put it maore
bluntly: “ Where the overdraft system prevails.., the quick assets of the banking system
should be contrasted, nmot merely with the current valume of liabilities revealed by the
balance shect, but with the total volume of liabilities really outstanding so long as the
existing overdraft facilities are maintained ». (ep. cit., p. 159). Keynes noted the point but
then procecded to ignore ir throughout his subsequent analysis, on the thin excuse that he
was also ignoring * the fixed minimum deposits retained by customers by agreement with
their banks to remuncrate the latter* (a practice common in the United States but surely
not in the countries which use overdrafts) and thar ® perhaps these two sources of error may
be regarded as ronghly cancelling one another out ™ (op. cit., val. ii, p. 35). Another excuse
sometimes advanced for igooring unused limits among the liabilities of trading banks, that
it is “highly ualikely that the whole would be used at one and the same time”
(Mr. McKenna in evidence before the Macmillan Committes, quoted ‘T. Barocw, op. cif.,
P 75}, is ho more convincing since it would, afrer all, apply equally to deposits.

(14) The AN.Z. Bank went further and took the view in 1962 that the large volume of
unused limits also imposed an obligation on the manetary authorities * to ensure that the
trading banlks are provided with sufficient resources to meet their commitments legitimately
entered into in accordance with official policy * (4nnwal Report 1962, p. 18},
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ments of old loans. (In the rest of this article we shall use the italic-
ised words for brevity as here defined.)

“The relationship between loan approvals and drawings against
them ” — and therefore between limits and advances — * is complex
and varies with circumstances ” (15). The complexity of possible
relationships, the obverse of the overdraft’s flexibility, is best illustr-
ated by listing the main types of overdraft transaction.

'll‘ype L. The customer sccures an overdraft limit which may
remain unchanged from year to year and against which he draws
frofr time fo time. ‘The customer opératcs on an overdraft”, All
his cheque payments represent borrowing and increase the volume
of bank advances, all his receipts represent repayments and reduce
the volume of advances (except in periods when his account is in
credit). ‘This type of overdraft is particularly convenient for primary
producers and others with seasonal credit requirements, But it is
also commonly used by importers and others to finance fluctuating
holdings of stocks. If all overdrafts were of this kind, limits would
change little, rising secularly with gradual growth in the number of
customers, and perhaps in their average limits. Short-term changes
would be confined to advances.

. T.ype . The customer securcs an overdraft limit * subject to
reduction arrangement”, that is to say, subject to repayment (usually
coupled with corresponding reduction in the limit) in regular instal-
ments, This type of overdraft, normal for housing loans but used
also for other purposes, often involves drawing of the full amount
of the loan in one lump sum, probably with little if any lag behind
f:hc estrflblishment of the limit. Sometimes, for instance where there
is a series of progress payments, the lag will be longer and distributed
over a period. On average, there is likely to be a fairly short and
fairly stable lag of drawings behind approvals. The other character-
istic feature of thistype of overdraft, which makes it most like the
.ﬁxed loan, is that the limit, in effect, dies away with each repayment
instalment, not to be revived; reductions coincide with repayments or
follow them more or less closely.

o Type Ill. The customer secures a new or increased overdraft
lm:ut linked to some specific planned expenditure, Here again the
object may be the traditional use of bank credit to finance investment

(15} Reserve Bank of Australia, dmnual Report 1062, p. 1.
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in working capital (stocks). But the expenditure may also be of a
seasonal nature {e.g, a primary producer’s shortfall of receipts in the
off-season); or it may be the purchase of a car or the payment of
doctors’ bills; or a major business investment in fixed capital, such
as the purchase of equipment or the construction of a building. The
new or increased limit may be for the whole or part of the planned
expenditure. Approval will usually (though not necessarily) be
secured before the decision is taken to go ahead with the spending
plan. Drawings will usually lag behind approvals, the lag depending
partly on the interval between the granting of the overdraft and
the placing of the order or orders (or letting of the contract), but
primarily on the interval between the placing of the order and the
presentation of the bill or account for payment. In this case, the
limit is mot necessarily reduced pari passu with repayments. Fre-
quently, however, such overdrafts are subject to a more or less
formal understanding that they will be repaid over a period and
that no substantial new drawings are made without renewed approval
by the bank. Reductions, therefore, will tend to be closely related
to repayments. On the other hand, there is here in the nature of
the case scope for great variety as regards the period for which such
advances are outstanding, i.e. the interval between drawings and
repayments.

Type IV. The customer secures an overdraft limit without any
firm o immediate intention to use it. Whether or not banks know-
ingly grant such overdrafts is not clear. But it is generally believed
to be common practice for firms to secure limits, as a kind of nest-
egg of liquidity, especially when credit is temporarily easy after a
squeeze and “the going is good” or in anticipation of a squeeze.
To the extent that overdrafts are of this type, approvals and limits
may rise, with drawings and advances following only much later
if at all.

Type V. Customers may secure overdraft limits solely as security
against trade credit. This is commonly done in Australia by im-
porters, in connection with documentary letters of credit. The over-
draft limit here serves much the same purpose as a bank acceptance

of a trade bill (16).

(16) In Australia, it is commoan for woolbuyers, in anticipation of credits from their
overseas pringipals which may arrive throngh any one of several banks, to establish temporary
overdraft limits with all these banks, These smultiple limits bave little significance and are
excluded from the Australian statistics for limits (but the temporaty wool advamccs are
included in the statistics for advances):
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Type Va. A variant of the preceding type became common
practice in Australia in 1963 in connection with so-called “inter-
company lending ”. Company A would borrow short-term funds
from company B at a rate of interest substantially below bank over-
draft rate, using an unused overdraft limit as backing. In this case
unlike the preceding one, the individual transactions occurred withi
out the knowledge of the banks concerned, and against existing
rather than specially established limits (17).

Type VI. The customer secures no formal limit, knowing that
hf.: can rely on the bank to allow him to overdraw his account,
within reason, as and when required. This appears to be very com-
mon in the case of the large company whose custom is so valuable
that the bank cannot easily afford to say No. Here limits are, in
effect, zero; all changes are in advances. ,

Type VIL The customer overdraws his account withowr an
approved limit, or in excess of his limit. Here, as in the preceding
type, advances are quite independent of limits, but this case which
probably involves a great mass of small accounts is much less im-
portant. At any time, some part of total advances outstanding will
Pe of this type, but the amount will not fluctuate greatly (although
it may have a tendency to rise when credit is tightj (18).

Finally, we must take account of two ways in which limits or

advances may change at the initiative of the bank rather than the
custorner :

- Type VIIL Advances will be increased whenever banks debit
interest to accounts, If half the banks (accounting for ‘one-half of
advances) do so annually in a given month, and overdraft rate is
6 per cent, this can bring about a 3 per cent rise in advances in
that month quite independent of drawings and repayments (19}

‘o ('}:37) For information about this inter-company lending, see dustralian Financial Review,
}igc : ::: 15;5;,9613);.129?11“”? 1964, 2 March 1964; alse Bank of New Sowth Wales, dnnual

(8 I.n New Zealand, the published statistics for total credit limits are compiled b
adding statistics for unused limits to total advances; they therefore include advances of thil.:
?md th.e preceding type. In Australia, the banks are requested to include only formal Hmits
in their returns of new approvals and limits outstanding; overdrawn cursent accounts and
a‘dvefnccs in excess of limits will therefore gencrally be excluded. The difference is quite
slgm!’lcant. It means, for example, that the New Zealand statistics' for limits reflect the sub-
stantial seasonal drawings without or in excess of formal limits for tax payments, while the
corresponding Australian statistics would not generally do so }

(19) CE. Financial Editor, Sydrey Merning Herald, 15 November rgbo.

e o
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Type IX. Banks may reduce limits and cven recall .advanceg at
their own initiative. It is customary for banks in Awustralia to review
most customers’ limits once a year. Such review may lead to a
request to the customer to reduce his limit_. In addition, the central
bank has once or twice in recent years directed the trading banks
to take steps to reduce limits, and banks have unfioubtcdly done so.
Whether banks ever nowadays call in advances (i.c. demand repay-
ment) on any significant scale is more doubtful, though it is said
that they did so in Australia in the weeks following the November
igho emergency measures (20).

When one surveys this list, and allows for the fact that the
relative importance of -the various types of overdraft may change
from time to time, one is tempted to conclude that no valid gene-
ralisations about the relations between limits and advances under
the overdraft system are possible, that anything can llappffn. As we
shall sce later, the position is probably not quite s0 bad in practice.
Meanwhile, it may help to pursue taxonomy a little fu'rth.cr.

In the first place, we can summarise the llkcly main influences
on the four determinants of net changes in limits and czdﬂunc'e{.
Changes in approvals will reflect mainly changes in the p}lbhc s
spending plans and liquidity, but may also reflect changes in t}.n:
degree of severity of credit rationing by the banks. Changes in
the rate of reductions of limits will mainly reflect repayments, but‘
may also be influenced by bank policy. Changes in the rate of
drawings will reflect chiefly payments by customers which, in turn,
will be related in various ways to their spending plans. Fmglly,
changes in repayments will partly reflect changes in current cas'h
receipts by customers (which in turn will vary not only with their
incomes, but also with their rate of borrowmg.f.rom f)ther sources,
such as overscas capital inflow or company raisings 10 the capital
market); in part also they will echo past rates of approval to the
extent that advances are subject to more or less regular repayment
arraigements, . . .

Secondly, while it is true that  changes in policy operate in
the first instance upon the rate at which'ncvy loans are being
approved and tend to be in the opposite d1rcct1_on to the current
pressures of bank borrowing as manifested in movements in:

(20} Tid., 21 December 1960,
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advances ” (21), one cannot identify limits as reflecting influences
from the supply side and advances as reflecting influences from the
demand side in the market for bank credit, The banks, as suppliers,
can refuse to increase and perhaps marginally even reduce limits;
to the extent to which there is excess demand for overdrafts, they
can stimulate an increase in limits by relaxing credit rationing; in
theory, though hardly in practice, they can recall advances, But
what happens to advances and even to limits is much more depen-
dent on demand than on supply. For, as is well known, banks
“can take the horse to the water but cannot make it drink * and,
in practice, they find it difficult to resist strong pressures of demand
for credit (22).

Thirdly, the ratio of advances to limits (i.c. the proportion of
limits used) will fluctuate with advances where overdrafts are of
types I, V1, VII and VIIT distinguished above. It will fluctuate
with limits where overdrafts are of types IV, V and IX. In the case
of type I, the advances/limits ratio will tend to stay close to
100 per cent. In the case of type III, the ratio may fluctuate widely
with changes in both limits and advances. It may therefore be
possible to discover something about the relative prevalence of the
various types of overdraft by examining the behaviour of the
advances/limits ratio.

But, fourthly, carc is needed in interpreting movements in the
advances/limits ratio. Even in the simple casc where advances fol-
low quite regular fluctuations in limits with a stable three months’
lag the movement in the ratio is by no means simple. In particular,
even in the months in which advances and limits are rising or

falling by the same amount, the ratio changes for obvious arith-
metic reasons.

Limits, Advances and Spending

So far we have discussed the relationships between limits and
advances under the overdraft system without enquiring in which
of the two series we are more interested and why,

Until a few years ago, this question would have sounded odd.
It was taken for granted that changes in bank credit — actual

(21) Reserve Bank of Australia, dunual Report 196z, p. 19,
(22) Cf. H'W. Arnor, The Australian Trading Banks, 1961, p, 62,
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lending by banks and actual borrowing by customers — are properly
measured by statistics of advances outstanding; and that, if we are

interested in what is happening to (bank-financed) spending, it is

again to the trend in advances that we must look. This' view still
p;cvails in countries like the United Kingd?m where it ha:s not
vet been thought worthwhile to publish statistics of‘ ovcrdrajft limits.
" In Australia and New Zealand, statistics of limits have in recent
years been collected and published. But even here, except to the
extent that limits (and approvals) have been treated as 1nf11cators
of trading bank policy, changes in limits have been thought 1ntc}:1rest‘
ing only because they precede changes in advances and may there-
fore be useful for short-term forecasting if - but only if — it is
safe to assume a fairly stable lag of advances behind limits.

In the light of recent developments in monetary theory, these
assumptions need to be reconsidered. - . |

Presumably we are interested in wl}at is happening to .the. lexg:
of (bank-financed) spending because, in the shorF run, it is t c;
level of spending or effective demand that determines the level o
economic activity, production and employment. But, as the Rz‘ld—
cliffe Report has stressed, what matters for the llevcl of 'cffectm:
demand is not the volume of monéy paid out in a PeriOd’ but
the volume of orders placed; “ decisions to spend ”, not “acts of
spending ” (23). The events that will cause more labour to ‘b-c
employed and more output to be produced are the d.ccmmns. to
place an order for goods or to let a tender for a construction project,
not the acts of writing out cheques when thc' bills finally come in.

If this view is accepted it ccases to be obvious whether‘ advances
or limits are the more significant indicator of trends in (bank-
financed) effective demand. dThe answer now depends largely on

hich types of overdraft predominate.

" If aﬁpoverdrafts were Ef types II or III, where the banlc.’s loan
approval normally triggers the dems‘mn_ to spend, thc. series for
Jimits would certainly be the decisive indicator of trends in effectl*i'c
demand; the subsequent change in advances would r.eﬂcct merely
the economically relatively uninteresting rate at which dr‘awmgi
were made to pay bills. In the casc of overdrafts of types I,

{23) Cf. HLW. Amwpr, *Radeliffe Monetary Theory ", Economic Record, Septeraber
1962, pp. 341,
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and VII, on the other hand, where the change is only in advances
(whether because limits remain unchanged or because they are dis-
pensed with), it is obviously the series for advances that measures
trends in spending in both senses. -

It scems likely that in Australia types I and III — overdrafts
of the housing-loan type and overdrafts granted to finance some
specific planned expenditure — account for a considerable part -of
total bank credit, and for an even larger part of the cyclical changes
in bank credit in which we are most interested. But the other
three major categories — spending by primary producers and others
operating on an overdraft with a virtually unchanging limit, by
large companies operating without a formal limit, and in some
circumstances by customers overdrawing their accounts without or
in excess of limits — are by no means negligible.

To this division into two broad classes of overdrafts secured
at the initiative of customers corresponds a parallel division of cases
where banks take the initiative in tightening or relaxing credit
rationing.  Although banks can directly influence only approvals,
not drawings (and therefore limits, not advances), it may be the
rate of approvals which matters most for their customers’ decisions
to spend (as contrasted with their acts of spending). “ Notwith-
standing the time lags between the approval of loans and their
drawing, a stimulus can be given to the economy when approvals
are high and rising by providing assurances of financial accommoda-
tion; when approvals are low or falling, expenditure can be dam.-
pened by the lack of such assurances ” (24).

The picture is further complicated by the fact that, as we saw,
both limits and advances may be influenced by factors which have
nothing to do with the current level of spending (in either sense),
such as the two types of overdraft limit IV and V which are not
intended to lead to drawings, and the factors listed under VIII and
IX above (reductions of limits and debiting of interest by the banks),

In all the circumstances it is clearly impossible to say @ priori
which of the two series, limits or advances, is the more significant
indicator of trends in (bank-financed) spending. But there can be

little doubt that limits are important in their own right, not merely
as heralds of advances.

(24) Reserve Bank of Australia, Awnwal Report 1962, pp, 19f; <f. also A. G. Haar,
Money, Debr and Ecomemic Activity, Prentice Hall, ig48, p. s,

3
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Statistical EBvidence

For the first time in the long history of the overdraft system
we now have, for two countries, some statistical evidence of the
working of the system.

"The Reserve Bank of New Zealand has for some years published
monthly statistics of unused or total overdraft limits and in recent
years also a classification of limits by classes of borrowers (25). In
Australia, the Reserve Bank has, since February 1962, published
two new series of statistics (26). Onpe is a monthly series of “new
and increased lending commitments” (approvals) (27); the other
a setics (monthly from September 1961) for “overdraft limits”
(limits). Both series relatc to the major trading banks and both
exclude temporary advances to woolbuyers and term loans (28).

. Graph I shows the series for limits, together with two series
for advances (one excluding temporary advances to woolbuyers and
term loans but seasonally unadjusted, the other seasonally adjusted
buit .including the two components) for the period July 1g961-March
1964 (29). It also shows the two corresponding series for the
advances/limits ratio. Unfortunately, the monthly series for limits
does not go back far enough to indicate what might have been a
normal cyclical relationship between advances and limits before
1961; and since 1961 conditions in Australia have been highly
abnormal. But until more time has clapsed, we must make do
with what evidence we have.

There is a suggestion that limits turned down before (seasonally
adjusted) advatices late in 1960 (30). Limits declined faster than

(25) Reserve Bank of New Zcaland, Bulletin, Sce also footnote 18 above,

(26) Reserve Bank of Australia, Stwtistical Bulletin; for both series up to July 1963
see Financial Supplement, September xg63.

(27) The Reserve Bank has been collecting statistics of approvals since the mid-fifties;
the first reference to these data appears in its Annual Report 1957, p. I3

(28) See also foptnotes 6 and 8; the Reserve Bank also publishes term loan approvals
and a seties for total approvals including ‘term loans; but there is no comparable series for
Kmits.
{2g) No sessonally adjusted series for advances excluding temporary advances to wool-

bayers and term loans is as yet available,
(30) The position is not entirely clear. A note in the Stasistical Bulletin, February

1g62 (p. T03) says that approvals “ dropped sharply in the second half of that year ™. (1960).
The Annzal Report 1961 aL one point (p. 20) implies that approvals began to fall between
August and October 1960, at another (p. =1) says merely that © before the end of 1960 the
rate of new lending by banks began to fail ™. ‘
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. LIMITS AND ADVANCES, AUSTRALIA Thmis T
pEcS T (Majoy Trading Banks) o
Secand Advances .
- Rati
Wednesday Limiss Actual Seasonally Advar?cegfto
in ) Adjusted . e
() ® (b Limits
(1) (=) (3 2
Lm. Am. Lm, ((T}) %o % Yo
1960 Fuly 1,682 1,030 1,041 61.1 62.0
Aug, 1,046 1,056
Sept., : 1,053 1,068
Qct. 1,688 1,060 1,076 62.8 63.6
Nov, 1,052 1,078
Dcc. 1,040 1,070
361 Jan, 1,624 1,025 1,072 63.0 66.0
Feb, 996 1,056
Mar, 970 1,042
Apr, 1,565 977 1,029 62.3 . 65.8
May 975 1,008
June g8 1,014
July 1,572 999 1,016 63.6 64.6
Aug. 993 1,005
Sept. 1,587 971 992 61.0 62.3
Oct. 1,606 966 992 60.0 61.8
Nov, 1,620 951 986 58.8 6o.7
Dec. 1,047 943 988 571 60.0
1962 Jan, 1,651 939 990 57.0 60.0
Feb, 1,605 924 990 55.5 59.2
Mar. 1,683 928 1,002 5.0 59.2
Apr. 1,701 964 1,019 50.y 5G.0
May 1,714 984 1,020 57.2 50.6
June 1,722 994 1,025 57.8 55.6
July 1,733 1,026 1,042 59.1 60,0
Aug. 1,744 1,025 1,042 58.6 50.8
Sept. 1,752 1,013 1,037 8.3 50.1
QOct, 1,753 1,007 1,030 577 5G.1
Nov. 1,707 1,001 1,040 56.7 58.8
Dez. 1,771 996 1,048 56.x 59.2
1963 Jan, 1,763 990 1,058 56.0 56,9
Feb. 1,767 975 1,067 55.0 603
Mar, 1,783 996 1,080 54.6 60.4
Apr.. 1,794 1,007 1,090 50.2 61.0
May 1,798 1,024 1,089 57,0 6o.6
Tune 1,812 1,934 1,094 56.9 6o.5
July 1,824 1,043 1,088 597.1 50.9
Aug. 1,836 1,048 1,093 57.2 59.5
Sept. 1,846 1,022 1,078 55.2 58.2
Oct. 1,862 J015 1,084 54.4 58.2
Nov. 1,874 1,004 1,090 53.6 58.2
Dec. 1,884 986 1,094 52.1 57.9
1964 Tan. 1,865 973 1,085 52,1 58.1
Feb: 1,870 958 1,046 sI.1 58.6
Mar, 1,879 969 1,123 51.6 60.0
Apr. 1,883 1,010 1,138 53.6 60.1
May 1,897 1,034 1,150 54.5 60.6
June 1,907 1,049 1,160 55.0 60.7

{2) Excluding
(b} Including

ternparary advances to woolbuyers and term loans.

Source: Reserve Bank of Australia, Sratisticel Bulletin; scasonally adjusted advances:

Australian Financial Review.
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advances in the carly months of 1961 (31), but in the second half
of the year rose rapidly while advances continued to decline or
stagnate. Encouraged by the central bank, the trading banks had
no difficulty in finding customers willing to take up new loan
approvals, but advances failed to respond, partly because business
confidence for long remained sluggish, partly because a combination
of influences — expansionary monetary and budget policies, running:
down of accumulated stocks, and sustained capital inflow — added
to the liquidity of the public, and thereby both increased the rate
of repayments and kept down demand for bank credit (32).

In 1963 all these factors were unexpectedly but very greatly
reinforced by an export boom which, between Janhuary 1963 and
February 1964, added nearly /250 million to international reserves..
By March 1962, the (unadjusted) advances/limits ratio had alrcady
fallen to 55 per cent. In the next two years limits rose by another
4200 million, and the ratio fell to 51 per cent in February 1964.
Unused limits reached the record total fgr2 million. Obviously,
this could not be explained in terms of any normal lags of drawings,
behind approvals. A considerable part of the new or increased:
limits granted in those years must have been overdrafts of type IV
— aimed at a “nest-egg of liquidity ” — and meanwhile used in
part as in type Va, as backing for inter-company credit. To that
extent, it is arguable, undrawn limits were not really unused, but;
inter-company credit took the place of bank advances. “

In any case the Febtuary 1964 figure is somewhat misleading

since it was a seasonal low (33). A turning point may have been:
reached two months earlier. In relation to sedsonally adjusted;

advances, the ratio reached its lowest:point in December 1963. In,
the following months, under moderate central bank restraint, the|
rise in limits appeared to slow down while (seasonally adjusted):
advances looked like staging the long-feared explosion ”, ;

(31) Between October 1960 and April 7g61 Hmits fell by 7.3 pericent, advances (scason-%
ally adjusted) by 4.6 per cent. Tt has been suggested that the rapid decling jn limits is.
partly accounted for by the fact that “a considerable number of weckly new approvals are;
thought to be specifically for terms of three months or less ", in effect “tiding-over arrange-|
ments ¥ (Financial Editor, Sydney Morning Herald, -15 March 1g62).

{32} For anather account of this cpisode, see The Awustralion Egonomy 1963, Govern.|
ment Printer, Canberra, p. 14. ‘

(33) 1t should also be noted that the ratio as here <efined excﬂudcs term loans which;
bad risen to 50 million by March 1954. As Graph II shows, the shift towards term loans:
partly accounts for the selative stagnation of other advances and therefore for the abnormally,

low advance/limits ratio.
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i ‘ o TFancn I Tartr I (Cont'd.)
X 1IMITS AND ADVANCES, NEW ZEALAND — o L
e e T Last balance Advances Ratio of
: Advances Ratic of . Limits Advances to
S | Fast balance Limi Advances to day in Actual S;?;.BMT Limits
v ‘ day in toolts Actual : s;;:ls‘on::;y Limits . \ - i . e '
jus . (1) (2) @ . @ o
® @ @ @ o ‘ : £m. £m. fm, w 7
fm, gm_ Am. 0 ) _ :
1962 Jan, 326.7 197.9 209.4 6o.5
1959 July 285.1 167.3 585 . Feb. 323.8 187.2 202.1 58.0
Aug: 286.1 164.6 ' 57‘5_ ) ‘Mar, 3344 7. 205.3 65.0
‘ Sept. 286.8 165.7 57:6  Apr. 3322 213.7 205.2 64.0
o Oct. 288.2 1634 6.8 ' May 3277 203.5 201.3 62.0
. : Now. 287.1 160.9 56.0 june 3266 195.1 159.7 59.7
S Dec. 291.6 161.5 552 . July 323.6 189.9 1g8.0 58.8
1960 Jan. 2913 162-? 170.8 552 ! f‘\“g- 325.8 189.6 166.1 58.1
b 293.1 160.5 176.6 549 L S 3280 1927 1g8.0 58.9
Mar, 304.5 182.1 169.3 © o0 | Oct. 324.6 : 192.0 196.8 58.2
Apr, 304.1 L7701 1706 583 i Nov.” 331.1 - 186y 195.0 6.4
May 503.0 173.8 1730 573 o P 3339 1951 197.5 58.6
June 304.5 173.5 175.6 57.0 1963 Jan. 333.7 187.0 195.2 57.9
July 397.9 1737 1771 565 _ Feh. 331.9 179.4 193.0 54.0
Ang. 307.8 1741 1760 | 56.7 M, 337.1 205.2 196.4 61.0
Sept, 3125 178.8 8.8 512 Apr. 3375 204.3 196.0 58.5°
Oct. 3147 183.2 1875 58.1 May 337.2 1992 197.6 59.0
Nov. 319.1 185.1 1907 58.0 Tune 337.0 - 196.2 200.7 ‘ 58.1
Dee. 324.8 187.0 193.2 579 july 340.2 199,2 202.9 58.5
1961 Jan. 324.3 190.3 1996 590 : Avg. 339-9 195.2 202.0 57.2
Feb. 3343 196.8 206.6 590 Sept. 3423 197.4 204.2 57.5
Mar, 349.0 233.3 2125 LELE oct. (3467 205.0 207.9 (59-0)
Apr, 347.0 228.5 219.0 65.9 . Nov. {348.6) 199.6 209.4 (57.2)
May 344.3 223.5 221.9 65.0 Dec, (352.3) 199.2 206.2 (56.5)
Junc 341.6 217.3 221.3 635 gy Jan, {(350.8) 202.0 212.3 (57.5).
July 340.5 ’ 218.8 2237 64.0 ' . Feb. {352.1) 197.97 211.5 )56.0)
Aug. 338.2 217.5 2242 64.5 Mar, (362.0) 2181
Sepe. 336.1 217.8 224.2 65.0 —
et 3351 213.8 223+2 23.6 . Source: Reserve Bank of New Zealand, Bulletin; seasonally adjusted advances: t'bia.’.,
Nov, 332.5 208.4 2173 27 April 1964, p. 44. : :
Dec. 327.8 205.0 213.9 62.6 An amount of f19.2 million, added to the published figures for limits from October
‘ _ , - 1563 in order to bring the figures for one bank into conformity with the standard definition,
{Cont’d,) - has here been deducted to retain comparability within the serics,
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The corresponding data for New Zealand where monetary
conditiens have not been so abnormal yield rather more evidence
about the relations between limits and advances _(G_raph IT). There
is a clear tendency for advances to lag behind limits. A deseason-
alised series for limits would probably show a lag of about 3 rx_mnths.
at the mid-1961 peak, but rather longer l‘ags of 69 months in the
two troughs of 1959-60 and 1962-63. This may well be-a normal
feature, reflecting the greater ability of banks to restrict than to
expand advances. In New Zealand, as in Austral%a t119ugh to a
much less degree, the advances/limits ratio has declined in thc_ last
three years, possibly here also reflecting a tendency to secure limits
against a rainy day while credit con_d1t‘10ns were relatively easy.
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As the Reserve Bank of Australia points out in its Statistical

Bulletin, it is possible, by deducting the monthly net increase in
limits from the monthly rate of approvals, to calculate approximately
the reductions (or cancellations) of limits during the month (34)-
By making the further, obviously somewhat heroic, assumption that
reductions of limits occur in the main pari passu with repayments
of advances, we can calculate also apparent ‘drawings (Table 1. -
Graph IIT shows approvals (monthly rate) together with apparent
reductions and apparent drawings as thus calculated.
. 'The first surprising fact brought out by Table TII is the high
mortality of overdraft limits. For every 4L10 million of new
approvals per month, about £7.5 million are offset by reductions
or cancellations of old limits, yielding a net increase in limits of
only f2.5 million. One commentator, writing carly in 1962, found
this high rate of reductions so surprising that he took it to be an
abnormal feature of that year (35). In fact, as the graph shows,
the monthly rate of reductions has continued to rise since 1962,
following the rise in limits (36). 3

Hardly less intriguing is the relation between approvals and
drawings revealed by Graph III. Two points deserve attention.
In the first place, it will have been noticed in comparing Graphs I
and II that limits in New Zealand show a pronounced seasonal
pattern (with the same March peak as advances), while at first
sight limits in Australia show no such pattern (except for a sharp
dip cach January} (37). Graph I suggests faintly that it Australia,
too, approvals (and therefore limits) (38) vary seasonally broadly
in step with advances. 'This is intcresting because it implies that

(34) Financial Supplement, Scptember 1963, p, 14. For this caleolation, it is necessary
to multiply the published weekly rate of approvals by 4 or 5 depending on the number of
weceks between the second Wednesdays of the preceding and the cntrent month.

(35) Financial Edicor, Sydney Morning Herald, 15 March 1962, 11 January 1963.

(36) The monthly average of apparent reductions was £30.6 million in 1g61-62 (October
June), f35.0 million in 196263, and £37.7 million in ry63-54 (July-March). -

(37) In the case of New Zealand, the March peak reflects payments of provisional
and company tax in the last month of ¢he financial year; a substantial pact of these consist
af drawings in excess of or without formal limit. ‘The January dip in Australia appears 1o
reflect the fall in approvals that occurs with the holiday shutdown of industry in that month,
and the practicc of some banks in including in their reterns to the central bank each
January and July afl reductions in overdrafts subject ro monthly reduction of limits. (CE.
Avsiralian Financial Review, 31 Tuly 1964, p. 4.)

(38) The seasopal movement in limits is most, clearly secn in the month-to-month
changes in column 2 of “Table III.
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APPROVALS, REDUCTIONS AND DRAWINGS, AUSTRALIA Grava Il - APPROVALS, REDUCTIONS AND DRAWINGS, AUSTRALIA
(£, million)
Lm
: A{; (a) 80
Approvals Limits Apparent vances (2 Apparent
‘monthl {nct monthly . (nct monthly . . ,
¢ ratc) d change) Reductions change) Drawings 70 ﬁ\ - -
() ) @ (€Y ) 80 I DRAWINGS _\J \ ,” w\_\_
(1=3) ) (-+4) A R ; i\ _ APP!?.OVAL,S N
- 50 A d S NS B W T\
1961 Oct. 37.6 18.8 1.8 - 53 135 ' . / \/f lt b HE 3
Nov, 44-4 14:5 29-9 147 152 = 40 f A\ /T\, AN HUYAYN
N ws | oser | -se | w N YN L R
: : 6.6 30 S = 1D e E TAY
' 1962 Jan, 344 44 30.9 T34 20 T TINTE WS v A TR
. 8 ~14.8 16. ol v i
Feb, 47.0 I 13- 33.2 4 4 20 ALY v | 1/\. !
Mar. 50.0 17.3 327 3.6 363 VAR N_REDUCTIONS WY
! - Apr. 51.6 18.6 33.0 357 68.7 10 - \/ v
D May 40.8 12.6 28.2 20.1 483 7
AR June 475 8.2 393 ro.7 5;"’ 0 : .
July 37.6 10.9 267 33 51"; JuLy JAN. JuLy JAN, JuLy TAN, ;
Aug. 432 s 317 s 3t - 1961 1962 1963 1964
SCPt- 44-5 7_8 36,7 — 12, 24.1 .
QOct. 35.5 0.8 348 ~ 5.6 2.2
- 6. o.
Nov. 50.5 13.6 36.9 5 304 ‘ . ) .
Dee. V2 a 38.0 .46 134 not all seasonal bank.cr.cdlt is of type I, ie. seasonal drawings
i 5 bo sz against a permanent limit. Some considerable part appears to be
R.] - * . - * * :
1963 Lar; i: p 06 i 6.0 5.2 2ty of type III, a limit being established (or increased) for a few months
ch, . b
Mar. 45.6 15.9 29.9 L 30.8 and reduced with repayment of the seasonal advance. :
Apr. 47.6 10.4 372 3;-4 68.6 Secondly, Graph III tells us something about the relation be-
. R . Q. . .
May 38-4 44 34.9 - 504 tween month-to-month changes in approvals and drawings. In
June 53.0 14.2 38.8 10,7 49.3 N ] . :
July 504 (1.6 38.8 8.4 47.2 about half the months during the three-year period covered by the
Aug. 9.0 12.3 36.7 3.6 40.3 graph, drawings appear to have followed approvals with a lag of
Sept. 43.4 1o.1 32:3 ‘22'2 6‘; one month; in the other half (most of which consists of the period
. - B 22,
Ect- 45-: izi 232 ~u; 255 May-December 1963) approvals and drawings seem to have moved
Nov. 9. . 37. . .
Dec. 10_4 9.3 31 ~17.8 13.3 together. With monthly data, onc cannot infer more from this
1o o3 g st than that there appears to be a lag of some weeks. But the evidence
1964 ia:; :g; 4:9 Yy e A confirms the impression that, of those overdrafts which account
Mar, 476 g.8 37.8 10.9 487 for month-to-month changes in advances, a considerable portion
Apr. 40.8 4.0 36.8 49-9 27'7 ' consists of type III, approval being sought not long before the
May 36.0 144 416 243 59 , actual drawing. |
June 46.8 10.7 36.1 14.3 50,4 ' o .
. A One disadvantage of all these statistics is that they are too
highly agoregated. It scems likely that a good deal more light
{a) Actual, excluding term loans, efc. ' g]dyb g%h g h ) Y : g e ’ ldg ‘
Source: Reserve Bunk of Australia, Stristical Bulletin, could be thrown on the behaviour of overdrafts if separate data
| !
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on approvals and limits of various categories of borrowers were
available. No such data are published for Australia (although the
Reserve Bank obtains a classification of limits for its own use).
For New Zealand, a classification of limits, corresponding to that
for advances, has been published at six-monthly intervals for the
last three years (Table 1V). Graph IV shows movements in the
advances/limite ratio for some of the main classes of borrowers.
The information is in many ways surprising. o

Contrary to what one might expect, farmers made very intensive
use of their limits, their advances/limits ratio being exceeded only
by that for personal loans. (The fact that the ratio was somewhat
lower for sheep farmers suggests that the average ratio for primary
producers may be a little lower in Australia.) It is urban business,
manufacturing and commerce (especially finance) that has the low
ratios, or in other words, holds the bulk of the unused overdrafts.
(I\;]‘cw Zealand importers, however, still subject to fairly tight selec-
tive control of advances, have a higher ratio in New Zealand than
the rest of commerce.)

Tamx: IV
ADVANCES/LIMITS RATIOS BY CLASSES OF BORROWERS,
‘ NEW ZEALAND
1961 1962 1963 1964 {a)
Chasses Jan. | July | TJan. July | TJan. Tuly Jan.
%l % | % | %% | % | %
3. Barming ctc. 733 | 751 | 786 | 7go | yrx g 753 (715)
1 ()
¢ mainly sheep ', 73.6 | 73.1 | 7.6 | 75.4 | 961 [ yo.3 1 (6G.5)
3. Manufacturing . 51.0 | 61.4 | 57.8 | 55.2 | 51.0| 566 (50.3)
2. Commerce 55.0 | 6o.0 | sBo | 53.5| 485 | 51.5 (51.0)
7@ .
roainly importers 64.6 | 69.6 | 58.0 | 64.8 | s6.0 1 (59.5)
7 8)
! finahee . 48.% | 50.1 | 51.5 | 41.4 | 42.3 | 42.4 (42.6)
10, Personal . 742 0 9B | 78| 983 77-2 | 781 (76.0)
Torar 58.4 | 65.2 | 62.9 | Goa | 57.2 | 59.9 (56.0)

f2) Not strictly comparable since limits include £19.2 million on new definition of
overdrafts, '
Sonrce: Reserve Bank of New Zealand, Bufletin,

|
i
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The graph brings out a number of interesting points. The
movement in the overall ratio (rising to a peak with advances in
July 1961, falling until January 1963, followed by a smaller rise
to July 1963) reflects the movement of the ratios for manufacturing
and commerce. The ratio for farmers continued to rise for another
year after the 1961 credit squeeze. The finance group appears to
have felt the squeeze in 1961 but has since then been able to hold
on to a large volume of unused limits. The oddest feature of the
graph is an apparent scasonal movement — high in July and low
in January — which is most marked for importers but also shows
itself in the personal and manufacturing categories. It is clearly
unrelated to the seasonal pattern of all advances ‘which is dominated
by the March peak for tax payments (3g).

One important aspect on which none of the available statistics
throws any light is the extent to which changes in limits, advances
and the advances/limits ratio are influenced by firms of different

{39} The explanation in the case of advances to importers appears to be that in june,
the last month of the impori-licensing year, importers tend to hold Targe stocks of imported
goods and therefore use thejr limits more fully than in January after the Christmas spending
period. In the case of manufacturing and personal advances the apparent seasonal pattern
is probably spurious, : :



258 Banca Mazionale del Lavoro

size.. Some banks in Australia have found that the relation between
advances and limits is much more stable if the large accounts are
eliminated from the statistics. Similarly, in England quite large
slices of total bank advances are thought to be due to a few giant
firms who use overdrafts as stop-gaps in their capital development
programmes. A size analysis of the statistics of limits and advances

would, be useful to test this point.

The F’fob[em of Unused Limits ’

At various points in the preceding discussion reference has
been made to the problem which unused limits present to the
central bank in its efforts to maintain the cconomy in ‘internal
balance. We must now look at this aspect more closely. What
precisely are the disadvantages for monectary policy of the overdraft,
as compared with the fixed-loan, method of ‘bank lending?

It is worth emphasising that some of the main obstacles to the
effective use of monetary and banking policy for economic stabilis-
ation have nothing to do with the difference between the two
methods. The difficultics that central banks sometimes have in
controlling the lending policies of commercial banks — in the sense
of the rate at which banks are prepared to grant loan approvals —
are clearly independent of the method of lending. Nor are the
difficulties in controlling the current level of spending through
expansion and contraction (or restraint upon expansion) of bank
credit necessarily any different under the two methods.

"The difficulties in using banking policy to stimulate spending
in a recession are no worse under the overdraft than under the
fixed-loan system, In so far as a rise in the level of (bank-financed)
spending depends on a rise in the level of ¢actual borrowing”
from banks, the real trouble is the sluggishness of response of
advances to .an easier lending policy by the banks, and there is
no reason to suppose that this is any greater under the overdraft
system. In so far as spending decisions are stimulated by the
« pssurance of financial accommodation ” (40) provided by an easier
lending policy, the effect is probably much the same whether cus-
tomers, under the overdraft system, are induced actually to apply

{40) See p. 245 above,

o
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for new or increased limits, or whether, unider the fixed-loan systern
they are merely made more confident that they will be 1%16 t(;
secure bank accommodation when the need arises. ‘

The difficulties banks experience in a boom in resisting pres-
sures of demand for credit are also unlikely to be aﬁectedgb Pthf:
method ;)f lending. Neither refusal of additional accommod];tion
E)c;rn r:;;elmo'f outstanding advances is any -easier under the fixed-

In fact, the special problems of the overdraft method arise
entirely from the existence of unused limits, Unused limits con-
stitute a reservoir of liquidity, additional to deposits, which does
not ex1st'whcrc all bank credit takes the form of ﬁx::d loans. An
increase in unused limits presents a problem for monctary 'l;olic
because it constitutes an increase in the liquidity of the privatz
sector. In turn, the importance of the grthh of liquidity in the
private sector lies in the scope it gives to the community =to¥ change
its behaviour quickly should its attitudes and expectations change

*— to spend more freely and to move into less liquid assets incrc*ib
ing the capacity of others to spend more freely ” (41). , )

Even in its effects on the liquidity of the public, the overdraft
system makes less difference than might appear at first sight. In
the interval between the approval of a bank loan and its use: for
fghcquc payments, the borrower’s liquidity is increased to exactly
the same cxtent whether the increase takes the form of a larger
credit balance on current account or an equivalent unused limit (f:z)
The special features of the overdraft system, in fact, reduce to tv‘:r;
points, both of which we have noted before. , -
. .First, the liquidity of the public is liable to be under-cstimated
i unused qverdraft limits are ignored, and it is in any case dif-
ﬁcult‘ to assess so long as the only available statistics relate td
depo§1ts and advances. Once statistics of limits are collected: and
published, this point loses most of its significance. Both Austfalia
and New Zealand have now gone a long way in this direction
though the Australian Reserve Bank might follow the New Zealand
example by publishing a classification of limits, and the New

{41} Reserve Bank of Australia, dnnual Repore 1663, p. 16,
s (;g;) I.n tl;e case of the ﬁxe_d-l_o_an systemn the increase (in terms of the Fisher equation)
s M, in the case of the overdraft system it raises V in the first round; thcre:is of
course no difference in subsequent rounds. .. . ) , B
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Fealand Reserve Bank the Australian example by publishing sta-
tistics of approvals. .
Secondly, unused limits u{lder the overdraft system cost noth-
ing (43), while on their equivalent under the fixed-loan ﬁystcm
— the unused part of a bank loan — the customer has to pay
the same rate of interest as on the used part (44). quer the
fixed-loan system customers have a strong incentive to cconomise
in the holding of borrowed deposits. So long as an‘ur.luscd limit
is virtually a free good, the total volume of unusmfzd limits held 01}
average by the public will be larger, and unprcdlctablc substantla_l
increases in advances more likely, than would be the case for their
equivalents under the fixed-loan system. .
To distinguish this defect of the overdraft system from other
problﬁms of monetary control common tolall for.ms_ of bank lc_nd—
ing is not to play down its importance, It is a serious defect which,
as we have seen, has on two catlier occasions aggravated the dif-
ficultics of monetary policy in Australia and may yet prove cven
more troublesome. What can and should be done to remedy it?

The Case for a Commitment Fee

Nothing as drastic as sudden complete abqiition of the over-
draft system and its replacement by the American-type fixed-loan
method is likely to commend itself in countrics n which the over-
diaft has been part of their way of life. Thc over-draft has advant-
ages to the customer which will not be l1ghF1y given up. o

An approach towards more gradual diminution of the role o
the overdraft and its disadvantages may emerge 1n Aus_traha from
the recent introduction of the term loan. As term loans increasingly
replace traditional overdrafts for longer-term requirements, cspccyilﬂy
for the acquisition of fixed asscts, overdrafts will represent a dec i-
ing part of bank credit. o -

For the rest, the main practical question is whether .soglcthmg
should be done to discourage the retention 'c_}f unused limits by a
commitment charge. When 1 proposed this in 1957 (45), the sug-
gestion met with two main objections in trading bank quarters.

(43) Subject to the cualifications noted on p. 235 above.
(a4} Subject to the qualification noted-in footnate 7 a.bovc.
(45) The Australian Trading Banks, 150 edition,; Cheshire, 1057, p. 194.
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First, it was claimed that overdraft limits were in many cases so
informal that no precise volume of limits could be determined.
The successtul collection of statistics of limits has disposed of this
point. Secondly, it was argued that the trading banks could not
umpose a charge for granting a limit without abandoning the fun-
damental principle that the limit was revocable at any time at their
discretion. Here again the proof of the pudding has been in the
cating: the banks scem to have had no difficulty in reconciling
their right to cancel limits at will — a somewhat tenuous right in
practicc — with the establishment fees and overdraft management
fees which most of them have adopted in recent years.

There remain two more substantial difficulties. One is that a
commitment fee would fall severely on primary producers and
others who retain a limit from year to year for purely seasonal
use during a few months of the year. Since fairly stable unused
limits during the off-season months present no problem for monetary -
policy, there is a case for meeting this difficulty by the banks
granting a partial or complete rebate of the fee for any part of
his limit which the customer agrees in advance to use only during
three or four specified months of the year, ‘ '

The other difficulty arises from the fact mentioned before that
a powerful and valuable customer docs not need a formal limit
since his bank can hardly refuse credit as and when he wants it.
A commitment charge would simply lead all the larger and weigh-
tier customers to rely on this fact and do without a formal limit,
This might be a real difficulty for an individual bank. But it is
hard to believe that all trading banks acting together, as they tend
to do in these matters, could not enforce the practice of insisting
henceforth on a formal limit for all customers.

It has been reported that early in 1964 the Australian trading
banks themselves submitted to the Reserve Bank proposals for a
commitment fee (46). The immediate occasion was reported to be
the development of intercompany lending on the security of unused
bank overdrafts, A commitment fee of 174 per cent would bridge
the gap between the then minimum bank overdraft rate of 514 per
cent and the current market rate of short-term inter-company loans
of about 4 per cent and could thus be expected to shepherd the
borrowers back to the trading banks and the lenders to fixed

(46) Aussralian Fingucial Review, 17 Yannary 1964; also 2 March 1964,
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deposits or the official short-terra money market (47). For com-
panies that chose to continue to usc an unused limit as security
for intcr—company borrowing, the fee would, in effect, serve as an
acceprance commission.

The newspaper reporting the proposal was doubtful whether

the Reserve Bank or the Federal Government would agree to “ such

a sweeping change as an across-the-board commitment fee — which
could be of great significance to bank profits ” (48). The additional
revenue which such a fee would yield to the banks can easily be
exaggerated. It is true that on the April 1964 level of overdraft
limits of /1,880 million ap across-the board fee of 174 per cent would
yleld over /28 million a year. But if the fee is applied to unused limits
only (by being absorbed in overdraft interest on debit balances), if
it also replaces the present establishment and management fees,
if it is wholly or partially rebated for limits confined to seasonal
overdrafts, if it serves to stimulate further resort to term loans, and,
above all, if it succeeds in its main object of encouraging customers
to keep unused limits to a minimum, then the extra revenue from
such a fee might turn out to be relanvcly small {49).

Perhaps Australia’s experience in 196164 was altogether ex-
ceptional and the New Zealand Reserve Bank right when it said,
as recently as 1963, that “allowing for very short-term deviations
there is on the whole a fairly stable relationship between limits and
actual advances” (50). But if, as I am inclined to think, this is
too complacent a view, then a commitment fee circumscribed in
the manner suggested is probably the best approach to the problem.

Canberra H.W. ArNDT

(4 The case of inter-company lending suggests an alternative formulation of the pro-
blem of unused limits. Banks mormally act to a considerable extent as lenders of last resort
for trade credit. Hence the commonly obscrved phenomenon of rising advances in a liquid-
ity crisis. The widespread resort to inter-company lending in Australia during the 1963-64
boom, apart from doing the banks out of business, involved the risk that a tightening of
credit conditions would lead to wholesale substitution of bank credit for inter-company trade
credit, But this is merely another way of describing the risk of wholesale mse of the unused
limits which served as security for inter-company lending.

(48) Australian Financisl Review, 17 January 1964.

(49) One commentator (Financial Editor, Sydney Morning Herald, 12 November rgbo}
has adumbrated the idea of variable commitment fees as a technique of monetary control;
it is hard to see thar any useful purpose would be served by influencing unused limits
through a varying commitment fee (rather than wused limits through a varying advance rate).

{50) Money and Banking in New Zealand, Reserve Bank of New Zealand, Wellington,
1963, p. 6.




