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Mortgage,
Construction, and
Real Estate Markets

MAINTAINING THE UPSWING that began in the summer of
1970, outlays for new construction expanded to yet another
new high this winter. Private residential expenditures, which
accounted for all of the increase in real terms in 1971, have
continued to dominate the advance. There has been relatively
little further change in nonresidential construction ¢xpendi-
turcs—ecither public or private.

Thus far in 1972, a ycar in which gencral business activity
is widely cxpected to be more expansive than in 1971, mort-
gage funds have remained ample and reliance on secondary
support from*Federally sponsored agencies has been limited.
With spreads of deposit rates over short-term market rates
unusually wide, savings inflows to depositary institutions
have remained high.

Under these circumstances, a number of large commercial
banks reduced rates paid to savers, but nonbank thrift institu-
tions generally have maintained their deposit rates. Also,
mortgage-repayment lows have continued large and lenders’
liquidity positions have been strengthcned appreciably
further. Reflecting these developments, outstanding com-
mitments for mortgages reported by thrift institutions have
exceeded earlier peaks.

Even though yields on corporate and other long-term in-

vestment instruments moved up somewhat in February,
yields on mortgages have continued to decline. This down-




SELECTIVE CONTROLS
AND OTHER RECENT
INNOVATIONS
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'RESIDENTIAL MORTGAGE COMMITMENTS
1| edge higher as SAVINGS FLOWS hold near
earlier peak

RATIO SCALE, BILLIONS OF DOLLARS
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“Net savings inflows™ are quarterly averages for savings and loan associations and mutual
savings bunks at scasonally adjusied annual rates. **Mortgage commitments outstanding,”™
which are mainly residential, are scasonally adjusted end-of -quarter totals for all savings and
loan associations and for New York State mutual savings banks. Latest data, Q4.

trend has helped to bolster demands for existing as well as
new homes in both the nonsubsidized and the subsidized sec-

tors of the market.

Undecr Phase Il of the President’s new economic program,
the operations of the Construction Industry Stabilization
Committec (CISC), which had been established early last
year to help moderate inflationary developments in con-
struction wage contracts, were continued along with those
of the newly created Pay Board. Subject to the general
coordination of the Cost of Living Council, the standard set by
the Pay Board for average wage increascs negotiated under
all types of new contracts is 5.5 per cent a year. And, de-
pending on tax and other considerations, thc end-of-ycar goal
for average annual increases in prices—which in the case of
real estate relate mainly to rents for certain cxisting residen-
tial rental units—has been cstablished at 2.5 per cent.

Prices of most types of residential and nonresidential real
estate for sale were exempted from controls under Phase II,
mainly because of the difficulty in comparing such hetero-
geneous items. Also, because of the administrative burden
entailed and the actual and prospective improvement in
available supplies, more than two-fifths of cxisting rental
units werc removed from rent controls in late January.
The majority of these units are in structurcs with not more
than four units and with longer than month-to-month rental
agreements.
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In January, a statistical and surveillance program covering
ratcs on home mortgages and other types of consumer loans
on a sample basis was announced by the new Committee on
Interest and Dividends. This program includes a plan for
special reports to the Cost of Living Council and to the public
and for discussion of developments with lenders as circum-
Stances warrant.

Other official actions designed mainly to help moderate
cyclical shifts in mortgage lending and related residential
construction activity have also been made cifective recently.
(In this connection, see also the report beginning on page 215
of this BULLETIN.) Some of these actions broaden the geo-
graphic scope and investment range of individual lender
groups; others point toward further liberalizing certain loan
terms available to borrowers and cnhancing the potential
liquidity of mortgages held by investors. For example. last
August. the Federal Home Loan Bank Board raised to 95
per cent the maximum loan-to-value ratio permitted Federal
savings and loan associations on conventional home mort-
gages subject to certain conditions.

Perhaps more important, carly this ycar. the Federal
National Mortgage Association and the still relatively new
Federal Home Loan Mortgage Corporation instituted a secon-
dary market for conventional whole mortgages bascd on
standardized mortgage documents. The FHILMC. which op-
erates under the acgis of the FHLBB, had alrcady begun to
expand this existing market for participations in conventional
mortgages. Conventional loans presently account for about
two-thirds of the total dollar volume of loans outstanding on
I- to 4-family homes. Trading in this necw secondary market
remains to be developed further, but this marks the first time
that such a market has existed on a basis even potentially com-
parable to that for Government-underwritten mortgages.

Within the Government-underwritten scctor, prospects for
improving mortgage liquidity were also increased with the
successful introduction last autumn of the first issuc of new
mortgage-backed serial notes guaranteed by the Government
National Mortgage Association. Unlike the regular GNMA
“‘pass-through’’ instruments that had becen introduced carlier,
these new notes provide investors with a choice of maturities
on a basis similar to those offered on some other types of mar-
ket sccurities. In addition, GNMA instituted new programs
last August under its special assistance functions. These
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programs permit GNMA under certain conditions to absorb
some of the discount points that sellers might otherwise
have to pay. Moreover, to allow sellers in higher-cost areas
to participate more fully in such assistance. Congress recently
raised the loan limits for eligible homes under these programs
from $22,000 to as high as $36,750.

Mortgage lending commitments outstanding for residential
and other properties have remained exceptionally high in
early 1972, Mortgage yields required by lenders have con-
tinued to move down, and use of the special support available
from FNMA and other nondepositary sources has remained
comparatively small.

Mortgage terms. Contract interest rates for conventional
first mortgages on new homes averaged 7.60 per cent in
February. Although still quite high by pre-1966 standards,

2 | MORTGAGE YIELDS resume decline after summer,
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Mortgage data based on FHA ficld-oftice reports. For *‘conventional,’” average interest rates
are for first mortgages on new homes. For **FHA-insured,”’ weighted averages of private
secondary market bid prices for certain new-house mortgages (shown at a discount from
par in the bottom panel) converted to annual yield. Thin lines indicate months affected by
adjustment in contractual interest rate. For corporate bonds, weighted average of new public-
ly offered bonds with at least S-year call protection. (Moody’s Aaa and Aa and A adjusted to
Aua.) Latest data, February.
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the rate was as much as 25 basis points below the level that had
prevailed last August when the President’s wage-price frecze
was inaugurated. The average rate for mortgages on existing
homes, at 7.65 per cent in February, was also at the lowest
level since the new cconomic program was instituted, ac-
cording to data from the Federal Housing Administration.
In some localitics, moreover, rates—particularly for high-
downpayment loans on ncw houscs—were at or below 7 per
cent.

Apart from the dampening of inflationary expectations
since August, the recent mortgage-rate decline has reflected
the persistence of a still very high level of nct savings inflows
to thrift institutions. These inflows reached a record for Jan-
uary and February combined. However, continuance of heavy
demand for mortgage loans and of uncertaintics about future
savings inflows, the strength of future demands for funds by
corporations and other long-tcrm borrowers, and the likely
extent of short-term rate incrcases have tended to limit
the mortgage ratc decline. Also. while there has been some
shift in emphasis away from the high-cost types of consumer
accounts pionecred in recent years, rates on savings deposits
at thrift institutions have gencrally not been Jowcered despite
fairly widcspread downward adjustments at commercial banks.

In the relatively sensitive secondary market for Govern-
ment-underwritten mortgages. yields had begun to turn down
in August, and by February they were 51 basis points below
their July level, according to the FHA. As a result, discount
points, which last summer had again bccome a scrious prob-
fem for selfers of new and cxisting homes utilizing such mort-
gages. were down to an average of fewer than 4 points by
February, based on the 7 per cent contract rate ceiling that has
been in effect for more than a year. This improvement has
eliminated reliance at this time on GNMA’s special assistance
programs for subsidizing excessive discounts.

Other distortions that had affected the mortgage markets
have also been corrected to some extent under the generally
easier credit conditions that have persisted since August.
Last autumn, for one of the few times since carly 1966, the
yield required by lenders on FHA-insured home mortgages
dropped below the average contract ratc for conventional
home mortgages. Also, an unusual ncgative gross yicld-
sprecad for mortgages as against corporate bonds that had
developed carly last ycar was eliminated. While the gross
yield-spread in favor of FHA-insured home mortgages was
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still quite narrow, it averaged above 35 basis points in the
early months of 1972,

Bascd on results from the FNMA purchase auction for
Government-underwritten mortgages on March 6. implicit
yields on short-term forward-purchase commitments—the
major type in which bidders have been actively interested
since last summer—were down further from the 7.61 per
cent level reached earlier this winter. Since autumn, bids
received by FNMA have fluctuated at a very low level.
Mortgage companies, which are the major traders in this
market, have found other buyers. In some cases, such com-
panics have opted to build up warehouse lines of uncom-
mitted mortgages at commercial banks under the very favor-
able terms prevailing—apparently in anticipation of further
improvements in secondary mortgage market priccs during
the period ahcad.

In January, maturity and loan-to-pricc terms on con-
ventional loans were being maintained at or above the abruptly
liberalized levels that developed initially in late 1970, as
shown in Chart 3. A factor permitting the higher loan-to-price

NON-RATE TERMS for CONVENTIONAL

3 |HOME MORTGAGES more liberal since
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gages originated by major lender groups on single-family homes for purchase only. Latest
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MORTGAGE, CONSTRUCTION, AND REAL ESTATE 207

ratios available to borrowers has been increased rcliance by
lenders on private mortgage insurance. a trend that is likely
to grow under prevailing market conditions. Partly reflecting
the expansion in loan-to-price ratios. loan amounts, which
had changed relatively little during the two preceding ycears,
increased to an appreciable degree during 1971, especially
for loans on existing homes.

In ihe case of multifamily and other income propertics,
contract rates and other terms have apparently also been
liberalized further this winter. Morcover, indications are
that cquity participation arrangements have been used to a
far lesser extent than in other recent years.

Mortgage debt expansion. Seasonally adjusted net mort-
gage debt formation early this year appearcd to be holding
at an annual rate very ncar the remarkably high—$54 bil-
lion—pace that had been reached in the third quarter of 1971
after an extended six-quarter rise. In 1971 as a whole, net
mortgage flows approximated $48 billion. about 75 per cent
more than the previous peak in 1969.

Loans on all types of nonfarm properties shared in the
exceptional further advance in 1971. However, the net in-
crease was most marked for mortgages on - to 4-family units.

4 ’NET INCREASES in MORTGAGE DEBT hold near earlier highs for all property-types . . .
" | with major support from SAVINGS AND LOANS and COMMERCIAL BANKS
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As compared with income properties generally, such units,
which include condominiums, had experienced a considerable
shortfall in necessary funds in 1969 and early 1970. Since
then, the resulting overhang of demands has affected not
only construction loans and permanent financing of new units
but especially transactions in existing homes. Moreover, last
year, with interest rates lower and with loan amounts and
other mortgage terms morc liberal, refinancing of existing
homes accelerated, and refinancing of income properties
also increased.

Among the major types of lenders, savings and loan as-
sociations—Ilong the dominant group in the home mortgage
market—Ied the expansion in mortgage debt, not just in the
home sector but in the multifamily property category as well.
Altogether, the associations expanded their mortgage port-
folios almost as much in 1971 as in the preceding 2% years
combined. Even so, with the aid of some additional borrow-
ing from commercial banks, the associations were able to
repay as much as $2.6 billion to the Federal home loan banks
—twice the nct volume borrowed from that source in 1970.
In addition, they purchased a substantial share of the new
GNMA-guaranteed mortgage-backed sccurities that became
available during the year, and they took advantage of their
liberalized nonmortgage lending privileges to expand their
holdings of mobile home debt as well.

Net takings of mortgages by commercial and mutual
savings banks also contributed appreciably to the accclerated
pace of mortgage lending in 1971. In fact, net additions by
commercial banks reached new peaks for all types of mort-
gages and those by mutual savings banks were at a 6-year
high. Under such circumstances, net purchases by FNMA
dropped to the lowest level since 1968 and net purchases by
the FHLMC were limited largely to developmental op-
erations. On the other hand, life insurance companies, al-
though benefiting from a sharply reduced demand for policy
loans, registered a net decline in home mortgage holdings
for the fifth consecutive year and recorded the smallest net
increase in over-all mortgage holdings in morc than two
decades.

Total outlays for new construction in February were at an
estimatcd seasonally adjusted annual rate of $119 billion.
This was 17 per cent above the total for February a year
earlier and 10 per cent above the total in 1971 as a whole,
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a ycar when such outlays exceeded $100 billion for the first
time in history.

Construction costs. Construction costs this winter have
apparently continued only a littlc changed from August, at
about 135 per cent of their 1967 average, according to the
Commerce Department’s composite cost index. However,
reflecting their alrcady advanced level, higher costs early
this year arc estimated to have accounted for half the estimated
year-to-year rise in total current-dollar outlays for new con-
struction. Although wage scttlements under the CISC have
tended to be appreciably less liberal than was the case last

5 (NEW CONSTRUCTION OUTLAYS continue upward

RATIO SCALE, BILLIONS OF DOLLARS
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sonally adjusted annual rates. Recent data, preliminary;  February, Federal Reserve
estimate.

year, they have ranged above thc general stabilization guide-
line. Morcover, land costs, which are not included in new
construction cxpenditures and which are not under price
controls. have continued upward. Costs of building ma-
terials had riscn sharply carly in 1971 after an extended period
of limited change. as the pacc of residential activity con-
tinued to escalatc beyond suppliers’ expectations. This winter,
following the wage-price freeze, prices of lumber and of some
relatcd materials increascd sharply again as housing starts
moved even higher.
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Nonresidential. Seasonally adjusted expenditures for new
private nonresidential construction projects carly this ycar
were holding somewhat above the record current-dollar rate
reached in the second half of last ycar. Growth in office
building activity has apparently slowed, but indications are
that outlays for other types of commercial structures—in
particular for shopping centers, which tend to follow residential
construction—have continued to provide additional support.
Outlays for industrial plants, after a sharp further decline
through most of 1971, have held at a somewhat improved
rate in recent months. Additional increases arc likely in 1972,
judging from recent surveys of plans for plant and equipment
expenditures. Outlays for religious, educational, medical,
and other types of institutional structures have also tended
higher.

This winter, expenditurcs for public construction, which
had expanded sharply in late 1970, have continued to fluctuate
around their year-earlier rate. Although financial market
conditions have remained favorable, resistance by some
Statc and local authorities to higher construction costs
has limited implementation of some projects. Also require-
ments for educational buildings have slowed as growth in
elementary school enrollments has been tapering off. But
allocations of highway funds have becen accelerated to help
case uncmployment problems in some areas. Also. outlays
for water and sewage disposal systems have found increased
Federal and local support under conditions of growing con-
cern about ecological problems and the need to accommodate
further residential cxpansion.

Residential. Led by an unpreccdented boom in private
housing starts, outlays for private residential construction—
the major upward force in the economy last year—have
continued the rise initiated in mid-1970. Despitc some fluctua-
tion, the upsurge in starts has persevered since the first
quarter of 1970; and in the first 2 months of this ycar, it
carried well above the exceptional 2.2-million-unit annual
rate rcached in the fourth quarter of 1971,

In 1971 as a whole, private housing starts exceeded 2 mil-
lion units for the first time in history. This was as much as
600,000 units above thc average for the preceding 2 years.
Moreover, it was 7 per cent above the previous high that had
stood since 1950, a year when mobile home shipments—
which in 1971 accounted for a record of nearly one-half
million units—were of insignificant magnitude. In fact, the
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6 |PRIVATE HOUSING STARTS continue to rise
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combined count of housing starts and mobile home ship-
ments in 1971 aggregated more than 2.5 million units, a
figurc somewhat above the decennial target set for annual
production of new housing in the Housing Act ol 1968.
Among conventional starts, multifamily units alone reached
a new high in 1971, However. their share of the total remained
relatively unchanged, at 44 per cent. as single-family starts
also expanded sharply to exceed the [-million-unit mark for
the first year since 1959, Starts of single-family units. which
arc uniquely dependent on a smoothly functioning market
for existing units, had been much more limited than starts
of rental apartments by the tight mortgage market conditions
and the higher costs that had prevailed in 1970 and carlier
years. But in 1971, cven though the level of costs was up
further. the sharp increase in the availability of mortgage
funds at relatively favorable terms rcopened the opportunity
for upgrading and for first-home purchases that had been
postponed carlier. Also, demographic factors were begin-
ning to be more favorable to demand for single-family homes
for the first time since the late 1950°s, and with the starts rate
for apartment units alrcady running more than 40 per cent above
the high levels reached in other recent years, builders in 1971
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were under greater pressure from lenders to reorient supply
toward the effective rcach of the market for single-family
homes.

Contributing substantially. too, to the totals for both
single-family and multifamily starts last ycar were units
started under the subsidy programs of the Department of
Housing and Urban Development and the Farmers Home
Administration. Under such programs, cflective interest costs
to cligible borrowers may be reduced to as low as | per cent.
Even though starts without such subsidics increased very
sharply last year, subsidized starts in total held somewhat
above their advanced carlier level. For the second successive
year they exceeded the 400,000 average annual target for
new low- and moderatc-income housing set by the Congress
in 1968.

For the calendar ycar 1972, Government projections in-
dicate that subsidized housing starts might rise above one-
half million units. However, this may depend on results of
the ongoing review of the over-all cffectiveness and the cost
of the programs now under way. It also may be influenced
by the extent to which builders are able to comply with the
new quality criteria introduced by HUD early this year. While
allowance for greater-than-usual loan default problems had
been made in connection with such programs. the incidence of
defaults thus far has considerably cxceeded initial expecta-
tions.

The record rate of shipments of new mobilc homes in
1971, previously mentioned. was particularly striking in light
of the even more striking advance registered by conven-
tional residential starts. However, such shipments, which
arc not included in residential construction outlays. also
bencfited from the generally casier moncy market conditions
that prevailed over the year as a whole. Morcover. funds
for such loans were augmented by further implementation
of carlier legislation providing for entry of the savings and
loan associations into this scgment of the consumer loan
market. In addition. the availability of new and improved
mobile home parks expanded and community acceptance of
such shelter broadened as manufacturers continued to con-
centrate on the larger, upgraded units that have constituted
an increased proportion of sales in recent years.

The median price of new homes sold by speculative builders
turned upward again in 1971, reversing a decline that had
developed in 1970. However, this upturn reflected mainly
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the shift in the mix of such homes toward nonsubsidized units
—which in gencral are of higher gradec—on a sales count
that. over-all, ran a third above a ycar carlier. For 1971 as a
whole. the median price was about $25.200—$1,800 morc
than in 1970..Even so. it was still some $400 short of the
median in 1969 as builders concentrated on townhouses and
simpler units in an attempt to build closer to the cffective
reach of the nonsubsidized market. Reflecting the success
of this attempt. the median price of homes for sale last ycar
was closer to the median price of the units actually sold than in
any year since 1968.

Sales prices of existing homes, which also reflect shifts
in the composition of demands, were at a median of $24,810,
according to the National Association of Real Estate Boards.
This was 8 per cent above a ycar carlier, compared with a
year-to-year risc of 6 per cent in [970. Meanwhile average
rents on prevailing contracts for single-family homes and apart-
ments incrcased over 4 per cent in cach of thosc years, as
measurced by the Burcau of Labor Statistics.

Bascd on the number of units available and fit for occupancy,
rental vacancy rates have tended higher as supplics of com-
pleted new housing have increased. However, at 5.3 per
cent in the fourth quarter of last yecar, the average was still
below the relatively reduced rate in 1967 and was well below
the recent high in 1965. Moreover, vacancy rates in the case
of homeowner propertics, at 0.9 per cent, continued excep-
tionally low. Regional differences remained typically wide,

7 RESIDENTIAL VACANCY RATES remain at
or near recent lows
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ranging in the casc of rental units from a level of 3.2 per cent
in the Northeast to 6.9 per cent in the South. However, in
all instances, the regional averages were still appreciably
under thosc that had prevailed in 1965.

Whiie removals from the existing housing stock have
apparently also increased as starts have continucd upward.
the viability of the recent starts pace still remains to be fully
tested. This is becausc an important factor in the relatively
low level of vacancy rates thus far has been the widening gap
betwcen starts and completions of new units available for
occupancy. Although completions have also advanced
strongly, they have fallen increasingly short of the upward
pace of starts as available building capacity and resource
requirements have been extended further. In the case of single-
family units, which normally requirc a relatively brief com-
pletion period. completions in 1971 were about 160,000
units fewer than starts. For multifamily units. which—de-
pending on the size of the structure involved—may require
up to a yecar or more for completion, the difterential was well
above 200,000 units. =

8 |HOUSING STARTS exceed COMPLETIONS
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Ways to Moderate Fluctuations
in the Construction of Housing

Report of the Board of Governors of the Federal Reserve System—March 3, 1972

Recently the stafl of the Board of Gov-
ernors completed an extensive study of
short-term cycles in housing production,
of their relation to gencral credit condi-
ttons and monetary policy. and of means
by which these fluctuations might be
modecrated. The individual study papers
were submitted to the Congress last fall.
Since then, the Board has considered
what its recommendations in this arca
should be.

In order to provide the background
nceded for assessing public policy. this
report on ways to modcrate fluctuations
in the construction of housing begins
with a bricf review of the salient facts
about the problem of short-run vari-
ability in housing production.

THE PROBLEM OF

SHORT-RUN VARIABILITY

IN HOUSING CONSTRUCTION

Wide variations in the rate of homebuifding
have occurred throughout the postwar
period. Thesc fluctuations have character-
ized all major classes of permanent dwell-
ing units: multifamily dwellings and
single-family homes alike, housing units
financed by Federally-backed mortgages,
as well as those that are conventionally
financed.

Production of mobile homes. on the
other hand. has been relatively stable.
This category of home construction is
less responsive to variations in general
credit conditions. The terms of finance
and the sources of funds for mobile
homes differ considerably from  those

for traditional dwcllings. Also. statutory
and regulatory restraints on lending are
less stringent for mobile homes.

There is no evidence that short-term
fluctuations in traditional types of resi-
dential construction are moderating with
the passage of time. One ol the sharpest
postwar declines occurred from the first
quarter of 1966 to the first quarter of
1967. when residential construction ex-
penditures  fell by about onc-fifth. In
that period, the Nation’s savings and
loan associations experienced a marked
decline in net deposit inflows. Another
sharp reduction in their deposit inflows
occurred in 1969, Housing activity during
that ycar did not contract as much as
it had in 1966-67, however. because of
the greater underlying strength of housing
demand, and the large-scale intervention
by Federally-sponsored credit agencics
to help stabilize the supply of mortgage
funds.

Instability in residential construction is
not confined to the United States. In
Canada and the industrialized countries
of Western Europe, downturns in private
housing production have occurred re-
peatedly during periods of credit restraint
in recent decades. There is evidence,
also, that instability in residential con-
struction afllicts the socialized economics
of Eastern Europe—where the allocation
of resources is determined through cen-
tral planning.

Thus, instability of housing construc-
tion has been a problem practically
everywhere. No quick or casy solution
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is in sight. Wide-ranging. persistent, and
well-considered efforts will be needed to
limit the swings in housing construction
without compromising our national cco-
nomic stabilization objectives.

Relation to aggregate economic activity.
Short-term swings in our Nation’s hous-
ing production arc rclated closely to
fluctuations in the pace ol aggregate cco-
nomic activity. Housing has provided
a balance wheel for the rest of the
cconomy—tending to boom during periods
of slack in the cconomy and to turn down
when activity in most other lines was
rising briskly. These variations in hous-
ing production have helped to temper
inflationary pressures in periods of ex-
cess aggregate demand and to support
cconomic activity during recessions, thus
serving to even out fluctuations in total
output and employment.

The tendency for housing production
to vary inversely with general economic
activity is at times identified as a response
of residential construction to changes in
monetary policy. There is some truth to
this. In the very short run. restrictive
monetary policies do result in reduced
availability of credit and higher interest
rates, just as expansive monctary policics
produce a temporary casing in general
credit conditions. The expericnce  of
recent  years indicates, however. that
these cffects of moncetary policy on credit
markets are transitory. The more lasting
elflfects on the cost and availability of
credit come from the demands for loan-
able funds, particularly as these demands
are influcnced by the expected rate of
inflation.

Funds for housing typically arc in
short supply when demands for credit
from other sectorsrise rapidly- -as they did
in 1966 and again in 1969. Competition
faced by the housing industry for a limited
volume of loanable funds may stem

from a wvaricty of sources. including
Federal deficit financing. The strongest
competition. however, usually comes
from the business sector. When retained
carnings of business firms rise lcss
than the planned increase in their invest-
ments in fixed capital and inventories,
thcy must depend more on  external
sources of finance. The share of total
available funds absorbed by businesses
then tends to rise, while the share avail-
able for housing falls.

The housing industry is not the only
cconomic sector that responds sensitively
to changes in genceral credit conditions.
Repeatedly in recent years, State and local
governments have been subject to financial
constraints when interest rates have risen.
Numerous small business firms, too. have
had difliculty coping with cyclical changes
in the cost and availability of credit. It
appears, however, that variations in gen-
cral credit conditions have had a much
larger effect on the rate of residential
construction than on other major economic
activities.

Sources of the problem. One basic rea-
son for this special cflect on the hous-
ing industry is the dependence of this
industry on nonbank thrift institutions
for long-term mortgage funds. Over
thc past 15 years, savings and loan
associations and mutual savings banks
have supplicd nearly two-thirds of the in-
crease in the Nation’s outstanding resi-
dential mortgage credit. These  institu-
tions depend almost cxclusively on con-
sumer-type  time and  savings  deposits
as a source of funds, and they make
the bulk of these funds available for home
financing. As a conscquence, when de-
posit inflows to these institutions shrink.
the aggregate supply of residential mort-
gage credit from private lenders also
declines.

Deposit inflows to savings and loan
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associations and mutual savings banks
have become increasingly volatile over
the past two decades. In years when
interest rates in the open market have
risen. the flow of consumer savings has
been diverted away [rom depositary. in-
stitutions, which pay interest rates that
arc relatively inflexible, and has moved
instecad towards market instruments. Con-
versely. in years when yields on market
sceuritics have fallen relative to those
paid on deposits. inflows to the depositary
institutions have risen,

These swings in deposit flows have of
latc been on a massive scale. With
market interest rates rising rapidly, the
increasc in total deposits at savings and
loan associations and mutual savings banks
fell by more than half between 1967 and
1969. In 1970, short-term market intcrest
rates fell substantially, and the net deposit
inflow doubled—regaining its 1967 level
—and then more than doubled again in
1971. Such alternations of feast and fam-
inc are bound to creatc instability in
mortgage credit supplics and in home-
building.

The asymmetry of the asscts and liabili-
tics of the nonbank financial intermediaries
needs to be carcfully noted. These in-
termediaries provide highly liquid assets
for individuals to hold- assets that are
close substitutes for short-term market
sccuritics  on which yicelds are highly
variable. But these intermediaries spe-
cialize in mortgage lending, and thus pile
up asscts with a long average life. Since
the average yicld on their carning assets
changes little in response to variations
in current market rates ol interest. the non-
bank depositary institutions are in a poor
position to compete lor consumers’ sav-
ings, and to maintain their mortgage
lending, when yields on market securitics
become more attractive.

Thus, by their very nature, these insti-

tutions arc ill cquipped to cope with
widely fluctuating market interest rates.
Morcover, this problem has been ag-
gravated by the ceilings on rates of in-
terest that depositary institutions may pay
to aftract consumer savings. The legisla-
tive c¢xtension ol these ceiling rates in
1966 to cover savings and loan associa-
tions and mutual savings banks has re-
duced competition among financial in-
stitutions, and it may thercfore have
sparced some individual institutions from a
drain of funds to a necarby competitor.
But the ceilings have interfered with the
ability of all depositary institutions to
competc cffectively with market securitics
in periods of rising yields.

There are numcerous {egal and regula-
tory obstacles that discourage or prevent
lenders from acquiring residential mort-
gages. thereby contributing to the uneven
flow of mortgage credit. Chicf among these
are the ceilings imposed on the interest
rate paid on conventional mortgages by
State usury laws and on FHA-insured
and  VA-guaranteced loans by Federal
regulations. At times, these  ceiling
rates of interest have gotten so far out of
touch with market realitics that mort-
gage funds- in certain regions ol the coun-
try or for certain classes ol loans - -have
literally vanished. Such laws and regula-
tions were originally designed with the
purposc ol providing borrowers with
funds at rcasonable rates ol interest, but
their eflect has olten been to limit or
to prevent the access of borrowers to
mortgage credit.

There are other laws and regulations
that also prevent funds from moving
frecly into mortgages. Federally-char-
tered savings and loan associations, and
mutual savings banks in some States, face
rather stringent geographical restrictions
on lending. The terms on which national
banks may make funds available for
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conventional real estate loans are limited
by statute, and their total investment in

such assets s also restricted. Many
State-chartered  commercial banks face
statutory restrictions  similar  to  those

applicable to national banks. And the
l'ederal Reserve Act discriminates against
mortgage loans at the discount window:
such loans are eligible as collateral for
member bank borrowing only at a penalty
rate of interest.

These imperfections of financial markets
are not the only source of instability in
the housing industry. Some  categorics
of spending respond much more  than
others to changes in interest rates. Varia-
tions in the cost of credit tend to lead
to particularly large changes in spending
when the asset acquired is very durable,
when the purchase is postponable. when
there is heavy dependence on external
financing., and when interest costs bulk
large relative to the buyer’s total ex-
penditure. FFor all these reasons. the de-
mand for housmng is highly sensitive to
changes in interest rates.

THE COURSE FOR PUBLIC POLICY

Given the factors responsible for the
sensitivity of housing to changes in gen-
cral credit conditions. public policy ac-
tions on several fronts are needed to
moderate fluctuations in residential build-
ing. Legal and regulatory obstacles to
the flow of mortgage money nced to be
removed or reduced. Ways need to be
devised for reducing the instability of
deposit flows to savings and loan as-
soctations and to mutual savings banks.
And some significant changes will be
required in the character of our Nation’s
cconomic stabilization policies.

The most important single contribution
that could be made to stability of housing
production would be to obtain better
control over the forces of inflation. Hous-

ing activity in the postwar period has de-
clined whenever our Nation has lailed to
adopt promptly the policies of restraint
needed to avert excess aggregate demand.
Improvements in the use of all of our
instruments  of stabilization policy arc
clearly needed. But avoidance of sharp
fluctuations in interest rates and credit
conditions will require hcavier reliance
on fiscal tools. and less reliance upon
moncetary policy, to achieve our national
cconomic stabilization objectives. Once
variations in general credit conditions
arc lessened, both the supply of mort-
gage credit and the rate of housing
construction will become more stable.

In considering the proper scope and
direction of public policy, it is important
to recognize that complete climination of
fluctuations in housing production is not
a feasible objective. From time to time,
excess aggregate demand will reemerge,
and then it will become necessary to curb
demand in order to reduce, if not prevent,
inflationary pressures. At such times.
some curtailment in residential construc-
tion nced not be against the national in-
terest. During  briel periods of  excess
demand, reduced output of highly dur-
able assets, such as houses, would
permit the achicvement of restraint in
the use of real resources without much
sacrifice of current standards of consump-
tion and. in the process, would con-
tribute to holding down inflation. Since
the stock of houscs is very large. a mod-
crate decline in the rate of new production
for several months or a year would have
negligible cflects on the quantity and
quality of the total housing available for
usc by the public.

In the past, however. credit-induced
declines in housing construction have
often gone beyond the point of tolerance,
creating unnecessary hardships for con-
struction workers, contractors, and those
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employed in associated industries. These
declines have also interfered with im-
provements in the efliciency of resource use
in residential construction—improvements
that could lead to lower housing costs if
fluctuations in the rate of housing produc-
tion were moderated. Economic policy.
therefore, should scek to redress the
balance of restraint during periods of ex-
cess  aggregate demand-- by imposing
more restraint on categorics of durable
goods output other than housing and, in
the process, reducing the burden to be
borne by the residential construction
industry.

Expanding role of Federal housing agen-
cies. In recent years, a number of signifi-
cant steps have been taken to reduce the
severity of short-term declines in housing
construction. Federally-sponsored agen-
cies concerned with housing credit or re-
lated fields have focused more insistently
on the problem; new agencics and pro-
grams for dealing with the problem have
been established by the Congress; and the
powers of existing Federal agencies have
been expanded.

The present network of Federally-spon-
sored credit agencies has demonstrated
its capability of contributing powerlully
to bolstering the supply of mortgage
credit during periods of general credit
stringency. During 1969, these agencies
supplied directly. or indirectly through
loans by the Federal home loan banks to
savings and loan associations. over 40
per cent ol the net funds borrowed to
finance housing. In the abscnce of these
massive operations, a much more pre-
cipitous decline in housing construction
would have occurred in 1969,

Undoubtedly. additional improvements
could be made in Federal credit programs
to assist the housing industry when private
mortgage funds are in short supply. But
it would be unwise to rely entirely on this
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approach to solve the housing finance
problem. The main thrust of new initia-
tives should strike directly at the sources
of fluctuation in housing construction.

Removal of legal and regulatory obsta-
cles to flows of mortgage credit. The Board
recommends that the Congress climinate
all interest ratc restrictions on FHA-in-
sured and VA-guaranteed loans. Rates on
these loans then would reflect market con-
ditions and permit a larger flow of funds
into residential construction than would
otherwise occur at a time of credit
stringency. Legislation enacted in 1968,
putting responsibility for determining
ceiling rates in the Department of Hous-
ing and Urban Dcvelopment and in the
Veterans Administration, was a step for-

rard. More flexible adjustments in ceil-
ing rates are now possible than was the
case when these rates were established
by congressional statute.

Under present arrangements, however,
decisions to change these ceiling rates
can never be free from political con-
straints. There are likely to be recurring
periods. therefore, when mortgage dis-
counts rise again to levels that scverely
limit or actually deny the access of bor-
rowers to this type of credit.

Such troubles can be avoided by
abolishing the ceilings. Alternatively, the
Congress might instruct HUD and the VA
to adopt a mechanical rule that ties the
ceiling rate to a market-determined in-
terest rate.

Statc  governments  should  also  be
cncouraged to remove their usury ceil-
ings. or to raise them to levels at which
thcy would no longer block the flow of
funds into mortgages. There is a growing
awareness of the damage that usury ceil-
ings have done, as is evidenced by the
fact that numerous States in reeent years
have raised their usury ceilings- - some of
them only temporarily. however. Action
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by the Congress in dispensing with ceil-
ing rates on Federally-backed mortgages
would cncourage State governments to
take similar actions.

Several changes in Federal banking
laws are nceded to remove impediments
to investment in residential mortgages by
commercial banks. First, the Federal
Reserve Act should be modified to permit
the Fedceral Reserve Banks to lend to mem-
ber banks on the basis of sound mort-
gage collateral at the regular discount rate.
The Board has recommended this action
on prior occasions. Sccond, quantitative
limits on acquisitions by national banks
of conventional, and some types of
FHA-insured, real estate loans should be
abolished. These loans presently may not
exceed the capital stock and surplus of a
bank, or 70 per cent of its time and savings
deposits, whichever is greater. Although
mortgage acquisitions at present arc prob-
ably not being limited significantly by this
provision, its retention scems unnccessary.
Third, the Board recommends rescinding
the requirement that conventional real
cstatec loans of national banks may not
exceed 90 per cent of the appraised value
ol the property mortgaged, nor exceed 30
years in maturity. Removal of the maxi-
mum maturity provision would be cssen-
tial to investment by national banks in
variable-ratc  mortgages with variable
maturitics, as discussed later in this report.

Once these provisions were dropped,
investment by national banks in conven-
tional mortgages would be  governed
principally by considerations of safety and
soundness, to be tested by bank examina-
tions, as is the case with most other types
of loans. The Board belicves, however,
that it would bc prudent to authorize
thc Comptroller of the Currency to estab-
lish safeguards through such regulations
as may provc necessary.

Many State banking laws applying to

investment in conventional mortgages by
State-chartered banks arc similar to na-
ttonal banking laws and regulations. Here,
too. action by the Congress in liberalizing
the mortgage provisions of the national
banking laws would provide guidelines
that the States could follow.

Especially stringent geographical re-
strictions on mortgage lending by deposi-
tary institutions arc found in regulations
applying to conventional mortgage loans
of Federal savings and loan associations.
Though liberalized about a year ago,
these regulations still imposc rather nar-
row limits on the geographical mobility
of mortgage funds. It is doubtful whether
limits of this kind arc ncceded to protect
the soundness of individual associations.
In our judgment it would be helpful todrop
these restrictions. so that funds of sav-
ings and loan associations could be loaned
out wherever the need scems greatest.

Such action might prompt States in
which mutual savings banks operate to
reconsider geographical restrictions on
conventional mortgage lending by those
institutions.

Elimination of these legal and regulatory
constraints on mortgage lending would
augment the long-run supply of mortgage
funds, as well as lessen short-term fluc-
tuations in mortgage credit supplies.

IMPROVEMENTS IN THE FUNCTIONING
OF DEPOSITARY INSTITUTIONS

Let us next consider ways of improving
the capability of depositary institutions
to compete morc elflectively for con-
sumer savings during periods of rising
market interest rates, and thereby to pro-
vide a morc even flow of funds to the mort-
gage market.

The problem that nonbank financial
intermediaries face. as noted carlier.
stems (rom their naturc as specialized
financial institutions that lend chicfly in



REPORT ON CONSTRUCTION OF HOUSING

221

the mortgage market. These institutions
would function better in a world of fluc-
tuating market interest rates il the average
life of their carning asscts were shor-
tened. This objective could be accom-
plished by diverting a substantial part of
their loanable funds to asscts other than
residential mortgages. Such a solution.
however. could well affect adversely
the long-run supply ol residential mort-
gage credit and thus raise the average cost
of mortgage borrowing.

There is no fully satislactory solution
to this dilemma. The Board belicves,
nonctheless, that courses of action are

available that will improve the ability of

nonbank thrift institutions to stabilize
their deposit flows and their mortgage
lending, while avoiding an undue reduc-
tion in the long-run supply of residential
mortgage funds.

In the near term, there are good pros-
pects for reducing the asymmetry of the
asscts and liabilitics of nonbank inter-
mediarics by measures to cencourage
lengthening in the average maturity of
deposits and a reduction in deposit turn-
over rates. Progress in this direction al-
recady has been made in recent years, but
further steps could be taken. For ex-
ample, ceiling rates of interest on deposits
established by the supervisory authoritics
could be modified to provide for greater
differentiation of accounts by maturity
classes, and to permit higher interest rates
to be paid on longer-term deposits. The
Board intends to pursuc these matters with
the other regulatory agencics.

Some bencfits also can be gained by
encouraging the specialized mortgage
lending institutions to put a modest pro-
portion of their carning asscts into con-
sumer loans---perhaps a maximum of 10
per cent. Over the long run, this may tend
to reduce somewhat the flow of funds from
these institutions to the mortgage market.

However, since the average effective life
of consumer loans is much shorter than
that of mortgages. the average yield on
arning  asscts would respond better to
changing market interest rates over a pe-
riod of several years. This would enhance
the ability of nonbank depositary institu-
tions to increasc their interest rates on
deposits at times when market yiclds were
rising and thus at least partially reduce the
tendency of consumer savings to shift to
market instruments.

Another step well worth considering
would be enabling all depositary institu-
tions to offer mortgages with variable in-
terest rates and attendant safeguards., side
by side with the traditional fixed-rate
mortgage. as a means of home financing.
Depositary institutions holding variable-
ratc mortgages would expericnce more
flexible average carnings rates. Since they
could then change deposit interest rates in
response to variations in yields on market
securitics. deposit inflows should be more
stable. Short-term fluctuations in mort-
gage credit supplies would thercby be
reduced. so that home buyers could rea-
sonably cxpect to find mortgage funds
available even during times of general
credit restriction. This  greater cyclical
stability of mortgage credit availability
could be achicved, morcover, without
aflecting adversely the long-run supply of
mortgage funds.

There arc, of course, some problems
associated with rate provisions that would
involve the absorption by borrowers of
some of the risks of interest rate fluctua-
tions. This would be a complicating cle-
ment in the budgeting and financial plan-
ning of a homecowner carrying a mortgage.
It would be wrong. however. to assume
that he has no capacity at all to absorb such
risks. Variation in interest rates are to a
significant degree attributable to changes
in the rate of inflation. Increases in the
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interest rate on a variable-rate mortgage,
conscequently, would generally be accom-
panied by a risc in the average borrower’s
income and his debt service capacity. And,
of course, there would be times when bor-
rowers would cnjoy a decline in their
mortgage interest rate. since a variable-
ratc mortgage contract would necd to pro-
vide for reductions in the contract rate
when market yields moved down. as well
as for increases when market yiclds rose.

In negotiations over this kind of rate
provision. professional lenders  would
have significant bargaining advantages
over relatively unsophisticated  home-
owner borrowers. If such advantages were
exploited, an undue share of the burden
of interest rate adjustment could be shifted
to homeowners. Accordingly. variable-
rate mortgages should have protective
fecatures to safcguard the interests of
borrowers.

For example. it would be wise for public
policy to limit the degree to which any
individual borrower is subjected to changes
in his mortgage interest rate. This could
be donc by designing a mortgage instru-
ment on which the possible fluctuation in
interest rates is restricted to a moderate
rangc. I‘urthermore. lenders could be re-
quired to provide prospective borrowers
with data showing the differences in costs
that could result over the life of the con-
tract under alternative assumptions as to
interest ratc movements. Also, the fixed
monthly payment form ol the variable-
ratc mortgage would nced to be given par-
ticular encouragement. In such a mortgage
contract, the variation in interest rates
under most circumstances would take the
form of a lengthening or shortening of the
term to maturity rather than a change in
the monthly payment. This would be morc
suitable for borrowers than the wvariable
monthly payment form, since adjustments
in other cxpenditures would then not be

required to accommodate changes in out-
lays for debt scrvice.

The Federal Government could help
prepare the way for use ol variable-rate
mortgages as  an instrument in home
financing. Thus, HUD and the VA might
authorize variable rates on FHA-insured
and VA-guarantced mortgage loans, and
the Federal National Mortgage Associa-
tion and Federal Home Loan Mortgage
Corporation could include such mort-
gages in their sccondary market opera-
tions. Also, assistance might be given to
the community of mortgage Ienders in
developing a standard contract for
variable-rate mortgages. and to the States
in developing model legislation to provide
mortgage borrowers with adequate safe-
guards against possible abuses by lenders.

[t should be emphasized that the proper
role of variable-rate mortgages is addi-
tional and complementary to the tradi-
tional fixed-rate mortgage contract. Bor-
rowers should have the option of choosing
freely between these instruments. Unless
a potential borrower cxpected interest
rates to decline, he would usually prefer
to finance his home purchase with a fixed-
rate mortgage—thercby avoiding the un-
certainty inherent in a variable interest
rate. In view of this normal preference of
borrowers, lenders would probably nced
to make the initial intcrest rate and other
contract terms more attractive than those
on a fixed-rate mortgage.

If promptly implemented, it would
probably still take a decade or longer
for variable-rate mortgages to reach a siza-
blc fraction of the portfolios of the
Nation’s depositary institutions. In time,
however, this financial innovation might
be of substantial help in moderating
swings in the availability of mortgage
credit and in residential construction.

Steps  discussed in  this  scction  to
strengthen our depositary institutions, if
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implemented. should speed the day when
ceiling rates of interest on consumer time
and savings deposits would no longer be
needed. Removal of the ceilings would
permit savers to be rewarded more [ully;
it would increase cllicicncy of financial
markets and it would cnable cach de-
positary institution to compete with mar-
ket sceuritics to the maximum extent per-
mitted by its own carnings position.
Although it would be wise to lcave
standby authority in the hands of the regu-
latory agencics to impose interest rate
ceilings on consumer time and savings
deposits in the cvent of unforesecn con-
tingencies, the Board belicves that it is
time to begin planning for gradual with-
drawal of ceiling rates as an instrument of
financial regulation. The Board again
recommends, thercfore, that the Congress
make permanent the authority—which was
granted to the regulatory authoritics in the
fall of 1966 and cxtended since then on
scveral occasions—to differentiatc  be-
tween kinds of deposits for purposes of
deposit rate regulation and to suspend in-
tercst ratc maxima when it is judged
appropriate to do so. It would also be
constructive if the Congress saw fit to in-
dicatc a desire to have the regulatory
authorities formulate, and begin imple-
mentation of, a long-range plan for step-
by-step removal of effective ceilings.

IMPROVEMENTS IN THE USE OF

FISCAL POLICY

Some years will pass before the above
recommendations for reform of the de-
positary institutions and for the removal
of legal and regulatory barriers to mort-
gage fund flows can have their full bene-
ficial effects in stabilizing housing con-
struction. In the short run. the principal
hope for [essening the variability of home-
building lics in gaining a fuller measure of
control over inflation—and particularly in

improving the use ol fiscal policies, so
that lesser reliance would need to be
placed on changes in credit conditions 1o
stabilize aggregate cconomic activity.
Indeed, as students of the housing problem
have long recognived, incrcased reliance
on fiscal policies to stabilize aggregate
cconomic activity has a permanent role to
play in any well-conceived program to
lessen the instability of housing construc-
tion.

Such a course has a number of related
advantages. If we succeed in establishing
a financial environment conducive to less
volatile flows of mortgage credit, other
scctors that are scensitive to fluctuations
in credit market conditions will also bene-
fit. State and local governments. for ex-
ample. will not be conlronted with such
pronounced variations in financing costs,
and smaller business firms will experi-
ence less difticulty in securing funds when
business is booming. Furthermore, greater
stability in residential construction will
be achieved without sacrificing the broader
objectives of stability in aggregate em-
ployment. production, and prices. By
resorting to a more flexible use of fiscal
tools, scctors of the cconomy in which
spending is influenced relatively little by
monctary policies could thus be made to
bear their share ol restraint during pe-
riods ol excess demand.

A variety of fiscal tools could be used
to stimulate or restrict spending in onc or
more sectors other than housing. How-
ever, suggestions (or flexibly adminis-
tered fiscal policies previously set forth
by academic economists and others have
not been viewed by the Congress with
much e¢nthusiasm. The Congress has been
understandably reluctant to take steps that
might interfere with efforts to rationalize
tax policy, or result in manipulating pri-
vate spending incentives capriciously, or
give the Executive Branch excessive con-
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trol over Federal expenditures or tax rates.
It may be possible, however, to overcome
these objections with a systematic ap-
proach that minimizes the threat of under-
mining ¢ither tax policy or budget policy.

A promising approach is to usec fiscal
policy to control changes in the rate of
business investment. OQutlays by business
firms on machinery and cquipment are
large and cyclically volatile. Clearly,
greater stability in such purchases would
foster a more steady growth rate of aggre-
gate production and employment. These
cxpenditures, furthermore, are relatively
inscnsitive to monetary policy. particu-
larly in the short run. During periods of
credit restraint, the business scctor has
repeatedly drawn on financial and real
resources  that would otherwise have
probably gonc into the housing industry.

Onc instrument of tax policy, the in-
vestment tax credit, has in recent years
been employed to influence business in-
vestment decisions. By now the invest-
ment tax credit is well understood by the
business community, by the Congress,
and by the general public. Its cffects on
the rate of business fixed investment have
been demonstrated in actual experience.

The investment tax credit was originally
thought of as a device for providing addi-
tional stimulus to business capital cxpen-
ditures over the long run. However, suc-
cessive congressional measures dealing
with this tax credit since 1966 have sug-
gested that the credit might also be used
flexibly to even out the behavior of busi-
ness investment spending over the course
of the business cycle. Thus, the magni-
tude of the tax credit could be lowered
when excess aggregate demand threatened
to generate inflationary pressures, or it
would be raised when the economy was in
nced of stimulus. If the tax credit were
adjusted in this fashion. variations in busi-
ness external financing demands would

tend to be reduced, fluctuations in market
interest rates would tend to diminish,
and these developments could contribute
to stabilizing the flow of mortgage credit
and housing construction.

A flexible use of the investment tax
credit would require orderly procedures
for adjustment of the rate of credit. Ex-
perience suggests that, if timely adjust-
ments are to be made, the Congress would
necd to assign responsibility to another
body for detcrmining when a change in
the rate of tax credit should be eftected.
However, this could be accomplished in
ways that protected and preserved the
ultimate responsibility of the Congress to
determine tax policy and that avoided
subjecting thce business community to
capricious changes in taxes.

For example, the Congress might grant
to the President authority to vary the in-
vestment  tax credit within  prescribed
limits—say, from zcro to 10 or 15 per
cent. Once a change in the rate of tax
credit was announced by the Executive,
it would go into effect 60 days hence,
retroactive to the date of the announce-
ment, unless the Senate or the House of
Representatives disapproved ol the rate
change in the intervening period. The
Congress might, if it so chose, stipulate
that the President could act only after a
public recommendation had been made
by an advisory body. such as the Council
of Economic Advisers.

Under such a system. timely adjust-
ments of the investment tax credit could
be achicved, but there would also be
ample time for carcful deliberation by the
Congress to determine whether the pro-
posed fiscal action was in the national
intercst.

CONCLUDING COMMENTS
The Board recommends that priority con-
sideration be given to establishment of the
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machinery for a variable investment tax
credit. This is the most important single
contribution that could be made to casing
the plight of the housing industry in re-
curring periods of credit restriction. The
Board also suggests consideration  of
actions to cnable the use of variable-rate

mortgages to finance residential  struc-
tures.
Other recommendations  sct forth in

this report, though less significant in-
dividually, would in the aggregate also
serve to reduce materially the instability
ol credit flows to the housing industry.

At present, the residential construction
industry is not suflering from any want of
credit. Housing activity has been rising
rapidly for over a year and a half, with
starts rcaching a new peak in January of
this yecar. Fven now, mortgage interest
rates are falling, while inflows of time
and savings deposits at commercial banks
and nonbank thrift institutions continue at
unusually high levels.

These recent developments do not im-
ply that the cyclical problems of housing
and housing financc arc behind us. On the
contrary. they illustrate that the supply of
mortgage credit and the rate of housing
production arce still highly sensitive to
changes in genceral credit conditions.

This is a good time for the Congress to
consider carefully the most appropriate
steps to help stabilize supplics of mortgage
credit. In the course of its deliberations,
the Congress will no doubt wish to obtain
the judgments ol a number of governmen-
tal agencies. of consumer groups. of rep-
resentatives of industry and tinance, and
ol recognized scholars in the housing
ficld.

The Board would urge the Congress to
take the opportunity afforded by present
conditions in the mortgage credit and
housing fields to move forward and put
in place the machinery that will be needed
for moderating fluctuations in residential
construction in the years ahcad. ad



Staff Economic Studies

The research staffs of the Board of Gover-
nors of the Federal Reserve System and of
the Federal Reserve Banks undertake
studies that cover a wide range of eco-
nomic and financial subjects, and other
staff members prepare papers related to
such subjects. In some instances the Fed-
eral Reserve System finances similar
studies by members of the academic pro-
fession.

From time to time the results of studies
that are of general interest to the eco-
nomics profession and to others are sum-
marized—or they may be printed in full—
in this section of the BULLETIN.

In all cases the analyses and conclu-
sions set forth are those of the authors
and do not necessarily indicate concur-
rence by the Board of Governors, by the
Federal Reserve Banks, or by the mem-
bers of their staffs.

Single copies of the full text of each of
the studies or papers summarized in the
BULLETIN are available in mimeographed
form. The list of Federal Reserve Board
publications at the back of each BULLETIN
includes a separate section entitled ‘‘Staff
Economic Studies’’ that enumerates the
studies for which copies are currently
available in that form.

Study Summary

INTERNATIONAL MONEY MARKETS AND FLEXIBLE EXCHANGE RATES

Stanley W. Black—Staff, Board of Governors

Prepared as a vesearch paper in 1971 and updated in carly 1972

In large part, the international monetary
criscs of the 1960°s and 1970°s stem
from a combination of independent na-
ttonal monetary policies, pegged cx-
change rates, and ever-broadening inter-
national monecy markets— symbolized by
the rise of the Euro-dollar market. This
combination is unstablc in principle:
As divergent monetary policies scek to
maintain different short-term interest rates
in different countrics, short-term arbitrage
funds flow toward countrics with high
interest rates. Under flexible exchange
rates, the operations of speculators with
diverse views on expected future spot
exchange rates tend to be offsctting.
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But in a regime ol pegged exchange
rates, the loss of reserves implied by the
flow of funds out of countries with low
interest rates instills  doubts about the
ability of thc authoritics to maintain the
pegged rate. The famous “‘one-way bet™’
on decvaluation replaces dispersed  ex-
pectations with the politican’s nightmare:
a bear attack by speculators and business-
men sceking to avoid the cffects of de-
valuation. There arc. broadly, three pos-
sible resolutions of this kind of instability:
(1) greater international coordination of
monctary policies, tantamount to aban-
donment of independent national monctary
policics; (2) flexible exchange rates, in-



cluding such variations as wider bands
and the crawling peg: and (3) controls
on international money markets, cequi-
valent to restrictions on short-term capital
movements. This paper offers new evi-
dence on the workability of flexible ex-
change rates.

I'rom the portfolio behavior of banks.
nonbank institutions, lorcigners, and the
monctary authority. a theoretical model
ol equilibrium in money markets and ¢x-
change markets is developed and analyzed
in terms  of stability and comparative
statics. The ceffects of government in-
tervention in spot and lorward exchange
markets are compared. Intervention i the
forward market is shown to be more
cflfective when the spot exchange rate is
flexible than when it is pegged. A new
prool is provided for the proposition that
monetary policy is more powerful under
flexible exchange rates than under pegged
rates. A dynamic theory of the relation-
ship between current and expected future
spot exchange rates and forward exchange
rates 18 developed by an extension of
Muth’s modcl of rational expectations.

Empirical cquations are estimated for

short-term  claims and liabilitics ol the
United States vis-a-vis the United King-
dom for the period January 1936 to
September 1939, This period was chosen
because the doliar—sterling exchange rate
was llexible and because a unique body
of data is available on forward market
commitments.  Lquations are also pre-
sented. for the first time, relating bank and
nonbank positions in the forward market
to spot forcign exchange holdings and
trade commitments. The results show
that forward covering was widely prac-
ticed. Next. the paper presents equations
for spot and forward commiments in-
cluding dummy variables for expected
future spot exchange rates based on the
rational cxpectations  hypothesis. These
variables allow tests of hypotheses on the
stabilizing or destabilizing nature of spec-
ulative activity and on the division of
that activity between  spot  and  for-
card markets. The conclusion is that.
on balance, the flexible exchange markets
of the late 1930°s were not destabilizing.
In most casces they facilitated the response
of participants in the markets to the de-
stabilizing political cvents of the period.
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Treasury and Federal Reserve
Foreign Exchange Operations

This 20th joint interim report reflects the
Treasury-Federal Reserve policy of mak-
ing available additional information on
foreign exchange operations from time to
time. The Federal Reserve Bank of New
York acts as agent for both the Treasury
and the Federal Open Market Committee
of the Federal Reserve System in the con-
duct of foreign exchange operations.

On Sunday. August 15, President Nixon
announced a major ncw program of
domestic and international cconomic
measurcs. With respect to international
payments, the President introduced a 10
per cent temporary surcharge on dutiable
imports into the United States and sus-
pended the convertibility of the dollar
into gold and other rescrve assets.

The major European governments kept
their exchange markets closed all of the
following week, as they sought to devel-
op some joint policy response to the U.S.
measures. These negotiating efforts failed,
and on Monday, August 23, thc Euro-
pean governments rcopened their ex-
change markets on an uncoordinated
basis. While each government continued
to adhere to its pre-August 15 parity, all
but the French Government suspended
their commitments to defend the previous
upper limits of their exchange rates. Such
continuing intervention by the Bank of
France was confined, however, to a seg-
regated market for commercial and official
transactions, while all other transactions
were diverted to a financial franc market
that was allowed to find its own level.
The Japanese Government initially sought
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This report, prepared by Charles A.
Coombs, Senior Vice President in charge
of the Foreign Department of the Federal
Reserve Bank of New York, and Special
Manager, System Open Market Account,
covers the period October 1971 to March
1972. Previous reports were published
semiannually in the BUILETINS of each
year beginning with September 1962.

to maintain the rate for the yen by con-
tinuing to intervene at the ceiling but was
swamped by an inflow of dollars, which
by the month-end had swollen official
reserves by $4.4 billion. On August 28,
when oflicial intervention at the ceiling
for the yen was suspended, the yen im-
mediately rose by nearly 5 per cent, and
would have risen even more sharply in
subscquent weeks if the Bank of Japan
had not rcpeatedly intervencd to restrain
the upward trend.

Over the following 3% months the spot
exchange rates of the major trading cur-
rencics moved to widening premiums
over their old parities, as shown in the
table below:

Premium over parity

Currency Sept. 30 Nov. 30 Dec. 17
Belgian franc:

Commercial ................. 6.4 8.1 9.8

Francial ... 6.4 8.1 9.8
British pound ................... 3.5 19 5.4
Canadian dollar ................ 7.1 7.7 8.5
French franc:

Commercial ................. .5 R 1.8

Financial ..................... 3.5 2.4 5.8
Germanmark ... 10.4 10.6 12.4
Italian lira ........ 21 23 4.1
Japancsc yen . ... 7.5 10.1 12,3
Netherlands guild 1.5 9.3 10.5
Swiss franc ..... ... 3.3 RIR] 5.5

The exchange rate structure thus emerg-
ing after August 15 was, in most instances,



the product of controlled rather than free
floating. Many central banks continued to
intervene on an ad hoc basis, while the
market was further strongly influenced by
a proliferation of new cexchange con-
trols, the U.S. import surcharge, and
sharply conflicting oflicial appraisals of an
appropriate realignment of parities. Par-
ticularly noticecable was market specula-
tion on whether the U.S. Government
would participate in a rate realignment in
the form of an increase in the U.S. official
gold price. As market expectations clus-
tered initially around a 5 per cent increase
and, after the November Group of Ten
mecting in Rome on a figure closer to 10
per cent, foreign currency rates tended to
move up to levels compatible with such
projected gold parity adjustments.

TABLE 1
FEDERAL RESERVE RECIPROCAL CURRENCY
ARRANGEMENTS
In millions of dollars
Institution Amount of facility.
Mar. 13,1972
Austrian National Bank ... ... 200
National Bank of Belgium 600
Bank of Canada ..., 1,000
National Bank of De nmuk e 200
Bank of Lingland . | 2,000
Rank of Lrance . .. ... 1.000
German Federal Be mk ...... 1.000
Bank of Ty T 1.250
Bank of Japan ... 1,000
Bank ol Mexico ..o 130
Netherlands Bank ..o 00
Bank of Norway ... ... 200
Bank of Sweden ... .. 250
Swiss National Bank 1,000
Bank for International Settlements:
Swiss frances/dollars oo 60
Other authorized B umpum currencies/
dollars ... e 1,000
Total ...........0 ... 11,730

More generally, the cxchange market
atmosphere  progressively  deteriorated
from mid-August until the Group of Ten
meeting in Rome revived hope of an carly
alignment of new parities. Serious operat-
ing problems were posed for market
participants during the floating rate period,
more particularly for those dependent upon

cflicicntly functioning forward markets.
Morcover, mounting uncertainties  and
anxicties arising from the proliferation
of exchange controls and fears of potential
trade restrictions and retaliation had severe
and far-rcaching repercussions on business
confidence in the major trading countrics,
particularly in thosc countries where ex-
ports contribute heavily to gross national
product. As noted by Chairman Burns:

. the dangers were growing of a recession in
world economic activity, of increasing recourse to
restrictions on  international  transactions, of a
division of the world economy into restrictive
blocs, and of serious political frictions among
friecndly nations. Prompt resofution of the crisis
was clearly necessary. and intensive international
discussions therefore got under way in the autumn
of 1971,

These international discussions culmi-
nated on December 8, 1971, in the
Smithsonian Agreement of the Group of
Ten countries, which specified an ex-
change rate realignment based on an in-
crease in the $35 U.S. official gold price
by 8.57 per cent to $38 per ounce. This
devaluation of the dollar was accom-
panied by rclatively smaller devaluations
of the Swiss franc. the lira, and the
Swedish krona against gold, thus slightly
reducing their ecffective appreciation
against the U.S. dollar. The German
mark, the Japancse yen, thc Dutch
guilder, and the Belgian franc were re-
valued upward by differing amounts,
thereby further increasing the apprecia-
tion of these currencies against the dollar.
The pound sterling and the French
franc remained at their previous paritics,
producing an appreciation of thesc cur-
rencies of 8.57 per cent against the
dollar. The Canadian dollar continued to
float. In the interim prior to congressional
and parliamentary approval, the new pari-
tics were put into cffect through the
notification to the International Monetary
Fund (IMF) of ‘‘central’’ rates. Finally,
it was agrced that the trading bands sur-
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rounding these new central rates would
be widened to 4.5 per cent.

Percentage appreciation of parity

Currency against U.S. dollar
Belgian franc ... 11.57
Britishpound ........................ 8.57
French franc ..o s 8.57
Germanmark ... 13.58

ftalian lira ... 7.48
Japanese yen ...
Netherlands guilder ........................
Swedish krona ... 7.49
Swiss franc ...

Announcement of the Smithsonian
Agreement was greeted with satisfaction
and relief by the exchange markets, rates
for a number of major currencies settled
at or close to their new floor levels, :and
sizable reflows of funds to the United
States developed through the year-end.
Following the turn of the year, however,
market optimism shifted to an anxious
even skeptical mood as traders began
to ponder the long negotiating path to a
restructured international financial sys-
tem. Market concern focused particularly
on the risk that certain foreign central
banks might suddenly withdraw from their
Smithsonian commitments to defend their
currencies at the new upper limits, and
successive waves of speculation in Jan-
uary and February drove the mark, the
guilder, the Belgian franc, and the yen

close to or hard against their official
ceilings. The ccntral banks concerned
intervened decisively and without hesi-
tation, however, and this demonstration
had a reassuring effect. In early March.
expeditious congressional action on a
*‘clean’’ gold price bill removed another
source of uncertainty that had been breed-
ing unsettling market rumors. Simul-
taneously, the German Government took
action to control borrowing abroad by
German industrial firms, which had been
a major source of buying pressure on the
mark over the last 3 ycars, while the
Japanese Government rcinstated controls
on speculative buying of the yen. Finally,
the interest rate gap between Europe and
the United States began to be squeczed
out from both sides. as the U.S. Treasury
bill rate rosc significantly while discount
rate cuts in Germany, Belgium, and the
Netherlands were announced and reces-
sionary tendencies continued in Europe.
Nevertheless, in carly March the ex-
change markets remained nervous, focus-
ing on the many complcx issues still to be
resolved while awaiting positive indica-
tions of basic improvement in the U.S.
payments position. When such evidence
of an improving trend materializes, the
recovery of the dollar on the international
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cxchanges should be accelerated by a
reversal of the enormous foreign currency
positions now outstanding.

Starting in early October 1971 the
Federal Reserve from time to time pur-
chased modest amounts of Belgian francs
in the market (both spot and forward).
These funds together with other franc
balances acquired through direct pur-
chases from the National Bank of Belgium
and the U.S. Treasury, werc used to
liquidate a total of $145 million cquiva-
lent of carlier swap drawings on the
Belgian central bank (Table 2). Swap
commitments to the National Bank were
thercby brought down to $455 million as
of December 21, while an additional
$35 million in Belgian francs is owed to
the Bank for International Settlements
(BIS). This total of $490 million equiva-
lent remains outstanding as of March 13,
1972.

On November 12, the Federal Re-
serve, using marks held in balances,
also made a $10 million paydown on its
swap drawings on the German Federal
Bank, reducing those commitments to $50
million equivalent, where they remain.
Finally, the System took advantage of
flows out of sterling in latc December
to buy pounds in the market and repay,

prior to the year-end, $35 million of its
$750 million cquivalent swap indebted-
ness to the Bank of England; the re-
maining $715 million cquivalent of this
sterling debt was still outstanding on
March 13. Thus, including the continuing
$1,600 million equivalent of commitments
in Swiss francs, outstanding Federal Re-
serve swap drawings totaled $2,855
million as of the date of this report.

On March 3 the U.S. Treasury re-
deemed $76.5 million of a maturing
$153.0 million equivalent German-mark-
denominated note (Table 4); the ma-
turity of the residual $76.5 million
cquivalent of the sccurity was extended for
a further 4 months.

STERLING

Sterling remained strong throughout the
first half of 1971, and the spot rate held
close to the ceiling of $2.42. Britain’s
balance of payments on current account
registered over that period a surplus of
about $850 million, and the succession
of monthly trade surpluses had a buoyant
cffect on market expectations. This strong
payments performance reflected, in part,
the sluggishness of the domestic economy
in which uncmployment was rising and
output was stagnant. Since prices and

v
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TABLE 2

FEDERAL RESERVE SYSTEM ACTIVITY UNDER ITS RECIPROCAL SWAP LINES

In millions of dollars equivalent

Systen Drawings, or repayments () System
swap ——  swap
drawings. 1971 1972 | drawings.
Transactions with- Jan. 1, Mar. 13,
1971 Jan. | 1972
[ 11 1 v Mar. 13
335.0 128. 260.0
National Bank of Belgium ........... noo {3y an 45,0 455.0
Bank of England ...................... 750.0 [0 - 715.0
German Federal Bank ..o 6.0 - 10.0 50.0
Netherlands Bank ... woo {400 e T )} -
Swiss National Bank ................. 3000 { ‘:283 250.0 - 750.0 T - _} 1,000.0
Bank for International Scttlements
(Swiss franes) ... 600.0 - 600.0
Bank for International Settlements
(Belgian franes) ... - - - 35.0 5.0
615.0  555.0 2,395.0 - Y 2.855.0
Total ... A osoo g0 S0 24 e .y 2SS
wages continued to risc at a rapid pace, through special arrangements. With this
however, the British authoritics main-  improved liquidity position and further

tained a firm grip on monctary and fiscal
policy—in particular, keeping domestic
liquidity conditions tight—while moving
cautiously to stimulate the cconomy.
Interest rates in the United Kingdom
remained relatively high and attracted a
hcavy influx of short-term funds. As
both commercial and capital demand con-
verged on the market, the Bank of
England was a buyer of dollars on a mas-
sive scale throughout the first half of
the year. By the end of June the U.K.
authoritics had repaid $1.7 billion in in-
ternational credits, added $0.5 billion to
official reserves exclusive of the special
drawing rights (SDR’s) allocation, and
transferred $1.7 billion to later months

TABLE 3

reserve gains in July, the United Kingdom
was able to make another repayment—of
$614 million—to the IMF in early August,
thercby reducing its commitments under
the 1969 standby arrangement with the
Fund to $1 billion equivalent.

Trading in sterling had remained or-
derly in July, but carly in August the
pound was caught up in the general wave
ol speculative demand that hit all major
forcign currencics, and the Bank of Eng-
land had to absorb further heavy offerings
of dollars. To provide cover for these
inflows, on August 13 the Federal Re-
serve activated the swap line with the
Bank of England, drawing $750 million
cquivalent of sterling,

DRAWINGS AND REPAYMENTS ON FEDERAL RESERVE SYSTEM BY ITS SWAP PARTNERS

In millions ol dollars

Drawings Drawings, or repayments (-) Drawings
Banks drawin Syste on System, g on System,
v g on System Jm?. o 1971 Dec. 31
1971 | L I l 1 l v 1971
Bank for [International Scttlements
(against German marks)............. { -21.0 1 6.0 . 13.0 }
=21.0 6.0 3.0
Total ... { 22100 460 - m.o} -
-21.0 6.0 3.0
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In the week following President Nixon’s
statement  of  August 15, the British
authorities closed the london cxchange
market by withdrawing the banks’ author-
ity to deal in foreign exchange. On Mon-
day, August 23, thc London market was
reopened with the $2.42 upper limit being
suspended temporarily, although the par-
ity of the pound and the lower limit re-
mained unchanged. On subscquent days,
with trading gradually recovering, the
sterling rate moved to as high as $2.48%,
a premium of 3.4 per cent over par.

Following the floating of the Japanesc
yen, the British authoritics fcared a re-
newed speculative influx to sterling. Con-
sequently, on August 27 the Bank of
England announced new measurcs to
deter hot money inflows. These included
a prohibition of interest payments by
banks in the United Kingdom on in-
creases in sterling balances held by non-
sterling-area depositors and a complete ban
on additional nonresident deposits with
other financial institutions and local au-
thorities. Nonresidents were also  pro-
hibited from purchasing additional sterling
certificates of deposit as well as Govern-

TABLE 4

ment, Government-guarantced, and local
authority securitics maturing before Octo-
ber 1, 1976. Finally. permission for the
banks to swap foreign currency deposits
into sterling for lending to residents was
withdrawn. After these measures were
announced, the sterling rate fell sharply
to around $2.45', about 2.3 per cent
above par. On the following Thursday,
September 2, the Bank of England
reduced its discount rate from 6 per cent
to 5 per cent. Sterling subscquently
steadied, and the spot rate fluctuated
around $2.46 until mid-September when,
with the approach of the IMF annual
meeting, it began to risc along with other
major European currencics. For the third
quarter as a whole, Britain’s current-
account position had remained very
strong, with a surplus of ncarly $825 mil-
lion. Rescrves rose by $1,394 million in
thc third quarter, reflecting not only
heavy new inflows but also $398 million
of receipts earlier in the year that had
been deferred under special arrangements.

The upswing in the sterling rate con-
tinued into carly October, when in active
trading the spot rate rosc above $2.49.

U.S. TREASURY SECURITIES, FOREIGN CURRENCY SERIES

In millions of dollars equivalent

Issues. or redemptions ()

Ounstanding, Outstanding,

Issued to Jan. 1, 1971 1972 Mar. 13,
1971 1972

Jan. 1-

11 1 1V Mar. 13
CGierman Federal Bank 5396 76.5 535.5
German banks .. 135.5 1§3.0
Swiss National Bank.. 540.6 {2‘“)-7 . 53(1)-2 3330 o C } 1,216.4

RBuank for International ) o

Setdements® L 150.0 { " }S()() - : } 166.7

Total ............. 1.365.7

{241}.7

989.3 333.0 -

} 20716
940.5 765

'For more realistic valuation. on Dec. 31, 1971, the U.S. ‘Treasury provisionally valued its foreign currency obligations to reflect
market exchange rates as of that day. Data in this column conform with this new valuation except for the securities that have been re-
newed so far in 1972, where the relevant market rate at the rime of cach renewal was used.

2Denominated in Swiss francs.

#Transactions related to activation by the Swiss National Bank of the revaluation clause covering all outstanding Swiss-franc-de-
nominated securities of the 1S, Treasury at the time of the Swiss franc’s revaluation in May 1971,
Not1k. -Unless otherwise noted, discrepancies in totals result from minor valuation adjustments and from rounding.
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On October 6 the British authoritics
announced a further tightening of the
exchange controls introduced at the end
of August. The earlier ban on additions
to the holdings by nonsterling-area resi-
dents of specified securitics was cxtended
to all such securities, irrespective of
maturity, as well as to sterling accep-
tances, commercial bills, and promissory
notes. After a brief dip in response to
thcse steps, sterling rose again on oil

2A  CHANGES IN EXCHANGE RATES AND
| OFFICIAL TRANSACTIONS

BILIIONS OF DOLLARS
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Dashed fines are central rates except middle rate for the United
Kingdom.

Movements in exchange rates are measured as pereentage
deviations of weekly averages of New York noon offered rates
from the official parities at the beginning of 1971, Changes in
reserves are computed from the figures shown in the IMFE’s
International Financial Statistics. Starting with December
1971 the relevant figures, expressed in SDR's, were caleulated
on the basis of the new central rates (rather than, as formerly,
on the basis of ofticial parities) and that month’s reserve
changes therefore refleet such valuation adjustments in addi-
tion to actual movements in reserve assets.

*Upper and lower intervention limits established in Decem-
ber 1971,

t New exchange parity.

company demand to meet tax and royalty
payments and as Euro-dollar yields de-
clined stceply while domestic money mar-
ket rates remainced relatively firm. British
official reserves rose by $197 million in
October.

The underlying demand for sterling
continucd generally strong through mid-
November. Following the introduction on
November 18 of the Rcuss-Javits bill
to cmpower the President to raise the
official dollar price of gold by up to 10
per cent and the announcement that the
Group of Ten would mcet in Rome on
November 30 and December [, demand
for sterling swelled still further. With
the Bank of England holding the spot
ratc just above $2.49 through the end of
the month. British reserves rosc by $362
million in November. On Wednesday,
December 1, when reports from Rome
indicated definite progress in the Group of
Ten discussions, a new rush into sterling
and other foreign currencics developed.
With pressure mounting not only in the
spot market but also in the forward
market, where |-month sterling rcached
a premium of almost 8 per cent per annum,
thec Bank of England allowed the spot
sterling rate to move up and it crossed the
$2.50 level on Dccember 7. With the
approach of the December [7-18 meeting
of the Group of Ten in Washington,
sterling was bid up even further, to the
$2.52 level, and it surged to $2.53% as
the meeting began on Friday, December
17.

Following the agreement reached in
Washington on December {8, the British
Government announced that there would
be no change in sterling’s own gold
parity. The middle rate for the pound
would now be $2.6057, which represented
an 8.57 per cent appreciation of sterling
relative to the dollar, corresponding to
the proposed devaluation of the dollar
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against gold. The Bank of England’s
official buying and sclling rates were set
at $2.5471 and $2.6643. respectively, a
band of 4.5 per cent around the middle
rate. At the same time the authorities
revoked the stiff exchange control regula-
tions they had announced on August 27 and
October 6 to discourage inflows of non-
resident funds.

The London exchange market was offi-
cially closed on Monday, December 20,
with banks in the United Kingdom barred
from dealing in foreign currency. After
moving to $2.57 in the very thin trading
that prevailed in New York that day,
sterling cased when the London market
reopened, holding around $2.55'% or some
Y% cent above the new floor. The uneasy
balance in the market was finally tipped
a few days later as some speculative
positions began to be unwound and ycar-
end adjustments werc made. With the
pace of trading quickening substantially,
the spot rate fcll close to the floor in late
December. Taking advantage of this de-
velopment, the Federal Reserve acquired
sterling in the New York market and
repaid, prior to the year-end, $35 million
of its $750 million equivalent swap in-
debtedness to the Bank of England.

The outflow of funds from the United
Kingdom quickly dried up. however,
after the year-end adjustments were com-
pleted. Spot sterling moved away from
the floor, holding around $2.55 in early
January. In addition to the general
uncertainty in the exchanges, demand for
sterling was buoyed by sizable oil com-
pany purchases of pounds and by the
sharp drop in Euro-dollar rates at a time
when money market conditions in Britain
were being tightencd by the usual large
tax payments falling due during the first
quarter. Nevertheless, sterling was still
only slightly above the lower limit while
most other major European currencies

had risen toward, or even above, their
central rates. Under these conditions,
thc market came to view sterling as rela-
tively underpriced, and the possibility
that the European Community (EC)
countries might narrow the margin of
fluctuation between their currencies—
and that sterling might be associated in
such a move—secrved to strengthen
market sentiment further.

A wave of buying developed in mid-
January and, over the course of just a few
days, the spot ratc jumped by 4 cents to
reach more than $2.59. The market then
turned gencrally quicter and the sterling
rate fluctuated between $2.58 and $2.59
through the end of January. There was a
firm undertone, however, reflecting both
the seasonal strength for the pound and
the declinc in Euro-dollar rates relative
to moncy market rates in London. In
carly Fcbruary, sterling advanced again,
moving above its middle ratc. On
February 14 the market recacted to the
growing threat to the British economy
of the extended coal miners’ strike by
marking sterling back down to just above
$2.59, but even this dip proved bricf as
sterling recovered in the general advance
of European currencies that occurred
later that week. Following the settlement
of the coal miners’ strike, sterling held
close to its middle rate in quieter trading
until another flurry of market activity in
early March pushed the rate up well above
$2.62.

GERMAN MARK

Following massive inflows of funds to
Germany in the carly months of 1971,
the mark was allowed to float on May 10.
The spot mark moved well above its pre-
vious ceiling but, when the rate started
to settle back in carly June, the Federal
Bank began selling dollars for marks in
order to absorb cxcess domestic liquidity
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and to reduce its swollen reserves. At the
same time, this policy had the effect of
pushing up the mark ratec. These dollar
sales continued through July, but were
suspended in August when the general
run on the dollar developed in full force.
In early August the mark rate moved up to
more than 8 per cent above par.

After President Nixon’s address on
August 15, formal exchange dealings
in Germany were suspended through the
full week of August 16-20. During the
week, consultations proceeded among
the EC countrics in search of a common
basis for the reopcning of the cxchange
markets. When no agrecement was rcached,
the German Government rcopened the
market on August 23 with the mark ratc
floating as before. As trading volume
continued at generally reduced levels, the
mark fluctuated closely around the pre-
August 15 level until mid-September,
after which it rose sharply to a premium
of more than 10 per cent over par prior to
the IMF annual meeting that opened later
that month. The German Federal Bank
began to intervene in both spot and for-
ward markets to moderate the rise in the
rate, and by early October the mark had
eased in quieter trading. Meanwhile, the
Federal Bank had taken in some $240
million spot and another $775 million for
forward delivery.

On October 13 the Federal Bank Coun-
cil lowered the central bank’s discount
rate from 5 per cent to 4% per cent and its
“Lombard’’ rate against sccured advances
from 6'%2 per cent to 5% per cent, both
ctfective the next day. At the samc time,
reserve requircments against the com-
mercial banks’ domestic liabilities were
reduced by 10 per cent across the board,
effective November 1, but the requirc-
ments against liabilities to nonresidents
were left unchanged at twice the old
rates applying to domestic liabilities, and

the additional marginal reserve require-
ment on liabilitics to nonresidents was
maintained at 30 per cent. Although this
casing of monetary policy was partly a
response to the slackening of domestic
economic activity, the German authoritics
indicated that their principal concern
was the size of the de facto revaluation
of the German mark, not only against
the dollar but against other currencics
as well.

The spot rate dropped sharply follow-
ing these steps but rcbounded just after
mid-October when there was a temporary
squecze for domestic liquidity and when
rumors again circulated that thc mark
would soon be revalued by a large
amount. German oflicials attempted to
quiet these rumors by repeatedly stressing
that Germany would not accept too large a
revaluation of the mark, and they reiter-
ated the Government’s intention of im-
posing reserve requircments against the
foreign borrowings of nonbanking enter-
prises. Moreover, in view of the de-
terioration of the forward market that had
resulted from the great uncertainty pre-
vailing in international markets, plans
were announced to provide insurance to
German cxporters against forward cx-
change risks, particularly on longer-term
contracts. (Such a facility was actually
put into effect in early 1972.) These pro-
nouncements helped bring the mark rate
down again, and it held at a premium
of less than 10 per cent over par through
the end of October. On November 1,
moreover, the cut in the banks’ reserve
requirements became cffective, and the
approximately $1 billion equivalent of
marks that was thus released contributed
to an easing of domestic liquidity con-
ditions. Conscquently, the mark con-
tinued to decline gradually in quieter
trading during the first half of November.

The introduction in the U.S. Congress



FOREIGN EXCHANGE OPERATIONS

237

on November 18 of a bill to permit an
increase in the dollar price of gold of up
to 10 per cent aroused market expecta-
tions of larger exchange rate adjustments
than previously had been anticipated,
and there was a ncew rise in the mark,
along with other currencics. In occasion-
ally hectic trading, by November 24 the
rate rose to 10.6 per cent over par. The
market steadied prior to the Group of Ten
meeting in Rome on November 30 and
December 1, but when reports from that
meeting indicated progress toward a gen-
eral realignment therc was a new surge
of demand for marks that carried the rate
to a premium of almost 13 per cent by
December 6. The following morning in
Frankfurt, after Economics and Finance
Minister Schiller intimated that the authori-
tics might move to push the mark rate
down, notably through a relaxation of
monectary policy, that rate dropped, but
it snapped back when the German Federal
Bank Council took no ncw mcasurcs at
its December 8 mecting. In thc mcan-
time, the Federal Bank had reentered
the spot market, purchasing small amounts
of dollars daily over the first 2 wecks of
December, and this stcady intervention
helped to keep the market orderly. Never-
theless, as the December 17-18 Group
of Ten meeting drcw nearcer, the mark
rose again close to 13 per cent above
par.

Following the Washington meecting,
the German authorities kept their ex-
change markets closed on Monday, Dcc-
ember 20, but rcopened them the next
day, after having cstablished a new cen-
tral rate of $0.3103% for the mark,
representing an effective revaluation of
13.58 per cent against the dollar. At the
same time, the Government announced
that it would set margins at $0.30347% and
$0.3174%, that is 2% per cent on either
side of the central rate. Nonc of the

restraints against inflows of foreign funds
was removed, but the Government did
announce that it would not avail itself
for the time being of the power to im-
pose reserve requircments of up to 50
per cent against German firms’ borrow-
ings abroad, a power it had sought
since last summer and which was finally
voted by Parliament on Deccember 17,

Despite the large revaluation against
the dollar, no significant movement out
of marks developed when trading was
resumed in the Frankfurt market on
December 21. The spot mark opened
somewhat above the new floor in a thin
and generally quiet market and then rose
later in the day to around $0.3070, the
level that had prevailed just prior to the
weekend agreement. In the meantime,
German moncy market conditions had
tightcned considerably during the first
half of December and, when Euro-
dollar rates started to decline again, the
German Federal Bank Council cut both
the central bank’s discount rate and its
Lombard rate on sccured advances by %2
percentage point to 4 per cent and 5 per
cent, respectively, effective December 23,
and again reduced the banks’ reserve re-
quirements against domestic liabilitics by
10 per cent as of January |. (The stiff
requircments against liabilities to non-
residents, however, were kept unchanged.)
This relaxation of credit policy, com-
bined with a modest unwinding of specula-
tive positions, helped to push the spot
mark down temporarily to $0.3047 on
December 29.

Early in the new yecar, however,
doubts began to spread in the exchange
markets that a durable scttlement of the
international monetary crisis really had
been achieved. With the press and the
markets focusing more and more on the
many issues remaining to be resolved,
the atmospherc deteriorated progressively
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over the first weeks of January, and al-
most any news item or rumor was scized
upon as a reason for additional selling of
dollars. Consequently, there was re-
newed buying of marks along with other
major European currencies. In active
trading, heavy demand drove the spot
mark through the new central rate on
January 13. Buying pressures remained
strong for a few days more, but the wave
then crested and the markets turned
much calmer. Some profit-taking de-
veloped, but the mark remained well above
the central rate through the end of Jan-

uary.
A new wave of intense nervousness
swept through the foreign exchange

markets on Feburary | and 2, triggered
in part by a sharp rise in the free market
price of gold. Once again, th¢ mark rate
was bid up and as it rose additional
buyers were drawn in. Moving quickly
to head off an even sharper upsurge, the
Federal Bank intervened forcefully on
February 2 as activity reached sizable
proportions. When demand continued
strong the next day the Federal Bank
again entered the market and its sustained
intervention soon led to an easing of the
rate. Market uncertainties continued,
however, and toward midmonth the rate
was pushed even higher in a ncw round
of speculation. The Federal Bank again
stepped in, dealing heavily in the spot
market on February 17, and once more
turncd the rate downward. On subse-
quent days, activity was reduced and the
mark traded in a narrower range above
$0.3150. Then, on February 24, the
German authorities took new measures
designed to lessen the inflow of funds
and to defend the Washington arrange-
ments. The Federal Bank’s discount and
Lombard rates were cut once more, by 1
full percentage point to 3 per cent and 4
per cent, respectively, effective February

25, while the rediscount quotas of credit
institutions were reduced by 10 per cent
as of March 1. (At the same time, in an
essentially neutral move, marginal re-
serve requirements against nonresident
liabilities were raised from 30 per cent to
40 per cent, but the basc period from
which accruals in such liabilities are
measured was brought forward from
November 1970 to November 1971.)
For its part, the Ministry of Economics
and Finance announced that a 40 per
cent reserve requirement would be placed
against most foreign borrowings of
German nonbanking enterprises, retro-
active to January 1. In response to these
measures, the spot rate fell back some-
what and held below its upper limit
through late February and early March.

The Federal Reserve, using marks al-
ready held in balances, made a $10 mil-
lion paydown on its swap drawings on the
German Federal Bank on November 12,
thereby reducing thosc commitments to
$50 million cquivalent currently out-
standing. On March 3 the U.S. Treasury
redeemed $76.5 million of a maturing
$153.0 million equivalent German-mark-
denominated note; thc maturity of the
residual $76.5 million equivalent of the
security was extended for a further 4-
month period to July 3, 1972.

BELGIAN FRANC

A strong current account and heavy
capital inflows, including a build-up of
leads and lags, kept the Belgian franc
at or near its upper limit through most
of 1970 and early 1971. The National
Bank of Belgium was accordingly obliged
to absorb sizable amounts of dollars from
the market. Rather than have these dol-
lars converted immediatcly against U.S.
reserve assets, the Federal Reserve pro-
vided temporary cover through drawings
under the swap arrangement with the
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Bank. When the inflows to
Belgium persisted through the first 6
months of 1971, $330 million of the
longest outstanding swap contracts was
settled by use of SDR’s and U.S. Treasury
drawings of francs from the IMF, leav-
ing $340 million of swap debt remain-
ing by the end of Junc. With the huge
speculative inflows to Belgium in late
July and carly August, Federal Reserve
commitments in Belgian [rancs rose to
$600 million under the swap linc with the
National Bank and to $35 million with
the BIS under the swap line for authorized
Europecan currencics other than the Swiss
franc.

Following President Nixon’s speech on
August 15 the Bcelgian authorities kept
their exchange market closed for a full
week. After the EC decision to open
markets again on August 23, the Belgian
Government decided to allow the oflicial
franc as well as the financial franc to float.
In addition. Belgium ecntered into an
agrcement with the Netherlands to limit
the variation in the rate between the Bel-
gian franc and the guilder to 1.5 per cent
on cither side of their official paritics.
Once the market opened, the oflicial
rate advanced to almost 3.5 per cent over
parity, coming into linc with the rate in
the financial franc market.

As trading in the Belgian franc became
more orderly, the National Bank on
September 15 suspended its request of
June 1971 that any increasc in the Belgian
commercial banks’ net external liability
positions beyond a specified limit be
matched by non-interest-bearing Belgian
franc deposits with it, and the funds that
had been blocked under that measure
were returncd to the banks. Similarly,
a prior rcquest that the banks cxercise
restraint in their foreign borrowing was
suspended. A few days later, the Na-
tional Bank announced that the quantita-

National

tive restrictions on the expansion of
short-term bank credit would be allowed
to cxpire at the end of September, since
the risk of inflationary excess demand for
goods and scrvices had been sharply
reduced. Finally, the National Bank
lowered its discount ratec from 6 per cent
to 5% per cent, effective September 23.
In the latter part of Sceptember the franc
rate advanced to a premium of almost 7
per cent over thc oflicial parity when
European currency rates generaily were
bid up prior to the IMF annual mecting.
After the Fund meeting, exchange
rates tended to ease but the Belgian franc
soon turned back upward again. rcflect-
ing in part an improvement in Belgium’s
current-account  position.  Moreover, li-
quidity in the Brussels money market was
being tightecned by a Belgian Treasury
borrowing. These pressures continued
through the month and with Euro-dollar
rates declining concurrently, the un-
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covered interest arbitrage differential
shifted in favor of Brussels in late Octo-
ber. Consequently, by early November
the spot rate had reached a premium of
7.8 per cent over par.

Mecanwhile, the Federal Rescrve had
begun a program of modest purchases of
Belgian francs in the market in order to
reduce gradually the outstanding swap
debt in that currency. Thesc purchases
enabled the System to repay $60 mil-
lion equivalent of franc drawings in
October and $20 million in November
cutting the total indebtedness to $555
million.

In mid-November the Belgian franc was
caught up in thc wave of foreign cur-
rency buying that followed the introduc-
tion in the U.S. Congress of a bill to
empower the President to raisc the dol-
lar price of gold by up to 10 per cent. The
spot franc advanced another 1 per cent
by November 24 and, after easing briefly,
participated in the general rise of European
currencies that developed in early De-
cember. By midmonth the franc had
reached a premium of 10 per cent above
par, as traders sought to anticipate the
level that might emerge from a possible
currency realignment coming from the
Group of Ten meeting in Washington
on December 17 and 18.

In early December, the System had
made further progress in reducing its
Belgian franc swap commitments, us-
ing francs acquired from U.S. Treasury
balances, directly from the National
Bank of Belgium at times when the
Belgian Government nceded dollars for
current payments, from the market, and
from deliveries on forward market pur-
chases made earlier in the fall. By De-
cember 21, a further $65 million equiva-
lent had been repaid, reducing the out-
standing swap commitment in francs to
the present total of $490 million. Of these,

drawings of $455 million arc on the Na-
tional Bank of Belgium and one of $35
million is on the BIS.

Following the Washington meeting,
the Belgian authorities kept their market
closed on Monday, Dccember 20, and
announced that as of the next day the
franc’s central rate would be set at
$0.022313, an appreciation of 2.76 per
cent against gold and an effective total
revaluation of 11.57 per cent against
the dollar. New intervention points were
established at 2'% per cent above and
below the central rate, except that Bel-
gium and the Netherlands (which re-
valued by the same percentage against the
dollar) decided to maintain the close link
between their currencies by continuing
to intervene when necessary to keep the
rate betwcen the franc and the guilder
within limits of 1.5 per cent on either
side of the central rates. When the Brus-
sels exchange market was reopened on
December 21, the Belgian franc held well
above the new floor, little changed from
the level it had reached during the pre-
ceding week. Thereafter the rate rose
gradually and by the ycar-end, when
Euro-dollar quotations oncc again fell
below comparable domestic interest yields,
it reached the new central ratc.

In view of the continuing decline in
international interest rates and the in-
creasingly pronounced slowdown of
domestic economic activity, the Na-
tional Bank reduced its lending rates by
Y2 percentage point effective January 6,
the basic discount rate being lowered to
5 per cent. Nevertheless, the franc
strengthened further as Euro-dollar rates
continued their sharp retreat. The rise
gained momentum in mid-January, and
the spot franc rose to around 1.5 per cent
above the central rate. Although trading
volume then diminished, the franc moved
cven higher over the subscquent 2 weeks
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as domestic liquidity conditions in Bel-
gium began to tighten. At the end of the
month and in early February there was
another round of heavy buying of cur-
rencics as there were growing doubts
in the markets over the durability of the
Washington agrcement and the willing-
ness of European central banks to absorb
dollars in defense of thc ncw rates.
Effcctive February 3 the National Bank
cut its lending rates by a further 2 per-
centage point with the basic discount
rate sct at 42 per cent. The demand for
francs remained strong, however, and
the National Bank intervened in the
market on several occasions during
February, partly through swap trans-
actions—buying spot dollars against re-
sale forward—and partly through out-
right purchases of spot dollars in defend-
ing the new ceiling ratc when a speculative
surge developed just after midmonth.
These purchascs, along with similar op-
crations by other central banks at that
time, helped calm the market somewhat.
Effective March 2 the National Bank
further reduced its lending rates, cutting
the basic discount rate by 2 percentage
point to 4 per cent and consolidating its
other rates at 5 per cent. Nevcrtheless,
the franc rate remained at or close to its
upper limit.

DUTCH GUILDER

When the German mark was floated early
in May 1971, thc Dutch Government
felt it had no alternative but to float the
guilder as well. The guilder rate sub-
sequently moved to a premium over its
previous ceiling, but did not rise in rela-
tive terms as far as thc mark, since the
underlying payments situation for the
Netherlands was not particularly favor-
able and since the Nctherlands Bank
remained out of the market when the
German Federal Bank began actively

to push dollars out into the cxchanges.
The guilder nevertheless was subjected
to the same speculative influences as
other European currencics and rosc
sharply in the general run on the dollar
in early August, to as high as 5.1 per
cent over par.

In the week of August 16-20, official
fixings in the Dutch cxchange market
were suspended, and Dutch and foreign
banks dealt guilders only in limited
amounts to meet customers’ immediate
needs. In New York, the ratc at one
point touched $0.2950 or 6.2 per cent
over par. When the Amsterdam market
rcopcned on August 23, the Dutch
authorities continued to permit the guilder
rate to float, as it had done sincc May 10,
but under an agreecment bctween the
Netherlands and Belgium the central
banks of the two countries stood ready
to intervene in cach other’s currency
in order to maintain thc rate betwcen
their currencies within limits of 1.5 per
cent on either side of the official paritics.
By early September the guilder rate was
holding at just over $0.2900.

During September the Dutch authori-
ties took additional steps to discourage
capital inflows. Effectivc September 6,
a so-called *‘closed circuit for bonds™
was introduced, whereby purchases of
guilder-denominated bonds by non-
residents from residents could be made
only with guilders obtained through
the sale of such bonds by nonresidents
to residents. Effective September 15,
thc Netherlands Bank lowered its dis-
counts rate by Y2 percentage point to 5
per cent, explaining that the reduction
had been made in support of the measurcs
directed at countering foreign capital
inflows. The spot guilder ratc neverthe-
less rose strongly in the second half of
September, moving up along with most
other European currencics, and it held
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around $0.2975, almost 7%
over par until mid-October.

In the meantime, the Amsterdam money
market was tightening up with the onset
of the period of seasonally heavy tax
payments, and Dutch residents began to
liquidate their German mark positions to
meet domestic cash needs. Even though
the authoritics supplied liquidity to the
domestic market by means of purchases
of Dutch Government securities, the guil-
der rate rose further, to a level 8.5 per
cent above par by mid-November. The
run-up in the rate also had the result of
reinforcing the market’s bullish outlook
for the guilder, so that when domestic
liquidity conditions eased sharply in mid-
November, following the Dutch Govern-
ment’s monthly payments to municipali-
ties, the guilder rate softened only slightly
in response. Morcover, a few days later
the guilder was caught in the widespread
upswing of foreign currency rates trig-
gered by the introduction in the U.S.
Congress on November 18 of a bill to
cmpower the President to raise the of-
ficial dollar price of gold. The guilder
ratc soared to a premium of almost 10
per cent over par by late November.
After a sharp setback in response to ini-
tially discouraging reports of the outlook
for the November 30-December | meeting
of the Group of Ten in Rome, the guilder
rate rebounded in the generalized buying
of foreign currencies that grceted the
progress made at that meeting, and held
around a 10.5 per cent premium by the
time the Group of Ten convened in Wash-
ington for their next meeting, on Decem-
ber 17 and 18.

Following the Washington meeting,
the guilder along with the Belgian franc
was effectively revalued by 11.57 per cent
against the dollar, and new official inter-
vention rates 4'2 percentage points apart
were established for each of the two

per cent

currencies, in linc with the practice
adopted by the other major countrics. The
Benelux countries, however, also de-
cided to maintain their prior agrcement
to hold the ratc between the guilder and
the Belgian franc within limits of 1.5
per cent on either side of their respective
central rates. Therc was little, if any,
outflow of speculative funds from the
Netherlands when the Amsterdam mar-
ket was reopencd on December 21, The
scope for a reflux of nonresident guilder
holdings was not large in any casc. Since
the guilder had been floating for some 7
months, nonresident guilder holdings
were not very sizable; in addition, the
Dutch authorities had discouraged some
inflows of foreign funds by, among other
measures, the closed circuit for bonds.
The guilder ratc thus did not weaken,
as the new pattern of exchange rates
emerged, but began to risc during late
December and early January.

With interest rates falling in foreign
centers, the Netherlands Bank reduced
all its lending rates by !2 percentage
point as of January 6, thc discount rate
being cut to 4% per cent. Domestic
money market rates declined in response,
but the guilder rate soon began to advance
again, in part reflecting sizable direct
investment inflows and an improvement
in the current account as economic ac-
tivity slowed down in the Netherlands.
To a much larger extent, however, the
demand for guilders stemmed from the
exchange markets’ growing concern over
the viability of the exchange rate re-
alignment negotiated in Washington. The
guilder was pushed through its $0.3082
central rate on January 10 and, 1 week
later, it had reached $0.3128%. Ten-
sions in the exchanges then rclaxed
temporarily, while at the same time money
market conditions werce considerably
eased in the Netherlands by the Govern-
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ment’s usual midmonth payments. The
guilder conscquently developed a some-
what softer tone but by late January was
strengthening once more in response to
renewed domestic money market pres-
sures.

Early in February, when a surge in the
free-market price of gold upsct the ex-
change markets, the guilder rose almost
to the upper intervention level, but the
pressure was less intense than on other
forcign currencics and the Netherlands
Bank did not have to intervenc. More-
over, by that time. the Dutch authoritics
had begun to offset the liquidity squeeze
in the Amsterdam money market by open
market  purchases of Dutch  Treasury
bills. When the supply of such bills dricd
up, the Netherlands Bank decided to
augment domestic liquidity by entering
into forcign cxchange swaps with its
commercial banks and, over the course
of scveral days starting February 9,
bought dollars spot against sales for
delivery | and 3 months hence. These
operations relieved some of the upward
pressure on the spot rate until a new wave
of exchange market uncertainty pushed the
spot guilder to the ceiling just after mid-
month, and the Netherlands Bank pur-
chased a modest amount of dollars. The
guilder traded just away from its upper
limit through the end of February. Ef-
fective March 2 the Netherlands Bank cut
its discount rate by a further %2 percentage
point, to 4 per cent. explaining that this
move was taken in view of the decline in
interest rates abroad. The guilder rate
nevertheless remained at or close to its
upper limit.

SWISS FRANC

In May 1971, the Swiss franc was re-
valued by 7.07 per cent, the first change
of the franc’s external value in 35 years.
Despite extremely liquid monctary con-

ditions in Switzerland as a result of the
inflows prior to the revaluation, the con-
tinuing uncertainty in the exchange market
through the rest of the spring and the
carly summer left Swiss banks reluctant
to shift funds into the Euro-dollar market
and discouraged traders generally from
unwinding their long franc positions.
Under these circumstances, the National
Bank took measures to calm the market
and to absorb excess Swiss franc liquidity.
In one¢ operation. the National Bank sold
$250 million to Swiss commercial banks
on a swap basis. on condition that the
dollars be invested in certificates of de-
posit in U.S. banks; cover for this op-
cration was provided by mecans of a
Federal Reserve swap drawing of $250
million equivalent on the line with the
Swiss National Bank, thereby reactivating
the arrangement. Late in May, reflows
did develop and the banks began to pur-
chase  substantial amounts of dollars
from the central bank. These outflows
ccased carly in June, however, when the
Swiss franc and other European currencies
moved up in response to the rise in the
German mark, following the initiation of
dollar sales by the German Federal
Bank. Subscquently, the franc market
became quieter and the rate declined
later in June and in July, falling almost
to thc National Bank’s selling rate for
dollars.

The relative quiet in the Swiss franc
market was broken in carly August. With
other major currencics partly insulated
by either exchange controls or floating
rates, the Swiss franc began to bear the
brunt of the speculative attack against
the dollar. The National Bank accord-
ingly ncgotiated an agrecment with the
major Swiss banks that would prohibit
interest payments and set 100 per cent
reserve  requircments  against  additional
nonresident  deposits. But the inflows
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continuecd to mount rapidly, and the
franc rate was pushed to the National
Bank’s buying ratc for dollars. After
taking in large amounts of dollars, the
National Bank announced on August 9
that the franc proceeds of any further
dollar sales to it would be placed in
blocked accounts until the agreement with
the banks could be implemented. The
Swiss authorities were nevertheless faced
with further massive offers of dollars
through August [3. In all, the National
Bank’s reserves rose by some $2.1 bil-
lion in the first 2 wecks of August. To
provide cover for the intake, the Federal
Reserve drew in full its Swiss franc swap
lines. raising such commitments in francs
from $250 million to $1,600 million (of
which $1 billion was drawn on thc Na-
tional Bank and $600 million on the
BIS), and thc Trcasury issued a $333
million Swiss-franc-denominated note.

On August 16, following President
Nixon’s spcech, the Swiss National Bank
suspended its exchange operations, thus
allowing the franc to float. Then. the
National Bank immediately imposed the
previously agreed 100 per cent reserve
requirement against increases in  the
banks’ forcign liabilitics and prohibited
the payment of interest on additional
short-term deposits in francs made by
nonresidents, both mecasures rctroactive
to July 31. With the National Bank ¢x-
tending the suspension of its cxchange
operations from day to day during the
week  of  August  16-20, commercial
banks carricd on only limited dealings
among themselves for immediate needs.

When the other Luropecan markets
were recopened on August 23, the Swiss
Nattonal Bank kept its market oflicially
closed. This left the Swiss franc cffec-
tively floating, since the commercial
banks remained free to trade in forcign
currencies. In the general uncertainty
and nervousness that prevailed in the
markets, the franc rate rosc sharply, mov-
ing to 3.6 per cent over par by August
26. That day the National Bank an-
nounced it had reached an agrecement with
the three large Swiss banks to discourage
speculative inflows. Under the terms of
this agreement, the banks could buy a
daily maximum of $2 million from any
one customer when the spot ratc was
between $0.2525% and $0.2531% and
$1 million at rates of $0.2531% or higher.
The franc proceeds of any sale in excess
of those amounts would be blocked in non-
interest-bearing accounts for 3 months.
The following day the National Bank
rcached an agreement with the Swiss
Bankers Association to cxtend to all
forcign-owned balances the intcrest pay-
ments ban on foreign funds that had
flowed into Switzerland since July 31;
originally, the ban had applied only to
funds with a maturity of Iess than 6
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months. These and carlier  restrictions
on dealing in francs. along with the un-
certaintics  gencrated by an effective
floating rate, kept both the size and the
number of transactions far below normal.
Speculative flows especially were sharply
curtailed by the dealing limits set by the
National Bank. In addition, with the rise
i buro-dollar rates and the downward
drift of the German mark. the spot [rance
backed away sharply. On September &8
the Swiss Government asked Parliament
for cmergency authority to take various
additional measures to defend the franc
il this should again beconie necessary.
such as the power to impose negative
interest rates on hot money inflows or
1o declare the voluntary agreement with
the large banks to be legally binding on
all  Swiss  banks: these  powers
eranted by Parliament on September 29,

The franc rate began rising alter mid-
September and by the month-end reached
the level at which the agreement to limit
franc sales to individual customers be-
came operatjve, but trading continued to
be generally quict. With the holding of
speculative positions in francs made ex-
pensive by the ban on interest payments.
funds began to trickle out of Switzerland
in carly October. largely for investment
in the Luro-currency market. 'This modest
outflow continued over the following
weeks. pushing the spot rate back down
to the $0.2500 level by late October. some
2 per cent over par. and holding it there
through mid-November.

Shortly thereafter, the Swiss france was
caught up in the new burst of speculation
i all major European currencies and it
advanced to $0.2533. a premium of 3.4
per cent over par. With the rate at this
level. the agreement that limited cach of
the three large Swiss banks™ datly sales
of francs 10 any one customer again came
into force. and trading volume became
very thin, Nevertheless. with the news

wWere

of progress by the Group of Ten at the
Rome meeting. a new upswing of cx-
change rates developed on December 2
and. as the frane also came in demand,
the National Bank suspended the agree-
ment to limit exchange dealing at pre-
scribed levels. The spot rate rose well
beyond the  previous levels. reaching
a premium of some 5.4 per ocent in
Switzerland on the morning of December
7. "Thereupon the National Bank again
asked the Swiss banks to lunit the sales
of francs to individual customers but
this time to St million equivalent a day,
regardless of the rate at which the franc
was trading. As previously, any francs
sold in excess of the agreed-upon limit

were  to be blocked  in o non-interest-
bearing accounts with the National Bank.
With the new  arrangement in effect,

trading turned very thin once more and
the spot rate receded. only to rise again
in the flurry of activity preceding the
December  [7-18  Washington  meeting
ol the Group of Ten.

Following that meeting the Swiss
authorities  fixed a central rate for the
franc of $0.2604'%- in cflect, a revalua-
tion of 6.36 per cent against the dollar
from the france’s parity that was estab-
lished on May 10, and of 13.88 per cent
from the parity in Torce prior to Switzer-
land’s  revaluation  on  that  date - -and
announced new  intervention  points  at
rates 2% per cent on either side of the
central rate. The establishment of
these rates, clfective Tuesday., December
210 marked the oflicial reopening of the
Swiss market for the first time
August 13 Actual trading  conditions
were little changed. however. except
for the abolition of the December 7
agreement limiting franc sales to any one
customer 1o ST million a day. The August
16 restrictions, in particular, remained
in cffeet; that is. increases in the banks’
net foreign liabilities over the July 31

new
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levels continued to be subjected to a 100
per cent reserve requirement, while in-
terest payments on  nonresidents’  de-
posits made after July 31 were still
prohibited. When trading began on the
morning of December 210 the franc
held just above $0.2580. the level to
which it had risen before the Group of
Ten mecting in Washington. but then
began to case gradually. By late Decem-
ber modest outflows from Switzerland
had brought the spot rate down almost
to the new floor, but there was no sub-
stantial liquidation of franc positions.
The Swiss banks maintained their highly
liquid positions as the year-end  ap-
proached. Morcover. as time passed there
were growing market doubts over the
durability of the exchange rate realign-
ment. This concern was reinforced by
extensive press coverage of the various
issues that remained to be resolved and
of the difficult negotiations that still Jay
ahcad.

In this wary atmosphere the franc rate
continued to hold slightly above the floor
well into January, cven though domestic
monctary conditions had cased con-
stderably  once the need for year-end
liquidity had passed. In  mid-January
the spot franc began to rise along with
other European currencies, although it
tended to lag somewhat. Several rounds
of heavy buying brought it ncar the
central rate by carly February and pushed
it bricfly above that level in mid-February .
Subscquently the market turned generally
quicter, but in carly March the Swiss
franc was again trading around its cen-
tral ratc. As of the date of this report, the
full $1.6 billion equivalent of Federal
Reserve drawings in Swiss francs re-
mained outstanding.

FRENCH FRANC
By carly 1971. the French balance of
payments had shown a strong recovery

following the devaluation of 1969, with
substantial improvement in both the cur-
rent and the capital accounts. Although

market demand for the franc was oc-
casionally swollen by the gencralized
speculative  buying of  most  European

currencies during the first halt of the
year, defensive measures taken by the
French  authorities  helped  keep  such
pressure within bounds. In late June and
carly July, however. rumors circulated
that the French authoritics might  be
amenable to a widening of the trading
margins against the dolfar and, for the
first time in 1971, the speculative focus
shifted to the French franc. The spot
ratc was quickly driven to the ceiling,
and the Bank of France had to take in
substantial amounts of dollars from the
market. To avoid an even heavier influx
the Bank of France towered its domestic
intervention rates. pushing French money
market yiclds well below similar Luro-
dollar quotations. The authoritics also
absorbed some  of the newly created
domestic liquidity through a further hike
in minimum reserve requirements. De-
spite these measures and strong denials
of the rumors by I'rench oflicials. hcavy
demand  for francs continued through
July. and the Bank of France recorded a
reserve gain of $498 million for thatmonth.
With these and earlier reserve gains the
French authoritics were able to repay
$609 million to the IME on August 9,
thus clearing away the last of France’s
indebtedness to the Fund.

The large inflows continued in carly
August and the French authorities took
further steps to stem the tide. Reserve
requirements  were  again raised.  and
there was some relaxation ol existing
exchange controls on outpayments. In
addition, the banks were instructed not to
increase their net external indebtedness or
decrcase their net claims vis-a-vis non-
residents from  current levels. In o this
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connection, the banks were cxpected to
refrain from accepting new deposits in
francs from nonresidents whose motiva-
tion for holding francs appeared to be
speculative. With the franc already in
strong demand, this measurc was in-
terpreted by the market as evidence of
the French authorities’ unwillingness to
accumulate additional dollars and, in the
ensuing confusion, quotations for francs
in markets outside France moved above
the official ceiling. The Bank of France
quickly acted to clarify the instructions,
and the market calmed somewhat. Never-
theless, in the gencral run on the dollar
taking place at the time, the demand for
francs was unrclenting, and the Bank of
France continued to take in dollars on a
daily basis though Friday, August 13.

Following President Nixon’s speech on
August 15, the French ¢xchange market
was closed for the week of August 16-20.
The French Government reopenced the
market on Monday, August 23, on the
basis of a two-ticr exchange system. The
Bank of France would defend the franc
at the prescribed intervention points only
in the official market, through which
trade and trade-rclated service trans-
actions as well as governmental trans-
actions would be cffected. All capital
transfers, as well as tourist and most
other service transactions, would hence-
forth be strictly segregated in a financial
markct where the franc ratc would be
allowed to find its own level. At the same
time, mcasurcs were taken to prevent
lcads and lags from developing in the
future, including strict limitations on
hedging transactions in the forward ex-
change market and a requircment that
imports (other than machinery) be paid
for within 3 months from their entry into
France, importers being given | month
to comply with this new rule. Given the
incvitable complexity of thesc exchange
rcgulations, trading in the official franc

market was very limited at first, with
wide spreads in quotations, but com-
mercial business picked up fairly rapidly.
Trading was slower to develop in the
financial franc market, where the rate
moved to a 2.5 per cent premium over
that of the official franc. In the wake of
the floating of the yen on August 27,
rencwed demand developed for the of-
ficial franc—the only major currency still
kept within its prescribed limits—and
the Bank of France again had to absorb
dollars.

In September, there was some reversal
of the previous flows into francs, as the
French exchange regulations, which were
further elaborated, began to bite. In
particular, French exporters and im-
porters had to unwind some of the lcads
and lags built up prior to mid-August.
With the official franc rate dropping
below the ceiling, the Bank of France
sold substantial amounts of dollars, and
reserves declined by $318 million in
September. The financial franc rate,
which had reached a premium of 4 per
cent over the official rate, gradually eased
off to a premium of 2% per cent by the
end of September.

The selling of francs continued in Octo-
ber, as some speculative positions taken
3 months earliecr—in July—wecre being
unwound. The official franc rate edged
down almost to par by mid-October, but
the market for francs was exccedingly
thin, and in onc burst of demand on
October 21 the rate rose almost to the
ceiling before settling back. French of-
ficial reserves declined by a further $38
million for the month as a whole.

Rate movements were even more vola-
tile in the financial franc market. After
moving up in early October, the financial
franc rate resumed its decline, as cxpecta-
tions of a franc revaluation or upward float
receded and as French monetary policy
moved gradually but steadily toward
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ease. The rate fell espccially sharply—
to 1% per cent over the official franc
rate—on October 20, when the sccurities
currency market was abolished, and
French residents were now allowed to
buy foreign-held securities freely with
currencies purchased in the financial
franc market. (Formerly, such portfolio
investments had to be cffected for the
most part with currencics purchased
from other residents liquidating foreign
securitics holdings.) Subsequently the
financial franc firmed again, fluctuating
around a premium of 2 per cent over the
offictal franc rate, but was held in check
by additional steps taken by the authorities.
The Bank of France further lowered its
domestic moncy market intervention rates,
confirming the easing of its policy on Oc-
tober 28 when it cut its rates on discounts
and secured advances by Y% percentage
point to 6% per cent and 8 per cent,
respcctively. Then, on November 16, non-
residents were allowed to import into
France and to sell in the Paris stock market
French shares held abroad, the proceeds
of these sales being credited to financial
franc accounts.

Shielded by Francc’s severe exchange
control rcgulations, the franc was not
subjected to heavy pressure until late
in November, when the market began to
see prospects for a devaluation of the
dollar against gold that would result in
an ecflective revaluation of the franc
against the dollar. This shift in expecta-
tions led to a surge of demand for francs—
notably by French corporations hastening
to convert their export proceeds—that
drove the spot rate to the ceiling, and the
Bank of Francc had to intervenc hecavily
during the last week of November. For
the month as a whole, French official re-
serves increased by $222 million. With
the Group of Tcn meeting in Rome clos-
ing on an optimistic note on December 1,
the buying of francs increased markedly,

and the Bank of France’s market intake
mounted. To stem this rush into francs,
on December 3 the French authorities
drastically tightened their exchange con-
trols against the inflow of funds, while
liberalizing them for outfiows.

Among other measures, Finance Min-
ister Giscard d’Estaing announced that,
effective | week later, nonresidents would
be allowed to use their holdings of official
or financial francs only for the settlement
of authorized transactions with residents
and that such balances would no longer
be convertible into foreign currencies
or usable to acquire domestic moncy mar-
ket instruments. Furthermore, the au-
thorities rescrved the right to transfer any
increase in such balances over the Novem-
ber 30 levels into blocked accounts.
In addition, permission was granted to
nonresidents to borrow funds of up to 2
years’ maturity from French residents
without prior authorization from the Bank
of France, and the restrictions placed on
the forward covering of imports were
somewhat liberalized.

These measures had an immediate ef-
fect on the market and on the following
two trading days, as the spot rate dropped,
the Bank of France was able to sell some
dollars. Strong demand for francs soon
resumed, howcver, as foreign exchange
markets around the world were caught up
in speculative ferment in anticipation of
the approaching Group of Ten meeting in
Washington. The official rate rcbounded to
the ceiling on December 9 and held there
over the subsequent days.

On December 14, following their meet-
ing in the Azores, Presidents Nixon and
Pompidou issued a communique stating
that they would ‘‘work toward a prompt
rcalignment of ¢xchange rates through a
devaluation of the dollar and revaluation
of some other currencies.’” This statement
that the United States was now pre-
pared to raisc the dollar price of gold as
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part of a broader scttlement greatly in-
crcased market cxpectations of a break
in the international monetary impassc at
the Group of Ten mecting in Washington.
The news of the Azores agreement hit the
Parts market late on the afternoon of
December 14, and the next day there
was a heavy demand for francs; with the
spot ratc at its upper intervention point,
the Bank of Francc was obliged to ab-
sorb dollars. The demand pressurc was
also strong in the forward market, and at
onc point the premium on !-month for-
ward francs rose to more than 30 per
cent per annum. After the Paris market
closed on Friday, Dcecember 17, the spot
franc surged to $0.1890 in New York.

On Monday, December 20, the French
Government kept its cxchange market
closed and announced that the {ranc’s
parity cxpressed in gold would remain
unchanged. At the samc time, a new
central rate was established for the franc
at $0.1954%, ftully reflecting the pro-
posed devaluation of the U.S. dollar
against gold. Although the French au-
thorities maintained the two-ticr system,
they eased or abolished many of the ex-
change controls imposced since carly Au-
gust. Thus, the Dccember 3 regulations
providing for the nonconvertibility of franc
balances held by nonresidents and for the
possible blocking of additions to such
franc holdings were lifted. The August 3
prohibition on increases in the banks’
net external debtor positions or decreases
in their net creditor positions vis-a-vis
nonresidents was likewisc climinated.
Furthermore, the National Credit Council
rescinded its August [7 order prohibiting
interest payments on nonresident franc de-
posits of less than 91 days, and the Bank
of France reduced its reserve require-
ments and eliminated differential require-
ments on resident and nonresident liabili-
ties.

Most market participants had not c¢x-

pected so large an appreciation of the
franc against the dollar, and profit-taking
brought the franc under heavy selling
pressurc as soon as the Paris cxchange
market was reopencd on Dccember 21,
With lcads and lags beginning to be un-
wound, the French authorities sold a con-
siderable amount of dollars in the market
as the spot franc edged downward almost
to its new floor. Selling pressurc on the
franc let up in the last days of December,
and, early in 1972, with doubts beginning
to devclop in the markets over the dura-
bility of the Washington agreement, the
franc rate began to advance. The financial
franc, in the meanwhile, had fallen below
the official franc’s floor on December 21
as speculative positions were unwound,
but it subsequently converged with the
official franc.

In January the French authorities took
a number of steps to stimulate the domestic
economy, including reductions by the
Bank of France in its ratcs on discounts
and securcd advances by ! percentage
point to 6 per cent and 72 per cent,
respectively. While these measures might
have been expected to bring about some
decline in the franc rate, there was
simultancously a genceral strengthening of
European currencies against the dollar,
and the spot franc quickly rosc to a level
only slightly below the central rate. An
additional burst of speculation in early
February lifted the franc somecwhat
above the central rate, and it continucd
to rise through much of the month
with the Bank of France on the sidelines.
Once again a modest premium emerged
for the financial franc. By carly March
the commercial franc had risen close to
thc new ceiling.

ITALIAN LIRA

In the several rounds of spcculation in
favor of other European currencies dur-
ing the carlier months of 1971, the Italian
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lira was largely neglected. Early in August,
however, the lira was drawn into the
general run on the dollar; the spot ratc
rose to the ceiling on August 9 and the
Italian authorities had to intervcne on a
number of days during that week. After
President Nixon’s speech on August .15,
the Italian authoritics also kept their ex-
change market closed for a week, while
intensive consultations took place within
the EC. The lira rate moved up substantial-
ly in the New York market—which re-
mained open—but trading was extremely
thin and the range between bid and of-
fered rates was very wide. When ltaly
reopened its exchange market on August
23, the authorities announced that they
would no longer intervene at the official
limits, although they might enter the
market at other rates if this seemed
advisable. Demand for lirc was quite
strong at first, as the tourist scason was
in full swing, receipts had been backed
up during the week of August 16-20,
and leads and lags shifted in Italy’s favor.
The lira held at a premium of roughly 2
percentage points over parity, before set-
tling back somewhat. For the month
as a whole, Italian reserves rose by $424
million.

In mid-September, in view of the high
rates prevailing in the Euro-dollar market
at that time and of the availability of
domestic credit, the Italian Electricity Au-
thority (ENEL) decided to prepay in
November the $300 million Euro-dollar
loan it had contracted in May 1970.
Additional Euro-dollar loans of minor
amounts were also beginning to be repaid
by other Italian oflicial entities, which
had been very hecavy borrowers during the
preceding year and a half. These transac-
tions absorbed some of the sales of dollars
in the Italian market and the lira rate re-
mained fairly steady even though other
European currencies rose strongly against
the dollar later in September. On balance,

[talian reserves increased by $146 mil-
lion in September.

The lira market remained generally quict
in October and much of November, and
the spot rate held steady as a number of
opposing influences tended to cancel cach
other out. (Official reserves declined by
$42 million in October.) On the one hand,
scasonal factors were now turning strongly
adverse for Italy’s current account, pur-
chases of foreign exchange to repay inter-
national borrowings werc cxerting a drag
on the spot rate, and growing political and
labor uncertainties were also tending to
weaken the lira. Moreover, acting on both
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internal and cxternal grounds to ecasc
domestic credit conditions, on October 14
the Bank of ltaly cut its discount rate
from 5 per cent to 4% per cent and its
ratec against sccured advances from 5 per
cent to 4 per cent. On the other hand, the
upswing in the exchange rates of most
other EC countrics, at a time when dis-
cussions were  being actively pursued
among Common Market officials as to
means of narrowing the trading bands
between their currencies, tended to check
any decline in the lira rate.

Although both political and cconomic
tensions grew during November the Italian
lira was bid up during the last 10 days of
the month on market expectations that it
would move higher in any scttlement of the
international monetary situation. Despite
continuing large repayments of Italian
borrowings abroad, including ENEL’s
$300 million prepayment, official re-
serves declined by only $193 million.
Then following the Rome meceting of the
Group of Ten countries. the lira rose
sharply in the first days of December—
the spot rate reaching a premium of 3.3
per cent over par.

Fearing that the defensive measures
taken at that time by the French Gov-
ernment might deflect a hecavy stream of
speculative funds toward Italy, the Italian
authorities introduced stiff ¢cxchange con-
trol regulations of their own. Effective
Monday, Deccember 6, the Italian banks
were instructed to refusc conversion of
foreign currencies into lire, unless the
procecds were required for normal trade
or service transactions or for nonspecula-
tive capital transactions backed by the
appropriate documentation. A few days
later, on Dccember [5, the major [talian
banks agrced to cease paying intcrest on
all nonresident lira deposits. Nevertheless,
demand for lire continued unabated, and
the spot ratec rose to a premium of more
than 4 per cent by December 17, when the

Group of Ten mceting began in Wash-
ington.

Following that mecting, the Italian
authorities established a central rate of
$0.0017193% for the lira, representing a
7.48 per cent appreciation against the dol-
lar (slightly less than the dollar’s proposcd
devaluation against gold) with new mar-
gins of 2% per cent on either side. At the
same time, they retracted the tough cx-
change control regulations introduced as
of December 6. After the Italian market
was reopencd on December 21, the rate
soon settled near its new floor. Neverthe-
less, the pressure was not intense, and
official support was modecst.

A prolonged presidential election in De-
cember concluded with the installation of
Giovanni Leone late in the month. The
formation of a new government proved to
be diflicult, however, and ultimately Parli-
ament was dissolved and new elections
were set for the spring. These political
uncertainties and the social and economic
problems awaiting the attention of the
Government, together with continued pre-
payments of foreign loans and a possible
shift of leads and lags in favor of the
dollar, had a depressing influence on the
lira rate. Thus, although the rise of other
EC currencies pulled the lira upward, in
January and February the rate cventually
settled somewhat bclow its central rate
and held there through early March.

JAPANESE YEN

With a continuing massive payments sur-
plus and growing spcculation over the pos-
sibility of a revaluation, the Japanese yen
was in heavy demand throughout the early
months of 1971. The Japancse authorities
responded with a variety of measures,
including sharp tightening of their ex-
change controls against inflows of funds
and some casing of controls on outflows.
Nevertheless, in the general speculative
atmosphere that dcveloped in late July and
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the first half of August, demand for the
yen mounted rapidly and the Bank of
Japan bought large amounts of dollars
each day.

Following President Nixon’s August 15
speech, dealers around the world were
more than ever convinced that a revalua-
tion of the yen was imminent. With Euro-
pean exchange markets closed and the
Japanese remaining open during the
succeeding week, the Bank of Japan had
to absorb dollars on a massive scale
despite reinforcement of exchange con-
trols. Finally, after further very large ex-
change gains on August 26 and 27, the
Japanese authorities decided to ‘‘suspend
temporarily the existing fluctuation margin
for buying and selling quotations of foreign
exchange, while maintaining the present
parity of the yen.”” The vast inflow during
August was reflected in a $4.4 billion
gain in official reserves for the month as
awhole.

In Tokyo, on August 28, the spot yen
immediately rose to a premium of 5.5
per cent over par. The rate pushed steadily
higher through September, despite sub-
stantial further purchases of dollars by
the Japanese authorities and some addition-
al tightening of exchange control meas-
ures. As a consequence of these meas-
ures, banks experienced considerable dif-
ficulty in effecting yen payments, and
trading in Japanese yen dropped to nom-
inal levels in New York, while in early
September the yen was suspended from
official trading in Frankfurt, Germany. The
Japanesc authorities subsequently eased
their restrictions slightly, but some pay-
ments problems persisted through Septem-
ber. By the end of that month, the yen
rate had risen to a premium of 7.5 per cent
over par while Japanese reserves had in-
creased by a further $870 million.

In September, the Japanese Government
also approved a package of measures de-
signed to help small and medium-sized

enterprises facing difficulties as a result of
the U.S. import surcharge, and provisions
were also made to facilitate the acquisition
of forward cover by such firms. Since
the foreign exchange banks were pro-
hibited from borrowing additional dol-
lars from abroad and the forward market
was in disarray, the Japanese authorities
had begun in June to place dollar deposits
with the foreign exchange banks to enable
them to purchase export bills. Such de-
posits amounted to $1.2 billion by early
October, and additional deposits were sub-
sequently placed with the banks to facili-
tate the provision of forward cover for
the small and medium-sized enterprises.

The yen rate continued its rapid advance
during the first half of October but then
steadied at a premium of nearly 9.5 per
cent over par, as the unwinding of some
earlier commercial leads and lags and
net sales of Japanese sccuritics by for-
cigners exerted a dampening effect on
the demand for yen. Over the coursc of
October, Japan’s official reserves rose by
$716 million. The market remained in
better balance early in November, but in
the general rise of currcncies that devel-
oped later in the month the yen also came
into heavy and sustained demand. By the
end of November the spot rate had risen
to a premium of more than 10 per cent
over par, despite continuing official in-
tervention that added a further $736 mil-
lion to Japanese reserves. Demand stepped
up further in December, as the date of
the Washington meeting approached and—
after having been briefly driven to a prem-
ium of as high as 15 per cent—the yen
was quoted in New York at [2.3 per
cent over par on the day the meeting con-
vened.

Under the agreement reached by the
Group of Ten on December 18, the
central rate for the yen was established
at $0.003246%, an effective revaluation
of 16.88 per cent against the dollar. The



FOREIGN EXCHANGE OPERATIONS

253

Japanesc authoritics kept the Tokyo cx-
change market closed on Monday, De-
cember 20, and in linec with actions taken
by other countrics, abolished some of
the measurcs introduced carlicr to block
the inflow of funds. The main body of
Japan’s scvere exchange control regula-
tions, however, was left intact. When the
Tokyo market reopened on December
21, the spot rate was quoted just above
the new floor and a moderate outflow
developed. This reflux intensified a few
days later, and the Bank of Japan had
to extend considerable support before it
came to an end. Late in December
the Bank of Japan lowered its discount
rate by % percentage point to 4% per cent,
in a move designed to soften the domestic
impact of the yen’s cffective revaluation
and to help stimulate the Japanesc
economy.

The yen continued to hold quietly
ncar its floor in the first days of 1972 and,
in view of the generally satisfactory be-
havior of the market, on January 5 the
Japanese authorities announced a further
and morc substantial relaxation of cx-
change controls. Among other mcasures,
the authorities climinated the requircment
of prior approval by the Bank of Japan
for any prepayment of Japanese exports,
the curbs on outstanding balances In
convertible free-yen accounts, the guide-
line restraining borrowing of Euro-
dollars and other short-tcrm funds by Jap-
anese banks, and the spccial restrictions
on the accounts of brokers. Even though
other measurcs limiting the foreign posi-
tions of Japanesc banks were retained,
this casing of the exchange control regula-
tions resulted in 2 days of very heavy
demand for yen and the Bank of Japan
stepped in to stabilize the market. The
speculative pressures that hit the markets
late in January brought a sharp demand
for yen, particularly for prepayment of
Japanese cxports, and the rate rose steadi-

ly, rcaching almost to its upper limit by
February 24, while the Bank of Japan in-
tervencd to moderate the rise. At that
point, the Japanese authoritics moved to
allcviate some of the pressure by rcintro-
ducing controls over prepayments of ¢x-
ports. Thereafter, trading in the yen was
morc balanced, and the rate held stcady
through carly March.

CANADIAN DOLLAR
The Canadian dollar had been floating
sincc June 1970 and was not drawn into
the cxchange market uphcavals of the
spring and early summer of 1971. The spot
rate ranged fairly widely, but the Bank of
Canada maintained a policy of intervening
only to moderate movements in the rate and
not to defend a particular level. During
the general run on the U.S. dollar in
carly August, howcever, the Canadian
dollar also was in strong demand, moving
up to close to $0.99. Following Presi-
dent Nixon’s August 15 address, the Ca-
nadian exchange market remained open.
At first, as with other currencies, the Ca-
nadian dollar was bid up against the U.S.
doliar, nearly rcaching $0.99%, but it
quickly dropped back as concern grew
that the new U.S. 10 per cent import
surcharge might cut deeply into Canadian
exports. By the following week the rate
had declined to around $0.98%, and it
remained easy through carly September.
On September 7 the Canadian Govern-
ment cstablished a special fund of Ca-
nadian $80 million upon which Canadian
companics meeting certain  conditions
could draw to oflset adverse cffects on
employment as a conscquence of the U.S.
import surcharge. The Canadian dollar
traded quietly through the rest of Septem-
ber but began to move up sharply in
October, as Canadian banks started adjust-
ing their exchange positions for the annual
reporting date, October 31. When the spot
ratc rcached the $1.00 level, the Bank of
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Canada cut its discount ratc by % per
cent to 4% per cent effective October 25,
referring to both domestic and external
considerations in cxplaining the move. In
early November, liquidity conditions in
Canada eased, leading to some rcversal
of previous inflows and to a softening
of the spot rate to around $0.99% by
midmonth. On November 19, in a further
step to protect Canadian industry from the
effects of the U.S. import surcharge,
the Canadian Government approved a plan
under which the General Adjustment As-
sistance  Board would be authorized to
guarantee a total of Canadian $150 mil-
lion of bank loans to qualifying companics
and to lend directly up to Canadian $8
million to individual firms. Moreover, on
November 30 the Bank of Canada re-
duced the chartered banks’ minimum
secondary reserve ratio from 9 per cent
to 8.5 per cent.

As other major currencies rose strongly
against the U.S. dollar in the sccond half
of November, therc was also some inter-
mittent upward pressure on the Canadian
dollar, but heavy buying of Canadian dol-
lars did not develop until the conclusion
in early December of thc Group of Ten
meeting in Rome. At first, the Bank of
Canada resisted a further increase in the
ratc but subsequently allowed it to rise.
In heavy demand, the Canadian dollar
was pushed to as high as $1.00%2 and re-
mained strong until the December 17-18
mecting of the Group of Ten.

The communique at the conclusion of
thc Washington meeting reported that
general agreement had becen reached on
the pattern of exchange rates and noted
that ‘‘Canada intends temporarily to
maintain a floating exchange rate and in-
tends to permit fundamental market forces
to establish the exchange rate without in-
tervention except as required to maintain
orderly conditions.”” The Canadian mar-
kets were open on Monday, December

20, and the spot rate immediatcly rose
to nearly $1.00%, but cxpectations of a
further appreciation dissipated rapidly,
and the Canadian dollar dropped back over
succeeding days. Sizable interest and div-
idend payments on U.S. investments in
Canada also began to excert a depressing
influence on the spot ratc, which fell below
the U.S. dollar on December 23.

After easing further early in January,
thc Canadian dollar scttled at around
$0.99'2 through thc rest of that month
and most of February. A resumption of
short-term capital flows to Canada tcnded
to offset the scasonal weakness of Canada’s
current account, leaving the market in
rough balance. Toward the month-cnd,
substantial ncw Canadian wheat sales to
the Soviet Union were announced and the
exchange market turned more bullish for
the Canadian dollar. The spot rate was
bid back to the $1.00 level and even higher
in early March when arbitrage flows to
Canada added to the demand.

EURO-DOLLAR

Euro-dollar rates were bid up sharply in
latc April and early May of last year,
largely reflecting heavy speculation in
continental European currencies. In June
and July there was somc¢ unwinding of
those speculative positions and Euro-
dollar ratecs gradually declined during
June and most of July. But as the run
on the dollar developed in latc July and
early August, Euro-dollar rates werc
pushed upward rapidly, and on August 17
(the settlement date for currencies pur-
chased on Friday, August 13), 3-month
deposits were at 10 per cent per annum,
7-day funds at 20 per cent, and overnight
funds reached above 40 per cent. After
the initial squeeze was met, Euro-
dollar rates receded somewhat. Neverthe-
less, with the widespread uncertainties
over the ultimate outcome of the negotia-
tions to resolve the many issucs raised
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by the U.S. mecasures of August 15,
investors stayed short of dollars. Euro-
dollar rates consequently remained several
percentage points above those on com-
parable investments in national financial
centers.

In August the U.S. Treasury began to
repay the $3 billion of special certificates
that had been placed with the foreign
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branches of U.S. banks carlier in the ycar.
By the end of September, only some $1
billion of the Treasury’s certificates re-
mained outstanding. Most of the funds
repaid by the Treasury were not rcturned
to the Euro-dollar market, however, since
U.S. banks acted to maintain their re-
serve-free Euro-dollar bases by increasing
their own liabilitics to branches from
about $1 billion in mid-August to around
$2.5 billion by the end of Scptember.
Among Europcan official borrowers, the
Italian Electricity Authority (ENEL) an-
nounced in September it would prepay
$300 million of its carlicr longer-term
borrowing in the Euro-dollar markct.

In October, following a bricf quarter-
end squeeze, Euro-dollar rates began an
across-the-border retreat that lasted into
carly November. This reflected in part the
continued repayments of official borrow-
ings, as the U.S. Treasury completed
the runofl of its special certificates while
ENEL and other Italian official entities
liquidated indebtedness. More important-
ly, however, Euro-dollar rates rcacted
to a fairly widespread decline in short-
term intcrest rates, cspecially in  the
United States. By carly November, the
3-month Euro-dollar rate had dropped back
below 6 per cent, and at the short end of
the maturity range, the overnight Euro-
dollar rate had fallen into line with, and
occasionally below, the Federal funds rate
in the United States. Taking advantage of
this increased availability of Euro-dollars,
large U.S. banks began some modest re-
building of their borrowings, and from
the end of September through mid-Novem-
ber, the banks’ liabilitics to their branches
rose by ncarly $900 million, to $3.4
billion. Nevertheless, the market remained
fairly thin, as many investors preferred
other currencies to dollars, given the risk
that cxchange rates might move up sharply
against the dollar.

Such an exchange ratc movement did
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in fact develop later in November and
early December, as expectations began to
grow that a parity realignment might soon
be reached and that it would result in a
more substantial change in exchange
rates against the dollar than previously
had been anticipated. Once again the
Euro-dollar market began to tighten, with
the 3-month rate reaching as high as 7
per cent late in November. Shorter rates
rose as well, and as the overnight rate
rose well above the Federal funds rate
(U.S. rates were continuing to decline,
with a second Y% percentage point cut in
Federal Reserve discount rates starting
on December 13), U.S. banks once
again ran down their liabilities to their
foreign branches, rcturning ncarly $2
billion to the Euro-dollar market between
mid-November and mid-Dccember. This
reflow helped mitigate the rise in Euro-
dollar rates and, compared with the earlier
periods of speculation during the year, the
squecze on the Euro-dollar market in late
November—early December was relatively
mild. Moreover, there was little evidence
of the usual year-end pressures on the
market, as European banks that normally
bring funds back from the Euro-dollar
market for window dressing and other
positioning at that time wcre already very
liquid in their own currencies. And on
December 9 the Office of Foreign Direct
Investment (OFDI) of the Department of

Commerce announced that U.S. corpora-
tions could postpone until thc end of
February 1972 the report on their positions
for the end of 1971.

Early in 1972 there was a further
decline in short-term interest rates in the
United States and other major countries.
During this period demand for Euro-
dollars was slack, reflecting in part the
slower pace of growth of economic activity
in Europe. At the same time, banks in
the United States continued to run off
their Euro-dollar liabilities, and other
borrowers—again particularly the Italian
official cntities—were also liquidating
Euro-dollar debts. Consequently, Euro-
dollar rates declined further, and the
3-month rate scttled to about 5 per cent
in late January and held around that
level through the end of February. By
that time, U.S. interest rates had begun
to firm while rates in scveral European
centers were declining, with cuts in cen-
tral bank discount rates in Germany,
Belgium, and the Netherlands in late
February and early March. In addition the
German Government imposed a 40 per
cent reserve requirement on most foreign
borrowings by German nonbanking firms;
these firms had previously been massive
borrowers in the Euro-dollar market.
Early in March the market remained
generally easy and the 3-month rate edged
down to about 4% per cent.
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Statement by Andrew F. Brimmer, Mem-
ber, Board of Governors of the Federal
Reserve System, on ‘‘Economic Situation
of Blacks in the United States,’’ before
the Joint Economic Committee of the Con-
gress, February 23, 1972.

INTRODUCTION

Mr. Chairman and Members of the com-
mittee, [ am pleased to appear before
this committee to discuss recent economic
developments in the black community.
The invitation requested that [ *“. . . dis-
cuss . . . the situation of minority groups,
particularly blacks. in their attempt to
surmount discriminatory barriers to equal
employment opportunitics. S It s
in that context that I appear to present
my personal views.

On February 9, the Chairman of the
Federal Reserve Board appeared before
your committce on behalf of the Board
as part of the annual hearings on the
President’s Economic  Report.  Conse-
quently, I will not travel over that ground
again. Morcover, the general asscssment
of the outlook for the national economy
in 1972 has been presented by the Council
of Economic Advisers (CEA), and ] am in
broad agreement with the Council’s con-
clusions.

Therefore, 1 will not attempt to present
a scparate estimate or projection of gross
national product (GNP) and its com-
ponents. Instead., within the framework
developed by the CEA, T will (1) review
recent economic trends in the black com-
munity and (2) attempt a rough assess-
ment of the prospects for blacks in the
short run.,

LONG-RUN TRENDS IN EMPLOYMENT
Most of this statement is focused on
economic trends in the black community
during the last few years. To put this
recent experience in perspective, it might
be helpful to summarizc bricfly the over-
all economic progress among blacks in
the last decade. This progress can be
traced in the trends of the labor force,
employment, and occupational advance-
ment. In 1970 there were 9.2 million
Negroes and other races' in the labor
forcc—meaning that thcy were holding
jobs or seeking work. This was a rise of
about one-fifth since 1960, a rate of in-
crease somewhat faster than for whites
and for the total labor force. However,
cmployment of blacks rose more rapidly
than it did for all employees (by 22 per
cent to 8.4 million for the former com-
pared with 19.5 per cent to 78.6 million
for the latter). Expressed differently,
while blacks represented about |1 per
cent of the total civilian labor force in
both 1960 and 1970, their share of the
gains in employment during the decade
was somewhat larger: They accounted for
ncarly 12 per cent of the employment
growth, although they held just over 10
per cent of the jobs at the beginning of
the period (Table 1).2

Advancement in the range of jobs held

!Negroes constitute about 92 per cent of all persons
in this group. Other races included are American Indians
and Orientals. Thus, this statistical scries can be taken
as an approximate measure of ¢conomic trends among
blacks.

2Copies of tables referred 10 herein are available
upon request to Publications  Services. Division of
Administrative  Services, Board of Governors of the
Federal Reserve System, Washington, D.C. 20551,
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by Negroes in the last decade was also
noticeable. This was particularly true of the
improvements in the highest paying
occupations. Between 1960 and 1970 the
number of blacks in professional and
technical positions increased by 131 per
cent (to 766,000) while the incrcase in the
total was only 49 per cent (to 11.1 mil-
lion). Blacks had progressed to the point
where they accounted for 6.9 per cent of
the total employment in these top cate-
gories in the occupational structurc in
1970, compared with 4.4 per cent in 1960.
They got just over 9 per cent of the net
increasc in such jobs over the decade. Dur-
ing this same period, the number of Negro
managers, officials, and proprietors (the
second-highest-paying category) rose two-
thirds (to 297,000) compared to an expan-
sion of 17 per cent (to 8.3 million) for all
employces in this category.

In the 1960’s black workers left low-
paying jobs in agriculture and house-
hold service at a rate two to three times
faster than did white workers. The num-
ber of black farmers and farm workers
dropped by 63 per cent (to 328,000) in
contrast to a decline of about 40 per cent
(to 3.1 million) for all persons in the same
category. Therefore, in 1970 blacks ac-
counted for about 11 per cent of em-
ployment in agriculture, less than their
share in 1960 when the proportion was 16
per cent. The exit of blacks from private
household employment was cven more
striking. During the last decade the num-
ber of Negroes so employcd fell by about
34 per cent (to 652,000); the correspond-
ing drop for all workers was only 21 per
cent (to 1.6 million). Although roughly
half of all houschold workers were black
in 1960, the ratio had declined to just over
two-fifths by 1970. The number of black
nonfarm laborers declined (by 9 per cent
to 866,000) over the last decade, but the
total number of laborers rose somewhat.

Nevertheless, as alrcady indicated. the
accelerated movement of blacks out of
the positions at the bottom of the oc-
cupational pyramid did not flow cvenly
through the entire occupational structure,
For example, Negroes in 1970 still held
about 1.5 million of the service jobs out-
side private houscholds—most of which
require only modest skills. This repre-
sented almost one-fifth of the total—
about the same proportion as in 1960.
Moreover, the number of blacks holding
semiskilled operative jobs (mainly in
factories) rose by 42 per cent (to about
2.0 million) during the decade, com-
pared with an expansion of only 16.5 per
cent (13.9 million) for all workers. The
result was that blacks’ share of the total
climbed from 12 per cent to over 14 per
cent. Taken together. these two  cate-
gorics of lower-skilled jobs (chicfly in
factorics or in nonhouschold scrvices)
accounted for a somewhat larger share
(42 per cent) of total black employ-
ment in 1970 than they did in 1960—
when their share was about 38 per cent.
In contrast, among all cmployees the
proportion was virtually unchanged-—27
per cent at the beginning of the decade
and 28 per cent at its closc.

While Negroes made substantial pro-
gress during the 1960°s in obtaining
clerical and sales jobs—and also regis-
tered noticeable gains as craftsmen—

their occupational center  of  gravity
remained anchored in those positions

requiring little skill and offering few
opportunities for further advancement.
At the same time, it is also clear from
the above analysis that blacks who are
well prepared to compete for the higher-
paying positions in the upper reaches of
the occupational structure have made
measurable gains. Nevertheless, com-
pared with their over-all participation in
the cconomy (11 per cent of total cm-
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ployment), the occupational deficit in
white  collar  employment--averaging
40 per cent—-remains large.

Data on occupational distribution of
total employment by color in 1971 arc
also shown in Table 1. In general, these
figures show the mixed job experience of
blacks in the last year. While total em-
ployment rose moderately, the number
of black jobholders declined  slightly.
However, the Josses were concentrated
among bluc collar workers, as the num-
ber of Negroes employed in white col-
lar jobs continued to cxpand. Within
the blue collar group, the attrition was
most noticeable in the case of operatives.
This situation was mainly a reflection of
the continued sluggishness of activity in
the manufacturing sector in which a
sizable proportion of blacks is employed.
Recent trends in this sector are examined
more closely below.

RECENT GROWTH OF THE BLACK LABOR
FORCE

But before taking up that task, we might
look briefly at the impact of the recent
rccession on the black labor force. In
1971 there were 9.3 million Negroes and
other races in the civilian labor force.
In the same ycar, the total civilian labor
force amounted to 84.1 million, so blacks
represented 1.1 per cent of the total—
the average for the last decade. For [971
as a whole, the black labor force rose by
124,000, compared with a rise of |.4
million in the total civilian labor force.
Thus, the increase in the black com-
ponent amounted to 8.9 per cent; in the
previous year, blacks had accounted for
12.2 per cent of labor force growth.

To a considerable extent, the slower
expansion in the number of blacks in the
work force reflected the impact of the
recession. The latter’s adverse cffect on
the black community is evident in the

increasing tendency for discouraged blacks
not even to look for jobs. One can make
a rough judgment of a group’s willing-
ness to engage in cconomic activity by
tracing its labor force participation rate.?
For blacks as a group. the participation
rate has been declining for a number of
years, while it has been rising for whites.
For example, the rate for blacks fell from
64.5 per cent in 1960 to 60.9 per cent in
1971; in the same period, the rate for
whites rose from 58.8 per cent to 60.1
per cent. These divergent trends were
accelerated during the 1970-71 recession.
Particularly in the last half of 1971, the
participation rate for blacks showed con-
sistent declines at a time that the white
participation ratc was rising—most prob-
ably in response to the sizable growth
in white employment. Discouragement
over  employment  prospects  evidently
has led more blacks to stay out of the
labor force during the recovery period
than can be explained by longer-term
trends in the age-sex composition of the
black labor force. Consequently, the
behavior of labor force participation
rates suggests that the economic situation
among blacks deteriorated more in 1971
compared to whites than might be cvident
on the surface.

SLUGGISH EXPANSION IN JOBS

For the first time in a decade the number
of blacks with jobs in 1971 was below
that for the previous year. This was not
the case with whites. The year-to-year
decrease in black employment (while
quite modest) was a direct result of the
recession and slow recovery in national
economic activity in 1970-71. In fact,
the employment experience  of  blacks

Frhe participation rate is defined as the pereentage
of the civilian noninstitutionalized population age 16
and over that is in the civilian labor force.
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during the last 2 ycars has shown some
similarity to that recorded during the
1960-61 business cycle. In  general,
blacks did relatively better than whites
in the 1969-70 recession phase of the
business cycle and relatively worse in
the 1970-71 recovery stage.

In 1971 an average of 8.4 million blacks
were holding jobs, representing 10.6 per
cent of total civilian employment (which
amounted to 79.1 million). However, the
number of employed blacks in 1971 was
about 43,000 below that for the year carlier
—while total civilian cmployment was
490,000 higher. In contrast, in 1970
black employment rosc by 62,000, ac-
counting for 8.5 per. cent of the gain of
727,000 in total civilian jobs.

Several developments in the national
cconomy help to cexplain the recent ad-
verse black experience on the jobs front.
At the beginning of the economic slow-
down in 1969, cmployment cutbacks
were most severe in professional  jobs
related to the defense and  acrospace
industrics. Blacks comprise only a mi-
nute proportion of the labor force in this
sector and thus were not affected signifi-
cantly. Sectors such as services and
government  (which employ a higher
fraction of blacks) continued to cxpand
through 1969. Thus, in the initial stages
of the recent business cycle, blacks were
less affected than were whites—both by
general cyclical forces and by the special
situation in the defense and acrospace
industrics.

In 1970 employment cutbacks in the
cconomy as a whole were more wide-
spread as over-all  economic activity
declined and as business attempted to
control costs.  Proportionately, cmploy-
ment grew slightly less for blacks than
for whites in 1970. A smaller rise in
cmployment for adult black women than
for adult white women—and an actual

decline for black tecnagers—more than
offset a somewhat faster rise in cmploy-
ment for adult black men than for adult
white males. However., as mentioned
above, the participation rate for blacks
continued its long-run decline in 1970
while the white participation rate showed
a slight increasc. As a conscquence,
the unemployment rate for blacks did
not risc proportionately as much as the
rate for whites.

Over-all employment increased very
little in the first half of 1971- -although
cconomic activity showed amild recovery.
Continuing to be concerned about infla-
tion and low profit levels, businessmen at-
tempted to limit hiring in order to hold
down labor costs. In the sccond half
of 1971, total employment rose sub-
stantially. However, all of the gains were
made by whites. By ycar-end, white
employment was 1,636,000 above the
level in December 1970; black employ-
ment registered a small decline of 67,000
over the year. Again, the composition
of the recovery in national cconomic
activity had a direct bearing on the less
favorable job experience of black workers.
The manufacturing sector of the cconomy
(which employs a significant proportion
of blacks in blue collar jobs) remained
weak throughout 1971. In addition,
government employment (a scctor where
blacks arc well represented) grew more
slowly than it had in recent years prior
to 1971. An examination of the recent
trends in those industrics in which blacks
are heavily represented provides some
little-noted insights into the situation of
blacks in the national economy.

PRIVATE INDUSTRY PERFORMANCE AND
BLACK EMPLOYMENT

As indicated above. blacks arc heavily
dependent on the manufacturing scctor
for employment. This is especially true
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of black men. It is hard to obtain dctailed
statistics to trace the pattern of black em-
ployment. The main source of employ-
ment data by industry is the series of re-
ports collected from private establishments
by the Burcau of Labor Statistics (BLS).
This sertes does not include a racial
brcakdown of the number of workers
reported. In addition, BLS publishes em-
ployment data collected by the Burcau
of the Census in its houschold survey.
This series as published docs include
estimates of employment by demographic
characteristics—such as age, sex, and
race. However, while an industry distribu-
tion of employment can be calculated by
BLS on the basis of the data collected,
such calculations arc not published.
Finally, the Equal Employment Op-
portunity Commission (EEOC) collects
employment data once cach year from
the larger companiecs under the Civil
Rights Act of 1964. At my rcquest, BLS
has given me permission to use the ratios
calculated from the houschold data show-
ing blacks as a percentage of total em-
ployment in cach industry. Using the
same data, | have calculated the per-
centage distribution, by broad industry
groupings, of total and black cmploy-
ment. Data from these three sources are
presented in Tables 2, 3, and 4.

The heavy dependence of blacks on
factory jobs is clearly suggested in the
EEOC data shown in Table 2. In 1970
(the most recent ycar for which statis-
tics are available) about 3.0 million blacks
were on the payrolls of private employers
(mainly large companics) reporting under
thc EEOC requirements.? This number

TThese data are reported annually to the U.S. Equal
Employment Opportunity Commuission unde