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Formulating Economic Policy for 1979 
and Beyond: Old Problems and New Constraints

KEITH M. CARLSON

TA  HE Administration recently outlined its economic 
strategy for 1979 and 1980, and also addressed some 
of the longer-term economic problems that will face 
the United States in the early 1980s.1 The major 
problem confronting the Administration has become 
familiar —  reducing inflation without provoking a 
recession. This problem has been complicated, how
ever, by recently enacted legislation, the Full Em 
ployment and Balanced Growth Act of 1978 (Hum- 
phrey-Hawkins) and the Revenue Act of 1978.

The Humphrey-Hawkins Act includes national eco
nomic goals for 1983 among its provisions. In partic
ular, the Act calls for

(1 )  reducing the rate of unemployment to not more 
than 3 percent for individuals aged twenty and 
over and 4 percent for individuals aged sixteen 
and over;

(2 )  reducing the rate of inflation to not more than 
3 percent.

The Act also contains the proviso that policies and 
programs for reducing the rate of inflation be de
signed so as not to impede achievement of the goals 
and timetables specified for the reduction of 
unemployment.

The responsibility for achieving these goals belongs 
to the President of the United States. He must sub
mit an economic report and a budget which out
line the programs and policies deemed necessary to 
achieve the goals of the Act.

The Act also indicates a role for monetary policy. 
The Board of Governors of the Federal Reserve Sys
tem is required to present to Congress the relation
ship between its plans and the short-term goals 
presented in the President’s economic report. The 
Federal Reserve is required only to specify its plans 
for the coming year, and need not outline its actions 
for the longer term through 1983.

The Revenue Act of 1978 imposed an additional set 
of constraints on the Administration’s policymaking

!The Administration’s economic plans are contained in two
basic documents, the Budget of the United States Govern
ment for Fiscal Year 1980 and the Economic Report of the 
President, which also includes the 1979 Annual Report of the 
Council of Economic Advisers.

process. This Act was designed primarily to reduce 
taxes to stimulate consumer and investment spending 
and to improve the equity of the tax system. However, 
the Act also contains a Congressional policy state
ment about the growth rate of Federal outlays and 
possible further tax reduction:

. . .  as a matter of national policy the rate of growth 
in Federal outlays, adjusted for inflation, should not 
exceed 1 percent per year between fiscal year 1979 
and fiscal year 1983; Federal outlays as a percentage 
of gross national product should decline to below 
21 percent in fiscal year 1980, 20.5 percent in fiscal 
year 1981, 20 percent in fiscal year 1982, and 19.5 
percent in fiscal year 1983; and the Federal budget 
should be balanced in fiscal years 1982 and 1983.

The President presented the first economic program 
under the provisions of this new legislation to Con
gress and the public in January. The details of the 
program are outlined in the Budget of the United 
States Government for Fiscal Year 1980 and the Eco
nomic Report of the President. The Federal Reserve 
submitted its report to Congress in a Letter of Trans
mittal dated February 20, 1979. This article summa
rizes and evaluates the Administration’s economic plan 
along with the Federal Reserve’s statement of intent. 
The focus is on whether these monetary and fiscal 
plans are consistent with the achievement of the goals 
of the Humphrey-Hawkins Act and the Revenue Act 
of 1978.

BACKGROUND: ECONOMIC 
SITUATION AND POLICY STANCE

In order to prepare a national economic program, 
one must consider the current economic situation and 
the stance of monetary and fiscal policy. In addition, 
it is helpful to understand how the economic situation 
evolved in light of past policy developments.

Current Economic Situation and How 
It Evolved

In April 1978, the U.S. economy entered the fourth 
year of expansion.2 Strong economic growth and em-

-Economic developments in 1978 are reviewed in the 1979 
CEA Report, Chapters 1 and 2. See also Michael E. Trebing, 
“Economic Developments in 1978,” this Review (February 
1979), pp. 11-18.
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Table 1

Selected Economic Indicators: 1978

111/77 IV / 7 7 1/78 11/78 111/78
to to to to to

G ro ss  N a tio na l Product

IV / 7 7 1/78 11/78 111/78 IV /78

Current Dollars (Total Sp en d ing ) 8 . 9 % 7 . 1 % 2 0 . 6 % 9 . 6 % 1 5 . 6 %

Personal Consum ption Expenditures 14.1 7.0 15.3 10.7 14.6

N onresidentia l Fixed Investment 14.8 11.0 31.3 14.1 18.0

Residential Investment 

Governm ent Purchases

27.5 0.4 21.5 1 *.8 17.2

Federal 15.5 - 1 .8 - 1 0 . 9 19.8 24.0

State and  Local 12.6 7 .7 20.1 12.3 9.0

1 9 7 2  Dollars (O utput)

Prices

3.2 -0 .1 8.7 2.6 6.9

G N P  Deflator 5.5 7.2 11.0 6.9 8.2

Consum er Price In d ex1 5.1 8.0 9.9 8.8 9.2

Producer Price Index 5.9 9.4 11.3 6.7 10.6

Industria l Com modities 5.6 7.0 8.3 8.6 9.2

Farm Products and  Processed Foods and  Feeds 

Labor M arke t

Employment

7.8 19.1 22.2 1.0 17.2

Total 5.1 4.6 4.4 2.7 3.8

^  Payroll 

Labor Utilization (End  of Period)

4.0 3.8 6.9 2.1 4.0

Employment Ratio2 66.1 66.5 67.1 67.3 6 7 .7

Unem ploym ent Rate 6 .6  6.2

N O T E : All figures are compounded annual rates of change except Labor Utilization Indicators. 
*CPI for urban wage earners and clerical workers.
2Total employment as percent of civilian non-institutional population aged 16-64.

6.0 6.0 5.8

ployment gains were registered in 1978, but the eco
nomic record was marred by accelerating inflation.

Total spending rose 11.7 percent in 1978, up slightly 
from an 11.0 percent increase in 1977. In the past 
year, however, the distribution of the year’s growth 
in total spending between output and prices was sub
stantially different than in 1977. Output growth 
slowed to 4.0 percent after advancing 4.9 percent in 
1977. Inflation accelerated to 7.4 percent in 1978 from 
the 5.9 percent pace in the previous year. Total em
ployment, however, rose 4.2 percent compared to a 
3.5 percent increase in 1977.

Quarter-to-quarter variation in GNP, output, and 
prices was substantial in 1978 (Table I ) . Yet, 
there is little question that the growth of total spend
ing was very strong toward the end of the year. 
Spending increased at a 15.6 percent annual rate in 
the fourth quarter which was distributed as a 6.9 per
cent rate of advance of output and an 8.2 percent rate 
of inflation.

Accelerating inflation was the most disturbing eco
nomic development of 1978. The sharp rise in prices

was not accurately predicted by either the Adminis
tration (Table II) or by most private forecasters. 
Consequently, the Council of Economic Advisers 
(C EA ) devoted considerable space in its 1979 Annual 
Report to an analysis of the 1978 inflation.3 The 
Council’s analysis divides the sources of inflation into 
two parts —  that due to “special factors,” and that due 
to a change in the underlying rate of inflation.

Special factors refer to unusual price movements in 
particular markets and are generally, but not always,

*1979 CEA Report, Chapter 2.

Table II

Administration Forecasts for 1978

Forecast

Jan ua ry  1978 Ju ly  1 978 Actual

G N P 1 1 . 0 % 1 0 . 9 %  6 1 1 . 7 %

Output 4 .7 4.1 4.0

Prices 6.1 6.5 7.4

Unem ploym ent rate 6.3 6.0 6.0

N O T E: All figures are percent changes from 1977, except for the 
unemployment rate which is an average for 1978.
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Table II I

Selected Policy and Credit Market Indicators: 1978

111/77 IV / 7 7 1/78 11/78 111/78
to to to to to

IV / 7 7 1/78 11/78 111/78 IV / 7 8

Fiscal Policy

Federal Expenditures 1 3 . 0 % 4 . 3 % - 0 . 4 % 1 5 . 3 % 1 7 . 7 %

Purchases 15.5 - 1 .8 -1 0 .9 19.8 24.0

Transfer Paym ents 6.1 4.3 1.1 19.2 6.3

H igh-Em ploym ent Surplus/Deficit as Percent of
Potential G N P  (End  of Period) - 2 . 2 - 1 . 6 -0 .9 - 0 .8 - 1 . 0

M one ta ry  Policy

M o ne ta ry  Base 9.5 10.3 8.1 9.8 9.9

M l 7.6 6.8 9.6 8.4 4.4

M 2 8.1 7.1 8.7 10.3 7.9

Credit M a rke t (End  of Period)

Federal Funds Rate 6.51 6 .76 7 .28 8 .10 9 .58

4 -6  M onth  Commercial Paper Rate 6 .59 6 .80 7 .20 8.08 9 .9 0

Corporate  A a a  Bond Rate 8 .10 8.45 8 .6 7 8.75 9.03

N O T E: Figures for Federal Expenditures and Monetary Policy Indicators are compounded annual rates of change.

related to unexpected shocks on the supply or produc
tion side of the economy. Some of the special factors 
which had an important influence on inflation in 1978 
were food prices, the depreciation of the dollar, and 
housing costs. The CEA pointed out, though, that 
these special factors fall short of providing a complete 
explanation for the acceleration of inflation in 1978.4

Most of the acceleration, it contends, was caused by 
a substantial increase in the “underlying rate of in
flation,” defined as the rise in prices, excluding food 
and energy. According to the CEA, changes in the 
underlying rate of inflation are closely tied to move
ments in unit labor costs. The rise in unit labor costs 
in 1978 was “explained” by an acceleration of money 
wages and a sluggish advance in productivity. Money 
wages accelerated because excess demand developed 
in labor markets, as indicated by a rapid decline in 
unemployment. The demand for labor exceeded labor 
force growth, which reflected increases on the demand 
or spending side of the economy. The CEA sug
gested that the January 1978 increase in the minimum 
wage also contributed to wage acceleration.

The fundamental development underlying the ac
celerating inflation in 1978, according to the CEA’s 
analysis, was the slow growth of productivity. For 
the private nonfarm business sector, the 0.5 percent 
increase in output per hour in 1978, in conjunction 
with a 9.3 percent increase in wages, meant that unit 
labor costs rose 8.7 percent, which placed pressure on

4For a contrasting analysis, see Albert E. Burger, “Is Inflation 
All Due to Money?” this Review (December 1978), pp. 8-12.

profit margins and thereby encouraged price hikes. 
In comparison, unit labor costs rose 6.7 percent in
1977.

The sluggish pace of productivity in 1978 led the 
CEA to reassess productivity trends in recent years. 
This resulted in a downward revision of their esti
mates of potential GNP from mid-1973 through 1978. 
According to these revised estimates, the economy has 
been operating much nearer its potential in recent 
years than previously had been thought.5

Policy Stance
Monetary and fiscal actions are important factors in 

evaluating past and prospective economic conditions. 
Both monetary and fiscal policy tend to affect the pace 
of economic activity with a lag, so their recent trends 
are important in formulating an economic outlook 
and in developing policies for the near future.

Although there are various measures of fiscal action, 
the growth of Federal expenditures is possibly the 
most meaningful measure of fiscal stimulus or re
straint.6 An examination of this growth in 1978 (Table 
III) indicates that fiscal policy became relatively re

5The newly revised CEA series on potential GNP is now quite 
similar in magnitude to that developed by Robert H. Rasche 
and John A. Tatom, “Energy Resources and Potential GNP,” 
this Review (June 1977), pp. 10-24.

6Leonall C. Andersen and Jerry L. Jordan, “Monetary and
Fiscal Actions: A Test of Their Relative Importance in Eco
nomic Stabilization,” this Review (November 1968), pp. 
11-24.
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strictive in the first half of the year but sharply 
expansionary in the second half.

Monetary policy, on the other hand, was clearly 
expansionary throughout most of 1978.7 This was a 
continuation of the rapid monetary expansion that 
began in late 1976 and carried through 1977. Growth 
rates of M l and M2 were well above their long-term 
trends until late in the year (Table III). Only then 
did the growth of these aggregates slow, which indi
cates that monetary actions were turning restrictive 
or, at least, less expansionary.

ECONOMIC OUTLOOK AND 
POLICY PLANS: 1979-80

The economic outlook for the next year or two 
depends primarily on one’s assessment of the econ
omy’s momentum. The forecast, however, also de
pends on one’s framework of analysis since this 
framework provides the link between policy actions 
and economic activity. Policy recommendations will 
vary depending on whether movements in economic 
activity are attributable to monetary and fiscal policy 
or to exogenous forces beyond the control of the 
policymaker.

Short-term Outlook

The CEA has forecast a growth in GNP of 9.8 
percent from fourth quarter 1978 to fourth quarter 
1979 (Table IV) to be distributed as a 2.2 percent 
advance in output and a 7.4 percent rise in prices.8 
The Council expects the unemployment rate to rise 
slightly to 6.2 percent by fourth quarter 1979.

GNP in 1980 is forecast to rise at the same rate as 
in 1979 —  9.8 percent. The distribution between output 
and prices is expected to be more favorable, however, 
with output projected to rise 3.2 percent and inflation 
to slow to 6.4 percent. Unemployment is predicted to 
remain at 6.2 percent.

The CEA expects inflation to slow in 1979 for rea
sons of demand-pull, that is, easing of pressure from 
the spending side of the economy. Output growth is 
projected to drop below its long-term trend. This 
forecast differs markedly from the CEA forecast

7The CEA interpreted monetary actions as restrictive through
out most of the year. See 1979 CEA Report, pp. 28, 47-53.

8Discussion of the outlook is found in the 1979 CEA Report, 
Chapter 3. A comparison of the CEA’s forecast with a con
sensus of private forecasters shows that they are not far apart. 
The CEA tends to be a bit more optimistic than the consensus, 
but the differences are not large.

Table IV

Forecasts for 1979 and 1980
(Fourth Q uarter to Fourth Q uarter)

Private
Adm in istration  Forecasters

1 9 7 9 1 9 8 0 197 9 1 9 8 0

G N P 9 . 8 % 9 . 8 % 7 . 5 % 1 0 . 0 %

Output 2.2 3.2 0.2 3.7

Prices 7.4 6.4 7.3 6.6

Unem ploym ent (End  of Period) 6.2 6.2 6.9 6.9

N O T E: Figures shown for private forecasts are averages for the 
Conference Board, Chase Econometrics, Data Resources In
stitute, and the Wharton Econometric Forecasting Unit. 
Source: Conference Board Statistical Bulletin  (February 
1979) .

for 1978. Potential GNP is now seen as a con
straint on the growth of output, and the projected 
slowing of this growth is viewed as desirable in 
order to reduce inflation. In early 1978, potential GNP 
was estimated to be high enough, relative to the pro
jection of output, for the CEA to consider demand 
pressures a minor threat to reducing inflation.

Budget Plans for 1979-80
The CEA has indicated that inflation is the No. 1 

problem facing the nation’s policymakers. Despite the 
limited role assigned to monetary and fiscal actions in 
explaining the acceleration of inflation in 1978, the 
CEA recommends a policy of “measured” monetary 
and fiscal restraint.9 The Administration’s budget plan 
is labeled “austere.”10 The basis for this label is that 
the proposed growth of Federal outlays for fiscal 
years 1979 through 1982 is less than the projected rate 
of increase of GNP.

The Administration’s proposed budget plans on a 
quarter-by-quarter basis are shown in Table V.11 Ac
cording to these figures, fiscal restraint, as measured 
by the growth of expenditures relative to receipts, will 
not become effective until calendar 1980. Continued 
stimulus is projected through 1979.

Implications for Monetary Policy
The CEA’s discussion of monetary policy in 1979 

and 1980 is sketchy. It stresses the importance of 
monetary restraint, but does not recommend a pre

9Ibid., pp. 79-80, 93-97.
10See The Budget o f the United States Government for Fiscal 

Year 1980, p. 12.
n For a detailed discussion of the Administration’s budget plan, 

see Charles A. Waite and Joseph C. Wakefield, ‘Federal 
Fiscal Programs,” Survey of Current Business (February 
1979), pp. 21-33.
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Table V

Administration Budget Plan: 1979 and 1980 
(B illions of D o lla rs)

N A T IO N A l  IN C O M E  A C C O U N T S  BU DGET  H IG H -E M P IO Y M E N T  BU DGET

Receipts Expenditures
Surp lu s/

Deficit Receipts Expenditures
Surp lu s/

Deficit

Surp lu s/  
Deficit as 

%  of G N F

1 9 7 8 : r $ 3 9 6 .2 $ 4 4 8 .8 $ -5 2 .6 $ 4 1 3 .9 $ 4 4 6 .9 $ -3 3 .0 - 1 . 6 %

H 4 2 4 .7 4 4 8 .3 - 2 3 . 6 42 8 .5 4 4 7 .0 - 1 8 . 5 -0 .9

in
•Actua l 4 4 1 /

4 6 4 .5 -2 2 .8 4 4 6 .7 4 6 3 .2 - 1 6 .5 -0 .8

IV 46 3 .2 48 3 .8 - 2 0 . 6 4 5 9 .5 4 8 2 .8 - 2 3 . 3 - 1 . 0

19 7 9 : 1 ' 4 6 0 .0 4 9 0 .3 - 3 0 . 3 4 6 5 .3 4 8 9 .3 - 2 4 . 0 - 1 . 0

II 4 6 9 .6 4 9 7 .4 - 2 7 .8 47 6 .3 4 9 6 .3 - 2 0 . 0 -0 .8

III 4 7 8 .0 51 4 .8 - 3 6 .8 487.1 5 1 3 .7 - 2 6 . 6 -1 .1

IV 4 8 8 .0
‘ Estimated

52 6 .8 - 3 8 .8 49 9 .2 5 2 5 .6 - 2 6 . 4 -1 .1

1 9 8 0 : 1 5 0 8 .2 5 3 6 .9 - 2 8 . 7 5 2 3 .6 5 3 5 .7 -1 2 .1 -0 . 5

II 5 2 0 .5 5 4 2 .5 - 2 2 . 0 536.1 541.1 -  5 .0 - 0 .2

I I I . 5 3 2 .9 5 4 9 .8 - 1 6 . 9 5 4 7 .3 5 4 8 .4 -  1.1 - 0 .0

N O TE: Estimates for hlgh-employment budget prepared by Federal Reserve Bank 
nominal terms.

of St. Louis. GNP here is expressed as potential GNP

ferred growth rate for the major monetary aggregates. 
Given past behavior patterns for M l velocity, how
ever, the 9.8 percent projected growth for GNP sug
gests a growth in M l of between 6 and 7 percent. 
Considering the effects of automatic transfers, one 
could interpret the Administration’s strategy as a call 
for about a 3 to 4 percent growth in measured M l.12 
The 1980 forecast of GNP indicates a continuation of 
this growth rate.

Under the provisions of the Humphrey-Hawkins 
Act, the Federal Reserve must outline its strategy in 
light of the Administration’s plan. The Federal Re
serve presented its strategy to Congress on February 
20.13 In its report, the targets of Vh to 4% percent for 
M l growth for the year ending fourth quarter 1979 
were deemed consistent with the Administration’s 
short-term goals. This range includes the 3 to 4 per
cent M l growth implied by the CEA’s GNP forecast, 
that is, when account is taken of velocity growth and 
the effects of automatic transfers. The movements of 
the aggregates since late 1978, however, indicate that 
this M l range has not been met thus far in 1979. 
Preliminary estimates indicate that M l declined at a 
2.3 percent rate in the first quarter. To achieve the 
Federal Reserve’s target range, M l growth would 
have to accelerate to a 2.8 to 6.9 percent rate for the 
rest of the year.

12John A. Tatom and Richard W. Lang, “Automatic Transfers 
and the Money Supply Process,” this Review (February 
1979), pp. 2-10.

13“Monetary Policy Report to Congress,” Federal Reserve Bul
letin (March 1979), pp. 185-200.

PLANNING FOR THE LONG TERM: 
1981-83

Since 1974, the Administration has presented long
term projections for the economy and the budget 
along with its short-term forecasts.14 These long-term 
projections were introduced into the economic plan
ning process by the Budget Control Act of 1974. 
Effective in 1979, however, the nature of these pro
jections was changed by the enactment of the 
Humphrey-Hawkins Act. Previous Administrations 
were simply required to present these projections. 
Under the Humphrey-Hawkins Act, these projections 
must now be consistent with the Act’s long-term goals 
for unemployment and inflation.

A further constraint on long-term budget planning 
was introduced in the Revenue Act of 1978. That Act 
specified targets for the growth of Federal outlays 
and their size relative to GNP, and presented a time
table for achieving a balanced Federal budget. These 
targets, however, are conditional and must be met 
only if further tax reductions are to be enacted.

Aiming for Economic Goals in 1983

The Humphrey-Hawkins Act of 1978 specifies tar
gets for economic policy in 1983. These targets consist 
of reducing unemployment to 4 percent of the labor 
force and lowering the inflation rate (as measured by

14For a summary of the long-term projections made in past 
years, see Keith M. Carlson, “Economic Goals for 1981: A 
Monetary Analysis,” this Review (November 1977), p. 3.
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Table V I

Actual

Long-Range Economic

Forecast

Projections

Assum ptions

197 8 1 9 7 9 1 9 8 0 1981 1 9 8 2 1 983 1 984

G N P 1 1 . 6 % 1 1 . 3 % 9 . 5 % 1 0 . 1 % 9 . 4 % 7 . 9 % 6 . 3 %

Output 3.9 3.3 2.5 4.2 4 .7 4.4 3.4

Price* 7.4 7 .7 6.8 5 .7 4.5 3.4 2.8

U nem ploym ent rate 6.0 6 .0 6.2 5 .7 4.9 4.2 4.0

SO U RC E: T he B udget o f  the U nited S tates Governm ent fo r  F iscal Y ear 19S0.

the consumer price index) to 3 percent per annum. 
The Act does not specify how to achieve these goals, 
but it does suggest that monetary and fiscal policies 
be supplemented with manpower policies and wage- 
price guidelines.

The Budget document details the economic pro
jections through calendar 1984 (Table V I), and 
presents budget estimates through fiscal 1984. The eco
nomic projections for 1981 through 1984 are not 
presented as forecasts of probable economic condi
tions. They are, rather, projections that assume prog
ress toward the goals of the Humphrey-Hawkins 
Act.15 Only the budget estimates through 1982 are 
intended to be budget plans. Projections for 1983 and 
1984 are simple extrapolations beyond the planning 
base.16 The Administration does not offer a budget 
plan designed explicitly to achieve the long-run 
economic goals.

The CEA’s 1979 Annual Report discusses long-term 
goals and some of the factors that will have a bearing 
on their achievement.17 The discussion is general, 
with no specific recommendations for monetary and 
fiscal policy for achieving the goals. The CEA focuses 
its discussion of the Humphrey-Hawkins Act on the 
feasibility of achieving the inflation and unemploy
ment goals simultaneously. In previous sections of its 
report, the CEA suggests that a 6 percent unemploy
ment rate indicates a tightness in labor markets which 
causes wages to accelerate. Consequently, the CEA  
concedes that the unemployment target cannot be 
reached by means of monetary and fiscal policies 
alone, and argues that structural initiatives to improve 
the functioning of the labor market will also be 
needed.

The simultaneous achievement of the inflation goal, 
on the other hand, is discussed within the context of

striving to reduce inflation with the help of wage- 
price guidelines. The CEA does recognize the im
portance of changing tax policy to encourage invest
ment and thereby step up the growth of potential 
GNP. Emphasis also is given to the improvement of 
the social and economic regulatory process so that 
incentives to produce and invest will not be damp
ened further. The direct role of monetary expansion in 
achieving the long-run inflation goals is not mentioned 
by the CEA.

The Balanced Budget Goal

The other major constraint imposed on the Admin
istration is specified in the Revenue Act of 1978. This 
constraint is spelled out in terms of a timetable for 
slowing Federal spending as well as balancing the 
budget by fiscal 1983. Since budget estimates beyond
1982 are only extrapolations, these projections are 
suggestive at best.

Table VII indicates that long-term budget projec
tions do not fulfill the requirement of the Act. The 
requirement of a balanced budget by fiscal 1982 is 
met, but outlays as a percent of GNP are too large 
in each of the years. The rate of growth of outlays 
exceeds the rate of inflation by more than 1 percent 
in every year but 1980.

EVALUATION OF ADMINISTRATION’S 
PLAN: A MONETARY VIEW

The Administration’s economic plan does not con
sider the implications of alternative growth paths for 
the monetary aggregates. This is true for both the 
short-term and the long-term projections. For pur
poses of comparison, the Administration’s plan is 
analyzed within the context of the St. Louis model.18

15See the discussion in The Budget, p. 37. 

leIbid., pp. 40-41.
171979 CEA Report, pp. 106-134.

18The model used here is a slightly modified version of that 
described in Leonall C. Andersen and Keith M. Carlson, “A 
Monetarist Model for Economic Stabilization,” this Review 
(April 1970), pp. 7-25.
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Table V II

Long-Range

Actual

Budget Projections: Unified Budget 

(B illions of D o lla rs)

Estimates Projections

197 8 1 9 7 9 1 9 8 0 1981 1 9 8 2 1 9 8 3 1 9 8 4

Receipts

Current services $ 4 0 2 .0 $ 4 5 6 .0 $ 5 0 4 .5 $ 5 7 1 .3 $ 6 4 6 .6 $ 7 1 5 .3 $ 7 7 7 .8

Proposed changes - 1 . 9 4.5 6.0 3.0 2.4

Budget receipts 4 0 2 .0 4 5 6 .0 5 0 2 .6 57 6 .8 6 5 2 .6 7 1 8 .3 780 .2

O utlay s

Current services 4 5 0 .8 4 9 1 .3 536.1 5 7 7 .8 6 1 0 .6 64 0 .2 667.1

Proposed changes 2.1 - 4 .5 0.2 4.3 5 .4 6.6

Budget outlays 4 5 0 .8 4 9 3 .4 5 3 1 .6 5 7 8 .0 6 1 4 .9 6 4 5 .6 6 7 3 .7

Surplus/Deficit

Current services - 4 8 .8 - 3 5 . 4 - 3 1 . 6 - 6 .5 3 6 .0 75.1 110 .7

Proposed changes - 2 . 0 2.6 5.3 1.8 - 2 . 4 -4 . 2

Budget surplus/deficit - 4 8 .8 - 3 7 . 4 - 2 9 . 0 - 1 .2 37.8 7 2 .7 106.5

O u tlay s  as %  of G N P 2 2 . 1 % 2 1 . 6 % 2 1 . 2 % 2 1 . 0 % 2 0 . 3 % 1 9 . 7 % 1 9 . 3 %

%  change  in outlays 11.9 9.4 7.7 8.7 6.4 5.0 4.4

%  change  in G N P  deflator 6.8 7.9 7.0 5 .9 4.8 3.6 2.9

Difference 5.1 1.5 0 .7 2.8 1.6 1.4 1.5

N O T E : Figrures are for fiscal years.

SO U RC E: T he Budget o f  the United S tates  Governm ent fo r  F isca l Y ear 1980.

The model is used to project the course of infla
tion and unemployment using the path for nominal 
GNP contained in the Administration’s economic plan. 
For purposes of the simulation, no impact was fac
tored in for either the wage-price guidelines or for 
structurally-oriented programs to improve the func
tioning of the labor market. Table VIII summarizes 
the results.

The St. Louis model indicates that, since inflation 
was so rapid in 1978, its momentum will carry 
through into the early 1980s, especially if monetary 
and fiscal policies are stimulative enough to generate 
GNP advances in the range of 9.5 to 10 percent. Even 
with sluggish growth in output into 1981, the mo
mentum of inflation is strong enough to more than 
offset the downward pressures on prices associated 
with that slow growth.

The inflation projection, along with the GNP path 
assumed by the Administration, leaves little room for 
real growth. As a result, unemployment rises steadily. 
Then, in 1983 and 1984, if GNP growth is reduced 
before the inflation rate has been lowered to any 
great extent, output growth will be slowed further. 
Consequently, unemployment jumps sharply in 1983 
and 1984.

The purpose of presenting these simulations is to 
show that, in the St. Louis model, the Administration’s 
GNP projections are not consistent with a path of 
steadily declining inflation. Given that this inflation 
path is unlikely, the paths of output growth and 
unemployment are also brought into question.

Table VIII presents some alternatives to the GNP 
path outlined by the Administration. The 4, 6, and 8 
percent paths for M l correspond to the M l measure 
before the introduction of automatic transfers. Each 
of these paths was generated from first quarter 1979 
as a starting point for M l. According to these alterna
tive simulations of steady money growth, the spirit 
of the Humphrey-Hawkins Act is most closely met if 
money growth is kept moderate. Each of the alterna
tives indicates the difference between short-run and 
long-run costs and benefits. Policymakers are con
fronted with the difficult task of choosing between 
short-term benefits and long-term costs.

SUMMARY
The Administration has developed a multi-faceted 

economic plan for the nation. The problem confront
ing the Administration in the short run is quite famil
iar —  how to reduce inflation and unemployment
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Table V III

Alternative Economic Projections: 1979-1985

1 9 7 9 1 9 8 0 1981 198 2 1983 198 4 1985

Adm in istration

G N P 1 1 . 3 % 9 . 5 % 1 0 . 1 % 9 . 4 % 7 . 9 % 6 . 3 % —

Output 3.3 2.5 4.2 4 .7 4.4 3.4 —

Prices 7.7 6.8 5.7 4.5 3.4 2.8 —

Unem ploym ent rate 6.0 6.2 5.7 4.9 4.2 4.0 —

St. lo u is  M o d e l (Approxim ate  
Adm in istration  G N P  Path)

G N P 11.5 9.8 9.9 9.3 8.0 6.4 5 . 8 %

O utput 3.8 2.2 1.8 1.3 0.9 0.7 1.8

Prices 7.4 7.5 8.0 7.9 7.0 5.6 3.9

Unem ploym ent rate 6.1 6.3 6.8 7.4 8.2 9.1 9.7

St. Louis M o de l (4  percent 
M l  grow th from 1/79)

G N P 10.0 6.9 7.0 7.2 7.2 7.2 7.2

Output 2.6 0.3 1.2 2.5 3.9 4.8 5.3

Prices 7.3 6.6 5.9 4.6 3.2 2.3 1.9

Unem ploym ent rate 6.4 7.5 8.3 8.6 8.4 7.8 6.9

St. Louis M o de l (6  percent 
M l  grow th from 1/79)

G N P 10.5 9.0 9.3 9.5 9.5 9.5 9.5

Output 3.0 1.9 2.1 2.6 3.2 3.6 3.8

Prices 7.3 7.0 7.1 6.8 6.1 5.7 5.5

Unem ploym ent rate 6.3 6.8 7.1 7.4 7.4 7.2 6.9

St. Louis M o de l (8  percent 
M l  grow th from 1/79)

G N P 11.1 11.1 11.6 11.7 11.7 11.7 11.7

Output 3.5 3.5 2.9 2.3 1.8 1.6 1.8

Prices 7.3 7.4 8.5 9.3 9.7 10.0 9.8

Unem ploym ent rate 6.2 6.1 6.0 6.3 6.7 7.2 7.2

simultaneously. The Administration’s economic plan 
focuses on the Federal budget and the wage-price 
guidelines. Monetary policy is discussed only gen
erally. The potential impact of alternative courses of 
monetary expansion is not assessed.

The Administration presents projections for the 
long term, but does not develop a way to achieve the
1983 goals of the Humphrey-Hawkins Act. Its bud
get plan, however, when analyzed within the context 
of the Revenue Act of 1978, indicates that the goal 
of a balanced budget appears to be easily met. There 
is some question, however, whether the growth of

Federal spending is being reduced as rapidly as sug
gested in the Congressional policy statement.

The St. Louis model was used to simulate the Ad
ministration’s plan. Using the GNP growth path pro
jected by the Administration, achievement of the 
Humphrey-Hawkins inflation and unemployment tar
gets does not appear feasible in the absence of new 
structurally-oriented programs. Furthermore, alterna
tive courses of monetary expansion indicate that the 
goals of Humphrey-Hawkins will be difficult to achieve 
by 1983. The spirit of the Act would appear to be 
best met by aiming toward a moderate growth in the 
money stock.
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Do Floating Ceilings Solve the 
Usury Rate Problem?

JEAN M. LOVATI and R. ALTON GILBERT

MIT A OST states set maximum limits on interest rates 
which lenders may charge on residential mortgage 
loans. These usury laws are intended to protect bor
rowers from “exorbitant” interest rates which lenders 
might charge in the absence of such legal controls. 
Advocates of usury ceilings often express concern for 
borrowers who have little knowledge of prevailing in
terest rates or few alternative sources of credit.1

In most states, usury ceilings on conventional resi
dential mortgage loans are set at fixed levels by state 
laws. When market interest rates rise above the usury 
ceilings, many individuals cannot find lenders who 
will finance their home purchases. Also, during such 
periods residential construction declines relative to 
that in states not subject to such restrictive usury 
ceilings.

In recent years several states have raised their 
usury ceilings, eliminated usury ceilings entirely, or 
adopted floating ceilings which change periodically 
as other interest rates change. Floating usury ceilings 
are intended to protect individual borrowers from 
unusually high interest rates, while avoiding disrup
tions in the credit flow to home buyers and reductions 
in residential construction which can result when 
market interest rates approach or exceed usury ceil
ings. This paper evaluates whether floating usury 
rate formulas recently adopted by various states will 
avoid impeding the flow of credit to home buyers.

1For a discussion of arguments in favor of usury ceilings, see 
Norman N. Bowsher, “Usury Laws: Harmful When Effective,” 
this Review (August 1974), pp. 16-23, and Harold C. Nathan, 
“Economic Analysis of Usury Laws: A Survey,” Working 
Paper 78-7, Federal Deposit Insurance Corporation.

EFFECTS OF USURY CEILINGS: 
THEORY AND EVIDENCE

The Residential Mortgage Market: 
The Theory

Lenders typically make investments which, they 
hope, will maximize their profits. Consequently, they 
shift their assets among various investments in re
sponse to changes in relative rates of return. For 
instance, if yields on long-term U.S. Treasury bonds 
rise relative to yields on residential mortgages, lenders 
will reduce their mortgage investments and increase 
their holdings of government bonds. In so doing, they 
bring relative rates of return back in line.

In addition, lenders can choose to invest in resi
dential mortgages on properties in different parts of 
the country. In the absence of usury ceilings, mort
gage interest rates in any section of the country can
not deviate too much from the national average rate 
for long. Lenders will make more credit available 
in areas with relatively high interest rates.

Lenders usually are willing to make more risky 
mortgage loans if borrowers adequately compensate 
them for those risks by paying higher interest rates. 
This trade-off between risk and interest rates can be 
illustrated for the ratio of mortgage loan to house 
price, one aspect of risk. Since lenders assume owner
ship of mortgaged property if borrowers default on 
mortgage payments, the ratio of the loan to the 
market value of the house is an important consid
eration in evaluating risk. Lenders will make loans 
which are larger relative to the prices of homes being 
purchased if borrowers will pay sufficiently higher
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Chart I

Long-Term Interest Rates
Percent Percent

Latest data  plotted: M arch

interest rates to compensate for the greater risks. 
Thus, lenders do not treat mortgage loans as a homo
geneous type of asset; they attach various degrees of 
risk to individual loans, depending upon borrowers’ 
personal circumstances, credit histories, and prefer
ence for loan terms. The nature of the properties to 
be mortgaged also affects risk, differing with the 
prospects for depreciation in market value.

These mortgage market characteristics indicate that 
in the absence of government-imposed interest rate 
ceilings:

(1 )  The average level of interest rates on new resi
dential mortgages will fluctuate with changes in 
other long-term interest rates,

(2 )  Interest rates on new residential mortgages will 
tend to be similar in different parts of the coun
try, when adjusted for differences in the riskiness 
of loans, and

(3 ) Interest rates on new residential mortgages will 
vary in a given area, depending upon risk 
characteristics.

The Residential Mortgage Market: 
Some Evidence
As Chart I indicates, yields on conventional resi

dential mortgages do change over time as changes in 
other long-term interest rates occur. The somewhat 
fixed differentials between these interest rates reflect 
the investors’ perceptions of differential risks and 
transactions costs on these types of investments.2

A recent study reports that the range of mortgage 
interest rates among metropolitan areas averages 
about 75 basis points. However, the study also re

2For evidence that lenders shift assets between residential mort
gage loans and other long-term investments when rela
tive interest rates change, see William L. Silber, Portfolio 
Behavior of Financial Institutions (New York: Holt, Rinehart 
and Winston, Inc., 1970, pp. 18-56). Silber found evidence 
of such behavior for mutual savings banks, pension plans, 
life insurance companies, and property and casualty insur
ance companies. He did not find evidence of such substitution 
among assets by commercial banks and savings and loan 
associations.
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ports that about half of the variation in mortgage 
interest rates can be explained by loan terms and 
usury ceilings. After adjusting for these factors, the 
range of unexplained variation in interest rates is 
only about 25 basis points.3 Chart II indicates that 
average mortgage interest rates in individual metro
politan areas remain close to national average interest 
rates over time, when interest rates in those areas 
are not constrained by usury ceilings.

Several studies find that, during a given period of 
time, the interest rates charged by mortgage lenders 
depend upon the risks and costs associated with in
dividual loans. In general, mortgage interest rates 
tend to be higher on loans which are a larger per
centage of the purchase price of the house, and lower 
on loans with longer maturities and for homes of 
higher dollar value.4 One study also found that char
acteristics of the property influenced the mortgage 
interest rate, with a higher interest rate for a property 
in poorer physical condition or in a neighborhood 
with greater risk of depreciation in value.5

3Mark Meador, “Interregional Mortgage Rate Differentials ” 
Federal Home Loan Bank Board Journal (September 1978), 
pp. 2-6.

4In one study, a researcher applied for mortgage loans at a 
sample of savings and loan associations (S&Ls) and commer
cial banks in the Chicago area, providing each lender with 
the same personal information and description of the house 
to be purchased. The study was conducted in 1960 and re
peated in 1965. In both years he found variation in interest 
rates among lenders when proposing the same down payment. 
He also found that individual lenders offered to lend at 
lower interest rates if he wished to make a larger down pay
ment. See Allen F. Jung, “Terms on Conventional Mortgage 
Loans —  1965 vs. 1 960 ,” National Banking Review  ( March 
1966), pp. 379-84. Another study was based on a survey of 
individual mortgage loans made by a sample of S&Ls and 
commercial banks in the Chicago area from April 1960 
through July 1963. Mortgage interest rates were found to 
be higher on loans with higher ratios of loan to purchase 
price, lower on loans with longer maturities, and lower on 
loans for homes of higher dollar value. Mortgage interest 
rates also were found to be lower at lenders with greater 
total assets, and varied systematically by location of lenders 
within the Chicago area. See Alfred N. Page, “The Variation 
of Mortgage Interest Rates,” Journal of Business (July 1964), 
pp. 286-94. For additional evidence on interest rate differen
tials on residential mortgages, see Jack M. Guttentag, “Changes 
in the Structure of the Residential Mortgage Market: Analysis 
and Proposals,” Appendix A, in Irwin Friend, ed., Study of 
the Savings and Loan Industry, Vol. IV ( Federal Home Loan 
Bank Board, July 1969), pp. 1545-56. Loan commitment data 
reported by the Federal Home Loan Bank Board show that 
interest rates on mortgage loans with loan-to-price ratios of 95 
percent are 40 to 50 basis points above rates on loans with 
loan-to-price ratios of 75 percent. See Stephen T. Zabrenski, 
“New Measures of Mortgage Rates and Lending Policies,” 
Federal Home Loan Bank Board Journal (June 1978), pp. 
14-19.

5This study used data on about 550 residential mortgage loans
made by one large S&L in California from 1967 through 1971.
The interest rate on each mortgage was measured as the differ
ence between the effective interest rate on the loan and the
average interest rate that the S&L was charging at the time 
the loan was made. That measure of the interest rate was used

Studies of delinquencies and defaults on residential 
mortgages indicate that lenders have a sound statis
tical basis for assigning different risks to mortgage 
loans, based upon characteristics of borrowers and 
loan terms. One study found the following factors 
positively related to incidence of delinquency (loans 
90 days or more in arrears) in mortgage payments:

(1 ) Ratio of the loan to the purchase price of the 
house

(2 ) Occupation of borrower, with delinquency lower 
for professionals, executives, and managers, and 
higher for salespersons

(3 ) Number of dependents.6

Another study on defaults on FHA-insured home 
mortgages finds that the incidence of default is posi
tively related to both maturity of loans and loan-to- 
value ratios, and negatively related to borrowers’ 
income.7

A recent study by the U.S. League of Savings Asso
ciations indicates that the relatively young with mod
erate to low incomes are primarily the borrowers who 
buy their first homes with low percentage down pay
ment loans (see Table I ) . As indicated in the studies 
cited above, these are the borrowers most likely to 
become delinquent or default on their mortgage loans, 
and, consequently, they are charged higher mortgage 
interest rates.

Effects of Usury Ceilings on the Market for 
Residential Mortgages
As mortgage interest rates in a state rise closer 

to a fixed usury ceiling, two general effects occur.

as the dependent variable in regression analysis. The authors 
found that mortgage interest rates were positively related to 
the ratio of the amount of the loan to the appraisal value of 
the home to be purchased, and negatively related to maturity 
and dollar amount of the loan. The authors also found that 
characteristics of the property to be mortgaged influence the 
mortgage interest rate. Dummy variables for properties in 
neighborhoods with poorer prospects for appreciation in value 
and for properties in poorer physical condition had positive 
regression coefficients which were statistically significant. See 
Richard L. Sander and Howard E. Sosin, “The Determinants 
of Mortgage Risk Premiums: A Case Study of the Portfolio of 
a Savings and Loan Association,” Journal of Business (January 
1975), pp. 27-38.

6John P. Herzog and James P. Earley, Home Mortgage Delin
quency and Foreclose (New York: National Bureau of Eco
nomic Research, 1970).

7George M. Von Furstenberg, “Default Risk on FHA-insured 
Home Mortgages as a Function of the Terms of Financing: 
A Quantitative Analysis,” Journal of Finance (June 1969), 
pp. 459-77, and “Risk Structure and the Distribution of Bene
fits Within the FHA Home Mortgage Insurance Program,” 
Journal of Money, Credit and Banking (August 1970), pp. 
303-22.
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Table I

Distribution of First-Time Home Buyers by Age, Income, 
and Percentage Down Payment on Mortgage Loans1

Down paym ent as a percentage of home purchase price

A g e  of 
first-time 

hom e buyers 5 . 0 %

5 . 1 %
to

1 0 . 0 %

1 0 . 1 %  
to 

1 9 . 9 %

Total
less
than
2 0 %

Percentage 
of first

time home 
buyers in 

age  group

18 to 29 5 . 5 % 2 6 . 2 % 2 0 . 0 % 5 1 . 7 % 6 2 . 9 %

3 0  to 3 9 5.9 19.6 17.0 42 .5 26.2

4 0  to 4 9 4.3 16.8 13.0 34.1 7.0

5 0  an d  over 0.8 11.0 10.2 22 .0 3.9

Down paym ent a s a  percentage o f home purchase price

A nn ua l 
income of 
first-time 

home buyers 5 . 0 %

5 . 1 %  
to 

1 0 . 0 %

1 0 . 1 %
to

1 9 . 9 %

Total
less

than
2 0 %

Percentage 
of first

time home 
buyers in 

income group

Less than $ 1 5 ,0 0 0 5 . 6 % 2 3 . 2 % 1 5 . 9 % 4 4 . 7 % 2 2 . 0 %

$ 15 ,0 0 0 -$ 2 4 ,9 9 9 6.4 27 .4 20 .7 54.1 4 9 .3

$ 2 5 ,0 0 0 -$ 3 4 ,9 9 9 4.6 18.8 54.1 4 0 .7 18.3

$ 3 5 ,0 0 0  or more 2 .9 11.6 4 9 .3 29.3 10.4

1Based upon a national survey of 8,500 purchasers of single-family homes who obtained 
conventional mortgages at savings and loan associations during 1977.

SO U RC E: H om eow ner s h iv : A ffording the Single-Fam ily H om e, U.S. League of Savings 
Associations, Economics Department.

First, some borrowers are rationed out of the market 
because lenders are not permitted to charge above- 
average interest rates to compensate themselves for 
additional risk. Only lower-risk borrowers, such as 
those who have accumulated sufficient savings to 
make higher percentage down payments, or those 
buying houses in neighborhoods with less risk of 
depreciation in market value, receive credit.

Second, as interest rates on alternative long-term 
investments rise relative to the state’s usury ceiling 
( and as average mortgage interest rates in other states 
rise above the local ceiling rate), residential mort
gage lending will decline relative to that in states 
not subject to such restrictive limits on interest rates. 
Since mortgage financing is essential for most home 
buyers, home building activity in states subject to 
relatively low usury ceilings will decline relative to 
that in other states.

One recent study confirms the first effect of usury 
ceilings on loan terms.8 When market interest rates 
rise above usury ceilings, lenders in states with re

names R. Ostas, “Effects of Usury Ceilings in the Mortgage 
Market,” Journal of Finance (June 1976), pp. 821-34.

strictive usury ceilings indirectly charge 
higher effective interest rates through 
higher closing costs. This indicates that 
lenders circumvent usury ceilings to 
some extent by charging higher loan fees 
when contract interest rates are restricted 
by usury ceilings. However, other results 
of this study indicate that lenders do not 
fully circumvent usury ceilings by charg
ing higher fees, since usury ceilings in
fluence other loan terms. In particular, 
lenders require larger percentage down 
payments when market interest rates rise 
near or above usury ceilings. Borrowers 
unable to meet the higher percentage 
down payments are rationed out of the 
market.9

The second predicted effect of usury 
ceilings —  a decline in mortgage lending 
in a state with a relatively low usury 
ceiling when market interest rates in 
other states rise above the usury ceiling 
—  is substantiated by studies of mort
gage lending in Georgia, New York, and 
Pennsylvania.10 Other studies report that 
usury ceilings affect residential construc
tion activity. Housing starts or permits 

in states with relatively low usury rates decline be
tween 11 and 20 percent for each 100 basis point rise 
in market interest rates relative to usury ceilings.11

®Such rationing occurred in Canada during 1963-67, when 
maximum rates on government-insured mortgages were set 
administratively, generally below interest rates on conventional 
mortgages. During this period, only about 13 percent of 
mortgages insured by the Canadian government were made 
to individuals in the bottom third of the income distribution, 
compared to 30 percent during 1971-75 when the ceiling 
was removed entirely. Lawrence B. Smith, “An Analysis of 
the Effects of the Removal of the Yield Ceiling on Federally 
Insured Mortgages in Canada,” Journal of Finance (March 
1977), pp. 195-201.

10Charles L. France, “Pennsylvania’s Floating Usury Ceiling: 
An Economic Evaluation,” Working Pacer #1, Federal 
Home Loan Bank of Pittsburgh, August 1975; Emest Kohn, 
Carmen J. Carlo, and Bernard Kaye, “The Impact of New 
York’s Usury Ceiling on Local Mortgage Lending Activity,” 
New York State Banking Department, January 1976, and 
James E. McNulty, “A Reexamination of the Problem of 
State Usury Ceilings: The Impact in the Mortgage Market,” 
Working Paper #21, Federal Home Loan Bank Board, 
March 1979.

uOstas, “Effects of Usury Ceilings”; Philip K. Robins, “The 
Effects of State Usury Ceilings on Single Family Home
building,” Journal of Finance (March 1974), pp. 227-35; 
and Kenneth Rosen, “The Impact of State Usury Laws on 
the Housing Finance System and on New Residential Con
struction,” Princeton University, 1978.
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FLOATING USURY RATES: A NEW 
TYPE OF CEILING

In recent years several states have established usury 
ceilings which are automatically adjusted at frequent 
intervals to changes in other interest rates ( see Table 
II). Floating ceilings are intended to avoid the harm
ful effects of fixed ceilings on home financing and 
residential construction, while still protecting bor
rowers from possible “exorbitant” interest rates. These 
floating usury ceilings are tied to various interest 
rates, the most common being yields on long-term 
U.S. Government bonds and the Federal Reserve dis
count rate.

Do Lenders Always Charge the Floating 
Usury Rate?

One issue that concerns advocates of usury ceil
ings is whether lenders would always charge the 
maximum interest rate permissible on residential mort
gages. Finance companies which make small loans 
to individuals often charge the maximum interest 
rates allowed by states and raise their loan rates when
ever the usury limits are raised. Do lenders in the 
residential mortgage market respond similarly when 
floating usury ceilings rise?

Chart II provides evidence on this issue. Usury 
ceilings and average mortgage interest rates are 
plotted for five metropolitan areas in states which 
have had floating usury ceilings for several years.12

The chart for the Cleveland, Ohio, area requires 
special explanation, since average mortgage interest 
rates were above the usury ceiling during 1974-77. 
Savings and loan associations are exempt from the 
Ohio usury law, and, therefore, can make mortgage 
loans at interest rates above the usury ceiling. The 
same explanation applies to mortgage interest rates 
for Columbus, Ohio, in 1977, when the survey of mort
gage interest rates began for that area. Since the 
second half of 1977, the usury ceiling has been above 
average mortgage interest rates, which indicates that 
the rates lenders charge are not determined by the

12The mortgage interest rates are those on existing homes, 
which tend to be higher than mortgage rates on newly-built 
homes. Using the higher of these average interest rates is 
appropriate in determining whether lenders always charge 
interest rates equal to the legal maximums, because it 
intentionally biases the observations in the direction of find
ing such a pattern. Average mortgage interest rates for the 
Philadelphia area are based upon a high percentage of mort
gage loans made by lenders outside of Pennsylvania. There
fore, observations are not presented for the Philadelphia area.

floating usury ceiling. Average mortgage interest rates 
in Cleveland and in Columbus were approximately 
the same as the national average, both when mort
gage rates in those two cities were above the usury 
ceiling and when they were below.

In the Chicago area, mortgage interest rates appar
ently were constrained lower than national average 
mortgage rates in the first half of 1974 by the 8 per
cent usury ceiling. Contract interest rates were equal 
to or below the usury ceiling, but effective interest 
rates were slightly higher due to initial fees. Since 
early 1975, average mortgage interest rates in the 
Chicago area have been below the state usury ceil
ing, following closely the national average mortgage 
interest rate.

Mortgage rates in Minneapolis were substantially 
below national average interest rates until early 1976, 
when the state usury rate was allowed to float at 2 
percentage points above the yield on ten-year U.S. 
Treasury bills.13 Since then, average mortgage interest 
rates in the Minneapolis area have been below the 
usury ceiling and have followed the national average 
mortgage interest rate. The same pattern holds for 
Pittsburgh, with average mortgage interest rates in 
that area remaining substantially below the floating 
usury ceiling for Pennsylvania since 1977.

Are the Floating Usury Rates 
Set High Enough?
Use of a floating usury ceiling will avoid problems 

in mortgage financing which occasionally result with 
fixed ceilings only if the floating rate remains above 
the mortgage interest rates that would prevail in the 
absence of usury ceilings. Relationships among interest 
rates vary over time, and, therefore, a floating usury 
rate which is currently above mortgage interest rates 
may be below in the future. Also, a floating ceiling 
which remains above national average mortgage rates 
may not be high enough to enable relatively high-risk 
borrowers to obtain funds.

The prospects for the various floating usury ceilings 
to remain above mortgage interest rates in the future 
can be assessed by examining past relationships be
tween interest rates on conventional residential mort-

13For a few months in 1974 and 1975, average contract interest 
rates on conventional residential mortgages on existing homes 
in the Minneapolis-St. Paul area were above 8 percent. This 
is probably due to an exemption from the usury laws for 
loans of $100,000 or more, and loans by some national banks 
at 1 percentage point above the Federal Reserve discount 
rate, a permissible interest rate for national banks. The dis
count rate was above 7 percent during that period.
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Table II

State

A la sk a

Delaw are

G e o rg ia

Illino is

Iow a

M inne so ta

M o n tana

U su ry C e ilin g  
on Residential 

M o rtga ge s

Floating State Usury Ceilings

Exemptions
Effective

Date Prior Ce iling

N um ber o f months since Jan ua ry  1 9 6 3  when the 
Im plied u su ry ce ilings were equa l to o r below :1

N a tio na l average  
interest rate on

conventional N a tio na l ave rage  N a tio na l average
residential m ortgage interest m ortgage interest

m ortgages for rate plus 25  rate plus 5 0
new ly-built hom es ba sis  points ba sis  points

5 percentage points 
above  d iscount rate 
of 1 2th Federal Reserve 
District

4  percentage points 
ab ove  Federal Reserve 
discount rate

2 y2 percentage points 
above  m onthly index of 
long-term  U.S. G o ve rn 
ment bond  yie lds, 
rounded to the nearest 
25  basis points

2 Vj percentage points 
above  m onthly index o f 
long-term  U.S. Governm ent 
bond  yie lds

2 percentage points 
ab ove  index of 10 -year 
constant m aturity U.S. 
G overnm ent notes a n d  
bonds, with ce iling 
changed  quarterly

2 percentage points 
a b ove  m onthly index of 
long-term  U.S. Governm ent 
bond  yie lds, rounded  to 
the nearest 25  basis 
points

greater of 1 0 %  o r 4  
percentage points above  
d iscount rate o f 9th 
Federal Reserve District 
on  conventional m ortgage 
and  V A  lo ans up to 
$ 1 5 0 ,0 0 0

greater o f 1 0 %  or 5  
percentage points above  
discount rate o f 9th 
Federal Reserve District 
on  conventional m ortgage 
an d  V A  lo ans between 
$ 1 5 0 ,0 0 0  an d  $ 3 0 0 ,0 0 0

loans over $ 1 0 0 ,0 0 0

FHA, VA , and  loans 
over $ 1 0 0 ,0 0 0

FHA, V A , and  loans 
over $ 1 0 0 ,0 0 0

FH A  and  V A  loans

FH A  an d  V A  loans

FHA, V A , and  loans 
over $ 1 0 0 ,0 0 0

FH A  loans; 
conventional and  
V A  loans over $ 3 0 0 ,0 0 0

June 1 9 7 6

A ugu st  1 9 7 4

M arch  1 9 7 9

Jan u a ry  1 9 7 7

Ju ly  1 978

M a y  1 9 7 6

A p ril 1 9 7 5

4  percentage points 
a b ove  discount rate o f 
1 2th Federal Reserve 
District

9 %

9 %

17

9%%

9 %

8%

10%

41

4 9

113

125

F
E

D
E

R
A

L
 

R
E

S
E

R
V

E
 

B
A

N
K

 
O

F 
S
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L
O
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1
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9
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N evad a

N ew  Yo rk

North  Dakota

O h io

Pennsylvan ia

Vermont

W e st V irg in ia

1 2 %  or 3 %  percentage 
points ab ove  the lowest 
d a ily  prime rate at the 
3 largest U.S. banks, if 
this rate is 9 %  or more

2 percentage points 
above  index of 10-year 
constant m aturity notes 
an d  bonds, with ceiling 
set quarterly and  
increased b y  no more 
than 25  basis  points 
from one quarter to the 
next2

greater of 7 %  or 3 
percentage points above 
the rate on  30-m onth 
certificates o f deposit3

3 percentage points 
ab ove  d iscount rate of 
4th Federal Reserve 
District

2 y2 percentage points 
ab ove  the m onthly index 
of long-term  U.S. 
G overnm ent bond  yie lds

1 %  percentage points 
above  the average  of the 
y ie ld  o f 3- to 5 -ye a r U.S. 
G overnm ent securities and 
the y ie ld  on  seasoned 
corporate bond s4

1 y2 percentage points 
above  m onthly index of 
long-term  U.S. G ove rn 
ment bond  yie lds

FHA  and  V A  loans

FHA, V A , and  loans over 
$ 2 5 0 ,0 0 0  except those 
secured b y  1- to 2- 
fam ily residential property

FH A  and  V A  loans

FHA, V A  loans, loans 
over $ 1 0 0 ,0 0 0 , and  loans 
by sav ings and  loan 
associations

FH A  and  V A  loans; 
conventional m ortgage 
loans over $ 5 0 ,0 0 0 ;  
loans secured by  real 
estate, 3 o r more units

FHA an d  V A  loans

FHA and  VA  loans

June 197 5

M a y  1 9 7 9

12%

19 70 152

M arch  1 9 6 9

Novem ber 1 9 7 5

Jan ua ry  1 9 7 4

M arch  1 9 7 9

June 197 8

7 %

8%

8%

31

5 0

4 0

6 9

48

89

Sam e a s  current ceiling, 
but subject to maximum 
rate of 9 % %

8%

112

193

16 0

193

179

193

N O T E : Effective May 1, 1979, Tennessee adopted a floating ceiling on residential mortgages set monthly at 2 percentage points above the Federal National Mortgage Association (FNM A ) 
began. ™ ° n conventlonal mortgages. The implied floating ceiling for Tennessee is above the conventional mortgage rate plus 50 basis points since 1972, when the FNMA series

was increased in January 197# from 8Vi% to 9*4% , with the floating usury rate taking effect in the Quarter beginning'T h e  usury ceiling on residential mortgages in New York state 
May 1979.

’ Applies to institutions other than savings and loan associations (S & L s). Conventional mortgage loam made by S&Ls are subject to a ceiling of 12%. 
^Applies to mortgage loans on 1- to 2-family residential property.
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gages and interest rates to which the floating rates 
are tied. Most floating ceilings have been adopted 
only since 1974. Suppose, however, they had been in 
effect since 1963. Would the implied usury ceilings 
calculated from the floating rate formulas have been 
higher than the average interest rates on conventional 
residential mortgages since 1963?14

Results of comparisons of implied usury ceilings to 
mortgage interest rates are presented in the last three 
columns of Table II. The first of these columns gives 
the number of months since January 1963 when the 
implied floating usury ceilings are equal to or below 
the national average interest rate on conventional 
mortgages for newly-built homes. This table indicates 
that some states have set their floating usury ceilings 
too low to avoid disruptions in the flow of credit to 
home buyers. These observations are especially perti
nent for Vermont and West Virginia, which have set 
their floating rate formulas so low that the implied 
usury ceilings are below the national average interest 
rates on conventional mortgages for most months 
since 1963.15

Restrictions on the speed with which floating usury 
rates are allowed to adjust to changes in market 
interest rates also create potential problems in home 
financing. Iowa restricts the speed of adjustment in 
its floating rate by setting its usury ceiling quarterly, 
at 2 percentage points above the yield on ten-year 
U.S. Treasury bonds. The implied usury rates calcu
lated for Iowa are below the conventional mortgage 
interest rate for six months since 1963. If the floating 
ceiling rate for Iowa were set monthly instead of 
quarterly, the implied usury rate would have been 
below the national average mortgage rate for only 
one month since January 1963.

The floating usury rate formula recently adopted 
by New York state restricts the speed of adjustment

14These comparisons may understate the effects of usury ceil
ings on the flow of credit to home buyers, since some of the 
mortgage interest rates incorporated in the national average 
rate were at times constrained by usury ceilings. One study 
reports that when interest rates are relatively low, the aver
age mortgage interest rates in areas with relatively high 
usury ceilings are approximately equal to the national aver
age rate, but when interest rates are high, increases in the 
national average rate lag behind the increases in areas with 
relatively high usury ceilings. See McNulty, “A Reexamina
tion of the Problem of State Usury Ceilings,” pp. 5-9.

15Two other states with implied floating usury ceilings which 
were below mortgage interest rates for a substantial number 
of months are North Dakota and Ohio. However, those 
states make exceptions for S&Ls. In North Dakota, S&Ls are 
subject to a 12 percent usury ceiling, and in Ohio, S&Ls are 
exempt from the usury ceiling. Therefore, the major effect 
of usury ceilings on residential mortgages in these states is 
to determine which financial institutions make mortgage
loans during certain periods.
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to other interest rates even more than that of Iowa.16 
Under the New York law, the usury rate will be set 
quarterly at 2 percentage points above the yield 
on ten-year U.S. Treasury bonds, but increases in the 
usury rate from one quarter to the next may be no 
greater than 25 basis points. The implied usury rates 
based upon the New York specification are equal to 
or less than mortgage interest rates for nineteen months 
over the period since 1963, more than three times as 
often as for Iowa which does not limit the quarterly 
changes in its usury rate.

Minnesota has another type of restriction on the 
speed of adjustment of its usury ceiling. The floating 
ceiling is adjusted monthly to a level 2 percentage 
points above the yield on ten-year U.S. Treasury 
bonds, but rounded to the nearest 25 basis points. If, 
for instance, the yield on ten-year U.S. Treasury bonds 
is 8.12 percent, the usury ceiling in Minnesota is 10 
percent; with a ten-year bond yield of 8.13 percent, 
the usury ceiling is 10.25 percent. Rounding to the 
nearest 25 basis points tends to delay the rise in the 
usury ceiling when long-term interest rates are rising, 
and to delay the decline in the usury ceiling when 
long-term rates are declining. Since January 1963, the 
implied usury ceiling for Minnesota is less than the 
national average mortgage interest rate for six months, 
whereas it would have been below for only one month 
without rounding to the nearest 25 basis points.

To some extent these restrictions on the speed of 
adjustment defeat the purpose for having a floating 
usury rate. The restrictions occasionally cause the 
implied floating usury rates for Iowa, Minnesota, and 
New York to be below mortgage interest rates when 
long-term interest rates are rising rapidly.

The relatively low usury ceiling in Ohio during 
1976-77 illustrates the problem with tying a usury 
ceiling to the Federal Reserve discount rate. When 
Ohio initially adopted the floating usury ceiling in 
November 1975, the usury rate was increased 100 
basis points to only 25 basis points below the national 
average mortgage interest rate. However, the gap 
between the usury rate and the national average 
mortgage rate began to widen almost immediately, as 
the Federal Reserve twice lowered the discount rate 
during 1976. Two major problems with tying usury 
ceilings on residential mortgage interest rates to the 
discount rate are these: 1) the Federal Reserve gen
erally adjusts the discount rate to changes in short
term  market interest rates, whereas mortgages are

16The New York usury ceiling on residential mortgages was
recently raised to 9.50 percent, and beginning May 1, 1979,
will be set quarterly according to a floating rate formula.
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long-term investments, and there often are large gaps 
between short-term and long-term interest rates, and 
2) at times, the discount rate, being set by adminis
trative action and not by market forces, is allowed 
to remain out of line with other interest rates.

The potential for the floating usury rates to create 
mortgage financing problems for relatively high-risk 
borrowers can be assessed by adding 25 to 50 basis 
points to the average conventional mortgage rate on 
newly-built homes, and comparing that interest rate 
to the implied floating ceilings for each month since 
1963. Two recent studies indicate that a state’s usury 
ceiling must be at least 50 basis points above the 
national average mortgage interest rate in order to 
avoid impeding the flow of credit to relatively high- 
risk borrowers.17

For several states, the floating usury rates are al
most always above the average mortgage rate, but 
are below the average mortgage rate plus 25 basis 
points for a substantial number of months. Of course, 
the differences are even greater with 50 basis points 
added. The frequency with which implied usury 
ceilings are below the average mortgage interest rate 
plus 50 basis points is especially great for states with 
restrictions on the speed of adjustment of their floating 
rates. For instance, the average mortgage interest rate 
plus 50 basis points is above the implied usury rate 
for New York about 80 percent of the time since 
1963, and above the implied usury ceiling in Min
nesota about 65 percent of the time. Thus, floating 
usury ceilings in several states are likely to ration 
relatively high-risk borrowers out of the mortgage 
market much of the time. This is substantiated by a 
study of Minnesota’s floating usury ceiling which 
reports that conventional mortgage loans in that state 
continue to have relatively high percentage down 
payments since the floating ceiling was adopted.18

In contrast, states with usury ceilings 2.50 per
centage points above yields on long-term U.S. Govern
ment bonds, or 5 percentage points above the Federal 
Reserve discount rate, and no restrictions on the 
speed of response of usury ceilings to changes in

17One study finds that Georgia’s usury ceiling begins to affect 
mortgage loan originations by savings and loan associations 
in Georgia when the market interest rate on mortgages rises 
to within 50 basis points of the usury ceiling. McNulty, “A 
Reexamination of the Problem of State Usury Ceilings.” A 
survey of interest rates on loan commitments finds that in
terest rates on loans with loan-to-price ratios of 95 percent 
are 40 to 50 basis points above those on loans with loan-to- 
price ratios of 75 percent. Zabrenski, “New Measures of 
Mortgage Rates and Lending Policies.”

18David S. Dahl, Stanley L. Graham, and Arthur J. Rolnick,
“Minnesota’s Usury Law: A Reevaluation,” Ninth District 
Quarterly, Federal Reserve Bank of Minneapolis (Spring 
1977), pp. 1-6.

the interest rates to which they are tied, are almost 
always above the national average mortgage interest 
rate. This result holds even with additional basis 
points added to the average mortgage rate to allow 
for a risk premium for loans with higher-risk charac
teristics.19 These appear to be the minimum differen
tials above the yields on ten-year U.S. Treasury bonds 
and the Federal Reserve discount rate which are nec
essary to avoid impeding the flow of credit to home 
buyers.

CONCLUSIONS
Since fixed usury ceilings on residential mortgage 

interest rates, at times, have had adverse effects on 
home financing and residential construction, several 
states recently have adopted floating usury rates in an 
attempt to avoid these adverse effects when mort
gage interest rates rise. These floating usury rates are 
increased or decreased in specified relationships to 
various other interest rates, the most common being 
yields on ten-year U.S. Treasury bonds and the Fed
eral Reserve discount rate.

Two issues are raised concerning the effects of the 
floating usury rates. The first is whether mortgage 
interest rates equal the floating usury ceilings. In 
general, average mortgage interest rates charged by 
lenders in areas subject to floating usury ceilings re
main approximately equal to national average mort
gage interest rates, not the floating usury ceilings.

The other issue is whether the floating usury rates 
adopted by various states have been set high enough 
to remain above national average interest rates on res
idential mortgages over time. Based upon past relation
ships between mortgage interest rates and the other 
interest rates to which the floating usury ceilings are 
tied, floating usury rates for a few states were below 
national average mortgage mterest rates for substan
tial periods of time. Floating usury ceilings in several 
additional states are set so close to average mortgage 
interest rates that relatively high-risk borrowers will 
frequently be rationed out of the market for conven
tional residential mortgages. In contrast, states with 
usury rates set 2.50 percentage points above yields on 
ten-year U.S. Treasury bonds or 5 percentage points 
above the Federal Reserve discount rate appear to 
have set their usury ceilings high enough to avoid 
impeding the flow of credit to home buyers.

19The result also holds for Tennessee’s recently adopted floating 
ceiling (effective May 1, 1979) set at 2 percentage points 
above the Federal National Mortgage Association (FNMA) 
auction rate on conventional mortgages. The implied floating 
ceiling for Tennessee is above the conventional mortgage rate 
plus 50 basis points since 1972, when the FNMA series 
began.
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Did Discount Rate Changes Affect the Foreign 
Exchange Value of the Dollar During 1978?

DOUGLAS R. MUDD

U . S .  monetary policy in 1978 showed an increased 
sensitivity to international considerations, as indi
cated by statements accompanying last year’s discount 
rate changes (see Exhibit I ) . Conditions in foreign 
exchange markets were cited among the reasons for 
five of the seven discount rate increases in 1978. In 
contrast, international considerations were not men
tioned among the reasons for any of the four discount 
rate changes in the previous two years.1

Some economists believe that discount rate in
creases affect financial asset markets through “an
nouncement effects” which, by causing market par
ticipants to expect future interest rates to be higher 
than previously anticipated, exert immediate down
ward pressure on financial asset prices.2 Several 
studies have found support for the existence of 
such announcement effects on the U.S. and Canadian 
economies, while another has discovered no evidence 
of a significant relationship between discount rate 
changes and fluctuations in financial asset prices in 
the United States over the recent past.3

1 “Announcements,” Federal Reserve Bulletin (January 1976), 
p. 65; (December 1976), p. 1061; (September 1977), p. 867; 
(November 1977), p. 1031.

2For an extensive discussion of the announcement effect see 
Warren L. Smith, “The Instruments of General Monetary Con
trol,” National Banking Review (September 1963), pp. 47-76.

3Evidence of announcement effects on common stock prices in 
the United States was presented by Roger N. Waud, “Public 
Interpretation of Federal Reserve Discount Rate Changes:
Evidence on the ‘Announcement Effect,’ ” Econometrica (March 
1970), pp. 231-50. Evidence of announcement effects on the 
Canadian economy was presented by M. L. Kliman, “The 
Administered Bank Rate and Its Announcement Effect,” 
Canadian Journal of Economics (November 1974), pp. 625- 
41. For evidence against the existence of any sort of meaning
ful announcement effects in the United States after 1967 see 
Raymond E. Lombra and Raymond G. Torto, “Discount Rate 
Changes and Announcement Effects,” Quarterly Journal of 
Economics (February 1977), pp. 172-76.
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This article examines, in a relatively non-technical 
fashion, the announcement effect of discount rate 
changes on the foreign exchange value of the dollar 
in 1978. Despite the reported purposes of these dis
count rate increases, there does not appear to have 
been a general, significant announcement effect of 
discount rate changes on foreign exchange markets.

WHY SHOULD DISCOUNT RATE 
CHANGES HAVE ANNOUNCEMENT 

EFFECTS?
The discount rate is the interest rate charged by 

the Federal Reserve on short-term loans to member 
banks. Under present operating procedures, the ef
fectiveness of discount rate changes per se in achiev
ing the general objectives of monetary policy, partic
ularly the control of bank reserve or money stock 
growth, is questionable. Increases in reserve require
ments and Federal Reserve sales of U.S. Government 
securities reduce the amount of member bank re
serves available to expand loans and deposits. Dis
count rate increases, however, do not necessarily 
produce the same effect. Although increases in the 
discount rate raise the cost of borrowing reserves, 
borrowings from the Federal Reserve comprise a 
minor proportion of total reserves.4 Raising the dis
count rate to reduce member bank borrowing is 
neither a powerful nor a widely-used monetary policy 
tool at the present time.

4See R. Alton Gilbert, “Benefits of Borrowing from the Federal 
Reserve when the Discount Rate is Below Market Interest 
Rates,” this Review (March 1979), pp. 25-32 and Elijah 
Brewer, “Some Insights on Member Bank Borrowing,” Federal 
Reserve Bank of Chicago Economic Perspectives (November/ 
December 1978), pp. 16-21.
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Exhibit I

Discount Rate Increases During 1978

Date of 
A nnounce 

ment

Jan u a ry  6

M a y  11

June 30

A ugu st  1 8

Novem ber 1

Effective 
Date of 
C han ge

Jan ua ry  9

M a y  11

Ju ly  3

August 21

Septem ber 22 Septem ber 22

O ctober 1 3  O ctober 16

Novem ber 1

Previous N ew
Discount D iscount 

Rate Rate

6 %

6%

7

7%

7 %

8

8%

6V2%

71/4

73/4

8

sy2

9y2

Reason for Increase1

The recent d isorder in fore ign  exchange markets constitutes a threat 
to o rderly  expansion  of the domestic and  international economy. In 
view  of this, the Board  of G overnors of the Federal Reserve System 
today approved  an  increase in the discount rate. . . .

Action w as taken in recognition of increases that have a lready 
occurred in other short-term interest rates and  will b ring  the discount 
rate into closer alignm ent with short-term rates generally.

Action  w as taken in recognition of increases that have occurred 
recently in other short-term interest rates and  to b ring  the discount 
rate into closer alignm ent with short-term rates generally.

Action w as taken in v iew  of recent d isorderly  conditions in foreign 
exchange markets as well a s the continuing serious domestic in fla
t ionary problems.

Action w as taken in recognition of recent increases in other short
term interest rates, to b ring  the d iscount rate into closer a lignm ent 
with short-term rates generally, and  as a  further step to strengthen 
the dollar.

The action w as taken to b ring  the d iscount rate into closer a lig n 
ment with increased short-term market interest rates, and  in recog
nition of continued h igh  inflation, the recent rap id  rate of m onetary 
expan sion  and  current international financial conditions.

The Treasury Departm ent and  the Federal Reserve today  announced 
measures to strengthen the do lla r and  thereby counter continuing 
domestic in flationary pressures. The Federal Reserve Board  announced 
the fo llow ing specific actions: —  app rova l of a  one percentage point 
increase in the discount rate at the Federal Reserve Bank of N ew  
York. . . .

1 Excerpts from Federal Reserve press releases.

Nevertheless, announcements of discount rate 
changes may affect economic activity if they seem to 
signal unanticipated changes in future monetary 
policy, since such changes in expectations generally 
are presumed to influence trading in equity and finan
cial asset markets, such as the markets for bonds, 
common stocks, and foreign currencies. For example, 
stock prices might fall subsequent to an announce
ment of a discount rate increase if it seemed to signal 
an unanticipated change in policy toward monetary 
restraint. Expected future sales and, hence, profits of 
firms would fall as expected future growth in aggre
gate demand is revised downward, resulting in a 
current drop in equity prices.

Similarly, foreign exchange market participants 
could also interpret a discount rate increase as an indi
cation of unanticipated future U.S. monetary restraint. 
If expectations about U.S. money stock growth were 
fundamentally related to the foreign exchange value 
of the dollar, changing expectations of future money 
growth would have an immediate impact on the rela
tive prices of currencies on the foreign exchange 
market. Announcements of unanticipated changes in 
U.S. monetary policy thus would result in immediate

changes in the foreign exchange value of the dollar. 
For example, if U.S. money stock growth were pre
viously expected to remain high but now is ex
pected to decline significantly, an upward adjustment 
in the foreign exchange value of the dollar should 
result.

EXCHANGE RATE MOVEMENTS: 
A MONETARY INTERPRETATION

The effects of changes in expectations of future 
monetary actions on the foreign exchange value of 
the dollar should be analyzed within a monetary 
framework in which exchange rates are identified as 
the relative prices of national moneys.5 The “price” of 
a national money is measured by the amount of 
goods, services, and financial assets which can be 
purchased for a unit of that money. If the outstand
ing stock of money is larger than the amount people 
desire to hold (given current levels of real income, 
interest rates, and prices), the attempt to reduce

5See Michael Mussa, “The Exchange Rate, the Balance of Pay
ments and Monetary and Fiscal Policy Under a Regime of 
Controlled Floating, ’ Scandinavian Journal of Economics, No.
2 (1976), pp. 229-48, especially pp. 230-36.
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money holdings by increasing purchases of goods, 
services, and financial assets will result in a gen
eral increase in their prices. Consequently, the 
amount of goods and services (including financial 
assets) which can be purchased for a unit of money 
declines; the price of money falls.

Similarly, the exchange value of one currency in 
terms of another will fall if the price of one currency 
in terms of goods and services falls relative to the 
price of the other currency. Consider the following 
hypothetical example: Suppose that, at current general 
price levels in both Germany and the United States, 
the dollar/mark exchange rate is one to one, and 
that the amount of goods and services which can be 
purchased in the United States for one dollar equals 
the amount which can be purchased in Germany for 
one mark. Now, let U.S. prices unexpectedly rise by, 
say 10 percent, while German prices remain constant. 
The amount of goods and services which one dollar 
can purchase in the United States is now 10 percent 
lower than the amount which can be purchased for 
one mark in Germany. At the existing exchange rate, 
people will now prefer to convert dollars to marks and 
purchase the relatively cheaper German goods and 
services. Subsequent purchases of marks with dollars 
will result in a 10 percent rise in the price of the mark 
in terms of dollars —  or conversely, a 10 percent fall 
in the price of the dollar in terms of marks —  provided 
that no attempt is made to “peg” the exchange rate.6

It should be clear that the dollar/mark exchange 
rate represents the U.S. dollar price of one German 
mark. At any point in time, this price will be deter
mined by the relative amounts of U.S. and German 
moneys in existence and the relative amounts of each 
currency which people are willing to hold. A simpli
fied algebraic representation of the exchange rate 
determination is:

z  M u *  \  /  L f  v

e = ( M7) ( L ^
or, in terms of growth rates:

e =  (M«. -Lo. )  -  ( M t - L t )

where e is the price of a unit of foreign currency in 
terms of the U.S. dollar, MUB is the U.S. money stock, 
Mf is the foreign money stock, LaS is the amount of 
real U.S. money balances people are willing to hold 
( the demand for real U.S. money balances), L f is the 
amount of real foreign money balances people are

willing to hold (the demand for real foreign money 
balances), and is the percentage change.7

From the above equations, it is clear that the price 
of a foreign currency in terms of the U.S. dollar will 
rise (that is, the dollar will depreciate) if the differ
ence between changes in the U.S. money stock and 
the demand for U.S. real money balances is greater 
than the difference between changes in the foreign 
money stock and the demand for foreign real money 
balances. It is also clear that relative changes in 
money stocks alone will determine exchange rate 
movements only if changes in the quantities of 
U.S. and foreign moneys demanded are identical 
(L us =  L ( ). There is no reason, however, to expect 
changes in the quantities of real money balances de
manded to be equal across all countries. Thus, rela
tive changes in the amount of moneys demanded are 
as important as relative changes in money stocks in 
determining exchange rate movements.

Among the determinants of the demand for real 
money balances is the expected rate of inflation. An 
increase in the expected rate of inflation will reduce 
the quantity of real money balances demanded. Thus, 
changes in expected rates of inflation among various 
countries will affect exchange rates through their im
pact on the amount of national real money balances 
demanded. A rise in the expected rate of U.S. infla
tion, all other things remaining constant, will result 
in a depreciation of the dollar (e  rises) by reducing 
the amount of U.S. real money balances demanded 
relative to the amount of foreign real money bal
ances demanded (L us declines relative to L f). The 
impact on the foreign exchange value of the dollar is 
reinforced if the change in inflationary expectations 
results from a rapid increase in the U.S. money stock 
(in this case, Mus would rise relative to M(, and L U3 
would fall relative to L ( ).

Relative amounts of real money balances demanded 
also can be significantly affected by expectations of 
future exchange rate movements between two na
tional currencies, another determinant of the demand 
for real money balances.8 That is, all other things 
being equal, if the expected future foreign exchange

6This example implicitly assumes that output does not increase 
proportionally with money stock increases. Further, trans
portation and other transactions costs are ignored.

7 A formal derivation and discussion of a extended version of 
this equation can be found in Rudiger Dombusch, “The 
Theory of Flexible Exchange Rate Regimes and Macroeco
nomic Policy,” Scandinavian Journal o f Economics, No. 2 
(1976), pp. 255-75.

8See Mussa, “The Exchange Rate,” pp. 236-37. Since the ex
pected return on holdings of foreign rather than domestic 
currency depends on the expected future exchange rate, fac
tors influencing expectations of future exchange rates will 
affect the relative amounts of national moneys demanded.
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value of the dollar suddenly is revised downward, the 
quantity of U.S. real money balances demanded 
could decrease sufficiently relative to the quantity of 
foreign real money balances demanded to produce an 
immediate depreciation of the dollar. It is assumed 
that expectations of future exchange rates are formed 
primarily on the basis of expectations about the future 
value of variables which determine the amounts of 
national moneys demanded and supplied. Thus, 
changing expectations of future relative money stock 
growth rates (and, hence, relative levels of various 
future national money stocks) will produce fluctua
tions in current exchange rates.

If discount rate increases are interpreted as indica
tions of unanticipated future U.S. monetary restraint, 
expectations of future U.S. money stock growth (and, 
hence, future U.S. inflation rates) would be lowered, 
resulting in a rise in the expected future foreign ex
change value of the dollar. The quantity of dollars 
currently demanded would then rise relative to the 
quantities of other currencies demanded, perhaps suf
ficiently enough to result in a rise in the current 
foreign exchange value of the dollar, even if U.S. 
money stock growth does not immediately decelerate.

However, if no indication of actual monetary restraint 
subsequently appears, the rise in the value of the 
dollar would be reversed.

MOVEMENTS IN THE VALUE OF THE 
DOLLAR FOLLOWING 

ANNOUNCEMENTS OF DISCOUNT 
RATE CHANGES IN 1978

To what extent did last year’s discount rate in
creases affect the foreign exchange value of the 
dollar? Of the seven announcements accompanying 
the discount rate increases in 1978, only those of 
May 11 and June 30 did not mention foreign exchange 
market conditions. The other five listed “disorderly” 
foreign exchange market conditions among the rea
sons for the discount rate change. The data presented 
in Chart I provide little indication that the stated 
purposes for raising the discount rate had a subse
quent influence on the behavior of the dollar on 
foreign exchange markets.

The May 11 discount rate increase was preceded 
by several weeks of generally stable dollar exchange 
rates, and was followed by two weeks of only a slight 
increase in the foreign exchange value of the dollar. 
In contrast, the July 3 change in the discount rate 
was preceded by a period of generally declining 
dollar exchange rates, which continued until mid- 
August. Thus, there appears to be no obvious, change 
in the direction of exchange rate movements follow
ing those announcements which ignored foreign ex
change market conditions.

There also was little change in the generally de
clining pattern of the weekly-average foreign ex
change value of the dollar following the September 
22 and October 16 discount rate increases, although 
international financial conditions were listed among 
several reasons for these increases. The value of the 
dollar on foreign exchange markets did rise follow
ing the discount rate increases of January 9, August 
21, and November 1. The announcements of these 
changes dealt almost exclusively with foreign ex
change market conditions.

An examination of the weekly percentage changes 
in the average foreign exchange value of the dollar 
for the weeks surrounding each discount rate in
crease in 1978, shown in Table I, apparently denies 
the existence of a general announcement effect. First, 
three of the seven Dj differences in one-week changes 
are inconsistent with the announcement effect hypoth-
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Table I

Changes in Weighted Average Foreign Exchange 
Value of the U.S. Dollar Surrounding 

Discount Rate Changes in 1978

Percent C h an ge  O ve r the W e ek  Differences

W eek  o f Discount 
Rate C h a n g e 1

Prior to 
Discount 

Rate 
C han ge

O f  the 
Discount 

Rate 
C han ge

Follow ing
the

Discount
Rate

C h an ge D,1 D,5

Jan ua ry  11 -  2 . 3 % 1 . 5 % -  0 . 2 % 3.8 2.1

M a y  17 0.2 0 .9 0.2 0 .7 0 .0

Ju ly  5 -  0 .7 -  .09 -  0.5 -  0 .2 0.2

A ugu st  23 -  2.1 1.9 0.3 4.0 2.4

Septem ber 2 7 -  0 .6 -  0.8 -  0.4 -  0.2 0.2

O ctober 1 8 -  0 .9 -  1.3 -  1.4 -  0 .4 -  0.5

Novem ber 8 -  1.9 4.8 0.3 6.7 2.2

1Week ending the Wednesday following the day a discount rate change became effective.

2Change over the week during which a discount rate change occurred minus the change 
over the week preceding the discount rate change.

3Change over the week following a discount rate change minus the change over the week 
prior to the change.

SO U RC E: Federal Reserve Statistical Release H.13.

esis. The value of the dollar actually fell 
more during the week of the discount 
rate increases of July 3, September 22, 
and October 16, than it had in the week 
preceding each of these changes. Fur
ther, considering all seven cases together, 
one cannot reject the hypothesis that the 
percentage change in the foreign ex
change value of the dollar in the week of 
each discount rate increase did not differ 
significantly from the change in the prior 
week.9

Similarly, one cannot reject the hy
pothesis that the percentage change in 
the foreign exchange value of the dollar 
in the week following each discount rate 
change did not differ significantly from 
the change in the week before each rate 
increase.10 In other words, a simple sta
tistical test on the differences in Table I 
indicates that, in general, there was no 
major impact on the foreign exchange 
value of the dollar consequent to the dis
count rate increases in 1978.

This conclusion can be tested more rigorously, using 
a simple statistical model of the weekly percentage 
changes in the foreign exchange value of the dollar. 
The model is autoregressive. This means that, in the 
absence of discount rate changes, the weekly per
centage change in the foreign exchange value of the 
dollar depends upon a constant (called “drift” ) and 
the change over the prior week. This model allows 
past information on exchange rate movements to affect 
the current week’s change.11

Announcement effects can be tested by examining 
the impact of discount rate changes on changes in 
the foreign exchange value of the dollar over several 
weeks following each discount rate change. To exam
ine this impact, weekly percentage changes in the

9Testing the significance of the difference between the sample 
mean of Di from a hypothetical value of zero yields a t- 
statistic of 0.72.

10Testing the significance of the difference between the sample 
mean of D2 from a hypothetical value of zero yields a t- 
statistic of 1.74.

11 In an efficient market, knowledge of the past change in the 
exchange rate should provide no useful information about 
the change in the exchange rate in the current week. Under
this hypothesis, weekly percentage changes in the exchange 
rate are referred to as a “random walk” (with or without 
“drift,” depending upon the significance of the constant).

weighted average foreign exchange value of the dol
lar were regressed against a constant, the percentage 
change in the foreign exchange value of the dollar 
in the previous week, and dummy variables designed 
to represent the one-, two-, and three-week announce
ment effects following the discount rate changes. The 
results appear in Table II.

If the coefficient on the previous week’s percentage 
change in the exchange rate (Ain X t-i) is not sig
nificantly different from zero (which is the case in 
both equations), then changes in the foreign ex
change value of the dollar are a function of the 
constant, the announcement effect of discount rate 
changes (represented by the dummy variables), and 
a random error term. The constant is significantly 
negative in both equations, indicating downward 
“drift” in the exchange rate of about .3 percent per 
week during the sample period.

Equation 1 in Table II indicates that the discount 
rate changes in the period, September 14, 1977 -  
February 14, 1979, did have a significant one-week 
impact on the value of the dollar on foreign exchange 
markets. However, this result can be further analyzed 
in light of the importance of unanticipated discount 
rate changes in the formulation of the announcement 
effect hypothesis.

Page 24Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



FEDERAL RESERVE BANK OF ST. LOUIS APRIL 1979

Table II

Estimation of Announcement Effects 
September 14, 1977 —  February 14, 1979

Equation 1:
Ain Xt =  a<> +  ai Ain X t-i +  a2 Di +  as Da +  a< Di

ao =  -0.0037* a ,=  0.0151* R* =  .0855
a, =  0.1203 m =  -  0.0050 DW =  2.0464

34=  0.0052 S E =  .0096

Equation 2:
Ain X t =  bo +  b i  Ain X,-, +  b ,  DO, +  b ,  DO, +  b ,  DOa 

+  b ,  DN, +  b« DNj +  b ,  DN,

bo =  -0.0030* b , =  0.0050 b *  =  0.0538* R’ =  .3812 
b i  =  0.1079 b ,  =  - 0.0012 b ,  =  0.0008 DW =  2.0800 

b , =  -  0.0043 b , =  0.0225* SE =  .0079

Ain X =  first difference in logarithms of weighted-average foreign cur
rency price of U.S. dollar.

Dj, Dj, D> =  dummy variables representing the first, second, and third 
week announcement effects subsequent to discount rate 
changes.

DOi, DO:, DOa =  dummy variables representing the first, second, and 
third week announcement effects subsequent to all dis
count rate changes except the November 1, 1978 
change.

DNi, DNj, DNj =  dummy variables representing the first, second, and 
third week announcement effects subsequent to the 
November 1, 1978 discount rate change.

♦Significantly different from zero a t the 95 percent level.

WERE THE 1978 DISCOUNT RATE 
CHANGES ANTICIPATED?

If an announcement of a discount rate change 
represents “new” information, a change in the be
havior of the dollar on foreign exchange markets 
could result as expectations are revised. If the dis
count rate change had been previously anticipated, 
however, it would not alter expectations, and, hence, 
would have no impact on the foreign exchange value 
of the dollar. For example, following the discount 
rate change on August 21, it was reported that “. . . 
the Federal Reserve’s move to raise the discount rate 
by half a percent . . . was so predictable as to be 
almost insignificant in the view of most traders.”12

12Wendy Cooper, “Currency Traders Expect New Moves,” 
New York Journal of Commerce, August 21, 1978.

Anticipation of discount rate changes 
during 1978 could have resulted from a 
recognition that they generally follow a 
wide spread between the discount rate 
and short-term market interest rates. The 
spread between the Federal funds rate 
(the interest rate paid by commercial 
banks on reserves borrowed from other 
commercial banks) and the discount rate 
over the past fifteen months is depicted 
in Chart II. As shown in the chart, each 
discount rate change in 1978 was pre
ceded by at least one week during which 
the spread between the funds rate and 
the discount rate was 60 or more basis 
points.

The November 1 discount rate in
crease, however, differed in several re
spects from the other six changes. First, 
it followed the previous change by only 
fifteen days. The average length of time 
between the five discount rate changes 
between May and October was thirty- 
nine days. Second, its one percentage 
point increase in the discount rate was 
the largest increase since March 1933. 
Third, it accompanied statements about 
the U.S. Treasury and Federal Reserve 
System’s intentions of intervening in for
eign exchange markets to support the 
dollar.13 Consequently, the November 1 
announcement could have had a larger 
impact on expectations of future U.S. 

policy actions affecting the foreign exchange value of 
the dollar than the previous six announcements in
1978.

Whether the November 1 announcement produced 
a significantly greater impact on foreign exchange 
market participants’ expectations than the previous 
discount rate changes can be determined by compar
ing the estimation results of equations 1 and 2 in 
Table II. Changes in the foreign exchange value of 
the dollar following the November 1 announcement 
were accounted for by a separate set of dummy vari-

13The November 1 announcement included the following meas
ures intended to strengthen the dollar: (1) a one percent
age point increase in the discount rate; (2) a supplementary 
reserve requirement equal to 2 percent of time deposits 
in denominations of $100,000 or more; (3 ) the arrangement 
of various facilities through which the United States could 
obtain up to $30 billion in foreign currencies to be used 
in foreign exchange market intervention to support the dol
lar and (4) a quadrupling of previously announced U.S.
Treasury gold sales (to 1.5 billion ounces per month).
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Chart II

Federal Funds Rate M in u s  Discount Rate

1977 1978 1979
* W e e k  p r io r  to d iscount rate change.

ables in equation 2. The results indicate that percent
age changes in the foreign exchange value of the 
dollar for three weeks following the November 1 
discount rate change increased significantly. However, 
on average, the discount rate changes prior to Novem
ber 1 had no significant effect on changes in the for
eign exchange value of the dollar (none of the indi
vidual coefficients on the dummy variables, nor their 
sum, is significantly different from zero at the 95 per
cent level). Furthermore, since the November 1 an
nouncement contained information other than a 
discount rate increase which could have affected ex
pectations about U.S. policy actions, evidence for a 
November 1 announcement effect could be overstated 
by equation 2.

There are indications that the January 9 discount 
rate increase also significantly affected the value of 
the dollar on foreign exchange markets. For example, 
despite the 69 basis point spread between the Fed
eral funds rate and the discount rate in the week 
before the change, several sources described the 
January 9 discount rate increase as unanticipated.14 
More importantly, however, the discount rate increase

14See, for example, J. Henry Schroder Bank & Trust Company, 
“The Schroder Report”, January 16, 1978, p. 1 and Aubrey 
G. Lanston & Co. Inc., January 16, 1978, p. 1.

followed (by only two trading days) the announce
ment that the U.S. Treasury and Federal Reserve 
would actively use the “swap” network to “ . . . re
establish order in the foreign exchange market.”15 
Again, this announcement could have had a larger 
impact on foreign exchange markets than the subse
quent increase in the discount rate.16 However, when 
viewed more generally (as in Table II, equation 2 ),  
any announcement effect which might be attributed 
to the January 9 discount rate increase does not alter 
the conclusion that the foreign exchange value of the 
dollar was, in general, unaffected by the six discount 
rate increases between January and October 1978.

SUMMARY
According to a monetary interpretation, relative 

changes in the differences between the amounts of 
money supplied and demanded across countries are 
the primary determinants of exchange rate movements. 
If changes in expectations cause exchange rate fluctu
ations, then variations in expected future money stock 
growth rates could produce such fluctuations. For ex
ample, if the growth of the U.S. money stock suddenly 
is expected to decline, a short-term appreciation of the 
dollar could result as the amount of U.S. money de
manded rises relative to the amount of foreign 
money demanded (assuming nothing else changes at 
the same time).

The seven announcements of U.S. discount rate 
increases during 1978 could have been interpreted as 
signals of forthcoming monetary restraint. A tem
porary reversal in the declining pattern of the foreign 
exchange value of the dollar followed the three an
nouncements which focused primarily on strengthen
ing the dollar as a reason for increasing the discount 
rate. However, there is evidence that, except for the 
November 1 change, the foreign exchange value of the 
dollar was not generally influenced by the discount 
rate increases announced last year.

15Federal Reserve, press release, January 4, 1978. A “swap” 
arrangement is a renewable short-term facility under which 
a central bank agrees to exchange a specified amount of its 
own currency for the currencies of other central banks.

16The results of estimating an equation similar to equation 2 
in Table II with separate dummy variables for the January 
discount rate increase indicate a significant coefficient on 
the dummy variable representing the announcement effect 
in the week following the discount rate change. However, in 
both the November and January cases it is not possible from 
these results to separate any announcement effects of the 
discount rate changes from any effects associated with state
ments about the United States’ intentions to support the 
value of the dollar through foreign exchange market 
intervention.
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