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What accounted for this stepped-up rate of inflation in the face
of a growing gap between real aggregate demand and the productive
capacity of the economy? Three factors deserve particular attention.

First, rising costs of petroleum and other energy products had a
substantial influence on the over-all level of prices. At the retail level,
prices of gasoline and motor oil in December 1974 were about 20
per cent higher than a year carlier, while costs of fuel oil and coal
were 32 per cent higher. At wholesale, prices of fuel, power, and
related products rose approximately 50 per cent in the 12 months
ended in December 1974. Moreover, rising prices of energy and
petrochemical products used as inputs in industry were an important
factor driving up the costs of producing other manufactured goods.
For example, prices of chemicals and allied products rose about 50
per cent at wholesale in the year ended in December 1974, and
rubber and plastic products were up about 28 per cent over the same
period.

Second, relaxation and ultimate termination of wage and price
controls in April 1974 led to a bulge in prices of the sort that has
occurred in other countries when direct controls have been removed.
As noted earlier, controls had had only temporary success in mod-
erating the pace of inflation; in carly 1974, and indeed throughout
1973, the influence of the controls program had been waning, None-
theless, some 2'% years of controls had given rise to scrious distor-
tions in relative prices and had also compressed profit margins in
some industrics. For many individual products, therefore, a substan-
tial adjustment in prices was to be expected. The adjustments were
particularly noticeable for finishcd goods—perhaps because price
controls had been more cffective in holding down the prices of those
commodities. For example, wholcsale prices of producers’ finished
goods had risen at an annual rate of around 5 per cent during the
latter half of 1973; in 1974, however, the annual rate of increase
jumped to 13 per cent in the first quarter, to 27 per cent in the
second, and to 32 per cent in the third.

Third, shortages of many industrial materials, component parts,
machinery, industrial equipment, and other commodities continued
to plague the business community through the summer of 1974,
despite the slowdown in general business activity, Excess demand in
particular markets is not an uncommon condition, even when some
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slack exists in product markets gencrally., Nevertheless, the acute
severity of shortages in 1974 was quite unusual in view of the slug-
gishness of consumer spending and the decline in residential construc-
tion that had been in process since early 1973.

The reasons for these shortages cannot be dealt with at any length
here. Growth in export demands—reflecting the worldwide boom in
economic activity during 1972 and 1973 and the devaluation of the
dollar in international markets—was certainly a factor; so also was
the relatively slow expansion earlier of productive capacity in major
materials industries. But expectations of price increases and fears of
continuing shortages were themselves a part of the problem, because
they led to speculative buying of inventories to “jump the gun” on
price increases, to hoarding of critical materials and supplies, and to
ordering from several sources in the expectation that deliveries would
be long delayed, if made at all.

While these three factors help to account for the step-up in the
rate of price advance in 1974, they alone do not explain fully the
severity of the inflation during the year. Underlying these special fac-
tors was an inflationary process that had begun much earlier and had
become deeply embedded in the structure of wages, costs, and prices.
The rate of increase in compensation per manhour, for example, had
risen to around 8 per cent by the end of 1973, some 5 or more per-
centage points above the long-term rate of improvement in produc-
tivity. By the end of 1973, therefore, unit labor costs were already
rising very rapidly and were putting substantial upward pressure on
prices. Morcover, the rate of advance in unit costs accelerated in
1974—as productivity declined sharply and the rate of increase in
compensation per manhour rose still further.

Unwinding from an inflation as pervasive as that which gripped the
economy in 1974 takes time. Economic policy in 1974 did not en-
deavor to end the inflation at once, but it did seek to create condi-
tions in which the process of unwinding would begin. To appreciate
the accomplishments of fiscal and monetary policies in this regard,
account must be taken of the significance of inflation for the move-
ments of fiscal and monetary variables.

For example, total Federal expenditures as measured in the na-
tional income accounts (NIA) rose about 16 per cent from the
latter half of 1973 to the latter half of 1974. This is a relatively large
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percentage increase by historical standards, but in large part it re-
flected rising prices. Federal receipts rose an estimated 13 per cent
over the same period. The NIA deficit increased from an annual rate
of about $2 billion in the second half of 1973 to an estimated $9
billion in the second half of 1974—a very modest increase given the
steady slowing of activity over this period.

Despite this deepening of the deficit, the Federal budget may
well have become more restrictive over the course of 1974, This
interpretation is suggested by movements in the high-employment
budget, in which receipts and expenditures are estimated as if eco-
nomic activity had remained strong, in order to eliminate the effects
on the budget of changes in the pace of the economy. According to
Federal Reserve staff estimates, the high-employment budget was in
surplus to the extent of around $5 billion in the second half of 1973,
and the surplus increased to around $24 billion in the second half
of 1974,

Most of this increase in the high-employment surplus occurred be-
cause of the effects of rising prices on Federal tax receipts. Inflation
pushed many individuals into higher marginal tax brackets—even
though their real income may have either remained unchanged or
declined. Many corporations, furthermore, incurred increased tax
liabilities in 1974 on what were in a sense fictitious profits—profits
derived from the first-in, first-out method of inventory accounting,
which fails to make allowance for replacement at higher prices of
goods sold or used up in production, Thus, the inflation, by raising
effective tax rates, significantly reduced the increase in disposable in-
comes of individuals and after-tax profits of businesses, and thereby
contributed to a slowing of aggregate demand.

Monetary policy also contributed importantly to the moderation of
aggregate demand in 1974. Federal Reserve policy had begun to
move toward restraint in late 1972 and early 1973, but some rclax-
ation of policy was needed during the winter of 1973-74, in an effort
to compensate for some of the adverse effects of the oil embargo on
economic activity. As a result of the reduction in private credit de-
mands and the relaxation of monetary policy, interest rate levels by
February of 1974 had fallen considerably below their pre-oil-
embargo peaks, and growth rates of the principal monctary aggre-
gates were appreciably above their lows of 1973.
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aggregates were actually very low in 1974 relative to demands for
money and credit. In these circumstances the usual signs of severe
financial restraint began to develop: Interest rates rose to unprece-
dented levels; stock prices plummeted; the mortgage market came
under severe pressure; and the availability of loanable funds to other
borrowers was curtailed.

Monetary and fiscal restraints worked jointly to moderate aggre-
gate demand in 1974, but the volume of spending in the private sector
was curbed also by several other factors. Prominent among these was
the sharp rise in the price of imported oil, which transferred a sub-
stantial amount of purchasing power from U.S. consumers and busi-
nesses to the oil-exporting nations. Rising prices also resulted in trans-
fers of real income among various cconomic sectors within the
United States——although the effects of such transfers on aggregate
expenditures are problematical—and they led to a sharp decline in
the real value of financial asset holdings, which must have exerted
a substantial, depressing cffect on current spending and on spending
plans.

All of these dampening effects on aggregate demand in 1974,
moreover, occurred at a time when the economic expansion was
losing momentum, and when imbalances were beginning to develop
beiween inventories and sales and between production of capital
goods and production of consumer goods. Such imbalances are often
the precursors of a cyclical downturn in economic activity, as they
were in 1974, When that downturn began to cumulate in the fourth
quarter of the year, the decline in production and employment proved
to be about as steep as at any other time in the period since World
War 1.

Weakness in economic activity seems likely to persist well into
1975—judging by the adverse tendencies evident in recent economic
data. However, corrective forces are under way: Excess inventories
in the auto industry—though still very high—are being worked off;
businesses are making strenuous cfforts to cut costs; residential build-
ing permits have shown some signs of stabilizing; conditions in finan-
cial markets have eased significantly since last summer; and the freeze
in the mortgage market has begun to thaw. Fiscal actions to bolster
purchasing power are under active consideration, and they are likely
to be stimulating consumer and business spending before too long.
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The tasks for economic stabilization policy in 1975 are indeed
formidable. Clearly, a prime requisite is to cushion the forces of
recession and to enhance the chances for an early and vigorous re-
covery in real economic activity. But great care must be taken to
avoid releasing a new wave of inflationary forces.

These two objectives are not necessarily inconsistent. The special
factors giving rise to a stepped-up pace of inflation in 1974 are now
largely behind us, and the rate of increase in prices has begun to
moderate in recent months in response to growing slack in labor
and product markets. In this environment, temporary fiscal and
monetary stimulants could be expected to have their principal effects
in 1975 on real output and employment, and not on prices. But
fiscal and monetary policies must not be permitted to depart too
much, or too long, from the posture needed over the longer term
to ensure an eventual return to price stability. O
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dollar increase, and construction outlays—boosted in part by Federal
revenue-sharing funds—also showed a noticeable gain over 1973,
The rise in average earnings of State and local government employees
was off slightly from the 7 per cent increase in 1973. Employment
was moderately above 1973, but very little of the increase was the
result of Federally funded public employment programs,

Slackened growth in receipts reinforced the negative impact of very
stringent credit conditions on the fiscal position of States and local-
ities during 1974. For the State and local sector as a whole there was
a surplus of about $2 billion-—down from the $9 billion surplus in
1973. The small over-all surplus in 1974 resulted entirely from con-
tinued net accumulations of savings in State and local retirement
funds, which were largely offset by deficits in other activities. In
1973 Federal revenue-sharing funds had resulted in a significant
accumulation of financial assets and a reduction in the amount of
long-term borrowing. State and local governments in 1974 used their
revenue-sharing funds largely to increase outlays for construction and
to reduce tax burdens. OJ

26

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



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



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



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



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



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



Although manufacturing productivity was not so weak as produc-
tivity in the nonfarm economy as a whole, there was little growth in
the factory sector during 1974. Due to the combination of declines
in productivity and of increases in hourly compensation, unit labor
costs for the private nontarm economy in the fourth quarter were
about 14 per cent above their year-earlier levels. This too was a
record increase for the postwar period. Rising unit labor costs tended
increasingly to exert upward pressure on prices. 1
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Following the run-up of oil prices that began in the autumn of
1973, accelerating prices for industrial materials paced the rate of
inflation. Wholesalc prices of fuel and power rose at an annual rate
of about 70 per cent from September 1973 to midycar 1974 but
then slowed to about a 10 per cent rate by the fourth quarter. Higher
fuel prices had a substantial impact on prices of other materials,
which had been compounded by very large post-price-control adjust-
ments and intense international demand pressures earlier in 1974,
By September prices of steel mill products and nonferrous metals
were more than 40 per cent above a year earlier. Prices of other
materials rose sharply too—especially paper and paper products, and
most chemicals. By the year-end, however, there were signs of con-
siderable moderation in the materials component of the wholesale
price index. This was in sharp contrast to the extremely rapid rates
of gain that had been registered in the first three quarters.

The extraordinary increases in materials prices, as well as post-
controls adjustments, led to sharp advances in prices of finished
goods. Prices for producers’ machinery and equipment accelerated
during the year, influenced also by strong foreign demand; the annual
rate of gain in such prices rose from 6 per cent in the fourth quarter
of 1973 to more than 30 per cent during the third quarter of 1974.
In the fourth quarter these price increases also began to slow.

Although food prices were not so important a factor in inflation
in 1974 as they had been in 1973, advances continued at high rates
during the year. Because the U.S. harvest of feed crops was disap-
pointing and stocks were never rebuilt from depleted levels, prices of
grains and feeds continued high during most of the year. Dramatic
rises in sugar and sugar-based products as well as in fats and oils con-
tributed disproportionately to the advance in food prices at retail;
prices of sugar and sweets more than doubled during the year. How-
ever, late in the year prices of sugar and oils declined at the whole-
sale level. By the second quarter the farm—retail spread had increased
to about one-fourth above its year-earlier level, and it continued high
throughout the year, contributing also to the advanced levels reached
by retail food prices despite declines at the farm level for livestock
and other products.

Fuels led the advance in consumer prices of nonfood commodities
in the early months of 1974. Although fuel prices peaked about mid-
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after midyear. With the whole complex of short-term rates moving
rapidly higher, the Federal Reserve discount rate was raised in late
April from 7% to 8 per cent.

The general tightening of credit was accentuated during the spring
and summer by a shift of lenders to morc conservative loan policies.
This process was triggered by the publicized difficulties (and eventual
failure) of the Franklin National Bank in the United States and the
failure of two smaller banks in Germany—one of which was a major
factor in foreign exchange markets. All of these failures resulted from
loose management practices that led to heavy trading losses on for-
eign exchange. At about the samc time a major electric utility com-
pany in this country announced that it was forgoing its quarterly
dividend payment for the first time in history and was sclling two
partly completed electric generating plants because it could not bor-
row the funds needed to complete them.

There was widespread concern in financial circles that such ¢vi-
dence of financial difficulty at a few firms might represent the tip
of the iceberg, presaging additional business failures in future months.
Lenders responded to this anxiety by tightening their credit stand-
ards. In the squeecze that followed, many lesser-rated borrowers found
their access to sccuritics markets partially or completely curtailed,
and they were forced to fall back on standby credit lincs at banks.
Since banks cxperiencing these unexpected loan demands were also
finding it necessary to pay sharply higher costs for money market
funds, they increased their own loan rates to cover the added costs.
In the process the rate on prime business loans at major banks was
pushed to a peak of 12 per cent early in July, well above the year’s
low of 834 per cent reached in late February. For borrowers with
quality ratings of less than prime, interest charges on bank loans—to
the cxtent that credit was available to such borrowers—rose in some
cascs to levels as much as 4 percentage points above the prime rate.

The sevcre problems being created for some firms by tighter and
more costly credit, as well as the possible implications of this tight-
ness for future economic activity, were strongly reflected in the per-
formance of the stock market. While stock prices had posted mod-
erate net advances carly in the year when interest rates were still
declining, they turned down as intercst rates began to rise again, and
then fell dramatically during the spring and summer period of maxi-
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mum financial strain, From its midwinter high to its early fall low, the
composite stock index of the New York Stock Exchange dropped 39
per cent—and at the low was nearly 50 per cent below the record
high reached in early 1973.

As typically happens in periods of general monetary restraint,
the credit squeeze on some types of firms was greater than on others.
However, special financing problems that resulted from the very rapid
inflation made the squeeze more pervasive in mid-1974 than in some
earlier periods of tight money. The types of institutions most affected
included some—such as the nonbank thrift institutions—that are typi-
cally disadvantaged in periods of gencral monetary restraint because
of their inability to compete cffectively for funds against high yields
on market securities; others—such as the relatively new real estate
investment trusts (REIT's)—that had been less involved in short-
term financing during carlier periods of tight money; and still
others—such as bank holding companies and electric utilities—that
were beset with special problems that had not been present in the
carlier periods.

The fears of a liquidity crisis that had developed in financial circles
during late spring and early summer were substantially dissipated as
the summer progressed. Although statistical indicators were still
flashing mixed signals on the state of the economy, the prospects for
renewed economic expansion appeared to be dimming, and credit
demands—oparticularly from businesses—were receding from their
earlier patterns of rapid growth. At the same time expansion in the
full complex of money and credit aggregates turned sluggish, reflecting
with a lag the stecp advances in interest rates and the adjustments
in institutional lending policies that had developed earlier in the
year. Average growth in the narrowly defined money stock, for exam-
ple, slowed to an annual rate of 1.6 per cent from the month of
June to the month of September. Expansion of the money stock as
more broadly defined also slowed very sharply as growth in time and
savings deposits at banks and other thrift institutions dropped
abruptly.

The Federal Reserve reacted to these changes by shifting to a
somewhat more accommodative open market policy. This adjustment
was quickly reflected in a sharp, general decline in short-term interest
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rates, as illustrated by the Federal funds rate, which fell more than
200 basis points between early July and mid-September. In Septem-
ber the Board of Governors removed the 3 per cent marginal reserve
requirement from large time deposits and comparable nondeposit
bank liabilities whose maturitics exceeded 4 months—thus providing
a modest supplement to the reserves made available through open
market operations,

The marked third-quarter drop in the complex of short-term
market interest rates began to be reflected in some general pick-up
of growth in the monetary aggregates during the fourth quarter, when
sizable net inflows of savings were resumed following a short period
of substantial disintermediation during the summer. The improvement
was most pronounced at nonbank thrift institutions. Late in the
fourth quarter, however, the unexpectedly sharp deterioration in
economic activity tended to slow demands for money and credit and
thus to offset some of the stimulus to growth in the aggregates stem-
ming from earlier declines in intercst rates. This was cspecially evi-
dent in the narrowly defined money stock, which grew at an annual
rate of only 2 per cent during December and then declined in Janu-
ary 1975.

To help counter this weakness, the System made use of all of its
major policy instruments: open market operations, to expand the sup-
ply of nonborrowed reserves available to banks; reductions in reserve
requirements, to increase the credit-cxpansion potential of the exist-
ing supply of reserves; and cuts in the discount rate, to reduce the
cost of reserves borrowed from the System. Cuts in the discount rate
were made in three stages: a Y4 percentage point reduction, to 7%
per cent, effective December 9; a V2 percentage point reduction, to
7Ya per cent, effective January 6, 1975; and a 2 percentage point
reduction to 634 per cent, effective February 7, 1975.

The reductions in reserve requirements were also made in threc
stages. One, already noted, reduced the marginal reserve requircment
on longer-dated bank obligations in late September. The second, in
late November, was applied to selected categories of both time and
demand deposits; it released about $700 million of reserves to the
banking system 2 weeks later. The third lowered the structure of
graduated requirements applicable to demand deposits, beginning in
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the week of January 30, 1975; it released about $1.1 billion of
reserves 2 weeks later.!

The weaker credit demands that developed as a consequence of
the recession, together with the more expansive course of monetary
policy, triggered further sharp declines in short-tcrm interest rates
over the fourth quarter. By year-end the Federal funds rate had
dropped to 8 per cent, and by early February 1975 it was close to
6'4 per cent. Long-term rates—which had continued to risc on bal-
ance during the third quarter despite the large general decline in short-
term rates—also turned down in the fourth quarter. However, large
current and prospective borrowings by businesses in capital markets
and the prospect of unprecedented deficit financing by the Federal
Government in the months ahead limited the extent of these declines.
Moreover, yields on State and local government securities reached
their yearly highs during December when serious questions developed
regarding the ability of certain kcy municipal borrowers to continue
to service their large and growing debt burdens.

By early 1975 the widespread concerns of the preceding summer
about the possibilities of a full-scale liquidity crisis had dissipated.
But the unexpectedly sharp deterioration in over-all economic activity
posed broad questions about credit quality and encouraged institu-
tional lenders to continue maintaining relatively conservative loan
policies despite the general casing of money market conditions.
Although interest rates had declined substantially further after the
turn of the year, the unprecedented volume of Federal deficit financ-
ing that loomed ahead was raising some questions in market circles
about the likely course of interest rates over the somewhat longer run.

'The November action included a reduction of Y5 percentage point in the
requirement on that portion of net demand deposits in excess of $400 million,
the elimination of the remaining marginal reserve requirement on large-denomi-
nation time deposits, and a restructuring of the basic requircment on time
deposits, The reserve requirement on all time deposits with original maturity of
at least 180 days and on the first $5 million of shorter-maturity time deposits
was set at 3 per cent; the requirement for the remainder of shorter-maturity
deposits was set at 6 per cent. The lower reserve requirement on longer-term
deposits was intended to provide an incentive for banks to improve their
liquidity by lengthening the maturities of their liabilities.

The January 1975 action included a reduction of 1 percentage point on
that portion of net demand deposits in excess of $400 million, and a reduction
of 142 percentage point on that portion of such deposits under $400 million.
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mercial banks were serving as intermediaries for enlarged oil pay-
ments to foreigners.

The steep, general ris¢ in short-term interest rates resulting from
the spring and carly-summer accumulation of pressures on banks was
not reflected in the market for short-term U.S. Treasury securitics
where yields showed little net change during the first half of the year.
In this period the supply of Treasury bills available to the public was
reduced substantially by heavy buying on the part of both foreign
central banks (partly with dollars obtained in foreign exchange
market intervention) and the Federal Reserve (through open market
purchases to supply reserves), As a result, rate spreads between
Treasury bills and private instruments of similar maturity widened to
almost 4 pcrcentage points.

This rate spread had important repercussions on credit flows.
First, funds of foreign central banks, which previously had been
placed almost entirely in Treasury bills and other Government obli-
gations, were placed to some extent in bankers’ acceptances, which
at that time were still being guarantced by the Federal Reserve. Sup-
plies of acceptances available for purchase grew very rapidly in the
second and third quarters, when credit demands of foreigners were
being diverted to U.S. sources by the credit and balance of payments
policics of foreign governments. Sccond, the higher raies available
on private instruments encouraged the growth of mutual funds that
invest in liquid assets; thesc institutions pooled the funds of smaller
investors and purchased diversified portfolios of large CD’s, com-
mercial paper, and other short-term assets.

The rise in private short-term rates from late winter to midsummer
was accompanied by an increase in long-term rates, but as typically
occurs in periods of sharp, general advances in rates, the yield curve
took on a pronounced downward slope. As long-term rates and the
cost of equity capital in the stock market moved upward, many com-
panies put off long-term financing—favoring bank loans or com-
mercial paper. Some firms, however, had no real option but to pro-
ceed with bond or stock financing—especially in the public utility
industry where long-term funds were required for fixed investment
expenditures. Thus, despite the high costs of capital, the volume of
long-term financing was maintained through the second quarter.

Even in the third quarter, when yields on new top-quality corporate
bonds rcached record levels above 10 per cent, the aggregate volume
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during the second and third quarters and other Federally sponsored
agencies provided funds to the mortgage market, residential mort-
gage rates rose nearly as much as bond rates, rcaching 10 per cent in
the fall, and loan commitments fell sharply. Although subsequent
declines in market ratcs brought a resumption of net deposit inflows,
the smaller backlog of loan commitments and the reduction of de-
mands for mortgage loans associated with the deterioration of the
economy resulted in a slowing of mortgage debt formation over the
sccond half of the year. Thrift institutions therefore used their im-
proved flows of funds to repay debt and to rebuild liquid asset
holdings.

The limited supply of Treasury bills available to the public that was
characteristic of the first half of the year began to be reversed in
August, as the Treasury becamc a substantial net borrower. This
causcd a sizable late-summer advance in bill yields, which sharply
narrowed the carlier, wide spreads between them and other short-
term rates. Then, as other short-term rates declined, Treasury bill
rates shared in the downtrend.

Consumer reluctance to purchase new autos and other large-
ticket durable goods cut deeply into consumer credit flows during the
fourth quarter, reducing both direct demands on banks for instalment
credit and indirect demands from finance companies. Consumer credit
growth was also limited by the stricter quality standards being applied
by lenders in response to the rising rate of loan delinquencies and the
negative outlook for employment,

In addition to the Government sector, the principal area of credit
markets where demands picked up toward the year-end was the
corporate bond scctor. Cyclically depressed tax revenues and rising
expenditures forced the Federal budget into deeper deficit and
required increased issuance of debt. In the corporate sector busi-
nesses took advantage of the gencral easing of bond market pressures
to sell a near-record volume of long-term debt. Much of the corporate
bond volume was in the intermediate-term maturity range—5 to 10
years.

The weakness of the economy and the repayment of short-term
debt with the proceeds of longer-term financings were refiected in a
sharp slowing of short-term business credit cxpansion in the fourth
quarter. The sum of bank loans to nonfinancial businesses and of

55

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



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



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



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



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



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



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



ports were about 10 per cent lower in 1974 than in 1973, but non-
agricultural exports werc up by 12 per cent, following a strong—22
per cent—increcase in 1973, The 1974 performance was especially
impressive, given the wecakening of demand in other industrial
countries.

On the import side, nonfuel imports rosc about $15 billion in
1974, but in volume terms they were cut back by about 2 per cent,
reflecting in large part the decline in domestic economic activity. The
volume of fuel imports was about 3 per cent less in 1974 than in
1973, but the price (unit value) of a barrel of imported crude oil
rose from an average of $3.33 in 1973 to $11.00 in 1974,

It appears that net receipts of investment income scored a substan-
tial gain in 1974—rising to a record of about $9 billion, compared
with $5.3 billion in 1973. Most of the increase reflected larger profits
by the petroleum companies from their foreign operations, though
these may now diminish as initial inventory profits will not be re-
peated and ownership of the crude-oil-producing properties is relin-
quished to the host countries.

Long-term private capital transactions appear to have resulted in
a net outflow of about $5 billion in 1974, based on incomplete data.
This would be the largest net outflow since the imposition of capital
controls in the early 1960’s and a considerable shift from the neart-
balance in these flows in 1972 and 1973. Early in the ycar the net
flow was inward, reflecting primarily the collection of funds in this
country by international petroleum companies from their worldwide
sales in advance of disbursements to the oil-producing host countries.
Payments of taxcs and income shares as the year progressed sharply
raised the rate of outflow. The removal of the interest equalization
tax in January 1974 did not spur major new offerings of foreign
issucs now relieved of the tax, but there was a sizable increase in
offerings of Canadian bonds.

Foreign private investors sharply reduced their net purchases of
U.S. sccurities other than Treasury issues in 1974—to about $1
billion, compared with more than $4 billion in 1973. Purchases of
U.S. corporate stocks fell off as the U.S. stock market weakened,
along with markets in other countries. In addition, U.S. corporations
offered much smaller amounts of their bonds in foreign markets since
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they no longer needed to borrow abroad to satisfy the requirements
of the controls on outflows of funds from the United States. Foreign
direct investments in the United States, apart from special trans-
actions related to certain petrolcum companies, were substantially
less than the 1973 pecak amount.

Short-term private capital flows were very large in both directions
in 1974, but preliminary data suggest that there was only a small
increase in the net outflow from the United Statcs. U.S. banks pro-
vided large amounts of credit to foreign countries, especially Japan,
increasing their short- and long-term claims on foreigners by $18 bil-
lion in the year. The elimination of controls at the beginning of the
ycar and the lower cost of borrowing in the United States for part
of the year tended to raisc the outflow from the U.S. offices of banks.
After August there was some reduction in the rate of bank lending,
in part because a number of the carly borrowers had taken carc of
their needs for the year or had arranged borrowings from OPEC
sources, and in part becausc of the general tightening of banks’ lend-
ing policics. However, bank lending to foreigners was stepped up
again in the closing months of the year. Although the increase in
banks’ foreign claims was cnormous by past standards, it was nearly
matched by a $15 billion increase in their liabilities to private for-
eigners—primarily through their branches and other banks in the
Euro-dollar market.

In addition to magnified flows of private short-term capital, a major
new element in the U.S. balance of payments in 1974 was the direct
acquisition of U.S. money market asscts by authoritics of the OPEC
countries. Such acquisitions amounted to about $9%2 billion for the
year, mainly in purchases of U.S. Government obligations.

Funds held in the United States by monetary authorities of non-
OPEC countries were nearly unchanged for the year as a whole. At
times during the year some countries—notably the United Kingdom,
Italy, and Japan—drew on their dollar reserves, as well as on
borrowings, to limit depreciation of their currencies, Toward the
end of the year countries with strengthening currencies added to their
holdings of dollar assets in the United States. U.S. reserve assets rose
mainly as a consequence of drawings of dollars by some countries
from the IMF.
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restricted their dealings to only those banks deemed most credit-
worthy and rcduced their limits on foreign exchange lines to nonbank
as well as bank customers.

This extreme contraction of the market subsequently eased, but
in general, banks have maintained a more cautious attitude toward
exchange market transactions and have substantially tightened inter-
nal control proccdurcs related to such transactions. In some major
countries the authorities have increased their surveillance and/or
control over banks’ foreign exchange operations in the aftermath of
the experience of foreign exchange losses by some banks in their
jurisdictions.

After appreciating very sharply in the fourth quarter of 1973 and
into January of 1974, the dollar depreciated from the end of January
through mid-May, declining by 10 per cent on a weighted-average
basis. Major factors in the dollar’s depreciation in this period in-
cluded the removal of controls on capital outflows by the United
States and the relaxation of restrictions on inflows by most major
foreign countries; the demonstration by several European countries
of their willingness to engage in large-scale official borrowing in the
Euro-currency markets to support their currencies while paying more
for oil; and the continuation of large export surpluses in Germany,
despite sharply higher oil payments, at a time when the trade bal-
ances of most other industrial countries were moving heavily into
deficit.

The dollar’s slide ended in mid-May with reports that the Federal
Reserve, the German Federal Bank, and the Swiss National Bank
had agreed upon the desirability of concerted exchange intervention
in markets. Sharp increases in U.S. interest rates relative to for-
cign rates and, after June, market uncasiness stemming from the
difficulties of some German banks contributed to a strong dollar until
carly Scptember. At that time U.S. interest rates began a rather
steady decline that continued into 1975, and the dollar’s exchange
value followed U.S. interest rates downward. By the year-end the
dollar had depreciated by some 4.4 per cent from the beginning of
the year on a weighted-average basis. Contributing to this decline in
the dollar’s exchange value was the asymmetry in intervention
policies between countrics with weaker currencies and those with
strengthening currencies. Intervention sales of dollars by countries
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supporting weaker currencics exceeded purchases of dollars by coun-
trics resisting the appreciation of their currencics. The net effect of
these operations was to add to the market supply of dollars, depress-
ing the dollar’s average cxchange rate.

The Euro-currency market continued to expand at a very rapid
ratc during the first 4 months of 1974. The disclosure in May of the
financial difficulties of a large U.S. bank, followed in June by the
aforementioned failurc of a German bank, led to greater caution on
the part of lenders in the market and brought the market's growth
to a halt. Between the end of April and the end of September there
was a slight decline in the external forcign-currency liabilities of
banks in London, the market’s largest center. In part this leveling
reflected an actual cutback in interbank redepositing. During this pe-
riod lenders began to discriminate more sharply among borrowers
and to c¢valuate risks more carefully. This caution produced a rate
structure involving many more tiers than before, with smaller or
lesser-known banks paying substantial premiums for funds, and also
brought about a greater concentration of deposits with the larger
banks.

In the fourth quarter, growth of the market resumed as concern
for the safety of banks engaging in the Euro-currency business les-
sened somewhat. A factor that may have contributed to this easing
of tensions in the Euro-currency market was the statement issued by
the Governors of the Bank for International Settlements on Septem-
ber 9 to the effect that the Governors were satisfied that means were
available to provide temporary liquidity to sound banking institutions
and that those means would be used if and when necessary.

The rise in oil prices had a varicty of impacts on the Euro-currency
market. The oil-exporting countries placed perhaps 40 per cent of
their estimated $55 billion surplus on current account in the Euro-
currency market in 1974, generally at call or in other very short
maturities. In London the oil-exporting countrics’ sharc of the gross
total of Euro-currency dcposits rose from 5 per cent at the end of
1973 to 14 per cent at the end of Septcmber 1974.

In the first quarter of 1974 new commitments of longer-term Euro-
currency loans rose dramatically as several European governments
sought funds to pay for oil. But commitments declined in the next
two quarters, pactly because lending banks became more wary of
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lending for balance of payments purposes. Italy, which had borrowed
heavily in the market for longer-term loans in recent years, did not
enter the market for further loans after early spring. In indirect
reflection of swollen bills for oil imports, Japanese banks increased
their takings from the Euro-currency market very sharply in the first
half, for which they were obliged to pay substantial premiums. But
their net borrowings do not appear to have increased much, if at
all, in the second half of the year as the Japanese authorities moved
to curb additional net foreign borrowings by the banks.,

Reflecting the tightening of credit availability, spreads on Euro-
dollar loans to nonbank borrowers widened by about 12 to 3% per-
centage point between May and October, and there was a marked
shortening of the average maturity of Euro-dollar loans of more than
1 year.

Gold was the subject of heightened interest as its dollar price
necarly doubled from the middle of the fourth quarter of 1973 to the
end of the first quarter of 1974 when the price reached $180 per
ouncc. As inflation in the major countries accelerated, pcople appar-
ently sought refuge in gold. In the second and third quarters prices
for gold felt sharply, influenced in large part by soaring interest rates,
particularly on dollar asscts. In the fourth quarter, however, interest
rates declined, again particularly on dollar assets; this decline, to-
gether with the anticipation of U.S. residents’ newly legalized pur-
chases of gold at the close of the yecar, pushed the price to a new
high in London of $195.25 per ounce in late December. When
demand by U.S. residents for the 2 million ounces of gold offercd
by the U.S. Treasury in early January 1975 turned out to be unen-
thusiastic, the price dropped to a range of $170 to $180 per ounce
in mid-January.

At the turn of the year many acute problems beset the world econ-
omy that will test severely the determination of countries to deal with
their domestic concerns while contributing to the achievement of
common intcrests. Many countries are faced with sagging cconomies
and would normally look to an improved trade balance as a source
of support—and many will do so with the added incentive of cover-
ing the cost of imported oil. But many industrial countries will have
to revise their customary view of what constitutes an acceptable
trade balance. Even though a considerable gain in exports to the oil
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producers can be expected, the industrial oil-consuming countries as
a group must accommodate a large deficit with the OPEC countries,
and any individual country’s cfforts to gain a trade advantage through
restrictive devices would be at the expense of other oil-consuming
nations. In addition to the matter of oil imports there are major dis-
crepancies in the balance of payments performance of individual
industrial countries that will require adjustment.

Apart from the adjustments needed to accommodate differences
in economic performance, some of the industrial countries, and many
of the less-developed countries, will need to finance continuing in-
cremental payments for oil and related products. Such financing
requirements could go beyond the limits of their ability to borrow on
reasonable terms from the market.

Recognizing such needs, the Ministers of the Group of Ten at a
meeting in Washington in January 1975 agreed that a solidarity
fund open to all members of the Organization for Economic Coop-
eration and Development should be established, and the Interim
Committee of the Board of Governors of the IMF agreed that the
Fund’s Oil Facility should be continued for 1975 with new resources
of SDR 5 billion to be sought—primarily from the OPEC countries.
Also in connection with the energy problem, the International Energy
Agency was organized in 1974 for the purpose of implementing a
program designed to deal with shortages of oil and to develop sub-
stitute energy sources.

In this period of severe economic change, it is especially difficult
to make progress on the basic issues of the international monetary
system. Nevertheless, discussion has continued on those issues; ten-
tative agreement was reached in January on an increase in IMF
quotas to SDR 39 billion, and the Executive Directors of the Fund
were instructed to draft a number of amendments to the Articles of
Agreement involving most of the outstanding issues, including the
role of gold and the legalization of floating exchange rates. Through
cffective use of these institutional structures it should be possible to
act in cooperation to meet the many acute problems of the world
economy. (N
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