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Issues in the Financing of Corporate Tender Offers

STATEMENT BEFORE THE UNITED STATES SENATE COMMITTEE
ON BANKING, HOUSING, AND URBAN AFFAIRS

By RicHARD A. DEBS
First Vice President and Chief Administrative Officer
Federal Reserve Bank of New York

Editor’s Note: In December 1975, General Cable Corporation made a tender
offer for publicly held shares of Microdot Inc. The offer was opposed by Microdot’s
management, Which charged, among other things, that the principal bank flnancing
the tender offer had a conflict of interest because both corporations were its
borrowing customers. The following statement was made by Mr. Debs on February
16, 1976 before the Senate Committee in hearings called to consider the issues

raised by the case.

The subject of these hearings—the Microdot case and
the issues raised by it—presents many provocative and
complex questions, none of which have simple answers.
They touch upon a wide spectrum of public policy issues,
ranging from policy governing business mergers and
acquisitions to principles of fiduciary responsibility and
safeguards against conflicts of interest. They range from
broad policy considerations to the narrow application of
rules of conduct to specific findings of fact. They also
involve the securities laws, the banking laws, and the
general civil law itself, as well as codes of conduct and
business ethics.

As a Federal Reserve official, I intend, of course, to
focus on the issues of this case relating to banks and
banking. Before doing so, however, it would be useful to
put these issues into better perspective by reviewing
briefly some of the other—separate, but closely related—
considerations involved.

To begin with, there is the issue of public policy toward
mergers and acquisitions in general. In brief, I think it is
fair to say that public policy does, and should, recognize
the importance of mergers and acquisitions in contributing
to the effective functioning of our economic system. Such

acquisitions are, of course, subject to certain limitations—
primarily in the antitrust laws, designed to encourage
competition, and in the securities laws, designed to protect
investors, Apart from such limitations, however, it seems
clear that it is not public policy to discourage mergers and
acquisitions in general.

The next question relates to public policy vis-a-vis
“unfriendly” takeovers. This is a somewhat more complex
question, but the basic economic issues are essentially the
same as in any acquisition. The complexities arise because
the acquisition is “unfriendly”, which normally means that
the management of the target company does not wish to
have the company acquired. But public policy is not pri-
marily concerned with the interests of management—
whether of the bidders or of the target company. Public
policy is concerned primarily with the interests of the
public at large. Not the least of these broader public
interests is a basic concern with the effective functioning
of our competitive economic system. That system will not
function effectively if incumbent managements of all firms
—no matter how well or how poorly managed—are pro-
tected from tender offers which they do not accept but
which otherwise would be beneficial to the owners of the
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company or to the general public. Other things being
equal, such acquisitions should be beneficial to the
economy.

Of course, other things are not always equal, and
because of that there is indeed a public policy issue here.
That issue is whether shareholder interests are adequately
protected under present laws and practices and whether,
in fact, the nation’s experience with unfriendly takeovers
over the past several years indicates that they have been
beneficial to the shareholders involved and to the economy
in general. In addressing this issue, one of the central
questions is whether shareholders are able to make
rational and informed judgments in takeover situations.

This is an important question and is the subject of
current study within the Congress. I do not know what
the answer is, or will be, and there is no need to seek an
answer within the context of these hearings today. How-
ever, it is important to agree on the basic policy issue
involved: that issue is not whether unfriendly takeovers
are contrary to the public interest per se. The issue is,
given the potential economic benefits of business mergers
or acquisitions, what kinds of safeguards are necessary
to prevent abuses, thereby protecting the interests of share-
holders and the public in general?

I think it is important to state the issue in these terms
in order to separate the public policy question on un-
friendly takeovers from some of the other questions raised
in the Microdot case, particularly as they relate to bank-
ing. If public policy on takeovers is to be neutral, banks
should be able to finance them just as they would any
other business transaction. If public policy is to discourage
them, or to subject them to limitations, all parties involved
—banks as well as others—should be subject to the same
limitations.

To return to the present case, and the specific question
of banking laws and practices, the issues here relate to
conflicts of interest and the responsibilities of banks to
their customers. The issues arise because we have a case
where a bank grants a loan to one of its customers for the
purpose of an unfriendly takeover of another customer.
(By “customer”, I mean a party with whom the bank has
a credit relationship and who has given to the bank
confidential financial information in connection with that
relationship.) The case also involves a situation in which
three directors of the acquiring company are on the board
of the bank or of its parent corporation and a former
officer of the bank is on the acquiring company’s board.
I would like to address each of these questions separately.

To begin with, when a bank deals with two of its cus-
tomers in an unfriendly takeover situation, there is clearly
a potential conflict of interest. It exists because there is

the possibility that the bank may use confidential infor-
mation given to it by one of its customers, the target
company, to the detriment of that customer. As a general
principle, it seems clear that a bank has an obligation to
safeguard any confidential information given to it by a
customer and not to use that information, without the
customer’s consent, for the benefit of any other party.

The fact that a bank finances an unfriendly takeover
involving two customers does not, of course, mean that
the bank has failed to meet its obligations. A bank can
undertake such a transaction and not breach its obligations
to the target customer as long as it maintains the confi-
dentiality of the information given to it by that customer.
The question of whether or not it has indeed maintained
the confidentiality of the information is a question of fact.

The problem, of course, is that inherent in this situation
is the potential for a conflict of interest. One of the legis-
lative remedies that might be proposed to prevent such
conflicts would be a law prohibiting bank participation
in any unfriendly tender offer where two customers are
involved. I do not believe that such legislation would be
desirable or necessary. For one thing, it would severely
limit the possibility of bank financing of a tender for the
shares of a major firm. Large firms often have customer
relationships with many of the major banks in the coun-
try. Such legislation would thus put large corporations in
a specially protected position with regard to tender offers,
since both the target company and the acquiring company
would probably be customers of the same banks. Although
very substantial sums of money would be required for
such acquisitions, most major banks would be precluded
from supplying such funds because of the customer rela-
tionships, and the supply of funds from smaller banks
would be restricted by loan limits. Smaller corporations,
with fewer major bank relationships, would not enjoy
comparable protection.

Beyond such a discriminatory effect, I would be very
concerned that such legislation could impede arrangements
for the acquisition of major firms in serious financial diffi-
culties. It is not hard to imagine situations in which the
public interest would be better served by the acquisition
of a major firm—even if the acquisition terms are un-
friendly to the management of that firm—than by a con-
tinuation of a deteriorating situation. However, such firms
are likely to be indebted to many banks, and a blanket
prohibition on financing the acquisition of a customer
could prevent the working-out of a salvage operation that
would be in the public interest.

As T said, T do not believe that such legislation would
be desirable; and I also do not believe that it would be
necessary, because there are other remedies available.
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Before turning to them, however, I would like to review
briefly the question of interlocking directorates, which is
somewhat complicated in this case and sometimes con-
fusing.

In its narrow sense, the issue of interlocking directorates
in this case presents essentially the same problems of
potential conflict of interest as exist in any case in which
a bank finances an unfriendly takeover involving two
customers. Regardless of whether the borrowing company
is represented on the bank’s board, the basic issue is the
same: whether the bank—including its directors—uses
confidential information entrusted to it by a customer for
the benefit of the bank or any third party. The presence
of the borrowing company’s representatives on the bank
board—and their influence on bank decisions—would be
taken into account in determining the findings of fact
as to whether the bank misused confidential information.
But the basic issue is still whether, as a matter of fact,
the bank did misuse such information and thereby breach
its obligation to a customer who had entrusted it with the
information. Thus, the presence of interlocking direc-
torates in a case such as this should not change the nature
of the basic question.

I would like to turn now to the safeguards and remedies
that are available in cases such as this. I would also like
to note again the basic problem that these safeguards and
remedies are meant to address, The problem, which is
common to all of these situations we have discussed, is
the potential for abuse that is inherent in any case where
a bank may use confidential information entrusted to it
by a customer for the benefit of other parties. To do so,
it seems to me, would be a breach of that bank’s obliga-
tion to that customer.

At the present time, there are three possible ways in
which such abuses might be checked: the judicial process,
the processes of the marketplace, and to a limited degree
the bank supervisory process.

The judicial process is available to any party harmed
by the action of a bank in improperly dealing with or
otherwise misusing confidential information entrusted to
it by the aggrieved party. There are no provisions in the
banking laws that apply directly to abuses of this kind.
But there are principles of the common law that could
provide remedies for parties harmed by such abuses. The
courts are particularly well-equipped to deal with such
cases, since they would presumably involve critical find-
ings of fact as to whether confidential information was
indeed misused.

Another safeguard works through the private market-
place. A bank, like any other business enterprise, must
have and maintain the confidence of its customers to sur-

vive. In the case of banks, however, the need for confi-
dence is particularly essential and particularly delicate.
There is a special relationship between banks and their
customers that is based on confidence and trust in the
bank itself, and in the bank’s commitment to safeguard
the confidential affairs of its customers. If a bank does
not maintain the highest standards of integrity in its
dealings, that confidence and trust will be eroded, and
the bank will suffer the consequences. A bank realizes
this as it enters into areas of potential conflicts of interest,
and wise bank management will make sure that the bank
acts with utmost probity in undertaking transactions that
may be questioned because of possible appearances of
abusing its trust. And it will do so not only because of its
obligation to do so, but also in recognition of the future
impact upon the bank if it should lose the confidence of
its customers. This is, of course, not a legal safeguard,
nor does it offer a remedy to an aggrieved party in cases
in which there has been a breach of that trust, but it should
be recognized as an important constraint on the actions
of banks in these circumstances.

Another possible avenue available is the bank super-
visory process, although there are limitations on the use
of this process as a safeguard or remedy in a case such
as this, The primary purpose of a bank examination, of
course, is to ensure the safety and soundness of the bank.
The examiner reviews the bank’s transactions with this in
mind. However, the examiner is also concerned with the
quality of the bank’s management. If, during the course of
his review of the bank’s loans, he discovers a situation in
which the management has clearly misused confidential
information or is otherwise involved in self-dealing, he
can criticize the management in his report. Bank manage-
ment is sensitive to such criticism, and the fact that
management knows that its actions are subject to review
in the examination process is in itself a constraint on its
actions. However, there are limits to what the examiners
can do—or should do—in such situations. Since the Fed-
eral banking laws do not deal with such cases, the bank
probably cannot be cited in a violation of law.* This is
not unlike other situations where banks may have breached
their civil obligations—under the law of contracts, for
example—but where they have not violated any provisions
of the banking laws that impose specific penalties or

* With the limited exception of such matters as loans by banks
to their own executive offices (Section 22(g) of the Federal Re-
serve Act) and cases involving such clear financial risk to the
bank as to constitute “unsafe or unsound” banking practices (Sec-
tion 8(b) of the Federal Deposit Insurance Act).
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sanctions upon them. Nor can an examiner—because of
the nature of the bank examination process—cause a
bank to reverse its action or to compensate a party harmed
by its action. Thus, in this respect, the proper legal remedy
for the aggrieved party lies in the judicial process.

All of these safeguards and remedies are available today
to deal with the conflict of interest issues posed by this
case. In the Committee’s considerations of any proposals
for additional measures as a result of these hearings, I
would hope, as indicated earlier, that a distinction will be
maintained between the public policy issues relating to
unfriendly takeovers and the specific questions posed by
this case, which relate to potential conflicts of interest in
situations involving bank financing of unfriendly takeovers
where two bank customers are involved.

In this latter connection, it should be noted that under
present law there is no Federal requirement that the name
of the bank involved in such a financing need be disclosed
to anyone, including the bank’s customer which is the
target company. When the basic law governing tender
offers (Public Law No. 80-439) was being discussed in
the Congress in 1967, the bill under study provided for
the disclosure of all sources of financing for tender offers,

but with a specific exemption for banks. A question was
raised as to whether such an exemption was necessary. It
was finally decided that it would not be advisable to
require that the names of the financing banks be disclosed
in all tender offers. However, the Committee adopted an
alternative provision which required that the name of the
bank involved be filed with the SEC but that, “if the per-
son filing such statement so requests, the name of the
bank shall not be made public”’. That provision was in-
corporated into the law as it exists today.

Thus, this matter has been considered by the Congress
before, and it was decided then that it would not be
advisable to require the public disclosure of the names of
the banks involved in tender offers in general. That judg-
ment may well continue to be valid today. However, in
view of the questions raised in the present case, it might
be timely to reconsider this question as it applies to situ-
ations such as this, where the potential for a conflict of
interest exists. Perhaps such a requirement might be imple-
mented through the SEC’s rules and regulations.

If there is any way in which we might assist the Com-
mittee in exploring any of these issues further, we would
be pleased to do so.
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Treasury and Federal Reserve Foreign Exchange Operations
August 1975—January 1976

By ALAN R. HOLMES AND ScoTT E. PARDEE*

Following the dollar’s sharp recovery against the major
continental European currencies early last summer,
during which the Federal Reserve was able to repay
in full its swap drawings arising out of operations
in late 1974-early 1975, the exchange markets settled
into better balance in August and early September. The
dollar then came into renewed heavy demand in response
to further favorable news on the United States economic
recovery and to expectations that intercst rates here would
continue to firm ahead of interest rates in most other
industrial countries, where recovery was lagging. By
September 22-23, dollar rates against major European
currencies had been bid up by some 4-5 percent above
end-of-July highs. To moderate the day-to-day rise, for-
eign central banks sold sizable amounts of dollars in their
respective markets. The Federal Reserve took the oppor-
tunity to purchase moderate amounts of German marks,
adding $59.3 million equivalent to balances in August-
September, and to buy $6 million of Belgian francs to
hold against the remaining swap indebtedness outstanding
since 1971.

By then, however, the long-brewing controversy on
how to resolve New York City’s fiscal difficulties was
beginning to weigh on market psychology toward the
dollar. Moreover, in early October, United States interest
rates turned down once again amidst scattered indications
that the pace of the recovery might have slowed, while

* Mr. Holmes is the Executive Vice President in charge of the
Foreign Function of the Federal Reserve Bank of New York and
Manager, System Open Market Account. Mr. Pardee is Vice Presi-
dent in the Foreign Function and Deputy Manager for Foreign
Operations of the System Open Market Account. The Bank acts as
agent for both the Treasury and the Federal Reserve System in the
conduct of foreign exchange operations.

more favorable signs of a near-term pickup of some
European economies raised the prospect of a hardening
of interest rates abroad. In this uncertain atmosphere, the
dollar lost buoyancy and dollar rates dropped off sharply
in sporadic bouts of selling pressure. In an effort to
maintain order and to resist the decline, several forcign
central banks entered the market as buyers of dollars, on
some days in sizable amounts. The New York market also
turned unsettled on occasion in early October, and the
Federal Rcserve, operating on four days between
October 1 through October 15, sold a total of $50.1
million equivalent of marks from balances. Thereafter,
the dollar leveled off around 4-5 percent below late-
September highs against the major Europcan currencics.

Over subsequent weeks, dollar exchange rates still
fluctuated widely on a day-to-day basis. Although Euro-
pean central banks continued to buy dollars on balance
when the dollar came under pressure in their markets,
the New York market was generally quict and there was
no further need for the Federal Reserve to sell foreign
currencies. In fact, as the elements of a compromise
solution on New York City’s finances gradually emerged,
the dollar regaincd some of its earlier buoyancy and
firmed by 1-2 percent into early December. Thereafter,
through the year-end, the dollar traded fairly narrowly.
The Federal Reserve intervened on twc occasions to
steady the market, selling $9.1 million of marks out of
balances. Otherwise, the System took a number of oppor-
tunities to acquire mark balances, buying some $60.6
million equivalent in the market and from correspondents
from October through the year-end.

Meanwhile, the heads of government of the six major in-
dustrial countries meeting at Rambouillet, France, on No-
vember 15-17, 1975 affirmed their intention “to work for
greater stability in underlying economic and financial condi-
tions in the world economy. At the same time, our monetary
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authorities will act to counter disorderly market conditions
or crratic fluctuations in exchange rates.” Reports of this
agreement were well received in the exchanges.

Coming into 1976, the markets were fairly optimistic
toward prospects for the dollar. The United States con-
tinued to make progress toward reducing inflation. Our
competitive position remained strong with the trade bal-
ance still in sizable surplus. The latest economic indica-
tors suggested that the slowing of the United States
recovery in late 1975 had been only temporary and that,
if anything, our recovery was more solidly based than
the incipient upturns in other industrial countries.
Thus, although United States interest rates continued
to drift downward, the decline was expected to be tempo-
rary. In this atmosphere, consequently, the dollar was
shielded from the variety of tensions which developed in
markets for other currencies in early 1976.

By that time, divergent price and productivity perfor-
mances among European countries had led many market
participants to expect that exchange rate adjustments
might again be necessary, both by those within the
Economic Community (EC) ‘“snake” arrangement and
by other European countries whose trade is closely linked
to that group. Early in January the Swiss franc came
into strong demand and rose further to new highs against
the German mark before heavy intervention by the Swiss
National Bank helped to steady the market. Then, in the
context of a prolonged cabinet reorganization in Italy,
the lira came under heavy selling pressure and, after ex-
tensive support operations, the Bank of Italy withdrew

Chart |
SELECTED EXCHANGE RATES *

Percent Percent

15 5
French franc ’
10 — i —0
54— S Japanese yen 45
o &L - \,M\ T~ \’{/‘Q ~ 0
~
N '
Swiss franc
S \ s
German mark
10— Pound s'erlinZ\ — ‘ -10
e \'>~;.W¢~W
-15 5 S T Ty S M A MY N T
4 F M A M J J A S o] N D J 3
1975 1976

¥ Percentage deviations of weekly averages of New York noon offered

rates from New York noon offered rotes on January 2, 1975.

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

Table I
FEDERAL RESERVE RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Institution ﬁ?:uua':'ty DSfl,fa{g;tg

Austrian National BanK ...l 250
National Bank of Belgium 1,000
Bank of Canada 2,000
National Bank of Denmark ... ... 250
Bank of England 3,000
Bank of France 2,000
German Federal Bank ... 2,000
Bank of Italy 3,000
Bank of Japan ... 2,000
Bank of MeXiCO ... e 360*
Netherlands Bank 500
Bank of Norway ... 250
Bank of Sweden 300
Swiss National Bank ... 1,400
Bank for International Settlements:

Swiss francs-dollars ..., 600

Other authorized European currencies-dollars ............... 1,250
TOtal .o 20,160*

* Increased by $180 million effective August 29, 1975.

from the market on January 21 to conserve its cash
reserves. Over subsequent days the lira dropped away by
6% percent against the German mark and, as rumors
spread that further exchange rate moves were imminent,
other currencies also came under selling pressure, includ-
ing particularly the French franc and the Belgian franc.
These essentially speculative selling pressures were
strongly resisted by the authoritics of the respective coun-
tries. Since the dollar figured heavily in these flows—both
as a vehicle currency for many market participants and as
an intervention currency for central banks—the dollar also
occasionally came on offer, particularly late in the month
when a broader speculative demand built up for German
marks, Dutch guilders, and Swiss francs. By the month
end, the dollar had slipped some 2 to 3 percent against
these currencies from early-December levels. During Jan-
uary, to avoid a disorderly decline of dollar rates, the
Federal Reserve offered marks in New York on four differ-
ent days, selling a total of $47.3 million equivalent. These
sales were out of balances and were partly offset by $29.8
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million of purchases from correspondents during the
month.

The strains on European currencies continued into
February. But, after further strong official statements that
underlying economic conditions did not justify any re-
alignment of EC currencies, as well as sustained central
bank intervention complemented by domestic monetary
actions, the markets began to settle down once again by
midmonth.

The more effectively coordinated intervention through
late 1975-early 1976 and the expanded consultations
among the central banks were facilitated by various inter-
national agreements over the past year, including those
among the Federal Reserve, the German Federal Bank, and
the Swiss National Bank in London in February 1975, be-
tween the United States Treasury and the French Finance
Ministry in Rambouillet, and by the Interim Committee
of the International Monetary Fund (IMF) in Jamaica in
January 1976.

In December the dollar countervalues of the Federal Re-

serve’s Swiss franc and Belgian franc swap commitments
incurred prior to August 1971 were adjusted upward to
take into account the dollar devaluations of December 1971
and February 1973. At the same time, Belgian franc com-
mitments were lowered to reflect the franc’s December
1971 revaluation. As a result, the dollar equivalent of out-
standing indebtedness in these currencies was increased,
respectively, by $196 million to $1,167.2 million and by
$54 million to $315.8 million. Following these formal ad-
justments, the Federal Reserve began to acquire modest
amounts of these currencies in the market or through
correspondents to make progress toward liquidating that
debt. Specifically, in addition to the $6 million of Belgian
francs acquired in September, the System bought a further
$68.4 million equivalent in the market and from a cor-
respondent during December 1975-January 1976, of which
$62.9 million equivalent was used to repay swap draw-
ings in that currency. As a result, Belgian commitments
were reduced to $252.9 million of francs by the end of
January. In December-January the System acquired $16.3

Table ¥

FEDERAL RESERVE SYSTEM DRAWINGS AND REPAYMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Drawings () or repayments (—)

System swap 1975 1976 System swap
Transactions with J::raT;Tei]gl’S J::lTaT;tgie,nisQ’K
| fl th v January
National Bank of Belgitm ... 261.8 + 167 £33 (X —447 252.9
Bank of France ...........ccccooviiiionriineieeieeeessennees -0- {t 42? — 40.5 -0-
German Federal Bank ... 2187 {1654 e ~413.5 -0-
Netherlands Bank ......oooooooovveoooooomeeoeeoeeecooreeoesreiennons 32 + 49.0 {i gg:g — 88 -0-
Swiss National Bank ... 3785 +152.1 —159.4 +196.0% 567.2
Bank for International Settlements (Swiss francs) 600.0 600.0
0 O 1,462.2 jrae {11534 —462.8 e ~44.7 1,420.1

Note: Discrepancies in totals are due to rounding.

* Amount by which the dollar countervalue of the Federal Reserve’s pre-August 1971 Belgian franc commitments,
adjusted for the Belgian franc revaluation of 1971, was increased to reflect the two United States dollar

devaluations of 1971 and 1973.

+ Amount by which the dollar countervalue of the Federal Reserve’s pre-August 1971 Swiss franc commitments
was increased to take account of the two United States dollar devaluations of 1971 and 1973. This increase is
reflected entirely in the System’s position with the Swiss National Bank because of a transfer of Swiss franc
commitments from the Bank for International Settlements to the Swiss National Bank sufficient to keep

Federal Reserve commitments to the BIS within the $600 million swap facility.
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million of Swiss francs in transactions with correspondents,
which was held in balances against the outstanding debt
in that currency.

In sum, during the August 1975-January 1976 period,
the Federal Reserve purchased a total of $240.4 million
equivalent of foreign currencics and sold $106.5 million
equivalent. Operations in German marks accounted for
$149.7 million equivalent of total purchases and all of
the sales. The remaining purchases werc $74.4 million
of Belgian francs and $16.3 million of Swiss francs.

In other operations, the swap line with the Bank of
Mexico was increased from $180 million to $360 million
in August. The full amount was subsequently drawn by
the Bank of Mexico in September and October to meet
temporary needs and was fully liquidated prior to matu-
rity in December. In addition, on January 20, the Bank of
Italy drew $250 million under its swap arrangement with
the Federal Reserve.

GERMAN MARK

Unlike the United States, Germany remained in reces-
sion at midyear, with the economy not yet responding
to the expansionary fiscal and monetary policies pursued
since late 1974, Export demand was still weak as a
result of the deeper than anticipated recession in Europe,
and a sharp jump in the German savings rate, in response
to the deteriorating economic climate at home, kept do-
mestic demand in check. During the summer, therefore,
the German authorities took further steps to stimulate the
economy. In July-August the Federal government re-
vealed plans for an expanded public works program
to begin in the fall, coordinated with similar programs in
France, In mid-August the Bundesbank announced its
fifth cut in the discount and Lombard rates for the
year to 4 percent and 5 percent, respectively. It followed
up earlier moves to release reserves by reducing require-
ments on nonresident deposits to the level applicable to
domestic liabilities, In addition, to ease the strains on
German capital markets that resulted, at least in part,
from the swollen borrowing requirements of the German
government, the Bundesbank embarked upon large open
market purchases of Federal bonds, thereby injecting
further liquidity into the money market.

As a result, German short-term interest rates fell even
further below those in the Euro-dollar market and banks
placed large amounts of funds abroad. These outflows,
reinforced by large-scale unwinding of nonresident invest-
ment in German portfolio securities and an unfavorable
shift of leads and lags, more than offset a continuing but
much reduced surplus on current account. Thus, market
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psychology shifted decidedly against the mark and, with
some dealers moving to take up short positions, the
German mark was pushed down by almost 10 percent
from Junc to trade around $0.3900 early in August. As
the mark declined, the Federal Reserve had acquired
sufficient marks to repay by late July all remaining swap
drawings on the Bundesbank incurred in market opera-
tions since October 1974 and, in early August, began
building up a small balance.

Meanwhile, German capital markets remained strained
and Jong-term interest rates showed no tendency to ease
in response to the steady drop in short-term rates. Con-
sequently, the German authorities moved further to pro-
vide assistance to these markets, while also offsetting
some of the capital outflows, by announcing a relaxation
of controls on foreign purchases of German securities.
In this connection, prohibitions on interest payments for
nonresident deposits were eliminated and the authorities
extended through September their recent one-month ban
against the flotation of new foreign bond issues in
Germany.

Following these actions, the German mark steadied,
trading with little day-to-day fluctuation until mid-
September. At that point, the Bundesbank eased mone-
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tary policy further by reducing its discount and Lombard
rates another Y2 percentage point and increasing banks’
rediscount quotas. At the same time, however, United
States interest rates firmed again, and these divergent
trends triggered a renewed rise of the dollar across the
board. The mark came heavily on offer, extending its
slide a further 4%2 percent to a nineteen-month low of
$0.3728 by September 23. The Bundesbank sold a large
amount of dollars to moderate the decline. The Federal
Reserve also purchased marks to add to its balances,
acquiring since early August $59.3 million equivalent.

As reports of concerted European intervention to as-
sure orderly markets circulated, market expectations of
further sharp declines in the mark rate subsided. Dealers
then started to cover the short positions that they had
built up while the mark was weakening. Moreover, by
this time the earlier capital outflows from Germany began
to taper off. German banks reduced their placements
abroad to meet growing demand for credit at home
from both the private and public sectors. At the same
time, public authorities, taking advantage of the leeway
provided by the easing of controls on capital inflows,
began to import funds from abroad. Thus, within days
the mark rebounded. almost to the levels of early Sep-
tember, and this rapid turnaround inserted a note of
caution in the market.

Meanwhile, the dollar was coming on offer, as dealers
focused increasingly on the widespread press coverage
of New York City’s fiscal difficulties and as United States
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money market rates turned down. At the same time,
Germany was recording a pickup of consumer demand
and a modest revival of foreign orders. These early signs of
recovery, plus expectations that the Bundesbank would
soon suspend its support for the bond market, led many
market participants to anticipate an early firming of Ger-
man interest rates.

Consequently, demand for marks was building up when
a sizable shift of funds out of sterling into marks as well
as French francs on October 1 sparked heavy bidding
for marks. As trading grew progressively more nervous,
the mark began to swing more widely and the Bundes-
bank and Federal Reserve both resumed intervention to
maintain orderly trading conditions. Operating on four
days between October 1 and October 15, the Federal
Reserve sold a total of $50.1 million equivalent of marks
from balances. Thereafter, although the rate remained
volatile and the Bundesbank continued to intervene in
Frankfurt, trading activity in New York was subdued and
there was no further need for sales of marks by the
Federal Reserve, During periods of dollar buoyancy in
October, however, the System was able to purchase
$36 million equivalent of marks for future contingencies.
By late October the mark had leveled off at around
$0.3900, up 4%% percent from its mid-September lows.

By November, market fears of a cumulative decline
in dollar rates had quieted. The actual suspension of the
Bundesbank’s support program for the domestic bond
market was taken in stride by the German capital markets,

Table III

DRAWINGS AND REPAYMENTS BY FOREIGN CENTRAL BANKS
AND THE BANK FOR INTERNATIONAL SETTLEMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars

Drawings (4) or repayments (—)
Drawings on Drawings on
Banks drawing on Federal Reserve 1975 1976 Federal Reserve
Federal Reserve System System outstanding System outstanding
January 1, 1975 January 31, 1976
I 1] 11 v January
Bank of JTHaly ..ot -0- -0- -0- -0~ -0- +250.0 250.0
Bank Of MEXICO ....ococooovieeiiieiieiie ettt s -0- -0- -0- +180.0 {igggg -0- -0-
Bank for International Settlements (against German marks) ... -0- { i‘gg {t%g {i‘{%gg {t %38 -0- -0-
- +45.0 +1.0 +305.0 +199.0
TO1Al .. ernrennsr et oo - {380 1 (A9 | {13959 | {H1588 | +2s00 250.0
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with little impact on bond yields. Progress toward a com-
promise resolution of New York City’s fiscal problems,
culminating in President Ford’s announcement of tempo-
rary Federal aid to the city on November 26, reassured the
markets. Moreover, the finance ministers attending the
Rambouillet summit meeting pledged to work for greater
stability in economic and financial conditions and to act
to counter disorderly market conditions or erratic fluctu-
ations in exchange rates. Reports of this agreement were
generally well received in the exchanges. As a result,
speculative demand for marks subsided, and the mark
moved down toward levels of early September. A leveling-
off of United States interest rates, as well as news
of an eighth consecutive large United States trade surplus
in October and of a smaller than expected German sur-
plus for that month, helped sustain the decline. Thus,
by mid-December the mark had dropped back 3 percent
from its late-October highs to $0.3792, As the mark
eased, the Bundesbank sold most of the dollars it had
taken in during October while the Federal Reserve took
the opportunity to purchase $24.6 million equivalent of
marks to add to balances.

During the rest of December, trading in marks was
generally orderly and the Federal Reserve intervened on
only two occasions. On December 19, European cur-
rencies were suddenly bid up against the dollar following
erroneous reports from the Group of Ten Paris meeting
that the Bank for International Settlements (BIS) would
be willing to auction IMF gold to central banks. The Fed-
eral Reserve entered the market with modest offerings of
marks, selling $6 million equivalent from balances. Late
in the month, when some large commercial purchases of
marks provoked sharp increases in the mark rate in other-
wise thin holiday markets, the Bundesbank and the Federal
Reserve again intervened, with the System selling $3.1
million equivalent from balances.

By the turn of the year, prospects for the German
economy brightened considerably. Evidence of recovery
continued to mount, with a reported gain in gross na-
tional product (GNP) and increases in export orders. In
addition, Germany’s trade balance had widened again.
Thus, when the exchanges reopened for the first full
day of trading on January 5, the mark was easily pulled
up in the wake of a renewed sharp rise in the Swiss franc.
Following up on coordinated central bank intervention
in Europe, the Federal Reserve sold that day $23.1 mil-
lion of marks from balances. Thereafter, in the aftermath
of the Jamaica agreement on monetary reform, trading
quieted. The spot mark gradually scttled back against
the dollar through mid-January, with the Federal Reserve
selling only a further $3.8 million equivalent from bal-

ances to resist a sudden rise in the mark on January 14.
Otherwise, the System added $29.8 million equivalent to
balances through purchases from correspondents.

Late in January, however, divergent pressures among
the European currencies, enveloping first the Italian lira,
then the French franc and the Belgian franc, began
to spill over into the market for German marks. At
first, in the nervous trading following the suspension
of official support for the lira, the mark slipped back
to $0.3823. But, as some of the funds coming out of
those European currencies that were weakening were
shifted into marks, the mark rate moved up steadily
against these currencies and then against the dollar as
well. On two days when trading threatened to become
disorderly, the Federal Reserve sold a total of $20.4
million equivalent of marks to steady the market, financing
these sales from balances. By January 30, the mark
reached a rate of $0.3868, some 334 percent above its
September low.

STERLING

In the first quarter of 1975, sterling remained steady
in terms of its “effective” trade-weighted change since
December 1971 at a depreciation of 21.5 percent. As the
dollar weakened against all main currencies at this time,
sterling showed a modest gain in dollar terms. Neverthe-
less, markets had become increasingly discouraged over
the prospects for sterling. As elsewhere, the British econ-
omy had slipped into serious recession. But, in contrast to
other industrial countries, inflation in the United Kingdom
was approaching runaway proportions, fueled by wage in-
creases of as much as 30 percent per annum. Aside from
the potential strains on the domestic social fabric, the
inflation threatened to erode the clear progress Britain
had made in narrowing its previously massive current-
account payments deficit. That deficit nevertheless re-
mained uncomfortably large, and traders had become
doubtful that it could be fully financed since United King-
dom public sector borrowings abroad had slowed, and new
OPEC (Organization of Petroleum Exporting Countries)
investments in sterling assets began to taper off as OPEC
surpluses declined. Consequently, sterling had become
vulnerable to selling pressure, and in the three months
to thc end of June it had dropped some 10 percent
against the dollar and to an “effective” depreciation since
December 1971 of 28.9 percent.

By that time, however, the United Kingdom govern-
ment had begun to negotiate with labor and management
a voluntary arrangement to limit wage increases to
£6 per week over the next year. This arrangement,
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backed up by a program of price restraint, was designed
to bring the inflation rate down to 10 percent by the end
of 1976, comparable to levels then prevailing in most
of the leading European countries. In addition, short-term
British interest rates were increased, thereby restoring the
differential in favor of the pound which had been partially
eroded by firmer United States interest rates. These mea-
sures took some of the immediate pressure off sterling.
It therefore continued to trade around $2.15%2, even
as the dollar strengthened sharply against the main
Continental currencies, thereby narrowing its trade-
weighted depreciation to 26.2 percent at the end of July.

Until the voluntary restraint could be tested, the market
nevertheless remained skeptical that this new approach
would slow Britain’s inflation significantly. Thus, when
end-of-July demand for oil royalty payments passed,
traders cautiously rebuilt some of their short sterling
positions and, as the dollar continued to strengthen, the
spot rate dropped off to a low of $2.0975 on August 11.
Sterling then steadied, as an increasing number of British
trade unions voted to accept the pay limits under the new
anti-inflation plan. Moreover, early in September Chan-
cellor Healey’s denial at the IMF annual meetings of any
government intention to seek a new depreciation of the
pound helped to reassure the market.

Britain’s trade deficit had begun to widen once again,
however, as imports for development of the North Sea oil
fields increased sharply. The announcement in mid-
September that the government would propose plans to

alleviate unemployment triggered exaggerated fears of
a general reflationary package, and the pound began a
sharp decline. Details of the government’s proposals
showed a more modest package of selective employment
measures than had been expected. Nevertheless, sterling
continued to fall off under heavy selling until early
October, when it reached $2.0262 for an effective depre-
ciation of 29.7 percent. The Bank of England intervened
flexibly to smooth the decline.

By early October the problems of New York City were
beginning to weigh on the dollar, and when United States
interest rates suddenly declined the pound joined other
European currencies in a generalized rise against the
dollar. Moreover, on October 6 the Bank of England
raised its minimum lending rate by 1 percentage point
to 12 percent in a move widely interpreted in the market
as reflecting the authorities’ intention to maintain favor-
able short-term interest differentials in order to discourage
outflows of funds. Consequently, a steady demand for
pounds developed, including a trimming of some of the
numerous short positions which had been built up previ-
ously. The pound thus recovered gradually to $2.0820 by
early November, with the Bank of England taking the op-
portunity to recoup some of its previous reserve losses.
Then, to supplement its resources further, the British gov-
ernment announced on November 7 that it would apply
for a total of $2 billion in drawings on the IMF, including
$1.2 billion from the IMF oil facility.

This recovery was short-lived, however, as the easing
of exchange market concerns over New York City’s fi-
nances soon buoyed the dollar at a time when the market
was reacting to a spate of pessimistic forecasts for the
United Kingdom in 1976. Sterling dropped off in dollar
terms through most of November, reaching a new low of
$2.0132 on November 28, before leveling off once again
in early December, but eased only gently in effective terms
to a 30.1 percent depreciation.

Beginning in December, some of the extreme exchange
market pessimism toward sterling started to lift. The
voluntary wage restraint program was effectively dampen-
ing wage increases, with clear evidence that inflation was
receding. There were also early indications that the British
recession was reaching bottom. Recovery was expected to
be slow in coming, but the government, having announced
a shift in priorities toward stimulating certain key indus-
tries and away from broad social welfare programs, had
reassured the market that it would strive to maintain
Britain’s competitiveness over the near term. This firmer
undertone for sterling continued through the year-end
and into early 1976, with the pound buoyed by further
covering of previous short positions, a pickup of com-

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



74 MONTHLY REVIEW, MARCH 1976

mercial demand, and the large interest rate differential
in favor of the United Kingdom. With inflation slowing,
the British authorities allowed domestic interest rates to
follow the easing of interest rates in the United States and
elsewhere. The improved market atmosphere helped shield
sterling from being drawn into the heavy speculation which
erupted in markets for continental European currencies in
late January. Having traded in the $2.02-$2.04 range since
early December, sterling held at around $2.0275 at the end
of January, for a net decline of nearly 6 percent against the
dollar and 4 percent on a trade-weighted basis since last
July. In January, the Bank of England cash reserves were
bolstered by the $1.2 million drawing on the IMF oil facility.

SWISS FRANC

During carly 1975, the Swiss economy was also dragged
into recession by the sharp downturns in its major
markets abroad. At the same time, recurrent financial,
speculative, and hedging demand pushed up the Swiss
franc in the exchanges, thereby threatening to weaken
further the competitive position of Switzerland’s already
strained export industries. To counter recessionary tenden-
cies in the domestic economy without reversing progress
already achieved in lowering inflation, the Swiss author-
ities took sclective fiscal measures. In addition, the Swiss
National Bank cut its discount rate 1 percentage point in
two steps to 4%2 percent by May 19 and reduced reserve
requirements, The authorities also took a variety of actions
to contain a further strengthening of the Swiss franc
and discussed with members of the EC currency ar-
rangement the possibility of establishing a link with the
snake as a means of stabilizing the franc against the other
European currencies. By midsummer, prospects of an early
association with the EC snake dimmed, however, and the
Swiss franc was again gaining ground against the EC
currencies even as it eased back against the dollar to
$0.3720 by early August.

By this time, the market was focusing increasingly on
the relationship between the Swiss franc and the German
mark, the currency of Switzerland’s major trading partner.
The recession in Germany was already deeper and more
prolonged than expected, while the economic slowdown
in Switzerland was viewed as correspondingly less severe.
As the market expected a further easing of liquidity in
Germany throughout the late summer and fall, therefore,
the Swiss franc continued to rise against the mark. To
moderate the franc’s advance, the Swiss National Bank
made frequent purchases of dollars on the exchanges.
Since these purchases were offset by continuing dollar sales
to foreign borrowers under the capital export conversion

program, they resulted in little net change in reserves.
Against the dollar, the franc drifted somewhat lower as the
dollar gained gencrally in the exchanges, slipping 2 percent
to $0.3643 by September 23.

Subsequently, however, as uncertainties surrounding
the New York City financial crisis and the trend
of United States interest rates weighed generally on the
dollar, the franc led the rebound of European currencies
against the dollar. Under these circumstances, the Na-
tional Bank stepped up its intervention. Also, to reduce
Swiss interest rates further, it lowered the official dis-
count and Lombard rates threc times, to five-year lows
of 3 percent and 4 percent, respectively, by October 29.
Moreover, to dampen speculative activity, the central
bank further tightened existing limitations on forward
Swiss franc transactions with foreigners. Nevertheless,
the franc continued to advance to a peak of $0.3817
by late October, while gaining another 2 percent against
the German mark from August levels. By early Novem-
ber, the National Bank’s intervention had helped to
reassure the market and, once a resolution to New York’s
financial crisis appeared to be in sight, the franc joined
in the general retreat of European currencies. The franc
cased back more gradually than other currencies, however,
slipping 2 percent to $0.3733 and rising another 2 per-
cent against the German currency.

By December, market sentiment toward the franc
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Table IV

UNITED STATES TREASURY SECURITIES
FOREIGN CURRENCY SERIES

In millions of dollars equivalent

{ssues (+) or redemptions (—)
Amount Amount
{ssued to outstanding 1975 1976 outstanding
January 1, 1975 January 31, 1976
| t 1t v January
Swiss National Bank ... 1,599.3 1,599.3
Total . ... 1,599.3 -0- -0- -0- -0- -0- 1,599.3

became even more bullish than before. By then, Swiss
consumer price inflation was down to a rate of 3.4 per-
cent per annum, well below rates elsewhere. The Swiss
trade account had swung into a surplus. Moreover,
an carly link with the EC snake was formally ruled
out and, with the franc already having moved through
parity with the Dutch guilder, the market soon came
to expect it would close in on the German mark
as well. A number of market participants with re-
cent and long-standing debts in Swiss francs therefore
began to cover their exposure. In addition, commercial
banks and private corporations moved actively to unwind
short franc positions against marks. Then, with the onset
of demand for Swiss francs for year-end window dressing,
bidding soon escalated. As a result, the franc rose strongly
against both the European currencies and the dollar.

To counter the upward pressure on the franc, the Swiss
National Bank provided substantial temporary liquidity
to the Swiss banks through a total of $1.8 billion of dollar
swaps over the year-end. It also intervened heavily in
the spot market, purchasing dollars to moderate the rise
in the spot rate. Although trading conditions were kept
generally orderly, the franc rate continued to firm and
reached $0.3823, its highest level in five months. In addi-
tion, it strengthened to above parity with the German mark,
while increasingly pulling up other currencies along with
it against the dollar.

When the Swiss foreign exchange market reopened on
January S after the New Year holiday, however, a bunch-
ing of orders to buy Swiss francs triggered a further sharp
rise in the Swiss franc rate. Professional traders, con-
cerned about the liquidity-tightening effects of the sub-

stantial repayment of year-cnd swaps, were reluctant to
provide much resistance to this increase. Thus, the
advance picked up momentum, as more corporations
rushed to hedge their long-term Swiss franc borrowings
and as funds flowed into Switzerland from Italy where
the lira had come under heavy selling pressure. On that
day alone, the Swiss franc rate jumped 1Y percent to
$0.3863. Then, and over subsequent days, the Swiss
National Bank provided forceful resistance to a further
rise by large-scale dollar purchases, both in Zurich and
through the Federal Reserve in the New York market.
In the first week of trading in January, the Swiss central
bank took in over $400 million and, as the market became
aware of the magnitude of its intervention, trading con-
ditions gradually settled down.

Thereafter, the franc eased back, and the market was
further reassured by the announcement of another cut
in the official discount rate to 2%4 percent on January 12.
Moreover, the monetary authorities issued new regulations
to monitor more closely the Swiss banks’ open foreign
currency positions. Therefore, late in the month, the franc
lagged behind the rise of the mark as pressure within the
EC snake built up. Nevertheless, by the end of January,
the Swiss franc at $0.3844 was 3% percent higher than
six months before.

In December, the Federal Reserve, the Swiss National
Bank, and the BIS agreed to adjust the System’s pre-
August 15, 1971 remaining swap commitments to take
account of the December 1971 and February 1973 dollar
devaluations. As a result, the total dollar countervalue
of the commitments was increased by $196 million. Since
the swap line with the BIS was already fully drawn, a por-
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tion of Swiss franc commitments with the BIS was trans-
ferred to the Swiss National Bank, so that the entire
"increasc was reflected in the System’s outstanding com-
mitments to that bank. Total System indebtedness to the
Swiss National Bank was, therefore, raised to $567.2 mil-
lion. In December-January, the Federal Reserve bought
$13.2 million equivalent of Swiss francs from the Swiss
National Bank against sales of various foreign currencies
that the System had acquired either in the market or from
correspondents and an additional $3.1 million equivalent
from other correspondents. The total $16.3 million equiv-
alent of Swiss francs was held in balances against out-
standing swap debt in that currency.

FRENCH FRANC

During the first half of 1975 a massive turnaround
in France’s external position had progressively bolstered
market sentiment toward the French franc., Trade pros-
pects had been brightened by announcement of substan-
tial export contracts from OPEC, while heavy liquidation
of inventories, reduced energy requirements, and a severe
recession at home had cut into imports, Thus, the trade
balance swung from a $3.9 billion deficit in 1974 to
a $1.6 billion surplus by midyear, sufficient to eliminate
France’s oil-inflated deficit on current account. Mean-
while, monetary policy was kept relatively restrictive in
order to combat France’s still high rate of inflation.
Interest rates, therefore, moved further above those in
most other countries, stimulating sizable inflows of funds
from abroad, and French companies were encouraged to
borrow some $1.3 billion abroad.

As a result, the franc gained strongly in the exchanges
not only against the dollar but also against other Euro-
pean currencies. By midyear, the spot rate had appreci-
ated almost 20 percent from its low of August 1974 to
be again in reach of its central rate against the German
mark and other EC currencies. Meanwhile, the Bank
of France had intervened to moderate the franc’s rise,
and its dollar purchases were partially reflected in the
$2 billion increase in foreign exchange reserves over the
same period. On July 10 the franc rejoined the EC snake
at its existing central rate and, thereafter, the Bank of
France resumed purchasing moderate amounts of dollars.
From $0.2288 on August 1, the franc moved up with the
other European currencies before easing back in late
August, even as the Bank of France intervened to dampen
upward pressure on the franc and keep it in the middle
of the EC snake.

In the meantime, the domestic economy continued
to weaken and unemployment was still rising rapidly.
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In early September, President Giscard d’Estaing an-
nounced a major fiscal package, which would provide sub-
stantial stimulus through an investment tax credit and
through large-scale expenditures on social infrastructure
investments and transfer payments. At the same time,
the Bank of France’s discount rate was reduced by
1Y% percentage points to 8 percent. In addition, reserve
requirements on demand deposits were lowered from
11 percent to 2 percent to inject additional liquidity into
the banking system, and credit regulations were eased
to stimulate construction and consumer spending. This
expansionary package first gave pause to the market
but, after a temporary decline in the franc rate, strong
commercial demand reappeared and the franc eased
back less than other EC currencies when the dollar ad-
vanced across the board after mid-September.

Thus, by late September, the French franc had emerged
near the top of the EC band, a position it was to hold
through the year-end. It continued to benefit from rela-
tively high interest rates, conversions of foreign borrow-
ings, and inflows of funds following renewed tensions in
the Middle East. In addition, by comparison with other
countries in the EC, France appeared more likely to enjoy
a modest economic recovery than those more dependent
on a revival of demand in export markets. Consequently,
the franc joined in the rebound of European currencies in
late September and October, as the dollar generally weak-
ened in response to concern over New York City and to
an easing of United States interest rates. Bidding for
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francs was frequently heavy and, despite large dollar pur-
chases by the Bank of France to avoid pressures within
the snake, the spot rate strengthened to a high of $0.2306
by the end of October. Thereafter, as the dollar regained
buoyancy generally, the spot franc settled back some 3
percent against the dollar during November and Decem-
ber. Although the Bank of France’s dollar intervention
tapered off, it began to purchase small amounts of German
marks to keep the franc off the top of the snake. The
central bank intervention was partly reflected in French
official exchange reserves, which had swelled by over
$2 billion in the six months through the end of December.

Shortly after the new year, however, market senti-
ment toward the franc suddenly turned bearish, With
the French economy picking up some momentum, the
trade balance was moving into deficit, prompting deal-
ers to reassess the outlook for the franc. As French
credit conditions improved, French companies repaid
some of their previous foreign borrowings. At the same
time, the government reaffirmed that new foreign borrow-
ings would be strictly limited and, with fewer approved
issues still in the pipeline, demand from conversions
tapered off. Against this background the franc came
heavily on offer in mid-January, after a leading French
commercial bank predicted a large 1976 trade deficit and
called for a slight downward exchange rate adjustment.
Substantial commercial selling of francs, including bidding
for dollars by French oil companies to meet midmonth
payments, sustained the decline. By January 20, the franc
rate had slipped to $0.2230 and had also weakened
against other EC currencies despite moderate resistance
by the Bank of France.

Thus, the franc was already vulnerable in the ex-
changes, when news of the suspension of official interven-
tion in Italy on January 21 quickly unsettled the mar-
ket. In responsc, dealers scrambled to unload long French
franc positions and leads and lags shifted against the
franc, pushing the spot rate down % percent against
the dollar and Y4 percent against the German mark.
The Bank of France sold large amounts of dollars and
smaller amounts of German marks to keep the franc from
falling to the bottom of the EC snake. Selling pressure
nevertheless remained intense, as rumors began to cir-
culate of a possible downward adjustment of the franc.
These rumors were forcefully denied by French Finance
Minister Fourcade and Foreign Trade Minister Barré. On
the last days of January, the balance of speculative forces
in the market began to tip in favor of the mark. Thus,
the French franc, while still generally on offer, bottomed
out at $0.2219 and traded around $0.2236 at the month
end, some 2% percent below early-August levels,

ITALIAN LIRA

Through early summer 1975, following a period of
severe monetary restraint, Italy had cut back domestic
inflation significantly. It had also achieved a drastic turn-
around in its current-account payments position, from a
$7.5 billion 1974 deficit to near balance in the first half of
last year. Italy’s previous payments difficulties had led to
about a 25 percent weighted-average depreciation of the
lira since early 1973 and to a large accumulation of for-
eign debt by private and state-owned enterprises. The
Italian authorities still sought greater wage and price stabil-
ity, which could strengthen the current account further
and bring the overall payments account into equilibrium.
Nevertheless, the progress thus far in 1975 had been at the
cost of a severe drop in output and rise in unemployment.
At the same time, although many Italian exports were
clearly competitive in world markets and Italy’s recession
was deeper than elsewhere, the protracted weakness in
foreign demand had frustrated prospects for the kind of
export-led recovery which was considered essential for the
lira’s longer term stability in the exchange markets.
Through most of early 1975, the lira had moved more
narrowly than other EC currencies against the dollar,
rising by 4 percent through the end of May and falling by
6 percent in June and July to $0.001505. While the lira
eased against the dollar in the early summer, its improve-
ment against other EC currencies had enabled Italian pub-
lic authorities and Italian banks to repay substantial
foreign debts.

Late in July, to deal with the deepening recession, the
Italian government announced a $5% billion equivalent
reflationary package. The lira came under some selling
pressure in early August, dipping below $0.001500, and
the Bank of [taly intervened to moderate the decline. The
immediate nervousness soon passed, however, and the
cumulation of seasonal demands, largely receipts from
tourism, buoyed the lira through early September. The
Bank of Italy was thus able to recoup part of its earlier
sales, while also taking into reserves the proceeds of Italy’s
$930 million drawing on the IMF on September 4.

In September, while following the general decline
against the dollar through late month, the lira began to
ease against other European currencies as well. In a
further step to stimulate the economy, the Bank of Italy
cut its discount rate on September 15 for the second
time in 1975, from 7 percent to 6 percent, and adjusted
its other lending rates by a similar margin. With interest
rates generally steady elsewhere, Italian importers repaid
commercial credits granted in 1974 and Italian banks
moved to liquidate more of their foreign currency
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liabilities. Consequently, outflows of short-term funds
began to weigh on the spot rate, and the lira followed
only part way in the general rise of European currencies
against the dollar in late September and early October,
even as the Bank of Italy resumed support of the spot rate
through doilar sales.

By late fall, Italian industrial activity was showing only
tentative signs of recovery as sectoral bottlenecks blunted
the impact of the fiscal and monetary stimulus that had
been provided. Meanwhile, the financing of an increased
budget deficit-—estimated at nearly 10 percent of GNP—
and the continuing release of funds held under the import
deposit scheme contributed to a rapid expansion of the
monetary base. Against this background, imports began to
pick up sharply as some firms restocked depleted inven-
tories. Thus, the trade balance deteriorated sufficiently to
erode the surplus that had emerged by midyear. With re-
newed capital outflows developing, selling pressure on the
lira began to build up in the exchanges, and the Bank of
Italy had to provide heavy support to keep the lira in line
with other European currencies. By the year-end, these
losses had reduced official exchange reserves to $1.3
billion.

Shortly after the new year, a cabinet crisis precipitated
by the withdrawal of Socialist Party support for the mi-
nority coalition culminated in the resignation of the
government. As efforts went forward to strike a new
political compromise on which a viable cabinet could be
formed, selling pressure on the lira grew heavy. At first,
the outflows were readily met with forceful intervention
by the Bank of Italy, and the market was in better balance
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by January 9. Nevertheless, the substantial reserve losses
by the Italian authorities had become a matter of discus-
sion in the press and of concern in the market. Moreover,
uncertainties over the lira’s prospects were compounded
when loans to Italian institutions were mentioned in the
spate of allegations appearing in the United States press
over the condition of United States banks, and renewed
heavy selling pressure soon erupted. By January 20, the
Bank of Italy had sold more than $500 million since the
beginning of the year and, to add to its cash balances, on
that day drew $250 million under the swap line with the
Federal Reserve.

But by this time, in the absence of the formation of a
new government, the Italian authorities were facing some
hard choices. These were well described by Professor
Paolo Baffi, Governor of the Bank of Italy, in an address
to the Institute for Advanced Military Studies in Rome on
January 15, 1976:

I would say that the task of defending the lira at
present may be likened to that of defending a for-
tress with insufficient supplies of food and ammuni-
tion and with the cordon of the besieging army clos-
ing further and further in every day. In this analogy
the territorial inroads represent the progessive loss
of purchasing power of the lira; the gradual ex-
haustion of supplies of food and ammunition cor-
responds to the erosion of the foreign exchange
reserves and of Italy’s credit standing abroad, In
the conduct of economic policy, however, we find
no counterpart for two fundamental imperatives in
a state of seige, viz., food rationing and unity of
command.

The counterpart of rationing might be found in
a genuine incomes policy for which there have been
vain demands for more than a decade. The counter-
part of unity of command would be a broad coor-
dination of economic policy on the basis of a con-
sistent set of objectives, one of which must be
monetary stability.

On January 21 the Italian authorities announced that,
to conserve reserves, the Bank of Italy would suspend
official dealings in the exchange markets. This decision
left the lira effectively floating freely in the exchanges
and, as selling continued over the next few days, the spot
rate plummeted by some 6% percent in occasionally dis-
orderly trading. The lira continued to fluctuate widely
over the rest of the month, closing on January 30 at
$0.001321, some 10 percent below levels prevailing
before the cabinet resignation. The proceeds of the $250
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million swap drawing on the Federal Reserve remained
unused but available for intervention by the Bank of
Italy to maintain an orderly exchange market following
resumption of official dealings, ultimately set for March 1.
Treasury Minister Emilio Colombo reported to Parliament
late in January that official intervention policy would be
aimed at “assuring a normal development of international
transactions, eliminating accidental oscillations in the lira
rate due to purely speculative transactions, and orienting
the lira toward a level indicated by medium-term underly-
ing balance-of-payments trends”.

NETHERLANDS GUILDER

To stimulate a still sluggish domestic economy, fiscal
and monetary policy in the Netherlands continued to be
relaxed throughout early 1975. As a result, monetary
growth had accelerated and, although the Netherlands
Bank temporarily absorbed some of the excess liquidity
from time to time, Dutch short-term interest rates de-
clined steadily to levels well below those in the United
States, Germany, and Belgium. Thus, Dutch commercial
banks had placed increasing amounts of funds abroad,
both in the Euro-dollar market and in Continental finan-
cial centers. Moreover, long-term capital outflows, in-
cluding several new Euro-guilder bond issues, remained
substantial. Together, these flows more than offset the
large Netherlands current-account surplus.

The guilder, therefore, had declined more steeply
against the dollar than other EC currencies during early
summer, contributing to a narrowing of the EC snake. In
August, Dutch interest rates eased further, and the Nether-
lands Bank cut its discount rate by Y2 percentage point to
55 percent. Partly in response, the guilder drifted back
to about $0.3775. Then, after holding fairly steady through
mid-September, it dropped back another 4 percent to a
nineteen-month low of $0.3629 as the dollar advanced
across the board. But, toward the end of September, the
guilder rebounded with other European currencies, as New
York’s fiscal crisis and declining United States interest rates
weakened the dollar generally.

Meanwhile, the Netherlands current account had been
further bolstered by growing foreign sales of Dutch nat-
ural gas. In addition, Dutch short-term interest rates
bottomed out in response to seasonal factors. Although
the Netherlands Bank took in dollars on a swap basis,
providing guilders to prevent a tightening of liquidity
from exerting strong upward pressure on the exchange
rate, the guilder remained buoyant both against the dollar
and the other EC currencies throughout the late fall. On
those occasions when new developments in New York City’s
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ongoing fiscal crisis unsettled the markets, the guilder was
bid up strongly with other currencies and the Netherlands
Bank bought small amounts of dollars to maintain orderly
markets. Even so, by early November, the guilder had ad-
vanced 5V4 percent from its September lows to $0.3818.

Once elements of a compromise to New York’s finan-
cial problems began to emerge late in November, the
guilder eased back to trade through the year-end around
$0.3728. Against other European currencies, however, it
remained firm. Dutch current-account surpluses continued
to cumulate, and prospects improved for further gains in
manufactured exports as signs of a recovery of demand
abroad, especially in Germany, started to appear. In addi-
tion, it was announced that the previous ban on interest
payments to nonresidents would be lifted, effective January
1, 1976. By late December, the guilder was pushing against
its upper limit within the Benelux currency arrangement,
although at first only modest intervention by the Dutch
and Belgian central banks was needed to maintain the 172
percent margin between the two currencies.
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By late January, however, demand for guilders was
exerting greater upward pressure, not only against its
partner in the Benelux band but against all EC currencies.
Substantial payments for gas and refined oil exports,
interest charges on outstanding Euro-guilder loans, and
other month-end commercial demands combined to swell
bidding for the Dutch currency. Then, on January 28,
a press report that the Benelux band might be abandoned
triggered large-scale speculative demand for guilders
against sales of Belgian francs. Although this report was
officially denied both in Amsterdam and in Brussels,
the pressures intensified on the last two days of the
month, as rumors of a realignment of parities among
EC snake currencies—including a possible revaluation
of the guilder—circulated in the market. To maintain
the Benelux limits, the Netherlands Bank, intervening in
coordination with the National Bank of Belgium, bought
substantial amounts of Belgian francs as well as dollars.
In a further effort to relax pressure on the guilder, the
Netherlands Bank also announced on January 30 a
Y4 percent cut in its bank rate to 4 percent and a 1 per-
cent cut in its other interest rates. Nevertheless, by the end
of January the guilder had firmed to $0.3752, for a net
rise of 314 percent since its mid-September low.

BELGIAN FRANC

By midsummer 1975 the deepening recession in neigh-
boring countries had exerted a serious drag on the Belgian
economy, pulling industrial production down by over
10 percent and pushing the unemployment rate up to
62 percent. But the rate of inflation remained persistently
high and above the rates of some of Belgium’s major
trading partners. Faced with this dilemma, starting in May
1975, the government had imposed a selective price freeze
to break inflationary expectations while gradually easing
monetary conditions to stimulate the economy. By
August 21, the National Bank of Belgium had cut its dis-
count rate in two steps to 6 percent, generally in line
with the easing of interest rates elsewhere on the Con-
tinent, and had released commercial bank reserves. Thus,
the Belgian franc joined in the general downtrend of
currencies against the dollar, easing to $0.026040 by
early August while remaining in the upper half of the
EC band.

During September the market became concerned that
Belgium’s inflation, fueled by a continued rise in price-
indexed wages, was not slowing as rapidly as hoped in
response to the price freeze. With the trade balance wors-
ening in the face of depressed demand abroad and the
implementation of a rather low interest rate policy, the

commercial franc became vulnerable to selling pressures.

Against this background, as the dollar advanced
strongly in the exchanges just after mid-September, the
franc fell away more rapidly than other European cur-
rencies. By September 23, the commercial franc had
dropped 5 percent to $0.024730 and, to cushion the
decline, the National Bank of Belgium sold moderate
amounts of dollars. For its part, the Federal Reserve took
this opportunity to resume purchases of Belgian francs
against outstanding swap debt incurred before August
1971, acquiring $6 million equivalent over September
23-24. Pressures on the Belgian franc then subsided, and
the commercial rate rebounded with other European
currencies in late September and October. On a few occa-
sions during this time, the National Bank made small
purchases of dollars to maintain orderly market conditions
in Brussels.

During November and early December the Belgian
franc again drifted down against the dollar along with
other EC currencies. Concern over Belgium’s price per-
formance continued especially after proposed govern-
ment anti-inflationary measurcs ran into opposition from
the labor unions and within Parliament. Consequently,
the franc cased to ncar the bottom of both the EC snake
and the separate Benelux band. The authorities were able,
however, to stabilize the franc’s position within those
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limits with only occasional modest dollar sales.

Meanwhile, on December 2, the Federal Reserve
and the National Bank of Belgium implemented an
earlier agreement to adjust commitments under outstand-
ing Federal Reserve swap drawings, initiated prior to
August 15, 1971. As a result of these adjustments, the
System’s debt in Belgian francs was decreased to take
into account the 1971 Belgian franc revaluation and the
corresponding assets of the National Bank of Belgium
were increased by $54 million to $315.8 million to take
into account the dollar devaluations of 1971 and 1973.
Subsequently, the Federal Reserve resumed a program of
regular market purchases of small amounts of Belgian
francs and used these acquisitions to repay $18.1 million
equivalent of outstanding debt before the year-end.

In December and carly January, trading in commercial
Belgian francs was fairly balanced but, with the Dutch
guilder on a rising trend, the Benelux band was extended
to its 1% percent limit. Intervention was modest, though,
until generalized speculation over European currency
relationships emerged in late January. In particular, on
Wednesday, January 28, the pressures on the Benelux
band sharply intensified in response to newspaper reports
that the Benelux currency arrangement might be dis-
banded. The reports were strongly denied by both govern-
ments, but the National Bank of Belgium and the Nether-
lands Bank were obliged to absorb large amounts of francs
through sales of guilders to maintain the limits of the
band. The National Bank supplemented this intervention
with sales of dollars as well. Moreover, since much of the
speculation was in the form of adverse shifts in leads and
lags, the National Bank responded by raising interest rates
on a variety of trade-related paper. The pressure against
the franc then subsided, at least temporarily, with the Bel-
gian franc trading on January 30 at $0.025470, 2V4 percent
below the levels of six months before. Meanwhile, the
Federal Reserve continued to make modest purchases of
Belgian francs and repaid a further $44.7 million of swap
debt. The remaining 1971 commitments in Belgian francs
were thereby reduced to $252.9 million by the end of
January.

JAPANESE YEN

Japan had begun to pull out of recession ahead of most
other industrial countries, but by midsummer the recovery
was losing its initial momentum. Thus, the market ex-
pected the authorities would follow up their increasingly
stimulative policies of the spring with additional reflation-
ary measures and a further gradual easing of monetary
policy. Meanwhile, the deep and long-lasting recession
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abroad had seriously clouded prospects for Japanese ex-
ports. Although Japan’s trade account surplus had widened
substantially earlier in the year, by the summer the market
was increasingly concerned that export demand would
prove insufficient to cover any growth in imports pulled
in by the incipient recovery.

As a result, the yen had lost buoyancy in the exchanges
and, as demand for dollars built up in Tokyo, the spot
rate had slipped back 44 percent from early-March
levels to ¥298 ($0.003356) by early August. As expected,
the Bank of Japan on August 12 cut its discount rate
by 12 percentage point to 7% percent and indicated it
would regulate various limits on bank credit expansion
more flexibly. In addition, on September 17 the govern-
ment announced another package of measures to aid the
recovery, including increased public works expenditures
and financial aid to medium- and small-size firms, while
further relaxation of monetary policy was suggested as
well. Meanwhile, many exchange dealers were worried
over the possible deterioration of Japan’s current balance,
and news of the collapse of a major Japanese industrial
corporation had caused concern over the financial position
of Japanese companies. Thus, the yen remained on offer
in sporadically heavy trading throughout August and
September. The Bank of Japan intervened forcefully first
at ¥298 and then, as the dollar gained strongly elsewhere
in the exchanges, it moved the intervention level in two
steps to ¥303 ($0.003300). The heavy intervention was
reflected in a two-month decline of $1.4 billion in Japa-
nese official foreign exchange reserves,

By late September a bunching of export bill con-
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versions and the decline of dollar rates against the major
European currencies helped to relieve the pressure on
the yen. Thus, previously adverse leads and lags were
reversed, providing support for the spot rate even as the
current-account deficit widened. Moreover, net capital
outflows through nonresident sales of Japanese securities
slowed, as United States interest rates began to decline
and OPEC interests made occasionally sizable invest-
ments in yen. In this improved atmosphere, there was little
market reaction to announcement of a long-anticipated
discount rate cut to 62 percent on October 23. In fact,
the yen traded below the ¥303 level from mid-October
to mid-November.

Selling pressure on the yen soon reemerged, however,
in reaction to a variety of events. Following the November
15-17 Rambouillet summit meeting, the Japanese press
carried reports suggesting that the yen might be allowed
to weaken further before the January 1976 Jamaica
conference of the IMF. A public workers’ strike also
had an adverse effect, as did news of an increased
Japanese current-account deficit in October and scaled-
down estimates of the strength of the Japanese recov-
ery. The Bank of Japan, while lowering its intervention
level, again offered firm resistance to the yen’s decline,
and by mid-December the spot rate bottomed out at
¥3063% ($0.003260), some 2% percent below early-
August levels, Thereafter, bearish sentiment began to lift
on a combination of positive factors, including an expected
increase in January of the swap quotas for foreign banks in
Japan and heavier than anticipated export bill conversions.
Consequently, the exchange market came into better bal-
ance in quieter trading through the year-end.

By early 1976 the pendulum had swung back in favor
of the yen. The outlook for the trade balance brightened,
as economic recoveries elsewhere bolstered export pros-
pects while the slowing of Japan’s recovery dampened
import growth. Moreover, in response to a renewed de-
cline in United States money market rates, foreign pur-
chases of Japanese securities picked up. Thus, traders
began to cut back long dollar positions. By the month end,
the yen was bid back up to ¥303% ($0.003293), some 1
percent above December’s low. Meanwhile, the Bank of
Japan purchased dollars to moderate the yen’s advance,
contributing to a reserve gain of $338 million in January.

CANADIAN DOLLAR

In the spring and early summer of 1975, the mar-
kets had taken a bearish view of the outlook for Can-
ada’s payments position. Canada’s current account had
already swung into deep deficit. And, with Canada’s eco-
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nomic downturn both milder and shorter than those abroad,
imports were rising more rapidly than exports. Moreover,
Canada’s rate of inflation remained high, particularly com-
pared with that of the United States. New labor set-
tlements suggested that wage rates would continue to rise
sharply, threatening further erosion of Canada’s competi-
tive position. To contain inflationary pressures, monetary
policy had been tightened somewhat in the spring, and
modest favorable interest rate differentials had emerged by
May. But uncertainties over the economic outlook blunted
any significant inflows of short-term funds, thereby leaving
a potentially large payments gap to be filled by long-term
Canadian borrowings abroad.

Consequently, the market for Canadian dollars was left
vulnerable to shifting expectations over the extent to which
Canadian borrowers could tap these markets. During the
first half of the year, a heavy schedule of foreign public
and private issues in other markets, particularly in the
United States, had at times seemed to preclude additional
large Canadian offerings. Thus, the Canadian dollar had
been under recurrent selling pressure, declining by some
4 percent from $1.0100 in January to $0.9696 by the end
of July. The pressure reappeared in early August, and the
rate slipped to $0.9616, its lowest level in five years,
by August 18.

Over the following weeks, the atmosphere began to
improve in response to signs of an improved outlook for
Canadian placements abroad as well as to reports of Soviet
demand to finance large new grain purchases in Canada.
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By September, new foreign borrowings by municipal and
provincial agencies had been placed and a large number
of Canadian corporate issues in the Euro-bond market
were announced, as firms began to take advantage of the
planned removal of withholding taxes on foreigners’ hold-
ings of long-term Canadian corporate securities. As pro-
ceeds of these various new issues were converted into
Canadian dollars, the spot rate began to move up in the
exchanges, reaching $0.9788 by September 23. Meanwhile,
on September 3, the Bank of Canada had raised its discount
rate by % percentage point to 9 percent.

Late in September, the market for Canadian dollars took
on a more hesitant tone especially when, in the back-
wash of the New York City fiscal crisis, a large issue by a
Canadian municipal borrower received a mixed reception
in the New York market. Then, since figures had just been
released showing a widening of the trade deficit and a more
rapid rise in wages and prices, the market was receptive to
rumors that began to circulate in the exchanges on October
10 that the floating Canadian dollar would be devalued as
part of an upcoming government package of new economic
measures. An ensuing bout of selling pushed the rate back
down to $0.9699, with the Bank of Canada intervening to
steady the market.

On October 14 the government announced a major
new initiative to curb accelerating domestic inflation. A
three-year wage and price program was introduced, limit-
ing annual wage increases covered by the plan to 10 per-
cent in the first year. In addition, price increases were
restricted to reflect cost increases only. Profit margins
were frozen, and corporate dividends were fixed at cur-
rent levels. Later on, Bank of Canada Governor Bouey
stressed the bank’s commitment to moderating the growth
of monetary aggregates through higher interest rates if nec-
essary. Meanwhile, major new foreign issues were under-
taken by Canadian public and private borrowers both in
the United States and in the Euro-currency markets, and
prospects of large-scale conversions prompted further de-
mand for the Canadian dollar. As a result, the Canadian
dollar rallied in late October and continued to advance
through most of November, reaching $0.9912 by November
28 or a rise of 2 percent in six weeks’ time. In December,
the rate eased back largely on seasonal factors, as short-
term outflows to the United States increased ahead of the
December 15 corporate tax date and as conversions of
foreign borrowings tapered off temporarily.

In January 1976, the Canadian dollar came into re-
newed heavy demand. Canadian provincial authorities
announced several substantial new foreign borrowings
which, taken together, would more than offset the
expected current-account deficit in the early months

of the year. Moreover, United States interest rates were
drifting downward while Canadian rates held firm, open-
ing record interest rate differentials of as much as 4 per-
centage points in favor of Canada. By late January, the
Canadian dollar had been bid above the $1.00 level, for
a net rise of 3 percent over the six-month period. Largely
reflecting the Bank of Canada’s day-to-day intervention to
moderate exchange rate movements, Canadian reserves
rose by a net of $375 million from July 1975 through
January 1976.

EURO-CURRENCY MARKETS

The Euro-currency markets grew increasingly active
during the last half of 1975, after a marked slowdown of
activity ecarlier in the year. The great bulk of new bank
lending, however, continued to be concentrated with the
nonindustrial countries. Nearly half of new syndicated
medium-term credits went to the nonoil-producing less
developed countries, which suffered from mounting pay-
ments imbalances in the wake of the severe contraction
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of world demand. In addition, several of the oil-producing
countries that had launched ambitious economic develop-
ment programs began to appear as substantial borrowers,
as demand for oil declined and their imports escalated.
Sizable amounts were also raised by Eastern European
countries, although their share of total loans tended to
decline somewhat.

In contrast, demand for loans by borrowers from the
major industrial countries, while picking up here and there
toward the year-end, remained slack. In the early stages of
the economic recovery, private and semipublic corporations
in these countries were still trying to rebuild liquidity and
otherwise to strengthen their balance sheets. To reduce their
dependence on sources of finance available only at
variable rates of interest, many of these firms took
advantage of favorable conditions in domestic and inter-
national bond markets to raise long-term capital at
fixed interest rates. Thus, their reliance on bank lending
in the Euro-currency markets correspondingly declined.
Moreover, with the balance of payments of most industrial
countries improving significantly during 1975, governments
and other public authorities drastically scaled down their
takings from the market. Substantial sums were raised, how-
ever, to finance exploration and development of new energy
sources, particularly in the North Sea.

The growth of Euro-dollar lending was easily facilitated
by a strong expansion of new supplies to the market.
Unlike 1974, however, when OPEC countries were the
principal source of additional deposits, the persistent
easing of domestic monetary conditions in most industrial
countries led to large-scale shifts of funds from their
domestic money markets into the Euro-currency markets.
Thus, the industrial countries became the major net pro-
vider of funds, while the scale of new OPEC placements
tapered off significantly as these countries’ combined
external surplus deteriorated sharply.

By January 1975, market conditions were still clearly
improving for prime-name borrowers. Loan spreads
tended to narrow, amounts that could be syndicated
increased, and maturities were lengthened. Over time,
however, the major banks operating in the market had
tended to view more cautiously the ability of some bor-

rowers from developing countries to meet interest pay-
ments and redemption schedules on outstanding debt. In
addition, outstanding loans to certain industries, especially
for financing tankers, remained a continuing concern. As
credit standards were tightened, there were increasing
indications of a greater selectivity on the part of lenders
to participate in proposed new loans by various borrowers.
Thus, in January 1976, new syndicated medium-term
bank credits tapered off, as the market attempted to digest
the previous heavy volume of lending.

In the Euro-bond market, however, the rapid expansion
of activity that accelerated during late 1975 carried over
into the new year. With bond yields becoming increasingly
attractive as short-term interest rates eased back much
more sharply than long-term rates, institutional interest
in new offerings of prime-name borrowers continued to be
exceptionally high. Thus, public and private entities in
many countries took advantage of favorable market con-
ditions to place unprecedented amounts of new bond
issues in international markets. Moreover, foreign issues
in the New York capital market, which had swelled to a
record $71% billion in 1975, remained heavy at $500
million in January 1976. Most of the borrowers were from
the industrial countries, although some issues of develop-
ing countries with relatively favorable balance-of-
payments positions were also well received. In addition,
international and regional organizations borrowed sub-
stantial amounts to finance their increased lending to
many of the countries that found it impossible to raise
funds in the market.

Short-term interest rates in the interbank Euro-dollar
market tended to follow closely movements of domestic
rates in the United States. The three-month Euro-dollar
rate leveled off at around 7 percent per annum in August,
but then moved upward again in September to a peak of
814 percent in early October. Thereafter, the rate began to
decline sharply as United States monetary conditions
turned easier and, after steadying around 62 percent
during November and December, the rate eased again to
a three-year low of 5% percent by the end of January,
for a net decline of 1%5 percentage points over the six-
month period,
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The Business Situation

The economy has expanded briskly in the past few
months, following a temporary slowdown in the recovery
last fall.! In January, industrial production again posted
a strong and broadly based advance. Solid gains were
also recorded at the beginning of the year in new
durables orders and personal income, while the composite
index of leading indicators registered its sharpest increase
since July of last year. Retail sales had spurted in Decem-
ber, and most of this gain held up in January as well.
The fact that consumption spending did not retreat to
pre-Christmas levels, as some analysts had expected, indi-
cates the underlying strength in this key sector. Labor
market conditions have also improved greatly in the past
few months. Employment expanded further in February,
while the unemployment rate dropped 0.2 percentage
point to a fourteen-month low of 7.6 percent.

While the general economy continues to recover, some
sectors remain depressed. Most notably, residential con-
struction has yet to show signs of a sustained resurgence,
and real business fixed investment also continues to be
weak. In time, however, the momentum of the economic
recovery should help to revitalize activity in these sectors
as well,

Meanwhile, the price situation appears to have taken
a turn for the better in recent months. The prices of con-
sumer nonfood commodities rose in January at the slowest
rate in over two years, and food prices actually declined.
As a result, the rate of advance in the consumer price index
slowed to a modest 5 percent annual rate. A marked im-
provement was also evident at the wholesale level. Agricul-
tural prices dropped in February for the fourth consecutive

1 According to revised estimates, the advance in real gross
national product (GNP) amounted to a 4.9 percent annual rate
in the fourth quarter, down 0.5 percentage point from the prelim-
inary estimate. In addition, the level of the implicit price deflator
for GNP was revised upward by 0.3 percentage point to 6.8 per-
cent.

month, while wholesale industrial prices posted their
smallest increase since last spring. Overall, wholesale
prices fell in February by the largest amount in a year.

INDUSTRIAL PRODUCTION AND INVENTORIES

Economic activity continued its upward thrust in Jan-
uary. According to the Federal Reserve Board’s index
of industrial production, output rose 0.7 percent in that
month, marking the ninth consecutive monthly advance.
Since bottoming out last April, production has climbed
8.6 percent. Thus far, the progress of the current recovery
is quite in line with the rates of expansion experienced in
previous postwar recoveries (see Chart 1). Nonetheless,
because of the severity of the most recent recession, pro-
duction must still increase an additional 6.9 percent before
the November 1973 peak is reattained. Even then, how-
ever, output will still fall considerably short of an ex-
panded potential productive capacity.

The January gain in industrial production was broadly
based. Across market groupings, output increased for
durable and nondurable consumer goods, business equip-
ment, intermediate products, and materials. The gain
was also widely distributed among the major industry
groupings—durable goods manufacturing, nondurable
goods manufacturing, mining, and utilities. Within durable
goods manufacturing, output of motor vehicles and parts
did decline, but this was the result of cutbacks in the
production of automobiles, as the automotive industry
sought to bring inventories into balance. Domestic car
production slowed from a 7.8 million unit annual rate in
December to a 7.6 million rate in January, At the same
time, sales of domestic units climbed from an 8.2 million
rate to an 8.4 million rate. As a result, car dealers’
inventories, which had been as high as 102 days’ supply
in November 1974, dwindled to a modest 56 days’ supply
(see Chart II).

For some time now, the rebound in industrial produc-
tion has received almost no stimulus from the automotive
sector. Indeed, automobile production in January was
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virtually identical to what it had been last July. Now, how-
ever, excess inventories of automobiles have largely been
eliminated. While there still exists a surplus of small cars,
which are not selling as well as had been anticipated, there
is a shortage of certain large cars, necessitating some
plants to work overtime. At the same time, the sales
outlook has improved while the import share of the
market has declined sharply. Last spring, 22 percent of
all cars sold were imported; in January, the proportion
amounted to 12.5 percent, These conditions all point to
a pickup in domestic automobile production. Indeed, the
first signs of this were visible in February, when automo-
bile production jumped to an 8.1 million unit rate.

In the months ahead, industrial production should get
a further boost now that excess inventories in other indus-
tries have also mostly been eliminated. Overall, business
inventories declined in December for the second consecu-
tive month, as inventories in the retail trade sector were
once again pared. In terms of constant dollars, the business
inventory-sales ratio fell in the final quarter of 1975 to its
lowest value in two years. Whereas earlier inventory
reductions had been deliberately engineered, the most
recent rundown appears to have been largely unintended.
Retailers, who in previous months had been adding to
their stocks, were apparently caught off guard by excep-
tionally strong Christmas sales, and to meet these sales
they were forced to deplete their inventory stocks. The
wholesale trade and nondurables manufacturing sectors
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can also be expected to participate in an inventory buildup.
Indeed, inventories in these sectors actually rose in De-
cember. Only in durable goods manufacturing, which
experienced its tenth consecutive monthly decline, does it
appear that inventories may still be greater than desired.
Yet, even in this sector, the December reduction amounted
to the smallest since April, suggesting that durables manu-
facturers will soon begin to build up their inventories.
Thus, for the economy as a whole, the near-term outlook
is for inventory accumulation, but businessmen, hurt by
excess inventories in the past year or so, are likely to
exercise restraint in replenishing their stocks.

NEW ORDERS AND CAPITAL SPENDING

After being essentially flat for four months, the flow of
new orders received by durable goods manufacturers
increased 3 percent in December, according to upwardly
revised data, and advanced another 2.2 percent in Jan-
uary. Because this series is a leading indicator of future
economic activity, its lack of exuberance last fall had
caused some concern that the recovery might have pre-
maturely stalled. Hence, the recent upturn is especially
heartening in that it has helped to dispel such fears. The
advance in new orders, however, has not been uniformly
distributed across sectors. In particular, new orders for
nondefense capital goods have remained sluggish, drop-
ping sharply in December before edging up in January.
Durables shipments exceeded orders in January for the
fifth straight month, and the backlog of unfilled orders
continued to slide.

The lackluster performance of new orders for non-
defense capital goods no doubt reflects the lingering weak-
ness in capital spending. Although real business fixed
investment did turn positive in the fourth quarter,
following six consecutive quarterly declines, recent
surveys on planned capital expenditures point to a decline
in real investment in the coming months. These predic-
tions may, however, be unduly pessimistic. As sales
continue to increase, businessmen may revise upward
their plans for investment, especially now that the profit
picture has improved. Moreover, prospective capital out-
lays have traditionally been underestimated in the surveys
at this stage of the business cycle.

CONSUMER SPENDING, PERSONAL INCOME, AND
RESIDENTIAL CONSTRUCTION

According to advance data, retail sales in January
edged down slightly following the December surge. Never-
theless, the fact that retail spending held up as well as it
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Chart I
PRODUCTION AND SALES OF DOMESTIC AUTOMOBILES
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did in January was widely regarded as a sign of under-
lying strength. Although monthly movements have been
quite erratic, the trend in retail sales is clearly upward.
Indeed, over the past four months, sales have advanced
at an annual rate of about 12 percent, January’s decline
was more than accounted for by lower sales in the auto-
motive sector. Despite an increase in unit sales of domestic
automobiles, initial reports indicate that total sales in the
automotive sector—which includes, among other things,
purchases of used cars as well as imported cars—fell
sharply below December’s level. Excluding the automotive
component, sales actually advanced 0.6 percent.

The outlook for future increases in consumption spend-
ing remains bright, as personal income is continuing to
rise. In January, personal income climbed at a 13.6
percent annual rate, the sixth consecutive monthly ad-
vance. Over this six-month period, personal income has
grown, on average, at an 11.6 percent annual rate. The
bulk of the January gain came from higher wage and
salary disbursements, as increased man-hours were trans-
lated into increased payrolls, The continued sharp rise
in income may soon be matched by an increased willing-
ness to spend. As consumers gain confidence that the

economy is recovering, they are likely to cut back on their
savings, now at a historically high rate. There are already
signs of a renewed willingness to buy on credit. Consumer
instalment credit rose in January by the largest amount
in seventeen months.

The residential sector is one area where spending has
remained weak. Although this sector is in much better
shape than a year ago, it has yet to show signs of a
sustained healthy resurgence. Indced, in January, for the
third consecutive month housing starts slipped. Even here,
however, there are reasons for optimism. Early this year,
the Administration agreed to release $3 billion in Federal
funds for the purpose of lowering mortgage interest rates
on certain multiple-family housing to 7.5 percent. This
should stimulate the multifamily sector, which has been
the most depressed. Single-family housing should also
benefit from lower mortgage rates which have fallen
considerably below last fall’s lofty peaks. Another encour-
aging sign is the dwindling backlog of new housing.
January’s inventory-sales ratio for new one-family homes
was the lowest in three years. Finally, building permits
jumped 10.7 percent in January to reach a twenty-month
high.

LABOR MARKET

Conditions in the labor market strengthened further in
February. The number of workers on nonagricultural
payrolls showed a healthy gain of 210,000, as most major
industries continued to add to their payrolls. Average
hours of work did slip—both in manufacturing and in the
private nonfarm economy—but still remained at or above
their 1975 highs.

According to a separate survey of households, non-
agricultural employment cxpanded by almost 300,000
workers, while total civilian employment increased slightly,
following an outsized gain in the previous month. At the
same time, the size of the civilian labor force was virtually
unchanged. Hence, the unemployment rate fell 0.2 per-
centage point to 7.6 percent in February, the fourth
straight month of declining joblessness. February’s drop
in the uncmployment rate was particularly reassuring.
Because of possible seasonal adjustment problems, many
analysts thought that the decline registered in the previous
month might have been overstated, with some predicting
an upturn or at least a leveling-off in February. The fact
that the jobless rate continued to fall, however, suggests
that recent data showing improvements in the labor market
have primarily reflected underlying market conditions
rather than misestimation of seasonal factors. With the
strengthening of the economy, civilian employment now
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has returned to its pre-recession peak while the unem-
ployment rate, although still high by historical standards,
is at its lowest level in fourteen months.

PRICES

Wholesale prices declined in February, marking the
fourth consecutive month that these prices havce either
fallen or held steady. The drop, 0.5 percent (not annual-
ized), was the largest of the past year. Price increases for
industrial commodities continued to decelerate (see Chart
III). February’s 0.3 percent advance was only half as fast
as the average rate of the previous six months. One of the
most encouraging signs was the turnaround in the prices of
crude materials. Between November and January, these
prices had advanced at an average of 1.6 percent per
month. Moreover, the National Association of Purchasing
Management revealed that in recent months a growing
percentage of its members have faced rising materials
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prices. Because price increases tend to work through by
stage of process, there had been some concern that whole-
sale prices of finished products might accelerate in the
near future. But, with wholesale prices of crude materials
declining 1.2 percent in February, that now appears at
least somewhat less likely. Wholesale food prices also
declined in February. Thanks to 1975 record harvests,
the prices of farm products and processed foods and
feeds have now fallen 7.6 percent since October.

The cffect of lower food prices at the wholesale level
was manifested to consumers in January. After rising 0.6
percent in both November and December, the food com-
ponent of the consumer price index declined in January
by 0.2 percent. Because wholesale food prices typically
lead retail prices by several months, the near-term outlook
for consumers’ grocery bills is bright. The Department of
Agriculture predicts that food price increases will be
limited to 1 percent in each of the first two quarters of
1976. What will happen after that, however, is especially
uncertain, since it will depend in large part on weather
conditions. Of particular concern are the winter drought
and dust storms of the grain belt, which have caused the
Department of Agriculture to lower its estimates of har-
vest yields.

The overall consumer price index advanced at a §
percent annual rate in January, 1.5 percentage points
below the rate of thc previous month.? Nonfood commod-
ities continued their pattern of moderate inflation and
rosc at a 2.4 percent rate, abetted by a drop in energy
prices. This marked the fifth consecutive month in which
prices of nonfood goods have increased at less than a §
percent rate. On the other hand, services prices accelerated
in January to a rate almost double that of the preceding
month. Part of the run-up was attributable to a one-shot
boost in postal rates. Another portion, more worrisome,
reflected higher medical costs and automobile insurance
rates, which have both risen fairly rapidly in recent months.

2 Beginning with the January data, the Bureau of Labor Statis-
tics has revised its procedures for seasonally adjusting the series
that make up the consumer price index. Adjusted values of the
indexes are now derived by adding together their seasonally ad-
justed components, whereas before the total consumer price index
and its major components had been seasonally adjusted indepen-
dently of each other.
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The Money and Bond Markets in February

Interest rate movements in February were mixed, as
short-term rates tended to move up while longer term
yields were either little changed or edged lower. This
flattening of the yield curve came in response to the
economic indicators published during the month, show-
ing additional signs of strengthening in cconomic
activity combined with moderating rates of inflation.
Short-term rates are fairly sensitive to changes in
economic activity, money growth rates, and the Federal
funds rate. Expectations of further declines in the Federal
funds rate gradually were dissipated during the period.
Indeed, by the month end, many market participants were
expecting the funds rate to rise.

The improvements in the longer term area were most
evident in the corporate sector. Yields on corporate issues
declined over most of February, as participants were par-
ticularly encouraged by the latest readings on inflation.
Late in the period, however, the calendar of new issues
increased substantially in response to the reduced bor-
rowing costs, and yiclds backed up, retracing part of the
earlier declines. In the Treasury coupon sector, continued
concern over the financing of the Treasury’s deficit offset
the effects of the favorable price news and yields fluctu-
ated narrowly over the month,

Preliminary cstimates indicate that growth in the money
stock measures accelerated sharply in February. The
narrowly defined money stock (M,) increased at a rather
brisk pace, following a decline in December and only
limited growth in January. Growth in the more broadly

defined money stock (M.) also picked up, surpassing even.

its strong performance in the previous month. The bank
credit proxy remained depressed in February, as the vol-
ume of large negotiable certificates of deposit (CDs)
continued to decline.

THE MONEY MARKET AND THE
MONETARY AGGREGATES

The Federal funds rate fluctuated narrowly in Febru-
ary, while other short-term interest rates rose on balance
(see Chart I). Over the month as a whole, the effective

rate on Federal funds averaged 4.77 percent, little changed
from the rate that prevailed over most of January. Most
rates had moved down in January in response to the early
reduction in the Federal funds rate and anticipations that
it would fall farther. When no further declines emerged
and there was evidence of strengthening economic activity,
interest rates backed up. Rates on 90- to 119-day dealer-
placed commercial paper closed the period at 5% per-
cent, up 13 basis points from the end of January, while
rates on 90-day bankers’ acceptances rose 23 basis points
to 5.15 percent. At the month end, CDs maturing in 90
days were trading in the secondary market at 5.13 per-
cent, an increase of 11 basis points over the period.

Weakness was still quite evident in business demand
for short-term credit in February. Over the four state-
ment weeks ended February 25, commercial and indus-
trial loans at large commercial banks fell $769 million.
Part of this decline was accounted for by a $165 million
drop in bank holdings of bankers’ acceptances. Loans less
acceptances declined by $604 million, compared with an
average decrease of $155 million over similar periods in the
previous two years. The prevailing prime rate was un-
changed during February at 63 percent, although one
major bank lowered its rate by Y4 percentage point to
6'2 percent early in the month and then returned it to 634
percent at the month end. Borrowing from the Federal
Rescrve Bank discount window remained minimal until
the final week, when settlement-day pressures in the Fed-
eral funds market emerged (see Table I).

According to preliminary data, M,—private demand
deposits adjusted plus currency outside commercial banks
—showed renewed vigor in February. Over the four weeks
cnded February 25, seasonally adjusted M, averaged
7.5 percent on an annual basis above its level over the
previous four weeks. From a longer term perspective, M,
has been unusually weak, advancing by only 2.5 percent in
the most recent 26-week period and 1.8 percent in the
latest statistical quarter (see Chart II). In contrast, M,—
M, plus time and savings deposits other than large CDs—
has grown rapidly in recent months, as relatively low
money market interest rates have stimulated demand for
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small- to medium-size time and savings deposits. Over the
four-week period ended February 25, M, growth acceler-
ated to 15.6 percent from its average level over the pre-
vious four weeks, bringing the gain for the latest statistical
quarter to 9.3 percent. The bank credit proxy—total
member bank deposits subject to reserve requirements
plus certain nondeposit sources of funds—continued to
advance at a sluggish pace in February largely as a result
of a sharp decline in CDs.

THE GOVERNMENT SECURITIES MARKET

Treasury bill rates rose moderately in early February
and then stabilized at new higher levels until advancing

further at the close. This upward adjustment partly re-
flected a reversal of larger than sustainable declines
registered in the previous month. Though financing costs
were fairly stcady in February, prospects for price gains
on bills were reduced as expectations of further declines
in the funds rate faded. At the same time, substantial
supplies continued to flow into the market through the
regular weekly bill auctions. In this atmosphere, bill rates
for all maturities moved higher. Three- and six-month bills
were sold at average yields of 4.87 percent and 5.20
percent, respectively, at the final regular auction of the
month (see Table II), up 11 and 15 basis points from
average yields at the last auction in January. The auction
of fifty-two week bills occurred early in February, and the
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average issuing rate was almost unchanged from the
previous month. Rates on most issues ended the month
25 to 55 basis points above the levels at the end of
January.

Prices of coupon issues fluctuated narrowly in Feb-
ruary, as underlying market considerations about offset
each other. A key issue was the inflation outlook, and
announcements during the month of January’s consumer
and wholesale price indexes indicated an improvement
in that area. Partly offsetting this effect, however, was the
sharp decline in the unemployment rate in January, which
some investors interpreted as implying that the economy
was recovering faster than expected. In addition, the
prospect of further heavy sales of Treasury obligations
continued to weigh on market sentiment. Over the month
as a whole, the index of intermediate-term Government
securities rose by 8 basis points to 7.22 percent while
the index of long-term Government bonds fell by 1 basis
point to 6.91 percent,

The Treasury raised $10.2 billion of new cash in Feb-
ruary. At the beginning of the month, $5.1 billion of that
amount was obtained in the refunding operation, as the
Treasury sold $3 billion of three-year notes at 7.05 per-
cent and $400 million of 29-year three-month bonds at
8.09 percent and accepted subscriptions for $6 billion of
seven-year 8 percent notes. The seven-year notes were
heavily oversubscribed and immediately traded at a pre-
mium in the secondary market.* On February 20, $2.5
billion of new cash was raiscd through the auction of
21-month notes at an average yield of 6.62 percent. An
additional $2.6 billion of new cash was obtained in the
regular weekly and monthly Treasury bill auctions, al-
though this quantity was low relative to previous months.

Yields on Federal Government agency issues fluctuated
over a narrow range in February, paralleling movements
in the Treasury coupon market. Early in the month, the
Federal Home Loan Banks offered $500 million of five-
year 7.60 percent bonds and the Federal Home Loan
Mortgage Corporation offered $200 million of 8.55 per-
cent thirty-year guaranteed mortgage certificates. Both
issues immediately traded at discounts but edged back
toward par during the month. Later in February, the
Farm Credit Banks raised $93.5 million of new cash
by offering $421.1 million of 5.45 percent six-month
Banks for Cooperatives bonds and $1,037.5 million of
5.80 percent nine-month Federal Intermediate Credit

* For more details on the Treasury’s refunding operations in
early February, see this Review (February 1976), pages 48-49.
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Table I
FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, FEBRUARY 1976

In millions of dollars; (4) denotes increase
and (—) decrease in excess reserves

91

Changes in daily averages—
week ended

Net
Factors b
Feb. Feb. Feh. Feh.
4 11 18 25
‘“Market’* factors
Member bank required reserves ......... + 24404 9394 — 315 | 4 264 +1.132
Operating transactions (subtotal) ....... —1610 | 42,7621 —1,750 | —2,885 —3,483
Federal Reserve float ................. — 191} 4 170 — 194 |+ 746 + 531
Treasury operations* ....... ... ...... — 1,415 | 12,842 ) — 447 | —3.,417 —2,425
Gold and foreign account ............ — 3814 21— 32|4 1 — 48
Currency outside banks ... ... L. — 86| — BS8T{_— MTl— 70 —1,630
Other Federal Reserve liabilitics
and capital ........ e + 88|44 316 — 172{— 15| 4 87
Total “‘market’” factors ............... —1,366 | 43,701 § —2,065 { —2,621 —2,351
Direct Federal Reserve credit
transactions
Open market operations (subtotal) ....... +1,605 | —4,050 | 42,655 | 42,420 -}-2,639
Outright holdings:
Treasury securities ... ... ... 0000 — 100 | 4 891 4 855 +-2,094
Bankers’ acceptances ... — 9] — 23] _ 18 — 57
Federal agency obligations ............ — — 1 _ — 1
Repurchase agreements:
Treasury securities ................ ... 941 ) 3,288 | 1,595 | 1.1,320 + 568
Bankers' acceptances ................. 4 182 | — 398 |4 109 | 4 233 + 126
Federal ageney obligations ............ 4 41| - 2541 4 8334 39 — 91
Member bank horrowings ....... .. ... — 2= 11+ 514 92 + 90
Seasonal horrowingst ... 0.l + 3 — 1 -— + 2
Other Federal Reserve assetst ........... 4+ 484 12j— IS|— 576 — 663
Total ... 41,650 | —4,042 | -}-2,512 § 41,945 +2,065
Excess reservest§ ....................... 4+ 284 [— B41 {4 447 | — 676 — 286
Daily average levels a’ce(:'ralths)?!
Memher bank:
Total reserves, including vault cashf§ ....| 35,115 33,842 34,604 | 33,664 34,306
Required reserves ...................0. 34,658 | 33,719 | 34,034} 33,770 34,045
EXCesS Teserves§ .....o.oiviurrieeeaiaanons 457 123 570 | — 106 261
Total borrowings ................vevue.n 55 51 56 148 78
Seasonal borrowingst ............ . ..., 11 11 10 10 11
Nonhorrowed reserves ................... 35,060 [ 33,791 | 34,518 | 33,516 34,220
Net carry-over, excess or deficit (—)7 ... 58 198 56 233 136

Note: Because of rounding, figures do not necessarily add to totals.
* Includes changes in Treasury currency and cash.

T Included in total member bank borrowings.

I Includes assets denominated in foreign currencies.
§ Adjusted to include waivers of penalties for reserve deficiencies in

accordance with the Regulation D change effective November 19, 1975,
Il Average for four weeks ended February 25,

f Not reflected in data above.

1976.
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Bank bonds. Both issues were well received. On Feb-
ruary 19, the Government National Mortgage Associa-
tion successfully marketed $295 million of new modified
pass-through bonds. This issue included $204 million of
securities with 7% percent coupons priced to yield
8.32 percent in thirty years and $91 million with 74
percent coupons returning 8.28 percent in thirty years.
Since these securities pay interest monthly rather than
semiannually as do most bonds, the effective yields were
actually boosted to 8.47 percent and 8.42 percent, re-
spectively.

OTHER SECURITIES MARKETS

Yields on corporate bonds declined during most of
February and ended the month lower on balance, although
part of the decline was reversed at the month end. Market
sentiment benefited from the improved inflation outlook
and by the unusually large net repayments to holders of
maturing Government agency issues. A sizable volume
of new issues was sold at lower interest rates in February,
while yields in the secondary market including those on
lower rated issues also declined. At the end of the period,
however, reduced borrowing costs prompted a number
of corporations to announce plans for new offerings, and
the calendar increased substantially. In this atmosphere,
prices began to retreat slightly, leaving some very aggres-
sively priced new issues in syndicatc hands at yields
considerably below those available in the market.

Until the final days in February, new corporate issues

Table 11

AVERAGE ISSUING RATES
AT REGULAR TREASURY BILL AUCTIONS*

In percent

| Weekly auction dates—February 1976

Maturity i

Feb. Feb. Feb. Feh,
. 2 9 13 23
i
Three-month ..., { 4.811 1.872 4.85¢ 1.870
Six-month ... ) 5.066 5.133 5171 5.204
|
|
IMonthly auction dates—December 1975-February 1976
|
\ Dec. Jan. Feb.
! 10 7 4
\ 1
Fifty-two weeks ... I 6.430 } 5.578 ’ 5.572

*Interest rates on hills are quoted in terms of a 360-day year, with the discounts from
par as the return on the face amount of the bills pavable at maturity. Rond yield
equivalents, related to the amount actually invested, would he Slightly higher.
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generally met good receptions at rates substantially lower
than those obtained a month earlier. Four electric utilities
placed thirty-year A-rated bonds at yields ranging from
9 to 9V percent, about % to 1 percentage point below
issuing yields on similar bonds sold in January. Two
Aa-rated 2S5-year industrial debenturcs were accorded
good receptions at yields of 8.40 percent and 8.45 per-
cent, compared with an 8.80 percent return provided in
January on a similarly rated offering. At the end of the
month, market sentiment shifted and two aggressively
priced issues were poorly received. An Aaa-rated tele-
phone issue was won in close competitive bidding and was
reoffered at an 8.34 percent return, and an Aaa-rated
industrial issue was priced to yield 8.30 percent in a
negotiated underwriting. These yields were 26 and 50
basis points below comparably rated issues offered in
January. Both issues were subsequently released from syn-
dicate and traded at prices below those originally quoted.

A condition of oversupply continued to exist in the
tax-exempt market in February, and this was reflected
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in the pricing of several large new issues at yields above
those on comparable securities in January. Early in the
month, $150 million of State of Illinois bonds rated Aaa by
Moody’s and Aa by Standard & Poor’s was well received
at yields ranging from 3.75 percent in 1979 to 6.20 percent
in 2001. Later in the month, a Maryland offering of $150
million of Aaa-rated serial bonds was priced to yield from
4.2 percent in 1979 to 5.9 percent in 1991. Yields on both
of these issues were higher than those obtained on a sim-

ilarly rated state offering the month before, which had
provided returns from 3.10 percent in 1977 to 5.70 percent
in 1996. The attractive pricing of the Maryland bonds,
however, was partly attributed to the state’s frequent trips
to the market in recent years. Over the month as a whole,
The Bond Buyer index of twenty bond yields on twenty-
year tax-exempt bonds rose 13 basis points to 6.98 percent.
The Blue List of dealers’ advertised inventories fell by
$25 million and closed the month at $702 million.

Sixty-First Annual Report

The Federal Reserve Bank of New York has published its sixty-first Annual Report, reviewing
major economic and financial developments in 1975 as well as the highlights of the Bank’s operations.

The Report stated that sustainable real growth requires policies to deal with both unemployment
and inflation, In his letter presenting the Report to the member banks, Paul A. Volcker, President
of the Bank, commented that “a reduction in uncmployment is clearly required” but, he cautioned,
“we must do this without exacerbating inflation or else our efforts are likely to be thwarted”.

Reviewing economic developments, the Report said that events of recent years should “serve
as a warning”. The relatively stcady period of prosperity in the postwar period “seems gradually
to have loosened the bounds of prudent restraint and weakened the matching of expectations with
the limits of the possible in the financial affairs of governments, businesses, and individuals”. But,
it noted, “there are many signs that these attitudes are undergoing reevaluation” and “in this
perhaps lies the best hope that we can now build a period of stable, noninflationary prosperity”.

Turning to monetary policy, the Report said control of the supply of money and credit has
only a partial and uncertain impact over the course of economic events in the short run. Nevertheless,
there is no doubt that a relatively steady expansion in money and credit geared to the economy’s
capacity to produce is a necessary condition for stable, noninflationary growth in the long run.
“Starting as we do with both a high level of unemployment and a high rate of persistent inflation,
there will be many perplexing difficulties in working toward such a path.” Moreover, as monetary
policy does not operate in a vacuum, it “requires widespread public support and understanding of
its aims, especially when they seem to run counter to some momentary objective”.

The Report pointed out that the Bank and other elements in the Federal Reserve System fol-
lowed closely the financial problems of New York City and State. It added that considerable
attention was given to the financial difficulties that might have occurred in the event of a city default
and plans were developed to limit the repercussions consistent with the Federal Reserve’s clear
responsibilities to assure the stability of the banking and payments system.

The Annual Report may be requested from the Public Information Department, Federal
Reserve Bank of New York, 33 Liberty Street, New York, N.Y. 10045. A copy is being mailed to
Monthly Review subscribers.
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