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Toward a More Resilient
International Financial System

| feel certain that a great many of you here tonight—
and, in fact, thoughtful people throughout the business
and financial community—have been following the twists
and turns of the LDC debt problem extremely closely
over the past year or so. The press and other media
have provided extensive coverage. And there have been
several excellent analyses of how the debt problems
came .about, both in general and for individual countries.
Overall, | conclude that public understanding of the
current situation is unusually good, given the enormous
complexity of the issues at stake.

What | think is less familiar, and worthy of more
attention, is the discussion of what the world will be like
after the current emergency is behind us. We all want
to feel confident that, when something closer to normal
circumstances is restored, we will have built a stronger,
more resilient international financial system. No one
wants a recurrence of debt disturbances like those of
the past year. No one wants prolonged stagnation or
inadequate growth in the developing countries of Latin
America and elsewhere. That would worsen our own
growth prospects and inhibit world trade. And prolonged
stagnation—as distinct from the temporary setbacks
associated with emergency adjustment programs—would
raise a greater danger of serious social and political
consequences in a number of the LDCs.

Remarks of Anthony M. Solomon, President of the Federal Reserve
Bank of New York before the Economic Club of New York on
Tuesday, September 20, 1983.

Before discussing the post-emergency period, | must
make clear that | am not complacent about the imme-
diate task of completing the necessary debt restructur-
ings and carrying through basic economic adjustments.
We have to make sure we sustain the kind of concerted
effort by all the principal participants which has yielded
the tentative progress that has been made so far. The
borrowing countries, the commercial banks, the gov-
ernments in the industrial countries, and the Interna-
tional Monetary Fund have all had to make tough deci-
sions and hard compromises. In particular, | think we
should respect the painful measures that have already
been taken and the sacrifices that have been endured
by Mexico and some other countries. Under IMF guid-
ance, these countries have, by any reasonable standard,
made impressive efforts to adjust. But more hard work
and political will must be marshaled, and more new
financing will be required, before anyone can afford to
relax.

Obviously, this concerted effort must go forward and
must succeed. But make no mistake about it. That
cannot happen unless the IMF can continue to play the
pivotal role it has in binding together the different parts
of this effort. And the Fund will be unable to play that
role if it is starved of adequate financial resources and
political support.

Frankly, | find it baffling that there are elements in this
country, and especially in our Congress, who can ignore
the catastrophic effects that would result from not acting
now to make resources available to the IMF quickly.
Without the IMF at the pivot, the whole debt restruc-

FRBNY Quarterly Review/Autumn 1983 1

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



turing effort would be undermined, and needed new
credits would be blocked. Outright defaults could
actually happen. In the longer run, the consequences
could also be grave. Debtor countries could be forced
into disorderly adjustments-that would almost certainly
include more protectionist measures, credit controls,
price distortions, and severe damage to local private
sectors. It would injure the world trading system and
seriously impair the prospects for economic growth, not
only in the debtor countries but here and everywhere
else.

The direct cost to the United States alone would be
enormous. Until last year, our exports to LDCs that now
have debt-servicing problems had been averaging $50
billion a year—almost a quarter of our total exports.
Already last year, exports to these countries fell by over
$10 billion (more than 20 percent), costing us 300,000
jobs and at least $1 billion in profits. How can it be
rational for this country to risk giant price tags like these
in the future and oppose the quota increase?

| know that there are those who do not see it this way.
Some look at the issue entirely in narrow financial terms
and conclude that the IMF can squeak by without the
quota increase for the time being. That view is wrong,
and it misses the central point. In the absence of clear,
unequivocal support for the institution by the United
States Government, including the Congress, the Fund
will be permanently crippled.

What is even more baffling is that, among those who
would cripple the Fund, there are people who claim to
be strong advocates of free markets. What they entirely
fail to see is that the IMF, in its efforts to get countries
to pursue market-oriented policies and to minimize the
hodgepodge of distortions that undermine economic
performance, is the best friend that market-oriented
people have in the kind of world we live in.

No one wants a recurrence of debt disturbances like
those of the past year. No one wants prolonged
stagnation or inadequate growth in the developing
countries of Latin America and elsewhere.

My strong sense is that the misguided opposition to
the IMF quota legislation, and the mischievous amend-
ments that undercut it, will not prevail. | believe that
ultimately the Congress will support the IMF and act
positively to meet the international responsibilities of the
United States. It is both in our own immediate and
longer term interest.

Suppose that we all do what we need to do in the
short term. Then, it is worth raising the question of what
kind of economic prospects the LDCs, especially in Latin
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America where the debt burden is greatest, can look
forward to in a couple of years when the immediate
emergency is behind, but not forgotten. Can they return
to rates of economic growth that are reasonably sat-
isfactory and broadly meet their aspirations for achieving
social and political progress? | do not want to put spe-
cific numbers on this, because growth potential differs
from one country to the next. But | am talking about
growth rates that would not be too far below the his-
torical experience of most of the countries before the
debt problems materialized.

| am not complacent about the immediate task of
completing the necessary debt restructurings and
carrying through basic economic adjustments. We
have to make sure we sustain the kind of concerted
effort by all the principal participants which has
yielded the tentative progress that has been made
so far. ’

It seems to me that it is certainly not impossible to
get that outcome. But we have to face reality. There are
going to be continuing constraints that will limit the
scope for expansionary policies for some time to come.
We can identify ways of easing some of these con-
straints and softening their impact. And we can be
heartened by more optimistic developments lately in the
industrial economies, where the prospects for higher
growth seem to be improving. But there still must be an
extended period in which the heavily indebted LDC
governments are going to have very little margin for
error.

The most obvious constraint will be with respect to
external financing. Conventional commercial bank
lending will be much harder to come by. In the first
instance, that would limit countries’ ability to import. And
lower imports, particularly of capital goods, will hamper
growth.

The natural question is whether that shortfall can be
replaced by greater official assistance from industrial
country governments. In my view, that is not likely. While
government officials have the will and resources to
provide temporary support in a crisis, there really is not
much chance of legislatures going along with increases
in long-term official funding in amounts large enough to
offset lower commercial bank lending significantly. After
all, it was partly because of the difficulty of obtaining
official financing that borrowing from banks grew so
much in the first place.

Another question is whether the central banks of
industrial countries—in particular, the Federal Reserve—
should provide large-scale infusions of liquidity so as to
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ease credit availability for LDCs. Certainly, in a crisis,
central banks have a traditional responsibility, as lenders
of last resort, to insure stability. But any assistance of
that sort must be strictly temporary. Central banks
simply cannot be viewed as a source of medium- and
longer term financing.

Without the IMF at the pivot, the whole debt
restructuring effort would be undermined, and needed
new credits would be blocked. Outright defaults could
actually happen.

So what is left? By process of elimination there are
really only two alternatives: Either funds will have to find
their way into LDCs through channels other than com-
mercial banks, or borrowing countries will have to run
their economies in ways that make them less dependent
on external financing. In fact, the LDCs will have to
move on both fronts at the same time if they hope to
be able to achieve the satisfactory growth rates we are
talking about.

Traditionally, direct investment has been an alternative
to bank financing. In calmer times, greater direct
investment inflows should be an effective source of
capital. To be sure, we know that the internal political
opposition to direct investment has been strident from
time to time in the past and certainly could resurface
as soon as the debt emergency starts to fade. Yet, it
seems to me that this manifestation of economic
nationalism must be challenged and overcome if the
LDCs are going to be serious about economic devel-
opment in a period when new borrowing from commer-
cial banks is constrained.

Improving financial management offers another
important way for borrowing countries to cope with the
constraints they are going to face. This should espe-
cially include efforts to diversify the currency compo-
sition of a country’s debt. By choice or by necessity, too
much of the debt of many LDCs was in dollars. That left
them wvulnerable to a period of high dollar exchange
rates and high dollar interest rates. We calculate that
if from 1979 to 1982 developing countries had borrowed
currencies in a diversified way—that is, in proportion to
their import shares—the LDCs as a group would today
be over $30 billion better off. | am not saying that kind
of benefit can be repeated in any particular time period
in the future. But the clear lesson is that a more bal-
anced and skilifully drawn portfolio of debt is important.
Of course, that requires not only a willingness of bor-
rowers to diversify, but equally a willingness of market
participants to modify their operations and of the
authorities in other industrial countries to allow it.

In addition, both borrowers and lenders have an
interest in taking some potentially valuable financial
instruments off the drawing board and getting them to
market. To take one example, perhaps commercial
banks could shift at the margin toward originating loans
and then selling them off into a secondary market,
where price fluctuations could give useful, early disci-
plinary signals to borrowers. Or, to take another
example, | can visualize variable maturity obligations
that offer a constant debt-service flow in the face of any
unexpected jump in interest rates, a kind of built-in
rescheduling. There may also be a place in the market
for securities with equity-like features on which some
part of the total yield to the investor could be calibrated,
for instance, to the borrowing country’s real GNP or
export earnings growth, or some similar measure of
economic performance.

Finally, there are a number of tools and techniques
that are used by corporate borrowers here but are not
yet being used by borrowers in developing countries.
Just to give two illustrations, these instruments range
from futures contracts to hedge against commodity
fluctuations to interest rate swaps that can add another
way of gaining fixed-rate funding. In a period of
restricted access to credit, it is worthwhile developing
the expertise and sophistication to take advantage of the
array of novel financing tools that are now available.

Innovations like those in the private capital markets
would be helpful in ameliorating the financing problem.
But | would not want to overstate the role that these
mechanisms can play. It will not eliminate the need for
major changes and reforms in general economic policies
so that dependence on external financing is lastingly
reduced.

It seems to me that heavily indebted developing
countries have to be resolute in keeping their exports
competitive in world markets....

Every subsidy, every credit allocation scheme, every
price distortion has to be tested against the standard
of what it costs, both in budgetary terms and in terms
of economic efficiency.

The way | see it there are three broad areas where
policy reform in borrowing countries is called for to
reduce dependence on external financing and promote
domestic savings. After all, on average, gross domestic
savings finance 90 percent of LDC investment.

The first is in the balance-of-payments area. It seems
to me that heavily indebted developing countries have
to be resolute in keeping their exports competitive in
world markets. First and foremost, this means following
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realistic exchange rate policies and not letting the
domestic currency get out of line. It also means realistic
interest rates to deter damaging flight of domestic cap-
ital.

The second broad area is reform of government
budgeting. To begin with, though it is getting harder for
an American to preach to others on the subject,
excessively large structural deficits have to be reduced.
In addition, LDC governments must have tighter over-
sight of spending agencies, closer financial monitoring
of projects, better and more timely budget numbers, and
improved regulatory capabilities over their own financial
institutions.

We do not want to go back to a situation where the
IMF becomes deeply involved only after serious
payments disruptions have occurred. That is too late.
Instead, a more continuous relationship would have
some important advantages.

The third broad area is reform of the domestic price
system. Every subsidy, every credit allocation scheme,
every price distortion has to be tested against the
standard of what it costs, both in budgetary terms and
in terms of economic efficiency. These are long-standing
problems that existed well before the debt crisis. And
fixing any of them inevitably pits a government against
powerful vested interests at home. But, in the aftermath
of the debt problem, there may be no alternative to

meeting the task head on, because of the huge toll

distortions take in limiting productivity and growth.

The governments in the industrial countries and the
IMF both have to support LDC efforts to bring about
market-oriented reforms and better financial manage-
ment.

The industrial countries obviously have a major role
to play in sustaining growth, in lowering global interest
rates by reducing their own government deficits, and in
keeping markets open for LDC goods. At the same time
they have to open up their financial markets further so
that the LDCs can diversify their sources of credit more
etfectively. They must help create a healthy world
environment within which the LDC efforts can pay off.

As for the IMF, its role in managing crises is well
recognized and indispensable. But treatment and cure
are not enough; it must work harder and more effec-
tively at prevention. What | see as close to being
essential is that its surveillance role under more normal
circumstances be enhanced. This has two dimensions:

First, the IMF should be assisting countries in
improving their financial management. It can help them
monitor their debts. It can work with countries to
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develop financial strategies covering the currency and
maturity mix of borrowing as well as the degree of reli-
ance on bank debt, bond finance, direct investment, and
SO on.

Second, appropriate IMF surveillance should extend
well beyond matters of finance. The Fund is not just a
lender. It is a force for promoting sensible policies. |
believe it should put its weight behind governments
which are committed to a transition toward more efficient
domestic price, interest rate, and exchange rate policies.
And it must reject the argument that the IMF should
focus only on a balance-of-payments target, regardless
of how it is achieved.

These broader efforts by the Fund should be an
integral part of its regular consultations with all mem-
bers. We do not want to go back to a situation where
the IMF becomes deeply involved only after serious
payments disruptions have occurred. That is too late.

Instead, a more continuous relationship would have
some important advantages. It would improve the Fund’s
detailed knowledge of the constraints that regularly
confront policymakers in each individual country. And it
would provide a type of involvement by the Fund that
might head off some of the resentment and occasional
hostility that can occur when the IMF is seen as an
outsider always prescribing austerity at a time of trouble.

In my approach, there is no quick fix. There is no
single scheme or gimmick that will put things right and
allow everybody to go back to business as usual....
What | am recommending is rooted instead in
pragmatism. It basically seeks to build a more resilient
system on the best features of what we have now.

To encourage movement in this general direction, |
would go even one step further. it would be worthwhile
considering whether access to funding could be made
more readily available by the IMF to countries that vol-
untarily participate in these financial and economic
policy reviews should they have a balance-of-payments
need later on.

In summary, we must plan for a world of tighter
financial constraints and less margin for error. The
approach | am recommending boils down to a combi-
nation of stronger market institutions and better market
instruments developing alongside better economic pol-
icies and stronger financial controls. In my approach,
there is no quick fix. There is no single scheme or
gimmick that will put things right and allow everybody
to go back to business as usual. To the contrary, | feel
that those debt-reshuffling schemes that you hear about,
which look to industrial country governments to pick up
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existing exposure from the banking system, are fanciful.
They would be unjustifiably costly to the taxpayers. And,
in fact, they would give just the wrong signals, con-
vincing people at home that a government bailout will
always be there and whipping up pressures abroad in
developing countries to ask for bailouts.

What | am recommending is rooted instead in prag-
matism. It basically seeks to build a more resilient
system on the best features of what we have now.

And what we have now pivots on the IMF. That is the
institution which in practical terms binds the system
together and which must play a more comprehensive
role in the future. Therefore, the first step toward that
kind of system is for the Congress to act quickly and
positively on the IMF quota legislation and put to rest
doubts about the commitment of the United States to a
common sense, multilateral approach to dealing with the
world’s financial problems.
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Latin America’s Prospects

for Recovery

Under what circumstances will the Latin American
countries be able to resume satisfactory economic
growth and reestablish their creditworthiness? This is
the basic question to be examined in seeking to look
beyond the immediate situation in Latin America. In
general terms, satisfactory economic growth for Latin
America must be at least high enough to keep up with
population and labor force growth and not too far from
the 5 to 6 percent rates these countries have come to
expect. At the same time a return to creditworthiness
requires substantial reductions of debt burdens—debt
servicing as a proportion of exports of goods and ser-
vices or output—toward levels that were acceptable to
commercial lenders in the recent past.

Resumption of economic growth along with reduced
debt burdens is possible under favorable but not
unrealistic assumptions. With moderate noninflationary
growth in the industrial countries and adequate external
financing, as called for by the International Monetary
Fund (IMF) programs, the decline in income per capita
could be halted within a year or so. Real growth could
return to close to its rate over most of the 1970s fairly
quickly. The debt burden could come down gradually.
But, after a prolonged period of poor economic growth
and declining income per capita, average income would
return to its 1980 peak only in 1987 or beyond.

Even this modest recovery would be jeopardized by
adverse world conditions or poor domestic policies. Low
industrial country growth or high interest rates would
substantially prolong the adjustment period. If the Latin
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American governments do not keep to their IMF pro-
grams or lenders cannot be convinced to maintain credit
flows, further severe economic cutbacks could be forced
on Latin America.

This article discusses Latin America’s prospects under
alternative world conditions on the basis of a simulation
model of the region’s economy. The model is derived
from past relations between world economic conditions
and financial flows and Latin American imports and
growth. The model allows for alternative assumptions for
world economic growth, interest rates, and the availa-
bility of financing over the next several years. Any
economic model can only suggest the possible range of
outcomes. The internal responses of the Latin American
governments along with the external environment will be
critical.

A simulation model of Latin America

The economies in Latin America are obviously diverse,
but it still is meaningful to look at the prospects for the
region as a whole. The concentration of debt in Latin
America is heavy. Seven of the ten largest developing
country borrowers from banks are in the region. Nearly
all Latin American countries are having debt-servicing
problems. Sixteen Latin American and Caribbean
countries already have IMF adjustment programs and
others are considering them. Debt-servicing problems
have spread throughout Latin America, in part because
all the countries face similar economic conditions and
in part because of a herd effect among creditors.
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Many of these countries share other structural char-
acteristics that cause concern. Inflation rates are much
higher than in any other region of the world. Govern-
ment deficits are frequently high and rising. And, despite
important moves toward opening their economies to
foreign trade in recent years, Latin American countries
trade less than others of comparable population and
economic development. Thus, it is useful to consider
Latin America as a whole while remembering that
exceptions to the general case are unavoidable.

A recovery of Latin America’s economy depends on
its ability to import. Frequently, in looking at the rela-
tionship between imports and growth, it is not clear
whether the rate of economic growth determines import
levels or whether the ability to import limits the potential
for growth. But, in Latin America, the volume of imports
was cut by nearly one fourth in 1982. Reductions are
continuing this year. This has been accompanied by the
steepest sustained fall in gross domestic product (GDP)
in Latin America in the last thirty years. The level of
imports inevitably will be a strong constraint on eco-
nomic growth over at least the next several years.

Any additional imports must be financed either through
external borrowing or through increased exports. Latin
America’s limited access to commercial credit since
1982 restricts the overall current account deficit. The
possibility for increasing exports depends largely on
economic growth in the industrial countries and world
inflation. Continued borrowing will add to debt and to
debt servicing. The need to make interest payments
reduces the proportion of export earnings available for
imports. Chart 1 provides a schematic description of the
relationships between these various factors and Latin
America’s growth and debt burden.

The intent of the model is to present the broad out-
lines of the economic prospects facing Latin America.
By looking at alternative assumptions, the sensitivity of
a Latin American recovery to varying world conditions
can be explored. The model used here, like any other,
is necessarily inexact and cannot capture fully all the
determinants of growth. Importantly, it does not capture
actions the Latin Americans can take themselves to
improve the general efficiency of their economies.
Moreover, the outlook for individual countries may be
significantly better or worse than the general projections
for the region as a whole.

Imports and GDP

More than half of Latin American imports consist of
intermediate goods and raw materials used in the pro-
duction process. When these are cut, production can
continue only as long as inventories can be run down
to replace them. At the same time, capital goods
account for about one quarter of Latin American imports.

Frequently no close domestic substitutes for these
goods are available so that, if imports are held down
for long periods, the potential for economic growth is
reduced.

To capture these short- and medium-term influences
the estimated relationship between growth and imports
used in this model includes the percentage change both
in the current year’s imports and in average imports over
the past five years.lThe results indicate that a decline
in real imports of 2 percent is associated with 1A>percent
lower GDP growth within the first year and another 12
percent lower growth over subsequent years. Imports
are an important determinant of growth but they are not
the only determinant. Other factors will influence the
actual outcome in the future as they have in the past.

' The estimated equation is:

g = 5.0 + 0.24DM + 0.28DMA R2 = 044

(2.46) (1.26) (3.46)
where g is growth of GDP, DM is the percentage change in
merchandise import volume in the current year, and DMA is the
average percentage change in real imports over the past five years.
The estimation period is 1956 to 1980. Data on GDP are from J. W.
Wilkie and S. Haber (eds ), Statistical Abstract of Latin America;
merchandise imports are from the International Monetary Fund,
International Financial Statistics (IFS).The figures in parentheses are
t-statistics. In this article, Latin America includes those countries
classified by the IMF as nonoil developing countries in the Western
Hemisphere.
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These tfactors range from random elements, such as
floods and droughts, to systematic influences that
cannot be included in a multicountry aggregate model,
such as higher savings rates or more efficient use of
resources. The equation based on past relations
between imports and growth, however, can be used to
simulate likely feasible paths for growth. Over the next
several years imports will be the major constraint on
Latin America’s ability to return to sustainable growth.

Trade and industrial country growth

The relationship between industrial country growth and
world trade provides a central link between recovery in
the industrial countries and improving external balances
in Latin America. Just as trade declined during the
recent industrial country recession, it can be expected
to pick up in a recovery.

Estimates of the statistical correlation between
industrial countries’ growth and imports vary widely
across countries, time periods, and the exact specifi-
cations of the statistical model used. Most estimates of
the elasticity, or percentage change in import volume for
each 1 percent change in growth, are in the range of
1.2 to 2.2.2 For the purposes of this model an overall
estimate in the middle of this range, 1.7, is taken.

Export earnings should grow even faster than export
volume. The steep drop in commodities prices has
already turned around. Prices have risen well over 10
percent in the past year. Latin America’s commodities
exports, like copper, tin, and grains, follow long-term
world inflation trends, but they are also subject to sharp
short-term swings. To pick up the impact of the general
movement of world prices and short-term fluctuations,
export prices are assumed to be a function of both world
inflation and past export prices. The estimated equation
suggests that over the longer run Latin American export
prices move in line with world inflation. Over shorter
time periods, however, Latin American export prices
magnify changes in inflation. That is, when world infla-
tion increases, Latin American export prices go up
sharply; when world inflation slows, export prices drop.
This reflects the wide swings in Latin American prices,

2See, for example, H. Houthakker and S. Magee in “Income and
Price Elasticities in World Trade””, Review of Economics and Statis-
tics (May 1969). D. Warner and M. Klein in “Determinants of Interna-
tional Trade Flows", Review of Economics and Statistics (February
1983) provide a wider range of estimates for individual countries but
most are around 1.5 to 2.0. A trade-weighted average of the indi-
vidual elasticities for each study yields an overall income elasticity
for imports of 1.7. W. Cline in International Debt and the Stability of
the World Economy (Institute for International Economics, September
1983) suggests that the income elasticity for trade is as high as 3.
But he also finds that there is a threshold industrial country growth
of 1 percent below which import volume declines (i.€., there is an
intercept of —3). When industrial country growth is around 3 per-
cent, Cline’s import projections do not markedly differ from using 1.7
as the elasticity without an intercept.
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especially for commodities, over inflation cycles.?

Recovery in Latin America could be slowed by the
depressed level of trade within the region. But, for all
Latin American countries together, 64 percent of total
exports went to industrial countries in 1979-81 and only
16 percent represented intraregional trade. Moreover,
intraregional trade should pick up if growth in Latin
America resumes. Economic recovery in the industrial
countries thus remains the major influence on Latin
American exports in the medium term.

Since Latin America’s imports are more diverse than
their exports, they have not been subject to as strong
cyclical price trends. While Latin America contains both
major importers and exporters of oil, the region as a
whole is about in balance on oil trade. The sharp rise
in oil prices during the 1970s did not significantly affect
the combined terms of trade. Over the projection period
it is assumed that oil prices move in line with world
inflation. Thus, Latin America’s import prices follow the
index of industrial country prices more closely than
export prices.*

Interest and other service payments

Interest payments on external debt have grown sharply
in recent years. They now make up half of total service
payments, up from 25 percent in 1973. Most interna-
tional bank lending is based on a spread over the
London interbank offer rate (LIBOR). This rate has come
down to an average of 10 percent over the first ten
months of this year from an average of 13 percent last
year and 16'/2 percent in 1981. Increased spreads on
rescheduled debt do not fully outweigh this decline.
About one third of Latin America’s debt is from official
sources. Interest rates on official debt are usually lower
than on private debt and subject to less fluctuation. The
weighted average interest rate for private and official
debt is used in the model. This overall average rate on

3The estimated equation is:
XP = -0.63 — 0.32XP_, + 1.38P
(0.38) (3.47) (10.01)
where XP is the percentage change in export prices and P is the
percentage change in the industrial countries’ price index for traded
goods. The estimation period is 1956 to 1981. Data on price
changes are taken from the IFS. Since the constant term is not
significantly different from zero and the sum of the other coefficients
is close to one, the equation implies that in the long run Latin
American export prices move in line with world infiation. However,
over the short run, the price of Latin American exports will rise 1.38
percent in response to 1 percent higher world inflation.

R2 = 0.79

4Import price changes were estimated as:
MP = 0.46 + 1.05P
(0.26) (10.20)

where MP is the percentage change in Latin American import prices
and P is the industrial countries’ price index for traded goods. This
relationship was also estimated with lagged prices, but the
coefficient was not significant. The estimation period is 1956 to
1981, using data from the IFS.

R2 = 0.85
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Latin American debt declined from 14 percent in 1981
to about 12 percent this year.

Other service payments for transportation, insurance,
and other incidental expenses play a relatively small role
in Latin America’s balance of payments. For the pro-
jections, service payments are estimated as a function
of merchandise imports and service receipts are a
function of merchandise exports. Transfers have never
been important for Latin America. Transfers are
assumed to remain constant in real terms.

Taken together, the various components of the model
relate the world economic environment to the economic
prospects for Latin America over the medium term.
Given assumptions about the world economy and
financial inflows, the model can be used to project the
key trends needed to assess Latin America’s pros-
pects—the trend rates of real economic growth and the
debt burden.

Economic recovery under moderate assumptions
To analyze Latin America’s prospects it is reasonable to
start with moderate assumptions on world economic
conditions. Any assumptions about the future behavior
of economic variables are uncertain, so that it is also
important to look at the sensitivity of the resulting pro-
jections to alternative assumptions. With this in mind,
the base projections for Latin America are derived from
middle-ground assumptions for industrial countries’
growth and the availability of financing from banks,
official lenders, and direct investment. A plausible
growth assumption is taken to be 3 percent average real
growth in the industrial countries over the next five
years. This is equal to average growth from 1973-80
(despite the 1974-75 recession) and well below the
4'/4 percent average over the past two decades. This
growth ought to be compatible with the inflation rate of
5 percent which we assume. With inflation in this range
it is reasonable to suppose that world interest rates will
tend to come down. The average interest rate facing
Latin America is assumed to come down gradually
/2 percent per year to 10 percent over the next four
years and then remain constant.

Significant amounts of external financing can be
assumed only if the Latin American countries remain in
compliance with their IMF programs. While inevitably
there will be adjustments to meet changed circum-
stances, the major features of the programs must be
observed if any new financing is to be forthcoming.

Most IMF programs currently in place target an
increase in bank claims on Latin American borrowers of
around 7 percent per year. The base case projections
assume bank claims increase 5 percent this year and
7 percent in subsequent years. This is substantially less
than the 24 percent average increase in claims in 1980

10 FRBNY Quarterly Review/Autumn 1983

and 1981. It is also below recent increases in the capital
of large international banks. A 7 percent per year
increase would still permit a gradual reduction of banks’
exposure to these countries relative to the banks’' capital
base. International bank claims on Latin America® were
$180 billion at the end of 1982. The assumed increase
in bank claims would mean $9 billion in 1983 and then
gradually rise to $16/2 billion in 1987 (Table 1).

Lending by official agencies is also an important
source for Latin American financial inflows. Official flows
consist of reserve-related lending, principally from the
IMF, and longer term official lending. Reserve-related
lending, of course, has been crucial in the past year,
rising from less than $1 billion in 1981 to over $4'/2
billion last year. The IMF programs for Latin America
project this lending to remain at this level this year, then
to taper off through 1985. Other official lending is gen-
erally for longer periods and not subject to rapid shifts.
This category of official lending is projected to rise 7
percent per year. :

Direct investment provided $6/2 billion in financing for
Latin America in 1981. Deteriorating conditions reduced
direct investment to an estimated $5'/2 billion in 1982
and to perhaps only $4 billion this year. Our base esti-
mate is for direct investment to grow at the same rate
as world inflation (5 percent). Direct investment could
be much stronger than this if economic conditions
improve and the proper incentives are provided. Bonds
and other forms of portfolio investments provided a net
$3 billion as recently as 1981 but no significant amount
of new bond financing is projected.

Under these constraints on available finance the Latin
American current account deficit is assumed to come
down to about $20 billion in 1983 and to average about
$22 billion from 1984 through 1987. International
reserves are assumed to grow only $2-4 billion per year
after falling over $12 billion since 1980. This is in line
with the IMF targets and would allow a gradual
improvement in reserves relative to imports. The current
account deficit would fall more than $20 billion from its
peak of $45 billion in 1981. The current account deficit
together with the level of exports will determine imports
and potential growth.

Recovery under the base case

With these assumptions about world economic growth
and available financing, the relationships used in our
model suggest that most Latin American countries
should be able to recover fairly quickly and to reduce
their foreign debt burden (debt ratios) substantially
within two to five years. Latin American countries could

8 As reported by the Bank for International Settlements, “Internationat
banking developments—fourth quarter, 1982" (press release).
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begin to recover in 1984 and return on average to real
growth rates of nearly 5 percent a year by 1985.

The simulation suggests that by the end of the decade
imports would no longer be the major constraint on
growth. Chart 2 shows the very sharp declines in real
GDP per capita these countries are experiencing. It also
shows that most of these declines should have occurred
already. With recovery in the industrial countries, export
growth should resume and imports should be able to
grow significantly without the need for excessive
amounts of external financing. At the same time, debt
positions should improve, so that by 1987 there could
be a return to the sort of debt ratios that were common
in the late 1970s. Debt relative to GDP should fall by
2 percentage points from its 1982 level. The ratio of
interest payments on debt to exports should fall to 20
percent, down from 30 percent last year and close to
the average from 1978 to 1981 (Table 2). An important
measure of debt-servicing capacity—the ratio of debt
servicing to exports—also would move toward its level
of the late 1970s. There should be a slight upward
movement in this ratio in 1987 as rescheduled debt
comes due, but continued export growth thereafter
should restore the downward trend.

The return to moderate growth and sustainable debt
ratios would occur at a very substantial cost. By the end
of this year, per capita income will have fallen for the
third straight year and will be 8 percent below its peak
in 1980. After 1983, as growth picks up, per capita
income should expand fairly rapidly. But it will not come
back up to its 1980 level before 1987.

Once this long adjustment period is over, the model
suggests that a return to growth rates close to those
Latin America achieved in the past is possible. But the
critical period is over the next two or three years. If
these countries can look toward a return to growth and
reduced debt ratios, their adjustment programs should
be more acceptable. And banks will be more likely to
provide adequate financing.

The projection model we have used for Latin America
implicitly assumes that governments will manage no
better or worse than they have over the past two or
three decades. For some countries this means a
decided improvement over their recent performance.
But, the general framework used here does not suppose
that these economies will shift radically toward export-
led growth, remove all their built-in inflationary biases,
or pursue other major reforms, no matter how desirable
these may be on their own grounds. If some of these
measures are taken successfully, Latin America’s growth
could be substantially better than projected. If they do
not follow at least a minimal set of rational economic
policies, however, little or no improvement will occur, no
matter how favorable the external environment.

Chart 2

Moderate Industrial Country Growth
Base Case

Percent

ni e e e

1970 72 74 76 78 80 82 84 86 88 90

Sources: For historical data, International Monetary Fund,
World Economic Outlook (May 1983); projections for 1983-87
are Federal Reserve Bank of New York staff estimates.
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Prospects in alternative cases

Given the uncertainty behind the assumptions of mod-
erate noninflationary growth of the industrial world,
adequate external financing, and continued adjustment
policies by Latin America, it is appropriate to examine
the sensitivity of the outcome to alternative develop-
ments.

An interrupted industrial country recovery. Each 1
percent reduction of average industrial country growth
would reduce industrial country imports by nearly 2
percent and lower Latin America’s annual growth by
34 percent over the 1984 to 1987 period (Table 2). This
highlights the importance of renewed exports for a Latin
American recovery. The ratio of debt servicing to exports
would show little improvement until at least 1987. Per-
capita GDP in 1987 would still be 3 percent below its
1980 level (Chart 3). This delay would add to the
already difficult social and economic pressures.

Higher real interest rates. If average interest rates
including the spread over LIBOR stay around 12 percent
rather than decline toward 10 percent as assumed in the
base case, annual real GDP growth would average 12
percent less over 1984-87 than in the base case, even
if industrial country growth remained at 3 percent
(Table 2, Chart 4). The sharpest impact would be on the
ratio of interest payments to exports. Rather than
declining quickly as in the base case, this ratio would
remain close to 25 percent in 1987, well above the
levels of the late 1970s. The ratio of debt servicing to
exports would also remain high. The Latin American
financing position would thus remain precarious.

Inadequate external financing. If no net bank lending
occurs (so that bank claims on Latin America remain
constant), real GDP growth would average a full 1 per-
cent less each year through 1987 (Table 2, Chart 5).
Recovery could not even begin until at least 1985. Per-
capita income would fall again in 1984. In fact, in 1985
average income would barely equal its current
depressed level. The average income level would
remain below its 1980 peak beyond 1987. Ironically, the
debt burden indicators would improve since exports
would go up faster than debt. But this clearly would not
compensate for the economic deterioration. Continued
heavy interest payments would be politically difficult, but
failure to pay interest could disrupt trade and further
reduce imports and growth.

A possible but not certain recovery

Our analysis indicates that the Latin American countries
could resume reasonably satisfactory growth after two
or three years of difficult adjustments. Relative debt
burdens could be reduced and these countries could
move toward renewed creditworthiness. Recovery could
occur under a set of moderate and plausible assump-
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tions about world economic growth, interest rates, and
the availability of external financing. But it would not
require either a boom in industrial country growth or
inflation, major improvements in domestic economic
policies, or enormous amounts of external financing.

Lower industrial country growth or higher interest rates
than assumed here would delay the recovery. Latin
America would have to extend its economic austerity
beyond the measures it has taken, and these austerity
programs would continue further into the future.

For Latin America to recover it is essential that
financial flows not be cut off to those countries that are
making adjustments. It is hard to imagine that lending
will continue unless countries remain committed to the

adjustment measures incorporated in the IMF programs.
At the same time, the moderate rates of external
financing these programs call for should be sufficient to
permit a resumption of growth fairly quickly.

There is a legitimate concern that these countries will
be forced to restrict their imports so much that a return
to growth cannot be foreseen. Or that recovery will
require massive amounts of new bank lending. The
analysis presented here suggests that, for most Latin
American countries, recovery is possible. Latin American
countries should be able to resume satisfactory growth
and reestablish their- creditworthiness under reasonable
assumptions about their own actions and the world
economic environment.

Ronald Leven and David L. Roberts
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U.S. Trade with Latin America:
Consequences of Financing

Constraints

It is by now well-known that the debt-servicing problems
of Latin American countries have forced a severe
reduction of their merchandise imports. Perhaps not so
fully appreciated is the extent to which the repercus-
sions of the Latin American debt crisis have affected the
U.S. economy. U.S. exports to Latin America in 1983 will
likely fall about 40 percent from their 1981 level. Almost
the entire range of exports has been adversely affected;
the fall in sales of traditional manufacturing industries
has been particularly drastic. A loss of nearly /s million
U.S. jobs in 1982 can be attributed to the decline in
exports to Latin America. This loss constituted the bulk
of U.S. jobs lost due to debt problems worldwide and
was concentrated in some of our most depressed
industries. Additional employment losses this year have
been nearly as high. Service receipts from direct
investment and tourism have also fallen sharply. On the
import side, U.S. purchases of Latin American goods
remained steady in 1982. This year, import growth from
Latin America in sectors such as chemicals and
machinery has been very rapid and significantly faster
than the growth of domestic production. Latin American
exports, aided by more competitive exchange rates, can
also be expected to provide stronger competition for
U.S. exports in third markets.

These phenomena are a natural consequence of the
acute shortage of foreign exchange prevalent throughout
most of Latin America. The entire adjustment to reduced
external financing in 1982 occurred through the reduc-
tion of merchandise imports and reserve losses. This
year, Latin America’s trade surplus is expected to
exceed $20 billion, from a position of deficit as recently
as 1981 (Table 1). Given the possibility of a sustained
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period of reduced capital inflows and high interest
payments on external debt, the region may continue to
need to generate substantial trade surpluses. A relevant
question for future years is whether such surpluses will
be generated by a continued compression of imports,
or whether export expansion will permit a recovery of
import growth. The manner of adjustment to financing
constraints will therefore affect not only the development
path of Latin America, but also trading relationships with
its major trading partners, in particular the United
States.

This article examines the trade implications for the
United States of Latin America’s financing difficulties.
Undoubtedly, the economic costs to Latin American
countries with debt-servicing problems have been heavy,
but these costs are not the subject of the present
analysis.

U.S. exports to Latin America
The initial effect of the Latin American (subsequently
referred to as Latin) debt crisis has been felt most
severely in the United States by exporters. Although
exports to Latin America accounted for only 17 percent
of total U.S. exports in 1981, between 1978 and 1981
these exports had grown over 50 percent faster than
U.S. exports to the rest of the world. The decline in
exports to Latin America since 1981 thus represents a
particularly sharp reversal of past trends. The nearly $9
billion drop in U.S. merchandise exports to Latin Amer-
ica in 1982 (Table 2) accounted for over 40 percent of
the total decline in our exports last year.

The value of U.S. exports to Latin America in 1982
fell at a rate even faster than the decline in total Latin
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Table 1

Latin America: Current Account Balances*

In billions of dollars

Projection
Trade and current account 1978 1979 1980 1981 1982 1983
Exports (fob) ....cccoeveiiene N 57.1 76.3 99.9 107.0 97.5 100
Imports (fob) -60.4 -76.2 -100.6 -108.9 -88.6 =77
Trade balance -3.3 0.1 -0.7 -1.9 8.9 23
Net service and transfers -15.3 -20.4 -27.0 -40.2 -47.0 -42
(Gross interest payments).... (-12) (-19) (-27) (-37) (-42) (-39)
Current account balanCe .........ccccoiieieniiieinese e -18.6 -20.3 -27.7 -42 1 -38.1 -19
Trade with the United States:*f
Exports to the United States 23.0 30.5 375 39.1 38.6 42
Imports from the United States -22.0 -28.6 -38.8 -42.8 -33.2 -26

"Includes nonLatin developing countries in the Western Hemisphere.

fBalance-of-payments basis.
Sources for historical data: International Monetary Fund, World Economic Outlook (May 1983) and International Financial Statistics. U.S. Department of
Commerce, Survey of Current Business (various issues) for trade with the United States. Federal Reserve Bank of New York projections, estimates of interest
payments, and adjustments for country coverage.

Table 2

U.S. Exports to Twenty Latin American Republics

In billions of dollars; FAS value basis

1982 1982 1983
First Second First
Selected countries and commodities 1980 1981 1982 half* half* half*
36.03 38.95 30.09 16.63 13.46 1093
Selected countries:
Mexico 15.14 17.79 11,82 7.20 4.62 4.40
Venezuela ... 4.57 5.44 521 2.60 2.61 1.38
Brazil 4.34 3.80 3.42 1.78 1.64 1.25
Argentina 2.62 2.19 1.29 0.76 0.53 0.49
Selected commodities:
Food and animals .. 4.52 4.70 2.80 1.49 131 1.68
Crude materials... 1.75 1.60 1.33 0.80 0.53 0.63
Mineral fuels 0.84 0.77 1.69 1.09 0.60 0.42
Chemicals 4.85 4.47 3.67 1.94 1.73 1.62
Machinery 10.59 12.34 9.72 5.32 4.40 2.95
Transport equipment 456 5.42 3.26 1.98 1.28 1.07
Other manufactured goods 6.80 7.50 5.37 3.03 2.34 181

‘Not seasonally adjusted.
Source: U.S. Department of Commerce, Highlights of U.S. Export and Import Trade (various issues).
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Table 3

U.S. International Transactions with Latin America*

In billions of dollars; balance-of-payments basis

Goods and services

Exports
Merchandise trade excluding military

Services
Travel and passenger fares
Direct investment receipts..
Other private receipts

Imports
Merchandise trade excluding military

Services
Travel and passenger fares
Direct investment payments ...
Other private payments

Balance on merchandise trade
Balance on services
Balance on current account

‘Includes nonlatin developing countries in the Western Hemisphere.

fNot seasonally adjusted; preliminary.

Source: U S Department of Commerce, Survey of Current Business (various issues).

Table 4

U.S. Imports from Twenty Latin American Republics

In billions of dollars; customs value basis

Selected countries and commodities

Selected countries:

MEXICO ittt
Venezuela
Brazil
Argentina

Selected commodities:
Food and animals
Crude materials
Mineral fuels
Chemicals
Machinery
Transport equipment ......
Other manufactured goods

‘Not seasonally adjusted.
Source: U.S. Department of Commerce, Highlights of U.S.
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1980 1981 1982
30 02 32.06 3251
12.63 13.80 15.57

5.32 5.57 477

372 4.47 4.29

0.74 1.12 113

7.44 6.87 6.10

1.10 1.28 0.97
12.82 13.66 15.18

0.54 0.67 0.61

229 2.79 3.14

038 041 0.38

4.26 4.97 4.44

Export and Import Trade (various issues).

1978 1979 1980

) 38.06 50.15 66.64
...... 22.03 28.56 38.85
15.96 21.53 27.72

2 75) (3.55) (4.42)

(4.78) (6.52) (6.97)

(5.87) (8.36) (12.28)

-31.54 -42.95 -53.09

_____ -23.04 -30.54 -37.53
-8.26 -12.12 -15.17

(-3.54) (-4.04) (-4 40)

(-041) (-0.64) (-1.02)

(-2.06) (-4.72) (-6.59)

-1.01 -1.98 1.32

7.70 9.41 12.55

5.69 6.12 12.35

1981

79.95
42.80

37.09
(596)
(613)

(20.50)

-58.74
-39.10

—19.31
(-4.88)
(-0.93)
(-9.81)

371
17.77
19.95

1982
First half*

15.67

751
231
1.99
0.60

3.12
0.52
6.89
031

0.18
2.35

1982

71.12
33.16

37.78
(5.09)
(2.85)

(25.60)

-62.18
-38 56

-23.33
(-5.45)
(-0.47)

(-13.47)

-5.40
14.44
7.62

1982
Second half’

16.84

8.06
2.46
2.30
0.53

2.98
0.45
8.29
0.30
1.70
0.20
2.09

First half
1983t

27.53
12.36

15.10
(2.02)
(0.12)

(10.68)

-30.99
-20.23

-10.67
(-3.11)
(-0.21)
(-5.28)

-7.88
4.43
-4.13

1983
First half*

17.38

821
2.43
2.26
0.42

341
0.46
7.49
0.51
181
0.22
2.56



imports (Table 1), more than 22 percent as compared
with under 19 percent. This differential in the rate of
decline appears to have held to about the same extent
when measured in terms of volume.' While the appre-
ciation of the dollar in world markets may have con-
tributed to the falling share of U.S. exports, more sig-
nificant was the timing of financial problems in individual
Latin countries. Mexico, the third largest trading partner
of the United States, accounting for nearly half of our
exports to Latin America in 1981, was among the first
of the major Latin countries curbing its imports in
response to financing difficulties in 1982. This country’s
exports to Mexico fell by a third in 1982 and are
expected to decline further this year as Mexico's ad-
justment program takes effect.2 While U.S. exports to
Argentina also fell sharply in 1982, the full impact of the
economic contraction in Brazil, Venezuela, and most of
the other Latin countries is only being felt this year.

The decline in exports to Latin America since 1981
has affected each major category of U.S. exports but
has been particularly pronounced in machinery and
transport equipment as well as in the broad category
“other manufactured goods” (Table 2). The machinery
and transport equipment sectors accounted for 45 per-
cent of total exports to Latin America in 1981, with
exports of machinery alone exceeding $12 billion. Sev-
eral industries that were among those already hardest
hit by the domestic recession appear to have suffered
the sharpest declines in exports to Latin America.
Exports of new passenger cars and trucks and buses
fell by over half in 1982. At the same time, basic iron
and steel products, the exports of which totaled over
$1 billion in 1981, were nearly halved. These declines
have continued through 1983, slowing the present
recovery in these industries.

Falling U.S. exports have not been limited to tradi-
tional manufacturing industries. High technology prod-

'U.S. export volume, estimated by adjusting value figures by unit
value indexes of U.S. exports by “end-use" category, aiso fell about
22 percent. The total fall in import volume, estimated by adjusting
the “Western Hemisphere” volume figure in the International
Monetary Fund’'s 1983 Wor/d Economic Qutlook for Venezuela's
import volume growth, was about 18 percent. (Venezuela is not
included in the IMF definition of nonoil developing countries in the
Western Hemisphere.) Such comparisons are necessarily inexact
since they involve the use of different base years and commodity
categories.

2In value ferms, the share of U.S. exports to Mexico as a proportion
of total Mexican imports actually rose in 1982. (This is thought to be
due to increased official financing from the United States. Also,
speculative movements out of the Mexican peso, in part, took the
form of the purchase of goods. To the extent that these unrecorded
imports were largely from the United States, U.S. exports would
benefit.) The share of U.S. exports to the region, excluding Mexico,
remained approximately constant between 1981 and 1982. Thus, the
proportionately greater decline in Mexican imports and the large
U.S. share of those imports contributed heavily to the falling share
of U.S. exports to the region as a whole.

ucts, in which the comparative advantage of the United
States is possibly the greatest, were initially more insulated
from the Latin adjustment measures. The export of scientific
and business machinery to Latin America fell about 16
percent in 1982, while the value of computer exports
actually remained steady. However, by the first half of 1983,
exports of these high technology items were also falling
rapidly: scientific and business machinery exports to Latin
America were down 38 percent from the first half of last
year, with computer exports falling 21 percent.

Even agricultural exports to Latin America have been
affected. U.S. exports of grain and cereal preparations to
Latin America, which totaled $3 billion in 1981, fell by 40
percent last year. This was partly due to good production
years in Mexico and Brazil, but financing difficulties also
contributed to the decline.

On the basis of a recent study estimating the direct and
indirect domestic employment generated by U.S. exports,
the loss of nearly $9 billion of merchandise exports to
twenty Latin countries in 1982 caused the loss of about
225,000 U.S. jobs last year® More than three quarters of
these lost jobs are estimated to have occurred in the ma-
chinery, transport equipment, and other manufactured goods
sectors, areas where unemployment in 1982 was generally
higher than the U.S. average.* Falling exports to Latin
America are estimated to have contributed directly about 0.3
percent to the decline in U.S. real GNP last year® In the
first haif of 1983, U.S. exports to Latin America fell a further
19 percent over the previous six-month period and were
down by more than a third from the first half of 1982.
Some recovery of U.S. exports to Mexico is anticipated
for the second half of 1983. But, given the declines that
have already taken place and the ongoing scarcity of foreign
exchange in the entire region, U.S. exports to twenty Latin
countries in 1983 are projected to fall below $24 billion, or
40 percent below the level reached in 1981. Assuming

3 “Domestic Employment Generated by U.S. Exports” by Lester A. Davis,
was released by the Commerce Department in May 1983. This study
estimates that in 1982 $1 billion of U.S. exports generated an average of
25,200 jobs. Export-related employment in 1980 was estimated using an
input-output model of the U.S. economy developed by the Interindustry
Economic Research Fund at the University of Maryland. Estimates for
1982 were then derived by adjusting the 1980 figures for changes in the
level of exports, export unit values, and U.S. productivity The application
of the above result for U.S. exports to Latin America is valid for two
related reasons: (a) the composition of U.S. exports to Latin America is
not dissimilar to the composition of U.S. exports in general; and (b) the
employment generated by major export categories is, in any case,
relatively invariant—see Davis. Therefore, while too much emphasis
should not be placed on a precise figure, the analysis does provide
reasonable orders of magnitude.

4 For example, U.S. unemployment in the transport equipment sector in
1982 averaged 15.3 percent; unemployment in the machinery sector
stood at about 11'/2 percent.

5 This estimate, derived by deflating GNP and exports using 1980 as a
base, does not take into account multiplier effects.
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that this export projection for 1983 holds, nearly 400,000
U.S. jobs will have been lost during 1982 and 1983 as a
result of declining merchandise exports to Latin America.

In addition to the depressing effects of merchandise trade,
reduced service receipts from Latin America have also
retarded growth in the United States. Although total U.S.
service receipts from Latin America in 1982 remained steady
(Table 3), this was entirely due to the continued growth of
“Other private receipts"—mainly interest receipts by U.S.
banks—to over $25 billion in 1982. These receipts had
peaked in mid-1982, after which the sharp reduction of net
new lending along with a continued easing of world interest
rates contributed to their decline. Lower average interest
rates in 1983 are expected to reduce receipts in this cat-
egory further this year.

Noninterest service earnings from Latin America were
already showing declines in 1982. The largest decline
among service receipts in 1982 was falling earnings from
direct investment. The decline in direct investment receipts
from Latin America, which amounted to about $2 billion in
1982 (after adjusting for falling income from the Netherlands
Antilles), was entirely accounted for by the drop in eamings
from Mexico. In 1983, income from U.S. direct investment
in Latin America has declined further because of the severe
regional recession and local currency depreciations.

Finally, the U.S. net tourist balance with Latin America
moved from surplus to deficit last year, deteriorating by
nearly $11/2 billion. Mexico’s scarcity of foreign exchange
reserves, along with its consequent devaluations and efforts
to implement exchange controls last year, largely accounted
for the deterioration of the U.S. tourist balance with Latin
America. Receipts from Mexico, including the border area,
fell more than $900 million in 1982, exceeding the total drop
in U.S. tourist receipts last year. The more favorable Mex-
ican exchange rate also induced a larger number of trav-
elers to Mexico, raising U.S. travel payments by nearly $500
million, with dollar expenditure in the Mexican border area
rising by 27 percent. Further deterioration in our travel bal-
ance with Latin America has already occurred in 1983.

No estimates of the effect of service exports on domestic
employment are available. Clearly there is much greater
variability here than for merchandise trade. While the travel
and tourist industries may well be more labor intensive on
average than merchandise exports, fluctuations in invest-
ment eamings may have little direct employment effects. In
any case, a comprehensive study on employment costs
would need to take account of the adverse developments
in the services sector.

¢ The employment equivalent of $1 billion of exports is slightly lower in
1983, with gains in productivity. Average export unit value is expected to
remain substantially unchanged.
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U.S. imports from Latin America

Exports from Latin countries in 1982 fell $10 billion (Table
1), reflecting the fall in GNP of their major trading partners
and the continued decline in the prices of their commodity
exports. U.S. imports from Latin America in 1982, however,
remained steady. The U.S. share of Latin exports therefore
rose from 37 percent to 40 percent between 1981 and 1982.
That share has continued to rise, reflecting the faster
expansion of the U.S. economy than other major industrial
countries and the continued strength of the dollar.

In addition, during the first half of this year, U.S. imports
from Latin America expanded significantly faster than
domestic production in comparable products. Latin exports
to the United States also captured a larger share of the U.S.
import market. In the first half of 1983, while our imports
from Latin America grew by 11 percent from the same
period in 1982 (Table 4), our imports from the rest of the
world fell by 2 percent. In some sectors, the relative growth
of imports from Latin America was even faster. For example,
in the first haif of 1983, U.S. imports of chemicals from Latin
America grew by 64 percent from a year earlier. Over the
comparable periods, U.S. imports of chemicals from other
countries grew 11 percent, while domestic U.S. production
was increasing only about 3 percent. Machinery imports
from Latin America during this period grew 26 percent, as
U.S. machinery imports from the rest of the world grew 7
percent and domestic production actually fell 6 percent.

In most cases, the relatively rapid growth of Latin exports
to the United States has been facilitated by their low initial
market shares. These low market shares suggest the
potential for further growth is present. This potential is
clearly enhanced by the possibility of a sustained recovery
in the United States, subject to the recognition that imports
can be impaired by overt or indirect protectionist pressures.

In terms of exchange rate competitiveness, substantial
currency devaluations in real terms have piaced most of the
major Latin trading partners of the United States in a better
position to take advantage of our increased growth. Looking
ahead, the prospect of these and other Latin countries
maintaining more competitive exchange rates has increased,
precisely because of their financing difficulties. With reduced
reserves to support their currencies and an ongoing need
to avoid further capital outflows, the ability and desire to
maintain overvalued exchange rates have considerably
diminished.

Heightened competition from Latin exports is a relatively
recent phenomenon and, to the extent that it represents an
effort at adjustment by the expansion of trade, is a positive
development. To date, however, the bulk of the adjustment
to financing constraints has occurred through a contraction
of Latin imports.

Sanjay Dhar
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In Brief
Economic Capsules

for the trade-weighted mix of currencies. The interest

Currency DlverSIflcatlon rate for the mix of currencies was lower in each year
and LDC Debt (Table 1).

Relative exchange rate changes are reflected in
changes in the level of the trade-weighted index of the

Between 1979 and 1982, the nonoil developing coun-
tries (LDCs) borrowed about $137 billion from com-
mercial banks worldwide, virtually all in terms of dollars.

Had these countries diversified the currency composition Tabte 1
of their borrowings to correspond broadly with the cur- Average Annual Rates of Interest
rency composition of their trade, they would have In percent
incurred substantial savings in interest payments as well
as in the conversion value of their principal.l1 Three-month
To estimate these savings, weights were assigned to Euro-rates
various major currencies. The weights were based on ThrEee'”(‘joﬂ‘h for a_”ﬁ?e[;
. . . urodollar weighte
the composition of nonoil LDC trade in 1980.2 interest ,?ﬂx of
The relative cost of borrowing was determined by Year rates currencies
comparing three-month average Eurodollar interest rates 1979 ... 11.93 11.03
from 1979 to 1982 with three-month average Euro-rates 1980 13 96 13 36
1981 ... . 16.80 15.32
) ) 1982 13.10 12.45
ITo the extent that borrowing and rolled-over maturing debt took
place in currencies other than dollars, our estimates may overstate
the benefits. Nevertheless, data for five major nonoil LDC borrowers
indicate that only 1.4 percent of syndicated loans to these countries
in 1980 took place in currencies other than dollars. Although this Table 2
percentage has tended to increase in recent years, totaling 11.9 in . . . .
1982, it still lags well behind the world average. For example, the Effect on Principal of Borrowing in a
percentage of all syndicated loans in nondollar currencies was 10.6 Trade-Weighted Mix of Currencies
in 1980 and 20.8 in 1982. Excluding the five major nonoil LDC 9
borrowers, these percentages were 12.8 in 1980 and 30.1 in 1982.
The five nonoil borrowers include Mexico, Brazil, Argentina, Korea, Conversion
and the Philippines. Trade- Net value of
weighted borrowings Cumulative cumulative
2Weights were based on aggregate nonoil LDC imports. Weights index from banks borrowings borrowings
based on aggregate exports in the same year would have been Year (1978= 100) ($ billion) ($ billion) ($ billion)
almost identical. Over the past five years, the trade patterns have
been reasonably stable. In our calculations, imports from Belgium 1979 101.2 35 35 35.4
and Denmark were attributed to the German mark. Imports from 1080 101'3 38 73 73'9
OPEC countries, from each other, and from those countries not 1081 96-0 M 114 109.4
accounted for in the currencies specified below were attributed to 1982 n 91.6 23 137 125'5

the dollar. The trade weights in percentage terms were: U.S. dollar
67.0, Japanese yen 10.5, German mark 8.5, French franc 4.8,
pound sterling 4.6, Italian lira 3.0, Dutch guilder 1.6.
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mix of currencies vis-a-vis the U.S. dollar (1978 = 100).
With dollar depreciation during 1979 and 1980, the
index rose slightly, i.e. appreciated, against the dollar
in these two years. By contrast, the strengthening of the
dollar during 1981 and 1982 caused the index to fall,
i.e. depreciate, by roughly 51 percent and 412 percent,
respectively, in each of these years.

Between 1979 and 1982, nonoil LDC cumulative net
borrowings from banks amounted to $137 billion. Had
this borrowing been denominated in the trade-weighted
mix of currencies, its conversion value at end-1982
would have been about $125.5 billion (Table 2). This
would have represented a savings of about $11.5 billion
or 8v2 percent over borrowing solely in U.S. dollars.

The interest rate on the trade-weighted mix of cur-
rencies was 1.48 percentage points lower than the
comparable dollar rate in 1981 and 0.65 percentage
points lower than that in 1982. Exchange rate changes
reduced the value of the trade-weighted index against
the U.S. dollar by 4 percent between 1978 and 1981
and by 8.4 percent between 1978 and 1982. As a result,
interest payments on cumulative bank borrowings by the
nonoil LDCs would have been lower by about $2 billion
in 1981 and in 1982 (Table 3).

If maturing debt had also been rolled over into the
trade-weighted mix of currencies, the savings effects
would have been even greater. Additional savings would
have amounted to $13 billion on the principal at end-
1982 and roughly $2 billion on the interest payments in
1981 and in 1982.

Table 3

Effects on Interest Payments of Borrowing in
a Trade-Weighted Mix of Currencies
In billions of dollars

Exchange

Average Pure rate
cumulative interest savings Total
Year borrowings savings (loss) savings*
1979 17.5 0.16 (0.02) 0.13
1980 54.0 0.33 (0.09) 0.23
1981 93.5 1.39 0.58 1.96
1982 125.5 0.82 1.31 2.13

Average cumulative borrowings were calculated on the
assumption that the borrowings were distributed evenly
through the year. Pure interest savings measures the gain
from borrowing at a lower interest rate using the trade-
weighted mix of currencies. Exchange rate savings (loss)
adjusts the interest payments for movements in the trade-
weighted index against the U.S. dollar since 1978.

*Because of rounding, figures may not add to totals.
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In total, these estimates suggest that the combined
savings to the nonoil LDCs in terms of lower interest
costs and exchange rate gains of diversifying their new
and maturing bank debt between 1979 and 1982 could
have amounted to over $30 billion.

Andrew Mohl and Dorothy Sobol

Bank Size and U.S. Bank
Lending to Latin America

The reluctance of some regional banks to join in recent
reschedulings has focused attention on bank size as a
determinant in bank lending behavior. The results of our
current research indicate that different size banks have
behaved differently during the recent period of payments
difficulties and that differential behavior during 1982
reflects fundamental differences in the patterns of bank
lending to Latin America that developed during the
period of 1977-81.1

Patterns of bank lending from 1978-81

An analysis of reported U.S. bank claims on non-OPEC
Latin America from end-1977 through end-1981 reveals
that the smallest banks reporting in the Country Expo-
sure Lending Survey have developed patterns of bank
lending distinct from those of the larger banks. The
growth rates for the various size banks shown on the
table indicate that small bank claims have grown faster
on average throughout this period. Both the large money
center banks and the medium-sized banks already had
relatively large exposures in Latin America in 1977. The
smallest banks in the survey thus expanded their claims
at a faster rate to take advantage of newly developing
profitable markets.

Claims held by small banks have been relatively more
concentrated in shorter maturities. From 1977 to the
present, the smallest banks in the survey have held a
higher proportion of claims maturing in one year or less.
The variation in the maturity structure of claims may
reflect small bank preference for involvement in trade

IThe primary data source for the analysis is the U.S. Federal
Financial Institutions Examinations Council, Country Exposure
Lending Survey. This semiannual series dates from end-1977 and
provides information supplied by all U.S. commercial banks with
more than $20 million in claims on residents of foreign countries.
The banks are grouped according to the size of their total assets—
the nine largest, the next fifteen, and all other. These groups are
referred to here as large, medium, and smaller.
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U.S. Bank Claims on Non-OPEC
Latin America and Caribbean

Claims
maturing Claims Claims on Claims on
Total in 1year on public private
‘Bank size claims or less banks borrowers nonbanks

Average annual growth rates, 1978-81

In percent
Large 15.1 20.0 22.9 17.8 9.2
Medium . 15.8 20.3 18.4 5.1 23.0
Smaller .. . 21.9 25.4 28.5 5,7 30.2

Shares outstanding at end-1981
In percent of totals for each type of claim

Large 58.6 57,0 45.9 70.0 59.5
Medium .. 18.9 18.7 23.0 14.4 19.5
Smaller .. 22.5 24.3 31.1 15.6 21.0

Growth rate for 1982

In percent
Large 12.8 7.1 114 33.3 -6.6
Medium . 19.0 21.8 27.9 23.6 7.4
Smaller .. 2.8 -0.3 -1.2 23.3 -5.1

Reporting banks are divided into three groups ranked by size
of total assets (the nine largest, the next fifteen, and all other
reporting banks); banks in each group are referred to as large
medium, and smaller, respectively.

Source: U.S. Federal Financial Institutions Examinations
Council, Country Exposure Lending Survey.

financing and interbank placements in Latin America.

Small bank preference for lending to the private sector
became even more pronounced between 1977 and
1981, when small bank claims on both bank and non-
bank private borrowers increased at an average annual
rate of about 30 percent while the average annual
increase in their claims on the public sector was less
than 6 percent. By the end of 1981, 41 percent of
claims on non-OPEC Latin America held by the small
banks were claims on banks and only 23 percent of
their claims were on the public sector. For the largest
nine banks, only 23 percent of non-OPEC Latin Amer-
ican claims were held on banks while 39 percent were
on public borrowers.

Payments problems during 19822

In 1982 severe financial strains brought a halt to the
rapid expansion of claims on Latin America. The
changes in U.S. bank claims on Argentina and Mexico

2William J. Gasser and David L. Roberts, "Bank Lending to
Developing Countries: Problems and Prospects”, this Quarterly
Review (Autumn 1982), pages 18-29, for earlier payments problems.
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during 1982 indicate a withdrawal from lending by the
smaller banks similar to that observed in earlier periods
of payments problems for other countries. In Mexico and
Argentina, banks of all sizes slowed their lending to the
private sectors. But, unlike the larger banks, small banks
did not offset this decrease in claims on the private
sector with a comparable increase in their claims on
public borrowers. This pattern was especially pro-
nounced in Argentina and Mexico, but bank lending to
the private sector was also slowing in other parts of the
hemisphere.

Much of the decline in claims on the private sector
can be attributed to a fall in the demand for trade
credits and working capital as economies throughout the
hemisphere experienced a deep recession. Thus, the
demand for imports of both production inputs and con-
sumer goods fell. Public-sector borrowers began
absorbing credits that formerly went to the private
sector. In addition, there were difficulties in finding
financing for imports. These difficulties may remain with
us in the near future as banks remain reluctant to
increase their claims on the private sector. Some of this
reluctance is due to the fear that private firms are no
longer good credit risks and that even firms that remain
solvent will have reduced access to foreign exchange
during times of scarcity. Smaller banks have not only
withdrawn from private-sector lending but are also
hesitant to join in new loans to the public sector. This
reluctance accords with the previously revealed pref-
erence behavior of these smaller banks who have not
typically been attracted to the lower spreads and longer
maturities of public-sector loans.

Willene A. Johnson

Why Consumption Surged
in the First Half of 1983

The strength of the economy over the first half of this
year surprised many forecasters who earlier had pre-
dicted a below-average recovery in economic activity.
Most of the economy’s advance reflected a burst of
consumer spending, much of which occurred in the
second quarter, when the personal saving rate declined
from 5.4 percent to 4 percent. Between the fourth
guarter of 1982 and the second quarter of 1983, real
consumer expenditures rose $31 billion, more than two
thirds of the increase in GNP. This surge in spending
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Composition of the Consumer Spending
Surge in the First Half of 1983

Seasonally adjusted changes

Billions of 1972 dollars

spending excluding vehicles
motor and parts

vehicles

and parts

Source: National Income and Product Accounts.

by households was fairly widespread among nondura-
bles, services, and motor vehicles (chart). What caused
households to go on a spending spree? Was it fore-
seeable before the recovery got under way?

Part of the spending surge may have reflected un-
intended purchases, e.g., expenditures on heating fuel
because of the unusually cold weather in April and May.
However, we estimate that almost half of the pickup in
consumer spending can be attributed to three devel-
opments perhaps not easily foreseen or evaluated at the
start of the recovery. These developments were the
steep rise in the stock market into 1983, the decline in
oil prices, and the extent to which automobile manu-
facturers provided incentive financing.

The stock market climbed more than 50 percent
between mid-1982 and mid-1983, the largest advance
in the value of stocks in the postwar period (Table 1).
In particular, over the second six months of this
recovery, stocks surged by more than in any other cor-
responding period since the 1950s. In dollar terms, the
value of stocks expanded by about $600 billion between
mid-1982 and mid-1983, a gain of about $270 billion in
1972 dollars.

How much did consumer spending rise as a result of
this increase in the net worth of households? Econo-
mists have long been of the view that changes in wealth
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affect consumer spending (in addition to the primary
influence of changes in income) and, based on historical
relationships, have made estimates of such effects.
According to the Federal Reserve-MIT-Penn (FMP)
econometric model, consumption of nondurable goods
and services can be expected to climb over the course
of two years by about 4 percent of a sustained gain in
stocks, with most of the increase occurring in the first
twelve months. In addition, purchases of consumer
durables should expand by about 0.4 percent of the
gain. These estimates, applied to the 1982-83 advance
in stocks, indicate an increase in real consumer
spending over the first half of 1983 of $6.2 billion, or
20 percent of the observed surge in consumption (Table 2).
Almost half of this impact on consumer spending can
be attributed to the continued strength of the stock
market during the first two quarters of this year.

Spot oil prices fell about $3 a barrel, or 10 percent,
between the fourth quarter of 1982 and the second
quarter of 1983. The decline in oil prices was passed
along to consumers quickly. For instance, excluding the
five cent increase in Federal excise tax on gasoline that
went into effect in April 1983, gasoline prices in the
April-to-June period stood 6.3 percent below their level
in the fourth quarter of last year. This drop in prices
essentially reflected a complete passing through of the
lower oil prices, as the cost of oil represents about three
fifths of the price of a gallon of gasoline. With house-
holds directly consuming about 2 billion barrels of oil a
year, the cut in price was equivalent to an income gain
in current dollars of $6 billion, or about $3 billion in
constant dollars. Assuming that about 90 percent of this
income gain was spent, the oil-price decline would
account for about $2.7 billion in additional purchases
over the first half of the year, 9 percent of the total
advance of consumer spending.

Automobile manufacturers in the first half of this year
broadened their incentive-financing programs to
encompass almost all their domestic automobile models
and light trucks. This development resulted in an
average loan rate of 12 percent between January and
June, compared with 14.4 percent in the fourth quarter
of 1982. This lower interest rate raised car sales pri-
marily for two reasons. First, by reducing the effective
price of a car or light truck by about 4 percent, the lower
rate increased the number of cars desired by house-
holds. Second, as the lower rate might have been
viewed as temporary, the programs may have encour-
aged consumers to push ahead their purchases of a car.
As a result, using the FMP model, we estimate that the
lower interest rates led to an increase in real expendi-
tures on cars of about $2.5 billion over the first half of
this year. With this figure as a benchmark, we estimate
that the incentive programs bolstered the sales of light
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Table 1

Rise in the Stock Market
In percentage change

First
First Second twelve
six months six months months
Trough of of market of market of market
market recovery recovery recovery
June 1949 ... 9.4 25.0 36.8
September 1953 ... 13.7 235 40.4
December 1957 ... 15.8 19.3 38.1
October 1960 211 6.8 29.4
July 1970 31.1 4.7 37.2
December 1974 .. 38.4 -2.2 35.3
March 1978 25.2 -1.4 23.5
April 1980 . 27.8 5.3 34.6
June 1982 32.8 17.8 56 4
Sources: Estimated by authors using Standard and Poor's
Dividend Price Ratio, and National Income and Product
Accounts.
Table 2
Some Determinants of Consumer Spending:
Estimated Impacts in the First Half of 1983
In percent
Impact on

consumer spending
as a share of total
rise in consumer

Change from
recent trough
or peak of

Determinant determinant spending
Rise in stock market . 56 20
Decline in oil price .... -10 9
Decline in automobile

loan rates ... -17 13

Sources: Estimated by authors using Standard and Poor's
Dividend Price Ratio, National Income and Product Accounts,
Ward's Automotive Reports, Federal Reserve Bulletin, U.S.
Department of Energy, and Platt's Oilgram Price Report.

trucks by $1.5 billion. Thus, the incentive programs may
have accounted for about 13 percent of the rise in
consumer spending over the first half of the year.

To summarize our analysis, we estimate that three
developments—the steep rise in the stock market, the
drop in oil prices, and the automobile incentive pro-
grams—can explain more than 40 percent of the rise in
consumer spending over the first half of 1983. This
conclusion, of course, leaves room for other factors to
have played a role. For example, households may have

increased their spending partly in anticipation of the July
tax cut. A reliable estimate of the extent to which this
was so is, however, difficult to obtain. Finally, the
question remains why the surge in consumer expendi-
tures was concentrated in April and May. While it is
probably impossible to answer this question satisfac-
torily, we conjecture that people’s views of the economy
improved significantly in April, when employment began
to rise sharply after being almost flat over the first three
months of the year. With this change in their outlook,
households may have at last responded to the three
developments that had already improved their ability to
purchase goods and services. In any case, since the
spring the advance of the stock market has slowed, oil
prices have stabilized, and automobile incentive pro-
grams have been scaled back considerably. These cir-
cumstances most likely help explain the slower growth
of consumer spending in the third quarter.

Susan K. Fancher, Carl J. Palash, and
Robert B. Stoddard

The Cost of Capital:
An Update

Nominal interest rates reflect both financial market
pressures and inflationary expectations. Yet what mat-
ters for household and business investment decisions
are real rates, i.e., rates that somehow net out expected
inflation. In a previous article,1 an attempt was made to
measure such a real rate of interest—the cost of capital.

In a rough sense, the cost of capital (chart) is a
weighted average of the dividend-price ratio and an
inflation-adjusted bond rate. The bottom line shows the
previous pattern of the cost of capital around business
cycle troughs. In the past, the cost of capital peaked
two quarters prior to the trough quarter and fell there-
after—for a cumulative decline of about 125 basis
points. Most of the decline was achieved by the second
quarter past the trough.

In the most recent U.S. experience, two things are
noteworthy about the behavior of the cost of capital.
First, the overall level is considerably higher than the
historical average. The peak level shown in the chart
corresponding to the first quarter of 1982 was 9.6 per-
cent. This compares with a historical average peak of

'See "The Cost of Capital: How High Is It?", this Quarterly Review

(Summer 1982), pages 23-31
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Cost of Capital around Cyclical Troughs

Percent

Quarters before trough Quarters after trough

*Trough is 1982-1V.

A Preliminary estimate.

"Postwar recoveries, 1949 and 1980 excluded.

Sources: Estimated by the author, using U.S. Department

of Commerce National Income and Product Accounts;
Flow of Funds Accounts.

about 634 percent. Second, the reduction of the cost of
capital from its peak level has been quite a bit larger
than the average historical pattern. The estimate for the
third quarter 1983 (shown as the third quarter past the
trough) is about 240 basis points below the pre-trough
peak, almost double the previous decline around the
typical business cycle trough.

Why has the cost of capital fallen so much farther
than in past cycles? A complete explanation is beyond
the scope of this note. The main reason lies in the stock
market rally of the past year which has served to bring
equity financing costs down sharply. The drop in the
dividend-price ratio “explains” about 220 basis points
of the drop in the cost of capital from the peak in the
first quarter of 1982.2

As of the second quarter of 1982, the relative impor-
tance of equity financing in the cost-of-capital measure

2By comparison, the decline in the inflation-adjusted bond rate
component contributes about 75 basis points to the decline. Taken
together, the reductions of the debt and equity financing
components of the cost of capital overexplain the drop in the
measure itself. The stock market rally has raised the relative weight
received by equity financing costs. Since the equity costs exceed
debt-financing costs, the effect is to raise the measured cost of
capital.
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was at its highest point in more than ten years. This
point is underscored by the heavy volume of new equity
financings in 1983, amounting to $39 billion thus far this
year. With equity financing so important, it can be very
misleading to look at nominal or inflation-adjusted bond
rates alone as a measure of the cost of capital.

Patrick J. Corcoran

Will Wage Givebacks Be
Reversed?

Over the past year and a half almost 50 percent of
workers in major collective bargaining settlements have
agreed to wage freezes or reductions. Indeed, these
concessions may have lowered the average union wage
settlement both in 1982 and in the first half of 1983 by
more than 2 percentage points (table, top panel).
However, despite the continued weakness in wage
growth recently, some analysts have voiced concern that
these earlier givebacks will be reversed as labor mar-
kets tighten, spiking wage settlements sharply upward.
The recent Chrysler settlement, for example, is expected
to raise wages more than 25 percent in just over two
years. If such reversals became common, they could set
the pattern for a resurgence of wage inflation.

The wage freezes and concessions of the past year
and a half, however, may have a more durable effect
on wage growth than many analysts expect, for several
reasons. First, despite the recovery, givebacks have
proceeded at a faster pace in 1983 than in 1982, with
more than half of 1983 settlements thus far containing
wage freezes or reductions (table, bottom panel).
Overall, wage settlements have continued to slow in
1983, even among workers receiving pay increases
(table, top panel).

Also, it is not the case that the workers make
concessions for one year but obtain large increases in
the second or third year of their contracts. In the vast
majority of 1982 and 1983 contracts with givebacks, the
concessions persist over the life of the contracts (table,
bottom panel). While some of these contracts can be
reopened after a certain date, they are relatively few in
number and generally specify profits or sales targets
which must be met before any reopening. Moreover, in
several cases the reopening option is available to
management which may require further concessions.
Thus, the only likely wage gains in these contracts are
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from cost-of-living adjustments (COLAs). But, even the
COLAs have been weakened in many cases. For
example, some settlements now put a cap on COLA
payments, while others have dropped COLAs entirely.

The other major reason to expect the recent give-
backs to persist relates to long-term structural changes
in several major industries. These structural changes
may continue to exert downward pressure on wages
even during the expansion. For example, deregulation
of the airline and trucking industries allows new, often
nonunionized entrants to compete with the established
firms. Many of the newer carriers benefit from both
lower wages and relaxed work rules. These cost ad-
vantages put competitive pressure on the older firms in
the industry to exact wage concessions. The recent
trucking industry proposals and the highly visible airline
concessions reflect this competition.

For other industries, increased competition also
appears to be a major source of downward pressure on
wages. Part of that comes from abroad, reflecting the
dollar’'s strength among other factors, but the compe-
tition arises from domestic sources as well. For instance,
technological competition from a few, highly mechanized
meat-packing firms exerts downward pressure on the
wage structure in firms which use more traditional
methods. Within such industries the need for wage and
other concessions may remain for some time.

In sum, many of the concessions negotiated by labor
and management in the past year and a half probably
have not been temporary responses to purely cyclical
factors. Instead, the concessions in these industries

Characteristics of Major Collective
Bargaining Settlements

In percent

First half
Provisions 1982 of 1983
Average wage change over
life of contract:
Workers with increases ... e 5.8 5.2
All workers 3.6 2.7
Difference due to givebacks ......... 2.2 2,5
Percentage of workers with
freezes or reductions:
First-year contract 45 54
Life of contract 36 44

Source: Bureau of Labor Statistics (BLS) contribution of give-
backs calculated by the Federal Reserve Bank of New York
from BLS data.

appear to stem from longer term structural develop-
ments which were exacerbated by the recession. Thus,
the givebacks probably will hold and may even be
extended in some cases.

A. Steven Englander and Marie Chandoha

Reactions to Discount
Rate Cuts

How do interest rates on short-term instruments such
as Treasury bills react when the discount rate is
changed? The experience in 1982, when seven different
50 basis point cuts in the discount rate occurred, throws
some light on this question.

According to the simplest theory, bill rates should
change by the amount of a discount rate cut less
whatever reduction of the bill rate had already occurred
in anticipation of the cut. The chart compares move-
ments in three-month Treasury bill rates after each of
these cuts with a measure of how much change had
been incorporated in the bill rates beforehand. The
lower of the two diagonal lines predicts where actual
observations should lie when a 50 basis point discount
rate cut occurs, assuming that the simple theory holds.
For example, if an anticipated 50 basis point cut had
been reflected in the bill rate ahead of time, the lower
line predicts that, subsequent to an actual 50 basis point
cut, bill rates should stay unchanged. If anticipation of
a 100 basis point cut "had been initially built into bill
rates, then the lower line indicates that bill rates sub-
sequently should rise 50 basis points following an actual
cut of only 50 basis points.

But the simple theory is too simple, as the chart
shows. All seven of the observations corresponding to
actual discount rate cuts in 1982 lie below the lower line
instead of clustering around it. One way this could
happen would be if the Federal Reserve tended to
increase reserve availability whenever it cut the discount
rate. Such increased availability then would be reflected
in less borrowing from the Federal Reserve to meet
reserve requirements. But, in fact, such borrowing was
already very low prior to each of these cuts and did not
systematically drop much afterward.

Apparently what did happen, particularly during mid-
1982, was that market participants suspected a down-
ward trend in the discount rate was under way (as
turned out to be true). In such a situation, bill rates
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Market Reactions to Discount Rate
Changes*

Basis points
300

N
o
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-300 -200 -100 0 100 200 300

Subsequent market reaction (in basis points)”

* Sloping lines show the market reaction predicted by the
simple expectations hypothesis. The upper line
corresponds to the hypothesis when no discount rate
change actually occurs, and the lower line corresponds
to the hypothesis for a 50 basis point cut.

~ Average spread, in statement week prior to discount rate
change, between the discount rate and the three-month
Treasury bill rate (on a 365-day simple interest basis).
For no discount rate change observations, current week
spread is used.

AChange in average three-month Treasury bill rate between
statement week prior to discount rate change and
statement week following the week of the discount rate
change. For no discount rate change observations,
change between current week and two weeks later is used

initially could fall quite a bit, in anticipation of several
discount rate cuts. But, given the initial uncertainty
about these expected cuts, when each cut occurred
rates fell still further as events appeared to confirm the
market's original suspicions. This shows up as obser-
vations lying in the lower left-hand quadrant of the
chart—episodes when bill rates were initially low in
anticipation of actual cuts, yet subsequently fell even
further. One exception was the July 19, 1982 cut, which
apparently was not widely foreseen by the market. But
the subsequent fall in the bill rate was much larger than
the discount rate cut itself, as further cuts began to be
anticipated. Another exception was the August 26 cut.
During the week before this cut, bill rates averaged
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more than 250 basis points below the discount rate, an
unusually large negative spread. Then, after the cut, bill
rates rose nearly 100 basis points but this was still
consistent with expectations of more cuts to come.

The two cuts lying closest to the lower line (and thus
conforming best to the simple theory) were those in
November and December 1982. The market apparently
had guessed that these cuts were in store and, when
the cuts did come, bill rates moved relatively little. Why
would the simple theory work at that time but not earlier
in the year? The best explanation seems to be that
during the summer and early fall the recession was still
well under way, and thus a sizable downward trend in
interest rates seemed likely to market participants. By
late 1982, however, the chances of an economic upturn
were starting to look better, and any cut in the discount
rate seemed increasingly likely to be the last for the
time being. Indeed, following the December 14 cut,
yields on long-term government securities actually rose
a bit.

Reinforcing this view was the behavior of bill rates in
the period immediately following, early in 1983. For such
periods when the discount rate remains unchanged, the
simple theory predicts that, if anticipated cuts do not
materialize, any initial drop in bill rates would be
reversed. The upper line in the chart should apply to
such episodes since it predicts that any anticipatory
decline in bill rates will be exactly matched by a sub-
sequent rate increase. In fact, the observations plotted
for ten weeks in early 1983 do indeed lie near the upper
line, in accordance with the simple theory. As was true
during periods of actual cuts in 1982, adjustment bor-
rowings from the Federal Reserve remained low during
these ten weeks. While discount rate cuts may have
been anticipated on several occasions in early 1983, the
market quickly gave up such hopes when the cuts did
not materialize immediately. Again, this is consistent with
the improving economic data emerging at that time,
which indicated that the fundamental forces behind the
earlier series of rate declines had receded.

Paul Bennett

MMDA Rates and Flows

In recent months, rates on money market deposit
accounts (MMDAs) have continued to decline relative to
rates offered on competing assets and, as a result,
MMDA growth has leveled off. Initially, rates on MMDAs
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averaged more than 2 percentage points higher than
rates on alternative assets such as money market
mutual fund shares and small time deposits (e.g., three-
and six-month money market certificates). The differ-
ence in rates declined steadily between January 1983
and August 1983. Since then, the average rate on
MMDAs has been below the average rate on money
funds (chart).

As MMDA rates have come more in line with rates on
other assets, deposit flows into MMDAs have dimin-
ished, and in several recent weeks there have been net
outflows. At the same time, deposits at money funds
have leveled off after having fallen by about $50 billion
in the first half of 1983. Also, investors on balance have
stopped shifting funds from small time deposit accounts
to MMDAs. Small time deposits at commercial banks
and thrift institutions fell by over $135 billion from
December 1982 through June 1983, but in the third
gquarter these accounts increased by about $35 billion.
As MMDA inflows have dropped off, banks and thrift
institutions also have issued more large certificates of
deposit as an alternative source of funds. Certificates
of deposit outstanding rose $14 billion from July through
September, after they had fallen by $30 billion in the
first six months of the year.

While MMDAs and money funds are similar in terms
of liquidity and transactions costs, MMDAs carry FDIC
insurance. Consequently, in theory, investors should be
willing to accept a somewhat lower rate on them than
on money funds. However, the flows of funds during the
last few months suggest that banks and thrift institutions
were able to attract “new money” (from outside the
banking system) to MMDA accounts only by paying a
premium over the return from money funds and other
competing assets. Unless depository institutions are
again willing to pay a significant premium, net flows into
the MMDAs from other accounts should remain com-
paratively modest from now on. Moreover, the intro-
duction of unregulated small certificates of deposit on
October 1 may cause shifts from MMDAs to these
instruments, if the rates offered are sufficiently above
MMDA rates to compensate for the reduced liquidity of
the 32-day minimum maturity.

Robin C. DeMagistris and Howard Esaki

New York City’s Low
Labor Force Participation

In 1982, New York City’'s unemployment rate of 9.6
percent was slightly below the national average. This
has been seen as a dramatic improvement over 1976,
when the city’s rate was substantially higher, and greatly
exceeded the national rate. But celebration of an eco-
nomic “turnaround” for the city must be tempered by
the fact that other measures of labor market conditions
tell a very different story. For example, New York City’s
employment ratio remains well below that of the rest of
the country and showed a smaller improvement than the
unemployment rate.1

The two statistics tell different stories because New
York City has an unusually low labor force participation
rate. In fact, New York City’'s rate is lower than those
in forty-nine states (all but West Virginia) and in all thirty
metropolitan areas for which the Bureau of Labor Sta-
tistics (BLS) publishes data.

New York City’s labor force participation rate may not
be all that unusual for a large city, however. Of the ten

IThe employment ratio is defined as the percentage of the civilian
noninstitutional population over 16 years of age with jobs; the labor
force participation rate is the percentage of the civilian
noninstitutional population over 16 years of age either working or
looking for work.

FRBNY Quarterly Review/Autumn 1983 27

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



Selected Labor Force Participation Rates
and Population Shares, New York City and
United States, 1982

In percent
New York City United States

Partici- Partici-

pation Population pation Population
Population group rate share rate share
Total oo 55.2 100 64.0 100
White men .......... 69.0 32.0 77.4 41.3
White women ... 42.2 38.6 52.4 45.4
Black men ......... 67.8 10.6 70.1 4.8
Black women .... 47.0 14.6 53.7 6.0
White, 16-19 years 33.2 5.4 57.5 7.6
Black, 16-19 years 18.1 3.0 36.6 1.3
Hispanic men .... 68 6 8.4 80 0 2.6
Hispanic women 35.0 10.7 48.6 2.8
Married, spouse
present ... 59.7 46 6 65.6 59.0

Source: U.S. Department of Labor, Bureau of Labor Statistics,
Geographic Profile of Employment and Unemployment (1982).

other cities for which the BLS provided labor force data,
half had rates within 2 percentage points of New York's
(chart).2

From a quick glance at the chart, it may appear that
low participation rates are a general characteristic of
large northern cities. But the story is more complicated.
Chicago, Milwaukee, and Washington, D.C. have sub-
stantially higher participation rates than New York City,
despite northern locations and double-digit unemploy-
ment rates. Thus, it is necessary to determine the
characteristics that distinguish these cities and the traits
the other northern cities have in common.

A typical first guess involves the demographic com-
position of cities. The nonwhite proportion of the pop-
ulation over 16 years of age in New York City was 29.4
percent, for example, compared with a national average
of 13.3 percent. But demographics do not explain New
York's low rate. In every demographic category for which
the BLS provides a breakdown, New York’s participation
rate lies below the national average (table). And, if New
York City had the same demographic breakdown by sex
and race as the United States (but its own actual par-
ticipation rates for each group), then the city’'s rate
would be virtually unchanged. Likewise, if the United

ZThese labor force statistics were reported in Geographic Profile of

Employment and Unemployment, (1982). The data are based on the
Current Population Survey and are subject to some sampling error.

Labor Force Participation Rates for Selected Cities, 1982

Percent

100

[VAV] Rate for the civilian noninstitutional

----- population over 16 years of age
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States had New York City’s broad demographics, its rate
would only fall from 64.0 percent to 63.0 percent.
Teenage population shares and the marital status dis-
tributions also have little effect on the gap between the
participation rates.

Northern cities tend to have higher than average
population proportions over age 65. The BLS does not
publish regional participation rate data on the elderly,
but it is possible to approximate the effects of age
composition on labor force participation. An upper
bound for the participation rate of the 16-65 age group
can be obtained by assuming a zero rate for the over-
65 group. Except for St. Louis, however (which has an
unusually high percentage of the elderly), the derived
upper bounds for northern cities remain well below the
national average (chart). High concentrations of elderly
people do not explain low labor force participation rates
in northern cities.

One possible explanation with some support from the
data involves educational attainment. The northern cities

Milwaukee and Washington, as well as Houston and
Dallas, have both relatively high participation rates and
higher than average percentages of high school grad-
uates. New York and three other cities score relatively
low on both counts. It is not clear to what extent the
local educational systems affect these numbers (10
percent of New Yorkers in 1980 lived elsewhere in
1975), but they suggest a broad relationship between
the possession of skills and incentives to look for work.

New York City’'s good news of an improved unem-
ployment rate must be interpreted in the context of rel-
atively low employment rates and labor force partici-
pation rates. The low rates cannot be explained away
on the basis of broad urban demographics: New York’s
participation rate would still be well below the national
average even if the city had the nationwide population
composition by age, sex, and race. One possible
explanation for New York’s poor performance by this
measure is the relatively high proportion of high school-
dropouts in the population.

Daniel E. Chall
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New York State’s

Economic Turnaround:
Services or Manufacturing

Over the past several years the outlook for the New
York State economy has shifted from secular decline to
something much more optimistic. In the mid-1970s the
state was performing much worse than the national
average, but more recently the state's performance, by
some measures, has been better than the nation’s. This
turnaround is noteworthy for two reasons. First, New
York State’s relative economic recovery provides some
hope and, possibly, some guidance to other states
where current conditions are much worse than the
national average. Second, an analysis of recent changes
in the New York State economy calls into question two
clichés about current economic events in the United
States.

The clichés that need further examination on the basis
of New York’s experience are these:

e that almost all economic growth of the past decade
has been generated by the expansion of the
service industries,

e that large numbers of healthy small firms are the
key to economic development.

This article describes some of the changes that took
place over the last decade in New York State as a whole
and in the state’s largest labor market areas (LMAs).”

*Labor market areas (LMAs) are roughly equivalent to the more
familiar standard metropolitan statistical areas (SMSAs). The U.S.
Labor Department reports frequent statistics on employment and
unemployment for a large number of LMAs.
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The evidence, while still incomplete, suggests that a
turnaround has, indeed, taken place. And it shows that
the nature of recent economic change in New York may
not be consistent with some conventional notions.

The turnaround

The main evidence of an economic turnaround in New
York State comes from data on local and national
unemployment rates (Chart 1). During the 1975 reces-
sion, New York State’s unemployment rate exceeded the
nation’s by 30 percent. During the 1982 recession, the
state’'s peak rate of 9.8 percent was only about 85 per-
cent of the national peak unemployment rate of 11.4
percent. Furthermore, in 1975 only one New York LMA—
Poughkeepsie—had a lower unemployment rate than the
United States as a whole. In 1982, only three LMAs—
Glens Falls, Elmira, and Butfalo—had higher peak
unemployment rates than the national average.

Data on construction activity reveals further evidence
of a turnaround. New York State’'s share of the total
value of new building contracts in the United States has
been generally rising since 1979 (Chart 2).

What accounts for the turnaround?
One way of accounting for New York State’s economic
turnaround is to examine the changes that took place
in the state’s individual labor market areas. Chart 3
summarizes data on employment growth rates—total
and by sector—for New York LMAs, New York State, and
the United States. Three points are noteworthy.

First, the widely discussed *‘shift to the service sector”
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is clearly happening everywhere in New York State. In
all LMAs, employment in nonmanufacturing has been
growing faster than manufacturing employment.

Second, however, the performance of manufacturing
industries still may play a major role in determining
which parts of the state do well. Each of the four LMAs
that grew more slowly than the state average lost sub-
stantial proportions of their 1974 manufacturing work
force by 1981. But none of the LMAs where manufac-
turing employment increased over the period experi-
enced employment growth rates below the state
average. The two exceptions to the rule that local
manufacturing had to perform well for the local economy
to perform well were Syracuse and Albany-Schenectady-
Troy. Only in these LMAs did nonmanufacturing em-
ployment grow fast enough to compensate substantially
for a loss of manufacturing jobs.

Third, the LMAs that did best tended to experience
relatively balanced economic growth across sectors. The
lengths of the vertical lines in Chart 3 can be taken as
a measure of “balance”; the longer the line the more
“unbalanced” the growth. By this criterion, four of the
five New York LMAs that performed best— Rochester,
Binghamton, Poughkeepsie, and Nassau-Suffolk—
experienced unusually balanced growth over the period.
In these four LMAs, manufacturing contributed more to

Chart 1

total employment growth than elsewhere in the state or
in the United States as a whole.

Taken together, the data represented in Chart 3 sug-
gest that, with only two exceptions, overall economic
development has been associated with growth of both
manufacturing and nonmanufacturing employment.

Some rough computations suggest the importance of
the growth of manufacturing employment in Rochester,
Binghamton, Poughkeepsie, and Nassau-Suffolk to the
state’s overall economic performance. The computations
are based on the assumption that growth of a regional
economy is initially stimulated by an increase in net
sales of goods and services from the region to the rest
of the nation and abroad. In other words, local growth
depends on the growth of “net exports” from New York
State to the rest of the United States and to the world.
An increase in “export” employment stimulates
increases in employment in firms producing either inputs
for the exporters or goods and services for the local
work force. A decent rough estimate is that each new
net export job generates roughly two additional jobs in
a regional economy.

Employment in New York State increased by about
200,000 jobs between 1974 and 1981. Given the esti-
mate of an export multiplier of two, the original stimulus
to the state’s economy must have employed roughly

New York Labor Market Areas: Peak Unemployment Compared with U.S. Peak Unemployment

1975 to 1982 recessions

Percent
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*Local peak unemployment as a percentage of U.S. peak unemployment.

Source: Computed from New York State Department of Labor monthly unemployment releases.
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Chart 2

New York Construction Contracts

New York State percentage of dollar value
of all U.S. contracts

Percent

5.5-

5.0

4.5-

4.0-

3.5-

1979 1980 1981 1982 1983

January-August average.

Source: McGraw-Hill Information Systems Company,
F.W. Dodge Division, Dodge Construction Potentials.

67,000 workers. Over the same period, manufacturing
employment increased by a total of 26,000 jobs in
Rochester, Binghamton, Poughkeepsie, and Nassau-
Suffolk. Therefore, assuming that nearly all manufac-
turing employment but a much smaller proportion of
nonmanufacturing employment is for “export”, about 40
percent of the original stimulus of 67,000 new net export
jobs was composed of manufacturing jobs in these four
LMAs.

In other words, without the increase in manufacturing
employment that took place in these four LMAs, total
employment growth in New York State might have been
40 percent smaller than it was. New net exports of
services may have induced the remaining 60 percent.

The nature of New York's dynamic

manufacturing centers

The four LMAs in which manufacturing employment
increased between 1974 and 1981 share a number of
characteristics. First, as Chart 4 indicates, with the
exception of Nassau-Suffolk, employment in these LMAs
is relatively concentrated in manufacturing. Second,
although manufacturing employment is generally less
cyclically stable than nonmanufacturing employment,
these LMAs have fared relatively well through the most
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recent recession. A quick reference to Chart 1 indicates
that these four are among the five areas of the state
with the lowest peak unemployment rates in 1982.
Finally, each of these local economies is, to some
extent, dominated by one or two large manufacturing
concerns. In each of these labor markets a single firm
accounts for more than 15 percent, and sometimes
more than 25 percent, of total LMA manufacturing
employment (Chart 5). In none of the other LMAs did
single firms account for this large a share of total
employment. In Rochester the dominant firms are
Eastman Kodak and, to a lesser extent, Xerox; in
Binghamton, IBM and, to a lesser extent, GE; in
Poughkeepsie the dominant firm is IBM; and in Nassau-
Suffolk, Grumman. These firms have several things in
common in addition to their large size and local domi-
nance. All manufacture technologically highly sophisti-
cated products. And, overall, they have performed well
over the past several years, with annual sales growth
averaging about 12 percent between 1974 and 1981.

Conclusions

The performance of the healthiest of New York State’s
labor market areas over the past several years is not
consistent with the cliches presented at the beginning
of this article. Most of the places where employment has
grown substantially experienced relatively balanced
growth of both the nonmanufacturing and the manufac-
turing sectors. This suggests that regional growth led
by the service sectors may be the exception rather
than the rule. Governmental centers such as Albany-
Schenectady-Troy and a few regional service centers
such as Syracuse may perform well, but the overall
economic fate of many LMAs still appears to depend on
the condition of local manufacturing firms.

The second cliche—that small firms are the key to
economic growth—may also be inconsistent with some
of New York’s experience. Not all employment growth
in Rochester has been at Kodak or Xerox and not all
of Poughkeepsie’'s growth is necessarily attributable to
IBM. However, it is unlikely that these LMAs would have
done nearly as well as they did had the dominant local
firms failed to perform as well as they, in fact, did.

Regional dependence on one or a very few large
firms, no matter how successful these firms may be, is
far from an unmixed blessing. It makes sense for the
leadership of Rochester, Binghamton, Poughkeepsie,
and Long Island to be seeking opportunities to diversify
their economic bases.

However, it is also important to recognize that the
health and growth of these large, technologically ad-
vanced firms will be an important element in any con-
tinuation of New York State’'s economic turnaround.
State leaders are rightly concerned with the severe
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Chart 3
Employment Growth Rates in New York Labor Market Areas, 1974-81

Percentage change
3

Source: Computed from U.S. Department of Labor, Bureau of Labor Statistics, establishment employment data.

Chart 4
Labor Market Employment in Manufacturing
Percentage of total; 1974 and 1981

Percent

Source: Computed from U.S. Department of Labor, Bureau of Labor Statistics, establishment employment data.
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Chart 5

Dominant Firms’ Share of Local Manufacturing Employment in 1980

Sources: State Industrial Directories Corporation, New York State Industrial Directory, 1980 (New York, 1980)
and U.S. Department of Labor, Bureau of Labor Statistics, establishment employment data.

current problems of places like Buffalo and Elmira.
However, industrial policies and other efforts aimed at
helping these places must be chosen with care to learn
from, and not to harm, the industries and regions of the
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state that have been relatively successful in recent
years. Continued monitoring and further analysis of
economic changes in New York State will help identify
policies that can balance all of these objectives.

Aaron S. Gurwitz



New Options Markets

Wide price swings have been a hallmark of financial
markets in recent years. This greater volatility subjected
market participants holding traditional assets to unac-
customed risks and increased their demands for
instruments designed to shift risk 10 those better able
or more willing to bear it.

This atmosphere has fostered the development of new
options markets to reallocate risk. These markets offer
options on Treasury bonds, notes, and bills, Treasury
bond futures, gold futures, foreign currencies, stock
indexes, and stock index futures. These newly estab-
lished options markets, while very small at present, are
potentially important. They create more flexibility in risk
management than is available with existing cash and
futures markets. They also provide market participants
with a more efficient hedge against some contingencies
that they assume in the normal course of their opera-
tions.

This article surveys the new options markets—why
they have arisen, who is using them, and what purposes
they serve. It also discusses how these instruments
differ from conventional equity options in terms of
pricing and other financial characteristics.

Risk-return characteristics of options

An option is an agreement between two parties in which
one party grants the other the right to buy or sell an
asset under specified conditions while the counterparty
assumes an obligation to sell or buy that asset. The
party who must decide whether to exercise the option
is termed the option buyer since he must pay for the
privilege. The party granting the right to buy or sell an

asset is called the option seller or writer of the option.
There are two basic types of options: calls and puts.

A call option gives the buyer the right to purchase,
or “call away”, a specified amount of the underlying
security at a specified price up to a specified date. The
price at which the security may be bought is the exer-
cise price or the striking price. The last date on which
the option may be exercised is called the expiration
date or the maturity date. The price of this option con-
tract is its premium.

A call option can best be described by means of a
simple example. A December call option on Treasury
bonds gives the holder of the option the right to pur-
chase $100,000 par value of specified Treasury bonds
at a price of $90,000 on or before the expiration date
in December.’ The price of these bonds on September
19, 1983 was $90,500. The price of the call option on
that date was $2,094. If the market value of the bonds
is greater than $90,000 on the expiration date, the
option will be exercised. The rationale is that, even if
the buyer does not want to hold the bonds, they can
be resold at the market price. If the market value of the
Treasury bonds is less than $90,000 at expiration, the
option will not be exercised because the buyer can
purchase the bonds at a lower cost in the market.

The price of an option consists of two components—
intrinsic value and time value. The price of an option,
if exercised immediately, is the maximum of either zero
or the market price minus the exercise price. This is
called the intrinsic value of the option. In the example

'In this example, the issue used is the 103/s bond due 2007/12.
This issue is traded on the Chicago Board Options Exchange.
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above, the intrinsic value of the option is the $90,500
market price less the $90,000 exercise current price, or
$500. An option must always sell for at least its intrinsic
value or there will be arbitrage opportunities. Market
practitioners call an option with a positive intrinsic value
an “in-the-money” option. Similarly, an option with zero
intrinsic value is known as an “out-of-the-money” option.

The time value of an option is the difference between
the premium on the option and its intrinsic value. This
is the seller's compensation for the possibility that the
option will be worth more at the end of its life than if
exercised immediately. In the example, the time value
of the option is the difference between the total price
of $2,094 and the intrinsic value, or $1,594.

A put option is the right to sell, or “put to” the writer,
a given amount of the underlying security at a given
prica on or before a specific date. In the example
above, the Treasury bond December/90 put option gives
the buyer the right to sell $100,000 par value of

Table 1

The New Options Markets

Treasury bonds at a price of $90,000 on or before the
expiration date. If the market value of the Treasury
bonds is greater than $90,000, the buyer will not exer-
cise the offer, as the bonds can be sold in the open
market. If the market value of the bonds is less than
$90,000 at expiration, the option to sell the bonds at
that price is valuable.

Some market participants purchase options for much
the same reason people purchase insurance—they feel
the protection they are receiving against adverse
developments is worth more to them than the option
premium. In the case of the call option example, the
buyer of the option is purchasing protection against the
price of the bonds rising above $90,000. In the case of
the put option, the buyer is purchasing protection
against the price of the bonds dropping below $90,000.

Other market participants purchase options as a way
to speculate on asset price movements. Consider an
investor who owns a Treasury bond and buys a call on

Instrument

Stock iNdeXes .o

U.S. Government debt ...

Foreign exchange .......iiiiiininnns

Precious metals ........ccceiiiiiiiiiiiiniiiies

S&P = Standard & Poor's Corporation.

Options on physicals

Chicago Board Options Exchange:

S&P 100 (formerly CBOE 100)

S&P 500

S&P integrated international oil group

S&P Computer and Business Equipment Index

American Stock Exchange:
Amex Major Market Index
Amex Market Value Index

QOil and Gas Index

Computer Technology Index

New York Stock Exchange:
NYSE Composite Index

American Stock Exchange:
Treasury bills
Treasury notes

Chicago Board Options Exchange:
Treasury bonds

Philadelphia Stock Exchange:
Various currencies*

"Canadian dollars, German marks, Japanese yen, Swiss francs, and pound sterling

fApproved, not traded.
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Options on futures contracts

Chicago Mercantile Exchange:
S&P 500

New York Futures Exchange:
NYSE Composite

Chicago Board of Trade:
Treasury bonds

The Commodity Exchange:
Gold

Mid-American Exchange:
Goidt



a Treasury bond future. This investor is using the
options market to compound his bet that interest rates
will fall (bond prices will rise). Similarly, a financial
institution which has liabilities of a shorter repricing
period than its assets will be favorably affected if
interest rates fall and unfavorably affected if interest
rates rise. If this institution bought a put option on a
debt security, it would clearly be hedging. If it purchased
a call option, it would be compounding its current
interest rate mismatch.

Why do investors write options? Their gain is limited
by the premium, while their potential loss is much larger.
Options writers believe that the premium is adequate
compensation for their potential loss. In fact, the pre-
mium is the equilibrating price variable, equating the
quantity of options supplied with the quantity of options
demanded. If the option premium were too low to com-
pensate the writer for the risk, there would be more
buyers than sellers, forcing the premium to rise.

It is important to realize that option writing need not
be speculative. An investor who writes call options on
an equity (covered call writing) may perceive himself as
hedging, as the option increases his returns in periods
of poor and moderately good stock returns and reduces
it in periods of very good stock returns. Similarly, if a
bank that has liabilities with a shorter repricing period
than its assets writes a call option on a bond or bond
future, it is actually reducing its interest rate sensitivity.
If interest rates rise, the option cushions the portfolio
loss as the bank receives the option premium. If interest
rates fall, the bank receives the premium but trades
away some of its potential gain.

New options markets

Prior to 1982, organized markets existed only for options
on common stock. These equity options are traded on
four exchanges: the Chicago Board Options Exchange
(CBOE), the American Stock Exchange (Amex), the
Philadelphia Stock Exchange, and the Pacific Stock
Exchange. Put options on the securities of the Govern-
ment National Mortgage Association were traded on an
over-the-counter basis.

Since the last quarter of 1982 many new options
markets have opened; others are in the final planning
stages (Table 1). These new options are written on four
types of financial instruments:

® options on stock indexes

@ options on debt instruments

® options on foreign currencies

® options on gold.

The new contracts take two basic forms:

® options on so-called physicals, i.e., actual

commodities, securities, or indexes

e options on futures contracts.

Market participants

Since these markets are very new, it is difficult to
assess who will eventually constitute the customer base.
Institutions that are more conservative and less inclined
to enter new markets may well turn out to be very large
customers once the markets become better established.

Nevertheless, preliminary evidence indicates that the
options on stock indexes and stock index futures are
dominated by individuals rather than institutions. They
are using the market as a method to wager bets on
aggregate market movements rather than focusing
attention on particular securities. Broker/dealer firms are
relatively small users of options on stock indexes for
their own account. Institutional money managers are just
beginning to enter the market on the buy side as a
hedging vehicle for their portfolio and on the sell side
as a source of fee income.

By contrast, options on debt instruments appear to be
dominated by institutions. Conversations with exchange
officials indicate that well over half the business is
generated by broker/dealer firms for their own account.
The wholesale nature of the market is corroborated by
evidence that almost all the transactions in the most
popular of the instruments—the options on bond
futures—are for ten, twenty, or fifty contracts rather than
for one or two. The face value of the contracts is
$100,000. Other users of options on debt instruments
include savings and loan associations, commercial
banks, and commodities houses.

Options on foreign currencies traded on the Phila-
delphia Stock Exchange appear to have generated
substantial interest abroad, with more than half the
business coming from Europe. Broker/dealers in the
United States and abroad account for an estimated 30
percent of the business. Corporate treasurers are
believed to be the largest customer group. Several
banks and some professional money managers are also
using the market. The contracts have also attracted
some retail interest.

Options versus futures as a hedging tool
There are established futures markets in the same
instruments as the new options markets.2 However,

2An option gives its purchaser the right to buy (or sell) an asset at a
specific price up to a specific time but, unlike a futures or forward
contract, does not obligate the buyer to acquire (or provide) the
underlying security. Consequently, the risk distribution for an option
is quite different from that for a futures contract. Whatever the price
of the underlying security, an option buyer will never lose more than
the premium paid. The option seller can never gain beyond the
premium charged. At best, the seller will lose nothing and retain the
entire premium. With a futures or forward contract, the buyer may
gain or lose, depending on the market price at maturity. The lower
(higher) the price of the contract at maturity relative to the original
price, the more the buyer will lose (gain) and the seHer will gain
(lose).
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since options and futures have different profit profiles,
options contracts can be better hedges than futures
contracts for some important kinds of risk exposure.
Options are ideally suited to hedge the risks of a
potential transaction that is not certain to take place.
Consider, for example, a U.S. firm that must submit a
competitive bid in a foreign currency to provide a
product but is unsure that its bid will be accepted. Here
the normal business risks of competitive bidding are
compounded by exchange risks. The rate of exchange
is a substantial cost element in the bid price of the
contract, but the firm will be reluctant to lock in these
costs at the time it submits its bid—by selling its
potential foreign currency receipts forward, for
example—because it is uncertain about the outcome of
the bidding process. However, the firm can create a
perfect hedge against the contingent receivable by
buying a put option in the foreign currency. If the firm's
bid wins, the foreign currency can be “put” to the option
seller. If the bid fails, the firm will simply not exercise
the option.

In a similar vein, a bank can use options to hedge its
fixed-rate loan commitments to businesses. These lines
are attractive to the borrowers. If interest rates go up,
the borrower will generally utilize the commitment; if
rates fall, the borrower will let the commitment lapse.
The bank has essentially written a put option. Banks
may desire to provide this service to keep valuable
customers, but they may not be so anxious to bear the
full interest rate risk on their contingent liability. The
bank can hedge this contingent liability by purchasing
a put option on interest rates for an appropriate maturity,
say, a Treasury note contract.

There are situations in which options and futures can
serve similar hedging purposes. Consider a bank with
a longer repricing period on its assets than on its lia-
bilities. This institution should gain from falling interest
rates and lose from rising rates. If the bank manage-
ment believes that interest rates will rise more than
accounted for by the term structure of interest rates, it
can hedge via either futures or options. Both instru-
ments would be attractive, since the option premium and
the futures prices will look cheap in terms of the pro-
tection they provide to the bank. The choice between
the two will depend on the cost of the option premium,
how certain management is of their prediction of future
interest rates, and the risk-return trade-off preferred by
management. The use of options for such a transaction
is examined in Appendix 1.

Market mechanics: margins and delivery provisions

Margin requirements are a necessary protection for the
clearinghouse members. On options contracts, the buyer
pays the entire premium up front and is not subject to
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margin calls.* The seller of an uncovered option is
subject to an initial margin requirement. If the market
moves against him, he is also subject to additional or
variation margin. A specific example of margin require-
ments on options and their calculation is given in
Appendix 2.

For options on futures contracts it is customary to hold
interest-bearing assets in margin accounts. Conse-
quently, initial margin requirements do not usually rep-
resent foregone interest for these contracts. For options
on physicals, initial margin requirements must be posted
in cash. Alternatively, a security position can be held in
lieu of the margin. For example, for an options contract
on Treasury bills, Treasury bills with a par value equal
to the par value on the contract can be posted instead
of the margin. This is customarily done for options on
debt securities. Variation margin must, in all cases, be
posted in cash.

The terms of delivery for the new options contracts
include cash settlement and physical delivery. Options
on futures contracts require delivery of the underlying
futures contracts. Options on stock indexes require cash
settlement—that is, the securities which comprise the
Standard & Poor’s (S&P) 100, for example, do not
actually have to be delivered. Rather, the difference
between the exercise price and the current price must
be settled in cash. Foreign currency options require
delivery of a specified amount of foreign currency.

But options on debt instruments present a unique
deliverability problem that arises because of the limited
life of the underlying security. Other options (equities,
stock indexes, foreign exchange) are written on phys-
icals that have an infinite life and thus are not directly
affected in their characteristics by the passage of time.
But debt instruments get closer to maturity as the option
gets closer to expiration. This feature of debt instru-
ments requires that options on them take one of two
forms: fixed deliverable or variable deliverable.

Fixed deliverable options require that a debt instru-
ment with specified characteristics be delivered when
the option is exercised. For example, a three-month call
option on a six-month Treasury bill would require that
a Treasury bill with six months remaining to maturity be
delivered. Contracts for fixed delivery allow for the
possibility that the optioned security could have a
shorter lifetime than the option itself. That is, a nine-
month option on a three-month Treasury bill is possible;
when the option is exercised, a three-month bill is

3t is interesting to note that, on futures contracts, both the buyer and
seller are required to put up original margin requirements. This can
be posted in interest-bearing form. If the market moves against
them, either buyer or seller may be required to deposit variation
margin to meet margin calls. These cails must be met in cash, as
the other party can draw them out in cash.
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delivered. Treasury bills on the Amex are traded on a
fixed deliverable basis.

A variable deliverable option specifies the existing
debt issue that is deliverable against exercise. This has
been adopted for Treasury notes and bonds. For
example, a one-year option on a ten-year bond spells
out the specific ten-year bond to be delivered. At the
expiration of the option, the bond will have nine years
to maturity. Thus the maturity date of the bond must be
later than the option expiration date for variable deliv-
erable options.*

Market development

Why the sudden emergence of these new markets?
Increased use of futures contracts and existing equity
options indicated to the management of the stock and
commodities exchanges that the public desired new
instruments which could serve a risk transfer function.
Proposals on some of these new options contracts were
submitted as early as 1980. However, questions about
the division of regulatory authority between the Com-
modity Futures Trading Commission (CFTC) and the
Securities and Exchange Commission delayed the
approval process, allowing other exchanges time to
design similar, slightly differentiated products. The ulti-
mate agreement, signed into law by President Reagan
in October 1982, gave the SEC jurisdiction over options
contracts on physical securities traded on organized
securities and commodities exchanges, and options on
foreign currency when traded on a national securities
exchange. The CFTC has jurisdiction over options on
financial futures.

The exchanges are well aware that the first to begin
trading a product has a real advantage. Liquidity will
tend to develop in that market. If a second exchange
enters with a similar product, even if it is slightly supe-
rior in design, it must compete with a market which has
already developed liquidity. Trades can be executed with
greater ease in the first market, and hence gravitate
there. It is extremely ditficult for the second market to
develop liquidity, and it generally fails. Consequently, the
competitive pressure between the exchanges induces
the submission of numerous proposals on similar
instruments.

Yet, if there were a demand for these products, why
did over-the-counter markets not develop? Regulatory
approval only is necessary for options to be traded on
organized exchanges. The answer is in part that the use
of an organized exchange avoids the potential for abuse

*The difference between fixed deliverable options and variable
deliverable options is discussed more fully in Walter L. Eckardt, Jr.,
“An Analysis of Treasury Bond and Treasury Bill Options Premiums”,
a paper presented at the second annual options colloquium
sponsored by the Amex (New York, N.Y,, March 25-26, 1982).

that is inherent in an options contract. Otherwise, the
option buyer, who pays the premium up front, has very
limited recourse if the writer does not uphold his obli-
gations at the end of the contract.

Trading of standardized contracts on an organized
exchange overcomes this problem because it allows for
the development of a clearinghouse. On securities
exchanges the clearinghouse assumes any credit risk.
Thus, the option really consists of two contracts: one
between the buyer and the clearinghouse and the other
between the seller and the clearinghouse. On com-
modities exchanges, the clearinghouse member which
handles the writer's account assumes the credit risk.
Consequently, a buyer of an exchange-traded option
does not have to pass judgment on the creditworthiness
of the seller.s

While the clearinghouse or a clearing member thus
assumes the credit risk in the contract, they can protect
themselves against the risk by marking the contracts to
market on a daily basis and assessing additional margin
requirements as required by price movements. If the
margin calls are not met, the clearinghouse can move
quickly to liquidate the contracts. Two other reasons for
the importance of an organized exchange is contract
standardization, which allows for the development of
liquidity, and a reported price, which gives option buyers
and writers information on the price of the last actual
trade. This information can be used to evaluate returns
better on the anticipated option strategy. Since trading
on an organized exchange is preferable to trading on
an over-the-counter basis, regulatory approval was a
crucial ingredient for market creation.

Will all these new options markets survive?

There are four possible markets for any instrument: a
cash market, a futures market, an option on the cash
market, and an option on the futures market. But, gen-
erally, the existence of all four markets on one instru-
ment is redundant. A cash market, a futures market, and
one options market will usually be sufficient to fulfill all
risk-transfer possibilities, since the option on the cash
market and the option on the futures market serve very
similar functions.®

$See Kenneth D. Garbade and Monica M. Kaicher, “Exchange-Traded
Options on Common Stock", this Quarterly Review (Winter 1978-79),
pages 26-40.

$This point can be made by considering the limit case: an option on
a futures contract which expires the day the futures contract is
delivered. The delivery on the option would be settled at once,
providing the actual security. Here no distinction exists between an
option on the futures contract and an option on the physical. In
reality, the options contract expires before the delivery date of the
futures contract. For example, for a December option on a bond
future, the option would expire in November, resulting in delivery of
a December futures contract. It is unlikely that this small difference
is enough to sustain two independent markets.
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If there is room for only one options market, what
determines whether the option on the cash instrument
or the option on the future wins out? Since there were
only small differences in the start-up times of the var-
ious markets, technical or operational differences will
make one market more desirable than the other. For
example, if the cash market is more liquid than the
futures market, or has lower transactions costs, an
option on the cash market would be preferred. In the
case of a commodity like gold, an option on the physical
would involve the costs of assaying and delivery. Con-
sequently, for gold the options market has developed on
the futures contract. In the case of foreign exchange,
spot markets are much deeper than the forward
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exchange markets.] The futures market is smaller still.
In this case options are written on the spot currency
contract.

Options on both cash instruments and futures do
currently coexist in markets where the reasons to prefer
one type of option over the other are not so clear-cut.
But signs are already emerging to show which options
will dominate. Options on Treasury bond futures appear
to be generating more business than options on
Treasury bond physicals. By contrast, the options market
for stock indexes is more active than the market in
options on stock index futures (chart).

Many market participants believe that the contract
design of options on Treasury bond futures is slightly
superior for three reasons. For one, options on futures
have no coupon or dividend payments. By contrast, with
an options contract on a bond or note, the buyer of a
call or seller of a put must compensate the other party
for accrued interest when exercise occurs. Furthermore,
options on bond futures are also believed to be
“cleaner” instruments because of the reduced possibility
of delivery squeezes. Options on bonds are written on
particular issues. Since the supply of any particular
issue is fixed after the date of issuance, there is always
the chance of a squeeze developing that could artificially
raise the price of that bond. Options on bond futures,
however, are written on the underlying futures contract,
which, in turn, is written not on a particular bond issue
but rather on a bond with particular characteristics. One
bond (usually a high coupon bond) will always be
cheapest to deliver against the futures contract. But, if
there were a squeeze on this bond, other deliverable
bonds would be available.8 Consequently, the deliverable
supply of Treasury bond futures will always prove more
than adequate. Third, it is easier to learn the price of
an underlying bond future rather than the bond itself.
For option pricing purposes it is crucial to know the price
of the underlying security. The price of the last bond
futures trade is easily accessible, as bond futures and
options on bond futures are traded on the same floor.
This saves the investor the trouble of canvassing
dealers to obtain a price on the security itself.

Options on stock indexes appear to be more popular

7A Federal Reserve Bank of New York turnover study showed that for
April 1983 foreign exchange turnover in the United States was
$702.5 billion. Of this, $451.0 billion (or roughly two thirds) was in
spot transactions, $42.0 billion was in outright forwards, and $209.4
billion was in swaps. Foreign exchange futures turnover on the
International Monetary Market is less than 10 percent of total foreign
exchange turnover.

*Conceptually, options on bonds could be written on a bond with
particular characteristics rather than on a particular bond. However,
this would make certain option strategies, such as covered call
writing, more difficult as the option would "play to a single debt
issue" and the issue may change over the life of the option.
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than options on stock index futures. Of the four markets
on stock indexes, the two most successful are the S&P
100 followed by the Amex Major Market. These two
markets have attracted substantial retail interest as the
contract sizes on these options are much smaller than
those for options on the S&P 500, the Amex Market
Value, or the stock index futures. Moreover, options on
stock index futures can be sold only by a CFTC reg-
istered representative. Options on stock indexes can be
sold by any registered representative. Thus, a stock-
broker who services retail portfolios can market the S&P
100 and the Amex Major Market Index but not the
options on the futures contracts.®

While options on the Treasury bond futures and
options on the S&P 100 appear to be doing somewhat
better than their competitors, the contract race is not yet
over. The markets are all relatively new, and the
emergence of one contract over another takes time. But
weaker markets face the threat of gradually losing
liquidity through a loss of. customers. Participants who
remain in those markets will find over time that their
trades cannot be executed promptly enough or that bid-
ask spreads are too wide.

Financial characteristics of the new options
The new options, particularly on debt instruments, have
financial characteristics that are quite different from
those of the more familiar equity options. An equity is
the instrument with the same characteristics over the life
of the option. Unlike equities, debt instruments have
finite lives and their effective maturity shortens as time
passes. This creates the distinction between fixed
deliverable options and variable deliverable options as
discussed above. Both fixed deliverable and variable
deliverable instruments attempt to capture some of the
characteristics of options on equities. A fixed deliverable
option tries to preserve the characteristics of a debt
instrument (i.e., its sensitivity to changes in interest
rates) but must move from security to security to avoid
the aging problem. The variable deliverable bond option
stays with a single issue, but the characteristics of the
issue age over time as the bond moves to maturity.
The other major difference between the new options
and traditional equity options concerns the effects of
financial variables—such as the level of interest rates—
on the price of the options contract. The standard theory
of options pricing holds that changes in certain financial
variables, including the level of interest rates, will have

It should be noted that options on bond futures can be sold only by
a CFTC registered representative, while options on bond physicals
can be sold by any registered representative. However, since there
is little retail interest in the options on debt securities, this does not
aid the exchange trading the options on Treasury debt securities.

definite effects on the price of an equity option. For the
new options, however, in some cases the effects of such
factors may be ambiguous or even may go in the
opposite direction to that predicted by traditional options
pricing theory.

Valuation of new options instruments

In 1973 Black and Scholes described a formula for
calculating the value of a call option on a stock.' This
model, which has received wide recognition and atten-
tion, shows that the price of a call option depends on
five factors: the price of the underlying security (S), the
strike or exercise price of the option (E), the volatility
of the price of the underlying security (s), the time
remaining to maturity (T), and the level of interest rates
(r)." It is useful to explore the extent to which the same
factors are important in the pricing of the new options
markets.'? (The results of this section are summarized
in Table 2, and the relationship between put and call
prices is discussed in Appendix 3.)

The effect of changes in the underlying security price
or the exercise price are unambiguous. For all call
options, as the price of the underlying security increases
or the exercise price decreases, the price of the option
must increase because the intrinsic value is higher. The
effect of increased volatility is similar for conventional
equity options and new options instruments as described
below. However, the analysis of changes in the time to
expiration and the level of interest rates is different for
new options instruments than for conventional equity
options.

W See Fischer Black and Myron Scholes, “The Pricing of Options and
Corporate Liabilities™, Journal of Political Economy (May/June 1973).

" The Black-Scholes option pricing formula can be written as follows:
¢ = SN(d,) — Ee~"TN(dy)
where: d; = (In(S/E) + (r + 1/28?)T)s VT
and d, = d, — sVT.

In this formula, ¢ is the value of the option, In is the natural
logrithm, e is the exponential and s? is the instantaneous variance of
the stock price. N(-) is the normal distribution function.

2 The Black-Scholes formula assumes that the stock’s continuously
compounded return follows a normal distribution with a constant
variance; its expiration price will thus be “lognormally” distributed.
While this may be a good approximation for stock indexes and
currencies, it is not a good assumption for variable deliverable debt
instruments. As mentioned previously, defauit-free bonds (other than
"consols’), unlike common stock, do not have a perpetual life. As
maturity approaches, a default-free bond will be valued closer to
par, all other factors constant. Thus, even if interest rates remain
unchanged, the passage of time alone will cause the price of a
default-free bond to change. Consequently, it cannot be assumed
that prices of debt instruments foliow a random walk. Moreover, the
variance of a bond will decline over time. A longer bond will move
more in response to a 100 basis point change in interest rates than
a shorter bond.

FRBNY Quarterly Review/Autumn 1983 41

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



Table 2

Effects of Changes in Financial Factors on Pricing of New Options Instruments

Security

price

Call options on instruments (S)
Conventional equity or stock index ........... +
FOreign CUITENCY oo +
Fixed deliverable debt instrument ............. +
Variable deliverable debt instrument ... +
Futures contract ..., +

Factor
Exercise Volatility of Time to Level of
price security price expiration interest rates
(E) (s) (M (n
+ + +
+ + ?

+ ?

+ +

+ ?

This table should be read as follows: a plus sign indicates that an increase in the value of a factor will increase the value of a call option
on an instrument; a minus sign indicates a decrease in the option value and a question mark indicates an ambiguous effect.

Volatility

For all options, the more volatile the underlying security
price, the greater the value of the option. Consider the
extreme case in which there are two securities, A and
B. Security A is riskless and Security B is risky, but its
mean return is the same as the sure value of Security
A. Assume further that the exercise price of the option
is the same as the value of Security A at expiration.
Hence, an option on Security A will be worthless, as the
exercise price is the same as its current value. Security
B has a probability one half of expiring worthless, and
a probability of one half of expiring with value. Its cur-
rent price will reflect this, and consequently will be
positive. Consider now two risky securities with the
same mean value. Security B is riskier than Security A.
The argument easily generalizes, as Security B will have
a greater probability of a higher value at expiration than
Security A. It also has a greater probability of a lower
value but, since the option cuts off the lower tail of the
distribution, this does not matter. Thus, the value of
options on more volatile securities, holding all other
factors constant, will generally be greater.

Time to expiration

In the Black-Scholes model, an option with a longer time
to expiration will be worth at least as much as another
option with the same exercise price and a shorter time
to expiration. The intuition is that an option with a longer
time to expiration has all the attributes of an option with
a shorter exercise date, as the longer option may be
exercised before maturity. Once the shorter run option
has expired, the longer term option can still be exer-
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cised. This is true for options on foreign currencies,
options on stock indexes, and options on variable
deliverable debt instruments as well.

This pricing property does not necessarily hold for
options on futures and fixed deliverable options,
although it will generally be the case. By way of illus-
tration, consider the September and December call
options on a futures contract. The time value of an
option on a December future will, of course, be higher
than that on a September future. But the September
future is a different contract from the December future.
Consequently, it is possible—if interest rates are cur-
rently very low and expected to rise sharply between
September and December—for the option on the Sep-
tember future to have a positive intrinsic value, while
the option on the December future has a zero intrinsic
value. Thus, depending on the relative magnitudes of
the time values and the intrinsic values, the option on
the December future could conceivably be less valuable
than the option on the September future.

Interest rates

The Black-Scholes formula shows that, as interest rates
rise, the value of a call option must rise.13 To understand
this, note that holding a call option and holding the stock
itself are alternative ways for an investor to capture any
gain on the security price. Consequently, as rates rise,
the cost of carry on the underlying security will rise and
the call option will appear more attractive vis-&-vis the

13The model assumes that price movements are independent of the
level of interest rates.
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underlying stock.’ And what holds for an option on a
single equity will hold for an option on a stock price
index, which is just a basket of many individual equities.

For options on stock index futures—and on futures
contracts generally—there is no opportunity cost asso-
ciated with holding a futures contract, as no funds need
be expended until expiration. Consequently, the interest
rate effect will be negative although very small.’® This
can best be described by considering a riskless world.
The option buyer would be charged an amount equal
to the present discounted value of the difference be-
tween the value of the futures contract at expiration and
the exercise price. (In a risky world, this difference
would be higher by the amount of an implicit insurance
premium.) Then, as interest rates go up, this present
discounted value, which is the price of the call option,
would decline. Essentially, the purchaser of the call is
forfeiting interest until contract expiration on the original
call price, for which cash must be put up front. However,
since the futures price and the exercise price are
expected to be relatively close when the option is orig-
inally purchased, interest rate variations are only a
second-order effect in the price changes of these con-
tracts.

Assuming that the price of the underlying security is
independent of the level of interest rates is a reasonabie
simplification in the case of equity options. However, it
is an absurd assumption to make for options on debt
instruments or on currencies. Major movements in the
prices of debt instruments and exchange rates will occur

A more formal argument can be made as follows: an investor buys
100 shares of stock worth $50 per share on margin. But, instead of
securing a typical margin loan, he makes an initial payment of size
c, and promises $4,500 in six months. The future payment is
promised on a no-recourse basis with the stock used as collateral. If
the stock is worth less than $4,500 at expiration, the investor will
allow the lender to claim the stock. The investor has purchased a
call option with an exercise price of $45 and a time to expiration of
six months; ¢ is the premium.

If the loan were riskless, the lender would charge the investor an
amount which would cover the difference between the value of the
stock being delivered, S, and the present value of the future
payment, Ee~'" (in the example above, $4,500 is the future
payment). If the loan were not riskless, the lender must charge
enough to purchase an insurance premium to allow for the
possibility that the stock price will be less than E dollars at
expiration, leaving the lender with a loss of E—S. Thus the price of
the premium is the present value of the levered position in the stock
plus the insurance premium, or ¢ = S—Ee-"T+1, where | is the
insurance premium. As interest rates rise, the present value of the
future payment is less, hence the value of the levered position in the
stock increases. Thus, the value of the call option must increase.

5 Rational optional pricing of futures contracts takes the form

¢ = e"T[FN(d;) — EN(dy)]
where: d, = (In(F/E) + 1/2s2 T)/sVT
and d, = d, — sVT.

F is the price of the futures contract. This is the Black-Scholes
option pricing formula given in footnote 11 if F = Se'.

because of changes in interest rates. For debt instru-
ments, as interest rates rise, any cost of carry consid-
erations will be dwarfed by the fall in the price of the
underlying security.'®

Interest rate increases as a rule will have a negative
impact on the price of options on bond futures, as a rise
in interest rates will most likely cause a fall in the price
of the underlying futures contract. And this loss is
compounded by the negative effect of higher interest
rates on the opportunity cost of the call premium.

The effect of interest rate changes on the value of a
foreign currency option will generally be ambiguous. For
simplicity, consider the case where foreign interest rates
are constant while dollar interest rates rise. The theory
of interest rate parity holds that the forward premium or
discount on foreign exchange should equal the differ-
ential between domestic and foreign interest rates.
Then, as dollar interest rates rise, the forward exchange
rate (expressed as dollars per unit of foreign currency)
must rise relative to the spot rate. The interest rate
parity linkage allows the value of the options contract
to be written equivalently in terms of either the spot or
the forward exchange rate.” And this equivalence in the
valuation formulas for the option can be used to deduce
the effect of interest rate changes on the option price.
There are three cases:

e If the spot rate is unaffected by a rise in do-
mestic interest rates, option values will rise; as
in the case of a typical equity option, the cost-
of-carry effect will dominate.

o If the forward rate is unaffected by a rise in
domestic interest rates, option values will fall.
Intuitively, one can think of the option as being
written on a futures contract that expires on the

'8 See, for example, George Courtadon, “The Pricing of Options on

Default Free Bonds”, a paper presented at a Conference on Options
Pricing: Theory and Applications, sponsored by the Salomon
Brothers Center for the Study of Financial Institutions (New York
University, New York, N.Y., January 18-19, 1982).

17 See Mark B. Garman and Steven W. Kohlhagen, "Foreign Currency
Option Values™, unpublished working paper (School of Business
Administration, University of California at Berkeley, December 1982),
for a more technical discussion. The authors have shown that the
price of a call option on foreign exchange may be written as

¢ = e ""SN(d;) — e~'o" EN(d;)

where

dy = (IN(S/E) +(ro— 1+ 1/262)T)s VT

d, = d; — sVT

rp = domestic interest rates, r; = foreign interest rate.
Alternatively,

¢ = e 0" [FN{d,) — EN(d,)]

where:

dy = (In(FIE) + (1/282T))sVT

d, = dy = sVT
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same date as the option. In this instance, the
negative relationship existing between options
on futures and interest rates will prevail.

e If both the spot and forward rates change when
domestic interest rates rise, the effect on option
values cannot be determined without precise
knowledge of how much either exchange rate
moves.

Since the third case represents the typical adjustment,
the effect of interest rate changes on foreign currency
options values is indeterminate.

To summarize, there are three interest rate effects at
work. There is a negative effect which relates to the
cost of carry on the option premium—the call premium
is paid when the contract is entered into and no pro-
ceeds are received until maturity or exercise. There is
a positive effect which relates to the cost of carry on
the underlying security. Finally, there is a negative effect
of interest rates on the security price. The second effect
dominates the first, and the third effect generally dom-
inates the second. For options on futures, only the first
effect is present. For options on conventional equities
and equity indexes, the first two effects are present, and
the impact of interest rates is positive. For options on
debt instruments, all three effects are present, and the
third effect dominates. For foreign currencies, the extent
to which the third effect is present depends on the rel-
ative movements of spot and forward exchange rates,
thus the effect of interest rates is indeterminant.

Options in the broader financial context

As risk in the financial environment has increased, many
of the traditional risk bearers are no longer willing to
play that role to so large an extent. Banking institutions
have moved away from their conventional activity of
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borrowing short and lending long: instead, they are
confining the calculated interest rate risks they take to
the short end of the maturity spectrum. Portfolio man-
agers who feel they have a particular expertise in
picking stocks now wish to remove the market com-
ponent of their risk. Corporations are looking for ways
to eliminate exchange rate risk that they had normaily
assumed in the course of their business. Consequently,
changes have emerged in the financial system that
enrich the menu of risk management techniques. The
new options markets are one such example. These
markets allow traditional risk bearers to lay off unwanted
risks and provide alternative outlets for their customers.

It must be borne in mind that, while options provide
real opportunities for market participants to lay off
unwanted risk, and for sophisticated market participants
to earn a return by accepting these risks, they also
create the potential for unsophisticated writers of options
to expose themselves to much larger risks than is pru-
dent. The bank regulatory authorities are monitoring
bank participation in these markets in an effort to
assess what types of activities commercial banks should
be able to engage in and what limits should be placed
on these activities.

The interest in these markets from the Federal
Reserve System’s point of view goes well beyond reg-
ulatory rules for banks. The existence of these markets
may well alter the risk-taking behavior of financial
intermediaries and real sector participants. If the mar-
kets become very important, they could affect the
response of the economic system to real and monetary
disturbances. However, it is still too early to tell even
which option markets will succeed in establishing
themselves and how large they will become. Time and
careful study will allow us to determine the full impli-
cations for the behavior of market participants.

Laurie S. Goodman
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Appendix 1: An lllustrative Trade

To appreciate fully the flexibility of option instruments,
it is useful to work out an illustrative example. Let us
consider a depository institution—a bank, for instance—
and examine how it could use options in asset-liability
management. Let us assume that the financial institu-
tions believe that interest rates will rise more than is
expected in the current term structure. The bank has
some long-term fixed rate commercial loans and mort-
gages and is funded by shorter term instruments. To
hedge itself the bank wants to buy a put option on a
bond future. If interest rates rise, the bank’s higher
funding costs will be offset or nearly offset by the gain
on the options contract.

Meanwhile, a professional money manager across
town has very different interest rate expectations. He
believes that interest rates will fall more than is expected
in the current term structure. He would like to collect the
fee income from writing a put option on a bond future.*
There is clearly room for a trade between the financial
institution and the money manager.

We assume that it is December, the market price of a
March futures is 70-00, and the strike price on the option
is 70. The premium is $2,000 for $100,000 face value
of bonds. The bank thinks there is a 75 percent prob-
ability the futures price in March will be 65 and there is
a 25 percent probability the price will go up to 72. If the
price goes above 70, the bank will not exercise the
contract. Thus, the bank perceives this contract as
having a positive expected value, as it has a 75 percent
chance of making $5,000 and a 25 percent chance of
making nothing. Thus, the expected value of the contract
is $3,750 and its cost is $2,000.f

Meanwhile the money manager believes that there is
a 25 percent probability the futures price in March will
be 65 and a 75 percent probability the futures price in

Benefits (Losses) to Parties in Option Contract

Bank Money manager
Market outcomes (buyer) (writer)
Futures price is 70 or above
March/70 put expires
worthless ... -2,000 premium + 2,000 premium

Futures price is 69 -2,000 premium +2,000 premium

March/70 put expires + 1,000 option -1,000 option
+1 -1,000 +1,000

Futures price is 68 -2,000 premium +2,000 premium
March /70 put expires + 2,000 option -2,000 option
+2 breakeven breakeven

Futures price is 65 -2,000 premium + 2,000 premium
March/70 put expires + 5,000 option -5,000 option
+5 + 3,000 -3,000

March will be 72. The expected cost of this contract to
the money manager is $1,250, and he will receive the
$2,000 premium. Thus, his expected profit is $750. Let
us look at four scenarios at expiration (table).

Note that, while in scenario 1 the bank has lost the
$2,000 option premium, interest rates have fallen or held
steady. Consequently, the bank will have a gain on its
portfolio. Therefore, while the bank would have been
better off not buying the option, the hedge worked as it
was supposed to. That is, the hedge provided insurance
against rising interest rates while preserving the value
of the bank’s portfolio should interest rates fall.

In the example described above, the money manager
writing the put leaves himself with an unlimited exposure
if interest rates rise (bond prices fall). If the money
manager has interest rate expectations as described
above but wants to limit his downside risk, he could write
a put option at 70 and buy a put option at 65. If the bond
futures contract price comes in below 65, the money
manager could exercise the March/65 put. The initial cost
of the March/65 put is low, as it is fairly far out of the
money; say it costs $250. The money manager would
then collect $1,750 in net premium income but would
have limited his possible loss to $5,000 on the option.
This strategy is called a “bull put spread” (meaning the
investor is bullish on bond prices).

The money manager may also have written the put
option as part of a straddle. In a straddle, the writer
anticipates that interest rates and bond prices will be
relatively flat. Writing a straddle involves writing a put
and a call option at the same exercise price for the same
expiration. If the premium on a March/70 call option is
$2,000, the money manager will have collected $4,000
in fee income. Thus, he will break even or make money
if the bond futures contract price stays in the range of
66-74. If it moves outside that range, he will experience
a net loss on the transaction.* Intuitively, if the call is in
the money, the put will be out of the money. Since
$4,000 in premium income has been collected, the
money manager will lose money if the loss on either the
put or the call is more than $4,000.

It should be noted that the money manager could also have
taken advantage of his interest rate expectations by buying a
call option.

fit is plausible that a risk-averse bank would enter a contract
which it believes had negative expected value because of its
usefulness as a hedge.

$It is not necessary to write a put and call option at the same
strike price. The investor can modify the risk-return relation-
ship by writing options with different strike prices. In each
case, the maximum potential profit is the total of the pre-
miums received. The downside break-even point is the put
strike price less the total premium received. The upside
break-even point is the call strike price plus the total pre-
mium received.
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Appendix 2: Calculation of Margin Requirements

Margin requirements on options can best be illustrated
by an example. Let us consider an investor who wishes
to write a call option on thirteen-week Treasury bills on
the American Stock Exchange (Amex). Margin require-
ments are governed by three rules:*

(1) If the option is in the money, the writer must hold
a margin equal to the premium plus a fixed amount. In
the case of calls on the Amex, the fixed amount is
$3,500.

Example: A customer writes an uncovered thirteen-week
T-bill call option with a strike price of 88. This means
the bill is at a 12 percent discount (i.e., the strike price
for $1,000,000 face value of the bill is roughly $970,000).
The market price of the bill is 90, that is, the bill is at
a 10 percent discount ($975,000 for $1,000,000 face
value). The option is selling at $6,250 for $1,000,000
face value of the bill. Thus, the margin requirement is:

Option premium $6,250
Plus fixed amount $3,500
Total i $9,750

(2) If the option is out of the money, the writer must
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hold a margin equal to the premium plus a fixed amount
less the amount the option is out of the money.

(3) The minimum margin requirement is the option
premium plus $500 per contract.

Example: In the example above, the market price of the
T-bill call option falls to 85. The option is selling for
$1,500. Thus, the margin requirement is:

Option premium —......ccccevvrervnnees $1,500
Plus fixed amount .........ccceuee. $3,500
Total o $5,000
Minus out-of-the-money amount. - $7,500
Total e -$2,500

However, the minimum margin requirement is the
option premium + $500 per contract. In this example, we
have:

$1,500 option premium + $500 or $2,000.

Thus, the maintenance margin requirement is $2,000.

Additionally, the initial deposit in a new margin account must
total at least $2,000.



Appendix 3: Put-Call Parity

The text discussed the relationship between various
financial factors and the call option price of new options
instruments. This appendix investigates the relationship
between prices on put and call options.

To gain some insight into the connection between put
and call prices for equity options consider the following
portfolio strategy. An investor buys a security for a price
of S dollars. He finances his purchase by borrowing
Ee~IT dollars, promising to repay E dollars at the expi-
ration of the option. At the same time, he buys a
“European” put option for a premium of p dollars. (A
European option cannot be exercised before maturity,
whereas an American option can.) The initial value of
this portfolio is S+ p-Ee~IT.

At the expiration of the option, the security will be
worth S,. If S, is less than E, the investor will exercise
the option and receive the exercise price of E with which
the maturing loan will be repaid. The value of the
investor’s portfolio at the expiration date then is zero. If
S, is greater than E, the investor will not exercise the
put option but can sell the security in the market for S,,
repay the loan, and have S ,-E dollars left over. The
payoff structure of this portfolio may be summarized as
follows:

Value of Value of Repayment
Scenario put option security of loan Total
S, < E E-S, Si -E 0
S, » E .... 0 S, -E Si- E

This portfolio strategy has been selected so that its
payoff structure exactly matches that from a European
call option (i.e., max (0,S,-E)). To avoid arbitrage
opportunities, a call option must sell for a price equal
to the initial price of this equivalent portfolio. Thus, the
traditional put-call parity equation:

)c=p+ S - Ee-fT

This equation holds for options on individual equities and
options on stock indexes.

For bond options, a minor adjustment is needed to
take into account coupon payments. Let GO be the
accrued interest at the time of purchase of the option,
and G, the accrued interest on the bond at the end of
the life of the option. If the call is exercised, the buyer
will receive S,-E. The security’s value will be S,+ G,.
If the put is exercised, the buyer will receive E-S,.
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Consequently, the investor must borrow (E+ G,)e~fT
rather than Ee~rT. Put-call parity can then be rewritten:

2c=p+ S+ GO- (E+G)e~IT.

For futures contracts, consider a portfolio which con-
sists of writing a call, purchasing a put, and establishing
a long futures position at price F As before, all instru-
ments have the same expiration date and the options
have the same exercise price. At expiration, the payoff
where F, is the futures price looks like:

Sell a Buy a Buy a
Scenario call put futures Total
F, < E ... 0 E-F, F,-F E-F
F, at E E—F 0 Fi-F E-F

The initial value of this riskless position is the cost of
the put less the income received from the call. Dis-
counting the portfolio earnings at maturity and setting
them equal to the initial value gives

B)c=p+ (F-E)e-fol.

The relationship between puts and calls on currency
options can be derived from this. If interest rate parity
holds,

(4) F = se( "T,

where rDis the domestic interest rate and r, is the foreign
interest rate. Arbitrage actions that establish interest rate
parity can be conducted by borrowing the foreign cur-
rency, buying spot exchange, and investing the proceeds
instead of purchasing a futures contract. Thus, equation
(4) may be substituted into equation (3) to obtain:

(B5) c = p + Se~fT - Ee-rO.

A fixed deliverable option is essentially an option on a
futures contract that expires on the date the option
expires. Intuitively, a three-month call option on a six-
month Treasury bill requires that a bill with six months
to maturity be delivered at expiration. Purchasing a
three-month futures on a six-month bill also requires that
a bill with six months to maturity be delivered. Essen-
tially, fixed deliverable options instruments are very
similar to options on futures contracts. The same rela-
tionship between put and call prices holds as in the case
of options on futures.
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February-July 1983 Semiannual Report
(This report was released to the Congress
and to the press on September 7, 1983.)

Treasury and Federal Reserve
Foreigh Exchange Operations

During the February-July period under review, the dollar
advanced against most major foreign currencies, offsetting
by varying degrees the substantial declines in dollar rates
that had occurred during the months just prior to the period.
The dollar’s rise took place at a time when the world
recession was giving way to expansion and inflation gen-
erally, was decelerating. But all economies were still oper-
ating far below capacity, and there was some question as
to how strong the recovery might be. Also, the pace of
expansion among the industrialized economies was uneven,
unemployment stayed well above the levels of recent
recessions, and the decline of interest rates from the high
levels of mid-1982 was losing momentum. In some nations,
pressures therefore remained on policymakers to take action
to support economic growth and create jobs. Under these
circumstances, the currencies that showed the strongest
performance in the exchange markets were those of coun-
tries already pulling out of recession, like the United States,
and of countries seen in the market as relatively less vul-
nerable to such pressures. In addition to the dollar, these
currencies included the Canadian dollar, pound sterling, and
Japanese yen.

At the outset the dollar showed little of the strength that
was later to characterize this period. Questions remained
about the durability of the economic upturn here, the outiook
for U.S. interest rates, and the possible implications for the

A report by Sam Y. Cross. Mr. Cross is Executive Vice President in
charge of the Foreign Group of the Federal Reserve Bank of New
York and Manager for Foreign Operations of the System Open
Market Account.
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dollar of a prospective deterioration in the U.S. current
account. Economic expansion in the United States appeared
to be proceeding, as expected, more moderately than pre-
vious postwar recoveries and to be limited to interest-
sensitive sectors of the economy, such as housing. The
current account was widely forecast to drop into deep deficit,
reflecting an additional drag on domestic output. At the
same time, the outlook for inflation improved further in
response to evident productivity increases and weak com-
modities prices, particularly for oil. Moreover, as the number
of developing countries negotiating debt reschedulings grew,
the uncertainties about how the international financial
structure would withstand the working-out of these problems
continued to cloud the outlook for world economic recovery.
Therefore, market participants held to the view that, for a
number of domestic and intemational reasons, dollar interest
rates would soon resume their decline after a short reversal
around early February and thus expected the dollar to ease
back as well. This view was reinforced in mid-February
when the Federal Reserve announced its monetary growth
targets for 1983, which were interpreted as allowing room
for both a moderately paced recovery and a further gradual
decline in interest rates.

Contrary to expectations, U.S. trade figures for the early
months of the year showed a smaller deficit than had been
recorded during the last part of 1982. Also, short-term
interest rates did not decline below mid-January levels, and
the Federal Reserve kept its discount rate at 8'/2 percent
as established in December 1982. But the improving outlook
for prices and for growth contributed to a further easing in
long-term interest rates and buoyed the market for equities.
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Long-term yields moved down in two stages—first during
February and again in April—while record highs were being
registered for major stock price indexes.

The dollar held relatively steady through mid-May, not-
withstanding the strains surrounding difficult negotiations
leading up to an agreement of the Organization of Petro-
leum Exporting Countries (OPEC) on new oil prices and
production quotas as well as a major speculative attack
against the currency relationships within the European
Monetary System (EMS). Many market professionals, while
impressed by the dollar's apparent firmness, still expected
the dollar's medium-term trend to be downward because of
the outlook for interest rates and current accounts. Also, talk
spread for a time that the major industrial countries might
be preparing to discuss a coordinated intervention effort at
the Williamsburg summit. Thus, interbank dealers in foreign
exchange and speculators on futures exchanges were pre-
pared to sell dollars regularly. By contrast, press reports of
substantial foreign interest in U.S. stock and bond markets
at times bouyed sentiment toward the dollar.

By May, reports of large boosts in employment and in
output signaled that recovery in the United States was
gaining momentum. Looking ahead, a considerable im-
provement in consumer sentiment, the impact on spending
of increasing values of financial assets, and the prospect
of new tax cuts in early July, all suggested that the upswing
would be far more robust than anticipated just a few months
previously and might match the strength of earlier recov-

eries. At the same time, expectations faded that a com-
promise would soon be reached to cut the government’s
large fiscal deficits for the coming years. Moreover, the
government was having to borrow an unusually large
amount for a second quarter, a time when tax revenues are
seasonally heavy. Also, there was mounting concern about
the rapid growth of the monetary aggregates, particularly the
narrowly defined aggregate, M-1. Incoming data showed that
the rate of growth of M-1, after slowing in early April, had
rebounded. Under these circumstances, U.S. interest rates
of all maturities began to rise. Interest rates in other coun-
tries were, by comparison, relatively steady, holding on to
the declines that had been achieved over the past several
months. As a result, interest rate differentials against most
currencies moved more decidedly in favor of the dollar
during late May and the adverse differential against sterling
was eliminated by mid-June.

During May and early June the dollar was pushed up
again by strong professional bidding. U.S. interest rates
were rising, there were no signs of coordinated intervention
in the immediate aftermath of the Williamsburg summit, and
after that meeting there appeared to be less foreign pres-
sure on the United States to modify its policy mix. In addi-
tion, the increasing attractiveness of yields on government
securities drew a growing amount of investment from non-
residents. Thus, the dollar’s rise continued without inter-
ruption until mid-June.

After a short period of consolidation around the quarter

International Agreements on Exchange Market Intervention Policy

Excerpt from Annex to the Williamsburg Declaration
(May 30, 1983)

3. Exchange Rate Policy. We will improve consultations,
policy convergence and international cooperation to help
stabilize exchange markets, bearing in mind our conclusions
on the Exchange Market Intervention Study.

Excerpt from “Statement on the Intervention Study”
(April 29, 1983)

We have reached agreement on the following:

A. The achievement of greater exchange rate stability, which
does not imply rigidity, is a major objective and commitment
of our countries.

B. The path to greater exchange rate stability must lie in
the direction of compatible mixes of policies supporting
sustainable noninflationary growth. This will be the primary

objective of a strengthened multilateral surveillance as agreed
in Versailles.

C. In the formulation of our domestic economic and financial
policies, our countries should have regard to the behavior
of our exchange rates, as one possible indication of need
for policy adjustment. Close attention should also be given
to the interactions and wider international implications of
policies in each of our countries.

D. Under present circumstances, the role of intervention can
only be limited. Intervention can be useful to counter dis-
orderly market conditions and to reduce short-term volatility.
Intervention may also on occasion express an attitude toward
exchange markets. Intervention will normally be useful only
when complementing and supporting other policies. We are
agreed on the need for closer consultations on policies and
market conditions; and, while retaining our freedom to
operate independently, are willing to undertake coordinated
intervention in instances where it is agreed that such inter-
vention would be helpful.
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Chart 1

The Dollar against Selected
Foreign Currencies
Percent

1982 1983
Percentage change of weekly average bid rates

for dollars from the average rate for the week of

June 28-July 2,1982. Figures calculated from
New York noon quotations.

Chart 2

Selected Interest Rates
Three-month maturities*

Percent

1982 1983

*Weekly averages of daily rates.
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end, the dollar’'s advance resumed during July. By this time,
the vigor of the industrial rebound and perceived readiness
of U.S. authorities to allow demand pressures to show
through in higher interest rates were seen in increasing
contrast to situations abroad, most particularly in continental
Europe. In this atmosphere, even the publication of the
largest monthly U.S. trade deficit in history for May ap-
peared not to have dampened demand for the dollar.
Instead, the dollar ratcheted upward at an accelerating rate,
the movement most pronounced with respect to the German
mark. Once again, professional bidding added momentum
to the dollar’s rise as it passed its earlier highs for the year
and then surpassed its peaks of November 1982 against
several major currencies. Corporations also bought dollars
to cover needs which had been postponed earlier in the
year.

By late July the dollar's upward movement had taken on
a self-sustaining character in increasingly unsettled trading.
Rate movements were sharp and sudden as market par-
ticipants became reluctant to take positions, causing trading
to become thin and the market to become disorderly. The
U.S. monetary authorities and foreign central banks inter-
vened in coordinated operations, which had a calming effect
on the market and helped reestablish order at the time.
These operations, which the U.S. authorities initiated on
Friday, July 29, on a small scale, were continued during the
early days of August. In total, the Trading Desk operated
on four occasions during the six business days, July 29-
August 5, to buy $254.1 million equivalent of German marks
and Japanese yen. The operations involved purchases of
$182.6 million equivalent of German marks and $71.5 million
equivalent of Japanese yen, shared equally by the U.S.
Treasury and the Federal Reserve.

During the six months to end-July, the dollar rose by more
than 7 percent against the German mark and by larger
amounts against the other EMS currencies. The dollar rose
less against other currencies, by 534 percent in terms of
the Swiss franc and by less than 1 percent against the
Japanese yen and pound sterling. The dollar was down
marginally against the Canadian dollar. In trade-weighted
terms the dollar rose several percentage points, setting
records for the floating rate period on many indexes.

In other operations during the six-month period, the U.S.
monetary authorities continued to have credits outstanding
to Mexico and Brazil. On February 1 the Central Bank of
Brazil repaid $280 million of the $730 million outstanding
on facilities made available to it earlier by the Treasury. The
remaining $450 million facility was repaid on March 3. On
February 28, the Treasury agreed to provide Brazil with two
additional swap facilities of $200 million each in anticipation
of Brazil’s drawings under a compensatory financing facility
and an extended fund facility of the International Monetary
Fund (IMF). These swaps were drawn on February 28 and
March 3 and were repaid by March 11. Thus, at that point



Table 1
Federal Reserve Reciprocal Currency Arrangements

In millions of dollars

Institution

Austrian National Bank
National Bank of Belgium
Bank of Canada ...........
National Bank of Denmark .
Bank of England ...........
Bank of France
German Federal Bank
Bank of Italy
Bank of Japan
Bank of Mexico:

Regular facility oo e

Special facility
Netherlands Bank
Bank of Norway
Bank of Sweden

SWisS National BanK ......ccooiiiiiiiiiiic et

Bank for International Settlements:
Swiss francs-dollars

'Size of facility was reduced as repayments were made.

Brazil had repaid in full all Treasury swaps made available
to it since October 1982. In December, the Bank for Inter-
national Settlements (BIS), acting with the support of the
U.S. Treasury and the monetary authorities of other nations,
provided the Central Bank of Brazil with a $1.2 billion credit
facility, which was subsequently increased to $1.45 billlion.
As part of a liquidity-support arrangement for the BIS pro-
vided by the participating monetary authorities, the Treasury
through the Exchange Stabilization Fund (ESF) agreed to
be substituted for the BIS for $500 million of the credit
facility in the event of delayed repayment by the Central
Bank of Brazil.

Funding for Mexico was provided through the Bank of
Mexico’s regular swap facility of $700 million with the Fed-
eral Reserve and also through special swap facilities totaling
$1.85 bhillion in cooperation with other central banks through
the BIS. The U.S. portion of the latter facility consisted of
$600 million by the Treasury and $325 million by the Federal
Reserve. In February, Mexico drew the remaining portion of
the special facility, receiving $44.3 million from the Treasury

Bank of Mexico
special facility
effective

Amount of facility Amount of facility

July 31, 1982 August 30, 1982 July 31, 1983
250 250
1,000 1,000
2,000 2,000
250 250
3,000 3,000
2,000 2,000
6,000 6,000
3,000 3,000
5,000 5,000
700 700
-0- 325 269*
500 500
250 250
300 300
4,000 4,000
600 600
1,250 1,250
30,100 325 30,369

and $25.8 million from the Federal Reserve. On February 28,
the Bank of Mexico fully repaid the remaining $373 million
outstanding under the Federal Reserve’s regular reciprocal
currency arrangement, which had been drawn last August
before other arrangements had been put in place. On May 31,
Mexico prepaid outstanding swaps under the special
facilities, of which $104 million was paid to the Treasury
and $56 million to the Federal Reserve. Drawings of
$496 million and $269 million were outstanding from the
Treasury and the Federal Reserve, respectively, as of
July 31 but were subsequently repaid upon maturity late
in August.

In April, the BIS, acting with the support of the U.S.
Treasury and the monetary authorities in other countries,
agreed to participate in an international financial support
package for Yjgoslavia. The Treasury, through the ESR as
part of a liquidity-support arrangement for the BIS provided
by the participating monetary authorities, agreed to be
substituted for the BIS for $75 million in the event of
delayed repayment by Yugoslavia. By the end of the period,
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partial repayments on this facility had reduced the Treasury’s
contingent commitment to $57 million.

On May 12 and on July 26, the U.S. Treasury redeemed
at maturity the last two German mark-denominated secu-
rities equivalent to $667.9 million and $607.3 million,
respectively. These represented the final redemptions of
foreign currency notes, public series, which had been issued
in the Swiss and German markets with the cooperation of
the respective authorities in connection with the dollar-
support program of November 1978.

In the period from February through July, the Federal
Reserve realized no profits or losses from exchange trans-
actions. The ESF and the Treasury general account gained
$17.0 million and $128.2 million, respectively, in connection
with redemptions of German mark-denominated securities.
As of July 31, cumulative bookkeeping, or valuation, losses
on outstanding foreign currency balances were $803.3 mil-
lion for the Federal Reserve and $850.8 million for the ESF
(Valuation gains and losses represent the increase or
decrease in the dollar value of outstanding currency assets
and liabilities, using end-of-period exchange rates as com-
pared with rates of acquisition.) The above losses reflect
the fact that the dollar strengthened since the time the for-
eign currencies were purchased.

The Federal Reserve and the Treasury have invested
foreign currency balances acquired in the market as a result
of their foreign exchange operations in a variety of invest-
ments that yield market-related rates of return and have a
high degree of quality and liquidity. Under the authority
provided by the Monetary Control Act of 1980, the Federal
Reserve invested some of its own foreign currency
resources in securities issued by foreign governments. As
of July 31, the Federal Reserve’s holdings of such securities
were equivalent to $1,328.1 miillion. In addition, the Treasury
held the equivalent of $2,046.5 million in such securities as
of the end of July.

German mark
The German mark had participated in the generalized rise
in currencies against the dollar around the turn of the year
and had firmed within the EMS. By the beginning of Feb-
ruary, however, the mark had eased back across the board,
trading at DM 2.4735 against the dollar, as expectations of
a continued decline of the dollar weakened. Within the EMS,
it drifted down to the middle of the narrow band, as spec-
ulative buying of marks in anticipation of a realignment
subsided pending early-March elections in Germany and
France. Nevertheless, the sharp swing in Germany's current
account back into surplus and further deceleration of inflation
during the past year had generated expectations in the
markets that the mark would again be revalued in an
imminent change in EMS currency relationships.

Soon after the opening of the six-month period, specu-
lative pressures reemerged as the election dates
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approached, and the mark again came into strong demand.
By mid-February it had moved to the ceiling of the EMS
after opinion polls predicted that the five-month-old Kohi
government would get a mandate from the electorate and
have sufficient control of Parliament to pursue its conser-
vative economic policies. In early March, when the election
results confirmed the predictions of the polls, the demand
for marks increased. With the currency at the top of the
EMS, both the Bundesbank and other participating central
banks had to intervene heavily to keep the mark within its
upper limits. As the pressures intensified, several other EMS
countries whose currencies were pinned to the bottom of
the EMS supplemented market intervention with other
actions to discourage speculation. Thus, speculative bidding
for the mark against non-EMS currencies intensified, lifting
the mark some 4 percent against the dollar to its high for
the period of DM 2.3685 by March 14 and by similar
amounts against other major non-EMS currencies. In the
realignment of March 21, the mark’'s central rate was
adjusted upward by 5.5 percent. Other EMS currencies were
revalued by smaller amounts or devalued, with the result
that, in terms of the bilateral central rates, the mark was
revalued by about the same amount on a trade-weighted
basis.

Meanwhile, Germany’s recession had bottomed out late
in 1982 and business confidence was improving, but the
pace of recovery was still expected to be insufficient to curb
a continuing rise in unemployment. The government was
committed to fiscal restraint to achieve a long-standing
German objective of reducing the size of the fiscal deficit
relative to GNP. Already the government had made some
progress in imposing cuts in social expenditures.

Under these circumstances, the Bundesbank had taken
advantage of the drop in inflation and the improvement in
the current account to ease monetary conditions. Early in
the year it had acted out of concem over a possible reversal
of the downtrend of interest rates abroad and the risk that
the mark’s recovery had stalled, providing liquidity through
open market operations and increasing banks’ rediscount
quotas but not lowering interest rates. Effective March 18,
however, it took the more visible step of cutting its discount
and Lombard rates by 1 percentage point, to 4 percent and
5 percent, respectively, to signal its intention to lend support
to the economy. But, by this time, the domestic money
market had become quite liquid and short-term market rates
had declined, partly because of the liquidity effects of the
heavy foreign exchange intervention before the realignment.
Moreover, the scheduled transfer of Bundesbank profits to
the federal government in April was also going to inject
liquidity. Consequently, the Bundesbank tempered its interest
rate action with some cutback in banks’ rediscount quotas.
German interest rates nonetheless continued to ease, both
absolutely and relative to those in the United States. Thus,
by end-March the adverse interest differential in the Euro-
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Chart 3

Germany
Movements in exchange rate and official
foreign currency reserves

Marks per dollar Billions of dollars

2.30-

J A S ON DJFMAMI J
1982 1983

Exchange rates shown in this and the following charts
are weekly averages of noon bid rates for dollars in
New York. Foreign currency reserves shown in this
and the following charts are drawn from IMF data
published in International Financial Statistics.

'Foreign exchange reserves for Germany and other
members of the European Monetary System, including
the United Kingdom, incorporate adjustments for

gold and foreign exchange swaps against European
currency units (ECUs) done with the European
Monetary Fund.

markets for three-month maturities, for example, had wid-
ened to almost 412 percentage points, a level not seen
since July 1982.

After the realignment, the mark moved to the bottom of
the new EMS band and also fell back to early-February
levels against the dollar. Speculative inflows and commercial
leads and lags were unwound. In addition, capital was
attracted abroad. Although interest rates in other EMS
countries and the United States were temporarily easing,
interest differentials were still adverse to the mark and no
longer offset by the prospect of early exchange rate
appreciation. Also, there was talk of possible liquidation of
some OPEC investment in marks to meet current payments.
Thus, EMS central banks bought large amounts of marks
to keep the German currency within its lower intervention
limits. In addition, with the mark declining against most non-
EMS currencies, the Bundesbank sold dollars. By end-April,
Germany’s foreign currency reserves dropped more than
they had risen during the previous two months to show a

net $1.1 billion decline from January’s $40.6 billion level.

By mid-May, business confidence in Germany had fal-
tered. On the one hand, the benefits of decelerating inflation
were becoming more apparent. A drop in the inflation rate
to below 312 percent had paved the way for a very mod-
erate increase in the key pay agreement for metal workers
and an even lower 2.6 percent average wage increase for
public service employees. In addition, publication of first-
quarter figures confirmed there had been some revival in
interest-sensitive sectors of the economy, such as invest-
ment goods and consumer durables. On the other hand,
exports—the sector that traditionally leads Germany out of
recession—had shown almost continuous weakness since
mid-1982. The trade figures for April revealed a significant
drop both in exports and in the trade surplus, suggesting
that the strength recorded for the first quarter reflected little
more than a speedup of shipments to other EMS countries
in anticipation of the EMS realignment. Henceforth, export
demand was seen as being depressed, not only by the
weakness of markets among the developing countries and
OPEC, as before, but also as a result of the larger than
expected revaluation of the mark in the March realignment
and the effects of new austerity measures in France.
Moreover, the scope for providing more impetus to the
economy by further reducing interest rates was rapidly dis-
appearing. Central bank money growth was still running well
above the Bundesbank’s target range of 4-7 percent for the
year, even after reversal of the foreign exchange inflows of
February-March. And, abroad, the outlook for interest rates
in the United States was bringing into question hopes that
the ten-month-long downswing in world interest rates would
continue.

Under these circumstances, the outlook for the mark
became increasingly overshadowed by that of the dollar
which was buoyed by prospects of a vigorous economic
recovery, strong corporate profits, and increasingly attractive
yields on fixed-income investments in the United States. As
interest rates in the United States moved up after mid-May,
rates in Germany held generally steady, with the Bundes-
bank allowing German banks to borrow from its Lombard
facility heavily and for long periods of time. As a result,
interest differentials adverse to the mark began to widen
once more, surpassing the levels of late March by mid-June
and increasing further throughout July. In addition, a number
of political factors weighed on sentiment toward the mark.
The Williamsburg summit passed without apparent agree-
ment on European initiatives pertaining to interest rates and
exchange rates. Meanwhile, reaffirmation of the NATO
decision to place Pershing Il and cruise missiles in Germany
underscored the potential for public debate over a variety
of national security issues.

Thus, the mark continued to decline against the dollar,
falling by mid-July below its November 1982 low, and gen-
erally traded near the bottom of the EMS. Market partici-
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pants took little apparent note of newly published figures
that pointed to a marked upturn in industrial production and
improvement in Germany’s trade and current account figures
for June. Instead, at end-July the mark’s drop accelerated,
as trading became increasingly hectic, to touch a seven and
a half-year low of DM 2.6600. Throughout the last two and
a half months of the period, the Bundesbank regularly sold
modest amounts of dollars at the fixing but was perceived
in the market as not providing strong resistance to a further
drop in the exchange rate against the dollar. Meanwhile,
other EMS central banks bought marks either in compulsory
interventions at the limits of the 214 percent band or to
rebuild reserves.

By end-July, trading conditions had deteriorated consid-
erably. As the mark’s decline relative to the dollar cumulated
and major market makers became less willing to take the
positions needed to smooth the flow of orders coming into
the market from their customers, the market became more
subject to sudden rate movements and widening spreads
between bid and offered rates. The U.S authorities entered
the market on July 29 to purchase marks as part of an
intervention operation that continued into the subsequent
week and was coordinated with other central banks. For its
part, the U.S. authorities purchased a total of $182.6 million
equivalent of marks during a period of six business days
to counter disorderly trading conditions.

Primarily as a result of intervention operations, Germany’s
foreign currency reserves declined a further $1.4 billion after
April. For the whole six-month period, they fell $2.5 billion
to $38.1 billion. The mark ended the period at DM 2.6500
against the dollar, down on balance 7 percent from its early-
February level. As measured by the Bundesbank’s trade-
weighted index, however, the mark appreciated by 1”2 per-
cent, mainly because of the mark’s appreciation vis-a-vis
other EMS currencies.

In mid-May and in late July, the U.S. Treasury repaid at
maturity the final two German mark-denominated obligations
issued in conjunction with the November 1978 dollar
defense program. These repayments totaled $1.3 billion
equivalent.

Japanese yen
A recovery of the Japanese yen against the dollar, which
had brought the currency up some 19 percent from its
November 1982 low by early January, stalled just before the
period under review. Although the yen remained firm as
compared with European currencies, it eased back against
the dollar to ¥240.90 at the beginning of February. As a
result, market participants were again disappointed in their
expectations that Japan’s strong current account position,
low inflation, and cautious economic policies would set the
stage for the yen to recapture more of the ground lost
against the dollar during the preceding two years.

For some time the yen’s weak performance against the
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dollar had been regarded by the Japanese monetary
authorities as substantially reducing their scope for re-
sponding to the weakness of domestic economic activity.
Fiscal policy was felt to be constrained by concern over the
budget deficit and a commitment to narrow the borrowing
gap. Monetary policy was felt to be constrained by the risk
that any further easing of interest rates in Japan might again
stimulate outflows of capital which had been a major influ-
ence in the yen's weakness. The authorities wished to avoid
adding pressure on the exchange rate at a time when
international attention was focused on Japan’s widening
trade surplus. Japan had emerged with the largest current
account surplus of the major industrialized countries, close
to $7 billion in 1982. In the recessionary environment which
many countries faced around the turn of the year, the
prospect that Japan might experience a further sharp
increase in its export penetration this year aggravated
already severe trade frictions with its major trading partners.
The Bank of Japan, therefore, chose not to lower its dis-
count rate from the 512 percent level that had prevailed for
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over a year, and Japanese market rates eased little even
as interest rates in most other financial centers declined
substantially after mid-1982.

During February and March, expectations about the near-
term course of Japanese interest rates shifted frequently.
On numerous occasions, expectations developed that the
official discount rate wouid be cut. Economic growth con-
tinued to siow, and output in Japan was slipping to relatively
low levels of capacity. Japan's low inflation, high real interest
rates, and the outlook for modest wage increases in the
spring labor offensive all suggested that there still might be
scope for measures to stimulate domestic demand. Never-
theless, the Bank of Japan repeatedly stated that the yen's
exchange rate prevented it from lowering its lending rate.
With the outlook for interest rates uncertain and with
Japan's economy looking stagnant as compared with the
more vigorous performance of the U.S. economy, foreign
investors became skeptical that Japan's stock and bond
markets would make a strong showing relative to those
abroad.

In addition, conditions in world oil markets and speculation
surrounding the EMS realignment affected trading in the
Japanese yen for the first three months of the period.
Although Japan was seen as benefiting from declining prices
for its oil imports, market attention focused on the imme-
diate, unfavorable impact on Japan’s capital account of the
possibility that OPEC nations might liquidate their holdings
in Japanese capital markets. Indeed, inflows of capital from
OPEC countries were considerably diminished and con-
tributed, along with substantial overseas investments by
Japanese institutional investors, to an increase in Japan’s
net long-term capital outflow. The yen was also caught up
at times in the EMS pressures around mid-March, since the
yen was used to some extent as a vehicle for speculation
against those currencies expected to be revalued.

The yen, therefore, showed little trend against the dollar
through late March. Although at one point in February it rose
to ¥231.20, by the quarter end the yen was trading back
around ¥240. The yen declined about 3 percent against the
mark just before the realignment of the EMS. However, in
the subsequent unwinding of speculative positions, the yen
recouped most of that loss in just a few days.

At end-March, with the approaching close of the fiscal
year and Parliamentary action on the budget, public attention
focused increasingly on the continued sluggishness of the
Japanese economy. Real growth had amounted to 3.3
percent in the fiscal year just ending—a disappointing figure
by traditional standards—with the rate of growth decelerating
noticeably throughout the year. Export demand remained
weak, reflecting the worldwide recession, increasing barriers
to Japanese goods, and import cutbacks by developing
countries. Japan’'s current account surplus continued to
widen, most importantly because imports were depressed
by the low level of domestic demand. The yen's earlier

appreciation and weak commodities prices had contributed
to an improvement in Japan's terms of trade. Although this
helped strengthen the corporate sector’s financiai position,
industry remained cautious about embarking on new
investment projects as long as final demand was flagging.
Thus, loan demand remained weak and the Bank of Japan
scaled back its projection for new lending by city banks for
the coming quarter.

Under these circumstances, calls for an interest rate cut
were increasingly heard from private as well as some gov-
ernment sources, and talk spread that the government
would soon announce measures to support economic
growth. On April 5, the government presented an eight-point
program, involving primarily a speedup in the disbursement
of previously budgeted public works spending. But the Bank
of Japan still viewed the exchange rate as too weak to
permit a discount rate cut and thus disappointed hopes that
a drop in interest rates would reinforce the government's
program.

During April and into early May, the yen drew support
from the prospect that Japanese interest rates would remain
stable. In addition, the approaching release of a seven-
nation intervention study and the upcoming Williamsburg
summit focused attention on official exchange rate policies.
Market participants interpreted statements by Bank of Japan
Governor Maekawa and others as presaging a move to a
more active international intervention policy. They also
anticipated that the Japanese government might choose to
support its currency before the Williamsburg summit so as
to defuse the trade issue.

By May 11, these factors helped boost the yen to a high
of ¥230.35 against the dollar. Speculation in favor of the
yen on Chicago’s International Monetary Market (IMM)
became quite heavy at times and was an important com-
ponent of the run-up in the yen, with open interest in yen
contracts hitting successive records. But the overhang of
these positions soon became a source of concem, as fears
arose that a sudden decline in the yen might be triggered
by the need to cover them. Iin addition, a renewed rise in
U.S. interest rates and the completion of the Williamsburg
summit without any obvious change in official foreign
exchange operations exerted a drag on the yen, which
dropped back to a low of ¥243.60 by mid-June. Neverthe-
less, the yen had shown a steady advance against the
German and other Continental currencies, rising more than
6 percent vis-a-vis the mark during the prior two and a half
months.

After mid-June the improvement in Japan’s external
sector began to receive more attention in the exchange
markets. A bottoming-out of exports, together with the
continuing low level of imports, led to a widening of
Japan's current account surplus to a seasonally adjusted
annual rate of $20 billion for the first five months of
1983. In the meantime, the quickening pace of recovery
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in the United States, where the import of manufactured
goods was forecast to rise significantly, suggested there
would be a further expansion of Japan’s exports. Moreover,
political developments in Japan provided background sup-
port for the yen during this period, as the ruling party’s
victory in June Parliamentary elections confirmed that the
government’s international and economic policies would not
be subject to major change.

Table 2

Consequently, the yen moved up against the dollar during
the latter half of June and held generally steady during July
as the dollar advanced against the Continental currencies.
But, when the yen became caught up in the pressures of
a rapidly rising dollar at the month end, the Japanese
authorities sold dollars as a coordinated intervention oper-
ation got under way in which the U.S. authorities bought
$71.5 million equivalent of yen. These purchases during the

Drawings and Repayments by Foreign Central Banks and the Bank for International Settlements

under Regular Reciprocal Currency Arrangements

In millions of dollars; drawings (+) or repayments (-)

Outstanding

Bank drawing on July 1, 1982
Federal Reserve System 1982 i
Bank of MexiCO ....cccoceeciniiiiiiiiiiccieiee 200.0 Ir_+ l’gggg
*Bank for International Settlements 0- 0
(against German marks) ......cccociiininenne

J +1,400.0
TOtAl oo 200.0 - 9000

Data are on a value-date basis.

*BIS drawings and repayments of dollars against European currencies other than Swiss francs to meet temporary cash

Table 3

Outstanding

1982 1983 1983 1983 July 31,
% I Il July 1983
-217.4 -482.6 -0- -0- -0-
r+124.0
1-124.0 0 0- 0 0
/ +124.0
1341 .4 -482.6 -0- -0- -0-

requirements.

Drawings and Repayments by the Bank of Mexico under Special Swap Arrangements

In millions of dollars; drawings (+) or repayments (-)

Outstanding

July 1, 1982
Drawings on 1982 1]
United States Treasury special
temporary facility for $1,000 * 4+ 8250
. I- 825.0
million e
Drawings on special combined
credit facility:
fFederal Reserve special facility f+ 898
for $325 million ....ccccviiniriiiicn I - 43.8
fUnited States Treasury special f+ 166.8
facility for $600 million |- 81.3
f+1,081.6
Total o, - 950.0

Outstanding

1982 1983 1983 1983 July 31,
\% | Il July 1983

* * * * *
+211.2 + 67.8 - 56.0 -0- 269.0
+392.2 +122.3 -104.0 -0- 496.0
+603.5 +190.0 -160.0 -0- 765.0

Data are on a value-date basis. Because of rounding, figures may not add to totals.

‘Not applicable.
fSize of facility was reduced as repayments were made during 1983.
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first days of August were shared equally between the Fed-
eral Reserve and the U.S. Treasury.

Although the yen closed the six-month period at ¥242.90,
near its low against the dollar, it registered a net decline
of less than 1 percent since end-January. With the yen rel-
atively steady against the dollar, it showed an almost unin-
terrupted advance against other currencies after mid-March.
It ended July almost 7 percent higher on balance against
the mark, thereby challenging its 1978 high against that
currency. The Japanese authorities intervened little in the
exchange markets through the end of July, with the $1.25
billion increase in foreign currency reserves since January
to $20.7 billion primarily reflecting interest receipts on their
currency holdings.

Swiss franc

Coming into the period under review, the Swiss franc was
trading well above its previous-autumn levels against all
currencies except the Japanese yen. After leading the
recovery of European currencies against the dollar that had
begun in mid-November, it had held up better than others
after the dollar’s turnaround in early January to trade around
SF 2.0250 against the dollar and about SF 0.82 in terms
of the German mark.

By February, there was a perception in the market that
the Swiss authorities might not have the leeway that they
had during much of the previous year to ease monetary
conditions. Inflation, at least at the consumer level, had
receded less in Switzerland than in Germany, Switzerland’s
major trading partner and competitor in third markets. The
growth of central bank money had begun to rise, coming
close to the central bank’s 3 percent target for 1982, and
the authorities had adopted the same target for the coming
year. Consequently, there was seen to be rather little scope
for interest rates in Switzerland to decline from the very low
levels of last fall, while interest rates abroad had dropped
substantially. As a result, the large adverse interest differ-
entials that had fostered heavy capital outflows and had
contributed to last year's weakness of the franc were nar-
rowing considerably.

There were other reasons as well why market participants
anticipated that capital outflows from Switzerland might not
be so large as in 1982. Foreign official and corporate bor-
rowers, especially Japanese entities, continued to borrow
in Swiss francs throughout the first half of 1983. The spot
rate on occasion was pushed lower when the proceeds of
new issues were converted into foreign currencies. But, at
the same time, the sheer size of earlier borrowings was
seen as increasing the potential that the Swiss franc might
come into strong demand sometime in the future. If, for
example, Swiss interest rates were to rise substantially more
than rates in other markets or if the dollar were to decline,
earlier borrowers might bid for francs to cover their liabilities.
Thus, the attitude of market professionals toward the Swiss
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franc had come to incorporate a decided sense of two-way
risk.

Sentiment toward the franc was also favorably affected
by other factors. The country’s trade deficit had narrowed
by $1 billion to yield a surplus on current account of $3.4
billion last year, and most forecasts called for a similarly
sized surplus for 1983. The competitiveness of Swiss
exports had actually improved somewhat, reflecting in part
last year’s decline of the franc relative to the German mark,
which had not been fully reversed. More importantly, the
Swiss government’s fiscal discipline compared favorably with
that of other countries. Thus, Switzerland appeared to have
come through the difficult adjustments of recent years with
fewer economic dislocations, as well as fewer political divi-
sions, than most countries. Moreover, Switzerland’s tradi-
tional role as a safe haven and its relative political stability
made the franc an attractive currency for investment, par-
ticularly when contentious political campaigns were under
way in a number of neighboring countries.

For a time during February and March, these favorable
factors were overshadowed by intensified bidding for
German marks in anticipation of an EMS realignment. With
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the mark rising strongly across the board, the Swiss franc
dropped steadily as it became one of the currencies against
which long mark positions were established. In all, the franc
declined nearly 6 percent against the mark to SF 0.8663
on March 14, its lowest level in one and a half years.
Against the dollar, the Swiss franc swung widely under the
influence of active speculative trading in the interbank
market and on Chicago’s IMM before settling around the
level of SF 2.0750 in mid-March.

By late March, however, the Swiss franc had begun to
move back up against the mark as positions taken prior to
the March 21 realignment of the EMS were reversed.
Meanwhile, the franc’s traditional interest rate disadvantage
narrowed. The Swiss National Bank lowered its official
lending rates by '/> percentage point on March 17, in
coordination with a larger reduction by the German central
bank. But Swiss money market interest rates actually rose
during the second half of March, while those in most other
centers were declining. With some slowing of the previous
rate of foreign borrowing in the Swiss capital market, the
franc gained steadily against the German mark in a trend
that was to continue.

Against the dollar, the Swiss franc edged up more grad-
ually through mid-May before declining in June, along with
other foreign currencies. The decline was in response to the
renewed rise in U.S. interest rates and the revised outlook
for U.S. economic recovery. Compared with other Conti-
nental currencies, however, the franc declined more mod-
estly. By then, short-term interest rates in the Swiss market
had advanced almost to the levels prevailing in Germany,
thereby eliminating the traditional negative spread between
the two markets. The increased interest rates reflected
market participants’ wariness that the Swiss National Bank
might tighten the supply of banking reserves in response
to an apparent overshooting of its monetary target in the
first five months of the year. Such speculation persisted
even after central bank officials pointed out that the year-
over-year rise in central bank money so far was a statistical
anomaly that need not be offset later in the year and, fur-
thermore, that the central bank would accept an overrun by
as much as 1 percentage point.

The Swiss franc declined relative to the dollar as the
dollar began its steep run-up late in July. It dropped to a
low of SF 2.1530 on the last day of trading before closing
at SF 2.1420, some 5%. percent below the opening six
months earlier. But, against the German mark, the franc
continued rising to close 1'/2 percent higher than at end-
January and some 6'/2 percent above its lowest point in
mid-March. Trading at SF 0.8083, the franc was approaching
levels that previously had brought into question the com-
petitiveness of industry in Switzerland relative to that in
Germany. The Swiss authorities did not intervene in the
exchange markets until after the end of the six-month period
under review, although they continued to use foreign cur-
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rency swaps to provide liquidity to the banking system. The
country’s foreign exchange reserves showed little change,
easing back $400 million on balance to $11.8 billion at end-
July.

Sterling :

Sterling was affected during the period under review by
developments in world petroleum markets and by uncer-
tainties surrounding the United Kingdom’s general election.
Prospects of potentially large drops in oil prices were seen
as having considerable bearing on Britain's external and
fiscal positions. The current account surplus which had
helped sustain comparatively high nominal and trade-
weighted values of sterling during the previous two years
had already dwindled, and the nonoil components were
forecast to deteriorate sharply in the coming year—only
partly because the immediate outlook for growth in the
United Kingdom was somewhat better than for its European
neighbors. The government had recently provided some
fiscal relief, largely to industry, at a time when the domestic
economy was still struggling to emerge from three years of
recession. A significant reduction of oil tax and royaity
receipts would have raised the possibility that the govern-
ment might exceed its target for public-sector borrowing,
thereby undercutting progress toward the fiscal and mon-
etary discipline that had been a hallmark of its strategy to
curb inflation and to restore private initiative in the economy.
Meanwhile, expectations had developed that the govemment
might choose to hold an election before its mandated date
in 1984. It was anticipated that economic policy in general
and exchange rate policy in particular would be important
campaign issues. The government was expected to take
credit for bringing inflation down to 4-5 percent. But, with
the outlook for world trade pessimistic and the domestic
economy not strong enough to bring the unemployment rate
below 12 percent, there was already considerable concemn
about Britain's competitive position. A major opposition party
was calling for a large devaluation of the pound, as well
as for a sharp acceleration of public spending and sub-
stantially lower interest rates. Talk spread that even the
government might accept some modest easing of the
exchange rate.

By late January, the pound had eased against the dollar
to $1.5210, while settling around 81 according to the Bank
of England’s trade-weighted measure. Sterling had fallen in
late 1982, when debate on the competitive issue first flared
up. Selling pressure against the currency had been coun-
tered with sometimes forceful intervention by the Bank of
England and some backing-up of interest rates that inter-
rupted a pronounced downtrend over the preceding year.
Britain’s foreign exchange reserves had declined for several
months, reaching $9.8 billion by end-January.

During February and March, sterling again came on offer,
after the failure of OPEC's January meeting to produce
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agreement on oil prices and production quotas left open the
question whether the widely anticipated oil price drop would
be limited and proceed in an orderly fashion. The pound
fell irregularly on various reports of the protracted OPEC
negotiations, as well as of the British National Oil Com-
pany’s own price negotiations. Even after a mid-March
agreement by OPEC on prices and production ceilings, the
market remained skeptical that the details of the agreement
would be adhered to.

Adding to the pressures on sterling at times were the
activities of trading professionals and their customers in
anticipation of a realignment of the EMS. With the pound
already vulnerable to selling pressure and the sterling
market unencumbered by exchange controls, the British
currency was sold against those viewed as sure to be
adjusted upward within the European currency arrangement.
As a result, large short sterling positions began to be
established against the German mark by early March in a
pattern that continued until the EMS realignment was
announced on March 21.

The Bank of England was seen in the market as cush-
ioning but not resisting this decline, which was regarded as
reflecting largely external developments. Moreover, outflows
from sterling were not mirrored as before in a rise in British
interest rates. In fact, by mid-March, money market interest
rates in the United Kingdom had actually fallen somewhat.

Chart 6
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See footnotes on Chart 3.

The clearing banks took advantage of a temporary firming
of sterling exchange rates in mid-March to cut their base
lending rates by V2 percentage point, and the Bank of
England immediately followed with similar reductions of its
money market intervention rates.

The sterling market remained generally unsettled through
the end of the first quarter in response to the continuing
uncertainties about oil prices, pressures within the EMS, and
newspaper speculation that the government was uncon-
cerned about the exchange rate. It fell to its low for the
period of $1.4508 against the dollar on March 28 and to
77.9 on the Bank of England’s index. At these levels, the
pound was some 15 percent below its mid-November value
both against the dollar and in effective terms. Against the
German mark, the pound had declined nearly 44 percent
in over two years to a record low of DM 3.53 on March 24.
Meanwhile, Britain’s foreign exchange reserves declined a
further $1.1 billion during February and March.

At end-March, sterling turned around as signs of adher-
ence to the OPEC arrangements were accumulating. The
British National Oil Company had annbunced its own price
reductions, which were more modest than some predictions
and which did not give rise to competitive action by OPEC
producers of closely comparable qualities of crude oil. Soon
there began to be a reversal of many of the large short
sterling positions that had been established during the
previous two months, and some commercial entities also
moved to cover sterling payments that had been delayed.

During April and early May, other factors also contributed
to a further strengthening of sterling. Britain’s economic
recovery appeared to become more assured, with evidence
of further rises in domestic sales and production. Reported
inflation fell to its lowest rates in fifteen years. And the
current account stayed in modest surplus during the first
quarter. Under these circumstances, talk that the government
might decide to hold a general election as early as June
was viewed as increasingly favorable for sterling. Thus, the
pound continued to benefit from the reversing of professional
short positions, from new positioning in favor of the currency,
and from shifts into sterling-denominated securities by
international investors. It proceeded to advance, albeit more
slowly after May 9 when the announcement of June general
elections focused market attention on the immediate
uncertainties of an election campaign. On the last day of
May, sterling reached the highest level of the six-month
period at $1.6145 against the dollar and 88.0 on a trade-
weighted basis before easing to around $1.51 and 84.0,
respectively, by mid-June.

From mid-June to late July, the sterling market became
more settled with the spot rate about in the middle of the
range over which it had traded during the preceding couple
of months. The election results assuring continuity in the
economic and financial policies of the Thatcher administra-
tion and a firming of world oil prices suggesting that the new
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price structure would hold dispelled the principal uncertainties
that had clouded sterling’s prospects early in the period. The
pound’s retreat from its late-May highs reduced concern that
it was at levels incompatible with Britain's ability to compete
and to maintain the momentum of its economic recovery.

Meanwhile, the investment flows that had bolstered the
pound at times during the spring also tapered off. Money
market interest rates in the United Kingdom had eased
somewhat further which, together with the firming of U.S.
rates since mid-May, left sterling assets without an interest
rate advantage over U.S. investments. The Bank of England
had endorsed the decline in British interest rates by
reducing its intervention rates on two occasions—mid-April
and mid-June—for a total of approximately 1 percentage
point, and the clearing banks had followed with similar
reductions of their base lending rates. For a time, market
participants anticipated that rates might be lowered further.
But, after the government reaffirmed its resolve to control
inflation and after new evidence showed monetary aggre-
gate growth to be accelerating, the view became accepted
that no more cuts in rates were in the offing.

Sterling held relatively steady against the dollar during
July, when the dollar rose against most other currencies.
As the period closed, the pound was trading at $1.5150,
V2 percent lower than its level at the beginning of February.
In trade-weighted terms, it was 5 percent higher than six
months earlier at 85.4 on the Bank of England’s index;
against the German mark, sterling had gained nearly 6v2
percent to trade at DM 4.018. Britain’s foreign exchange
reserves rose on balance after March to close the six-month
period down $800 million from end-January levels at $9.0
billion.

French franc
Early in 1983, France’s relatively high rate of inflation, wide
government deficit, and large current account deficit weighed
heavily on market sentiment toward the French franc. Even
after a temporary freeze on wages and prices, the year-to-
year increase in consumer prices had not fallen much below
10 percent and inflationary expectations remained unfavor-
able. The government was struggling to hold to its target
for the central government deficit of 3 percent of gross
domestic product (GDP). And the current account deficit had
more than doubled to $12 billion for the whole of 1982.
The French authorities had adopted several measures
during the preceding months to deal with these problems.
But market participants were skeptical that much progress
would be achieved, particularly if it should require an
undercutting of earlier efforts to curb unemployment and to
stimulate economic growth. In spite of the need for restraint,
the French authorities introduced several measures during
the fall and winter to spur investment and employment and
acted to lower domestic interest rates as soon as exchange
market conditions permitted. Concern deepened that the
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economic performance of France was diverging in important
ways from that of many other European countries, where
inflation was down sharply and current accounts were
moving back toward surplus.

Under these circumstances, market participants had come
to expect that a new EMS realignment would occur soon
after the elections in France and Germany scheduled for
early March. For several months the franc traded close to
its parity against the German mark and generally in the
upper half of the EMS band. The franc was supported by
intervention of the Bank of France and by sales of foreign
currency which French enterprises borrowed abroad. Such
borrowing was estimated by Finance Minister Delors to have
been $8.8 billion during 1982. By end-January the French
franc stood at FF 7.0100 against the dollar and FF 2.83
against the mark. France’s foreign currency reserves were
$17.6 billion at end-January, and the government had
arranged a $4 billion syndicated loan in the Euromarket.

During much of February the franc edged up against the
dollar and moved along with the mark toward the top of the
EMS band. The pressure against the franc, while offset in
the spot market by Bank of France intervention, was
nevertheless showing through. Nonresidents speeded up
their sales of French francs, which were increasingly
financed by borrowing in the Euro-franc market and were
reflected in a widening of the discount on the franc in the
forward market. Meanwhile, expectations of a downward
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adjustment of the franc rate also contributed to a heavy
buildup of imported goods inventories by French enterprises
and a deterioration in France's trade account.

In early March, pressure against the French franc inten-
sified. News of a sharply wider trade deficit for January,
together with the results of the first round of municipal
elections in France and the decisive victory for the new
government in Germany’s national elections, prompted fur-
ther selling of francs. On March 7 the Bank of France
allowed the franc to fall to the floor of the EMS. At the same
time the cost of ovemight financing in the Euro-franc market
was bid up to several thousand percent per annum, causing
some speculators to close out short positions against the
franc. Although the Bank of France was then able to scale
back its intervention in the spot market, the accumulated
support provided had been substantial, as is partially
reflected in the $3.4 billion decline in French foreign cur-
rency reserves for February-March.

After lengthy negotiations over the March 18 weekend,
the franc’s parity was devalued 2.5 percent as part of an
overall realignment of EMS currencies. The franc was, in
effect, devalued by 8 percent against the mark, 6 percent
against the guilder, 5 percent against the Danish krone, and
4 percent against the Belgian franc. It remained unchanged
vis-a-vis the ltalian lira and was effectively revalued 1 per-
cent against the Irish pound. The French government
announced that, to reduce the trade deficit and to help bring
down inflation, it was prepared to adopt further austerity
measures. In addition, it would seek a large, medium-term
loan from the European Community (EC). On March 25 the
French government announced the details of a new program
which aimed at reducing domestic demand by FF 65 billion
(about 2 percent of GDP). The program included a man-
datory loan to the govemment based on income and wealth
taxes paid in 1982, an income tax surcharge to reduce the
deficit of the social security system, a special gasoline tax
to compensate for declining oil prices and other revenue-
raising measures, as well as a limitation on the amount of
foreign currency French tourists may take abroad. In addi-
tion, the money supply growth target for 1983 was lowered
from 10 percent to 9 percent. The government projected
that, as a result of the program, economic growth for the
year would be reduced to nearly zero and inflation cut to
8 percent.

The French franc had been pulled up by other EMS cur-
rencies before the realignment and was trading on March 18
at around FF 6.90 against the dollar. When the exchange
markets opened the following Monday, the EMS currencies
as a group fell sharply against the dollar, and the French
franc settled around FF 7.25. Nevertheless, the franc
emerged firmly at the top of the newly aligned EMS band,
where it was to trade through late April. The exchange
markets were impressed by the scope and decisiveness of
the government’s measures, in particular the decision to

pass its program by decree rather than going the more
lengthy route of legislation. As a result, speculative positions
were unwound and commercial leads and lags swung
quickly back in favor of the franc. These reflows were
reflected, in part, in a sharp drop in Euro-franc interest rates
to their lowest rates since the start of the year. Moreover,
with the franc now at its upper intervention point in the
EMS, the Bank of France bought large amounts of other
EMS currencies, thereby rebuilding official reserves. At end-
April, French-reserves had climbed $2.5 billion to
$16.7 billion.

By May, the reflows back into the French franc were
largely completed while hurdles still had to be surmounted
to meet the government’s economic objectives. Efforts to
curb inflation were being undercut to some extent as the
franc dropped against the dollar, since France received none
of the benefit of declining oil prices on its domestic price
structure. Some disappointing trade figures had already
made it clear that the target recently set for the 1983
external deficit would be difficult to achieve. On the domestic
side, the austerity program was still being met by political
opposition.

Under these circumstances the Bank of France was
careful about letting interest rates ease, and by summer
they were still sufficiently high to attract deposits from
investors abroad. The monetary authorities operated on both
sides of the market, adding on balance small amounts of
foreign currencies to reserves. The government went ahead
with its plan to borrow ECU 4 billion from the EC’s balance-
of-payments facility in a series of transactions undertaken
in June and July. Moreover, the political leadership re-
affirmed on a number of occasions the need for rigorous
economic policies this year and next.

Thus, by the end of July, the franc was still trading in the
upper half of the EMS band and at FF 3.00 against the
mark. It continued to decline along with the mark against
the dollar, closing the period some 14 percent down from
end-January levels at FF 7.9900. But France’s foreign cur-
rency reserves increased further during the last half of the
six-month period to close the period at $18.5 billion, up
$900 million from end-January levels and $4.2 billion from
their low point of end-March.

Italian lira

Coming into 1983, the economic situation in Italy was
showing modest improvement; there had been some prog-
ress in bringing down inflation and containing the growth
of imports. But these results had been achieved at the cost
of a sharp drop in output, and the prospects for further
improvement were still unclear. Inflation differentials vis-a-
vis most of ltaly’s trading partners had actually widened
since the modest scaling-back in ltaly's rate of inflation could
not match the more sizable reductions of inflation in most
other industrialized countries. Export volumes had declined
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by more than could be explained by contractions in ltaly’'s
major export markets. Efforts to contain rapidly growing
fiscal deficits were being frustrated both by recession at
home and repeated failure to get Parliamentary approval for
increased taxes and revenues. The overshooting of the
government deficit contributed to a rapid expansion of total
domestic credit which had significantly exceeded its target
for 1982. Under these circumstances, the Bank of ltaly
concluded that it had no room to ease monetary policy and
was one of the few central banks not to lower the official
discount rate after August 1982. As a result, interest rates
in real terms had actually increased somewhat.

The attraction of relatively high interest rates kept the lira
trading firmly near the top of the narrow EMS band, a
position it was to keep through February. The Bank of Italy
took advantage pf this relative strength to rebuild its foreign
currency reserves to a level of $13.7 billion at end-January
1983. Against the dollar the lira was trading at Lit 1,418.00
by the opening of the six-month period.

Early in March, when a realignment of the EMS ar-
rangement appeared to be imminent, market participants
came to expect that the Italian authorities might seek to
protect the competitiveness of the country’s exports by
negotiating a downward adjustment of the lira’s central rate
should the French franc be devalued. Between March 3 and
March 10 the lira came on offer as commercial leads and
lags turned quickly against the currency. The spot rate

Chart 8

Italy

Movements in exchange rate and official
foreign currency reserves

Billions of dollars
2.0

Foreign currency

------ reserves----—---
Scale----—-- >
16501 J_1 1 1 s
J ASON DJFMAMIJIJ
1982 1983

See footnotes on Chart 3.

62 FRBNY Quarterly Review/Autumn 1983

dropped from the top of the 21 percent band to a position
well below the narrow band, using the greater leeway
available to the lira. The Bank of Italy supported the cur-
rency with sales of dollars and, to a lesser extent, of EMS
currencies. These operations are partly reflected in a
$700 million decline in the country’'s foreign exchange
reserves for March. Meanwhile, the lira had also declined
somewhat against the dollar to Lit 1,424.00.

On March 21, as part of the overall realignment, the lira’s
central rate within the EMS was adjusted downward
212 percent, leaving the parity unchanged relative to the
French franc and with adjustments similar to those for the
franc against the other EMS currencies. In the exchange
market, the lira moved to trade well above the new narrow
band maintained for the other currencies. Following the
realignment, there were sizable flows into lire as leads and
lags were unwound, seasonal inflows began to show
through, and Italy’s relatively high interest rates became
attractive again once a devaluation was not a near-term
prospect. The Bank of lItaly took advantage of the lira’s
comfortable position within the joint float to recoup more
than earlier losses of foreign currency reserves, contributing
to a rise of nearly $2 billion in foreign exchange reserves
for the month of April.

Soon after the realignment, market interest rates in Italy
began to ease. Although output had stabilized, it remained
at a low level. There was little expectation of an early eco-
nomic recovery, and unions and employers pushed
aggressively for lower interest rates. Commercial banks cut
their prime rates twice during the spring by a total of VU
percentage points to 1834 percent, and there were similar
reductions of Treasury bill auction rates. But the news on
price performance was still disappointing. The consumer
price index was rising at an annual rate of about 16 percent
during the first quarter, well above the government’s goal
of 13 percent or less. The Bank of ltaly did not join other
EMS central banks in reducing official rates during March.
But on April 8 it lowered the discount rate by 1 percentage
point to 17 percent.

Even so, interest differentials remained strongly in favor
of the lira. Moreover, ltaly’s current account was strength-
ening further. Italy’s trade deficit narrowed considerably

: during the first half of 1983, compared with the same period

of 1982. Increasing tourist receipts and declining service
costs on ltaly’s external debt were expected to generate
further gains for the Italian current account balance during
1983. These developments helped buoy the lira even as
prospects for action to bring ltaly’s public-sector deficit under
control faded. The government collapsed in early May
before all the measures to contain the deficit could be
passed by Parliament, and it was unclear whether a new
coalition government would take strong measures either to
cut spending or to raise taxes in the current depressed
economic environment.
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Table 4

Drawings and Repayments by the Central Bank of Brazil under Special Swap Arrangements

with the United States Treasury

In millions of dollars; drawings (+) or repayments (-)

Drawings on Outstanding Outstanding
United States Treasury July 1, 1982 1982 1983 1983 1983 July 31,
special facilities for 1982 1] v | I July 1983
. * 500.0 * * * *
$500 MIllioN  .ooveiiieceeeee (- 5000
$280 MIlliON ..o * * 4+ 2800 - 2800
$450 MIllON oo * * 4+ 4500 - 4500 * * *
- % 250.0 * * *
$250 MIllioN  .oovevieee (+ 1042 - 1458
- * * « r+ 200.0 * . *
$200 MIllioN oo - 2000
200 MION oo * * » I+ 2000 * * *
$ 1- 200.0
/+1,480.0 /+ 400.0
TOAl e * * ' . * *
o - 6042 t - 1,275.8

Data are on a value-date basis.
‘Not applicable.

The lira continued to trade above the EMS narrow band
through July while moving down with other European cur-
rencies against the dollar. The easing of pressures on the
external account permitted the lItalian authorities to build up
their foreign currency reserves and to increase the amount
of foreign exchange ltalian tourists may export. By end-July
the lira was trading at Lit 1,573.00 against the dollar, down
almost 11 percent over the six-month period under review
and down 3l& percent against the German mark. Mean-
while, Italy’s foreign exchange reserves stood at $18.6 bil-
lion, up $4.8 billion over the period.

European Monetary System

The currencies of the EMS were trading steadily against
each other at the beginning of February, but in a configu-
ration which reflected widespread market expectations that
continued divergence in economic performance among the
member countries made another realignment inevitable.
These expectations were based on observations that, in
most cases, differentials in inflation and current account
performance had increased slightly since the realignment of
June 1982. Inflation had decelerated more sharply in Ger-
many and the Netherlands than in other EMS countries. At
the same time, German and Dutch current accounts had
moved strongly into surplus, while other countries, even
those whose current accounts had improved, remained in
sizable deficit.

To be sure, the authorities in several participating coun-
tries had implemented policies during 1982 to reduce infla-
tion and to improve current accounts, but the effects were
only beginning to show through. The Belgian government,
using emergency powers, had imposed a broad austerity
program to slash government spending, wage costs, and
the trade deficit. In Denmark a new government had abol-
ished wage indexation and reversed a stimulative fiscal
policy, while the central bank had kept interest rates rela-
tively high. In Ireland, the authorities had in place restrictive
fiscal and monetary policies and the exchange rate had
appreciated against sterling, the currency of Ireland’s major
trading partner. In France, however, and to a lesser extent
in ltaly, progress toward achieving better balance in the
economy was not yet sufficient to relieve concern in the
markets about the currencies’ near-term outlook.

In all EMS countries, unemployment was high and gen-
erally still rising, reaching levels of over 16 percent in some
countries. To varying degrees in all countries the authorities
were embarked on medium-term efforts to reduce large and
persistent structural fiscal deficits. But recession was adding
to the difficulties of achieving planned budgetary savings.
Pressure therefore was on monetary policy to provide sup-
port to the domestic economies, and the question remained
among market participants whether the general move toward
restraint could be sustained long enough to produce more
uniform economic performance.
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Under these circumstances, the Dutch guilder stayed
virtually at the top of the 21x percent narrow band early in
February, with the German mark and the Danish krone close
behind. The French franc was held close to its bilateral
central rate relative to the mark, while the Irish pound fluc-
tuated below the middle, and the Belgian franc remained
at or near its lower intervention point. Except for the French
franc, there was only modest intervention in support of the
currencies within the narrow EMS band. The ltalian lira,
buoyed by relatively high interest rates in Italy, was fluc-
tuating within the wider limits available to that currency to
trade slightly above the 21x percent intervention limits of the
others.

Table 5

During February, however, the currency relationships came
under increasing pressure, as speculation grew that a
realignment might occur soon after early-March elections in
France and Germany. The mark and guilder became pinned
to their upper intervention points. The French franc moved
along with the mark until March 7, when the French franc
was permitted to drop to its lower intervention point. By this
time, other currencies, too, had come under pressure. The
Danish and Irish currencies fell to the bottom of the EMS
band, and the lItalian lira traversed the whole width of the
narrow band to trade about 2 percent below it. To defend
the Belgian franc, the Belgian National Bank raised official
interest rates by 2Vz percentage points, effective March 9,

United States Treasury Securities, Foreign Currency Denominated

In millions of dollars equivalent; issues (+) or redemptions (-)

Amount of
commitments 1982
Issues July 1, 1982 1]
Public series:
Germany ....ccviniiiiiiies e 3.171.3 -1.231.9
Switzerland ... s 458.5 -0-
TOtal o e 3,629.8 -1,231.9

Amount of

commitments

1982 1983 1983 1983 July 31,
\% | [} July 1983
-664.1 -0- -667.9 -607.3 -0-
-0- -458.5 0 -0- -0-
-664.1 -458.5 -667.9 -607.3 -0-

Data are on a value-date basis. Because of rounding, figures may not add to totals.

Table 6

Net Profits (+) or Losses (-) on United States Treasury and Federal Reserve

Current Foreign Exchange Operations

In millions of dollars

Period

Third quarter 1982  .....cociiiiiiiiiie e
Fourth quarter 1982 ......cccooiiiiiiiiiiireeeece e
First quarter 1983 ..o e
Second quarter 1983 ...
JUIY 1983 e

Valuation profits and losses on outstanding assets and
liabilities as of July 31, 1983 ......ccccoviiiiiiiiieneicieens

Data are on a value-date basis.
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United States Treasury

Exchange
Federal Stabilization General
Reserve Fund account
-0- - 2.3 +89.4
-0- + 4.3 +16.0
f 05 +38.3
-0- of 17.0 +58.1
-0- -0- +70.1
-803.3 - 850.8 -0-
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and then on March 14 the authorities significantly tightened
exchange controls, particularly affecting commercial leads
and lags. Meanwhile, a sudden and sharp increase in short-
term Euro-French franc interest rates effectively curtailed
speculation by nonresidents selling the French franc short.

In response to these developments, the focus of spec-
ulative activity shifted toward those currencies expected to
be revalued. Bidding for marks and guilders quickly inten-
sified against both dollars and other non-EMS currencies,
with the result that the upward pressure on the stronger
currencies lent support to the EMS as a group against the
dollar. The central banks in Germany and the Netherlands
took advantage of the strength of their currencies, as well
as the improvement in their current accounts and in their
price performance, to lower interest rates and thereby to
lend support to their domestic economies. By March 18, the
Netherlands Bank dropped its official lending rates in two
stages for a total of 1 percentage point, and the Bundes-
bank lowered its official interest rates that day by 1 per-
centage point as well. As a result of these and earlier
declines in interest rates, short-term market rates had eased
in the two countries to their lowest levels since early 1979.
Dutch interest rates had declined even more rapidly than
German rates over the preceding year and were as much
as 1 percentage point below those for comparable maturities
in Germany.

Meanwhile, the EMS central banks intervened heavily,
both in EMS currencies and in dollars. In fact, total EMS
intervention in the six weeks through March 18 considerably
exceeded that for any comparable period since the inception
of the currency arrangement. Countries whose currencies
were under the heaviest pressure suffered sizable reserve
losses and established large debtor positions in the Euro-
pean Fund for Monetary Cooperation (FECOM), while
Germany had the opposite experience.

On March 21 the seventh realignment became effective.
Four currencies were revalued—the mark by 5.5 percent,
the guilder by 3.5 percent, the Danish krone by 2.5 percent,
and the Belgian franc by 1.5 percent—and three were
devalued—the French franc and the lira by 2.5 percent and
the Irish pound by 3.5 percent. In effect, these changes left
the trade-weighted values of the Danish krone and the
Belgian franc about unchanged and offset an earlier
appreciation of the Irish pound against sterling, leaving that
currency at about its 1982 level overall. Pursuant to the
realignment, the French government indicated it would adopt
austerity measures to restore external equilibrium.

Immediately after the realignment, speculative positions
were reversed and commercial leads and lags were
unwound. These reflows out of marks and guilders helped
drag the entire EMS down vis-a-vis non-EMS currencies,
with the result that several of the devalued currencies hit
new lows against the dollar. Within the EMS, however, the
reflows pushed the French, frish, and Danish currencies all

close to the top and the ltalian lira moved well above the
narrow band. With the mark and guilder now at the lower
limit of the new band, most participating central banks had
an opportunity to reconstitute reserves and reduce FECOM
debt, most of which was repaid by end-April.

As the reflows proceeded, policy adjustments were pos-
sible in a number of countries which could then catch up
with the generalized decline in interest rates. The authorities
in Italy, Belgium, Denmark, and Ireland permitted an easing
in domestic interest rates, confirmed in most cases by cuts
in official lending rates. Among the largest declines were
those in Belgium, where the central bank lowered its lending
rates by 5 percentage points in four steps, and in Denmark,
where the central bank lowered its discount rate twice for
a total of 2'/> percentage points. In addition, foreign
exchange controls were relaxed in Belgium and Denmark.
The Belgian authorities removed one of the restrictions
imposed prior to the realignment requiring Belgian enter-
prises to convert promptly foreign currency receipts from
current account transactions. The Danish authorities eased
some long-standing exchange restrictions on capital trans-
actions. By contrast, the German and Dutch authorities
stemmed the earlier downtrend in their interest rates. In fact,
market rates in the Netherlands backed up sharply to levels
above those in Germany. Then, effective May 3, the Neth-
erlands Bank validated part of the increase by raising its
discount rate by 1 percentage point back to the level that
had prevailed at the start of the six-month period.

Following these actions, the Belgian franc and Danish
krone eased in the EMS toward the bottom and the middle,
respectively, while the guilder edged up toward the middle.
But the other cumrencies were little changed during the four
and a half months after the March realignment, with the
German mark staying close to its lower intervention point
against either the French franc or the irish pound at the top.
The adjustments in currency relationships that did occur took
place without strain through end-July, the continued im-
provement in trade accounts and inflation figures lending
credibility to the 1982 austerity programs in both Belgium
and Denmark. Against the dollar, however, the EMS cur-
rencies as a group moved lower, closing the six-month
period under review down 7 to 14 percent on balance. For
the EMS countries as a whole, foreign currency reserves
changed little on balance over the period. Within the group,
however, reserves of Italy, France, and to a lesser degree
Belgium rose while those of Germany and the Netherlands
declined.

Canadian dollar

Early in 1983, the Canadian economy was just beginning
to emerge from recession. For Canada the drop in output
had been deeper than for most other industrialized coun-
tries and the unemployment rate was still near its peak of
12.8 percent. In addition, the downturn in inflation had come
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later than for most countries, with the annual rate of
increase for the consumer price index edging just below
double-digit levels by the turn of the year.

Although the severity of the adjustments taking place in
Canada had given rise to an active debate over the
appropriate priorities for economic policy, the Canadian
authorities remained committed to the need to promote cost
and price stability. A public-sector wage and price restraint
program had been implemented. Fiscal policy remained
cautious. Initiatives by the government during the winter to
boost employment and to stimulate investment had been
matched largely by cuts in planned expenditures elsewhere,
although the financing requirements of both the federal and
provincial governments had increased mainly for cyclical

Chart 9
Canada

Movements in exchange rate, official foreign currency
reserves, and interest differential

Canadian dollars per dollar Billions of dollars

* Canadian finance paper minus Eurodollars.
Weekly averages of daily rates.

See exchange rate footnote on Chart 3.
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reasons. In addition, monetary policy continued to be aimed
at exerting continuous downward pressure on inflation to
provide a basis for sustained economic growth. In the
conduct of this policy, the Bank of Canada had announced
in November 1982 that it was withdrawing .the target range
for the expansion of the specific monetary aggregate, M-1,
since the aggregate’s relationship to interest rates and total
spending was no longer sufficiently reliable. In the mean-
time, the monetary authorities indicated they would look at
other financial and economic variables, including the value
of the Canadian dollar.

Against this background, the Canadian dollar held com-
paratively steady against the U.S. dollar during the six-
month period under review, fluctuating generally within a
2 percent band around Can.$1.2300, a level to which it had
recovered during the fall of 1982. In effect, it also rose on
balance against most other currencies.

From the beginning of the six-month period, the Canadian
dollar drew support from a marked improvement in Canada’s
current account position that had become evident in 1982.
A sharp drop of imports, reflecting the slowdown in Can-
ada’'s domestic economy, together with a modest expansion
in exports, had combined during 1982 to swing the current
account into significant surplus for the first time in more than
a decade. Trade figures early in the year suggested that
Canada’s net export position was strong enough to hold on
to an overall current account surplus for the first quarter of
1983. At the same time there were a number of conversions
by Canadian residents of funds borrowed in markets abroad
where interest rates were lower than in Canada.

As a result, the Canadian dollar rose on balance through
early March and fluctuated to a high of Can.$1.2210. The
Canadian authorities, after having taken advantage of
opportunities prior to the period to rebuild their foreign cur-
rency reserves to U.S.$2.9 billion, continued on balance to
add to reserves. In addition, short-term interest rates eased
during February and then held generally steady during most
of March even as rates for comparable maturities in U.S.
dollars temporarily firmed. As a result, Canada’s traditionally
favorable interest rate gap narrowed through most of March
and, at the three-month maturity, actually turned negative
for several days around the quarter end.

Early in April, sentiment toward the Canadian dollar briefly
became more cautious. With the erosion of Canada’s normal
interest rate differential and the domestic economy still
operating far below capacity, market participants came to
guestion whether the Canadian authorities would allow
interest rates to back up if U.S. rates were to continue to
rise. In addition, there was uncertainty about the stance of
fiscal policy to emerge from the budget, which was to be
announced after midmonth, in view of the continuing pres-
sures for stimulus and talk within the government of the
need to create jobs.

In the event, the Bank of Canada restrained the liquidity
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positions of Canadian banks, and short-term interest rates
moved up slightly from late-March levels. In the meantime,
U.S. interest rates resumed a downward course so that
interest rate differentials came back in favor of the Canadian
dollar. In addition, the government’s announcement of its
budget for the 1983-84 fiscal year was well received by the
business community and the exchange markets generally.
It did include a Can.$4.8 bilion medium-term recovery
program to spur investments and to promote jobs, largely
over the next two years. But the market was impressed by
provisions that would offset most of the cost of the program,
albeit with a delay, including a temporary increase in the
federal sales tax in subsequent years when the economy
is expected to be more robust. Following this announce-
ment, the Canadian dollar moved off its mid-April low near
Can.$1.2400.

By late in the second quarter, the economic situation in
Canada was clearly improving. Inflation was dropping
steadily, with the year-on-year rate of increase in the con-
sumer price index down to 5.4 percent by May and major
wage settlements providing for the smallest increases in four
years. The current account balance remained in surplus,

bolstered by strong demand for Canada’'s exports of agri-
cultural products and automotive parts. These favorable
developments occurred at the same time that the domestic
economy was rebounding strongly, spurred by consumption
and housing. By late June, forecasters were revising upward
their growth projection for the current year. In this climate,
talk circulated in the exchange markets that foreign invest-
ment inflows into Canada had picked up.

Under these circumstances, Canadian interest rates did
not match the prolonged advance of U.S. interest rates after
mid-May. Indeed, short-term interest differentials turned
negative for the Canadian currency again by early June and
widened progressively through end-July. Nevertheless, the
Canadian dollar held up better than other currencies against
the dollar, as the U.S. currency strengthened across the
board during June and July. The Canadian dollar was
sufficiently strong that the spot rate eased only modestly
from its early-May levels to close the six-month period
under review at Can.$1.2330, up slightly from the beginning
of the period. During this period, the Bank of Canada
added to foreign currency reserves, which rose U.S.$300
million over the six-month period to the relatively high
level of U.S.$3.2 billion.

Mexican peso

By February, Mexico’s external financial crisis, which
developed in 1982, was at a major turning point. On the
one hand, a number of actions had been taken to arrest
further deterioration in Mexico’s financial position. The
newly elected de la Madrid government had begun to
implement a stringent austerity program designed to
redress the external imbalance, to curtail inflation, and to
reduce sharply the huge government deficit. In December,
the IMF had approved an extended fund facility for
Mexico. Negotiations were proceeding, although incom-
plete, with foreign banks on a $5 billion jumbo loan to
help ease immediate liquidity strains and to cover the
expected 1983 current account deficit. The rate of
domestic economic activity had slowed, and the large
current account deficit had begun to decline.

On the other hand, major problems and uncertainties
remained. Inflation continued at around 100 percent per
annum, clouding prospects for a deceleration of wages
sufficient to break the wage-price spiral. Large spending
cuts, needed to bring the public-sector deficit down from
17 percent of GNP in 1982, had only just begun to
materialize. Although public-sector interest payments were
current, a program had not yet been agreed upon for
restructuring these debts. Meanwhile, no proposals had
been made to deal with accumulated arrears that had
developed in private-sector external debt service and
import payments.

Reflecting the progress already achieved, the Mexican
peso was trading steadily in early February in the offshore
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interbank market at Mex.$148.50, close to the onshore
“free market” rate established late in 1982 as part of a
move to relax exchange controls. But soon thereafter
uncertainty deepened and the peso, while remaining at
Mex.$147.90 in the onshore “free market”, declined to
about Mex.$171 in offshore interbank trading. The drop
in world spot oil prices threatened to force OPEC to
reduce oil prices, a move that would lead Mexico to follow
suit, weakening the outlook for Mexico’s oil export earn-
ings. About the same time, progress stalled on the $5
billion bank financing. During February, the Bank of
Mexico drew down the final amounts available on the
$1.85 billion joint BIS-U.S. swap facility. In this connection,
Mexico received $44.3 million from the Treasury and $25.8
million from the Federal Reserve. in addition, the Federal
Reserve renewed until end-February the outstanding
balance of $373 million on the regular Federal Reserve-
Bank of Mexico swap facility, originally drawn in August
1982. The swap was then repaid on February 28.

Beginning in late February, several important issues
began moving toward resolution. The $5 billion jumbo loan
agreement became a certainty on February 27, and
$433.7 million in bridge financing was arranged for dis-
bursement ahead of the signing of the jumbo loan in early
March and the initial drawing under the jumbo agreement.
The Mexican authorities announced the first of five
schemes to deal with short-term private-sector foreign
credits, the foreign currency to be delivered later when
available. This marked the first concrete step by the
authorities on principal amounts of private-sector debt.
Shortly thereafter, OPEC reached agreement on a new
pricing and production structure, and prices of Mexican
oil exports were lowered by $2.75 per barrel in line with
the OPEC agreement. PEMEX oil shipments and earnings
rebounded quickly, which, together with funds becoming
available from the jumbo credit, eased the immediate
strain on Mexican liquidity. in early May, the IMF informed
the commercial bank group advising Mexico on its
external debts that the country had come within the IMF’s
first-quarter limit on the current account deficit, despite the
shortfall in oil revenues. In fact, Mexico had a current
account surplus in the first quarter, due mainly to severely
depressed imports. In this environment, the peso
strengthened in the offshore interbank market from late
March into early May.

For the remainder of the period under review, the peso
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traded firmly in the offshore interbank market close to the
rate in the Mexican “free market” The latter remained-
unchanged at Mex.$147.90 from January 24 through
June 21 and was adjusted higher twice to Mex.$147.60
at the end of the period. The “controlled rate”, established
along with the “free rate” for foreign debt, trade, and other
eligible transactions, was depreciated steadily over the
period as planned to take account of inflation differentials
vis-a-vis Mexico’s major trading partners. It stood at
Mex.$123.83 at end-July.

The steadiness of the peso reflected growing market
perception that the government’s adjustment program was
on track and that Mexico’s liquidity position was improving.
Early in May, for the first time in more than a year, there
were market reports that private capital transferred out of
Mexico earlier was beginning to move back. Later in May,
the IMF released the second extended fund facility
tranche of $325 million, which was used to make an initial
payment on the joint BIS-U.S. swap facility. And, on June 22,
official creditors signed a multilateral agreement to
reschedule interest arrears and medium- and long-term
principal payments falling due through the end of 1983.

More important was evidence of gains in areas thought
to be most intractable. The current account improvement
exceeded forecasts, and projections made in late June
suggested the possibility of a modest current account
surplus for 1983 as a whole. The government deficit had
been reduced even more sharply than planned. in late
July, the Bank of Mexico said it would soon begin dis-
bursement under the private-sector short-term debt
schemes set up in the spring and would announce later
in the summer a scheme to deal with medium- and longer
term private credits. Significant progress was also made
in the area of wages and inflation. Agreements in the
spring wage negotiations limited increases to 15 percent,
far below the 50 percent requested by union leaders to
restore lost purchasing power. Reflecting the moderation
in wages and increasing slack in the Mexican economy,
the rate of increase in consumer prices dropped from
about 10 percent per month at the turn of the year to less
than 4 percent in June. Thus, in major areas the Mexican
adjustment program appeared to be well ahead of the
schedule set eight months earlier. After the close of the
period, on August 23, the Bank of Mexico repaid all
remaining amounts due at maturity on the joint BIS-U.S.
swap facility.
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