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In This Issue . . .
In th e  first a rtic le  in th is  Review, “Has th e  D ereg u lation  o f  D ep osit In te re st R ates 
R aised  M ortgage R ate s?” R. A lton G ilbert an d  A. Steven H olland a ssess  th e  effects o f 
th e  rem oval o f  d ep o sit ra te  (Regulation Q) ceilin g s o n  th e  in te rest ra tes ch arg ed  on  
m ortgage lo an s. It is w id ely  believed  th a t th e  p h a se -o u t o f  in te rest rate  ceilin g s on  
d ep o sits  at b an ks an d  thrift in stitu tio n s h as  co n trib u ted  to  th e  rise  in  U.S. in te rest 
rates and , in  p articu lar, U.S. m ortgage rates, over th e  last few  y ears. In  co n tra st to 
th is  p o p u lar op in ion , G ilbert an d  H olland e xp la in  th a t e co n o m ic  th e o ry  suggests 
th a t d ereg u lation , o th e r  th ings th e  sam e, sh o u ld  resu lt in  lo w e r  ra tes th a n  w ou ld  
o th erw ise  b e  observed.

C ritics o f th is  th e o retica l analysis o f d eregu lation  have n o ted  th at th e  average 
in te rest rate  on  m ortgage loans, th e  average co st o f fu n d s for savings an d  loan  
asso cia tio n s , an d  m arket in terest rates in gen era l have risen  su b stan tia lly  s in ce  th e  
in tro d u ctio n  o f new  typ es o f d ep o sits  w ith  flexible  in te rest ce ilin g s (or n o  ceilin g s 
at all). M ore im p ortantly , m ortgage ra tes  have m oved h ig h er relative to  g ov ern m en t 
b o n d  rates o f s im ilar d u ratio n  s in ce  d ereg u la tion  b eg an .

How ever, G ilbert an d  H olland sh o w  th a t th is  in cre a se  in  in te re s t ra te  sp read s 
is n o t re la ted  to  d eregu lation  at all; in stead  it is d u e to  so m e cru c ia l d ifferen ces 
b etw een  co n v en tio n al res id en tia l m ortgages an d  gov ern m en t b o n d s  as d ebt in 
stru m en ts . In  p articu lar, th e  relative rise  in m ortgage ra tes h a s  re su lte d  from  m o re 
variable in te rest ra tes  (w hich  p ro d u ce d  a h ig h er p rem iu m  o n  m ortgages fo r th e  
o p tio n  o f p rep aying  a m ortgage loan) an d  th e  re ce ss io n  in th e  early  1980s (w hich 
ra ised  th e  p rem iu m  on  m ortgage loan s to  cov er th e  h ig h er risk o f d efault on  
m ortgages).

In th e  se co n d  artic le  o f th is Review , “W hat C an  C en tra l B anks D o A bout th e  
Value o f  th e  D ollar?” D allas S. B a tte n  a n d  M ack  O tt exam in e  w h e th e r  p o licym akers 
c a n  d o  anyth in g  to  re d u ce  th e  d o llar’s cu rren tly  h igh  exch an g e  rate . W hile  m an y  
co m m e n ta to rs  on  U.S. e co n o m ic  p o licy  have argu ed  th at th e  h igh  value o f th e  
d o llar is to  b lam e fo r a variety o f d o m estic  an d  in te rn a tio n a l ills, few  have g on e  on  
to  offer co n stru ctiv e  p ro p o sa ls  fo r U.S. p o licym akers. B a tten  an d  O tt first exp la in  
th e  p ro ced u res  th rou gh  w h ich  cen tra l b an ks a tte m p t to  a lte r  th e ir  c u rre n c ie s ’ 
ex ch an g e  ra tes; th ey  th en  a ssess  th e  likelihood  th at U.S. m o n etary  a u th o rities  can  
d o anyth in g  su b stan tive  to low er th e  d o lla r’s value.

After review ing th e  p ro ced u res  for cen tra l b an k  in terven tion , th e  au th o rs 
argu e th at th e  size  o f U.S. in tern atio n al cu rre n cy  tra n sa c tio n s  an d  th e  d em o n 
stra ted  u n w illin gn ess o f U.S. p o licy m akers to  su b o rd in a te  d o m e stic  p o licy  to 
in tern a tio n a l goals w eigh  heavily again st an  effective e x ch a n g e  ra te  p o licy . T h ey  
c o n c lu d e  th at, co n stra in e d  by o th e r  d o m estic  p o licy  goals —  p rin cip ally , a stab le  
in fla tio n  ra te  —  th e  U nited  Sta tes ca n  do little  by m e an s o f m o n etary  p o licy  a lo n e  to 
affect th e  d o llar’s value.

In  th e  th ird  article , “T h e  D u tch  D isease  o r  M o n etarist M e d ic in e ?” K. A lec 
C h iy sta l d iscu sse s  th e  p erfo rm an ce  o f th e  B ritish  e co n o m y  over th e  last few y ears . 
F o cu sin g  on  th e  im p act o f th e  B ritish  g o v ern m en t’s p o lic ie s  u n d e r M rs. T h atch er, 
h e  argu es th at th e se  p o lic ies  have n ot b een  as restrictiv e  as is o ften  cla im ed .

In stead , C h iy sta l argu es th at th e  su b stan tia l rise  in  B ritish  u n em p lo y m en t
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In This Issue . . .
s in ce  1979 ca n  b e  a ttrib u ted  to  th e  s tru ctu ra l ch a n g e  th a t th e  B ritish  e co n o m y  has 
b e e n  un dergo ing , prim arily  as a resu lt o f its tran sfo rm atio n  from  an  im p o rter o f oil 
to  a su b stan tia l n et e x p o rte r o f oil. C h iy sta l exp la in s th at th is  a d ju stm e n t involved 
a lo ss  o f co m p etitiv en ess  o f th e  m an u factu rin g  se c to r  w h ich  led  to  co n tra c tio n s  in 
th e  m an u factu rin g  se c to r  an d  th e  a sso c ia ted  su b stan tia l rise  in  u n em p lo y m en t.
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Has the Deregulation of 
Deposit Interest Rates 
Raised Mortgage Rates?
R. Alton Gilbert and A. Steven Holland

T  EGISLATION e n a c te d  in  1980 ca lls  for th e  gradual 
p h ase -o u t o f in te rest rate  ce ilin g s on  d ep o sits  at banks 
an d  thrift in stitu tio n s by 1986 .1 T h is  leg islation  w as 
in ten d ed  to  in cre a se  th e  e ffic ien cy  o f  fin an cia l m arkets, 
w h ich  a d ereg u la ted  fin an cia l en v iron m en t provides, 
an d  p erm it sm all savers to  earn  m o re  com p etitiv e  rates 
on  th e ir  savings. M an y  o f  th e se  in te rest rate  ceilin g s 
a lread y have b e e n  rem oved.

Som e e co n o m ists  have su ggested  th at th e  p aym ent 
o f h ig h er in te rest ra tes  to  d ep o sito rs  h a s  co n trib u ted  to 
th e  high ra tes  o f in te rest in  th is  co u n try  over th e  last 
few  y ears . A cco rd in g  to  A ren so n  (1983) in  th e  N e w  Y ork  
T im es, “E co n o m ists  e stim ate  th a t th e  h ig h er c o s t o f 
b an k  fu n d s p ro bab ly  h as  ra ised  th e  g en era l level o f 
in te rest ra tes b y  ab o u t IV 2  p e rce n ta g e  p o in ts .’’ B aco n  
(1983), in  th e  W a ll S tre e t J o u rn a l,  q u o tes L aw rence 
C h im erin e  o f  C h ase  E co n o m e tric s  as estim atin g  the 
sam e effect on  lon g -term  real rates o f in terest. T h e  
b asic  arg u m en t is  th a t th e  p h a se -o u t o f R egulation  Q 
has ra ised  th e  in te rest e x p e n se  o f d ep o sito ry  in stitu 
tio n s; in  re sp o n se , th e se  in stitu tio n s  have ra ised  th e  
in te rest ra tes th e y  ch arg e  b orro w ers.

T h is  a rtic le  a sse sse s  th e  effects o f th e  rem oval o f 
d ep o sit ra te  (R egulation  Q) ceilin g s on  th e  in terest 
rates ch arg ed  o n  m ortgage lo an s. W hile th e  analysis 
d eveloped  h e re  ap p lies  to  all in te re s t rates, w e e m p h a 
size m ortgage in te rest ra te s  b e ca u se  large p ro p o rtio n s

Ft. Alton Gilbert is a Research Officer and A. Steven Holland is an 
economist at the Federal Reserve Bank of St. Louis. Jude L. Naes, 
Jr., provided research assistance.

1Depository Institutions Deregulation (1980).

o f th e  d ep o sit liab ilities o f  m a jo r  m ortgage len d ers, 
s u c h  as savings a n d  lo a n  a s s o c ia tio n s  (S&,Ls) an d  
m u tu al savings banks, have b e e n  s u b je c t to  R egulation  
Q  ce ilin g  ra tes; in d eed , o n e  re a so n  fo r th e  rem oval o f 
th e se  ceilin g s w as to  in cre a se  th e  ability  o f th e se  thrift 
in stitu tio n s to  a ttra c t d ep o sits  to  u se  for m ortgage 
len d in g .2  F u rth erm o re, so m e an aly sts  have su ggested  
that su ch  d ereg u lation  h a s  ca u se d  m ortgage ra tes to 
in cre a se  m o re  th a n  o th e r  lo n g -term  in te rest ra te s .3

STEPS IN PHASING OUT 
D EPO SIT RATE CEILINGS

T able  1 d escrib e s  th e  step s th a t a lread y  have b ee n  
tak en  in  e lim in a tin g  d e p o s it  in te re s t  ra te  ce ilin g s. 
M any o f th e se  s te p s  cre a te d  n ew  typ es o f acco u n ts , 
w ith  ce ilin g  ra tes h ig h er th an  th o se  on  p assb o o k  sav
ings a cco u n ts  o r  w ith  n o  ce ilin g s at all. T h e  first signifi
ca n t s tep s in  th e  re lax a tio n  o f  R egu lation  Q o ccu rre d  
even b efo re  th e  p assag e  o f  th e  D ep o sito ry  In stitu tio n s

^Thrifts currently hold around 40 percent of the one- to four-family 
residential mortgage debt in the United States. They originate a 
much greater percentage, however, selling a large proportion of their 
mortgages to investors in the form of mortgage passthrough certifi
cates. See McNulty (1983) for a discussion of mortgage origination 
and investments of thrift institutions.

3For instance, Edward Friedman (1983), pp. A.40-A.41, of Chase 
Econometrics maintains that:

The other major effect of the new deposit structure at thrifts and banks is 
the permanent rise in borrowing costs for deposit institution borrowers 
relative to open-market rates . . . .  The implication is that if, for example, 
bond rates were to fall to much lower levels, home mortgage rates would 
not necessarily follow point for point.
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Table 1
Steps in the Phase-Out of Regulation Q
Effective 
date of change Nature of change

June 1978 

November 1978 

June 1979

June 2, 1980

June 5, 1980

January 1, 1981

August 1, 1981

October 1, 1981 

December 1, 1981

May 1, 1982

September 1, 1982 

December 14, 1982

January 5, 1983

April 1, 1983 

October 1, 1983

January 1, 1984 

January 1, 1985 

January 1, 1986

Money market certificates established with minimum denomination ot $10,000,26-week maturity and ceiling rates 
based on the 6-month Treasury bill rate.

Automatic transfer service (ATS) savings account created, allowing funds to be transferred automatically from 
savings to checking account when needed.

Small saver certificates established with no minimum denomination, maturity of 30 months or more and ceiling 
rates based on the yield on 21/2-year Treasury securities, with maximums of 11.75 percent at commercial banks 
and 12.00 percent at thrifts.

Ceiling rates on small saver certificates relative to yield on 21/2-year Treasury securities raised 50 basis points 
(maximums retained).

Maximum ceiling rate on money market certificates raised to the 6-month Treasury bill rate plus 25 basis points 
when the bill rate is above 8.75 percent. Other ceilings apply below 8.75 percent.

NOW accounts permitted nationwide. On the previous day, ceiling rates on NOW and ATS accounts set at 5.25 
percent.

Caps on small saver certificates of 11.75 percent at commercial banks and 12.00 percent at thrifts eliminated. 
Ceiling rates fluctuate with 2'/2-year Treasury security yields.

Adopted rules for the All Savers Certificates specified in the Economic Recovery Act of 1981.

New category of IRA/Keogh accounts created with minimum maturity of 11/2 years, no regulated interest rate 
ceiling and no minimum denomination.

New time deposit created with no interest rate ceiling, a required denomination of $500 (but no specified minimum) 
and an initial minimum maturity of 3Vs> years.

New short-term deposit instrument created with a $7,500 minimum denomination, 91-day maturity and a ceiling 
rate tied to the 91-day Treasury bill discount rate.

Maturity range of small saver certificate adjusted to 30-42 months.

New deposit account (7- to 31-day account) created with ceiling rate based on 91 -day Treasury bill discount rate, 
minimum daily balance of $20,000 and either a fixed term or a required notice period of 7 to 31 days.

Money market deposit account (MMDA) created with minimum balance of not less than $2,500, no interest ceiling, 
no minimum maturity, up to six transfers per month (no more than three by draft), and unlimited withdrawals by 
mail, messenger or in person.

Super NOW account created with same features as the MMDA, except that unlimited transfers are permitted. 

Interest rate ceiling eliminated and minimum denomination reduced to $2,500 on 7- to 31-day account. 

Minimum denomination reduced to $2,500 on 91-day accounts and money market certificates of less than 
$ 100,000.

Minimum maturity on small saver certificates reduced to 18 months.

All interest rate ceilings eliminated except those on passbook savings and regular NOW accounts. Minimum 
denomination of $2,500 established for time deposits with maturities of 31 days or less (below this minimum, 
passbook savings rates apply).

Rate differential between commercial banks and thrifts on passbook savings accounts and 7- to 31 -day time 
deposits of less than $2,500 eliminated. All depository institutions may now pay a maximum of 5.50 percent.

Minimum denominations on MMDAs, Super NOWs and 7- to 31 -day ceiling-free time deposits will be reduced to 
$1,000.

Minimum denominations on MMDAs, Super NOWs and 7- to 31 -day ceiling-free time deposits will be eliminated.
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D eregu lation  an d  M o n etary  C o n tro l A ct o f  1980 (MCA), 
w ith  th e  e s ta b lish m e n t o f  m o n ey  m arket certifica tes  
(Ju n e  1 9 78 ), a u to m a tic  t r a n s fe r  s e rv ic e  a c c o u n ts  
(N ovem ber 1978) an d  sm all saver ce rtifica te s  (Ju n e 
1979). T h e  in tro d u ctio n  o f NOW a cco u n ts  n ation w id e  
(Janu ary  1981) w as th e  first m a jo r  ch an g e  in  d ep o sit 
in te rest ra te  ce ilin g s p u t in to  effect u n d e r  p rov ision s o f 
th e  MCA .4

T h e  D ep ository  In stitu tio n s  D eregu lation  C o m m it
tee  h as th e  resp o n sib ility  fo r co m p le te  rem oval o f  d e 
p o s it  ra te  ce ilin g s  b y  1986 . T h e  c o m m itte e  m e e ts  
p erio d ica lly  d u rin g  th e  tran sitio n  p eriod , an d  m o st o f 
th e  ch an g es d escrib e d  in  tab le  1  re p re se n t th e  o u t
co m es  o f th e se  m eetin g s. C u rrently , th e  on ly  ceilin g s in 
effect apply  to  p assb o o k  savings d ep o sits  an d  NOW 
a c c o u n ts .5

THE DETERMINATION OF 
MORTGAGE IN TEREST RATES

In analyzing h ow  m ortgage ra tes  are d eterm in ed  
an d  h ow  th ey  m ight b e  affected  by  th e  d ereg u la tion  o f 
d ep o sit in te rest rates, w e assu m e  th a t len d ers , d ep o si
tors an d  b orro w ers are  all w ealth -m ax im izers. In p a r
ticu lar, w e a ssu m e th at len d e rs  a ttem p t to  m axim ize 
th e ir  profits, d ep o sito rs  a ttem p t to  get th e  h ig h est in 
te re st re tu rn  th ey  c a n  fo r a given d eg ree  o f risk, an d  
b o rro w ers sea rch  fo r th e  low est in te re s t rates, given 
o th e r  co n tra c tu a l ch a ra c te r is tic s  o f th e  loan .

W e also  m ake tw o alternative assu m p tio n s  about 
com p etitive  fo rces in  th e  m arket fo r resid en tia l m o rt
gages. U n d er th e  first a ssu m p tio n , in te rest ra tes  on  
resid en tia l m ortgages are  d eterm in e d  in  a com p etitive  
n ation al m arket by th e  in te ra c tio n  o f th e  to ta l d em an d  
for an d  su p p ly  o f  lo n g -term  cred it. U n d er th e  se co n d  
a ssu m p tio n , e a c h  d e p o s ito ry  in s titu tio n  h a s  so m e 
m arket p o w er th at p erm its  it to  ch o o se  th e  in te rest rate  
at w h ich  it len d s.

In  th e  first case , th e  p h asin g  ou t o f  R egu lation  Q 
w ou ld  in cre a se  th e  su p p ly  o f  lo n g -term  cred it, d u e to 
an  in cre a se  in  savings by  th o se  w h o se  re tu rn s from  
saving previously w ere  lim ited  by R egulation  Q ce ilin g  
rates. T h e  in cre a se  in  th e  su p p ly  o f  cred it w o u ld  ca u se  
lon g -term  in te rest ra tes  to  fall. T h is  is illu stra ted  in 
figure 1  as a  rightw ard  m o vem en t in  th e  su p p ly  curve 
from  S, to  S2  an d  a re d u ctio n  in  th e  rate  o f in te rest from

4NOW accounts were available for many years in New England before 
their introduction nationwide.

5The prohibition of interest payments on demand deposits is not
affected by the MCA.

Figure 1

Effect of  Eliminating the Regulation Q Ceiling Rate on 
a Competitive Market for Long-Term Credit

D -  Demand for long-term credit
51 -  Supply ol long-term credit before elimination of Regulation Q
52 -  Supply o f long-term credit after elimination of Regulation Q

i, to  i2. O f co u rse , th e  d ec lin e  in  ra te s  m ay  b e  sm all; it 
d ep en d s  on  th e  e x te n t to  w h ich  d ep o sit ra te  ce ilin gs 
lim ited  th e  in cen tiv es  fo r saving. T h e re  w o u ld  b e  n o  
ch a n g e  in  th e  re la tio n sh ip  b e tw e e n  m o rtg age an d  
o th e r  lon g -term  in te rest rates, s in ce  d ifferen ces  in  risk 
an d  liquid ity  that d eterm in e  th e  sp read s in  in terest 
ra tes b etw ee n  various ty p es o f lo n g -term  secu ritie s  
w ou ld  no t b e  affected  by th e  p h a se -o u t o f R egu lation  Q.

T h e  co n c lu sio n  is n o t d ram atica lly  d ifferent if re s i
d en tia l m ortgages are  m ad e by  sp e cia liz e d  len d in g  
in stitu tio n s th a t have so m e m arket pow er. If a firm  w ith  
m arket p o w er ra ises its  m ortgage rate , it w ill m ake 
few er lo an s th a n  if  it offered  m ortgage cred it at low er 
in te rest ra te s .6  T h is  is illu stra ted  by  th e  d ow nw ard - 
slo p in g  d em an d  cu rve (DM) in  figure 2. W e a lso  assu m e 
th at th e  firm  m u st ra ise  th e  in te rest rate  it pays on  
sm a ll-d e n o m in a tio n  d ep o sits  if it w ish es  to  a ttract 
m o re  o f th e se  d ep o sits . T h is  is illu stra ted  by  th e  u p 
w ard -slop in g  su p p ly  cu rve (SSD). In  co n tra st, th e  firm  
c a n  a ttr a c t  a ll th e  la rg e -d e n o m in a tio n  d e p o s its  it 
w an ts by sellin g  ce rtifica tes  o f d ep o sit at th e  rate  o f

6Lenders might have such market power if most borrowers were 
limited to borrowing from institutions with offices in their local area 
and if the government restricted the number of institutions that may 
establish offices in each area.
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Figure 2

Effect of a Regulation 0  Ceiling Rate on
the Mortgage Interest Rate Set by a Lender with Market Power

MR -  Marginal revenue
S$D -  Supply of small-denomination deposits 
mcsd= Marginal cost of small-denomination deposits

in te rest d eterm in e d  in  a com p etitiv e  n a tio n a l m arket. 
W ith  n o  R egu lation  Q  ce ilin g s in  effect, w e assu m e  th is 
in te rest ra te  is iLD1.

T h e  len d e r m axim izes p rofits by len d in g  th e  am o u n t 
o f m ortgages at w h ich  th e  m arginal co s t (the in cre a se  
in  toted co st d u e to  th e  last d o llar in cre a se  in  m ortgage 
lending) equ als th e  m arginal reven u e (the in cre a se  in 
to tal revenu e from  th e  last d o llar in cre a se  in m ortgage 
lending) . M arginal co s t an d  m arginal revenu e are illu s
tra ted  b y  M C (the heavy b lack  line) an d  MR, resp ectiv e 
ly, in  figure 2 .

T h e  relevant m arginal co s t curve h as  tw o p o rtio n s:
(1) F o r d ep o sit levels b e lo w  Q 2 , it is th e  m arginal co s t o f 
a ttractin g  sm all-d e n o m in atio n  d ep o sits  (M CSo), s in ce  
M CSd is less  th a n  th e  in te rest ra te  on  larg e-d en o m in a- 
tio n  d ep osits , iLD1. (2) F o r  d ep o sit levels above Q2 , it is 
equ al to  iLD1. If th e  le n d e r  w an ts  to  a ttract m o re  d e 
p o sits  th a n  Q 2  fo r m ortgage len d in g , it w ill a ttra ct Q , as 
s m a ll-d e n o m in a tio n  d e p o s its  a n d  a n y  a d d itio n a l 
fu n d s as la rg e-d en o m in atio n  d ep o sits . In figure 2, if 
th e re  a re  n o  ce ilin g s  on  d e p o s it  ra tes , th e  p rofit- 
m axim izing  q u an tity  o f m ortgage lo an s is Q4  w ith  a 
m ortgage rate  o f iM 1  an d  a rate  o n  sm all-d en o m in atio n  
d ep o sits  o f iSD1.

Su p p o se  regu lators im p o se  a  m ax im u m  in te rest rate 
that m ay b e  paid  o n  sm all-d e n o m in atio n  d ep o sits  o f

iSD2-7  T h e  le n d e r  w ill b e  ab le  to  a ttract on ly  Q j o f  sm all- 
d en o m in atio n  d ep o sits  an d  w ill have to  a ttract any 
ad d itional fu n d s in th e  m arket fo r la rg e-d en o m in atio n  
d ep osits . E a ch  le n d e r  in cre a se s  its  d em an d  fo r large- 
d en o m in atio n  d ep o sits , cau sin g  th e  in te re s t ra te  on  
th e se  d ep o sits  to  rise  (to iLD2, fo r in sta n ce). B y  c o n 
stru ctin g  a  n e w  m arg in al co s t cu rve in  th e  sam e m a n 
n e r  as b efo re  (not show n), w e find  th a t th e  n ew  eq u ilib 
rium  m ortgage ra te  r ises  to  iM2, a n d  th e  am o u n t o f 
m ortgage len d in g  falls to  Q 3 . T h u s, th e  th eo ry  in d ica tes  
th at a b in d in g  ce ilin g  o n  th e  in te rest ra tes p aid  on  
sm all-d en o m in atio n  d ep o sits  resu lts  in  a h ig h er in 
te re st ra te  o n  m ortgage lo an s, less  m ortgage lend ing , 
a n d  a h ig h e r  in te r e s t  ra te  o n  la rg e -d e n o m in a tio n  
d ep o sits .8  T h ere fo re , th e  e lim in a tio n  o f  R egu lation  Q 
ceilings sh o u ld  re su lt in  lo w er m ortgage in te rest rates.

Given th is co n c lu sio n , w h at are  w e to  m ake o f  th e  
argu m ent th a t th e  p h ase -o u t o f  R egu lation  Q ce ilin g  
rates h as ca u se d  m ortgage in te rest ra tes  to  rise? It is an  
assertio n  th a t is in c o n s is te n t w ith  stan d ard  e co n o m ic  
analysis, w h ich  is b a se d  o n  th e  w ealth -m ax im iz in g  
behav ior o f b u s in e ss  firm s an d  individ uals.

WHAT HAS HAPPENED TO  
MORTGAGE RATES?

W e n o w  co m p a re  th e  re c e n t b eh av io r o f  m ortgage 
in te rest ra te s  w ith  m o v em en ts in  o th e r  m arket rates 
an d  th e  average c o s t o f  fu n d s fo r S&.Ls. T h e  o b jectiv e  is 
to  d eterm in e  w h e th e r  th e  ev id en ce  su p p o rts  th e  argu 
m en t th at d ereg u lation  o f  d ep o sit in te rest ra te  ce ilin g s 
has cau sed  m ortgage in te rest ra te s  to  rise  relative to 
o th e r  m arket in te rest ra tes  o f co m p arab le  d u ratio n . 
T h e  m ortgage in te rest rate  series  u sed  is p u b lish ed  by 
th e  D ep artm en t o f  H ou sing a n d  U rban D ev elop m en t: 
th e  average in te rest ra te  at w h ich  resid en tia l m ortgage 
le n d e rs  m ake co m m itm e n ts  to  le n d  fo r lo n g -term , 
fixed -rate co n v en tio n a l lo an s. T h e  in sert o n  p ag es 10 
an d  1 1  d escrib e s  several series  o n  resid en tia l m ortgage 
in terest ra tes an d  d iscu sse s  th e  b asis  fo r ch o o sin g  th is 
m easu re.

7ln the theoretical analysis illustrated in figure 2, Regulation Q ceiling 
rates are assumed to apply only to small-denomination deposits. 
This assumption corresponds to the actual structure of ceiling in
terest rates under Regulation Q, which have exempted deposits in 
denominations of $100,000 or more for many years.

8The general conclusions would be the same if all deposits were 
subject to a Regulation Q ceiling rate. Imposing a ceiling interest rate 
on all deposits that is below the unregulated market interest rate 
would reduce the amount of deposits the lender could attract. The 
profit-maximizing lender with market power would raise its mortgage 
interest rate to ration the reduced supply of mortgage credit among 
its customers.

8Digitized for FRASER 
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C h a r t  1

Semiannual Comparison of M ortgage Interest Rate w ith  
Cost of Funds to S&Ls and 10-Year Treasury Bond Yield
Percent Percent

T h e  y ield  o n  10-year U.S. T reasu ry  b o n d s  is u sed  as a 
m easu re  o f th e  in te rest rate  o n  lon g -term  d ebt obliga
tion s o th er  th an  resid en tia l m ortgages/’ T h e  10-year 
m atu rity  ap p ro x im ates  th e  average len gth  o f tim e that 
resid en tia l m ortgages are  ou tstan d in g . T h is  is m u ch  
s h o r te r  th a n  th e  s ta te d  m atu rities  o f co n v en tio n a l 
lo an s b e ca u se  o f th e  p rep ay m en t o f  a  su b stan tia l n u m 
b e r  o f m ortgage lo an s b efo re  th e ir  m atu rity .

C hart 1 in d ica te s  th a t sem ian n u a l averages o f the 
co s t o f  fu nd s to  S& Ls, th e  m ortgage in te rest rate, and  
th e  vield  on  10-year U.S. T reasu ry  b o n d s  ten d  to m ove 
to g e th e r  o v e r  t im e . 1(1 T h e  r e la t io n s h ip  b e tw e e n

9Mayer and Nathan (1983) use the 10-year Treasury bond rate for the 
same purpose.

10The average cost of funds for S&Ls, obtained from the Federal 
Home Loan Bank Board, incorporates not only the interest S&Ls pay

ch an g es in th e  m ortgage an d  b o n d  rates is som ew h at 
c lo s e r  (co rre lation  co effic ien t o f 0.897I th an  b etw een  
ch an g e s in th e  m ortgage rate  an d  th e  average co s t o f 
fu n d s (co rre lation  co effic ien t o f 0.816).

All th ree  series  w ere  su b stan tia lly  h ig h er in  th e  late 
1970s an d  1980s th a n  th ey  h ad  b e e n  earlier. T h u s, th e  
p h ase-o u t o f R egu lation  Q ce ilin g s allow ed  S& Ls to  bid  
for fu nd s by  offering ra tes th a t kep t p a ce  w ith  rises in  
m arket in te rest ra tes. O ne in d ica to r  o f h o w  rising  m a r
ket in terest ra tes  an d  th e  p h a se -o u t o f R egu lation  Q 
affected  th e  average c o s t o f fu n d s for thrift in stitu tio n s 
is th e  d eclin e  in th e  sh are  o f th e ir  d ep o sit liab ilities 
h eld  in  th e  form  o f p assb o o k  savings d ep o sits . B etw een

on deposits, but also the interest they pay on advances from their 
Federal Home Loan Banks and other borrowed funds. The average 
cost of funds is somewhat higher than the average interest rate paid 
on deposits.

9Digitized for FRASER 
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Four M easures of Mortgage Loan Interest Rates
T h is  se c tio n  d escrib e s  fo u r m e asu re s  o f in terest 

rates on  m ortgage lo an s an d  exp la in s  w hy th e  HUD 
co m m itm e n t ra te  is ch o s e n  in  th e  text. S in ce  th e  
p u rp o se  o f th e  p a p e r  is to  d eterm in e  h o w  th e  p h a se 
out o f R egulation  Q  ce ilin g  ra tes  h as affected  in terest 
rates p aid  by h o m e  b u y ers o n  n ew  m ortgage loans, 
th e  u se  o f  in te rest ra tes  o n  m ortgages trad ed  in 
seco n d ary  m arkets  is ru led  ou t. An im p o rtan t c r i
te rio n  for th e  c h o ic e  o f a  m ortgage in te rest rate  
series  is th at th e  te rm s on  m ortgage lo an s th at affect 
th e  rate  b e  h e ld  c o n sta n t. T h is  crite rio n  is esp ecia lly  
im p o rta n t b e c a u s e  o f  th e  m an y  ch a n g e s  in  th e  
term s on  m ortgage lo an s in  re ce n t years, su ch  as th e  
rising sh a re  o f  lo an s w ith  a d ju sta b le  in te rest rates.

HUD Mortgage Commitment Rate
T h e  D ep artm en t o f H ou sing a n d  U rban D evelop

m e n t surveys m a jo r  m ortgage len d ers  (prim arily 
m o rtgage  b an k ers) n a tio n w id e  to  d e term in e  th e  
typ ical co n tra c t ra te  fo r loan  co m m itm e n ts  on  lon g 
term , fixed -rate  co n v en tio n a l m ortgages. T h is  su r
vey is co n d u cte d  as o f th e  first b u sin ess  day o f e a ch  
m o n th . L en d ers are n o t asked  to  sp ecify  th e  m a tu 
rity o r loan -to -v alu e ratio  o f  th e ir  m ortgage loan s. 
T h is  series  d o es n o t in co rp o ra te  fees o r  d isco u n t 
p o in ts  p aid  by  b o rro w e r o r  len d er. T h e  series  starts  
in  April 1960.

FHLMC Mortgage Commitment Rate
T h e  F ed era l H om e L oan M ortgage C o ip o ra tio n  

co n d u cts  a w eekly  survey o f  m ortgage len d e rs  (pri
m arily  S&Ls) to  d e term in e  th e  co n tra c t ra tes  for 
co m m itm e n ts  o n  fixed -rate  lo an s w ith  m atu rity  o f 
30 y ears  an d  loan -to -v alu e ratio  o f 80 p e rce n t. T h is 
series  also  d o es n o t re flect fees o r  d isco u n t p o in ts . It 
starts in  April 1971.

FHLBB Mortgage Commitment Rate
T h e  m ortgage len d e rs  in c lu d e d  in  th e  co m m it

m en t rate  survey o f th e  F ed era l H om e L oan Bank 
B oard  in c lu d e  S& Ls, m ortgage b an k ers, co m m ercia l 
b anks an d  m u tu al savings b an k s. T h e  survey asks 
th e se  len d ers  ab o u t th e  in te rest ra tes at w h ich  they  
are  m aking co m m itm e n ts  to  len d  on  new ly built 
h o m es, u n d e r  various co m b in a tio n s  o f loan-to-valu e 
ratios. T h e  m atu rity  o f th e  lo an s is sp ecified  as 25 
y ears  o r longer. T h e  p u b lish ed  d ata  in c lu d e  an  aver
age co n tra c t rate  an d  an  average effective rate ; the 
effective ra te  in c lu d e s  th e  fees a n d  d isco u n t p o in ts, 
am o rtized  over 10 y ears . T h e  series  p lo tte d  in  ch art
2 is fo r effective ra tes. T h e  co m m itm e n t rate  d ata  
b efo re  S e p te m b e r 1983  d o es  n o t d istin g u ish  b e 
tw een  ra te s  on  fix e d -ra te  lo a n s  an d  th o se  w ith

ad ju stab le  rates. T h e  series  b ased  o n  a loan-to-v alu e 
ratio  o f 75 p e rce n t s ta rts  in Ja n u a ry  1973.

FHLBB Series on Interest Rates on 
Mortgage Loans Closed

T h e  Fed eral H om e L oan B ank B oard  a lso  surveys 
th e  in terest ra tes o n  resid en tia l m ortgages th a t are 
actu ally  c lo sed  (i.e., b o rro w ers receive lo an s to  buy 
h om es). T h is  series  is available on  a co n s is te n t b asis  
s in ce  Ja n u a ry  1973.

T h e  clo sin g  rate  series  is d ifferent in  several w ays 
from  th e  th ree  co m m itm e n t ra te  series . L en d ers 
gen erally  m ake co m m itm e n ts  for m ortgage loan s 
a few  m o n th s  b e fo re  th e  lo a n s  are  c lo se d , an d  
in terest ra tes are se t at th e  tim e o f co m m itm e n t. 
T h erefore , m o v em en ts in  in te rest ra tes o n  loan s 
c lo sed  ten d  to  lag m o v em en ts in co m m itm e n t rates 
(see ch a rt 2). T h u s, th e  rate  at tim e o f co m m itm e n t 
is a b e tter  in d ica to r  o f th e  rate  at w h ich  b orro w ers 
ca n  ob ta in  m ortgage cre d it at a given p o in t in  tim e. 
F u rth erm ore, th e  ser ie s  fo r th e  in te re s t ra te  at tim e 
o f c lo sin g  reflects  a  co n g lo m era tio n  o f lo an  term s; it 
in co rp o ra tes  in te rest ra tes on  fixed  rate, a d ju stab le  
rate  an d  grad u ated  p ay m en t lo an s. It a lso  in co rp o 
ra tes  m ortgages w ith  a variety o f loan -to -v alu e ratios 
an d  m atu rities  an d  so m e m ortgage lo an s w ith  d is 
c o u n te d  ra te s  u n d e r  v ario u s c re a tiv e  f in a n c in g  
s c h e m e s . 1 F o r th e se  reaso n s, th e  series  o n  loan s 
c lo sed  did  n o t rise  as m u ch  as th e  co m m itm e n t rate  
series  d u ring  1 9 8 0 -8 2 .

T h e  th ree  series  o n  co m m itm e n t ra tes  te n d  to 
m ove to g eth er c lo se ly  over tim e (see ch a rt 2). T h e  
Fed eral H om e L oan B ank B o a rd ’s series  is slightly  
h ig h er th an  th e  o th ers  d u ring  so m e  p eriod s, the 
d ifferen ce re flectin g  p rim arily  th e  am o rtized  fees 
an d  d isco u n t p o in ts . T h e  HUD rate  is u se d  in  the 
text as th e  m easu re  o f m ortgage in te rest ra tes  s im 
ply b e ca u se  it is available over a lo n g er p erio d  th an  
th e  o th e r  tw o series . N one o f th e  resu lts  p re sen ted  
in  th e  tex t w ou ld  b e  su b stan tia lly  a ltered  if a d iffer
en t co m m itm e n t ra te  series  h ad  b e e n  u sed .

'One of the creative financing schemes involves reduced-rate 
loans to buyers of homes on which a lender has made previous 
mortgage loans at fixed rates substantially below current mort
gage rates. The new buyers generally would prefer to assume the 
outstanding mortgage loans with the relatively low interest rates, 
but may be financially unable to do so. The lender would prefer 
that the new buyer borrow at the prevailing market interest rate, 
thereby eliminating the old low-yielding mortgage loan. To reduce 
the incentives for new buyers to borrow enough from other 
sources to assume the old mortgages with the relatively low 
interest rates, many lenders have offered to lend to the new 
buyers at interest rates between those on the old mortgages and 
the prevailing market interest rates. Interest rates on mortgages 
that involve such arrangements are reflected in the series on 
average interest rates on mortgage loans closed.

1 0Digitized for FRASER 
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Chart 2

Selected Mortgage Rates

NOTE: FHLMC commitment rate begins in August 1978. FHLBB commitment rate was changed after August 1983.

1978 an d  1983, savings d ep o sits  (su b jec t to  fixed  in 
te re st rate  ceilings) fell from  over 35 p e rce n t o f to tal 
d ep o sits  to  less  th a n  15 p e rce n t. M eanw hile, th e  n ew  
m o n ey  m arket ce rtifica tes  an d  m o n ey  m arket d ep o sit 
a cco u n ts  e a ch  grew  to re p re sen t ab o u t 17 p e rce n t of 
to tal d ep osits .

C hart 3 p lo ts  th e  sam e th ree  in te rest rate  series  o n  a 
m o n th ly  b a sis  s in c e  M ay 1 9 7 9 .11 T h e  re la tio n sh ip s 
am o n g  th e  th ree  series  en ab le  u s  to  see  th a t ch a n g e s  in 
th e  co s t o f  fu n d s to  S& Ls c learly  lag ch a n g e s  in  th e  
m ortgage rate  an d  th e  T reasu ry  b o n d  rate, u su ally  by 
a b o u t  tw o m o n th s . A s im p le  s ta t i s t ic a l  a n a ly s is  
con firm s th e  visual p a ttern  in  ch a rt 3. T h e  co n te m p o 
ran eo u s co rre la tio n  b etw ee n  ch a n g e s  in  th e  co st o f 
fu nd s an d  th e  o th e r  tw o series  is actu a lly  negative, 
th o u g h  n o t sta tis tica lly  sign ifican t. How ever, th e  cor-

"S ee  Chamberlain, Olin and McKenzie (1983) for a discussion of the 
monthly cost of funds data. This series is actually the median cost of 
funds rather than the average.

re latio n  b etw een  th e  cu rre n t ch a n g e  in  th e  m ortgage 
ra te  an d  th e  ch an g e  in  th e  co s t o f fu n d s tw o m o n th s  
la ter  is 0 .612 .12

The Rise o f  Mortgage Rates Relative to 
Other Long-Term Interest Rates

T h e  behav ior o f m ortgage ra tes  s in ce  1980 ap p ears  to  
len d  em p irica l su p p o rt to  th e  h y p o th e sis  th a t d ereg
u la tio n  h as  re su lte d  in  h ig h er m ortgage ra tes  relative to  
o th e r  lon g-term  ra tes. T h e  average sp read  b e tw ee n  th e  
m ortgage rate  an d  th e  10-year T re a su iy  b o n d  rate  from  
1966 to 1979 ranged  gen era lly  from  1 to 1.75 p ercen tag e  
p o in ts ; in  th e  1980s, it h as  ran ged  from  2 to  3 p e rc e n t
age p o in ts.

12The contemporaneous correlation between changes in the mort
gage rate and changes in the yield on 10-year Treasury bonds is 
0.794, indicating that interest rates on both kinds of long-term debt 
instruments are affected simultaneously by the same credit-market 
influences.
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Chart 3

Monthly Comparison of Mortgage Interest Rate with 
Cost of Funds to S&Ls and 10-Year Treasury Bond Yield
Percent Percent

S in ce  1980, how ever, th e  average sp read  b etw ee n  th e  
m ortgage rate  a n d  th e  average c o s t o f fu n d s fo r S&.Ls 
also  h a s  in creased , by  rou ghly  th e  sam e o rd e r  o f m ag
n itu d e  as th e  in cre a se  in  th e  average sp read  b etw een  
m ortgage ra tes  an d  th e  rate  on  10-y ear T reasu ry  b on d s. 
T h e  gap b etw een  m ortgage in te rest rates an d  th e  aver
age co s t o f fu nd s stayed  m o stly  b etw een  2 an d  3.5 
p ercen tag e  p o in ts  b efo re  1980; s in ce  th e n , it h as varied 
b etw een  3.25 an d  a lm ost 6  p e rce n ta g e  p o in ts . T h e re 
fore, th e  w id en in g  in  th e  sp read  b e tw ee n  m ortgage 
ra tes an d  th e  T reasu ry  b o n d  ra te  d o es n o t ap p e a r to  be  
th e  resu lt o f a  h ig h er average co s t o f fu n d s to  S& Ls.

W hy, th en , d id  m ortgage rates rise  relative to rates 
on  T reasu ry  b o n d s  o f co m p arab le  term  to  m atu rity  
after 1980? T h e  a n sw er a p p ears  to  involve d ifferen ces 
b e tw e e n  c o n v e n tio n a l  re s id e n t ia l  m o rtg a g e s  a n d  
T reasu ry  b o n d s  as d eb t in stru m en ts . T h e  tw o m a jo r 
d ifferen ces  are: (1) M ost m ortgages a llow  th e  b orro w er

to  pay off h is d eb t b efo re  m atu rity  w ith o u t p en alty ; an d
(2) T h e re  is risk  o f d efault on  m ortgage lo an s. T reasu ry  
b o n d  h o ld ers face  n e ith e r  p rep ay m en t risk n o r  d efault 
risk.

Mortgage Rates and the 
Prepayment Option

Investors m u st b e  co m p e n sa te d  w ith  h ig h er in te rest 
ra tes o n  resid en tia l m o rtgages th a n  o n  T reasu ry  b o n d s 
to  co m p en sa te  fo r th e  risk  o f  p rep ay m en t by  d e b to rs . 1 3  

M ortgage b orro w ers m u st p ay  a h ig h er in te rest ra te  for 
su ch  a "ca ll o p tio n .” T h e  value o f th is  o p tio n  n e ed  not 
rem ain  co n sta n t over tim e. In  p articu lar, its value will 
b e  h ig h er d u rin g  p erio d s o f m o re  volatile  lon g -term

' 3For a more thorough analysis of the role of the prepayment option in 
determining the spread between mortgage interest rates and Trea
sury bond rates, see Hendershott, Shilling and Villani (1982).
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in terest rates th an  d u rin g  p erio d s o f stab le  rates, b e 
ca u se  o f  th e  in cre a se d  like lih oo d  th a t th e  p rep ay m en t 
o p tio n  w ill be  e x e rc ise d . L on g -term  in te re s t ra tes  w ere 
extrem ely  variable by  h is to rica l s tan d ard s from  1980 to 
1982. T h u s, w e w o u ld  e x p e c t m ortgage ra tes  to  rise  
relative to  T reasu ry  b o n d  ra tes d u rin g  th is  p eriod .

T h e  size o f  th e  in te rest rate  p rem iu m  n e cessa ry  to 
co m p en sa te  investors for th e  p rep ay m en t o p tio n  on  
resid en tia l m ortgages ca n  b e  gau ged  by  exam in in g  th e  
sp read  b etw ee n  th e  y ie ld  o n  p a ssth ro u g h  secu rities  
issu ed  by  th e  G ov ernm ent N ational M ortgage A sso cia 
tio n  (GNMA) an d  th e  y ie ld  o n  10-y ear T reasu ry  s e c u 
rities. T h e  risk o f  p rep ay m en t is th e  m a jo r  d ifferen ce  
b etw een  investing  in  GNMA p assth ro u g h s an d  T re a 
su ry  b o n d s . In v e s to rs  w h o  p u rc h a s e  th e s e  p a s s 
th rou gh  secu ritie s  rece ive  th e  in te rest an d  p rin cip a l 
p a y m e n ts  f ro m  a  p o o l  o f  FHA-VA g o v e r n m e n t-  
g u aran teed  resid en tia l m ortgages. T h u s, th e re  is no 
m o re risk  o f d efault o n  th e  in te rest an d  p rin cip a l pay
m en ts o n  GNMA p assth ro u g h s  th a n  th e re  is for b o n d s 
issu ed  by  th e  U.S. T reasu ry . Any p rep ay m en t o f th e  
m o rtg a g e s , h o w e v e r, is “p a s s e d  th r o u g h "  to  th e  
h o ld ers o f th e  p a ssth ro u g h  s e c u ritie s . 14

T h is featu re  re d u ce s  th e  p ro bab ility  o f a cap ita l gain 
on  GNMA p a ssth ro u g h  secu ritie s  co m p a re d  w ith  an  
in v estm en t in  T re a su ry  b o n d s. If lon g -term  in terest 
rates d eclin e  after an  in v estor buys T reasu ry  b on d s, 
th e ir m arket value rises, an d  th e  in vestor receives a 
cap ita l gain  if h e  sells  th em . In co n trast, if long-term  
in terest ra tes d eclin e  after an  in v estor buys GNMA 
p assth ro u g h  secu rities , th e  m ortgages in th e  in vest
m en t p o o l are  m o re  likely to  b e  p rep aid . B eca u se  su ch  
p rep ay m en ts re d u ce  th e  size  o f  th e  p o ten tia l cap ita l 
gain, a  p rem iu m  in  th e  form  o f a  h ig h er y ie ld  o n  m o rt
gage p a ssth ro u g h s is req u ired  to  m ake investors indif
feren t b etw een  th e m  an d  T reasu ry  b o n d s.

C hart 4  in d ica te s  th a t th e  sp read  b etw een  y ie ld s on  
GNMA p assth ro u g h  se cu ritie s  an d  10-y ear T reasu ry  
b o n d s ro se  d u rin g  1980 th ro u g h  early  1983. T h u s, on e  
reaso n  fo r th e  relative in cre a se  in  m ortgage in terest 
rates d u ring  th o se  y e a rs  w as a  rise  in  th e  ra te  p rem iu m  
n e cessa ry  to  c o m p e n sa te  investors fo r th e  p rep ay m en t 
op tio n  on  m ortgages.

14Another factor that accounts for a small portion of the spread be
tween rates on GNMA passthrough securities and Treasury bonds 
is the effect of state and local taxes. Interest earned on Treasury 
bonds is exempt from state and local taxes, but earnings on mort
gage passthroughs are not. There is no reason to suspect that this 
factor has increased in importance during recent years. There also 
could be differences in yields on these two assets if investors do not 
view them as being of roughly equal term to maturity, as we are 
assuming.

Mortgage Rates and Default Risk

A n o th er re a so n  for th e  rise  in  in te re s t ra tes o n  c o n 
ventional m ortgages s in ce  1980 a p p ears  to  b e  a g en eral 
rise  in  in te rest ra tes o n  privately  issu ed  d eb t secu rities  
relative to  y ie ld s  o n  se cu ritie s  issu ed  o r  gu aran teed  by 
th e  fed eral gov ern m en t. T ab le  2 sh ow s th a t th e  average 
sp read  b etw ee n  in te rest rates o n  privately  issu ed  d ebt 
in stru m en ts  an d  T re a su iy  secu ritie s  is h ig h er in  th e  
g e n e r a lly  r e c e s s io n a r y  p e r io d , F e b ru a ry  1 9 8 0  to  
N ovem ber 1982, th a n  in  th e  ex p an sio n ary  p eriod , April 
1975 to  Ja n u a ry  1980 .15 T h is  is a  re flectio n  o f  th e  g rea ter 
d efault risk  a sso c ia te d  w ith  privately  issu ed  secu rities  
during re ce ss io n a ry  p erio d s. In  e a c h  ca se , th e  differ
e n ce s  in m ean  sp read s b etw ee n  th e  tim e p erio d s are 
statistica lly  sign ifican t at th e  1 p e rce n t level . 1 6  T h e  
p attern  o f sp read s b etw een  m ortgage an d  T reasu ry  
b o n d  rates is  very s im ila r to  th e  p a ttern  o f sp read s 
b etw een  y ie ld s o n  o th e r  privately  issu ed  secu ritie s  an d  
T reasu ry  se cu ritie s  o f  co m p arab le  d u ration .

T ab le  2 a lso  in d ica te s  th a t th e  sp read s b etw een  
y ield s on  privately issu e d  an d  U.S. T reasu ry  secu ritie s  
d ec lin ed  to n e a r  th e ir  p re -1980  levels a  few  m o n th s 
after th e  e co n o m ic  recov ery  b egan  in  D ece m b e r 1982. 
T h e  d eclin e  in  th e  sp read  b etw ee n  th e  m ortgage c o m 
m itm en t ra te  an d  th e  T re a su ry  b o n d  rate  o ccu rre d  
d esp ite  th e  a u th o riza tio n  o f m o n ey  m arket d ep o sit 
a cco u n ts  —  a m a jo r  re laxation  o f R egulation  Q  ce ilin g  
rates th at o ccu rre d  in  th e  first m o n th  o f th e  cu rre n t 
recovery.

T h e se  ob servation s are su p p o rted  by th e  b eh av io r o f 
d e lin q u en cy  ra tes  for m ortgag es. T h e  p e rce n ta g e  o f 
con v en tio n al m ortgag es w ith  p ay m en ts d elin q u en t for 
60 days o r  m o re  ro se  stead ily  from  0.61 p e rce n t in  th e  
seco n d  q u arter o f 1979 to  1.37 p e rce n t in th e  first q u ar
ter  o f 1983, th e n  b eg an  to  d eclin e . D elin q u en cy  rates in 
th e  1980s have b ee n  su b stan tia lly  h ig h er th an  in  the 
p eriod  1964-79 , w h ich  u n d o u b ted ly  a cco u n ts  for a 
su b stan tia l p o rtio n  o f  th e  h ig h er m ortgage ra tes  re la 
tive to  T reasu ry  b o n d  ra te s  observed  s in ce  1980 .17

1sThe period from July 1980 to July 1981 is officially classified as an 
economic recovery. The financial markets, however, did not re
spond during that period as they typically do during expansionary 
periods. Stock price indexes were little affected, and the spread 
between corporate Baa and Aaa bond rates (known to be influenced 
by cyclical factors) changed little. The lack of response is un
doubtedly due to the weakness and short duration of the recovery.

16Some corporate Baa bonds grant a call option to the issuer. Part of 
the increase in the spread between the Baa bond rate and long-term 
Treasury securities, therefore, is accounted for by an increase in the 
value of this prepayment option.

17The average quarterly delinquency rate (60 days or more) for con
ventional mortgage loans between 1/1964 and IV/1979 was 0.58 
percent; between 1/1980 and IV/1983, it was 1.01 percent. This 
difference is statistically significant at the 1 percent level.

13Digitized for FRASER 
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Chart 4

Selected Interest Rate Spreads
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Table 2
Spreads Between Interest Rates on Privately Issued Debt Instruments and U.S. 
Treasury Securities (monthly average spreads in percentage points)
Interest Rate Spread Apr. 1975-Jan. 1980 Feb. 1980-Nov. 1982 Dec. 1982-July 1983 Aug. 1983-Mar. 1984

Mortgage rate minus 
10-year Treasury bond rate 1.41 2.63 2.71 1.71

Corporate Baa rate minus 
long-term Treasury bond rate 1.67 2.90 2.83 1.88

3-month commercial paper 
rate minus 3-month Treasury 
bill rate 0.53 1.29 0.26 0.31
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Table 3
Decomposition of the Spread Between the Mortgage Rate and the 10-Year 
Treasury Bond Rate (monthly average spreads in percentage points)_____________

Type of Measure of
risk risk Apr. 1975-Jan. 1980 Feb. 1980-No v. 1982 Dec. 1982-July 1983 Aug. 1983-Mar. 1984

Default risk Mortgage rate
minus GNMA rate 0.79 1.26 1.29 0.94

Prepayment GNMA rate minus 
risk 10-year Treasury

bond rate 0.62 1.37 1.42 0.77

T h e  e ffe c ts  o f  th e  m a jo r  fa c to rs  th a t  a p p e a r  to 
a cco u n t fo r th e  rise  in  m ortgage ra tes  relative to  T re a 
sury  b o n d  ra tes ca n  b e  se e n  in  tab le  3 (and  a lso  in  ch art 
4). F o r th e  p eriod  1980 -8 2 , th e  p rem iu m  to co m p en sa te  
fo r  th e  risk  o f  p re p a y m e n t (a p p ro x im a te d  by th e  
sp read  b etw een  th e  y ie ld  o n  GNMA p assth ro u g h  s e c u 
rities an d  10-year T re a su iy  b ond s) w as ab ou t 75 b asis  
p o in ts  h ig h er on  average th a n  in  1 9 7 5 -7 9 . T h e  d efault 
r isk  p re m iu m  o n  p riv a te ly  is s u e d  s e c u r i t ie s  n o t 
g u aran teed  bv th e  gov ern m en t (ap p rox im ated  by the 
sp read  b etw een  in te rest rates on  n ew  con v en tio n al 
resid en tia l m ortgages a n d  th e  y ie ld  o n  GNMA p a s s 
th rou gh  secu rities) w as ap p roxim ate ly  50 b asis  p o in ts  
h ig h er o n  average d u ring  th is  p eriod . T h erefore , b o th  
e ffects ap p e a r to  sh are  in  th e  resp o n sib ility  fo r h ig h er 
m ortgage in te rest rates relative to T reasu ry  secu rities  
in th e  early  1980s. B o th  have d eclin ed  d uring th e  c u r
ren t e co n o m ic  exp an sio n .

CONCLUSION

E co n o m ic  th eo ry  su gg ests th at th e  d ereg u la tion  o f 
d ep osit in te rest ra tes d o es n o t ca u se  m ortgage rates to 
rise  an d  m ay, in  fact, resu lt in  lo w er m ortgage in terest 
rates th an  w ou ld  o th erw ise  be observed . N on eth eless, 
m any believe th a t th e  h ig h er average co s t o f ob ta in in g  
loan ab le  fu nd s that re su lts  from  d ereg u la ted  d ep osit 
ra tes  have led  to  h ig h er  m ortgage rates.

S in ce  th e  in tro d u ctio n  o f  n ew  ty p es o f d ep o sits  w ith  
flexible  in te rest ce ilin g s (or n o  ce ilin g s at all), th e  aver
age in te rest rate  o n  m ortgage loan s, th e  average co st of 
fu nd s for savings an d  loan  asso cia tio n s , an d  m arket 
in terest rates in gen era l have risen  su b stan tia lly . T h e  
n o tio n  th at h ig h er m ortgage ra te s  are  d u e to  th e  re 
m oval o f d ep o sit in te rest ra te  ce ilin g s, how ever, is n o t 
su p p orted .

A lthough m ortgage ra tes  have m oved h ig h er relative 
to  gov ern m en t b o n d  ra tes  o f  s im ilar d u ra tio n  follow ing 
th e  b eg in n in g  o f d eregu lation , th a t p a ttern  a p p ears  to  
b e  u n rela ted  to  th e  d ereg u lation  o f d ep o sit ra tes. In 
stead , it w as th e  resu lt o f  m o re  variable in te rest rates, 
w h ich  ca u se d  a h ig h er p rem iu m  fo r th e  o p tio n  o f  p re 
paying a m ortgage loan , an d  th e  e co n o m ic  d ow n tu rn  
in  th e  early  1980s, w h ich  ra ised  th e  p rem iu m  fo r th e  
risk o f  d efault o n  m ortgag es. S in ce  in te re s t ra tes have 
b e co m e  less  variab le an d  an  e co n o m ic  e x p an sio n  h as 
begu n , th e  sp read s b etw ee n  m ortgage ra tes an d  gov
ern m e n t b o n d  ra te s  have fa llen  over th e  last y e a r  to  
c lo se  to  th e ir  p re -1980  level.
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What Gan Central Banks Do 
About the Value of the Dollar?
Dallas S. Batten and Mack Ott

o VER th e  p ast fo u ry e a rs , th e  s tu b b o rn  stren g th  o f 
th e  U.S. d o llar in  foreign  cu rre n cy  m arkets h as created  
w h at m an y  o b servers believe is a  p recario u s b a lan ce  
b etw een  tw o u n d e sirab le  fea tu res o f th e  floating  e x 
ch an g e  rate  system . O n th e  o n e  h an d , so m e argu e th at 
th e  d o llar is  overvalued an d , co n se q u e n tly , so o n  w ill 
fall d ram atically , g en era tin g  in cre a se d  U.S. in flation  
an d  jeo p ard iz in g  w o rld  fin an cia l stability . O n th e  o th e r  
h an d , o th ers  argu e th at th e  “h ig h " d o llar w as a m a jo r 
ca u se  o f th e  1 9 8 1 -8 2  e c o n o m ic  re ce ss io n  an d  now  
assert th a t th e  cu rre n t e x p an sio n  is n o t su sta in ab le  
w ith o u t a su b stan tia l d eclin e  in  th e  foreign exch an g e  
value o f th e  d o lla r . 1

Su rp risin g ly , b o th  se ts  o f  d o lla r  c r itic s  have a d 
v an ced  th e  sam e p o licy  p re scrip tio n : in terven e in  fo r
eign exch an g e  m arkets. In  o th e r  w ord s, th e  m o n etary

Dallas S. Batten and Mack Ott are senior economists at the Federal 
Reserve Bank of St. Louis. Paul G. Christopher provided research 
assistance.

1 For examples, consider Kraus (1984), Arenson (1984) and Bank for 
International Settlements (1984). In the last (p. 1), Dr. Gleske, a 
member of the Directorate of the Deutsche Bundesbank, was some
what bemused by the dollar’s persistent high value:

There therefore seem to be enough reasons to support expectations 
that the dollar rate will decline. However, contrary to all historical experi
ence, these expectations have not been fulfilled as yet. The markets do 
not seem to have any expectations of this nature, either. Apparently, 
investing in dollar assets —  especially in the United States itself — 
continues to be lucrative despite the greater exchange rate risk, and the 
markets appear up to now to have hardly any doubts that the dollar will 
remain attractive despite the fact that the fundamental factors like the 
declining competitiveness of U.S. industry and sharply rising current- 
account deficits operate rather in favour of expecting the opposite.

au th orities  o f th e  U nited  S ta tes an d  its m a jo r  trad in g  
p artn ers sh ou ld  b u y  a n d  sell foreign  cu rre n c ie s . T h e  
first set o f c ritics  u rg es th is  p o licy  to  m an ag e  th e  f a l l  o f 
th e  d ollar's foreign  e x ch a n g e  value, w h ile  th e  se co n d  
urges it to  b r in g  d o w n  th e  va lu e  o f  th e  d o llar in  o rd e r  to 
stim u late  th e  U.S. trad ed  g oo d s s e c to rs .2

T h e  p u rp o se  o f  th is  p a p e r  is to  e xp la in  th e  fu n 
d am en ta ls  o f ce n tra l b an k  in terv en tio n  in  foreign  e x 
ch an g e  m arkets an d  th e  co n d itio n s  req u ired  for it to  be 
effective. F irst, th e  m otives, m e c h a n ic s  a n d  c o n s e 
q u e n ce s  o f in terv en tion  are  d iscu sse d . Next, th e  re la 
tion sh ip  b etw een  in terv en tion  an d  d o m e stic  m o n etary  
p o licy  is investigated . Finally , so m e qualitative an d  
quantitative ev id en ce  o n  th e  efficacy  o f  in terv en tion  is 
review ed.

WHY CENTRAL BANKS INTERVENE

T h e exch an g e  ra te  is th e  p rice  o f on e  co u n try ’s cu r
re n cy  in  te rm s o f  a n o th er . As th e  relative p rice  o f tw o 
assets  (cu rren cies), it is d e term in e d  b y  th e  fo rces  o f 
d em an d  an d  supp ly , as  tire th e  p rice s  o f  o th e r  assets ,

2Traded goods are those goods that are potentially exportable or 
importable — whether or not they are actually consumed domestical
ly or abroad. For instance, agricultural commodities, airplanes and 
steel are traded goods, while haircuts, legal services and housing are 
primarily nontraded goods. The importance of the distinction be
tween traded and nontraded goods is that changes in foreign com
petition will directly affect production and sales both in the home and 
foreign markets in the traded goods sector, while only indirectly 
affecting production and sales in the nontraded goods sector.

16Digitized for FRASER 
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su ch  as stocks, b o n d s  o r real e s ta te .3  M oreover, th e  
re la tiv e  v a lu a tio n s  o f  a n d  y ie ld s  o n  n o n -c u rre n c y  
a sse ts  a lso  have, as w e shall see , large im p a cts  on  th e  
ex ch an g e rate .

Unlike th e  p rice s  o f serv ices o r  n o n d u ra b le  goods, 
asset p rices re flect p rim arily  th e  m ark et’s e x p e cta tio n s  
ab ou t fu tu re e co n o m ic  co n d itio n s . C o n seq u en tly , in 
th e  sh o rt run, exch an g e  ra tes sh o u ld  b e  in flu en ced  
p red o m in an tly  by new  in form ation  —  th a t is, su rp rises 
—  w h ich  a lters e x p e cta tio n s  o f  fu tu re  events; th e se  
su rp rises lead  to  highly  u n p re d ic ta b le  an d  often  s iz 
ab le  m o vem en ts in  e x ch a n g e  ra tes . B e ca u se  n ew s ca n  
b e  in co rre c t an d  b e c a u se  m arkets  c a n  ov erreact to  
new s even w h en  it is  co rrec t, m o n etary  au th o rities  
typ ically  believe th a t m u ch  o f th e  sh o rt-ru n  volatility 
exh ib ited  by foreign  exch an g e  m arkets  is e x ce ss iv e .4 

C o n seq u en tly , in terv en tion  is freq u en tly  ration alized  
by ce n tra l b an ks as a m e an s to  re d u ce  th e  p resu m ed  
excessiv e  variability o f  ex ch an g e  rate  m o v em en ts re 
su ltin g  from  th e  variability  o f m arket e x p e c ta tio n s .5

In  th e  long  run, m o v em en ts o f  e x ch a n g e  rates ten d  
tow ard  a re la tio n sh ip  am o n g  cu rre n c ie s  know n as p u r
ch asin g  p o w er p arity  (PPP). T h at is, a  d o llar o r y e n  or 
d eu tsch e  m ark (DM) w o u ld  e a ch  p u rch a se  th e  sam e 
a m o u n t o f  g o o d s  w h e th e r  e x p e n d e d  a t h o m e  o r  
ab road . T h u s, a co u n tiy  w ith  a relatively rap id  inflation  
ra te  w ill have its cu rre n cy  d ec lin e  in  value relative to 
th e  cu rre n c ie s  o f  co u n trie s  w ith  s lo w er in flation  rates.

Ig n o rin g  lo n g -ru n  c o n s id e ra t io n s , fre q u e n t a n d  
offsetting  exch an g e  rate  m o v em en ts in th e  sh o rt o r

3Policymakers sometimes argue that it is too important to be deter
mined solely by market forces. Consider, for example, the view of Dr. 
Otmar Emminger, former President of the Deutsche Bundesbank, as 
expressed in a speech to a Bankers’ Forum at Georgetown Universi
ty, Washington, D.C., on September 28,1981 (see Bank for Interna
tional Settlements [1982], p. 4):

The exchange rate is far too important a price — because of its effects 
on domestic stability and activity, the balance of payments, and interna
tional trade and payments relations— to be treated with ‘benign neglect' 
as a 'residual outcome' of domestic monetary and other economic 
policies. This should not be misunderstood as a call for activism and 
interventionism in the field of exchange rates. It cannot be emphasised 
too much that the most important foundation for exchange rate stability 
is a policy of monetary and financial stability at home. We would, 
however, delude ourselves if we believed that all that is required for 
stable exchange rates is the pursuit of a steady money supply policy. 
Short and medium-term strains and disturbances are built-in elements 
in the field of payments and exchange markets, even if we had firm 
international agreement and successful implementation of concerted 
money supply policies.

4This concern, however, appears to be misdirected as Bergstrand 
(1983) has demonstrated that exchange rates are actually less vari
able than other asset prices.

5For additional support for this characterization, see Kubarych (1983),
pp. 16-19 and 43-45.

in term ed iate  term  ca n  b e  m o re  th a n  ju s t a n u isa n ce  to  
m o n eta iy  au th o rities  —  th ey  a lso  ca n  have real effects. 
F o r  exam p le , an  a p p rec ia tio n  o f  th e  e x ch a n g e  rate  
b ey on d  th at n e ce ssa ry  to  offset th e  in flatio n  d ifferential 
b etw ee n  tw o co u n trie s  (term ed  ‘‘o v ersh o o tin g ”) ra ises 
th e  p rice  o f  trad ed  g oo d s in  th e  h o m e co u n try  relative 
to  th e  p rices  o f trad ed  g oo d s in  th e  rest o f  th e  w orld. 
T h u s, h o m e c o u n tiy  ex p o rts  b e co m e  less  com p etitive  
in  w orld  m arkets an d  h o m e  co u n try  im p o rt su b stitu tes 
less  com p etitive  in  d o m e stic  m arkets. C o n seq u en tly , 
sa les  o f  trad ed  good s d eclin e , g en era tin g  u n em p lo y 
m en t in th e  trad ed  g oo d s s e c to r  and , su b seq u en tly , 
in d u cin g  a shift o f re so u rce s  from  th e  trad ed  to  th e  
n o n trad ed  good s secto r.

T h is  re a llo ca tio n  o f  re so u rce s  is efficien t fo r th e  
e co n o m y  if th a t p o rtio n  o f th e  ex ch an g e  rate  a p p re c ia 
tion  in e x ce ss  o f  th e  in fla tio n  d ifferential is p erm an en t. 
I f  th is  e x ce ss  p o rtio n  o f  th e  ex ch an g e  rate  a p p recia tio n  
is short-lived  (i.e., reversed  in  th e  n e a r  future), th e  
c o r re s p o n d in g  m o v e m e n t o f  re s o u r c e s  w ill b e  re 
versed, an d  th e  e co n o m y  w ill have e x p e rien ced  un- 
n e c e s s a iy  u n em p lo y m en t d u e to  th e  co s ts  o f sh ifting  
reso u rces , rea llo ca tin g  cap ita l, laying off an d  hiring. 
M onetary  a u th o rities  w h o w ish  to  avoid su ch  s itu a 
tion s m ay in terven e to  o p p o se  ex ch an g e  ra te  m ove
m en ts  that th ey  believe w ill n o t  p ersist. T h is  is a  fea 
s ib le  p o licy , h ow ever, on ly  if th ey  ca n  d istin g u ish  
te m p o ra iy  exch an g e  ra te  flu ctu a tio n s  from  p erm an en t 
o n e s .6

E xch an g e  rate  ch a n g e s  a lso  affect th e  g en era l p rice  
level an d  m ay g e n era te  so m e m e asu re d  sh o rt-ru n  in 
fla tion  o r  d isin flatio n  as m ark ets  a d ju st to  th e  ch an g in g  
relative p rice  o f  trad ed  to  n o n tra d ed  g oo d s. In  p a rticu 
lar, an  ex ch an g e  ra te  d ep recia tio n  ra ises th e  d o m estic  
cu rre n cy  p rice  o f im p o rts  and , th u s, ra ises th e  d o m e s
tic  p rice  level. B e ca u se  th e  to ta l im p a ct o f  th is  ch a n g e  is 
n o t felt all at o n ce , th e  p rice  level co n tin u e s  to  rise  for 
so m e tim e. T h u s, s in ce  exch an g e  rate  d ep recia tio n  
usu ally  p re ce d e s  ch a n g e s  in  d o m e stic  p rices, it m ay 
ap p ear to  ca u se  in fla tio n .7

6This distinction is difficult to make in practice. As Martin Feldstein 
(1983), p. 48, observed:

[TJhere is no way in practice to distinguish an exchange-rate movement 
that is merely a random fluctuation from one that is part of a fundamental 
shift in the equilibrium exchange rate. Exchange-market intervention 
aimed at smoothing a transitory disturbance may in fact be a counterpro
ductive or futile attempt to prevent a basic shift in the equilibrium ex
change rate.

Furthermore, this overshooting may occur because asset markets 
clear more rapidly than do goods markets, and, as a result, it may not 
be undesirable.

7For a more detailed discussion of the relationship between domestic 
inflation and exchange rate changes, see Batten and Ott (1983).
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Figure 1
U.S. Intervention to Support the Deutsche Mark
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Finally, m an y  d o m e stic  res id en ts , firm s and , e sp e 
cially, m u ltin a tio n a l co rp o ra tio n s  have fin an cia l assets  
an d  liab ilities d en o m in a te d  in  foreign  cu rre n c ie s . E x
ch an g e  ra te  ch a n g e s , th e n , p ro d u ce  w ea lth  effects 
s in ce  th ey  g e n era te  cap ita l lo sse s  an d  gain s. F o r  ex am 
ple, if th e  U.S. e x ch a n g e  rate  u n ex p e cted ly  ap p recia tes, 
th e  d o lla r  v a lu es o f  fo re ig n -cu rre n cy -d e n o m in a te d  
a sse ts  a n d  liab ilities  fall. H en ce, U.S. n e t m o n eta iy  
d eb tors in  fo reign  cu rre n c ie s  e x p e rie n ce  gains, an d  n et 
cred ito rs  e x p e rie n ce  lo s s e s .8

In  su m , c h a n g e s  in  e x ch a n g e  ra te s  have c o n s e 
q u e n ce s  th a t m o n e ta iy  au th o rities  m ay  d eem  u n d e 
sirable. T h u s, having c h o s e n  n o t to allow  exch an g e  
rates to  b e  co m p le te ly  m ark et-d eterm in ed , m an y  c e n 
tra l b an k s in terv en e  p erio d ica lly  in  foreign exch an g e  
m arkets to  m itigate  w h at th ey  believe to  b e  tran sien t 
b u t d ele terio u s e ffects  o f  e x ch a n g e  ra te  m o v em en ts on  
th e  d o m estic  eco n o m y .

HOW CENTRAL BANKS INTERVENE

T h e  m e ch a n ics  o f  ce n tra l b an k  in terv en tio n  in  fo r
eign  ex ch an g e  m arkets  ca n  take a variety o f form s. T h e  
g en era l p u rp o se  o f e a ch  variant, how ever, is b asica lly  
th e  sam e: au g m en t th e  m arket d em an d  for o n e  cu rre n 
cy  by au g m en tin g  th e  m arket su p p ly  o f a n o th er . An 
exhau stiv e  exp lan atio n  o f th e  w ays in  w h ich  in terv en 
tio n  c a n  b e  co n d u cte d  is b ey o n d  th e  sco p e  o f th is 
p a p e r .9 In stead , w e w ill d escrib e  th e  m o st freq u en tly

8A net monetary foreign currency debtor is an individual or firm with 
greater monetary debts than monetary claims in a foreign currency. 
Thus, when that foreign currency depreciates, his foreign liabilities 
decline in value more than his foreign assets, and, on net, his wealth 
rises. Similarly, a foreign currency depreciation would lower the 
wealth of a net monetary foreign currency creditor.

9See Balbach (1978) for a detailed analysis of various forms of in
tervention.

em p loyed  m e th o d  —  in terv en tio n  by  th e  m o n eta iy  
au thority .

A Typical Example
Su p p o se  th a t th e  d o lla r is b elieved  to  b e  overvalued. 

T h e  Fed eral R eserve B an k  o f  N ew  York, w h ich  a c ts  as 
th e  agent for U.S. fo reign  e x ch a n g e  m ark et in terv en 
tion s, w ill p u rch a se  foreign  cu rre n cy , typ ically  DM, 
w ith  U.S. d o lla rs . 1 0  It c a n  d o  th is  sim p ly  by  creatin g  
d o lla r reserves a n d  u sin g  th e m  to  p u rch a se  DM. In  
p articu lar, th e  F e d  c a n  p u rch a se  D M -d en o m in ated  d e 
p o sits  o f  U.S. banks at G erm an b an k s a n d  p ay  fo r th em  
by cred itin g  th e  reserve a cco u n ts  o f  th e se  U.S. b anks. 
T h e  Fed  th e n  p re sen ts  to  th e  B u n d e sb an k  drafts d raw n 
against a cco u n ts  o f th e se  U.S. b an k s at G erm an banks, 
w h ich  are  su b seq u e n tly  c le a re d  by  th e  B u n d esb an k . 
T h e  im p a ct o f th is  tra n sa c tio n  o n  th e  fin an cia l in s titu 
tio n s involved is o u tlin e d  in  figure 1. In  g en era l, th e  
reserves o f th e  U.S. b an k in g  sy stem  in cre a se , w h ile  
th o se  o f th e  G erm an  b an k in g  sy stem  fall. T h e  ch an g es 
in  th e  reserve p o sitio n s  o f th e  U n ited  S ta tes a n d  G er
m an y  th at resu lt from  th is  foreign  e x ch a n g e  o p eratio n  
w ill ca u se  th e  U.S. m o n ey  s to ck  to  rise  an d  G erm any's 
m o n ey  sto ck  to fall.

C onversely, if th e  B u n d e sb an k  b elieves th e  DM to 
b e  un d erv alu ed  (i.e., th e  d o llar is overvalued), it co u ld  
re d u ce  th e  q u an tity  o f  DM relative to  d ollars. T h is 
tra n sa ctio n  is  slightly  m o re  co m p lica te d  th a n  w h en  
th e  F ed  in terv en es in  su p p o rt o f th e  DM . First, th e  
B u n d esb an k  m u st acq u ire  d o llars. It typ ically  d o es th is  
e ith er  b y  sellin g  so m e  o f its n o n -n e g o tia b le  U.S. T rea- 
su iy  secu ritie s  to  th e  F ed  o r  b y  b orro w in g  from  th e

10ln the United States, the Federal Reserve Bank of New York inter
venes for the Federal Reserve System and the U.S. Treasury. The 
decision to intervene, however, is made by the U.S. Treasury.
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Figure 2
German Intervention to Support the Deutsche Mark
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F ed  in  exch an g e  fo r a d o lla r-d en o m in ated  a cco u n t 
th rou gh  a sw ap arran g em en t a lread y  esta b lish e d  b e 
tw een  th e  tw o. T h e se  acq u ired  d o llars are  th e n  u sed  to 
b u y  DM in  th e  foreign  e x ch a n g e  m arket.

In  figure 2, step  1 d ep ic ts  th e  acq u isitio n  by th e  
B u n d esb an k  o f a d o lla r-d en o m in ated  d ep o sit a t the 
Fed . S in ce  th is  tra n sa c tio n  is  b e tw ee n  ce n tra l b an ks, it 
d o es n o t affect th e  reserves o f th e  b an kin g  sy stem  in  
e ith e r  co u n try  and , h e n ce , d o es n o t affect e ith er  c o u n 
try ’s d o m e stic  m o n ey  supp ly . In  step  2, th e  B u n d 
e sb an k  p u rch a ses  D M -d en o m in ated  d ep o sits  o f  U.S. 
co m m e rcia l b an k s h e ld  at G erm an  co m m e rc ia l banks 
w ith  d ollars. T h is  tra n sa ctio n  is c lea re d  by U.S. b an ks 
p re s e n tin g  to  th e  F ed  d o lla r -d e n o m in a te d  c la im s 
against th e  B u n d esb an k  a n d  receiv in g  reserves in  re 
tu rn . (At th e  sam e tim e, th e  Fed  re d u ce s  its d ep osit 
liab ilities  to  th e  B u n d esb an k .) L ikew ise, th e  B u n d 
e sb an k  c lea rs  th e  draft it p u rch a sed  from  U.S. b an k s by 
low ering  its reserve liab ilities to  G erm an b an ks. And 
finally, G erm an banks, p re se n te d  w ith  a draft against 
d ep o sits  o f U.S. banks, re d u ce  th e ir  d ep o sit liab ilities to 
th e se  b an ks by  th e  am o u n t o f th e  re d u ctio n  in  th e ir  
reserve d ep o sits  at th e  B u n d esb an k . T h e  final resu lt is 
th e  sam e as in  th e  p re ce d in g  ca se  —  th e  reserves o f the 
U.S. banking  sy stem  rise, w h ile  th o se  in th e  G erm an 
b an kin g  sy stem  fall.

Sterilized vs. Unsterilized Intervention
T h e  tw o exam p les d iscu sse d  above are  in s ta n ce s  o f 

u n sterilized  in terv en tio n ; th at is, th e  d o m e stic  m o n ey  
su p p lies  have n o t b e e n  in su la ted  from  th e  foreign e x 
ch an g e  m arket tra n sa c tio n . I f  u n sterilized  in terv en tion  
is u n d ertak en  in  large am o u n ts , it w ill affect n o t on ly  
th e  m o n ey  su p p lies  o f  b o th  co u n tries , b u t d o m estic  
p rices an d  in te rest rates as w ell. If m o n etary  a u th o r

ities do n o t w an t th e ir  foreign  e x ch a n g e  m arket in 
tervention  to  affect th e ir  d o m e stic  e co n o m ie s , th ey  
m ay  ste riliz e  its  im p a c t w ith  an  o ffse ttin g  sa le  o r 
p u rch a se  o f  d o m e stic  a ssets .

Sterilized  in terv en tio n  w o u ld  b e  th e  p referred  p ro 
ced u re  if th e  Fed  d id  n o t w an t th e  U.S. b an k in g  sys
te m ’s reserv es to  ch a n g e . T h u s, if  th e  u n steriliz e d  
in te rv e n tio n  in te rfe re d  w ith  th e  g oals  o f  d o m e stic  
m o n eta ry  p o licy , th e  F e d  co u ld  sell U.S. T reasu ry  
secu ritie s  in  U.S. fin an cia l m ark ets  eq u al to  th e  am o u n t 
o f reserves cre a te d  by  th e  in terv en tion . W ith  th is  tra n s
actio n , th e  level o f  reserves in  th e  U.S. b an k in g  system  
w ou ld  re tu rn  to  its p re in terv en tio n  level, and , as a 
resu lt, th ere  w o u ld  be  n o  su b seq u e n t ch an g e  in th e  
U.S. m o n ey  supp ly .

Sim ilarly, th e  B u n d esb an k  co u ld  n eu tra lize  th e  im 
p act o f in terv en tion  on  th e  G erm an m o n ey  su p p ly  by 
in je c tin g  new  reserves in to  its bank ing  system . If s te r il
iz e d  c o m p le te ly , th e  fo re ig n  e x c h a n g e  o p e ra t io n  
w ould  n o t affect e ith e r  co u n try ’s m o n ey  supp ly . T h u s, 
in  th e  ca se  o f a co m p le te ly  sterilized  in tervention , 
p r iv a t e  p o r t f o l i o s  w o u ld  c o n t a i n  f e w e r  D M - 
d en o m in ated  secu ritie s  an d  m o re  d o llar-d en o m in ated  
secu ritie s , w h ile  th e  F e d ’s p o rtfo lio  w ou ld  co n ta in  
m o re D M -d en o m in ated  se cu ritie s  an d  few er d ollar- 
d en o m in ated  o n es .

THE EXCHANGE RATE 
CONSEQUENCES O F CENTRAL 
BANK INTERVENTION

E xch an g e  ra te  m o v em en ts re flect tw o fu n d am en ta l 
ch a ra c te ris tics  th a t m u st b e  re co g n iz e d  to  u n d e rstan d  
th e  im p act o f  in terv en tion . First, ch a n g e s  in  exch an g e  
rates, like ch an g es in  th e  p rice  o f any  asset, are highly
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irreg u lar an d  u n p re d ic ta b le  in  th e  sh o rt ru n , reflectin g  
prim arily  n ew  events th a t a lter  th e  m ark et’s e x p e c ta 
tio n s  o f  fu tu re  e x ch a n g e  ra te  m o v em en ts . Seco n d , 
s in ce  th e  e x ch a n g e  rate  is th e  relative p rice  o f tw o 
cu rre n c ie s , its m o v em en ts re flect ch a n g e s  in  p o lic ies  
th a t affect e ith e r  th e  su p p lies  o f th e se  cu rre n c ie s  o r the 
d em an d s to  h o ld  th em . M ore sp ecifica lly , exch an g e  
rates re flect a n tic ip a ted  relative in fla tio n  ra tes th a t are 
g en era ted  by  b o th  p ast an d  e x p e cte d  fu tu re p o licy  
a c tio n s  o f th e  co u n trie s  involved. T h erefo re , cu rre n c ie s  
o f co u n trie s  w ith  lo w er e x p e c te d  in fla tio n  ra tes are 
c h e a p e r  to  h o ld  an d  are  in  g re a te r d em an d  th a n  th o se  
o f co u n trie s  w ith  h ig h e r  in fla tio n  rates, all o th e r  th ings 
equ al. C o n seq u en tly , it fo llow s from  PPP th a t c u rre n 
c ies  o f h ig h er-in fla tio n  co u n trie s  ten d  to  d ep recia te  
relative to  th o se  o f  low er-in fla tion  co u n trie s .

T h e  d ifferent im p acts  o f s terilized  an d  u n sterilized  
in terv en tion  o n  th e  e x ch a n g e  ra te  ca n  b e  an alyzed  in 
te rm s o f  th e se  tw o ch a ra c te r is tic s . S u p p ose , as o u t
lin ed  above, th a t e ith e r  th e  F ed  o r  th e  B u n d esb an k  
p u rch a se s  DM w ith  U.S. d ollars. T h is  tra n sa ctio n  in 
c re a se s  th e  sh o rt-ru n  flow  d em an d  fo r DM relative to 
th e  su p p ly  o f  DM a n d  sh o u ld  resu lt in  an  ap p recia tio n  
o f  th e  DM, all o th e r  th in g s eq u al. T h is  im p a ct w ill be  
on ly  tran sito iy , how ever, u n le ss  th e  ce n tra l b an k  c o n 
tin u es to  p u rch a se  DM d ay a fter day, th ereb y  m a in ta in 
ing th e  h ig h er flow  d em an d  fo r DM.

M ore im p ortantly , s in c e  th is  tra n sa c tio n  is u n steril
ized , it ca u se s  th e  U.S. m o n ey  su p p ly  to  rise  an d  the 
G erm an m o n ey  su p p ly  to  fall. If large en ou gh , th is 
in terv en tion  h as  tw o p o ten tia l e ffects : a  tra n sie n t effect 
o n  th e  cu rre n t m ark ets  for th e  tw o cu rre n c ie s  an d  a 
p e rm a n e n t e ffect o n  e x p e c te d  fu tu re  relative in flation  
ra tes. O th er th in gs equ al, th e  resu ltin g  ex ce ss  su p p ly  o f 
U.S. m o n ey  in  th e  U nited  S ta tes an d  e x c e s s  d em an d  for 
G erm an m o n ey  in  G erm any w ill ca u se  th e  tw o c o u n 
tr ie s ’ m o n ey  m ark ets  to  c le a r  a t lo w er an d  h ig h er rates 
o f  in terest, resp ectiv ely . T h is  im m ed iate , bu t tran sitory , 
e ffect w ill ca u se  th e  d o llar to  d ec lin e  relative to  th e  DM 
as G erm an a sse ts  tem p o rarily  have h ig h er y ie ld s  th an  
U.S. a ssets .

W h e th e r th is  e ffect o n  th e  e x ch a n g e  rate  is lastin g  or 
tran sien t, how ever, d ep en d s  cru cia lly  on  th e  e x p e c ta 
tio n s o f in vestors h o ld in g  U.S. an d  G erm an a ssets . If 
th e se  ex p e cta tio n s  a re  u n ch an g e d , individ uals ho ld in g  
U.S. a sse ts  w o u ld  sell th e m  —  driving u p  th e ir  y ie ld s  —  
an d  buy G erm an asse ts  —  d ep ress in g  th e ir  y ie ld s  —  
th ereb y  ten d in g  to  offset th e  centred b a n k ’s actio n s. 
T h at is, ju s t as a sin gle private individual in  a co m p e ti
tive m arket ca n  have n o  effect o n  a sset p rice s  by  h is 
sa les  o r  p u rch a ses , so  even ce n tra l b an ks w ill n ot affect

a sse t p rice s  u n le ss  th e ir  activity  is su b sta n tia l o r  th e ir  
a c tio n s  affect m arket e x p e cta tio n s .

T h is  in terv en tion  m ay affect m arket e x p e cta tio n s  
about relative asset y ie ld s an d  p rices  if m arket p artic i
p an ts  in terp re t th e  e x p a n sio n  o f th e  U.S. m o n ey  su p p ly  
as an  in d ica to r  o f a  p e rm a n e n t in cre a se  in  th e  ra te  o f 
m o n etary  gro w th  p la n n e d  by  th e  Fed . S u ch  e x p e c ta 
tio n s o f fu rth er e asin g  o f U.S. m o n etary  p o licy  will 
ca u se  m arket p a rtic ip a n ts  to  a n tic ip a te  in cre a se s  in 
th e  ra te  o f  U.S. in fla tio n  relative to  G erm an  inflation . 
T h e s e  e x p e cta tio n s  o f  relatively  h ig h e r  fu tu re  U.S. in fla
tio n  w ill d e cre a se  th e  d esire  o f fo reig n ers to  h o ld  d o l
lars s in ce  th ey  e x p e c t th e  d o lla r ’s p u rch a sin g  p o w er to 
co n tin u e  to  fall. C o n seq u en tly , th e  DM value o f  th e  
d o llar w ill d ep rec ia te  at a rate  eq u al to  th e  d ifferen ce  
b etw een  th e  n o w  h ig h e r a n tic ip a ted  rate  o f in flation  in 
th e  U nited  S ta tes a n d  th a t in  G erm an y . 1 1

If th e  in terv en tio n  is  sterilized , its im m ed ia te  im p act 
is th e  sam e a s  th a t fo r u n steriliz e d  in terv en tio n ; th a t is, 
it g e n era tes  a tem p o rary  in cre a se  in  th e  flow  d em an d  
for DM . T h e  n e t e ffect o f th is  s terilized  in terv en tion  is 
sim ply  th at private p o rtfo lios w ill co n ta in  m o re  d ollar- 
d en o m in ated  a n d  few er D M -d en o m in ated  secu ritie s ; 
n e ith e r  co u n try ’s m o n ey  su p p ly  w ill b e  affected . C o n 
seq u ently , it is n o t c le a r  w h a t lastin g  im p a ct th is  typ e o f 
in terven tion  w ill have o n  th e  DM /dollar e x ch a n g e  rate.

B eca u se  sterilized  in terv en tio n  e n ta ils  a  su b stitu tio n  
o f d o lla r-d en o m in ated  se cu ritie s  fo r D M -d en o m in ated  
o n es, how ever, th e  e x ch a n g e  ra te  w ill b e  p e rm an en tly  
a ffected  on ly  if th e  in v estors view  d o m e stic  an d  foreign 
secu rities  as  b e in g  im p e r fe c t  su b stitu te s . If th is  is th e  
case , in vestors w ill b e  u n w illing  to  ho ld  th e  n ew  p o rt
folio at u n ch an g e d  e x ch a n g e  an d  in te rest rates. In fact, 
at th e  original e x ch a n g e  a n d  in te re s t rates, an  e x ce ss  
d em a n d  fo r D M -d e n o m in ate d  se cu ritie s  w ill a rise. 
C o n seq u en tly , in vestors w ill a tte m p t to  acq u ire  ad d i
tional D M -d en o m in ated  se cu ritie s  in  o rd e r to  re tu rn  
th e ir  portfo lios to  th e  d esired  p ro p o rtio n  o f d ollar- 
d en o m in ated  secu ritie s , th ereb y  p lacin g  dow nw ard  
p ressu re  o n  th e  DM value o f th e  d ollar.

If in vestors co n s id e r  th e se  secu ritie s  to  b e  p e r fe c t  
su b stitu tes, o n  th e  o th e r  h an d , n o  ch a n g e  in  e ith e r  th e

"T h is  discussion is oversimplified in that it isolates only two curren
cies and the exchange rate between them. In the real world, there 
are numerous currencies and exchange rates. Attempts to affect the 
exchange rate between any pair of currencies necessarily affect not 
only the exchange rate between this pair, but all other exchange 
rates as well. Consequently, intervention to move one exchange 
rate in a desirable direction or to calm fluctuations in that exchange 
rate may cause another exchange rate to move in an undesirable 
direction or to become more volatile.
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exch an g e  ra te  o r  in  in te re s t ra tes w ill b e  n e ce ssa ry  to  
m otivate investors to  h o ld  th is portfo lio . In  sum m ary, 
w h en  tw o d o m e stic  m o n ey  su p p lies  have b e e n  u n 
affected  by an  in terv en tion  activity, th e  in terv en tion  
ca n  have a  p e rm a n e n t im p a ct o n  th e  exch an g e  rate  
on ly  if foreign  an d  d o m e stic  secu ritie s  a re  im p erfect 
su b stitu tes.

INTERVENTION AND DOMESTIC  
MONETARY POLICY

T h e  foregoing  d iscu ss io n  h a s  e m p h asized  th a t th e  
re la tio n sh ip  b e tw ee n  d o m e stic  m o n etary  p o licy  an d  
in terv en tion  d ep en d s  o n  w h e th e r  th e  in terv en tio n  is 
sterilized . D o m estic  m o n etary  p o licy  c a n n o t b e  c o n 
d u c te d  in d e p e n d e n tly  o f  u n ste r iliz e d  in te rv e n tio n  
s in ce , as d iscu sse d  above, it is ta n ta m o u n t to c o n d u c t
ing m o n etary  p o licy  th ro u g h  foreign exch an g e  m arket 
o p era tio n s. T h u s, th e  exch an g e  rate  is a  th ird  a ltern a 
tive m o n etary  target variable to  th o se  m o re  freq u en tly  
co n sid ere d  —  nam ely , m o n etary  aggregates o r  in te rest 
rates.

B e ca u se  th e re  c a n  b e  on ly  o n e  m o n etary  p o licy  
stan ce , th e  ro le  o f  u n sterilized  in terv en tion  d ep en d s 
cru cia lly  o n  th e  im p o rta n ce  th at p o licym ak ers p lace  
on  th e  exch an g e  ra te  as an  ob jectiv e  fo r m o n etary  
policy . In p articu lar, th e  u se  o f  u n sterilized  in terv en 
tion  n ecessarily  im p lies th a t th e  m o n etary  au th ority  
p la ces  relatively m o re im p o rta n ce  on  red u cin g  the 
risks an d  real e c o n o m ic  d is tu rb a n ces  asso c ia ted  w ith  
ex ch an g e rate  m o v em en ts th an  ach iev ing  d o m e stic  
targets for in flation  an d  u n em p lo ym en t. T h e  m an ip 
u la tion  o f m o n etary  p o licy  to  ach iev e exch an g e  rate 
ob jectiv es inevitably  w ill co n flic t —  o cca s io n a lly  or 
fre q u e n tly  —  w ith  th e  p o lic y  s ta n c e  re q u ire d  to  
ach ieve th e se  d o m e stic  ob jectiv es.

F u rth e rm o re , e x c h a n g e  ra te  m o v e m e n ts  m ay  be 
m otivated  n ot on ly  by ch a n g e s  in  th e  d esire  to hold  
d o m estic  cu rre n cy  (w hich  p ro bab ly  sh o u ld  b e  offset 
by ch an g es in  th e  d o m estic  m o n ey  supply), bu t a lso  by 
a h o s t o f  o th e r  facto rs, e sp ec ia lly  th e  p o lic ie s  fo llow ed 
b y  foreign  p o licy m ak ers. D irectin g  d o m e stic  m o n etary  
p o licy  at an  exch an g e  ra te  target, th e n , su b je c ts  th e  
d o m e stic  e co n o m y  to  d is tu rb a n ces  from  b o th  d o m e s
tic  an d  foreign  so u rce s . C o n seq u en tly , th e  m o n etary  
au th o rity  lo ses  its ab ility  to  co n tro l its ow n m o n ey  
su p p ly  in d e p e n d en tly  o f foreign  events.

T h e  d esire  to  in flu e n ce  e x ch a n g e  ra te  m o vem en ts 
w ith o u t lo sin g  co n tro l o f  th e  d o m e stic  m o n ey  su p p ly  is 
th e  prim ary  m otiv ation  fo r u sin g  sterilized  in terv en 
tion . W h e th e r a m o n eta ry  a u th o rity  c a n  sep ara te  e x 

ch an g e  rate  m an ag e m e n t from  m o n ey  s to ck  con tro l, 
how ever, d ep en d s  on  w h e th e r  ce rta in  co n d itio n s  are 
m et. First, in te rn a tio n a l a sse ts  (in clu d in g  cu rren cies) 
m u st b e  im p erfect su b stitu te s . Seco n d , th e  m agnitu de 
o f  s terilized  in terv en tio n  u n d e rtak e n  m u st b e  large 
en o u g h  —  given th e  d eg ree  o f  im p erfect su b stitu tab il
ity —  th a t m arket p a rtic ip a n ts  c a n n o t u n d o  th is  effect 
b y  engaging in  offsettin g  tra n sa ctio n s.

SOME EVIDENCE ON THE  
EFFECTIVEN ESS O F INTERVENTION

A ssessin g  th e  efficacy  o f  in terv en tio n  is d ifficu lt b e 
ca u se  d ata  o n  ce n tra l b an k  in terv en tio n  are  n o t m ad e 
available; in  co n tra st to  d o m e stic  ce n tra l b an k  tra n sa c 
tion s, w h ich  are  rep o rted  in  great d etail, in tern atio n al 
tra n sa c tio n s  are  rep o rted  on ly  in  a n o n -sy stem atic , 
su m m ary  form . T h re e  p ie ce s  o f qualitative evid ence, 
how ever, ca n  b e  u se d  to  gauge th e  likely effectiveness 
o f  in terv en tion . T h e  first is an  in d ire ct a ssessm e n t 
o b ta in ed  by co n sid erin g  a d o m e stic  p o licy  exp erim en t, 
som ew h at an a log ou s to  sterilized  in terven tion , w h ich  
o ccu rre d  in  th e  early  1960s. T h e  se c o n d  is an  a sse ss 
m en t o f th e  p o ten tia l for th e  U.S. m o n etary  au th orities  
to  in flu en ce  th e  foreign  e x ch a n g e  m arket by  co m p a r
ing th e  vo lu m e o f a sse ts  an d  th e  rate  o f  tra n sa ctio n s  in 
th e se  m arkets by  private in vestors w ith  th e  m o n etary  
a u th o rity ’s h o ld in gs an d  activ ities. T h e  th ird  is a  d irect 
a ssessm e n t o f U.S. an d  o th e r  ce n tra l bank  in terven tion  
activity  revealed  in  a w orking  gro u p  stu d y  p re p a re d  for 
th e  1983 W illiam sburg  E co n o m ic  Su m m it M eeting.

An Analogous Policy: Operation Twist
A h isto rica l exam p le  o f a  d o m e stic  p o licy  e x p e ri

m e n t by  th e  F ed era l R eserve th a t is s im ila r to  sterilized  
in terv en tion  is “O p eratio n  T w ist.” D uring  1 9 6 1 -6 2 , th e  
Fed eral R eserve so ld  sh o rt-te rm  U.S. secu ritie s  an d  
u se d  th e  p ro ce e d s  to  b u y  lo n g -term  U.S. secu ritie s ; as 
w ith  s te r iliz e d  in te rv e n tio n , th e  tra n sa c t io n s  w ere  
offsetting so  th a t th e  m o n ey  su p p ly  w as u n ch an g ed . 
T h e  re s u lt in g  in c r e a s e  in  s h o r t - te rm  g o v ern m e n t 
secu ritie s  an d  th e  co n c o m ita n t d ec lin e  in  lon g -term  
gov ern m en t se cu ritie s  in  private p o rtfo lios w ere  in 
te n d ed  to  ra ise  th e  y ie ld  o n  sh o rt-te rm  secu ritie s  an d  
low er th e  y ie ld  o n  lo n g -term  secu rities , thu s, “tw ist
in g ” th e  term  s tru c tu re . 1 2

In  th is  effort, th e  first co n d itio n  d iscu sse d  above w as 
m et —  nam ely , lo n g -term  se cu ritie s  b e a r  h ig h er in 
te re st ra te s  th a n  sh o rt-te rm  secu rities , and , th u s, th e

,2See Malkiel (1966), pp. 219-43.
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C hart 1

Relative Stocks of H old ings of Foreign Assets
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NOTE: D irect investm ent da ta  p r io r to 1977 do not re flec t 1977 benchmark revision.

tw o a ssets  are im p erfect su b stitu tes. Yet, th e  effort is 
generally  ju d g ed  to  have failed prim arily  b eca u se  the  
p o licy  w as n o t e x e cu te d  v igorously  e n o u g h .1 3  T h e  
p o in t (as em p h asized  by M alkiel) is th at a cen tra l bank 
p o licy  o f affecting  th e  term  stru ctu re  for in terest rates 
d e p e n d s , fo r  its  e ffe c tiv e n e ss , o n  tw o p o in ts : th e  
b an k ’s ab ility  to  affect sign ificantly  th e  relative su p p lies 
o f sh ort- an d  long-term  fin an cia l a ssets  an d  its  w illing
n e ss  to do so. In  th is  ca se  o f in terv en tion  in  d o m estic  
a sset m arkets, th e  ex ten t o f th e  activity  w as in ad eq u ate  
to have any sign ificant im p act.

Sim ilarly, w h en  sterilized  in terv en tion  in  foreign  ex 
ch an ge  m arkets is u n d ertak en , th e  im m ed iate  d istrib u 

13As Johnson (1963), cited in Malkiel, p. 234, concludes:
Whatever might have been expected of this policy. . .  it was not in fact 
pursued in any effective sense. As a result primarily of Treasury fund
ing operations, the maturity of the debt in the hands of the public has in 
fact been lengthened appreciably, instead of shortened as the policy 
would require.

tion  o f cu rre n c ie s  an d  secu ritie s  d en o m in ated  in  th o se  
cu rre n cie s  is a ltered ; tw o m arket activities, how ever, 
are  th e re b y  set in  m o tio n  th a t te n d  to  u n d o  any  
im p act on  relative in te res t rates an d  th e  exch an g e  rate. 
First, private e n tities  —  banks, prim arily, b u t a lso  in d i
vidual trad ers —  sell o r  b u y  secu ritie s  d en o m in ated  in  
the  cu rre n c ie s  th at have b ee n  affected . Seco n d , actu al 
cu rren cy  flow s an d  o p tio n s to bu y  o r  sell cu rre n c ie s  or 
forw ard co n tra c ts  are ch an g ed . T h u s, u n le ss  th e  c e n 
tral b ank  is p rep ared  to  take su fficien t a ctio n s  to a lter 
m arket e xp ecta tio n s , it w ill b e  u n likely  to affect th e  
exch an g e  ra tes  b y  sterilized  in tervention .

The Potential: Foreign Asset Holdings 
and the Size o f  the U.S. Foreign 
Exchange Market

T h e  likelihood  th a t in terv en tion  ca n  affect exch an g e  
rates m ay be  a ssesse d  b y  co m p arin g  e ith e r  private an d
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C h a r t  2

Relative Investment Flows into Foreign Assets

1 9 7 3  1 9 7 4  1 9 7 5  1 9 7 6  1 9 7 7  1 9 7 8  1 9 7 9  1 9 8 0  1 9 8 1  1 9 8 2
S o u r c e s :  B o a r d  o f  G o v e r n o r s  of the F e d e r a l  R e s e r v e  S y s te m  a n d  U.S. D e p a r tm e n t  of C o m m e r c e

Q  A n n u a l  rate.

[2 P o s i t i v e  v a l u e s  a r e  p u r c h a s e s  of  do l la r s .
N O T E :  D i r e c t  i n v e s t m e n t  d a t a  p r i o r  t o  1 9 7 7  d o  n o t  r e f l e c t  1 9 7 7  b e n c h m a r k  r e v i s i o n .

cen tra l b an k  foreign  a sset h o ld in gs o r  cen tra l b ank  
activity an d  th e  s ize  o f  m arkets  for foreign exch an g e. 
T h e  re lev an ce  o f  foreign  a sset h o ld in gs is th a t ch an g in g  
an y  sin gle e x ch a n g e  rate  ch a n g e s  th e  p rice  o f th e se  
a sse ts  in  tw o o r  m o re  cu rre n c ie s . C o n seq u en tly , e x 
ch an g e  ra te  m o v em en ts ca u se d  by  in terv en tio n  m ay  be 
p re su m ed  to  in d u ce  sh ifts  in  d esired  p o rtfo lios o f 
asse ts  —  th a t is, flow s o f  a sse t sa les  an d  p u rch a ses  
th at ten d  to  offset su c h  ch an g es.

C hart 1 sh ow s th e  sto ck s  o f foreign  asse ts  h e ld  by 
U.S. individ uals an d  in stitu tio n s , U.S. a sse ts  h e ld  by 
private fo reig n ers, a n d  th e  fo reign  reserv es (m inus 
gold) o f  th e  U.S. Fed era l R eserve System  an d  th e  T re a 
sury. It is  c le a r  th a t private investors h o ld  a m u ch

larger sh are  o f a sse ts  trad ed  in  in tern a tio n a l m arkets 
th an  d o  th e  F ed  an d  th e  U.S. T reasu ry . C o n seq u en tly , 
to ch an g e  th e  p rice  at w h ich  th e se  a sse ts  are  valued 
w ould  req u ire  very aggressive in terven tion .

M any have arg u ed  th a t th e  p rim ary  im p a ct o f  in 
terv en tion  is o n  th e  flow  d em an d s fo r th e  cu rre n c ie s  
involved. If so, o n e  sh o u ld  co m p a re  th e  flow s o f  tra n s 
a c tio n s  in th e se  m ark ets  ra th er  th an  a sset h o ld in g s . 14  

F ro m  th is  p ersp ectiv e , co n s id e r  ch a rt 2 —  tra n sa ctio n s 
in in tern atio n al m ark ets. C o m p arin g  th e  rate  o f ac-

1 "This leaves aside, for the moment, the indirect effect of intervention 
through changes in expectations of future central bank policy, which 
will be considered later.
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Table 1
Market Volume in Foreign Currency Transactions and Federal 
Reserve-Treasury Combined Intervention (millions of dollars)

Foreign Currency Transactions by U.S. Commercial Banks

April 1977 March 1980 April 1983
(44 banks) (90 banks) (119 banks)

All banks surveyed
Monthly average $106,400 $491,300 $702,500
Daily average 5,300 23,400 33,500

Banks in 1977 survey $103,100 $325,800 $432,600
(41 banks) (41 banks) (40 banks)

Banks in 1980 survey N/A $484,000 $648,200
(87 banks) (87 banks)

Combined Intervention by the Federal Reserve and U.S. Treasury

February-July February-July February-July
1977 1980 1983

Total sales of currency $212.4 $3,982.7 0
Monthly average 35.4 663.8 —
Daily average1 1.8 33.2 —

Total purchases of currency $150.7 $6,266.9 $254.12
Monthly average 25.1 1,044.5 —
Daily average1 1.3 52.2 42.4

Major episodes during period April 15-May 4 Mid-March-April 8 July 29-August 5
Sold $34.8 DM Purchased

$1,396.2

N/A Not available
NOTE: Equivalent dollar values converted using exchange rates prevailing at date of transaction. 
’ Assumes 20 business days in the average month.
2Because the only transactions during the period were between July 29 and August 5, the period 
considered includes August 1-5. Consequently, the monthly average calculation is not applicable and 
the daily average is calculated only for these six days on which intervention took place.

SOURCES: Federal Reserve Bulletin, September 1977, September 1980, September 1983; Press 
Release, Federal Reserve Bank of New York, July 12, 1977, and June 23, 1980, and 
"Summary of Results of U.S. Foreign Exchange Market Turnover Survey Conducted in 
April 1983,” Federal Reserve Bank of New York, September 8, 1983.

q u isition  o f foreign  a sse ts  by U.S. in vestors w ith  th e  rate 
o f in terv en tion  by U.S. m o n etary  a u th o rities  (co m bin ed  
U.S. T re a su ry  an d  F e d e ra l Reserve) c learly  d em o n 
s tra te s  th a t th e  p rivate U.S. in v estm en t activity  on  
an  an n u a l b asis  sw am p s th a t o f  th e  au th o rities , and, 
in  fact, so  h as  th e  ra te  o f p u rch a se  o f U.S. a sse ts  by 
foreigners in  re ce n t years.

A nother, p e rh a p s even m o re  relevant, co m p ariso n  
w o u ld  b e  th e  tra n sa c tio n  ra tes  over in tervals sh o rter 
th a n  a y ear. T h at is, it m ight b e  argu ed  th a t ch a rt 2 
sh ow s n e t figures over an  irrelevantly  long  tim e p eriod : 
w h at m atters  is th e  g ro ss vo lu m e o f tra n sa ctio n s  in, 
say, a  m o n th  o r  a day. F rom  th is  p ersp ectiv e , co n s id e r  
th e  d ata  in  tab le  1 , w h ich  rep o rts  th e  tu rn ov er s ta tis tics

for U.S. ban k s engaging  in sig n ifican t v o lu m es o f foreign 
cu rre n cy  tra n sa c t io n s . 1 5  As th e  tab le  show s, b o th  th e  
volu m e (in th e  ob served  m o n th ) p e r  b an k  an d  th e  
n u m b e r o f b an k s w ith  sign ifican t involvem ent in  fo r
eign cu rre n cy  m arkets  have risen  d ram atica lly  s in ce  
1977. T h e  to ta l vo lu m e h as  risen  sevenfold , co m p risin g  
a q u ad ru p lin g  in  th e  p er-b an k  volu m e (in d ica ted  by 
th e  ch a n g e s  in  th e  activity  o f th e  b an k s originally  su r
veyed in  1977) an d  a trip lin g  (from  4 4  to  119) o f th e  
n u m b e r o f b an ks actively  p artic ip a tin g  in  foreign  cu r-

15The data in the first half of table 1 are from periodic surveys of U.S. 
banks that engage in significant foreign exchange market transac
tions. These surveys are conducted by the Federal Reserve Bank of 
New York. For more details about these surveys, see Revey (1981).
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re n cy  m arkets. I f  th e  volu m e in  co n tra c ts  d u ring  April 
1983 is ex p resse d  in  a d aily  average form , th e  m arket in 
U.S. b an k s a lo n e  is ab o u t $33.5 b illion . A lm ost tw o- 
th ird s o f th e se  co n tra c ts  are  sp o t cu rre n cy  exch an g es.

In  co m p ariso n , th e  tab le  a lso  rep o rts  th e  co m b in ed  
Fed eral Reserve-U .S. T reasu ry  in terv en tion  fo r th e  full 
s ix -m o n th  p erio d  co n ta in in g  e a ch  o f th e  th ree  survey 
d ates along  w ith  rep resen ta tiv e  e p iso d es o f s ign ificant 
U.S. in terven tion . As even a cu rso ry  review  o f th e  data 
reveals, U.S. in terv en tion  activity  h as b e e n  trivial re la 
tive to  th e  volu m e o f b an k  trad in g  in  cu rre n c ie s ; only  
rarely  h as in terv en tion  b e e n  m o re  th an  a tiny  fractio n  
o f th e  private m arket vo lu m e. C o n seq u en tly , th e  n o tio n  
th at th e  ce n tra l b an k  h as in flu en ced  th e  m arket p rice  
o f cu rre n c ie s  —  th e ir  exch an g e  ra te  —  p u rely  by  affect
ing th e  flow  volu m e o f e x ch a n g e  is in co n s iste n t w ith  
th e  re ce n t record .

Some Direct Evidence: Report o f  the 
Working Group on Exchange 
Market Intervention

C entral b an k  in terv en tio n  —  w h e th e r  in  d o m estic  
a sset m arkets  o r  in te rn a tio n a l cu rre n cy  m ark ets —  ca n  
b e  effective on ly  if  th e  m arket is co n v in ced  th a t th e  
m o n etary  au th o rity  is b o th  ab le  an d  w illing to  affect th e  
flow s o f tra n sa ctio n s. In  view  o f th e  grow ing size  o f 
private cu rre n cy  m arkets  an d  th e  co n flic t w ith  d o m e s
tic in flation  p o lic ie s  th a t effective in terv en tion  w ould  
requ ire, su ch  an  effect o n  m arket e x p e cta tio n s  also  
seem s to  b e  b ey on d  th e  grasp  o f  th e  U.S. au th o rities .

Su p p ort for th is  c o n c lu s io n  is provided  b y  th e  stu d y 
o f exch an g e  m arket in terv en tio n  co n d u cte d  by  th e  
w orking gro u p  e sta b lish e d  at th e  V ersailles Su m m it in  
1982 .16 T h is  re p o rt is e sp ec ia lly  sign ifican t s in ce  it 
re p re sen ts  th e  m o st co m p re h en siv e  analysis o f th e  
m otives, m eth o d s an d  im p acts  o f cen tra l b ank  in te r
vention  in  foreign exch an g e  m arkets th at h as  b een  
c o n d u cte d  u sin g  a ctu a l in terv en tion  data  —  d ata  u n 
available to m o st re sea rch ers .

W hile th e  w orking gro u p  fo u n d  th at sterilized  in 
terven tion  is n o t to tally  ineffective, its e ffect w as m u ch  
sm aller  th an  th a t o f  u n steriliz e d  in te rv e n tio n .1 7  F u r
th erm o re , th e  gro u p  fo u n d  th a t in terv en tio n  co u ld  be 
effective in  th e  face  o f p e rs is te n t m arket p re ssu re s  only  
if it w as s u p p o rte d  by  co m p le m e n ta ry  ch a n g e s  in

16Report of the Working Group on Exchange Market Intervention 
(1983). What follows is a synopsis of the major conclusions drawn in 
this report.

1 Additional support, at least for Germany, is provided by Obstfeld 
(1983), pp. 184-85, as he concludes that:

d o m e stic  policy , e sp ecia lly  m o n etary  p o licy . W h en  in 
c o n s is te n c ie s  have a risen  b e tw ee n  d o m e stic  p o licy  
a n d  ex ch an g e  ra te  o b jectiv es, th e  gro u p  fo u n d  th at 
in terv en tion  (co u n te r  to  th e  goals o f  d o m e stic  policy) 
w as freq u en tly  u se less  an d  even co u n terp ro d u ctiv e  in 
th e  a b se n c e  o f  su p p o rtiv e  d o m e stic  p o licy . C o n se 
qu ently , th e  m in isters , in  th e ir  sta te m e n t re leased  w ith  
th e  w orking g ro u p ’s rep ort, d ow n p lay ed  th e  im p o r
ta n ce  o f  s terilized  in terv en tio n  as a sep ara te  p o licy  
tool:

We have reached agreement [that], under the present 
circum stances, the role of [sterilized] intervention can 
only be lim ited .. . .  Intervention will normally be useful 
only w hen com p lem enting  and supporting other 
policies . 18

CONCLUSION

M ost d iscu ss io n s  o f th e  effectiv en ess o f  ce n tra l bank 
in terv en tion  fo cu s o n  e x p e cta tio n s  o f m arket p artic i
p an ts  an d  h ow  in terv en tio n  a lters  th em . Yet, even if th e  
ce n tra l b an k  is cap ab le  o f  a lterin g  m arket e x p e cta tio n s  
ab o u t its  fu tu re  p o lic ies , su ch  a ch a n g e  c a n  b e  b rou gh t 
ab o u t on ly  if th e  m ark et is co n v in ced  th a t o th e r  po licy  
goals —  th e  d o m e stic  in fla tio n  rate , level o f  in terest 
rates, stab ility  o f  d o m e stic  cre d it m arkets, e tc . —  are 
su b o rd in a te  to  e x ch a n g e  rate  m an ip u la tio n . F o r th e  
U nited  S tates, at least, su ch  a p o licy  s ta n ce  w ou ld  n o t 
b e  cred ib le . T h u s, th e  efficacy  o f exch an g e  rate  in 
terven tion  w ould  see m  to  b e  d im in ish ed  greatly  by  th e  
p u b lic ’s know led ge o f  th e  p rim acy  o f  o th e r  m o n etary  
p o licy  o b je c tiv e s . 19

The model's verdict was that the Bundesbank has little if any power to 
influence the exchange rate over that time span [one month] without 
altering current or expected future money-market conditions [i.e., with
out conducting unsterilized intervention],

18Statementonthe Report of the Working Group on Exchange Market 
Intervention (1983), p. 2.

19Consider again the view of former Bundesbank President Em- 
minger (Bank for International Settlements [1982], pp. 5-6):

To sum up: Exchange rate policies cover a wide spectrum: from simply 
'having a view’ on the exchange rate to smoothing out disorderly 
conditions' to avoiding excesses which are palpably far out of line with 
fundamentals and are disturbing. The instruments range from interven
tion to interest rate policy, general monetary and other economic 
policies, and to official borrowing or lending.

There is also a wide spectrum in the use of such policies from country to 
country. This is partly a question of size. For the United States, there is 
quite certainly no other solution but free floating. The problems of a 
more active exchange rate policy are mainly relevant for middle-sized 
industrial countries. It is therefore natural and understandable that the 
attitude towards exchange rate policy differs between the United 
States and other industrial countries.

There is also another important difference, which makes the United 
States a special case. Other industrial countries usually take the dollar 
as yardstick and intervene against the dollar. For the United States, it is 
more difficult to decide against which individual currencies they should 
measure the value of their currency, and against which to intervene in 
case of need. This is one of the several problems on which the oft- 
requested joint and concerted intervention policy would founder.
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Dutch Disease or Monetarist 
Medicine?: The British Economy 
under Mrs. Thatcher
K. Alec Chrystal

TJ L  HE p e rfo rm an ce  o f th e  B ritish  e co n o m y  over th e  
p ast five y ears  h as b e e n  th e  o b je c t  o f w orldw id e cu rio s 
ity. M u ch  p u b lic ity  h as  b e e n  fo cu se d  o n  th e  govern
m e n t o f M argaret T h a tc h e r  an d  h e r  ap p aren tly  rad ical 
d ep artu re  from  th e  p o lic ie s  p u rsu e d  by  h e r  p re d e 
c e s s o rs . 1  T h is  a lleged  p o licy  d ep artu re  is so m etim es 
co n sid ere d  a "m o n e ta ris t e x p e rim e n t . ” 2  C h art 1 illu s
tra tes  so m e o f th e  m a jo r  m a cro e co n o m ic  ch an g e s in  
B ritain  s in ce  M rs. T h a tc h e r ’s e le c tio n  to  Prim e M in is
ter. In flation  first ro se  th ro u g h  1980, th e n  fell by 1983 to 
its low est level s in ce  th e  m id -1960s. In  co n trast, u n e m 
p loy m en t ro se  a fter 1979 to its h ig h est level s in ce  th e  
1930s. By th e  en d  o f 1983, u n em p lo y m en t w as m o re 
th an  d ou b le  th a t fo llow ing  th e  previou s w o rst re c e s 
sion  (1973-75) in  th e  p o stw ar p eriod .

C ritics o f M rs. T h a tc h e r  c la im  th a t th e se  events are 
prim arily  th e  resu lt o f th e  tight aggregate d em an d  
(m onetarist) p o lic ie s  o f h e r  gov ern m en t and , fu rther, 
th a t th e  p rice  p a id  fo r re d u cin g  in flation  h a s  b e e n  too

K. Alec Chrystal, professor of economics-elect, University of Shef
field, England, is a visiting scholar at the Federal Reserve Bank of St.
Louis. Leslie Bailis Koppel provided research assistance.

1Mrs. Thatcher came to power five years ago on May 3, 1979. She 
was reelected for a second term in June 1983 and may stay in office 
until June 1988 without recourse to a further general election.

2See, for example, Gould, Mills and Steward (1981), Kaldor (1982), 
and Buiter and Miller (1981).

high. T h e  p u rp o se  o f  th is  p a p e r is to  p o in t ou t th at th is 
in terp re ta tio n  o f events is m islead ing .

An im p o rtan t fea tu re  o f th e  ch an g in g  em p lo y m en t 
levels in Britain has b een  that job  losses occu rred  alm ost 
en tirely  in  th e  m an u factu rin g  sec to r . In  1979, th is  s e c 
to r provided ab o u t 28  p e rce n t o f  to ta l em p loy m en t. 
B etw een  th e  e n d  o f 1978  a n d  th e  e n d  o f 1982, th e re  w as 
a 1.4 m illion  rise  in  th e  n u m b e r o f  u n em p lo y ed . Over 
th e  sam e p eriod , th e  n u m b e r  em p loy ed  in  m an u fac
tu rin g  in d u stries  fell b y  1.5 m illion . T h is  jo b  lo ss  ca n  be 
tra ce d  to  a su b stan tia l an d  su sta in e d  co lla p se  o f m a n u 
factu ring  p ro d u ctio n  (chart 2) b etw een  late  1979 and  
th e  en d  o f 1980.

T h u s, any  e x p lan atio n  o f u n em p lo y m en t’s s teep  rise 
in  B ritain  m u st be  ab le  to  e xp la in  th e  co lla p se  in th e  
m an u factu rin g  secto r, a  co lla p se  th a t w as e ssen tia lly  
co m p le te d  w ith in  18 m o n th s  o f M rs. T h a tc h e r  taking 
office. N eith er m o n eta ry  n o r  fisca l p o licy , a lo n e  or 
taken  to geth er, h a s  b e e n  so  tight as  to  exp la in  su f
ficien tly  w h at h a s  h a p p e n e d  in  B rita in . R ather, a  m o re 
likely co n trib u to r  to  u n em p lo y m en t co m e s  from  the 
stru ctu ra l ch a n g e s  in  th e  B ritish  e co n o m y  ca u se d  by 
N orth Sea oil p ro d u ctio n . T h e  scen a rio  is n ow  w idely 
term ed  th e  "D utch D isease ," so -ca lled  b e ca u se  o f  th e  
negative im p act th a t D u tch  oil a n d  gas p ro d u ctio n  had  
o n  e m p lo y m e n t a n d  o u tp u t in  th e  n o n -o il trad ed  
g ood s s e c to r  o f  th e  N e th e rlan d s’ eco n o m y .
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C h a r t  1

inflation and Unemployment
Inflation Inflation
Percent Percent

Unemployment
Percent
Quarterly in fla tion calculated as ((C P Ij/C P I^) -1)) * 100.

Annual averages are taken from quarterly figures fo r in fla tion 
and from m onthly figures fo r unemployment.

B efore d iscu ss in g  th e  im p a ct o f N orth Sea oil p ro 
d u ctio n  on  th e  B ritish  eco n o m y , how ever, it is n e c e s 
sary  to  sh o w  w h y  tw o o th e r  w id ely  c la im ed  ca u se s  —  
B ritish  p o lic ie s  an d  th e  w orld w id e re ce ss io n  —  are 
in ad eq u ate  exp lan atio n s.

BRITAIN B EFO R E THATCHER

M a cro e co n o m ic  p o licy  in  th e  1950s an d  1960s w as 
d o m in ated  b y  th e  co m m itm e n t to  m ain ta in  a fixed 
ex ch an g e  rate . F isca l p o licy  w as u se d  to  stim u late  th e  
eco n o m y  w h en ev er th e re  a p p eared  to  b e  slack ; e x p a n 
sion, o n  th e  o th e r  h an d , w as co n stra in e d  by  th e  b a l
a n ce  o f p ay m en ts . P eriod ic  ru n s o n  B rita in ’s foreign 
exch an g e  reserves led  to  p o licy  reversals, cau sin g  a 
bu d g etary  cy c le  o f e x p a n sio n  an d  co n tra c tio n  that 
earn ed  th e  n ick n am e o f “s to p -g o .” A stab le  exch an g e  
rate  w as m ain ta in ed , how ever, fo r n early  tw o d ecad es 
(1949-67). In d eed , in  re tro sp ect, th is  p eriod  seem s like 
a g o ld en  age. In fla tio n  averaged  3 p e rce n t, u n em p lo y 
m en t averaged  less  th a n  2  p e rc e n t an d  w as so m etim es

b elo w  1  p e rce n t, a n d  average real in co m e s  grew  ab ou t
3 p e rce n t p e r  y ear.

M o n etary  p o licy  in  th is  p erio d  w as su b o rd in a ted  to 
th e  tw in re q u irem en ts  o f  m ain ta in in g  th e  exch an g e  
rate an d  fu n d in g  p u b lic  s e c to r  b orrow ing . T h e  m ain  
po licy  in stru m en t w as th e  B ank o f E n g lan d ’s d isco u n t 
ra te  (Bank Rate), th o u g h  th is  w as au g m en ted  p e rio d i
cally  by q u antitative  ce ilin g s on  b an k  lend ing . T h e se  
ce ilin g s  w e re  p a rticu la r ly  im p o rta n t fo llow in g  th e  
N ovem ber 1967  d ev alu ation  o f  s terlin g  u n til 1971.3

Heath’s  “Dash f o r  Growth"

In  m id -1970, w h en  th e  L ab o u r gov ern m en t o f H arold 
W ilson  lost a gen era l e le c tio n  to  th e  C onservative party

3ln both the 1960s and 1970s, monetary and fiscal policies were 
augmented from time to time by incomes policies which attempted to 
regulate the growth rate of wages. There is some evidence that these 
policies temporarily restrained wage increases, but had no long-run 
impact on wage and price inflation. See Henry and Ormerod (1978).
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C h a r t  2

Manufacturing Production Index

1 9 7 0  7 1  7 2  7 3  7 4  7 5  7 6  7 7  7 8  7 9  8 0  81  8 2  1 9 8 3

led  by E dw ard  H eath, th e  B ritish  e co n o m y  w as in  good  
sh ap e . B o th  th e  b a la n ce  o f  p ay m en ts  an d  th e  govern
m e n t bu d get w ere  in  su rp lu s . In fla tion  ( 6  p ercen t) an d  
u n em p lo y m en t (2.2 p ercen t), a lth ou g h  h igh  by 1960s 
stan d ard s, w ere  by  n o  m e a n s  at c ris is  levels —  o r so  it 
see m s in  re tro sp ect.

As u n em p lo y m en t d rifted  u p w ard  th ro u g h  1971, 
how ever, th e  H eath  g o v ern m en t em b ark ed  u p o n  a 
stim u la tiv e  m a c ro e c o n o m ic  p o licy  kn ow n  a lte rn a 
tively as th e  "dash for gro w th " o r  th e  "B a rb e r  b o o m . " 4 

T h e  s tim u la tio n  took tw o form s. First, m o n e ta iy  p o licy  
b e ca m e  exp an sio n ary  in S e p te m b e r 1971 follow ing the 
in tro d u ctio n  o f a  reform  package know n as C o m p eti
tio n  an d  C red it C ontro l. T h is  program  rem oved  ce il
ings on  bank  len d in g  w ith o u t re p lac in g  th e m  w ith  an 
effective alternativ e  co n tro l m echanism .®  As a resu lt,

4The Chancellor of the Exchequer, chief minister in the Treasury, 
during the Heath government (June 1970-February 1974) was 
Anthony (later Lord) Barber, appointed July 26, 1970.

5See Hall (1983) for a detailed discussion of the scheme. The author
ities presumably thought the monetary expansion would be tempo
rary following the removal of ceilings. It proved, however, to be both
substantial and sustained.

m o n ey  an d  cred it e x p a n d e d  rapidly. T h ro u g h  1972 
a n d  1973 , th e  a n n u a l g ro w th  ra te  o f  s te r lin g  M 3 
r e a c h e d  le v e ls  w e ll in  e x c e s s  o f  2 0  p e r c e n t  (see  
ch a rt 3).B

Seco n d , an  ex p an sio n ary  b u d g et w as in tro d u ced  in 
M arch  1972. T h is  largely  involved cu ts  in  p erso n a l tax a 
tion , b u t w as la ter  a u g m en ted  by  a su b stan tia l e x p a n 
sio n  in  p u b lic  s e c to r  in v estm en t prog ram s.

U nderlying th is d ash  fo r grow th w as th e  b e lie f th at 
th e  grow th o f th e  B ritish  e co n o m y  h ad  b e e n  artificially  
co n stra in e d  bv th e  fixed  exch an g e  rate  (or, equiva
lently , th e  b a la n ce  o f p ay m en ts). In th e  past, restrictive 
fiscal p o licy  had  to  b e  in tro d u ced  every tim e th e re  w as 
a sign ifican t ra n  o n  foreign  e x ch a n g e  reserves.

F loatin g  th e  exch an g e  ra te  b e ca m e  a cce p ta b le , h o w 
ever, fo llow ing th e  m e a su re s  in tro d u ce d  b y  P resid en t

6The monetary aggregates referred to are defined as follows: M1 = 
notes and coins in circulation with the public + U.K. private sector 
sterling sight deposits; sterling M3 = M1 + private sector sterling 
time deposits + public sector deposits. Sterling M3 was the aggre
gate targeted after 1976, though after 1980 the authorities claimed to 
be monitoring both narrower and broader aggregates as well as 
sterling M3.
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C h a r t  3

A nn ual G ro w th  Rates of M l and  Sterling M 3

1 9 7 0  7 1  7 2  7 3  7 4  7 5  7 6  7 7  7 8  7 9  8 0  8 1
S h a d e d  a r e a s  r e p re se n t  r e c e s s i o n s ,  d e f i n e d  a s  the con tract ion  p h a s e  o f  c o i n c i d e n t  e c o n o m i c  in d ic a to r s .

8 2  1 9 8 3

N ixon on  A ugust 15, 1971, w h ich  am o n g  o th e r  th ings 
led  to  th e  floating  o f th e  U.S. d o llar in  foreign  ex ch an g e 
m arkets. T h e  p o u n d  floated  from  A ugust 2 3 ,1 9 7 1 , w as 
repegged  follow ing th e  Sm ith so n ian  A greem ent o f D e
cem b er, b u t floated  again  o n  Ju n e  23, 1972, a fter a run 
on  reserves. T h e  float, w h ich  w as in tro d u ce d  as a te m 
p orary  m easu re , h as  co n tin u e d  ever sin ce .

T h e  e x p a n sio n a ry  p o lic ie s  w ere  su cce s s fu l fo r a 
sh o rt tim e. In d u stria l p ro d u ctio n  ro se  7 p e rce n t in 
1973 an d  u n em p lo y m en t fell from  3.7 p e rce n t in  1972 
to  2.6 p e rce n t in  1973 a n d  1974 (ch art 1). In vestm en t, 
how ever, d id  n o t rise  sig n ifican tly  an d  th e  b o o m  w as 
sh ort-lived . T h e  oil c ris is  co m b in ed  w ith  a sh arp  rever
sal in  m o n etary  p o licy  to  b rin g  th e  e x p a n sio n  to  an 
en d . By 1975, in d u stria l p ro d u ctio n  w as b ack  to  its 1970 
level.

D u rin g  th is  tim e , how ever, in fla tio n  a cce le ra te d , 
re a ch in g  25 p e rc e n t p e r  y e a r  in  1975. Som e b lam e d  th e  
in fla tio n  on  th e  oil p rice  rise ; th e  m a jo r  ca u se , how ever,

w as th e  m o n ey  sto ck  in cre a se s  o f  1972—73 (see ch a rt 3). 
As a resu lt o f th is  ex trem ely  fast m o n ey  grow th, in fla
tion  in B ritain  w en t m u ch  h ig h er th a n  in  o th e r  in d u s
trial co u n trie s . In th e  U nited  S tates, for exam p le, it w as 
ab ou t 11 p e rce n t in 1974 an d  ab o u t 9 p e rce n t in  1975.

A Tightening o f  the “Corset"
T h e  reversal o f m o n etary  p o licy  in  D ece m b e r 1973 

took th e  form  o f a  re tu rn  to  qu an tita tive  ceilin g s on  
d ep o sits . T h is  sch e m e, w h ich  b e c a m e  know n as th e  
"c o rs e t ,” re s tr ic te d  b a n k s ’ ab ility  to  co m p ete  fo r in- 
te rest-b earin g  tim e d e p o s its .7  A m ax im u m  p ercen tag e  
grow th  ra te  w as sp ecified  fo r b a n k s ’ in terest-b earin g  
elig ib le liab ilities. If  a  b an k  ex ce e d e d  th is  gro w th  rate , it 
w a s  re q u ire d  to  p la c e  n o n -in te r e s t-b e a r in g  “S u p 
p lem en tary  D ep o sits” w ith  th e  B ank o f E n g lan d  (m u ch

7For a retrospective assessment of the corset, see Bank of England
Quarterly Bulletin (March 1982), pp. 74-85.
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like th e  F e d ’s req u ired  reserves). T h e  co rse t rem ain ed  
in  fo rce  u n til Ju n e  1980 (apart from  tw o b reak s: F e b ru 
ary 2 8 ,1 9 7 5 , to  N ovem ber 18 ,1 9 7 6 , an d  A ugust 1 1 ,1 9 7 7 , 
to Ju n e  8 , 1978).

T h e  u p su rge  o f in flation  b eca m e  a m a jo r  p o litica l 
co n c e rn . A v o lu ntary  w age restra in t p o licy  w as in tro 
d u ce d  in  m id -1975, an d  a co m m itm e n t w as m ad e that 
m o n ey  su p p ly  grow th  w o u ld  ce a se  to  be  a so u rce  o f 
in fla tionary  p ressu re  in  th e  e co n o m y . A target range for 
th e  grow th  ra te  o f s terlin g  M 3 w as in tro d u ced  in  1976 
b y  th e  L abo u r C h a n ce llo r D en n is H ealey .8  T h e  p ra c tice  
o f  a n n o u n c in g  targ ets  h a s  c o n tin u e d  to  d ate . T h e  
targets  have g en era lly  b e e n  ach iev ed  e x ce p t in  p eriod s 
follow ing re lax atio n  o f th e  co rse t.

W hile th e  in fla tionary  m o n etary  e x p an sio n  o f 1 9 7 1 - 
73 w as m o d era ted  a fter th e  en d  o f 1973, th e  fiscal 
d eficit got bigger. F ro m  a fin an cia l su rp lu s in  1970, 
p u b lic  s e c to r  fin a n ce s  d eterio ra ted  to  a p o sitio n  w h ere  
in  1975 p u b lic  se c to r  borro w in g  e x ce e d e d  10 p e rce n t o f 
GNP. T h is  w as p artly  d u e to  th e  p o lic ie s  in tro d u ced  by 
th e  H eath  g ov ern m en t, b u t a lso  to  th e  efforts o f th e  
su b seq u en t L abo u r gov ern m en t, e le c te d  in  F ebru ary  
1974, to  h o ld  d ow n n a tio n a lized  in d u stry  p rice s  as w ell 
as th o se  o f so m e food s. T h is  involved in cre a se d  su b 
sid ie s .9 T h e  argu m ent, in itia lly  a cce p te d  in  official c ir 
cles, w as th a t an  in cre a se d  b u d get d eficit re p re sen ted  
an  ap p ro p ria te  offset to  th e  im p act o f th e  oil p rice  rise.

By 1976, th e  size  o f the b u d get d eficit h ad  b e co m e  a 
m a jo r p u b lic  issu e. A cris is  w as triggered  by a su b s ta n 
tial fall in  th e  value o f th e  p o u n d . An a p p lica tio n  w as 
m ad e to  th e  In tern a tio n a l M o n etary  F u n d  (IMF) fo r a 
lo an  to  in cre a se  foreign  e x ch a n g e  reserves. W hy th is  
w as n e ce ssa ry  is n o t clear, s in ce  th e  p o u n d  w as floa t
ing, b u t th e  g ov ern m en t in tro d u ced  a m a jo r  package o f 
p u b lic  sp en d in g  cu ts  in  o rd e r to  m e e t IM F co n d itio n s 
for th e  loan . W hile  cu rre n t g ov ern m en t e x p en d itu res  
on  good s an d  serv ices w ere h e ld  b ack  to a n o tice ab le  
d egree, th e  m a jo r  im p act o f th e  cu ts  w as in  p u blic  
s e c to r  in v estm en t p rogram s (see ch a rt 4).

D esp ite  th e  tig h ten in g  o f fisca l p o licy  after 1976, th e  
e c o n o m y  e x h ib ite d  m o d e ra te ly  s tro n g  rea l grow th 
th ro u g h  1979. G row th ra te s  o f  recil GDP (gross d o m estic  
p ro d u ct, w h ich  is g ro ss n atio n al p ro d u ct less  n et in 
co m e  from  abroad ) w ere  in  th e  2 p e rce n t to  3 p e rce n t 
range. T h e  e x p a n sio n  w as a id ed  so m ew h at by  a tem -

8lt was first announced that money growth would henceforth be 
noninflationary. A forecast for sterling M3 was then released. Only 
later did the forecast form the basis of a target range.

9A further problem was created by the fact that up to 1975 government 
expenditures were planned in real terms. When prices rose, nominal 
expenditure was increased to compensate. Subsequently, cash lim
its were introduced for public spending.

porary  re lax atio n  o f  m o n etary  p o licy  in  th e  se co n d  h a lf 
o f 1977 an d  first h a lf  o f  1978. P artly  th is  exp an sio n  
resu lted  from  th e  rem oval o f th e  co rse t; it a lso  w as 
in d u ced , how ever, by  su b stan tia l foreign ex ch an g e  in 
terven tion  to  s to p  th e  p o u n d  f r o m  a p p re c ia t in g .  U.K. 
foreign ex ch an g e  reserves ro se  from  $3.4 b illion  at th e  
en d  o f 1976 to  $20.1 b illion  by th e  en d  o f 1977. T h is  
in tervention  w as c learly  re flected  in th e  rap id  grow th 
o f M l (see ch a rt 3 ) . 1 0

POLICY CHANGES O F THE  
THATCHER GOVERNMENT

W h ereas th e  1 9 7 0 -7 4  C onservative gov ern m en t o f 
Edw ard H eath had  em bark ed  o n  a m o n ey  grow th and  
p u b lic  sp e n d in g -le d  b o o m , M rs. T h a tc h e r  ca m e  to 
p o w er in  1979 co m m itted  to  a very d ifferent strategy. 
T h e  T h a tc h e r  gov ern m en t h ad  tw o m a jo r  goals. O ne 
goal w as to  re d u ce  th e  level o f p u b lic  sp end ing , in 
o rd er to  b o th  e lim in ate  th e  b u d g et d eficit an d  facilita te  
low er levels o f taxation . T h is  w o u ld  reverse th e  alleged  
crow d ing ou t o f private s e c to r  activity  by  th e  p u b lic  
s e c to r  an d  w o u ld  re s to re  th e  in cen tiv es n e cessa ry  for 
in d u s t r ia l  g r o w th . S e c o n d , in f la t io n  w a s  to  b e  
sq u eezed  o u t o f  th e  e co n o m y  by a grad u al re d u ctio n  o f 
th e  ra te  o f grow th  o f  th e  m o n ey  s to c k . 1 1

In Ju n e  1979, S ir Geoffrey Howe, M rs. T h a tc h e r ’s 
C h an cello r o f th e  E x ch e q u e r  for h e r  first governm ent 
(May 1 9 7 9 -Ju n e  1983), in tro d u ced  a b u d get th at low 
e red  p erso n a l d irect tax es  an d  ra ised  in d ire ct taxes. 
T h e  b u d get a lso  in c lu d e d  a rise  in th e  tax  on  N orth Sea 
oil p ro d u cers . P lan n ed  p u b lic  ex p e n d itu re s  w ere cu t. 
T h e  target range fo r th e  grow th  rate  o f  s terlin g  M 3 w as 
se t at 7 -1 1  p e rce n t, on ly  1 p e rc e n t lo w er th a n  th a t set 
by th e  p reviou s L ab o u r gov ern m en t. At th e  sam e tim e, 
how ever, th e  B ank o f  E n g la n d ’s M in im um  L ending 
Rate (MLR) w as ra ised  from  12 p e rce n t to  14 p e rce n t 
(and la ter ra ised  to 17 p e rc e n t in  N ovem ber ) . 1 2

T h e  Ju n e  1979 p o licy  ch a n g e s  w ere  in te n d e d  to  re 
d u ce  inflation , w h ich  h ad  b eg u n  to  rise  again  in  1979. 
T h is  m a cro e co n o m ic  p o licy  strateg y  w as fo rm alized  in

10This experience with intervention did much to convince the author
ities that holding down the value of the pound without generating a 
rapid rise in the money supply was impossible.

11The intention of eliminating inflation solely by monetary policy rather 
than incomes policies was one reason why Mrs. Thatcher earned 
the monetarist label. The nature of monetarism is outlined in Batten 
and Stone (1983). For a discussion of how views about macroeco
nomic policy had changed over time both in Britain and the United 
States, see Alt and Chrystal (1983).

12Bank Rate was renamed Minimum Lending Rate in 1971. It was 
intended to be related to market rates, though from time to time it
was still used as a policy instrument. See Hall.
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C h a r t  4

Government Transfers, Consumption and Investment 
as a Percent of GDP
Percent Percent

NO TE: F ig u re s  a re  fo u r -q u a r te r  m o v in g  a v e ra g e s  o f  th e  r a t io  o f e x p e n d itu re s ,  N .S .A ., to  GDP, N .S .A .

th e  M arch  1980 b u d g et in to  a so -ca lled  M ed iu m  T erm  
F in an cia l Strategy (M TFS), w h ich  involved p la n n e d  re 
d u ctio n s in p u b lic  sp en d in g  over a four- o r five-year 
h o rizo n  to red u ce  th e  bu d get d eficit as a  p ro p o rtio n  o f 
GDP. R ed u ctio n s in  tax rates a lso  w ere co n sid ered . 
M onetary  grow th targets w ere  to  b e  re d u ce d  gradually  
over th e  sam e p eriod , th o u g h  th e re  w as n o  ch an g e  in 
th e  range for 1980/81.1:1

T h e  M TFS w as effectively  ab a n d o n ed  a lm ost im 
m ed iately . T h e  P u blic S e c to r  B orrow ing  R eq u irem en t 
target fo r 1980/81, se t in  th e  M arch  bud get, w as £ 8 ‘/2  

b illion . By N ovem ber 1980, th e  fo reca st w as revised 
u p w ard  to  £.11 Vi b illio n . T h e  e x p a n sio n  o f p u b lic  
sp en d in g  w as d u e partly  to h igh  w age settle m e n ts  in 
th e  p u b lic  s e c to r  an d  partly  to an  u n ex p e cted  rise

13Budgets are normally submitted in March. They apply for the follow
ing financial year which runs April to April. The convention used here 
is that 1980/81 refers to the financial year April 1980 to April 1981.

in  u n em p lo y m en t . 1 4  T h e  a b a n d o n m e n t o f  th e  co rse t in 
Ju n e  1980 led  to gro w th  ra tes o f s terlin g  M 3 w ell in 
e x ce ss  o f  th e  u p p e r  target lev el . 1 5

W hile M rs. T h a tc h e r  in te n d e d  to  cu t b o th  taxes and  
p u blic  sp end ing , th e  o p p o site  gen era lly  h as o ccu rre d .

,4The previous Labour government had set up a Pay Comparability 
Commission to inquire into public sector pay. This commission 
recommended substantial pay raises for many groups. Mrs. Thatch
er honored these recommendations before winding up the commis
sion and substituting a public sector “ pay norm.”

15Buiter and Miller (1981) argued that monetary policy in Britain was 
too tight and resulted in an excessive appreciation of sterling. In 
Buiter and Miller (1983), however, they admit that the evidence is 
not consistent with a monetary overshooting hypothesis. Indeed, 
they express concern for the credibility of a monetary policy that 
frequently exceeded targets. Since 1979, sterling M3 growth has 
consistently exceeded the inflation rate. M1 growth looks more 
restrictive, though this also is distorted by the ending of the corset. 
The freeing of banks to compete for time deposits led to a switch 
from checking accounts to time deposits. This substitution is volun
tary and would not normally be considered to represent policy 
tightening.
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C h a r t  5

Governm ent Tax Revenues as a Percent of GDP
Percent Percent

N O T E :  F i g u r e s  a r e  f o u r - q u a r t e r  m o v i n g  a v e r a g e s  of  t h e  r a t i o  o f  t a x  r e v e n u e s ,  N .S .A . ,  to G D P ,  N . S . A .

T ax  revenue, for exam p le , g rew  as a p ro p o rtio n  o f  GDP 
u n til la te  1982 (chart 5 ) . 1 6  Sim ilarly, b o th  rea l govern
m e n t co n su m p tio n  (cu rren t sp en d in g  o n  g oo d s an d  
services) an d  real tra n sfer  p ay m en ts have risen  as a 
p ro p o rtio n  o f GDP s in ce  1979 (chart 4). T h e  m a jo r  e x 
ce p tio n  o n  th e  e x p en d itu re  sid e  is g ov ern m en t in vest
m en t (chart 4), w h ich  w as cu t u n til m id -1982 . T h e  cu ts  
ach iev ed  in  th is ca teg ory  by th e  T h a tc h e r  governm ent, 
how ever, w ere  m u ch  sm a lle r  th an  th o se  in tro d u ced  by 
th e  previous L ab o u r gov ern m en t.

ARE POLICY CHANGES PRIMARILY  
R ESPO N SIBLE?

It is hard  to  look at w h at h a p p e n e d  in  B rita in  after
1979 a n d  b e  co m fo rtab le  w ith  th e  story  th a t p o licy

16Revenue from taxes on North Sea oil producers has contributed 
significantly to this. In 1978, the yield on Petroleum Revenue Tax 
was close to zero. In 1983, the taxes on North Sea oil yielded £6.1 
billion which was 13.5 percent of total tax revenue.

ch a n g e s  m ad e by  th e  T h a tc h e r  g ov ern m en t are  e n tire 
ly resp o n sib le . W e a lread y  have se e n  th a t u n em p lo y 
m e n t in  1983 re a ch e d  a level w ell over d ou ble  th at 
a sso c ia ted  w ith  th e  1973—75 re ce ss io n . Yet m o n etary  
p o licy  w as p ro bab ly  n o  tig h ter in  th e  T h a tc h e r  years 
th an  in  th e  previous re ce ss io n .

F isca l policy , if anyth ing , w as tig h ter in th e  1 9 7 5 -7 8  
p eriod  th an  in th e  first th re e  y e a rs  o f th e  T h a tch e r  
gov ernm ent. T ab le  1 p re se n ts  th e  ch an g e  in  bu d get 
d eficit as a p ro p o rtio n  o f GDP. T h e  first co lu m n  is 
b a se d  o n  u n a d ju s te d  fig u res. T h e  s e c o n d  co lu m n  
a tte m p ts  to  id entify  ch a n g e s  d u e  to  d iscre tio n a ry  p o li
cy  ra th e r  th a n  cy clica l facto rs . It a lso  w eig h ts th e  tax  
an d  e x p en d itu re  ch a n g e s  a cco rd in g  to  th e ir  im p act on  
d em an d . An a llo w an ce  fo r th e  fact th a t so m e taxes 
ca m e  from  oil, w h ich  w o u ld  have a  d ifferen t im p a ct on  
d em an d  from , say, p e rso n a l in co m e  taxes, is th erefo re  
in c lu d e d  in  th is  m easu re ; th u s, it provides a b e tter  
in d ica to r  o f  fiscal p o licy  s ta n ce . Negative figures reflect 
a  re d u ctio n  o f th e  d eficit and , th erefore , a tig h ten in g  of 
policy.
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Table 1
Change in the British Budget Deficit 
as Percent of GDP__________________

Weighted
Cyclically

Unadjusted Adjusted

1974/75 2.57% 1.57%
1975/76 0.26 -1 .1 6
1976/77 -1 .7 9 -1 .3 2
1977/78 -1 .8 4 -2 .2 0
1978/79 0.81 0.58
1979/80 -0 .9 7 -0 .5 6
1980/81 0.87 -0.51
1981/82 -2 .6 0 -2 .1 0
1982/83 0.80 0.30
1983/84 -0 .1 0 -0 .3 0

NOTE: Figures for 1983/84 are partly forecast.
SOURCE: National Institute Economic Review (February 1982), 

p. 95 and (February 1984), p. 8.

W hat em erges fro m  th e se  figures is th a t fisca l p o licy  
w as m ild ly  restra in in g  in 1979/80 an d  1980/81. It w as 
tig h ter in  1981/82, b u t h as  b e e n  m o re  o r  less  n eu tra l 
s in ce  th e n . It is n o ticeab le , how ever, th a t th e  fisca l 
p o licy  o f th e  T h a tc h e r  gov ern m en t h a s  b e e n  less re 
s t r ic t iv e  th an  th at o f th e  previou s L abo u r governm ent 
in th e  th ree  fin an cia l y e a rs  1975/76 to  1977/78, w h en  th e  
cu m u la tiv e  fall in  th e  d efic it as  a  p e rce n t o f GDP 
(w eighted an d  cy clica lly  ad ju sted ) a m o u n te d  to  4.7 
p ercen tag e  p o in ts . T h e  fall u n d e r M rs. T h a tc h e r  in the 
th ree  y e a rs  1979/80 th ro u g h  1981/82 to ta led  on ly  3.2 
p e rcen tag e  p o in ts .

WAS THE WORLD RECESSION  
PRIMARILY RESPO N SIBLE?

B rita in ’s e co n o m y  exp o rts  ab o u t 25 p e rce n t o f its 
GDP. It is co n ceiv ab le  th a t a  d ec lin e  in  w orld  d em an d  
co u ld  re d u ce  th e  d em a n d  fo r B ritish  exp o rts  en o u g h  to 
cau se  a co n tra c tio n  o f m an u factu rin g  p ro d u ctio n . No 
d ou bt th e  w orldw id e re ce ss io n  o f  th e  early  1980s is 
partly  to  b lam e; how ever, it d o es  n o t seem  to  be  th e  
m ain  event: th e  d ec lin e  in  m an u factu rin g  in Britain  
p re ce d e d  th e  w o rld  re ce ss io n  by  several m o n th s.

T ab le  2 sh ow s th a t w orld  trad e  in  m an u factu red  
good s grew  stro n g ly  th ro u g h  1980, slo w ed  in  1981, th e n  
d eclin ed  m arginally  in  1982. T h e  d ec lin e  in  sa les o f 
B ritish  m an u factu red  goods, how ever, d ates  from  1979 
at th e  la test, an d  th e  a d ju stm e n t o f  p ro d u ctio n  w as

Table 2
World Trade, Production and 
Unemployment

Volume World Trade 
in Manufactured Industrial Unemployment 

Goods Production Rate
1975 = 100 OECD U.K. OECD U.K.

1975 100 100 100 5.2% 4.7%
1976 112 109 103 5.3 6.0
1977 117 113 108 5.3 6.3
1978 123 117 112 5.2 6.3
1979 130 123 116 5.1 5.6
1980 137 123 108 5.8 7.0
1981 139 123 104 6.7 10.7
1982 136 118 106 8.2 12.4
1983 n.a. 122 109 8.7 12.9

NOTE: Industrial production figures for the United Kingdom in
clude oil and gas.

SOURCE: National Institute Economic Review (February 1984), 
pp. 93-94.

largely co m p le te  by  th e  en d  o f 1980 .17 In  b o th  1979 an d  
1980, w orld  trad e  in  m a n u fa ctu re d  g oo d s ro se  strongly .

T h e  figures fo r in d u stria l p ro d u ctio n  te ll a sim ilar 
story: O rganization  fo r E co n o m ic  C o o p era tio n  an d  D e
v elop m en t (OECD) in d u stria l p ro d u ctio n  ro se  strongly  
in  1979, leveled  off in  1980 an d  1981 an d  d eclin ed  in 
1982. B ritish  in d u stria l p ro d u ctio n  fell ab ou t tw o y ears  
b efo re  th e  fall in  th e  O ECD figure, an d  by  a c o n s id e r
ably larg er a m o u n t . 18

B efore 1976, u n em p lo y m en t in  B rita in  h a d  typ ically  
b e e n  b e lo w  th e  O ECD  average. F ro m  1976 th rou gh  
1979, B rita in ’s u n em p lo y m en t ra te  w as a little  h igher, 
b u t fo llow ed  a s im ilar p a tte rn  to  th e  O ECD average. 
S in ce  1979, B rita in ’s u n em p lo y m en t h as risen  m u ch  
fu rth er th an  th e  O ECD average.

T h u s, th e re  is n o  stro n g  ca se  for believing th at th e  
w orld  re ce ss io n  p rovid es an  ad eq u ate  exp lan atio n  o f 
th e  co n tra c tio n  in  B rita in  in  1980, even w h en  c o m 
b in ed  w ith  th e  T h a tc h e r  g ov ern m en t's  m o n e ta iy  an d  
fiscal p o lic ies . In d eed , th e  w orld  re ce ss io n  w as m o st 
severe in  1982, a y e a r  in  w h ich  B rita in ’s m an u factu rin g  
p ro d u ctio n  actu a lly  recov ered  som ew h at.

^Manufacturers' stocks of unsold output rose sharply in 1979 indicat
ing a slump in sales. See National Institute Economic Review 
(February 1984), p. 11, chart 5. Production was subsequently cut 
back and stocks run down through 1980.

,8lndustrial production is a broader aggregate than manufacturing, it 
includes oil production among other things.
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C hart  6

Oil and Manufacturing Trade Balance

1 9 7 0  7 1  7 2  7 3  7 4  7 5  7 6  7 7  7 8  7 9  8 0  8 1  8 2  8 3  1 9 8 4

THE NORTH SEA OIL EXPLANATION

T h e  e m e rg en ce  o f B rita in  as a m a jo r  oil p ro d u ce r  
provides an  exp lan atio n  o f so m e o f th e  ch an g es that 
o ccu rre d  in  th e  B ritish  e co n o m y  over th e  p ast five 
y e a rs .1 9  Up to  m id -1976 , B rita in  w as en tire ly  d ep en d e n t 
u p o n  im p orted  oil; in  1980, B rita in  b e ca m e  a n et ex 
p o rte r o f oil. Follow ing  su c h  a s tru ctu ra l ch a n g e  in  th e  
su p p ly  s id e  o f  th e  e co n o m y , th e  tra d e  b a la n c e  in  
m an u factu red  good s, a cco rd in g  to  th e o iy , w ou ld  m ove 
in  th e  o p p o site  d irectio n  o f  th e  oil b a la n c e .2 0  T h e  fo rce

th at b rin gs th is  ab ou t is an  a p p recia tio n  o f th e  e x 
ch an g e  rate, w h ich  ra ises th e  p rice  o f d o m e stic  m a n u 
factu red  g ood s relative to  ov erseas co m p e tito rs ’ p rices. 
C o n seq u en tly , d o m e stic  co n su m e rs  buy  a h ig h er p ro 
p o rtio n  o f fo re ig n -p ro d u ced  good s, an d  foreigners buy  
relatively few er d o m e stic -m a n u fa ctu re d  exp o rts . T h u s, 
th e  m an u factu rin g  s e c to r  c o n tra c ts .2 1

C hart 6  sh ow s th e  oil trad e  b a la n ce  an d  th e  m a n u 
factu rin g  trad e  b a la n ce . C h art 7 sh o w s th e  d ollar- 
p o u n d  exch an g e  ra te  an d  th e  relative w h o lesa le  p rice  
o f B ritish  m an u factu re d  g oo d s co m p a re d  w ith  o th er

19Some commentators such as Buiter and Miller (1981, 1983), 
Niehans (1981) and Darby and Lothian (1983) have dismissed the 
effects of North Sea oil. However, Forsyth and Kay (1980) argued 
that oil production would lead to a sizable contraction in manufactur
ing. Bond and Knobl (1982), Laney (1982) and McGuirk (1983) all 
provide evidence that oil has substantially worsened the competi
tiveness of U.K. manufacturing. See Bank of England Quarterly 
Bulletin (1982), pp. 56-73, for a description of North Sea oil re
sources.

20See, for example, Corden and Neary (1982).

21 Strictly speaking, this contraction need only be relative to the rest of 
the economy. What has to be explained is the switching of spending 
from home-produced to foreign-produced manufactured goods. Our 
claim is that this was largely a relative price effect resulting from the 
oil-related decline of competitiveness of British manufacturing.

There are relative price effects among inputs as well as outputs. A 
rise in real wages has caused manufacturers to economize on labor 
for given output levels. Output per person employed in U.K. manu
facturing rose 15 percent between the end of 1980 and mid-1983. 
Thus, the decline in employment in manufacturing has been greater 
than the output loss alone would have led to.
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C h a r t  7

Dollar/Pound Exchange Rate and Relative Wholesale Prices
1 9 8 0 = 1 0 0

Source: In te rn a t io n a l F in a n c ia l S ta tis tics , In te rn a tio n a l M o n e ta ry  Fund
Q  D a ta  a re  a v e ra g e s  o f  d a i ly  f ig u re s .
[2 W h o le s a le  p r ice s  a re  fo r m a n u fa c tu rin g  re la t iv e  to  13 o th e r  in d u s tr ia l countries.

in d u stria l co u n trie s .22 U ntil 1973, th e re  w as a sm all 
su rp lu s in  m a n u fa ctu re d  trad e  a n d  a  sm all d eficit in  oil 
trad e. As th e  oil d efic it grew , so  d id  th e  m an u factu red  
good s exp o rt su rp lu s. F ro m  III/1976 on , th e  oil d eficit 
shrank, an d  w as e lim in ated  in  1980. By 1/1984, th e re  
w as a su b stan tia l oil su rp lu s.

T h e  m an u factu rin g  su rp lu s in itially  co n tin u e d  to 
in cre a se  as th e  p o u n d  ap p rec ia te d  a fter 1976.23 As

22Niehans, and Darby and Lothian argue that the appreciation of 
sterling was due to slow base money growth in the early years of the 
Thatcher government. This is implausible. Why, for example, was 
sterling appreciating for two years before Mrs. Thatcher came to 
power, and why did it depreciate in 1981 when base growth con
tinued to slow? None of the monetary explanations of the exchange 
rate can explain a sustained rise in relative goods prices over a long 
period of time, such as that evident in chart 7. Such changes require 
structural explanation such as is offered by North Sea oil. Many 
commentators presumed that monetary policy was tight simply 
because sterling was appreciating. Laney offers evidence that 
monetary explanations of the U.K. exchange rate broke down after 
1977. The price of oil is an important explanatory variable after that 
date. He also shows that other new oil producers have had compa
rable experiences. Thus, the event of significance in 1979 may not 
be the election of Mrs. Thatcher but rather the rise in the price of oil.

23As the currency appreciates, the sterling price of imports falls. In the 
short run, this improves the manufacturers’ trade balance because

sterlin g  ap p rec ia te d  fu rth er, how ever, relative d em an d  
for B ritish  an d  foreign  g oo d s sh ifted  far en o u g h  to 
co m p en sa te  fo r th e  relative rise  in  p rice  o f  B ritish  
goods. After m id -1977 , th e  su rp lu s in  m an u factu red

the same volume of imports costs less. However, as spending 
patterns adjust to the new relative prices, the volume of exports 
starts to fall relative to the volume of imports. Once the volumes 
adjust more than the prices, the balance in manufactured goods 
starts to decline. This is just the reverse of the “J curve” effect of a 
devaluation. It arises because demand elasticities are smaller in the 
short run than in the long run. Because of this, the exchange rate 
may appreciate “too far" in the process of adjusting to the oil 
surplus. That is to say that the rise in the relative price of manufac
tured goods required in equilibrium is less than that actually experi
enced during transition. This is consistent with events in Britain 
where relative wholesale prices (chart 7) overshot their ultimate 
level. This is a different kind of overshooting from that associated 
with an unexpected tightening of monetary policy analyzed by Dorn- 
busch (1976). The appreciation of the exchange rate is brought 
about not just by the impact of the changing oil balance on the 
current account but also by capital inflows which reinforce the 
process. The 1979 oil price rise boosted a process already under 
way. McGuirk estimates that a 23 percent fall in competitiveness 
was required in equilibrium to adjust the U.K. trade balance to the 
effects of oil at the 1980 oil prices. At the 1978 price of oil, this was 
only 12 percent. A fall in competitiveness is a rise in the relative price 
of British goods. This is sometimes referred to as a rise in the “ real” 
exchange rate.
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good s fell sharply , u n til by 1/1984 th ere  w as a s u b sta n 
tial d eficit in  m an u factu red  g oo d s trad e, rou ghly  equ al 
to th e  oil su rp lu s.

In  sh ort, w e have an  exp lan atio n  o f  events in  B ritain  
th a t req u ires n e ith er  a m a jo r  co n tra c tio n  in  d o m estic  
ag gregate  e x p e n d itu re  n o r  a m a jo r  s lu m p  in  to tal 
w orld  d em an d  to  exp la in  th e  co lla p se  o f m a n u fa ctu r
ing  in d u stry  in  B rita in . T h e  d o m in an t fa cto r w as a 
m a jo r  sw itch  in sp en d in g  p a ttern s  resu ltin g  from  the 
rise  in  relative p rice  o f  B ritish  m an u factu red  goods. 
T h e  p ro p o rtio n  o f d o m e stic  d em an d  fo r th e se  g oods 
satisfied  by im p o rts  ro se  sh arp ly , w h ile  exp o rts  o f 
m an u factu red  g ood s stag n ated . T h e  volu m e o f m a n u 
factu red  exp o rts  w as ab ou t th e  sam e in  1983 as it w as 
in  1976. Over th e  sam e p eriod , th e  volu m e o f m a n u fa c
tu red  g oo d s im p orted  ro s e  63 p e rc e n t.

CONCLUSION

T h e  g o v ern m en t o f  M argaret T h a tc h e r  h as  b e e n  
b lam ed  by its c ritics  fo r cau sin g  a m a jo r  co n tra c tio n  o f 
activ ity  in  B rita in  by  ap p ly in g  m o n e ta ris t p o lic ie s . 
W ithou t q u ibb ling  over w h e th e r  th o se  p o lic ie s  w ere 
in d eed  m o n etarist, th is  a rtic le  argu es th a t th e  ca se  for 
b lam in g  th e  rise  in  u n em p lo y m en t a n d  th e  co n tra c tio n  
o f  m an fu actu rin g  on  d eflation ary  aggregate d em an d  
p o lic ies  is n ot a s tro n g  on e , even if o n e  allow s fo r the 
im p act o f th e  w orld  re ce ss io n . R ather, th e  p ro d u ctio n  
an d  sale  o f N orth Sea oil have h ad  a big negative im p act 
o n  th e  B ritish  m an u factu rin g  secto r. T h e  p ro d u ctio n  o f 
oil an d  th e  su b seq u e n t rise  in  its p rice  ca u se d  an 
ap p recia tio n  o f s terlin g  an d  a rise  in  th e  relative p rice  
o f B ritish  m a n u fa ctu re d  g o o d s. As a resu lt, B ritish  
m an u factu red  good s b e ca m e  u n co m p etitiv e  an d  p ro 
d u ctio n  co n tra c te d  sharp ly . T h u s, it is im p o ssib le  to 
w rite  a b a la n ce d  h isto ry  o f th e  B ritish  e co n o m y  over 
th e  last few  y ears  w ith o u t re fe re n ce  to  N orth Sea oil 
p ro d u ctio n .
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