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FORTIETH ANNUAL REPORT

submitted to the
ANNUAL GENERAL MEETING
of the
BANK FOR INTERNATIONAL SETTLEMENTS
' held in
‘Basle on 8th June 1970.

Gentlemen, -

I have the honour to submit herewith the fortieth Annual Report of the
Bank for International Settlements for the financial year which began on
1st April 1969 and ended on 31st March rg970.

In the course of the financial vear, the decisions taken at the Extra-
ordinary General Meeting on gth June 1969 to increase the capital of the
Bank and to amend its Statutes were duly implemented, The authorised
capital has thus been increased from 500 million gold francs, comprising a
single tranche of 200,000 issued shares of equal gold nominal wvalue, to
1,500 million gold francs divided into three tranches, each consisting of
200,000 shares of equal gold nominal value. In addition to the first tranche of
200,000 shares already in issue and paid up to the extent of 25 per cent., the
whole of the second tranche of 200,000 new shares, paid up to the same
extent out of the Bank’s own funds, is now in issue; these new shares were
offered to shareholders in accordance with the decision taken in June rgég on
the basis of one new share for each share of the first tranche registered in
their names. As regards the third tranche of 200,000 new shares, all of which
are reserved for subscription by central banks, a total of 48,325 of these
shares, paid up to the extent of 25 per cent., was subscribed on 2nd January
1970. Full details of these changes in the capital structure of the Bank can be
found in Chapter VII of this Report.
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After deduction of the transfers to provisions, the net profit for the year
amounted to 83,179,570 gold francs, compared with 45,000,000 gold francs
for the preceding year.

The Board of Directors recommends that, in application of Article sI
of the Bank’s amended Statutes, the present General Meeting should allocate
the sum of 23,179,570 gold francs in payment of a total dividend of 56.25
gold francs per share, consisting of 37.50 gold francs in respect of the dividend
of 6 per cent. and 1875 gold francs representing the maximum further
dividend of 3 per cent., such total dividend being payable in respect of a
whole financial vear in the case of the 400,000 issued shares of the first and
second tranches and In respect of one-quarter of a financial year in the case
of the 48,325 issued shares of the third tranche.

The Board further recommends the transfer of 30 million gold francs to
the General Reserve Fund, 12 million gold francs to the Special Dividend
Reserve Fund and 18 m.llhon gold francs to the Free Reserve Fund.

If these proposals are approved the Bank’s dmdend for the financial year
1969-70 will amount to 56.25 gold francs per share on the 400,000 issued
shares of the first and second tranches and to r4.0625 gold francs on the
48,325 issued shares of the third tranche, These amounts would be payable to
shareholders on 1st July 1970 in the amounts of 80.40 Swiss francs and
20.10 Swiss francs per share respectively, and would result in shareholders
who have retained the new shares of the second tranche to which they were
entitled receiving a dividend of 112.50 gold francs, or 160.80 Swiss francs,
this year in respect of each two shares they now hold, as opposed to 75 gold
francs, or 107.15 Swiss francs, which they received last year in respect of
each single share they then held. L : o

Chapter I of this Report deals with economic developments and policies
in Europe and the United States, Canada and Japan in 1969 and the early
months of 1970. The next three chapters review developments in wvarious
countries in the field of credit, foreign payments, gold production, monetary
reserves and foreign exchange. The fifth chapter gives a survey of events in
the EBuro-currency market and the sixth a review of the operations of the
European Monetary Agreement. Chapter VII concerns the Bank’s réle in
promoiing co-operation between central banks, its current activities and- the
functions 1t performs on behalf of the European Coal and Steel Community
and as Trustee for international loans.



I. SURVEY OF ECONOMIC DEVELOPMENTS AND

In most of the industrial countries the rate of expansion of economic
activity quickened over the past year and the increase in total output was
larger than in the previous twelve-month period. The main exceptions were
the United States and the United Kingdom: in the former the trend of
activity was slowed down by the restrictive measures aimed at breaking the
grip of inflation; in the latter the objective of policy restraint was to assure a
major improvement in the external accounts. :

However, the focus of attention generally was not on output trends but
on the feverish atmosphere that characterised the situation. The state of crisis
which prevailed at times in the international monetary situation contributed to
this atmosphere, though, happily, calm had been restored by the beginning of
this year. Secondly, there was the heavy inflation of wages and prices in
almost all countries, which remains a major problem. And thirdly, there was
the upward spiral of interest rates on domestic and internaiional markets,
which has been reversed only moderately so far. These developments were
a common background to the situation in the individual countries.

International monetary developments.

Exchange markets in the early months of 1969 were still under the
influence of factors that had caused unrest the year before. The decisions of
the French and German authorities in November 1968 to hold to the existing
par values of their currencies overcame the crisis atmosphere, but they failed
‘to dispel market expectations that a realignment of the exchange rates would
be required in due course. The support for this view was that France’s
overall payments deficit and Germany’s current-account surplus continued to
be substantial. The prospects for stetling, too, still seemed uncertain; more
than a year after devaluation the British trade balance remained in sizable
deficit and the current-account balance of payments was barely moving into

" surplus,

Besides these inherited weaknesses, exchange markets were unfavourably
affected by the large demands being made on the FEuro-dollar market by US
banks. This suction on foreign funds strengthened the market position of the
dollar but put, or added to, strains on a number of European currencies.

In the gold market, too, there were tensions during the early part of
1969. In part, these were a reflection of currency anxieties, especially con-
cerning the French franc. But, in addition, the supply/demand relationship
was unfavourable. With a substantial payments surplus in 1968 and. the first
quarter of 1969, South Africa added nearly $800 million of its curtent gold
production to reserves, drastically reducing the supply of new gold coming
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onto the market. From November 1968 to March 1969 the market price of
gold rose from about $39 to almost $44; at this premium on the official price
there was significant absorption of the speculative overhang. '

In April 1969 a new crisis broke out in the exchange markets. General
de Gaulle’s resignation brought the French franc under added pressure and
this was followed almost immediately by a renewal of rumours of a near-term
revaluation of the Deutsche Mark. In the final days of April and the first
days of May there was an inflow of funds to Germany totalling just over
$4 milliard. This was stopped by the anouncement on gth May that there
would be no change in the DM parity, and some reflux of funds then
occurred. But much of the earlier inflow remained in Germany and the
underlying market situation continued to be unstable.

A first step towards removing the basic causes of market turmoil was
taken on 8th August, when the French Government devalued the franc by
11.1 per cent, quickly following this up with a domestic stabilisation pro-
gramme. The operation was supported by a $1 milliard stand-by arrangement
with the IMF, as well as by some increases in the central-bank facilities
otiginally made available to France after the November 1968 exchange crisis.

Strains on the franc then eased markedly during the rest of August. By
this time, however, the date set for the elections in the Gerinan Federal
Republic was approaching and markets again became unsettled in September
owing to the possibility of revaluation after the elections. In the week before
the wvoting, particularly, the Bundesbank had to buy in dollars from the
market on an accelerating scale, and to avoid a “black Friday” the Frankfurt
market was closed on 25th September. The election results on the following
Sunday showed that a government favourable to revaluation would probably- be
installed in the coming weeks, so that the urgent problem which arose was
how to manage the situation until a definite decision on the parity could -be
taken. The most practical solution was for the Deutsche Bundesbank to
suspend its purchases of dollars at the upper intervention limit. This was an
excellent tactical move both because the market was certain to keep the
upward movement of the rate within reasonable limits and because other
currencies were relieved of any pressure from speculation on the new panty.
The Deutsche Mark at once appreciated by about 5 per cent, and in the
next few weeks the Bundesbank even supplied dollars to the market to
satisfy the demand for repatriation of foreign funds. Then, on 27th October
a new parity came into force involving a revaluation of 9.3 per cent. This
decision, though it was followed by short-lived movements of funds across
the exchanges in the expectation that some other European currencies might
be revalued, was in fact the second, and most important, step towards
improving the international monetary situation. '

During the nearly four weeks that preceded the formal revaluation of
the Deutsche Mark there had already been a $1 milliard outflow of funds
from Germany to other countries. This gained further momentum after
24th October, and by the end of the year the outflows had somewhat
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exceeded the inflows recorded during the first nine months. To a considerable
extent the obverse of these outflows was a big favourable change in the terms
of payment of many other countries. In particular, the French and British.
reserve positions benefited substantially from the revaluation of the Mark. And
in both cases these benefits were reinforced by clear evidence of an improve-
ment in the underlying balance-of-payments positions, The UK foreign trade
balance had by the third quarter of 1969 improved sufficiently to produce a
substantial surplus on goods and services combined. And in the French case
there were signs towards the end of the year that the foreign trade deficit
was responding to devaluation and the accompanying stabilisation programme.
Moreover, the fact that the British and French exchange surpluses permitted
both countries substantially to reduce their official short-term indebtedness
contributed to the return of confidence.

In the meantime, and before the Deutsche Mark began to appreciate,
the free price of gold had receded quite a lot from its March peak of almost
$44 per ounce to a little over $40.5 at the end of September because several
- factors were working to improve the supply/demand relationship in the
market. Firstly, with the turn in its balance of payments from surplus
to deficit, South Africa’s gold sales to the market began to exceed current
production. Secondly, the rise of Euro-dollar interest rates meant effectively
a very high cost of holding gold for certain classes of holders, while at the
same timne the market and reserve positions of the dollar had strengthened
significantly. And thirdly, the ratification of the SDR scheme in late July and
the probability that 1t would soon be activated on quite a substantial scale
meant easing the stringency of other official reserves, particularly gold.

In these conditions, and with some European holders having built up
sizable stocks of gold earlier in the year, the return of confidence in currencies
after the appreciation of the Deutsche Mark gave a new disincentive to gold-
holding by investors with attractive alternatives. From mid-October onwards
sellers clearly predominated over buyers, and in a liitle less than two months
the market price fell to the official parity of $35.

An eventful year then closed with an agreement between South Africa
and the IMF. Its essential feature is that the latter has undertaken to pur-
chase newly-mined South African gold, to meet the country's external pay-
ments needs, whenever the market price is at $35 per fine ounce or below.
Following this announcement, which appeared to put an effective floor of $35
to the price South Africa receives for its gold, though not necessarily to the
market price, market quotations in fact fell somewhat below $35 on a number
of days in January 1970, reaching a low point of $34.75. From end-January
to mid-Matrch the price hovered around the parity, though since then it has
risen moderately. During the first three months of 1970 the IMF purchased
some $285 million’s worth of gold from South Africa.

Another aspect of the international monetary situation concerns the use
of official credit facilities. Over the past few years-changes in countries’ gold
and dollar reserves have often, though not always, been fairly modest in



— 6 -—

relation to their payments surpluses and deficits. To a considerable extent
official financing has taken place through the Federal Reserve System’s swap
network, other central-bank credit facilities and changes in countries’ IMF
positions. And the events of the past year illystrate the continuing importance
of these international credit facilities. Borrowings were often quickly repaid, as
was intended in the case of central-bank facilittes. But up until the end of
the third quarter of 1969 the drawings on official assistance had given rise to
rather large debtor and creditor positions for certain countries. The recent
changes in the external positions of France, Germany and the United King-
dom, however, have brought very desirable reductions of these positions.

The United Kingdom, for example, had been able to make a good start
on liquidating its official external debt in the first eight months of last year,
though 1t had to draw again on central-bank assistance during the May
and August-September exchange crises. After the peg on the Deutsche Mark
was released, however, the position reversed dramatically. Besides the sub-
stantial basic surplus in the balance of payments, the turn in leads and lags
was very favourable to sterling, allowing a massive reduction in the out-
standing debtor position. In all, from the beginning of 1969 to the end of
the first quarter of 1970 the United Kingdom’s net adverse reserve position,
including its intermediate-term debt to the IMF, had been reduced from
£2,3 54 to 525 million. An unprovement to this extent had not been dreamed
of in early 1969, ' .

In the case of F rance the.nef official external deficit for the first nine
months of 1969 was $1.3 milliard, of which $1.1 milllard was financed
through central-bank assistance and recourse to the IMF. And when the
French position subsequently began to improve, net repayments of external
indebtedness were actually in excess of the official sector’s external surplus,
so that gross reserves showed a small decline. All central-bank assistance has
been repaid, th0ugh with the help of drawmg on IMF facilities.

The other side of the coin, so to speak, can be seen in the case of
Germany. Out of its previous extérnal surplus and speculative inflow, Germany
had built up substantial creditor positions by the start of 1969 through
assistance to other central banks, in the IMF and in holdings of DM bonds
issued by the US Treasury. Its creditor position increased during the period
January-September, when a substantial fraction of the $1.9 milliard surplus on
official account was recycled both directly and through the BIS to countries
under exchange pressure. Then, over the six months following the abandon-
ment of -the old DM exchange parity, when the official-account deficit was
$4.5 milliard, Germany was repaid the bulk of previous credits to central
banks and, in addition, it withdrew $1.1 milliard of its accumulated credit in
the IMF, as well as cashing in $0.8 milliard of its holdings of US Treasury
securities denominated in Deutsche Mark, Being able to afford it, the German
authorities took the huge loss of reserves with becoming sang-froid. =

The significance of the kinds of changes outlined above is that they
have led to a better distribution of reserves in the broad sense. The United



States participated in this improvement not only by means of its substantial
official settlements surplus in 1969 but also because its position was strength-
ened by the better composition of its reserves. The repayment of DM bonds
to Germany has already been noted. Also, US official holdings of sterling
and French francs were reduced very considerably by repayments of previous
assistance. In fact, total official US exchange holdings, despite large drawings
by Italy on its swap line with the Federal Reserve in early 1970, declined
between end-September 1969 and end-Maxch 1970 by $1.8 milliard. On the
other hand, the US reserve position in the Fund increased by a further $o.8
milliard over these six months; by the end of March 1970 it stood at nearly
$2.6 milliard, which was $2.3 milliard above its end-1966 low point. In
addition, the US reserve position has been improved by an increase in its
gold stock, which rose by $1.1 milliard in the year April 1969-March 1970.

Other recent examples which highlight the importance of credit facilities
in thé ebb and flow of funds in the system include the Belgian and Dutch
drawings on their swap lines with the Federal Reserve System, then subsequent
repayment, before and after the revaluation of the Deutsche Mark. Altogether,
in 1969 the United States’ partners made gross drawings on their swap
facilities with the Federal Reserve totalling $2.4 milliard and gross repayments
of $3.4 milliard. Gross US drawings on partner countries totalled $o.7 milliard
and gross repayments were of the same size.

Farly in February 1970 facilities for short-term assistance among the
central banks of the European Economic Community came into existence.
First-stage facilities total $1 milliard, of which Germany’s and France's shares
are 30 per cent, each, Italy’s 20 per cent. and those of Belgium and the
Netherlands 10 per cent. each. Any participating central bank whose currency
comes under pressure will be entitled to use up to the whole amount of its
quota in the form of three-month renewable credits from its partners in the
Community. In addition, a system of debtor and creditor rallonges, the
maximum amount of which is also fixed at $1 milliard, is available for
extending supplementary credits to any participant in case of need, over and
above its quota. The BIS will act as Agent for the scheme,

Prices and wages.

The array of diagrams on the next page illustrates the pervasiveness of
the rapid rise of prices and the more rapid rise of wages that characterised
the past year and which have continued up to the present. With very few
exceptions, the rate of increase was larger than over the previous twelve
months; the rises of consumer-price indexes clustered around 5 per cent.,
while for wages the typical figure was about 8 per cent, Thus, inflation was
well beyond a creeping pace.

To some extent the general rise of wholesale-price indexes over the past
year was due to increases in international raw-material prices, particularly
those of non-ferrous metals, resulting from high industrial demand. For the
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most part, however, the common pattern of price and wage trends has not
reflected a comparable similarity of basic economic conditions or the outcome
of simply mechanical supply/demand relations. But, inter-mixed with special
situations in individual countries, there has been international transmission of
price and wage increases in various ways.

As a broad generalisation, excessive demand has been the dominant
force in about half the countries, conspicuously in Japan, Germany, Sweden
and the Netherlands, The United States also falls into this group, even though
demand there had eased by the end of last year; the continuing rise of prices
and wages reflects the usual lag after a period of excess demand and the
near-inevitable tendency for a large-sized wage round to run its course despite
changed labour-market conditions. In Switzerland, too, the demand pressure on
resources has been intense, though the recorded signs of inflation have been
less marked. Wages throughout the economy have probably risen more than
the wage index indicates. '

In the other countries the dominant factor recently has been wage-push,
mostly without the complication of excess demand. Higher money wages in
turn stimulate demand, including import demand for any foreign goods whose
prices have risen less than those of competing home goods. The recent sharp
jumps in the rate of wage increase in Italy and the United Kingdom are clear
cases of the force of negottating power, with little else involved. In France
there was the hangover from the wage/price spiral of the year before; while
the large wage settlement in 1968 initiated the spiral, the consequent cost-of-
living increase set the stage for new wage demands. As usual, too, devaluation
contributed to an inflationary frame of mind — besides directly affecting import
prices. Conversely, while revaluation was anti-inflationary for Germany, the
direct price increase on goods iroported from Germany was quite real for
bordering countries having a large proportion of their trade with the Federal
Republic, :

Other factors contribute to making inflation contagious. With economies
closely integrated, as in continental Europe, price leadership by dominant
firms plays a conspicuous part in spreading increases across the industrial and
geographic range. And in quite a few countries labour attitudes have been.
affected by wage increases, and even wage levels, In neighbouring countries,
an influence that was most evident in Canada and Belgium over the past year.

Thus, it is easier to observe that the international climate has been
inflation-prone than to give a simple explanation of it. To be sure, a signifi-
cant factor has often been the failure to stop excess demand at an early
stage, with the consequence that persistent pressure on the labour market has
led to a broad upsurge of wage demands. Another factor, however, is the
tendency for key wage bargains to set the pattern for the whole round of
negotiations and for the wage increase, by a social rather than an economic
process, to filter through the labour force. Then, after the cost of living has
risen, it is more or less taken for granted by all sides in wage bargaining
that price increases should be offset by higher wages and something more



added. Even the size of this additional margin does not seem to be precisely
affected by the state of demand for labour.

Interest rates.

In the climate of inflation, and with monetary restraint measures being
applied to combat it in quite a few countries, a rise in interest rates inter-
nationally in the past year was to be expected. However, the sweep of this
movement and the heights reached in many markets were without modern
parallel. There were, of course, special factors which affected certain countries,
but the international links through which the escalation of rates was trans-
mitted were much more direct than those relatmg to prices and wages.

Through most of 1968 ‘interest rates were generally fairly flat at not
unusual levels relative to prevailing economic conditions. Sterling rates were
an exception owing to the 8 per cent. Bank rate called upon to support the
devaluation of the currency, and rates in the Paris market also were raised
sharply after the social disturbances in May-June to help limit the flight of
funds. But beginning in late 1968, coincident with the shift to rnonetary
restraint in the United States, interest rates soared From December 1968 to
the spring of 1970 thirty-nine increases were made in official discount rates of
OECD countries, nearly one-half of which were in steps of one percentage
point or more. These changes were in some cases adjustments to domestic
market conditions and in others a means of aligning the domestic market with
external rate levels. The changes tended to come in bunches, reflecting their
close interdependence. As shown in the graph, money-market rates in- the
United States, the Uhited Kingdom, the FEuro-dollar market and several
continental centres moved upwards steeply and narrowly together. In Germany,
for external reasons, and in Italy, for domestic aims, interest rates were held
back until the second half of the year. The rise in rates has been relatively
moderate only in Switzerland and Japan; in both countries a st1mu1us to
capital outflows has been appropriate.

The rate pattern was similar in the long-term sphere, with a further
exception. Sterling ']ong-term rates moved up faster than those elsewhere in
late 1968 and early 1969 in response to the further eﬁ'ort being made to
strengthen the UK external position,

With allowance for special circumstances in some countries, the main
force behind the upsweep of rates and the exceptional levels' they reached
came from the United States. Much of the explanation lies in the cumulative
effects of the protracted US inflation and in the way in which monetary
restraint was applied there. Seeking to curb the business sector’'s strong
demand for funds, increasingly based on inflationary expectations and the
desire for protection against a liquidity squeeze, the monetary authorities
aimed to limit bank lending by holding down the Regulation Q ceilings. The
banks “sought all possible means of offsetting. their losses of time deposits and
of meeting their commitments to corporate customers, which helped to drive
up domestic money-market rates..
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The peculiarity was that Regulation Q did not apply to funds obtained
via the banks' foreign branches. Hence, the “keen cutting edge” of the Q
ceiling reacted with severe effect on rates in the Euro-dollar market as the
banks bid aggressively for this marginal source of funds. Three-month money
passed the 12 per cent. mark in June and was not much lower during the
rest of the year. These high rates attracted a substantial volume of funds from
various parts of the world, including the United States. Rates in other markets
were affected and foreign central banks often took action to assure that they
were sufficiently affected. Moreover, the rise in US long-term rates transmitted
itself via the Euro-bond market, both through new issues and through the
arbitrage effects on the secondary market, to the capital markets of other
countries,

On the other hand, apart from Germany and Italy, most western
European countries have tended to rely on quantitative limitations in regulating
the expansion of bank credit. At the beginning of 1969 bank credit ceilings
were already in effect in the United Kingdom, France and the Netherlands,
and over the year they were introduced, formally or.informally, in most other
countries. Though not expected to be continuously in force, credit ceilings
have been used as a shorter-term expedient to ensure quick results in pre-
venting excessive credit expansion. Moreover, such techniques help to limit
the upward pressure on interest rates and the drawing-in of funds from
abroad. More direct action on interest rates has usually been aimed at
external considerations. '

Though steps to control credit expansion spread in western Europe last
year, the policies were not generally designed to be very restrictive. The only
countries in which stringent restraint was clearly in evidence were the United
Kingdom, France and Sweden.. In the others domestic bank credit rose by
about 10-15 per cent. When, in addition, it is remembered that 1969 was
the first year in which the expansion of activity in most European countries
began to press against resource limitations, the rapid rise of interest rates to
exceptionally high levels seemed rather incongruous, This is to say that the
moves to higher rates were in large degree defensive. '

Whatever goes up must come down, it 1s said — excepting. prices,
wages and population. But the speed of descent of interest rates is likely to
be much slower than their rocket-like rise. :

United States.

The US authorities’ efforts over the past year to dampen inflation have
led to a significant easing of demand pressures and a modest decline in output.

Industrial production showed a recessionary tendency during the third quarter -
of 1969, and by the first quarter of 1970 the real gross national product had
declined by o.8 per cent. from its level in the previous half-year. The labour
market became much easier as unemployment increased from about 3% to
close to 5 per cent. of the labour force. However, prices and wages were
still rising. '



When the new Admunistration came into office at the beginning of last
year, restrictive policies were already in operation. But the economy was still
booming away, with over-full employment, the price/wage spiral tending to
accelerate, and an inflationary psychology underlying expectations and decision-
taking throughout the economy. In this situation the Administration emphasised
the high priority it intended to give to restoring monetary stability.

In the fiscal sphere the budget estimates were reviewed and a cut of §4
milliard was proposed in expenditure. Also, it was proposed to repeal the
© Investment tax credit of 7 per cent. as fron April and to extend the income-
tax surcharge, though with the rate reduced to 5 per cent. in the second half
of the fiscal year. The tax measures were finally passed by Congress in
December. '

The swing of the budget into surplus was completed by the first half of
'1969. With tax receipts rising and Federal outlays tapering off after three
vears of steep increase, the surplus on a national-accounts basis reached an
annual rate of $r1.8 milliard, compared with deficits of $9 and 1.5 milliard in
the two halves of 1968. Thereafter it narrowed, partly because of increases in
such items as debt interest and social security payments. Even so, Federal
expenditure rose less in 1969 than the gross mational product iIn current
dollars, and purchases of goods and services in real terms showed a significant
fall due to reductions in defenice spending. :

In the monetary sphere, the banks were under a tight squeeze by mid-
1969. Open-market operations were conducted so as to hold down the reserve
base, and in April reserve requirements were increased and the discount rate
was raised from 5% to 6 per cent. In the face of active loan demand, the
banks" prime rate was put up in June to 8% per cent, — the third rise
since December. '

The authorities were not seeking a sharp credit crunch a la 1966,
however, and there was much talk of gradualism in the readjustment needed
by the economy. It may be, in fact, that the adjustment turned out more
gradual than intended and slowed down the impact on the price/wage spiral.
“The objective was, on the one hand, to restrain loans to business by the large
banks so as to taper off the heavy increase in corporate investment and, on
the other, to limit the squeeze on savings institutions and on the credit flow
to home construction. The thumbscrew of the monetary inquisition was
holding the Regulation Q ceiling on large-denomination certificates of deposit
at 6% per cent., while other money-market rates floated up above the 8 per
cent. level and Euro-dollar rates soared into the upper atmosphere of two-
digit quotations However, the efficacy of these tactics in cutting back the
expansion of credlt was hardly commensurate w1th the pressure brought on
rates. :

In the face of large losses of time deposits, loan demand on the banks
remained very strong. The corporate sector was wary of being caught short of
hquid funds, its need for working balances was rising, and both continuing
inflation and the improbability of prolonged recession argued against major
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‘changes in longer-term investment plans. Besides, the cost of money to
industry was not all that onerous — after taxes. So the banks, with firm loan
commitments to their corporate customers, found ways to meet the demand:
their government-security portfolios were sharply reduced; the Euro-dollar
market was drawn on heavily, particularly in the first half of the year; and
commercial paper  issued by bank affiliates spurted ahead, especially in the
second half. Measures to increase the cost of Euro-dollar borrowing were
adopted around mid-year and action to limit the volume of commercial paper
was considered later, though it was not in fact taken — perhaps because
signs. of -easing in the economy were becoming evident. Regulation Q ceilings
were raised finally in January 1970. Meanwhile, the impact of the tight
monetary policy and high market rates on savings institutions was mitigated
by sizable mortgage support operations by Federal agencies.

- As an overall result new credit from all sources obtained by the
economy in 1969 declined only moderately to $86 milliard from $¢7 milliard
the year before — and this drop was more than accounted for by the shift
of the budget into surplus. From the start of fiscal restraint around mid-1968
until mid-1969 there was little dampening of the boom in activity. and the
pricefwage inflation had a free run for about a year. Of course, there have
been social considerations involved in judging the force to be given to
" restraining policies; but fear of overkill after the tax increase was enacted in
1968 and the leaning towards gradualism subsequently surely blunted the
priority on monetary stability.

_ As--already mentioned,. however, activity definitely eased in the second
half: of the year. Besides the drop in Federal Government purchases, house-
building declined from the first quarter of 1969 onwards, and State and local
- government spending rose by only 1 per cent. between the second and fourth
quarters Mortgages and State and local bond issues were held back by the rise
in market interest rates above the legal ceilings which apply to some of
them. Consumer spending levelled off during the autumn and the personal
' savings ratio rose. In early 1970 new car sales were over 20 per cent. lower
than a year before and the sharp decline on the stock market added a gloomy
. note. Only fixed investment by private industry showed resistance, despite
- difficult business conditions and some squeeze on profits. None the less, by
the first quarter of 1970 eguipment outlays at constant prices appeared to be
faltering and activity as a whole was at the point of recession. This had to be
weighed in settmg policy for the future, along with the stubborn fact ‘of
contmumg price and wage inflation.

In shaping fiscal policy for the year 1g970-71, the Administration aimed
to maintain a unified budget surplus despite a 15 per cent. increase in social
security pensions on 1st January 1970 and the forthcoming abolition of the
remaining 5 per cent. income-tax surcharge on 1st July. It was proposed to
extend the excise taxes on cars and telephones until the end of 1971 and to
allow expenditure to rise by only 1% per cent. in current dollars, which meant
a further reduction {on defence and space programmes) in real terms.



With this stance to fiscal policy and demand pressures subdued, a
modest move was taken towards relaxing the squeeze on bank credit. Short-
term interest rates eased seasonally after the year-end and by February the
Federal Reserve Systemm was giving some help to this movement. As market
rates retreated significantly, the banks reduced thelr prime rate from 81 to
8 per cent. at the end of March.

It was generally_ expected in the spring that the pause in expansion
would be brief and that output would be increasing in the second half of the
year. Not only was fiscal and monetary restraint less severe, but investment
intentions showed a continued increase in capital-goods demand. Also, more
wage contracts were due to be negotiated in 1970 than had been the case the
year before and a pattern of largish increases was evident. However, it was
expected that total demand would not again become pressing and that the
labour market would remain easy. It was believed that under these conditions
the rate of price increase would slow down -— there were already ‘some
indications of this in the trend of industrial prices — but that it would still
be around 3.5 per cent. at the end of 1970.. :

Besides the usual hazards of forecasting, this outlook depended upon the
realism of the budget surplus, which seemed somewhat optimistic and still had
to be made actual by Congress. A new uncertainty camé in the form of a
sudden strike of postal employees in the second half of March, after which
Federal pay scales were raised generally by 6 per cent., the second increase
in the fiscal year. In May it was officially stated that the Federal budget
would be in overall deficit. Thus, it was not clear to what extent inflation
would be brought under control.

In the balance of payments, the trade surp]us was larger in the first
quarter of 1970 after its low level in the two previous years. Overall, however,
there was a large deficit on both the liquidity and official settlements balances
which seemed likely to persist for the rest of the year.

United Kingdom.

The main feature of the British economy in the past year has been the
turn-round in the position of sterling. After the devaluation in November 1967
the volume of imports had risen sharply and the balance of payments showed
hittle improvement, despite a substantial increase in exports. The second half
of 1968 was more favourable than the first, as the rise in imports tapered off
and, in addition, the third quarter saw a net inflow of long-term capital
because of several large US takeovers of British companies. However, the
-underlying position still appeared unsatisfactory, and restrictive financial
policies were sharply tightened in November 1968 and April 1969. Various
taxes were Increased, hire-purchase restrictions were intensitfied and the ceiling
on bank loans was lowered. In addition, an .import deposit scheme was
introduced, so as to tighten intermal liquidity. A defensive attitude  was
required also because of the upswing -of Euro-dollar rates, In- February 1969
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Bank rate was increased from 7 to 8 per cent., and, with less support given
to the gilt-edged market, long-term yields rose from about 7.6 per cent. in
September 1968 to ¢.5 per cent. in June 1969.

In June the IMF approved a new stand-by arrangement allowing the
United Kingdom to draw up to $1 milliard over the next twelve months. In
a Letter of Intent written to the IMF the government stated that its objective
for the year to March 1970 was a basic payments surplus of at least f300
million, support for which was to come from a budget surplus of at least
£850 million and an upper limit on the expansion of domestic credit of
£400 million. The payments target for the year to March 1970 represented an
improvement of £500-550 million over the previous twelve months. In fact,
the external balance had already moved out of deficit when the Letter of
Intent was written, and over the specified twelve months the surplus was
about twice as large as the target figure. Since mid-1969 the current-account
surplus has been at an annual rate of more than £500 million; the gain over
the same period of the year before was mostly due to the merchandise
account. Long-term capital has also shown a net inflow, amounting in the
second half of 1969 to nearly fi1co million. The previous large outflow of
capital to Australia ceased, foreigners bought more UK securities, and the
UK public sector floated several loans in overseas capital markets.

Thus, about eighteen months after devaluation a very satisfactory out-
come began to be achieved. The interesting question is how this was brought
about and why it was so long delayed.

The export performance owed a good deal to the exceptionally fast
growth of world trade; the value of world exports of manufactures in 196¢
was 16 per cent. up on 1968. But without the improved competitiveness
© resulting from devaluation, UK. industry would have been less able to take
advantage of the favourable environment. This is clear from the fact that for
the first time for many years the UK share of world manufactured exports
showed virtually no decline in 1969; in the past it had fallen fastest when
world trade was growing rapidly. But while devaluation was the decisive step
in this regard, it seems that some time-lag was inevitable before it could be
fully reflected in export performance.

The other half of the picture is that domestic demand was allowed to
expand appreciably for some months after devaluation, but once firmer
measures of restraint were imposed they gradually took effect. The main
instrument was the budget, which acted through higher taxes and by halting
.the rise in public-sector expenditure. In the fiscal year 1969—70 the budget
surplus available to repay borrowing was £1,130 million, and the public sector
had an overall financial surplus of about £6oo million, compared with a
borrowing requirement of £450 million in 1968-69. In addition, the ceilings
on bank credit were quite effective, and total domestic credit, far from
expanding by £400 million, showed considerable contraction. Although the
capital market became very tight, the authorities sold a large amount of
government stock to the non-bank public. On the other hand, after mid-196¢



net new issues by companies fell to a level little more than one-quarter of
that in the first half of the year.

The impact of these policies was widely felt. Comparing the second half
of 1969 with the second half of 1968, house-building showed a significant
decline, while private business investment increased by only 3% per cent.,
against 18 per cent. In the previous year. Inventory accumulation also levelled
off and real private consumption was again held to a very shght increase.
Altogether, from the second half of 1968 to the second half of 196g total
domestic demand showed no increase in real terms, whereas it had risen by
2Y, per cent. in 1967-68. In this way ample room was made for the shift of
resources into the external balance. Even with rising exports, industrial
production, which had risen month by month in 1968, has been rather flat
since. The rate of price increase slowed down somewhat but was still around
§ per cent. '

The return of confidence in sterling, which brought a huge reflow of
funds to London and wvastly improved the reserve position, is chscussed
elsewhere in this Report,

Into this idyll of stabilisation was reinjected the wages problem. The
authorities tock it as evident that the improved competitiveness resulting from
devaluation must not be frittered away by an excessive rise in labour costs,
and strong emphasis was put on incomes policy. Wages in the first year after
devaluation had risen by 6 per cent., while in the twelve months to November
1969 the rise was g per cent. At the same time a courageous effort was being
made to secure a statutory basis for incomes policy and to take a step
towards modernising the basic labour legislation. As the year wore on,
however, trade union opposition forced the government to retreat from the
latter objectives, and in December it became clear that wage restraint had
broken down. Several wage settlements were made in that month far beyond
the guide-lines, and the start of a new round of excessive increases, punctuated
by frequent strikes, was confirmed in the first quarter of 1970, The pace of
wage rises indicated an increase for the year of at least 10 per cent. This, of
course, reflected the pure exercise of bargaining power; with unemployment
steadilly around 2.5 per cent. and vacancies declining, the labour market was
not under demand pressure.

As the wage increase was bound to have repercussions on demand and
as the balance-of-payments improvement had to be safeguarded as much as
possible, the policy attitude reflected at budget time in mid-April was
cautious, and only mild easing of fiscal and monetary restraint was projected.
Reductions in income tax to cut revenue by about £200 million in a full year
were announced, but the budget was expected to remain in substantial surplus.
Also, the Chancellor stated that domestic credit could be allowed to expand
by up to £9oo million in the new financial year. And import deposits, which
had been reduced in December, were cut further from 40 to 30 per cent.
Bank rate was lowered in both March and April, but rather to reflect the
easing of international rates. However, to indicate that the general direction of
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policy remained restrictive, the clearing banks were asked to increase their
special deposits with the Bank of England from 2 to 2% per cent. and the
Scottish banks from 1 to 134 per cent. With the policy changes, a growth of
total final expenditure of 4 per cent. in real terms was expected over the year
ahead; allowing for some acceleration of imports, a rise of 3% per cent. wids
projected in the gross domestic product The expected growth rate in normnal
terms was not specified.

France.

In the early months of last year the two major problems facing the
French authorities were to slow down the price/wage spiral and to restore the
balance of payments to a sustainable position.

Although the overly expansive policy measures of 1968 were in the
process of being reversed, their effects, combined with the large increases in
wages and other incomes, had produced an active demand situation by mid-
1969. Both private consumption and fixed investment grew strongly, and even
exports were showing an upward trend, Wholesale prices had levelled off after
their jump the vear before; however, the rise in consumer prices was continuing
at an annual rate of over 6 per cent., partly because of an increase in value
added taxes, and was contributing to wage demands.

In these circumstances efforts were made to strengthen the shift to
policy restraint. During the late spring and summer instalment-credit terms
and conditions for housing loans were tightened, while the ceilings on bank
credit expansion wete extended and reinforced by ‘quantitative limits on the
growth of new medium-term rediscountable investment and construction
credits in particular, In addition, for domestic as well as external reasons,
money-market rates were kept closely in line with those on Euro-currency
markets. In July the government decided to freeze three-quarters of the
investment programme authorisations falling within the remaining months. But,
while there seemed to be some brake on the expansion of activity, the
inflationary climate was not significantly affected.

On the external side, the payments position was in substantial deficit.
There was a deterioration in the trade balance, due primarily to higher
domestic demand, but also reflecting a loss of international competitiveness.
However, a large part of the current-account deficit recorded on a cash
basis was attributable to unfavourable leads and lags in payments. And despite
the exchange controls and restrictions on banks’ foreign positions there was a
leakage of domestic savings seeking safety by capital flight and gold-buying.
As a result, the overall balance-of-payments deficit amounted to $1,700 million
in the first half of 1969. French bank-notes were traded at a significant
discount in foreign markets, confidence in the franc was low and it was widely
considered that a change in the parity would have to come sooner or later.

Quite unexpectedly, in a perlod of relative calm, the govemment an-
nounced an 11.1 per cent. reduction in the gold parity of the franc, effective
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Supply and use of resources.

Sources of demand Resources
Gross fixed domestic

Consumption capital formation Exporis || Imporis Gross

Countries Years of goods lof goods |, J40 )
Plantand| py,en | 800§ cand o] Broduct

Privaté | Public Total equip- inos services || services
ment o
velume changes, in percentages

Ausfria . . . . 1967 3.2 4.5 — 0.1 — 0.2 1.3 5.8 1.2 3.1
1968 3.6 3.9 — 1.2 — 1.4 — 0.4 101 8.2 4.1

1969 2.8 3.4 4.8 . . 16.4 8.2 6.4

Belgium. ., . . 1967 2.7 5.8 1.1 [ 2.4 — 3.4 6.7 3.5 3.4
1968 4.9 8.7 - 1.3 - 1.4 — 2.4 11.3 2.9 3.8

1969 5.1 4.9 8.5 2.3 10.0 16.0 15.5 6.0

Canada . . . 1967 4.7 2.5 0.3 — 0.4 4.0 10.5 5.1. 3.3
1968 4.5 4.6 0.3 — 1.8 10.6 11.9 8.3 4.8

1969 5.6 5.9 1.1 — 0.5 8.1 7.6 9.8 4.8

Denmark . . . 1967 3.4 8.3 7.0 a.b 23.2 8.1 6.1 4.0
1988 1.9 4.3 — 0.6 1.8 — 9.5 8.9 3.9 3.4

1269 7.5 7.9 16.1 141 25.0 9.7 15.0 " T.5

Finland . . . . 1967 2.1 85 | —33 |- 35 1.0 59 | - 1.4 2.7
1968 0.2 5.2 — 3.4 — 4.1 — 2.8 11.9 — 2.4 2.4

1969 7.4 4.4 13.0 13.2 12.0 16.0 21.3 2.0

France . . . . 1967 4.6 3.8 6.4 71 4.4 &.6 7.5 4.6
1968 4.8 5.2 5.0 5.1 5.3 7.4 10.3 4.3

1969 6.9 4.5 9.6 2.0 3.0 16.1 19.3 8.3

Germany . . . 1967 9.8 ' 3.3 — 8.4 - 2.1 — 6,0 8.5 - 1.3 — 0.3
1968 4.0 — 0.9 6.0 2.9 1.3 13.4 14.7 7.2

1969 T.7 4.1 12.8 17.0 - 2.5 i1.9 16.2 8.0

laly .. ... 1867 7.4 4.3 11.8 12.8 o.5 6.7 13.1 G.8
1958 4.7 4.1 7.7 5.9 11.8 154 7.5 6.0

1989 5.7 3.1 8.2 3.7 17.6 14.1 20.7 5.0

dJapan . . . . 1947 2.5 5.4 18.1 18.8 15.3 6.3 22.4 134
1968 9.6 7.2 21.5 22.4 17.6 22.6 12.8 14.3

19269 9.8 G.0 19.0 1.8 15.6 =0.4 13.8 12.8

Netheriands . 1967 5.1 4.1 7.8 6.0 15.2 6.8 6.2 6.1
1968 5.7 1.B 12.7 13.7 8.9 12.1 12.8 8.9

1969 3.5 4.3 a.5 2.2 — 4.5 16.0 14.0 5.2

Nerway . . . . 1967 4.4 a.0 11.8 11.8 12.6 10.5 12.4 5.5
1968 3.8 E.4 — 8.3 —11.3 3.8 10.8 0.0 3.9
1969 . 7.9 8.1 — 3.9 — 5.6 5.9 T g.a 5.6 4.6

Sweden . . . 1987 2.8 a8 4.9 2.4 14.5 5.3 3.6 2.3
1568 4.3 8.3 — 0.9 - 241 2.9 7.9 8.4 4.0

1969 4.2 6.2 4.2 4.6 3.3 12.1 t3.1 5.2

Switzesland . , . 1967 2.9 1.7 0.8 1.6 — 2.6 4.3 5.0 1.8
1968 2.9 1.9 3.8 a7 4.1 10.8 8.1 4.0

1969 4.6 3.8 71 £.5 12.58 12.3 12.6 5.2

United Kingdom . 1967 2.4 5.3 6.6 8.2 8.1 — 0.4 4.8 1.9
1968 2.1 0.3 8.0 5.1 4.5 10.7 7.9 3.0

19596 0.4 — 1.0 — 3 — 1.6 — 9.4 8.2 2.7 1.5

United States 1967 2.9 12,3 — 1.0 - 0.1 — 4.6 4.7 8.6 2.5
1968 5.2 6.8 5.0 2.9 14.4 8.3 16.1 4.9

1969 3.9 1.3 4.5 8.1 2.1 5.3 7.4 2.8
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11th August. It thereby sought to adjust for the overvaluation which had
already come about and which was still working itself out as a result of the
earlier wage and cost increases. :

Devaluation ‘was supported by new measures to restrain domestic demand,
principally additional cuts in budgetary expenditure, an acceleration of corporate
tax collections and premature termination of the 10 per cent. mvestment tax
credit introduced in 1968, On the monetary side, hire-purchase controls were
tightened further, and a number of measures were taken to slow down the
rate of increase in the money supply, to increase the cost of credit, and to
continue limiting its growth while encouraging the formation of savings. In
addition, mainly for external reasons, the Bank of France’s discount rate, which
had reached 7 per cent. in June, was put up to 8 per cent. in October,

In the latter part of the year credit restraint was quite severe. Moreover,
the government’s cash budgetary position improved sharply, so that in 1969
the deficit came to Fr.fr. 3.4 milliard instead of Frfr. 11.5 milliard as
originally estimated, while for 1970 it was proposed to restore the budget to
balance.

Under the influence of these policies demand pressures have eased,
reflecting particularly a pause in consumer spending. Exports turned up
strongly and output continued to rise, but extra capacity becoming available
as a result of the high level of investment helped to relieve strains, The
labour market remained somewhat tight throughout 1969, but a slight easing
was apparent in early 1970.

A slow-down in wage increases did not immediately become evident.
Hourly rates advanced by 3 per cent. in the first quarter of 1970, bringing
the rise over a twelve-month period to about 10 per cent. Consumer prices
continued to go up, at an annual rate of over 5 per cent, still influenced
in part by the change in the currency parity, as well as by higher international
prices. Service prices are still frozen, but in most sectors the general price
controls imposed for one month after devaluation have been replaced by a
system of surveillance requiring advance notice of increases. This system has
tended to limit and delay the impact on prices of earlier cost increases.

Immediately after devaluation there was some reflux of funds from
abroad, but the market reaction did not indicate a general conviction that the
external accounts would show a sufficient and lasting improvement; and in
September heavy support for the franc was again necessary because of renewed
uncertainty about the Deutsche Mark, With the revaluation of the Deutsche
Mark in October, however, came a real return of confidence in the franc..
The balance of payments moved into surplus in the fourth quarter, mainly as
a result of the unwinding of leads and lags. In the early months of 1970
there was an even stronger reflux of funds and a considerable improvement
occurred in the net official position. Moreover, the sustained upward trend in
exports, outpacing imports, indicates that the improvement in the competitive
position resulting from the change in currency parities has brought significant
benefits.



Germany.

The revaluation of the Deutsche Mark, besides removing a major element
of international uncertainty, was intended to cool off the export boom and to
promote a more sustainable balance in Germany’s external accounts. While
export orders declined after revaluation, they recovered again in the early
months of 1970; in any case, the large backlog from 1969 and the strong
expangsion of domestic demand caused the boom itself to continue unabated.
Qutput and prices were rising rapidly and pressure on the labour market was
evident, with vacancies exceeding unemployment by a factor of five and the
number of immigrant workers on an upward trend.

The combination of domestic overheating and a growing current-account
surplus had emerged in the course of 1968, as German exports responded
strongly to an upsurge of demand in other countries, While the current-account
surplus was fully matched by exports of long-term capital, it was felt that a
more restrictive monetary policy would soon be needed to cool down the
economy. The inconvenience of this was that it would probably reduce the
capital outflow and at the same time further enlarge the current surplus. The
government was reluctant to revalue because of the increased budgetary
support to agriculture which this would entail, and also because restrictive
policies imposed in other countries might alone weaken export markets in
196g—70, while the upswing in Germany continued. However, the border tax
adjustments made in November 1968 amounted to a 4 per cent. revaluation
on trade in industrial products.

The effect on the merchandise surplus in 1969 was not significant. The
value of exports in the first three quarters was 17 per cent. higher than the
year before, and while imports rose by 22 per cent, this basically reflected
the mounting pressure of total demand. All components of demand expanded
vigorously, with the steepest increase coming in business outlays on plant and
equipment. The rapid rise in tax recelpts pushed the Federal Government's
budget into surplus for the year, but the net effect was not very restrictive.
In the fourth quarter industrial production was 10 per cent. higher than in
the corresponding quarter of 1968, and for the full year the real gross mational
product increased by 8 per cent. (6 per cent. per person employed).

With credit in other countries remaining tight and interest rates rising,
Germany’s net long-term capital exports in 1969 were more than twice as
large as in 1968, reaching the remarkable total of DM 23 milliard. Although
the capital outflow month by month was far in excess of the surplus on current
account, its impact on the overall balance of payments was swamped up to
September by the waves of hedging and speculation on a revaluation of the
currency. The official reserves rose by DM 15 milliard between April and
September. To offset the expansionary impact on bank liquidity, reserve
requirements were raised in June and again in August, while the Bundesbank’s
discount rate was increased in steps from 3 per cent, in early April to 6 per
cent. in September. Even so, bank lending continued to expand and the
banks’ liquidity ratio, though fluctuating widely, showed little net change.



Thus, in the early autumn of 1969 the economic and monetary situation was
very much what it had been a year earlier — only more so. '

The new government formed in October fixed the Deutsche Mark's
parity at DM 3.66 to the dollar, a rise of 9.3 per cent. on the previous par
value. The government initially expected revaluation to have a rather forceful
‘impact in restraining inflationary pressures, both from the demand side and
through its direct effect on prices. However, coming after a full year of
excess demand for labour, revaluation was too late to prevent an outburst on
the wages front. Farly in September, following a number of wild-cat strikes,
workers in the coal and steel industry were awarded pay rises of 11 per cent.
and more, together with wvarious fringe benefits. The rate of increase of
wage earnings accelerated from the previous 8 per cent. per annum to
12% per cent. In the fourth quarter and 14 per cent. in the first quarter of
1970. Thus, the boom was heightened still further by an upsurge of consumer
spending, and price increases also accelerated. In early 1970 industrial whole-
sale prices were 6 per cent. higher than the year before, and the rise of
export prices has about offset the abolition, after revaluation, of the 4 per
cent. border tax.

While the need for restrictive financial policies was clear, the government
remained concerned at the possibility of a downturn in the second half of
1970, partly as a delaved consequence of revaluation. About 3 per cent. of
Federal Government expenditure for 1970 was therefore blocked on a temporary
basis and, in addition, the Federal and Lénder Governments agreed to
establish an anti-cyclical reserve fund of DM 2.5 milliard with the Bundesbank,
At the same time previously announced tax reductions were postponed —
but other proposals for a temporary increase in taxes were not accepted.

Thus, as on several past occasions, the main task of curbing the boom
devolved upon monetary policy. In this area, however, revaluation did lead to
a substantial change of climate in a restrictive direction. The reflux of funds
to other countries meant a contraction of bank liguidity and, at the same
time, a big increase in bank borrowing by companies to replace balances
which moved abroad. Despite some downward adjustment of reserve require-
ments, the banks’ liquidity ratio dropped to close on 5 per cent. early in
1970, its lowest level for many vyears. Although the external surplus on
current account remained large, the net outflow of private long-term capital,
which had been held back by uncertainty over the exchange rate in the
third quarter of 1969, came to DM 8.7 milliard in the fourth quarter and
DM 3.7 milliard in the first quarter of 1970.

In this situation a further tightening of monetary policy was appropriate
from both the domestic and external standpoints. Early in March the discount
rate was raised to 7% per cent. and the rate on secured advances to 9% per
cent. Also, to discourage an inflow of funds to the banks from abroad as a
means of relieving the squeeze, a marginal reserve requirement of jo per cent.
was imposed on bank labilities to non-residents.



The boom atmosphere continued in the spring months although the
credit pinch was severe despite borrowing from the Euro-dollar market.
It is. expected that monetary restriction will be effective sooner or later,
but the process of demand management has been lengthened because of the
weak support from fiscal policy and because the very large wage round cannot
be halted in mid-course. The disadvantages of delay in initiating firm restrain-
ing measures, complicated by the revaluation debate, have therefore been
evident. Hence, the objective now must be to ease the strain on resources,
particularly in the labour market, before another round of excessive wage
settlements arises in the latter months of the year. '

Italy.

Recent developments in Italy have been dominated by labour disturbances
which started towards the middle of September and sharply interrupted
economic expansion. '

Although the pace of advance up to mid-1968 had been somewhat
disappointing, much progress had been made by last summer towards achieving
a better growth rate of real gross pational product and fuller domestic absorp-
tion of available output. While exports of goods and services continued to
advance strongly, domestic demand gathered momentum, bringing with it an
even larger expansion of imports. In particular, private fixed investment picked
up, owing to fuller utilisation of capacity and satisfactory profit expectations.
Private consumption, too, followed the general upward trend as disposable
income rose. During the first half of the vear industrial production (excluding
construction} was running 8 per cent. above the level of a year earlier. For
1969 as a whole real gross national product was then expected to rise by
7 per cent., against 6 per cent. in the preceding year.

In the background, however, were two unfavourable factors: price
developments and persistent capital outflows. Following some years of notable
stability, prices rose moderately between mid-1968 and the first quarter of
1969, but started to move up markedly thereafier. By September wholesale
prices were 5.8 per cent. higher than a year earlier, owing mainly to a rise in
world commodity prices, strong demand for building materials and some
domestic harvest shortfalls. The corresponding increase in the cost of living
was 3.6 per cent. As a consequence, a wage/price interaction was set in
motion. Up to August cost-of-living allowances based on the shding-scale
agreements in industry had to be adjusted by five percentage points, against
only two points in the whole of the preceding year, Other contributing factors
were the reduction of regional wage differentials and the coming into force of
previously negotiated wage Increases. Thus, the rise in contractual wages m
‘manufacturing industry, which had amounted to only 3.6 per cent. in 1968,
teached an annual rate of 7.4 per cent. in the second quarter of 1969.

As to capital movements, the net outflow of funds under way since 1966
intensified during the first half of 1969, when it reached about $1,800 million



and began to exceed the surplus on current account. However, the monetary
authorities continued for the time being their policy of stabilising long-term
interest rates. The object of this policy, which had been introduced earlier in
the absence of effective budgetary stimuli, was to encourage investment,
Instead of resorting to interest rate changes, a number of — mainly selective —
measures were adopted to cut back net outflows of funds, including a request
to the banks to reduce their net foreign creditor positions, the introduction of
penalty charges for excessive borrowing from the central bank and new
restrictions on financial institutions designed to discourage long-term portfolio
investment abroad.

But, with capital exports continuing to rise and the overall external
deficit becoming serious, the policy of stable interest rates became increasingly
untenable. The initial moves towards tighter credit came in the third quarter;
central-bank lending to the banks was tightened, the discount rate was raised
to 4 per cent., and long-term interest rates were permitted to move up.

In the autumn the situation took a sharply adverse turn. With the
eruption of strikes involving about half of the working population, working
hours lost came to 300 million in 1969, compared with about 180 million back
in 1962, when the last wage explosion occurred. The disturbances took place
against a background of political instability. They were occasioned by the
renewal of contracts negotiated three years earlier, when the climate of recession
was still being felt, and followed a period of slightly declining unit labour costs.
The immediate economic impact was an abrupt fall in industrial production
during the last four months of the year, which brought down the average
year-to-year rise in the index to only 3.3 per cent., compared with 6.3 per
cent. in 1968, The corresponding increase in real gross national product, at
s per cent, was 1 per cent. smaller than a year earlier and markedly lower
than the rate expected prior to the ‘‘hot autumn’. The trade balance was
also adversely affected, with exports declining sharply while imports continued
to rise. The effect of wage agreements concluded before the end of the year
is estimated to have been an increase in wage costs of 15 per cent. Hence,
the trend of prices was tilted further upwards. '

By March 1970 the general index for minimum contractual wage rates in
manufacturing industry was running almost 25 per cent. above the year-earlier
figure, though this exaggerates the actual increase in the total wage bill.
Wholesale prices and the cost of living were some 8% and 5% per cent.
higher respectively, with the wholesale prices of investment goods up by a
full 14 per cent. The sliding wage scale advanced five points by May, against
" a total of six for the whole of 1969.

On the output side, the economy, in a still strained atmosphere of
industrial relations, began a painful recovery in early 1g70. Though some vital
sectors were still being hit by strikes, industrial production had by February
regained its level of the previous summer. But, with political uncertainty
persisting and with domestic interest rates comparatively low, the capital out-
flow continued and the lira came under pressure. In consequence, the Bank of






